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PREFACE 


This Pamphlet contains the text of the Uniform Commercial Code pre- 
pared under the joint sponsorship of The American Law Institute and the 
National Conference of Commissioners on Uniform State Laws, current 

hrough December, 2010. 

The Code is a comprehensive modernization of various statutes relat- 
ing to commercial transactions including sales, leases, negotiable instru- 
ments, bank deposits and collections, funds transfers, letters of credit, 
bulk sales, documents of title, investment securities and secured 

ransactions. It replaces the former Uniform Laws relating to sales, 
conditional sales, negotiable instruments, warehouse receipts, bills of lad- 
ing, stock transfers and trust receipts. 

The Code was originally approved by its sponsors and the American 

ar Association in 1952, and it has been amended a number of times in 
succeeding years. An effort to modernize and update the Code was begun 


(Investment Securities) was revised in 1994, and Article 5 (Letters o 
Credit) was revised in 1995. Revised Article 9 (Secured Transactions) was 
promulgated in 1998 with subsequent amendments and modifications in 
1999, 2000, and 2001. Article 1 (General Provisions) was revised in 2001. 
à rticle T (renamed Documents of Title) was revised in 2003. Article 2 
(Sales) and Article 2A (Leases) were amended in 2003 and 2005. 

This 2009 edition of the Pamphlet contains Permanent Editorial Board 
Commentary No. 16 (2009) regarding sections 4A-502(d) and 4A-503. The 
Commentary indicates that neither the originator nor the beneficiary of a 
funds transfer has any property claim to the value held by an intermedi- 
ary bank in a funds transfer. 


OFFICIAL COMMENTS 


One of the indispensable features herein consists of the Official Com- 
ments, prepared by the National Conference of Commissioners on Uniform 
State Laws and The American Law Institute, which appear under each 
section. These Comments explain the purpose and intent of the sections 
and the changes in the prior law that were effected by the Code. 


APPENDIX CONTAINING PERMANENT EDITORIAL 
BOARD (PEB) COMMENTARY 


The Permanent Editorial Board for the Uniform Commercial Code will 
issue supplementary commentary on the Code from time to time. The final 
draft of Commentaries 1 to 15 may be found in Appendix A. (PEB Com- 


iii 


mentaries 8 and 11 have been amended to comport with Revised Article 9.) 

hese commentaries normally identify an issue, discuss the issue and 
come to a conclusion as to how the issue should be resolved. Often, the 
conclusion will result in a change in the Official Comment of one or more 
sections of the Code. The Official Comment, when so changed, will gener- 
ally refer to the PEB Commentary which brought about the change. All 
changes in the Official Comments as a result of Commentaries 1 to 15 
have been incorporated into this Pamphlet. 


APPENDICES RELATING TO 1972, 1977, AND 1987 CHANGES 


Appendices are included containing material relating to the 1972 revi- 
sion of Article 9, the 1977 revision of Article 8 and the 1987 adoption o 
Article 2A. Appendix B shows the changes in Article 9, and related 
sections. Included under each section are statements as to the reasons for 
change. Appendix C shows the changes in Article 8, and related sections. 
Included under each section are statements as to the reason for change. 

ppendix D contains amendments to Article 1 and Article 9 conforming to 
new Article 2A. 


APPENDICES CONTAINING TEXT AND 


OFFICIAL COMMENTS OF PRE-REVISION 
ARTICLES 1, 3, 5, 6, 7, 8, AND 9 

Article 6 was revised in 1989, Article 3 was revised in 1990, Article 8 

as further revised in 1994, Article 5 was revised in 1995, Article 9 was 
revised in 1998, Article 1 was revised in 2001, and Article 7 was revised in 
2003. The pre-revision versions of the Text and Official Comments of these 
articles may be found variously in Appendix E (Pre-Revision Article 6), Ap- 
pendix G (Pre-Revision Article 3), Appendix L (Pre-Revision Article 8), Ap- 
pendix N (Pre-Revision Article 5), Appendix O (Pre-Revision Article 9), Ap- 
pendix P (Pre-Revision Article 1), and Appendix R (Pre-Revision Article 7). 


APPENDIX CONTAINING 1990 ARTICLE 1 AMENDMENTS 
CONFORMING TO REVISED ARTICLE 3 


In conjunction with the revision of Article 3 in 1990, conforming amend- 
ments to Article 1 were approved. These amendments may be found in Ap- 


APPENDICES CONTAINING 1990 AMENDMENTS 
TO ARTICLE 2A 
In 1990, 24 text amendments were made to Article 2A. In addition, the 
Official Comments of three sections, which were not amended textually, 


ere changed to conform to the various text amendments. All of these may 
be found in Appendix F. 


TO ARTICLE 4 
In 1990, a substantial number of amendments were made to Article 4. 


miscellaneous amendments. These amendments, together with the reasons 
for the 1990 changes, may all be found in Appendix I. 


APPENDIX CONTAINING VARIOUS 1994 AMENDMENTS 
Various amendments were made in 1994 not relating to the revision o 
Article 8. These amendments may be found in Appendix J. 
APPENDIX CONTAINING 1994 AND 1995 AMENDMENTS 


TO ARTICLES 1, 3, 4, 5, 9, AND 10 CONFORMING 
TO 1994 REVISION OF ARTICLE 8 


In 1994 and 1995, amendments to Articles 1, 3, 4, 5, 9, and 10 were 
made to conform to the 1994 revision of Article 8. These amendments may| 
be found in Appendix K. 


APPENDIX CONTAINING 1995 AMENDMENTS TO ARTICLES 1, 2, 
AND 9 CONFORMING TO REVISED ARTICLE 5 


In 1995, amendments to Articles 1, 2, and 9 were made to conform to 
he revision of Article 5. These amendments may be found in Appendix M. 


APPENDIX CONTAINING 2002 AMENDMENTS 
TO ARTICLES 3 AND 4 
Articles 3 and 4 were amended in 2002. The amendments may be found 
in Appendix Q. 
APPENDICES CONTAINING 2003 AMENDMENTS 
TO ARTICLES 2 AND 2A 


Articles 2 and 2A were amended in 2003. The amendments may be 
found in Appendices T and U, respectively. 


APPENDIX CONTAINING 2005 AMENDMENTS 


A number of amendments and Official Comment corrections were ap- 
proved in 2005 affecting Articles 1, 2, 2A, 3, and 9. These changes may be 
found in Appendix V. 


APPENDIX CONTAINING 2006 OFFICIAL COMMENT 
CORRECTIONS 


Official Comment corrections affecting Articles 2A and 9 were approved 
in 2006. The corrections may be found in Appendix W. 


APPENDIX CONTAINING 2008 AMENDMENT 


Amendment of Article 1-301 was approved in May, 2008. The amend- 
ment may be found in Appendix X. 


APPENDIX CONTAINING PRE-REVISION ARTICLE 2 


Article 2 was amended in 2003 and has not yet been adopted. Pre- 
revision Article 2 can be found in Appendix Y. 


SPECIAL FEATURES 


The various materials in the preliminary part of this Pamphlet all con- 
ribute to a better understanding of the Code and aid in its interpretation. 


V 


he Foreword, written by the Chair of the Permanent Editorial Board, 
provides an up-to-date overview of the recent modernization of the Code. 

he Article, Part and Section analysis, beginning on page 1, provides an 
easy means of finding particular provisions of the Code. 


INDEX 


This edition includes an up-to-date index prepared by the publisher's 
Editorial Staff. 
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OFFICIAL TEXT AND COMMENTS 


The Permanent Editorial Board and its constituent organizations, the 
erican Law Institute and the National Conference of Commissioners on 
niform State Laws, have worked for more than two decades to update 
he Uniform Commercial Code. The effort has been greatly assisted by the 
American Bar Association, which has provided advisers at each step along 
he way. 


This effort began with two new articles: Article 2A, first promulgated 
in 1987 and revised in 1990, provides a legal structure for leases of goods, 
and Article 4A (1989) governs commercial funds transfers. The PEB then 
directed its attention to the original articles of the Code. The primary goal 

as not to create new law but rather to bring the articles up to date in 
erms of modern business practices and technology. Articles 3 and 4, cover- 
ing negotiable instruments and bank deposits and collections, were 
horoughly revised in 1990 (and amendments to a limited number of par- 
icular provisions in those articles were recommended in 2002). The PEB 
hen recommended repeal of Article 6 (dealing with bulk sales) as no lon- 
ger necessary in light of modern commercial realities; as an alternative for 
jurisdictions that chose not to repeal the article, the PEB drafted a revised 
ersion of Article 6. Article 8, dealing with investment securities, was 
revised in 1994, primarily to provide a full set of rules for the “indirect 
holding system" that had developed in the securities markets in order to 
facilitate trades. Article 5, which governs letters of credit, was revised in 
1995 to coordinate better with developments in domestic and international 
letter of credit practice. The modernization of the law of secured credit 
codified in Article 9, a large undertaking with great commercial signifi- 
cance, was a major achievement. The state legislatures quickly enacted 
hese revised articles. In the case of Article 9, nationwide enactment was 
accomplished in just three years, a remarkable achievement. 


The next step in the modernization process was the promulgation in 
2001 of a revised text of Article 1 which, in addition to definitions, contains 
a limited number of basic substantive rules generally applicable throughout 

he UCC. Most recently, a set of amendments to sections in Articles 2 and 
2A and a revised version of Article 7 were promulgated in 2003. Much o 
his work, along with the 2002 amendments to Articles 3 and 4, remains 
on the agenda for enactment in the states. Throughout the modernization 
project, the PEB and the sponsoring organizations have been cognizant o 
he need to amend and revise the articles in a manner that comports with 
modern commercial practices, including the now-prevalent use of electronic 
methods of doing business. At the same time, the amendments and revi- 
sions have exhibited sensitivity to the unique issues that sometimes come 
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into play when transactions involve consumers. 


The Conference and the Institute are proud of the modernization of the 
CC and grateful to the Reporters and the members of Drafting Commit- 
ees who devoted long hours to this work, as well as to the many others 
ho participated in the process, especially those who offered constructive 
criticism and who patiently worked to improve laws so crucial to the 
economy of the United States. 


JOHN A. SEBERT 

Chair 

Permanent Editorial Board for 

the Uniform Commercial Code 
December 2010 


REPORT NO. 1 


OF THE 
PERMANENT EDITORIAL BOARD FOR THE UNIFORM 
COMMERCIAL CODE 


October 31, 1962 


O THE AMERICAN LAW INSTITUTE AND THE NATIONAL CONFERENCE OF COM- 
MISSIONERS ON UNIFORM STATE LAws: 


As this is the first report made by this Board, it may be worthwhile 
briefly to outline the history which led to the Board’s establishment. 
The Uniform Commercial Code was promulgated by the Conference 
and the Institute, with the endorsement of the American Bar Association, 
in the fall of 1951. It had been drafted under the supervision of an Edito- 
rial Board composed of representatives of the Conference and the Institute. 
In 1953, Pennsylvania enacted the Code with no variations from the 
ext which the Code's Editorial Board had approved. 
No further enactments of the original Code ensued. The reason was 
hat the New York Legislature, instead of enacting the Code, referred it to 
he New York Law Revision Commission and gave that expert body a large 
appropriation to enable it to make a critical line-by-line examination of the 
Code. When this occurred, the Code's Editorial Board was re-activated as 

ere the subcommittees of the Board which had worked on the several 
articles. 

In February, 1956, the New York Law Revision Commission made its 
report in which it approved the idea of a code of commercial law but 
expressed the opinion that the Code as originally drafted was unsuitable 
for enactment by New York. 

While the Code was being studied by the New York Law Revision Com- 
mission's task forces, they were in communication with the Editorial 

oard's subcommittees, so that when the 1956 report was issued, its 
contents were no surprise to the sponsors of the Code. The Editorial Board 
immediately resumed intensive work. It adopted a large number of the 
suggestions made by the New York Commission and, late in 1956, issued a 
revised Code. 

This revised Code was enacted by Massachusetts in September, 1957, 
effective on October 1, 1958, and by Kentucky in 1958, effective July 1, 
1960. It was published as the *1957 Official Text." 

In 1958 the Code's Editorial Board promulgated certain amendments 

o Articles 8 and 9 of the Code, and the Code was republished as the *1958 
Official Text." 

Successively, Connecticut, New Hampshire, Rhode Island, Wyoming, 
Arkansas, New Mexico, Ohio, Oregon, Oklahoma, Illinois, New Jersey, 
Georgia, Alaska, New York and Michigan enacted the 1958 version of the 
Code. And, in 1959, Pennsylvania re-enacted the Code, substituting for the 


xi 


UNIFORM COMMERCIAL CODE 


original version the 1958 Official Text. 
It became apparent in 1961 that almost every state enacting the Code 
as making its own amendments, thus very largely imperiling the pri- 
mary object of the code which is UNIFORMITY in the laws of the various 
states regulating commercial transactions. 

In an effort to curb this tendency, the Institute applied to the Maurice 
and Laura Falk Foundation, (which had contributed upwards of $275,000 

o the cost of preparing the original Code) for an additional grant in the 
amount of $125,000 to endow the work of a Permanent Editorial Board. 
he Falk Foundation very generously made the grant and the Board was 
constituted pursuant to a written agreement between the Conference and 
he Institute dated August 5, 1961. 

This agreement provides that the Director of the Institute shall be ex 
officio chairman of the Board, that the Chairman of the Commercial code 
Committee of the Conference shall be an ex officio member, and that the 
Conference shall select four additional representatives and the Institute 
five. Not more than one elected member may come from any state and the 
agreement makes it clear that it is desirable, generally speaking, to have 
as members of the Board, lawyers who come from states which have 
enacted the Code. 

Immediately upon the selection of the members of the Board by the 
Conference and the Institute, the late Judge Goodrich, who as Director o 

he Institute was ex officio chairman of the Board, appointed three subcom- 
mittees as follows: 

Subcommittee No. 1, to consider Articles 1, 2, 6 & 7: Professor Robert 
Braucher, Harvard University Law School, Chairman, Bernard D. Broeker, 


Bethlehem, Pennsylvania, and Professor William D. Hawkland, University 
of Illinois Law School. 
Subcommittee No. 2, to consider Articles 3, 4, 5 & 8: Walter D. Malcolm, 


Subcommittee No. 3, to consider Article 9: J. Francis Ireton, Baltimore; 
eter F. Coogan, Boston; Anthony G. Felix, Jr., Philadelphia; Grant 
Gilmore, Yale University Law School; Roy C. Haberkern, Jr., New York; 
Homer L. Kripke, New Jersey; and Durmont W. McGraw, Chicago. 
Judge Goodrich also appointed Soia Mentschikoff consultant to the 
Board and Paul A. Wolkin of Philadelphia, as the Board's secretary. 
The Board held its first meeting in Washington, D.C. in May, 1962, 
hen there was a preliminary discussion of the manner in which the 
subcommittees and the Board would function. At this time a meeting was 
fixed for October 12, 13 and 14th in Philadelphia. 
The subcommittees examined every amendment which had been made 
o the Code in the 18 Codes enacted thus far. They also examined a large 
number of amendments proposed in California and a somewhat smaller 


introduced into the legislature in 1963. 
At its meeting in Philadelphia on October 12, 13 and 14th, the Board 
reviewed the work of the subcommittees, and made the recommendations 


We deem it appropriate in connection with this first report of the Board 
o print as an Appendix the agreement between The American Law 
Institute and the National Conference of Commissioners on Uniform State 
Laws dated August 5, 1961, as amended by a supplemental agreement 
hich has just been executed by the officers of both organizations. Under 
Article SEVENTH of the agreement, as amended, the jurisdiction of this 
oard is rather limited. We certainly do not have any authority to 
ndertake a rewriting of the Code or to make amendments merely because 
someone feels that a particular provision might have been drafted with 
greater clarity. The only justification for “clarifying amendments" must be 
found in clause (d) of Article SEVENTH which was added by the supple- 
mentary agreement. 

Our recommendations are made in three parts.' Part I consists o 
recommendations for the amendment of the 1958 Official Text of the Code 
plus amendments of the Official Comments which the changes in text 
render necessary. Part II consists of the amendments to the Official Text 
made in the various states which the Board rejects, together with the 
reasons for rejection. Part III consists of a few amendments to the 1958 
Official Comments which are deemed desirable in the light of experience 

nder the Code. 

We are not publishing our comments on the proposed California and 

isconsin amendments, but we have furnished them to the Commission- 
ers on Uniform State Laws in those states respectively. 

We understand that West Publishing Company will shortly put out a 
1962 Official Text with Comments. This will contain the Text as modified 
by the amendments in Part I, plus the changes in Comments contained in 


We shall be very glad to supply copies of this Report on request. 

Prior to the issuance of this Report, the amendments recommended in 
art I were approved by majorities of the Executive Committees of both o 
he organizations to which the Report is addressed. 


RESPECTFULLY SUBMITTED, 


WM. A. SCHNADER 
Pennsylvania, 
October 31, 1962 Acting Chairman. 


JOHN C. BARRETT, 
Arkansas. 


Francis M. Birp, 
Georgia. 


WirLouGHBY A. COLBY, 
Paul A. Wolking New Hampshire. 
Secretary 
The American Law Institute ALBERT E. JENNER, JR. 
133 South 36th Street Illinois 
Philadelphia 4, Pennsylvania 


! Reference is to Parts I-III of the Board's 1962 Report which, because of space limita- 
ions, could not be accomodated in this edition. 
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Joun W. MAcDoNALD 
New York. 


WarTER D. MALCOLM, 
Massachusetts. 


Ross L. MALONE, 
New Mexico. 


Maurice H. MERRILL, 
Oklahoma. 


GEorGE R. RICHTER, JR., 
California. 


REPORT NO. 2 


OF THE 
PERMANENT EDITORIAL BOARD FOR THE UNIFORM 
COMMERCIAL CODE 


October 31, 1964 


O THE AMERICAN LAw INSTITUTE AND THE NATIONAL CONFERENCE OF Com- 
MISSIONERS ON UNIFORM STATE LAws:The first report of this Board was 
made on October 31, 1962. At that time 18 states had enacted the Uniform 
Commercial Code. 


Of the 18 states, some endeavored to adhere to the Official Text of the 
Code as promulgated by your two organizations which had sponsored it. 
For example, the Pennsylvania Code in 1962 had only one substantive 
departure from the Official Text and that departure was a “carry-over” 
from the 1952 Official Text. The 1959 Pennsylvania Act brought its Code 
in line with the amendments which had been officially recommended by 
he Editorial Board with the approval of the Executive Committees of both 
of your organizations. 

Illinois was another state which enacted the Code almost precisely as 
promulgated. 

However, other states made a large number of amendments and thus 

eakened their Codes pro tanto as uniform legislation governing in the 
same way the same commercial transaction wherever it occurred. 

In our Report No. 1 dated October 31, 1962, we examined every unoffi- 
cial amendment which had been made by any one of the 18 states and ei- 
her recommended it for uniform adoption by all American jurisdictions or 
rejected it and gave the reasons for our action. The rejected amendments 
appeared at pages 65 to 135, inclusive, of our Report No. 1.' 

Subsequent to October 31, 1962, 12 jurisdictions have enacted the 
Code. With the exception of Nebraska, each of these states used the 1962 
Official Text of the Code as the basis for its Code bill. And the 1962 Official 

ext was the 1958 Official Text, plus the 1962 amendments promulgated 
by this Board in its Report No. 1 with the approval of the Executive Com- 
mittees of both of your organizations. 

We had hoped that our Report No. 1 would serve to minimize amend- 
ments to the Code by jurisdictions which would enact it subsequent to our 
report. While our report may have had some effect in this direction, we are 
sorry to say that again far too many unofficial amendments were enacted. 
In this report we have repeated our objections to the amendments made to 
Codes enacted prior to October 31, 1962, and, in addition, have examined 
all new, unofficial amendments made in the 30 jurisdictions which have 
enacted the Code to date. None of the unofficial variations is such an 
improvement over the 1962 Official Text of the Code as to lead the Board 
o recommend it at this time. Therefore, for the 1965 session of legislatures 


! These amendments have been omitted because of space limitations. 
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he 1962 Text of the Code will continue to be the Official Text. 

In the following pages we are dealing with every nonofficial amend- 
ment to the Code.* We are quoting the text, showing in what state or 
states the unofficial modification has been made and stating our objection. 

We do hope that this report will serve to promote uniformity of statu- 

ory law governing commercial transactions by preventing states which 

have not yet enacted the Code from marring the efficiency and purpose o 
heir Codes by making unofficial amendments, and by encouraging the 
jurisdictions whose Codes are not really *uniform" to clean them up by 
repealing the non-uniform amendments. 

Lest the position of the Board be misunderstood, it may be worthwhile 

o say that the Board does not take the position that the 1962 Official Text 
is “the last word" and that the Code may not be improved as experience 
nder its provisions develops. In due time, the Board intends to make a 
comprehensive examination of the Code from beginning to end. But experi- 
ence has taught those interested in the uniformity of our statutory law 
hat it has been much easier to get “uniform laws" on the books in the first 
instance than it has been to interest legislatures in bringing them up to 
date by amendment. 

Uniformity of commercial law was the impelling goal of those who 

orked hard and long for the preparation of the Code and any future revi- 
sion must, before its promulgation, be appraised from the standpoint o 
he likelihood of its prompt acceptance by all of the jurisdictions then 
operating under the Code. Amendments should be the result of experience 
rather than of theory. It is an interesting fact that in Pennsylvania, which 
stands high in commercial importance among the states, the Code has 
been in effect for more than ten years, with never more than one unofficial 
substantive amendment at any one time, and that the Permanent Edito- 
rial Board never heard of any request from any segment of business, 
finance or industry in Pennsylvania to amend any section of the Code. 


Respectfully submitted, 
Wm. A. Schnader, 
Pennsylvania, 
Secretary Chairman 
101 North 33rd Street 
hiladelphia, Pa. 19104. Joe C. Barrett, 
Arkansas 
Francis M. Bird, 
Georgia 
Willoughby A. Colby, 
New Hampshire 
Albert E. Jenner, Jr., 
Illinois 
John W. MacDonald, 
New York 
Walter D. Malcolm, 
Massachusetts 
Ross L. Maloney 
New Mexico 


? This materials has been omitted because of space limitations. 


Maurice H. Merrill, 
Oklahoma 

George R. Richter, Jr., 
California 

Herbert Wechsler, 
Pennsylvania 


REPORT NO. 3 


OF THE 
PERMANENT EDITORIAL BOARD FOR THE UNIFORM 
COMMERCIAL CODE 
December 15, 1966 


O THE AMERICAN LAw INSTITUTE AND THE NATIONAL CONFERENCE OF Com- 
MISSIONERS ON UNIFORM STATE LAws: 


The last report of this Board [Report No. 2] was made on October 
31,1964, at which time 29 states and one jurisdiction (the District of Co- 
lumbia) had enacted the Uniform Commercial Code. Since that time up to 
he date of this report, additional states and jurisdictions have enacted the 
Code to bring the total enactments up to 49. Only three states—Arizona, 
Idaho and Louisiana—have not as yet enacted the Code, and two other 

erican jurisdictions—Guam and Puerto Rico—have its enactment under 
consideration. Since 1964 our Board has had two meetings, both in 

hiladelphia. The first was on January 14 and 15, 1966 and the second on 
November 11 and 12, 1966. 

At both 1966 meetings the Board received reports from Subcommittees 
Nos. 1, 2 and 3 to which had been assigned the task of studying and mak- 
ing recommendations on the many, many non-uniform amendments which 
had been made to the Code as it was enacted jurisdiction by jurisdiction. 

hree amendments were approved—amendments to Sections 2-702, 3—501 
and 7-209. The first of these amendments has been adopted by California, 
Connecticut, Illinois, Maine, New Jersey, New Mexico and New York, the 
second by Iowa and the third by California. They are published herein 

ith the amendment of the 1962 Official Comments which changes in the 
ext require. 

We also considered an amendment added as a new Section 1—209 to 
he New York Uniform Commercial Code. 

It was the feeling of the Board that this amendment is not necessary, 
but that it was completely harmless and that if any states other than New 

ork desired to add it to their Codes, they should have the blessing of the 

ermanent Editorial Board in doing so. Therefore, it is promulgated as a 
new optional section with appropriate Official Comment. 

The Board also felt that Section 2-318, which has been non-uniformly 
amended in a number of states and entirely omitted in California and 

tah, is a section not requiring uniformity throughout all American 
jurisdictions. Therefore, the Board is designating the present Section 
2-318 as an Alternative A and is promulgating two alternatives—Alterna- 

ive B and Alternative C—which states desiring warranties to have a 
broader impact may adopt if they choose. 

Also, the Board is promulgating optional amendments to Sections 
9-105 and 9-106 which will enable states having nautical contacts to 
amend their Codes to make it clear that a ship charter is not chattel paper 
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but that all rights earned or unearned under a charter or other contract 
involving the use or hire of a vessel are contract rights and neither ac- 
counts nor general intangibles. 

All of these amendments and optional amendments follow in the ensu- 


A number of suggested amendments to Article 9 were discussed at the 
anuary meeting without definite decisions. This was due to some extent 
o the fact that the various people who wanted to see changes in certain 

sections of the Article were by no means agreed as to how the sections 
should be changed. 

By the time the November meeting was held, 337 non-uniform, non- 
official amendments had been made to the various sections of Article 9. 
Some sections had been amended by as many as 30 jurisdictions, each ju- 
risdiction writing its own amendment without regard to the amendments 
made by other jurisdictions and, of course, without regard to the Official 

ext. 47 of the 54 Sections of Article 9 had been non-uniformly amended. 

In view of this distressing situation and in view also of the fact that 
arious practicing lawyers and law teachers have written articles or text- 

books pointing out certain respects in which Article 9 might be improved, 
he Board decided that the time had arrived for a restudy in depth o 
Article 9 on Secured Transactions. 

It must be remembered that the Code has been in operation since July 
1, 1954, so that a really impressive body of experience has been built up 

nder which to make this restudy in depth. 

A special Article 9 Review Committee was appointed. It consists o 
rofessor Herbert Wechsler, Director of The American Law Institute as 

Chairman, Joe C. Barrett, a practicing lawyer, of Jonesboro, Arkansas, 
Carl W. Funk, a practicing lawyer, of Philadelphia, the Honorable John S. 


he University of California Law School at Los Angeles, William Curtis 
ierce, a practicing lawyer, of New York, Professor Millard H. Ruud of the 
niversity of Texas Law School and the Honorable Sterry R. Waterman, 
udge of the United States Court of Appeals for the Second Circuit. 
The Research and Reportorial Staff for the Committee will be Professor 
obert Braucher of the Harvard University Law School, Reporter; Profes- 
sor Homer Kripke of the New York University Law School, Associate 
eporter; and Professor Soia Mentschikoff of the University of Chicago 
Law School, Associate Reporter ex officio. 
To raise the additional funds which will be required for this work, Mr. 
Howard C. Petersen of Philadelphia has been appointed Chairman of a 
ays and Means Committee. 
In,view of the appointment of the Article 9 Review Committee, two o 
he Subcommittees of the Board were relieved of their duties for the pres- 
ent-Subcommittee No. 3 and the Reportorial Committee. For their past 
services the Board expresses to them its gratitude and appreciation. 


A large part of this volume [Report No. 3] is devoted to the publication 
of new, nonuniform amendments! adopted subsequent to our Report No. 2. 
In cases where another state has simply copied a non-uniform amendment 

hich the Board has previously rejected, we merely refer to the page o 

eport No. 2 where the Board's reasons for rejection will be found. 
However, in cases where new, non-uniform amendments have been 
inserted in the Code, we are quoting the non-uniform amendment and giv- 
ing our reasons for rejection. 

Finally, the Board received from certain individuals and organizations 
suggestions for amendment of certain sections of the Code. Its Subcommit- 

ees considered these suggestions and did not find any basis for uniform 
amendment in any of the proposals relating to the first eight Articles o 
he Code. The Board approved the Subcommittees’ recommendations. 

As to suggestions coming to the Board for the amendment of provisions 
of Article 9 of the Code, all of these recommendations were referred to the 
special Article 9 Review Committee for study and report. 

December 15, 1966 
Respectfully submitted, 
Secretary Wm. A. Schnader, 
101 North 33rd Street Pennsylvania, 
Philadelphia, Pa. 19104 Chairman 
Consultant Joe C. Barrett, 


Soia Mentschikoff Arkansas 
Illinois 
F. M. Bird, 


Georgia 
James C. Dezendorf, 
Oregon 


Albert E. Jenner, Jr., 
Illinois 


John W. MacDonald, 
New York 


Walter D. Malcolm, 
Massachusetts 

Maurice H. Merrill, 
Oklahoma 

Alfred M. Pence, 
Wyoming 

George R. Richter, Jr., 
California 


Herbert Wechsler, 
New York 
Alternates 


J. Francis Ireton, 
Maryland 


William J. Pierce, 
Michigan 


! This portion of Report No. 3 has been omitted because of space limitations. 
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4A-406 Payment by Originator to Beneficiary; Discharge of Underlying 
Obligation: R eae IpURYR E Y GE IA I T P DE NEA NUDO 


4A-501 Variation by Agreement and Effect of Funds-Transfer System 
los" 

44-502 Creditor Process Served on Receiving Bank; Setoff by 
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Application of Proceeds of Collection or Enforcement; Liability 
for Deficiency and Right to Surplus 
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Altered Bills of Lading 

Lien of Carrier 

Enforcement of Carrier’s Lien. .......... 0.6... cece cee e eee ee eee ee nees 
Duty of Care; Contractual Limitation of Carrier’s Liability 


ART 4. WAREHOUSE RECEIPTS AND BILLS OF LADING: 
GENERAL OBLIGATIONS 


Irregularities in Issue of Receipt or Bill or Conduct of Issuer. .. 
Duplicate Receipt or Bill; Overissue. .................eeeseseeesse 
Obligation of Warehouseman or Carrier to Deliver; Excuse 

No Liability for Good Faith Delivery Pursuant to Receipt or 
lol mor 


Form of Negotiation and Requirements of *Due Negotiation".... 
Rights Acquired by Due Negotiation 

Document of Title to Goods Defeated in Certain Cases 

Rights Acquired in the Absence of Due Negotiation; Effect of 
Diversion; Seller's Stoppage of Delivery. ..................sseusuuuu. 
Indorser Not a Guarantor for Other Parties. ...................... 
Delivery Without Indorsement: Right to Compel Indorsement. . 
Warranties on Negotiation or Transfer of Receipt or Bill. ....... 
Warranties of Collecting Bank as to Documents. ................. 
Receipt or Bill: When Adequate Compliance With Commercial 
Contract. c. iceeces esee gebertive s eee OR REOR eA Da OL EE EHE De 


ART 6. WAREHOUSE RECEIPTS AND BILLS OF LADING: 
ISCELLANEOUS PROVISIONS 


1-601 Lost and Missing Documents. .............. ccc cece eee eee eeeeeeeees 
7-602 Attachment of Goods Covered by a Negotiable Document 
7-603 Conflicting Claims; Interpleader 


ART 1. SHORT TITLE, GENERAL CONSTRUCTION AND 
SUBJECT MATTER 


§ 2-103 Definitions and Index of Definitions 

$ 2-104 Definitions: “Merchant”; “Between Merchants"; “Financing 
Agency” 

$ 2-105 Definitions: Transferability; “Goods”; “Future” Goods; “Lot”; 
“Commercial Unit: recria ———--T— 1975 


ART 2. FORM, FORMATION, TERMS AND READJUSTMENT OF 
CONTRACT; ELECTRONIC CONTRACTING 


§ 2-201 Formal Requirements; Statute of Frauds 
§ 2-202 Final Written Expression in a Record: Parol or Extrinsic 
Evidence 


Seals Inoperative 

Formation in General 

Firm Offers 

Offer and Acceptance in Formation of Contract. .................. 
Additional Terms in Acceptance or Terms of Contract; Effect of 
Confirmation 

Course of Performance on Practical Construction Reserved 
Modification; Rescission and Waiver. ............ csse 
Delegation of Performance; Assignment of Rights 


Unconscionable Contract or Clause Term. ..................... sss 
Price Payable in Money, Goods, Realty, or Otherwise. ........... 
Open Price: Termi. «eden redsers eere ades da oes verde V 
Absence of Specified Place for Delivery 

Absence of Specific Time Provisions; Notice of Termination. .... 
Open Time for Payment or Running of Credit; Authority to 
Ship under Reservation 

Options and Cooperation Respecting Performance. ............... 
Warranty of Title and Against Infringement; Buyer's 
Obligation Against Infringement. .................. ccc cece eee eee eens 
Express Warranties by Affirmation, Promise, Description, 
Sample; Remedial Promise 

Implied Warranty: Merchantability; Usage of Trade 

Exclusion or Modification of Warranties 

Third Party Third-party Beneficiaries of Warranties Express 
or Implied and Obligations 

F.O.B. and F.A.S. Terms Reserved 


C.LF. OR C. & F.: “Net Landed Weights”; “Payment on 
Arrival”; Warranty of Condition on Arrival Reserved 

Delivery “Ex-ship” Reserved. ............ ccc cc cce cece eee eee eeeeeeeees 
Form of Bill of Lading Required in Overseas Shipment; 
“Overseas” Reserved. ............ccccc cence eee eeeeeetee e en 
“No Arrival, No Sale” Term Reserved 

“Letter of Credit” Term; “Confirmed Credit” Failure to Pay by 
Agreed Letter of Credit 

Sale on Approval and Sale or Return; Consignment Sales and 
Rights of Creditors. .............cccccc cence cc eeeceenneeeeeneeeaeenes 
Sale by Auction 


Passing of Title; Reservation for Security; Limited Application 
of this Section 

Rights of Seller's Creditors Against Sold Goods. .................. 
Power to Transfer; Good Faith Purchase of Goods; 
“Entrusting” 


rina ta Interest in Goods; Manner of Identification of 

MA M Geena eigaaateanciantcentideersateeaes 
Buyer’s Right to Goods on Seller’s Insolvency, Repudiation, or 
Failure to Deliver. «reri sese eer ihe ae eR ERR E LA Wa B bteade 
Manner of Seller's Tender of Delivery. ....................suueseuse. 
Shipment by Seller 

Sellers Shipment under Reservation. .................ssseessuesse. 
Rights of Financing Agency 

Effect of Seller's Tender; Delivery on Condition. .................. 
Cure by Seller of Improper Tender or Delivery; Replacement. .. 
Risk of Loss in the Absence of Breach. ....................ssssssee 
Effect of Breach on Risk of Loss 

Payment by Buyer Before Inspection. ...................sssseessses. 
Buyer's Right to Inspection of Goods 

When Documents Deliverable on Acceptance; When on 
Payment 


. BREACH, REPUDIATION, AND EXCUSE 


Buyer's Rights on Improper Delivery. ....................ssuueesss. 
Manner and Effect of Rightful Rejection 

Merchant Buyer's Duties as to Rightfully Rejected Goods 
Buyer's Options as to Salvage of Rightfully Rejected Goods. .... 
Waiver of Buyer's Objections by Failure to Particularize 

What Constitutes Acceptance of Goods. .......... 0... c cece ee seee 
Effect of Acceptance; Notice of Breach; Burden of Establishing 
Breach after Acceptance; Notice of Claim or Litigation to 
Person Answerable Over. ........ 00... cce ccc ce ence en ee eee en eee 
Revocation of Acceptance in Whole or in Part. .................... 
Right to Adequate Assurance of Performance 

Anticipatory Repudiation 

Retraction of Anticipatory Repudiation 

“Installment Contract”; Breach 

Casualty to Identified Goods 

Substituted Performance. ............... cece cence cece eee eeeeneeneees 
Excuse by Failure of Presupposed Conditions. .................... 
Procedure on Notice Claiming Excuse. ..............00cccceeeeeeees 


. REMEDIES 


Seller’s Remedies on Discovery of Buyer’s Insolvency 

Seller’s Remedies in General 

Seller’s Right to Identify Goods to the Contract 
Notwithstanding Breach or to Salvage Unfinished Goods. ....... 
Seller's Stoppage of Delivery in Transit or Otherwise. ........... 
Seller's Resale Including Contract for Resale 

“Person in the Position of a Seller" 

Sellers Damages for Non-acceptance Nonacceptance or 
Repudiation: ;.. iex daa et b ORE a ec RO ER i 
Action: for the Price. i... esee oro e re ree RRE S ee Or Res 
Seller's Incidental and Consequential Damages 


Buyer's Remedies in General; Buyer's Security Interest in 
Rejected Goods 

“Cover”; Buyer's Procurement of Substitute Goods 

Buyer's Damages for Non-delivery Nondelivery or 

Repudiatiom ....: et hesensietestekepidlte sessio di rab podeis seu dated 
Buyer's Damages for Breach in Regard to Accepted Goods 
Buyer's Right to Specific Performance Or; Buyer's Right to 
Replevin.4 c2: seo ba see he raa se exin RRde RR LAE E da ERE 
Deduction of Damages from the Price. ....................suuessese. 
Liquidation or Limitation of Damages; Deposits. ................. 
Who Can May Sue Third Parties for Injury to Goods 

Proof of Market: Time and Place. l.ou cece eee ee 
Admissibility of Market Quotations 

Statute of Limitations in Contracts for Sale. ....................L. 


2A-101 Short Title; «23 inter better Lies nee ELA da Ame vdd 

24-103 Definitions and Index of Definitions. .............. 0.0... cece ee ee ees 

24-104 Leases Subject to Other Law. .............. esses 

24-105 Territorial Application of Article to Goods Covered by 
Certificate of Title... eicit tra ER eren ey eer 

2A-106 Limitation on Power of Parties to Consumer Lease to Choose 
Applicable Law and Judicial Forum 

24-107 Waiver or Renunciation of Claim or Right after Default 

24-108 Unconscionability. 2.0.00... 0... cece cece cece cee ee eee eene 

2A-109 Option to Accelerate at Will. .......... ccc c cece cece cece eee eee ene ees 


ART 2. FORMATION AND CONSTRUCTION OF LEASE 
CONTRACT; ELECTRONIC CONTRACTING 


$ 2A-201 Statute of Frauds. ........ sse ne 

§ 2A-202 Final Written Expression in a Record: Parol or Extrinsic 
Evidence 

§ 2A-203 Seals Inoperative 

§ 2A-204 Formation in General. ........... ccc cc cece cece cece eee ee hehe 

S- 2A-205 Firm Offers. x. vs esses he RR N EERS EEEE ENNER oa EE DOE ss 

§ 2A-208 Modification, Rescission and Waiver 

$ 2A-211 Warranties Against Interference and Against Infringement; 
Lessee's Obligation Against Infringement 

S 

S 

$ 

8 

8 


2A-212 Implied Warranty of Merchantability. ................. cc cece eee eee 
2A-214 Exclusion or Modification of Warranties. .............. esee 
24-219 Risk of Loss 

24-220 Effect of Default on Risk of Loss. ............. 0. ccc cece cence eee ees 
2A-221 Casualty to Identified Goods 


24-303 Alienability of Party’s Interest under Lease Contract or of 
Lessor' s Residual Interest in Goods; Delegation of 
Performance; Transfer of Rights 

24-304 Subsequent Lease of Goods by Lessor 

24-305 Sale or Sublease of Goods by Lessee 

24-306 Priority of Certain Liens Arising by Operation of Law 

2A-307 Priority of Liens Arising by Attachment or Levy On, Security 
Interests In, and Other Claims to Goods. ...................ssss 

24-309 Lessor's and Lessee’s Rights When Goods Become Fixtures 

24-310 Lessor's and Lessee’s Rights When Goods Become Accessions. .. 


ART 4. PERFORMANCE OF LEASE CONTRACT: REPUDIATED, 
SUBSTITUTED AND EXCUSED 


$ 2A-401 Insecurity: Adequate Assurance of Performance. .................. 
$ 2A-402 Anticipatory Repudiation. ............ sss eene 
$8 2A-404 Substituted Performance 
$ 
$ 


2A-504 Liquidation of Damages 
2A-506 Statute of Limitations 


DEFAULT BY LESSOR 

2A-508 Lessee's Remedies 

24-509 Lessee's Rights on Improper Delivery; Rightful Manner and 
Effect:0f Rejection. «22: se eet rr RD e RR Rr RR then 

24-510 Installment Lease Contracts: Rejection and Default 

2A-511 Merchant Lessee’s Duties as to Rightfully Rejected Goods. ...... 

2A-512 Lessee’s Duties as to Rightfully Rejected Goods 

24-513 Cure by Lessor of Improper Tender or Delivery; Replacement. .. 

24-514 Waiver of Lessee's Objections. ............. cece eee cece ee eeeeee ee eees 

2A-515 Acceptance of Goods. ........... ccc cece eee cee ee een e s ttnn siai E 

2A-516 Effect of Acceptance of Goods; Notice of Default; Burden of 
Establishing Default after Acceptance; Notice of Claim or 
Litigation to Person Answerable over 

2A-517 Revocation of Acceptance of Goods 

2A-522 Lessee's Right to Goods on Lessor’s Insolvency. ................... 


DEFAULT BY LESSEE 

2A-523 Lessor’s Remedies 

2A-526 Lessor’s Stoppage of Delivery in Transit or Otherwise 

2A-527 Lessor’s Rights to Dispose of Goods 

2A-528 Lessor’s Damages for Non-acceptance, Failure to Pay, 
Repudiation, or Other Default. ........... 0.0 cece cece cence eens 

2A-529 Lessor’s Action for the Rent. .............. sessi 

24-530 Lessor’s Incidental and Consequential Damages 

24-531 Standing to Sue Third Parties for Injury to Goods 


APPENDIX V 2005 AMENDMENTS TO UNIFORM COMMERCIAL 
CODE AS APPROVED BY THE NATIONAL CONFERENCE OF 
COMMISSIONERS ON UNIFORM STATE LAWS AND THE 
ERICAN LAW INSTITUTE 
1-201 General Definitions. i: erre teeea ree IER Ra cease E ER ERU URS 
2-103 Definitions and Index of Definitions. ..................ussseeesuus. 
2-703 Sellers Remedies in General. ...................ssssesssesseeeesss. 
2-711 Buyers Remedies in General; Buyer's Security Interest in 
Rejected Goods 
2A-IOT Short Tile. «coss zer br ortine ld g eR kr R3 ae desea 
24-103 Definitions and Index of Definitions. .................. 0. ccc eens 
2A-211 Warranties Against Interference and Against Infringement; 
Lessee's Obligation Against Infringement. ..................... 
2A-501 Default: Procedure. ............. esses nee 
2A-507A Right to Specific Performance or Replevin or the Like. ......... 
2A-508  Lessee's Remedies 
2A-509 Lessee’s Rights on Improper Delivery; Manner and Effect of 
Rejection 
2A-514 Waiver of Lessee’s Objections 
2A-517 Revocation of Acceptance of Goods 
2A-523 Lessor’s Remedies 
2A-524 Lessors Right to Identify Goods to Lease Contract 
2A-525 Lessor’s Right to Possession of Goods. ................0ceeee eee ees 
3-405 | Employer's Responsibility for Fraudulent Indorsement by 
Employee c "Rm 
9-325 | Priority of Security Interests in Transferred Collateral. ........ 


PPENDIX W 2006 OFFICIAL COMMENT CORRECTIONS TO 
IFORM COMMERCIAL CODE AS APPROVED BY THE 


§ 2A-222 Legal Recognition of Electronic Contacts, Records and 
Signatures 

§ 2A-510 Installment Lease Contracts: Rejection and Default 

§ 9-406 Discharge of Account Debtor; Notification of Assignment; 
Identification and Proof of Assignment; Restrictions on 
Assignment of Accounts, Chattel Paper, Payment 
Intangibles, and Promissory Notes Ineffective. .................. 


APPENDIX X 2008 AMENDMENT TO UNIFORM COMMERCIAL 
CODE REVISED ARTICLE 1 AS APPROVED BY THE NATIONAL 
CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 

WS AND THE AMERICAN LAW INSTITUTE 
§ 1-301 Territorial Applicability; Parties’ Power to Choose Applicable 


APPENDIX Y ARTICLE 2 SALES [1995] 


ART 1. SHORT TITLE, GENERAL CONSTRUCTION AND 
SUBJECT MATTER 


2-101 Short Title 

2-102 Scope; Certain Security and Other Transactions Excluded 
From This Article, ...5.. rere E ED RR e n ER ORE 

2-103 

2-104 


2-105 Definitions: Transferability; “Goods”; “Future” Goods; “Lot”; 
“Commercial Unit rarei esr rina snes RN ERPREDXRAR Y RA PI RERE 

2-106 Definitions: “Contract”; “Agreement”; “Contract for Sale"; 
“Sale”; “Present Sale”; “Conforming” to Contract; 
“Termination”; “Cancellation” 

2-107 Goods to Be Severed From Realty: Recording 


Formal Requirements; Statute of Frauds 

Final Written Expression: Parol or Extrinsic Evidence 

Seals Inoperative 

Formation in General 

Firm Offers 

Offer and Acceptance in Formation of Contract. .................. 
Additional Terms in Acceptance or Confirmation 

Course of Performance or Practical Construction 

Modification, Rescission and Waiver. ............ csse 
Delegation of Performance; Assignment of Rights 


General Obligations of Parties 

Unconscionable Contract or Clause. ............... cc ee eee e cece eens 
Allocation or Division of Risks 

Price Payable in Money, Goods, Realty, or Otherwise. ........... 
Open Price Term. ..::2 nocere REPRE UPFRAIRDE Ada M Ree RS 
Output, Requirements and Exclusive Dealings 

Delivery in Single Lot or Several Lots 

Absence of Specified Place for Delivery 

Absence of Specific Time Provisions; Notice of Termination. .... 
Open Time for Payment or Running of Credit; Authority to 
Ship Under Reservation. .......... 00... cc cece eee e eee e eee e eee eee 
Options and Cooperation Respecting Performance. ............... 
Warranty of Title and Against Infringement; Buyer’s 
Obligation Against Infringement. .................. ccc cece eee eee eee 
Express Warranties by Affirmation, Promise, Description, 


Implied Warranty: Merchantability; Usage of Trade 

Implied Warranty: Fitness for Particular Purpose. ............... 
Exclusion or Modification of Warranties 

Cumulation and Conflict of Warranties Express or Implied 
Third Party Beneficiaries of Warranties Express or Implied 
F:O.B. and FAS. Terms... cacisaancssataedsardeosaeaanessadeosse 


C.LF. and C. & F. Terms 

C.LF. or C. & F.: “Net Landed Weights”; “Payment on Arrival"; 
Warranty of Condition on Arrival. ............. 0c cece eee eee e eens 
Delivery B-S Dip . sccccsscttnlaseraseswcnsiaderstasciniasedadeswonses 
Form of Bill of Lading Required in Overseas Shipment; 
“Overseas” 

“No Arrival, No Sale” Term. ............. eee 
“Letter of Credit” Term; “Confirmed Credit". ...................4. 
Sale on Approval and Sale or Return; Consignment Sales and 
Rights Of Creditors. essc re er Toe RR Y cedar EDO RE 
Special Incidents of Sale on Approval and Sale or Return. ...... 
Sale by Auction 


Passing of Title; Reservation for Security; Limited Application 
of This Section 

Rights of Seller's Creditors Against Sold Goods. .................. 
Power to Transfer; Good Faith Purchase of Goods; 
“Entrusting” 


. PERFORMANCE 


Insurable Interest in Goods; Manner of Identification of 

Good S. roter eed eh ete DURER EO d Geeta bed dte bald ette is 
Buyer's Right to Goods on Seller's Insolvency. .................... 
Manner of Seller's Tender of Delivery. ....................ssueeeuss. 
Shipment by Seller 

Seller's Shipment Under Reservation 

Rights of Financing Agency 

Effect of Seller's Tender; Delivery on Condition. .................. 
Cure by Seller of Improper Tender or Delivery; Replacement. .. 
Risk of Loss in the Absence of Breach. ....................ssssssee 
Effect of Breach on Risk of Loss 

Tender of Payment by Buyer; Payment by Check 

Payment by Buyer Before Inspection. ................ssessessessesse 
Buyer's Right to Inspection of Goods 

When Documents Deliverable on Acceptance; When on 
Payment 

Preserving Evidence of Goods in Dispute 


. BREACH, REPUDIATION AND EXCUSE 


Buyer's Rights on Improper Delivery. ............... ccc eee cece eee ee 
Manner and Effect of Rightful Rejection 

Merchant Buyer’s Duties as to Rightfully Rejected Goods 
Buyer’s Options as to Salvage of Rightfully Rejected Goods. .... 
Waiver of Buyer’s Objections by Failure to Particularize 

What Constitutes Acceptance of Goods. .......... 0.0. cc cece ee eeeees 
Effect of Acceptance; Notice of Breach; Burden of Establishing 
Breach After Acceptance; Notice of Claim or Litigation to 


Person Answerable Over. ..............ssssssssssessse ee 
Revocation of Acceptance in Whole or in Part. .................... 
Right to Adequate Assurance of Performance 

Anticipatory Repudiation 

Retraction of Anticipatory Repudiation 

“Installment Contract"; Breach 

Casualty to Identified Goods 

Substituted Performance. ............ 0.0 csse eee 
Excuse by Failure of Presupposed Conditions. .................... 
Procedure on Notice Claiming Excuse. ..............0eeceeee eee eees 


REMEDIES 


Remedies for Breach of Collateral Contracts Not Impaired...... 
Seller’s Remedies on Discovery of Buyer’s Insolvency 

Seller’s Remedies in General 

Seller’s Right to Identify Goods to the Contract 
Notwithstanding Breach or to Salvage Unfinished Goods. ....... 
Seller's Stoppage of Delivery in Transit or Otherwise. ........... 
Seller’s Resale Including Contract for Resale 

“Person in the Position of a Seller” 

Sellers Damages for Non-acceptance or Repudiation. ............ 
Action for the Price. 2:5. cccias coved istort dat RELOAD PR eTE 
Seller's Incidental Damages 

Buyer's Remedies in General; Buyer's Security Interest in 
Rejected Goods 

*Cover"; Buyer's Procurement of Substitute Goods 

Buyer's Damages for Non-delivery or Repudiation 

Buyer's Damages for Breach in Regard to Accepted Goods 
Buyer's Incidental and Consequential Damages 

Buyer's Right to Specific Performance or Replevin 

Deduction of Damages From the Price 

Liquidation or Limitation of Damages; Deposits. ................. 
Contractual Modification or Limitation of Remedy 

Effect of “Cancellation” or “Rescission” on Claims for 
Antecedent Breach. 2:2 erroris b teet cba Eki ret bbb deed 
Remedies for Fraud. jessica prr eb eher prr REATO Deae bine 
Who Can Sue Third Parties for Injury to Goods 

Proof of Market Price: Time and Place. ......................ssssee 
Admissibility of Market Quotations 

Statute of Limitations in Contracts for Sale. ...................... 


UNIFORM COMMERCIAL CODE 


TITLE 
AN AcT 


To be known as the Uniform Commercial Code, Relating to Certain Com- 

ercial Transactions in or regarding Personal Property and Contracts and 
other Documents concerning them, including Sales, Commercial Paper, 
Bank Deposits and Collections, Letters of Credit, Bulk Transfers, Warehouse 

eceipts, Bills of Lading, other Documents of Title, Investment Securities, 
and Secured Transactions, including certain Sales of Accounts, Chattel 
aper, and Contract Rights; Providing for Public Notice to Third Parties in 
Certain Circumstances; Regulating Procedure, Evidence and Damages in 
Certain Court Actions Involving such Transactions, Contracts or Docu- 

ents; to Make Uniform the Law with Respect Thereto; and. Repealing In- 
onsistent Legislation. 


GENERAL COMMENT OF NATIONAL 
CONFERENCE OF COMMISSIONERS ON 
UNIFORM STATE LAWS AND THE 
AMERICAN LAW INSTITUTE 


This Comment covers the development of the Code prior to 1962. Its subsequent 
history leading to the 1962, 1966, 1972, 1977 and 1987 Official Text and Com- 
ment changes is contained in Reports and Forewords of the Permanent Edito- 
rial Board for the Uniform Commercial Code, which are set out, supra, this 
pamphlet. 
Uniformity throughout American jurisdictions is one of the main objec- 
ives of this Code; and that objective cannot be obtained without 
substantial uniformity of construction. To aid in uniform construction o 
his Comment and those which follow the text of each section set forth the 
purpose of various provisions of this Act to promote uniformity, to aid in 
iewing the Act as an integrated whole, and to safeguard against 
misconstruction. 


This Act is a revision of the original Uniform Commercial Code 
promulgated in 1951 and enacted in Pennsylvania in 1953, effective July 
1, 1954; and these Comments are a revision of the original comments, 

hich were before the Pennsylvania legislature at the time of its adoption 
of the Code. Changes from the text enacted in Pennsylvania in 1953 are 
clearly legitimate legislative history, but without explanation such changes 
may be misleading, since frequently matters have been omitted as being 
implicit without statement and language has been changed or added solely 
for clarity. Accordingly, the changes from the original text were published, 

nder the title *1956 Recommendations of the Editorial Board for the 

niform Commercial Code,” early in 1957, with reasons, and revised Com- 
ments were then prepared to restate the statutory purpose in the light o 
he revision of text. 

The subsequent history leading to the 1962 Official Text with Comments 
is set out in detail in Report No. 1 of the Permanent Editorial Board for 
he Uniform Commercial Code. * * * [See Report, supra, this pamphlet.] 

Hitherto most commercial transactions have been regulated by a number 
of Uniform Laws prepared and promulgated by the National Conference o 
Commissioners on Uniform State Laws. These acts, with the dates of their 
promulgation by the Conference, are: 


Uniform Negotiable Instruments Law 
Uniform Warehouse Receipts Act 
Uniform Sales Act 

Uniform Bills of Lading Act 

Uniform Stock Transfer Act 


Uniform Conditional Sales Act 
Uniform Trust Receipts Act 


Two of these acts were adopted in every American State and the remain- 
ing acts have had wide acceptance. Each of them has become a segment o 
he statutory law relating to commercial transactions. It has been 
recognized for some years that these acts needed substantial revision to 
keep them in step with modern commercial practices and to integrate each 
of them with the others. 


The concept of the present Act is that “commercial transactions" is a 
single subject of the law, notwithstanding its many facets. 


A single transaction may very well involve a contract for sale, followed 
by a sale, the giving of a check or draft for a part of the purchase price, 
and the acceptance of some form of security for the balance. 


The check or draft may be negotiated and will ultimately pass through 
one or more banks for collection. 


If the goods are shipped or stored the subject matter of the sale may be 
covered by a bill of lading or warehouse receipt or both. 


Or it may be that the entire transaction was made pursuant to a letter 
of credit either domestic or foreign. 


Obviously, every phase of commerce involved is but a part of one trans- 
action, namely, the sale of and payment for goods. 


If, instead of goods in the ordinary sense, the transaction involved stocks 
or bonds, some of the phases of the transaction would obviously be 
different. Others would be the same. In addition, there are certain ad- 
ditional formalities incident to the transfer of stocks and bonds from one 
owner to another. 


This Act purports to deal with all the phases which may ordinarily arise 
in the handling of a commercial transaction, from start to finish. 


Because of the close relationship of each phase of a complete transaction 

o every other phase, it is believed that each Article of this Act is cognate 

o the single broad subject “Commercial Transactions", and that this Act is 

alid under any constitutional provision requiring an act to deal with only 

one subject. See, for excellent discussions of the meaning of “single subject": 

House v. Creveling, 147 Tenn. 589, 250 S.W. 357 (1923) and Commonwealth 
. Snyder, 279 Pa. 234, 123 A. 792 (1924). 


The preparation of the Act (which Section 1-101 denominates the 
‘Uniform Commercial Code") was begun as a joint project of The American 
Law Institute and the National Conference of Commissioners on Uniform 
State Laws in 1942. Various drafts were considered by joint committees o 
both bodies and debated by the full membership of each organization at 
annual meetings. 


In the main, the project was made possible, financially, through a large 
gerant by The Maurice and Laura Falk Foundation of Pittsburgh, 


UNIFORM COMMERCIAL CODE 


ennsylvania, supplemented by contributions from the Beaumont Founda- 
ion of Cleveland, Ohio, and from 98 business and financial concerns and 
law firms. Additional funds for final revisions and study were received 
from the Falk Foundation and others. 


The original drafting and editorial work which led to the 1952 edition o 
he Code was in charge of an Editorial Board of which United States 
Circuit Judge Herbert F. Goodrich of Philadelphia was Chairman. The 
other members at various times were Professor Karl N. Llewellyn of the 
niversity of Chicago Law School, Walter D. Malcolm, Esquire, of Boston, 
ohn C. Pryor, Esquire, of Burlington, Iowa, Wm. A. Schnader, Esquire, o 
hiladelphia, and Harrison Tweed, Esquire, of New York City. In the final 
stages of work on the Code, certain questions of policy were submitted for 
consideration to an Enlarged Editorial Board consisting at various times o 
he foregoing members and Howard L. Barkdull, Esquire, of Cleveland, 
oe C. Barrett, Esquire, of Jonesboro, Arkansas, Robert K. Bell, Esquire, 
of Ocean City, N.J., Robert P. Goldman, Esquire, of Cincinnati, Dean 
Albert J. Harno of the University of Illinois Law School, Ben W. Heine- 
man, Esquire, of Chicago, Carlos Israels, Esquire, of New York City, Albert 
. Jenner, Esquire, of Chicago, Arthur Littleton, Esquire, of Philadelphia, 
illard B. Luther, Esquire, of Boston, Kurt F. Pantzer, Esquire, of India- 
mapolis, Indiana, George Richter, Jr., Esquire, of Los Angeles, R. Jasper 
Smith, Esquire, of Springfield, Missouri, United States Circuit Judge 
Sterry Waterman of St. Johnsbury, Vermont, and Charles H. Willard, 
Esquire, of New York City. 


The Chief Reporter of the Code was Professor Llewellyn, and the Associ- 


ate Chief Reporter was Professor Soia Mentschikoff. Final editorial prepa- 
ration of the 1952 edition was in the hands of Professor Charles Bunn o 
he University of Wisconsin Law School. The Coordinators for the revi- 
sions leading to this 1962 edition were Professors Robert Braucher and 
A.E. Sutherland of the Law School of Harvard University, Professor 
Braucher doing the final editorial preparation for this edition. 


The actual drafting was done in some cases by practicing lawyers and in 
others by teachers of various law schools. The customary procedure 
required that before a draft was submitted for discussion to the general 
memberships of The American Law Institute and of the National Confer- 
ence of Commissioners, it was successively approved by three groups. 


The first group were the so-called “advisers”, consisting of specially 
selected judges, practicing lawyers and law teachers. The advisers met 

ith the draftsmen on frequent occasions to debate and iron out, not only 
he substance but the form and phraseology of the proposed draft. 


After the draft was cleared by the advisers, it was meticulously examined 
by the next two groups—the Council of The American Law Institute and 
either the Commercial Acts Section or the Property Acts Section of the 
Conference of Commissioners. 


When these bodies had given their approval to the draft, it came before 
he general membership both of the Institute and of the Conference for 
consideration. 


In addition in the final stages leading to this 1962 edition each article 


as reviewed and discussed by a special Subcommittee for that article. 
ecommendations of the Subcommittee were reviewed and acted upon by 
he Enlarged Editorial Board, pursuant to authority from the sponsoring 
bodies. 


The judges, practicing lawyers and law teachers who originally acted ei- 
her as advisers or as draftsmen were: 


Judges: John T. Loughran, of the New York Court of Appeals; Thomas 
. Swan, United States Circuit Judge for the Second Circuit; and the late 
ohn D. Wickhem, of the Supreme Court of Wisconsin. 


Practicing lawyers: Dana C. Backus, of New York, N.Y.; Howard L. 
Barkdull, of Cleveland, Ohio; Lawrence G. Bennett, of New York, N.Y.; 
Harold F. Birnbaum, of Los Angeles, California; William L. Eagleton, o 

ashington, D.C.; H. Vernon Eney, of Baltimore, Maryland; Fairfax Leary, 

r., of Philadelphia, Pennsylvania; Willard B. Luther, of Boston, Mas- 
sachusetts; Walter D. Malcolm, of Boston, Massachusetts; Frederic M. 
Miller, of Des Moines, Iowa; Hiram Thomas, of New York, N.Y.; Sterry R. 

aterman, of St. Johnsbury, Vermont; and Cornelius W. Wickersham, o 
New York, N.Y. 


The law teachers were: Ralph J. Baker, of the Harvard Law School; Wil- 
liam E. Britton, of the University of Illinois Law School; Charles Bunn, o 
he University of Wisconsin Law School; Arthur L. Corbin, of Yale 

niversity Law School; Allison Dunham, of Columbia University Law 
School; Grant Gilmore, of Yale University Law School; Albert J. Harno, o 
he University of Illinois Law School; Friedrich Kessler, of the Yale 

niversity Law School; Maurice H. Merrill, of the University of Oklahoma 
Law School; William L. Prosser, of the University of California School o 
Law; Louis B. Schwartz, of the University of Pennsylvania Law School; 
and Bruce Townsend, of the University of Indiana Law School. 


The members of the Council of the Institute during the period when the 
Commercial Code was under consideration were: Dillon Anderson, of Hous- 
on, Texas; Fletcher R. Andrews of Cleveland Heights, Ohio; the late 

alter P. Armstrong of Memphis, Tennessee; Francis M. Bird, of Atlanta, 
Georgia; John G. Buchanan, of Pittsburgh, Pennsylvania; Charles Bunn, o 
Madison, Wisconsin; Howard F. Burns, of Cleveland, Ohio; Herbert W. 
Clark, of San Francisco, California; R. Ammi Cutter, of Boston, Mas- 
sachusetts; Norris Darrell, of New York, N.Y.; the late John W. Davis, o 
New York, N.Y.; Edwin D. Dickinson, of Berkeley, California; Edward J. 
Dimock, of New York, N.Y.; Arthur Dixon, of Chicago, Illinois; Robert G. 
Dodge, of Boston, Massachusetts; the late George Donworth, of Seattle, 

ashington; Charles E. Dunbar, Jr., of New Orleans, Louisiana; William 
Dean Embree, of New York, N.Y.; Frederick F. Faville, of Des Moines, 
Iowa; James Alger Fee, of Portland, Oregon; Gerald F. Flood, of Philadel- 
phia, Pennsylvania; H. Eastman Hackney, of Pittsburgh, Pennsylvania; 
he late Augustus N. Hand, of New York, N.Y.; Learned Hand, of New 

ork, N.Y.; Albert J. Harno, of Urbana, Illinois; the late Earl G. Harrison, 
of Philadelphia, Pennsylvania; William V. Hodges, of New York, N.Y.; 
oseph C. Hutcheson, Jr., of Houston, Texas; Laurence M. Hyde, of Jef- 
ferson City, Missouri; William J. Jameson, of Billings, Montana; Joseph F. 
ohnston, of Birmingham, Alabama; the late William H. Keller, of Lancas- 
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er, Pennsylvania; the late Daniel N. Kirby, of St. Louis, Missouri; Monte 
. Lemann, of New Orleans, Louisiana; the late William Draper Lewis, o 
hiladelphia, Pennsylvania; the late Henry T. Lummus, of Swampscott, 
Massachusetts; William L. Marbury, of Baltimore, Maryland; Robert N. 
Miller, of Washington, D.C.; the late William D. Mitchell, of New York, 
.Y.; John J. Parker, of Charlotte, North Carolina; Thomas I. Parkinson, 
of New York, N.Y.; George Wharton Pepper, of Philadelphia, Pennsylvania; 
imothy N. Pfeiffer, of New York, N.Y.; Orie L. Phillips, of Denver, Colo- 
rado; Frederick D.G. Ribble, of Charlottesville, Virginia; William A. 
Schnader, of Philadelphia, Pennsylvania; Bernard G. Segal, of Philadel- 
phia, Pennsylvania; Austin W. Scott, of Cambridge, Massachusetts; the 
late Harry Shulman, of New Haven, Connecticut; Henry Upson Sims, o 
Birmingham, Alabama; the late Sydney Smith, of Jackson, Mississippi; 
Eugene B. Strassburger, of Pittsburgh, Pennsylvania; Thomas W. Swan, o 
Guilford, Connecticut; the late Thomas Day Thacher, of New York, N.Y.; 
Floyd E. Thompson, of Chicago, Illinois; the late Edgar Bronson Tolman, o 
Chicago, Illinois; the late Robert B. Tunstall, of Norfolk, Virginia; the late 
Arthur J. Tuttle, of Detroit, Michigan; Harrison Tweed, of New York, N.Y.; 
Cornelius W. Wickersham, of New York, N.Y.; the late John D. Wickhem, 
of Madison, Wisconsin; Raymond S. Wilkins, of Boston, Massachusetts; 
Charles H. Willard, of New York, N.Y.; Laurens Williams, of Washington, 
.C.; Edward L. Wright, of Little Rock, Arkansas, and Charles E. 
yzanski, Jr., of Boston, Massachusetts. 


The members of the Conferences Commercial Acts Section during the 
same period were: Howard L. Barkdull, of Cleveland, Ohio; the late Wil- 


ones, of Jackson, Mississippi; Karl N. Llewellyn, now of Chicago, Illinois; 
illard B. Luther, of Boston, Massachusetts; William G. McLaren, of Seat- 
le, Washington; Frederic M. Miller, of Des Moines, Iowa; William L. 
rosser, of Berkeley, California; Arthur E. Sutherland, Jr., now o 
Cambridge, Massachusetts; O.H. Thormodsgard, of University, North 
Dakota; Sterry R. Waterman, of St. Johnsbury, Vermont; and Edward L. 
right, of Little Rock, Arkansas. 


The members of the Conference’s Property Acts Section during the pe- 
riod when it cooperated in the consideration of the Code were: Joe C. Bar- 
rett, of Jonesboro, Arkansas; the late William L. Beers, of New Haven, 
Connecticut; Boyd M. Benson, of Huron, South Dakota; George G. Bogert, 
now of San Francisco, California; C. Walter Cole, of Towson, Maryland; 

ohn A. Daly, of Boston, Massachusetts; William L. Eagleton, of Washing- 
on, D.C.; H. Vernon Eney, of Baltimore, Maryland; Spencer A. Gard, o 
Iola, Kansas; Homer B. Harris, of Lincoln, Illinois; W.J. Jameson, of Bill- 
ings, Montana; the late Sherman R. Moulton, of Burlington, Vermont; J.C. 
Pryor, of Burlington, Iowa; the late C.M.A. Rogers, of Mobile, Alabama; 
Murray M. Shoemaker, of Cincinnati, Ohio; and Greenberry Simmons, o 
Louisville, Kentucky. 


The members of the Subcommittees which considered the various articles 
of the Code in the work leading to the 1958 Edition were: 


Article 1: Charles H. Willard, Esquire, Chairman, of New York, New 


ork; Professor Charles Bunn of the University of Wisconsin Law School, 
adison, Wisconsin; Mahlon E. Lewis, Esquire, of Pittsburgh, 


Article 4: Walter D. Malcolm, Esquire, Chairman, of Boston, Mas- 
sachusetts; James V. Vergari, Esquire; John J. Clarke, Esquire; Henry J. 


ollin C. Huggins, Esquire, of Chicago, Illinois; Carl W. Funk, Esquire, o 
hiladelphia, Pennsylvania. 


Article 5: Arthur Littleton, Esquire, Chairman, Philadelphia, Pennsyl- 
ania; Mr. Horace M. Chadsey, Vice-President of the First National Bank 
of Boston; Arthur F. McCarthy, Esquire, of Philadelphia, Pennsylvania; 
rofessor Soia Mentschikoff, of the University of Chicago Law School, 
Chicago, Illinois. In addition, the following acted as an Advisory Commit- 
ee to the Article 5 Subcommittee: Ernest A. Carlson, of the Continental 
Illinois National Bank and Trust Company, Chicago, Illinois; John E. Cor- 
rigan, Jr., of the First National Bank of Chicago; Guy A. Crum, of the 
First National Bank of Chicago; Louis F. Dempsey, of the Northern Trust 
Company, Chicago, Illinois; Gerard E. Keidel, of the American National 
Bank and Trust Company of Chicago; Robert W. Maynard, of the Harris 
rust and Savings Bank, Chicago, Illinois. 


Article 6: Professor Charles Bunn, Chairman; Eugene B. Strassburger, 
Esquire, of Pittsburgh, Pennsylvania. 


Article 7: Professor Robert Braucher, Chairman; John C. Pryor, Esquire, 
of Burlington, Iowa. 


Article 8: Carlos Israels, Esquire, Chairman, of New York, New York; 
rofessor Soia Mentschikoff; Eliot B. Thomas, Esquire, of Philadelphia, 
ennsylvania; Fred B. Lund, Esquire, of Boston, Massachusetts. 


Article 9: J. Francis Ireton, Esquire, Chairman, of Baltimore, Mary- 


elix, Jr., Esquire, of Philadelphia, Pennsylvania; Peter F. Coogan, 

squire, of Boston, Massachusetts; Professor Grant Gilmore, of Yale 

niversity Law School, New Haven, Connecticut; Harold F. Birnbaum, 

squire, of Los Angeles, California; Richard R. Winters, Esquire, o 

ittsburgh, Pennsylvania; Professor John Hanna, of the Law School of Co- 
lumbia University, New York, New York. 


In addition there were informal consultants much too numerous to men- 
ion who frequently advised those working on the Code to insure a work- 
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able set of laws. In this latter class were included practicing lawyers, 
hard-headed businessmen and operating bankers, who contributed gener- 
ously of their time and knowledge so that, not only current business 
practice, but foreseeable future developments would be covered. 


Committees of several Bar Associations, and in particular a committee 
of the Section of Corporation, Banking and Business Law of the American 
Bar Association, of which Mr. Walter D. Malcolm of Boston was chairman, 


After final approval of the Code by the Institute and the Conference, and 
in accordance with the practice of the Conference, the completed Code was 
submitted to the American Bar Association and was approved by the House 
of Delegates of that Association. 


ARTICLE 1. 
GENERAL PROVISIONS 


PART 1. GENERAL PROVISIONS 


1-101. Short Titles. 

1-102. Scope of Article. 

1-108. Construction of [Uniform Commercial Code] to Promote Its Purposes 
and Policies; Applicability of Supplemental Principles of Law. 

1-104. Construction Against Implied Repeal. 

1-105. Severability. 

1-106. Use of Singular and Plural; Gender. 

1-107. Section Captions. 

1-108. Relation to Electronic Signatures in Global and National Commerce 
Act. 


PART 2. GENERAL DEFINITIONS AND PRINCIPLES 
OF INTERPRETATION 


1-201. General Definitions. 

1-202. Notice; Knowledge. 

1-203. Lease Distinguished From Security Interest. 
1-204. Value. 

1-205. Reasonable Time; Seasonableness. 

1-206. Presumptions. 


PART 3. TERRITORIAL APPLICABILITY AND 
GENERAL RULES 


1-301. Territorial Applicability; Parties’ Power to Choose Applicable Law. 
1-302. Variation by Agreement. 

1-303. Course of Performance, Course of Dealing, and Usage of Trade. 
1-304. Obligation of Good Faith. 

1-305. Remedies to Be Liberally Administered. 

1-306. Waiver or Renunciation of Claim or Right After Breach. 

1-307. Prima Facie Evidence by Third-Party Documents. 

1-308. Performance or Acceptance Under Reservation of Rights. 

1-309. Option to Accelerate at Will. 

1-310. Subordinated Obligations. 


APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


DRAFTING COMMITTEE TO REVISE 
UNIFORM COMMERCIAL CODE ARTICLE 
1—GENERAL PROVISIONS 


BORIS AUERBACH, 332 Ardon Lane, Wyoming, OH 45215, Chair 

MARION W. BENFIELD, JR., 10 Overlook Circle, New Braunfels, TX 78132 

AMELIA H. BOSS, Temple University, School of Law, 1719 N. Broad Street, Philadel- 
phia, PA 19122, The American Law Institute Representative 

JAMES C. McKAY, JR., Office of Corporation Counsel, 6th Floor South, 441 4th Street, 
NW, Washington, DC 20001, Committee on Style Liaison 

H. KATHLEEN PATCHEL, Indiana University-Indianapolis, School of Law, 530 W. New 
York Street, Indianapolis, IN 46202-5194, National Conference Associate Reporter 

CURTIS R. REITZ, University of Pennsylvania, School of Law, 3400 Chestnut Street, 
Philadelphia, PA 19104 

CARLYLE C. RING, JR., 1401 H Street NW, Suite 500, Washington, DC 20005, Enact- 
ment Plan Coordinator 

JAMES J. WHITE, University of Michigan Law School, Hutchins Hall, Room 300, 625 S. 
State Street, Ann Arbor, MI 48109-1215 

NEIL B. COHEN, Brooklyn Law School, Room 904A, 250 Joralemon Street, Brooklyn, 
NY 11201, Reporter 

EX OFFICIO 

JOHN L. McCLAUGHERTY, P.O. Box 553, Charleston, WV 25322, President 

ROBERT J. TENNESSEN, 3400 City Center, 33 S. 6th Street, Minneapolis, MN 55402- 
3796, Division Chair 

AMERICAN BAR ASSOCIATION ADVISORS 

HARRY C. SIGMAN, 9717 Cashio Street, Los Angeles, CA 90035, Advisor 

RICHARD R. GOLDBERG, 51st Floor, 1735 Market Street, Philadelphia, PA 19103, Real 
Property, Probate & Trust Law Section Advisor 

WILLIAM J. WOODWARD, JR., Temple University School of Law, 1719 N. Broad Street, 
Philadelphia, PA 19122, Business Law Section Advisor 

EXECUTIVE DIRECTOR 


FRED H. MILLER, University of Oklahoma, College of Law, 300 Timberdell Rd., Nor- 
man, OK 73019, Executive Director 


WILLIAM J. PIERCE, 1505 Roxbury Road, Ann Arbor, MI 48104, Executive Director 
Emeritus 


[Revised Article 1 was approved in 2001. Pre-revision Article 1 may be found in Appendix 
.] 


PART 1. GENERAL PROVISIONS 


$ 1-101. Short Titles. 
(a) This [Act] may be cited as the Uniform Commercial Code. 
(b) This article may be cited as Uniform Commercial Code-General 
Provisions. 
Official Comment 
Source: Former Section 1-101. 


Changes from former law: Subsection (b) is new. It is added in order to make the 
structure of Article 1 parallel with that of the other articles of the Uniform Commercial 
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1. Each other article of the Uniform Commercial Code (except Articles 10 and 11) may 
also be cited by its own short title. See Sections 2-101, 2A-101, 3-101, 4-101, 4A-101, 5-101, 
6-101, 7-101, 8-101, and 9-101. 


$ 1-102. Scope of Article. 


This article applies to a transaction to the extent that it is governed by 
another article of [the Uniform Commercial Code]. 


Official Comment 

Source: New. 

1. This section is intended to resolve confusion that has occasionally arisen as to the ap- 
plicability of the substantive rules in this article. This section makes clear what has always 
been the case-the rules in Article 1 apply to transactions to the extent that those transac- 
ions are governed by one of the other articles of the Uniform Commercial Code. See also 
Comment 1 to Section 1-301. 


§ 1-103. Construction of [Uniform Commercial Code] to Promote 
Its Purposes and Policies; Applicability of Supplemental 
Principles of Law. 

(a) [The Uniform Commercial Code] must be liberally construed and ap- 
plied to promote its underlying purposes and policies, which are: 
(1) to simplify, clarify, and modernize the law governing commercial 
transactions; 
(2) to permit the continued expansion of commercial practices through 
custom, usage, and agreement of the parties; and 


(3) to make uniform the law among the various jurisdictions. 
(b) Unless displaced by the particular provisions of [the Uniform Com- 
ercial Code], the principles of law and equity, including the law merchant 
and the law relative to capacity to contract, principal and agent, estoppel, 
fraud, misrepresentation, duress, coercion, mistake, bankruptcy, and other 
alidating or invalidating cause supplement its provisions. 


Official Comment 

Source: Former Section 1-102 (1)-(2); Former Section 1-103. 

Changes from former law: This section is derived from subsections (1) and (2) of for- 
mer Section 1-102 and from former Section 1-103. Subsection (a) of this section combines 
subsections (1) and (2) of former Section 1-102. Except for changing the form of reference to 

he Uniform Commercial Code and minor stylistic changes, its language is the same as 
subsections (1) and (2) of former Section 1-102. Except for changing the form of reference to 
he Uniform Commercial Code and minor stylistic changes, subsection (b) of this section is 
identical to former Section 1-103. The provisions have been combined in this section to 
eflect the interrelationship between them. 

1. The Uniform Commercial Code is drawn to provide flexibility so that, since it is 
intended to be a semi-permanent and infrequently-amended piece of legislation, it will 
provide its own machinery for expansion of commercial practices. It is intended to make it 
possible for the law embodied in the Uniform Commercial Code to be applied by the courts 
in the light of unforeseen and new circumstances and practices. The proper construction o 
he Uniform Commercial Code requires, of course, that its interpretation and application be 
imited to its reason. 

Even prior to the enactment of the Uniform Commercial Code, courts were careful to 
eep broad acts from being hampered in their effects by later acts of limited scope. See 
acific Wool Growers v. Draper & Co., 158 Or. 1, 73 P.2d 1391 (1937), and compare Section 

1-104. The courts have often recognized that the policies embodied in an act are applicable 
in reason to subject-matter that was not expressly included in the language of the act, 
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Commercial Nat. Bank of New Orleans v. Canal-Louisiana Bank & Trust Co., 239 U.S. 520, 
36 S.Ct. 194, 60 L.Ed. 417 (1916) (bona fide purchase policy of Uniform Warehouse Receipts 

ct extended to case not covered but of equivalent nature), and did the same where reason 
and policy so required, even where the subject-matter had been intentionally excluded from 
he act in general. Agar v. Orda, 264 N.Y. 248, 190 N.E. 479 (1934) (Uniform Sales Act 
change in seller’s remedies applied to contract for sale of choses in action even though the 
general coverage of that Act was intentionally limited to goods “other than things in 
action.”) They implemented a statutory policy with liberal and useful remedies not provided 
in the statutory text. They disregarded a statutory limitation of remedy where the reason 
of the limitation did not apply. Fiterman v. J. N. Johnson & Co., 156 Minn. 201, 194 N.W. 
399 (1923) (requirement of return of the goods as a condition to rescission for breach o 

arranty; also, partial rescission allowed). Nothing in the Uniform Commercial Code 
stands in the way of the continuance of such action by the courts. 

The Uniform Commercial Code should be construed in accordance with its underlying 
purposes and policies. The text of each section should be read in the light of the purpose 
and policy of the rule or principle in question, as also of the Uniform Commercial Code as a 

hole, and the application of the language should be construed narrowly or broadly, as the 
case may be, in conformity with the purposes and policies involved. 

2. Applicability of supplemental principles of law. Subsection (b) states the basic 

elationship of the Uniform Commercial Code to supplemental bodies of law. The Uniform 

Commercial Code was drafted against the backdrop of existing bodies of law, including the 
common law and equity, and relies on those bodies of law to supplement it provisions in 
many important ways. At the same time, the Uniform Commercial Code is the primary 
source of commercial law rules in areas that it governs, and its rules represent choices 
made by its drafters and the enacting legislatures about the appropriate policies to be 
urthered in the transactions it covers. Therefore, while principles of common law and 
equity may supplement provisions of the Uniform Commercial Code, they may not be used 
o supplant its provisions, or the purposes and policies those provisions reflect, unless a 
specific provision of the Uniform Commercial Code provides otherwise. In the absence o 
such a provision, the Uniform Commercial Code preempts principles of common law and 
equity that are inconsistent with either its provisions or its purposes and policies. 

The language of subsection (b) is intended to reflect both the concept of supplementation 
and the concept of preemption. Some courts, however, had difficulty in applying the identi- 
cal language of former Section 1-103 to determine when other law appropriately may be ap- 
plied to supplement the Uniform Commercial Code, and when that law has been displaced 
by the Code. Some decisions applied other law in situations in which that application, 

hile not inconsistent with the text of any particular provision of the Uniform Commercial 
Code, clearly was inconsistent with the underlying purposes and policies reflected in the 

elevant provisions of the Code. See, e.g., Sheerbonnet, Ltd. v. American Express Bank, Ltd., 
951 F. Supp. 403 (S.D.N.Y. 1995). In part, this difficulty arose from Comment 1 to former 
Section 1-103, which stated that “this section indicates the continued applicability to com- 
mercial contracts of all supplemental bodies of law except insofar as they are explicitly 
displaced by this Act." The “explicitly displaced” language of that Comment did not ac- 
curately reflect the proper scope of Uniform Commercial Code preemption, which extends 
o displacement of other law that is inconsistent with the purposes and policies of the 
niform Commercial Code, as well as with its text. 
3. Application of subsection (b) to statutes. The primary focus of Section 1-103 is on 
he relationship between the Uniform Commercial Code and principles of common law and 
equity as developed by the courts. State law, however, increasingly is statutory. Not only 
are there a growing number of state statutes addressing specific issues that come within 
he scope of the Uniform Commercial Code, but in some States many general principles o 
common law and equity have been codified. When the other law relating to a matter within 
he scope of the Uniform Commercial Code is a statute, the principles of subsection (b) 
emain relevant to the court's analysis of the relationship between that statute and the 
niform Commercial Code, but other principles of statutory interpretation that specifically: 
address the interrelationship between statutes will be relevant as well. In some situations, 
he principles of subsection (b) still will be determinative. For example, the mere fact that 
an equitable principle is stated in statutory form rather than in judicial decisions should 
ot change the court's analysis of whether the principle can be used to supplement the 
niform Commercial Code-under subsection (b), equitable principles may supplement pro- 
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isions of the Uniform Commercial Code only if they are consistent with the purposes and 
policies of the Uniform Commercial Code as well as its text. In other situations, however, 
other interpretive principles addressing the interrelationship between statutes may lead 
he court to conclude that the other statute is controlling, even though it conflicts with the 

niform Commercial Code. This, for example, would be the result in a situation where the 
other statute was specifically intended to provide additional protection to a class of individu- 
als engaging in transactions covered by the Uniform Commercial Code. 

4. Listing not exclusive. The list of sources of supplemental law in subsection (b) is 
intended to be merely illustrative of the other law that may supplement the Uniform Com- 
mercial Code, and is not exclusive. No listing could be exhaustive. Further, the fact that a 
particular section of the Uniform Commercial Code makes express reference to other law is 

ot intended to suggest the negation of the general application of the principles of subsec- 
ion (b). Note also that the word “bankruptcy” in subsection (b), continuing the use of that 

ord from former Section 1-103, should be understood not as a specific reference to federal 
bankruptcy law but, rather as a reference to general principles of insolvency, whether 
under federal or state law. 


$ 1-104. Construction Against Implied Repeal. 

[The Uniform Commercial Code] being a general act intended as a uni- 
fied coverage of its subject matter, no part of it shall be deemed to be 
impliedly repealed by subsequent legislation if such construction can rea- 
sonably be avoided. 


Official Comment 

Source: Former Section 1-104. 

Changes from former law: Except for changing the form of reference to the Uniform 
Commercial Code, this section is identical to former Section 1-104. 

1. This section embodies the policy that an act that bears evidence of carefully considered 
permanent regulative intention should not lightly be regarded as impliedly repealed by 
subsequent legislation. The Uniform Commercial Code, carefully integrated and intended 
as a uniform codification of permanent character covering an entire “field” of law, is to be 

egarded as particularly resistant to implied repeal. 


$ 1-105. Severability. 


If any provision or clause of [the Uniform Commercial Code] or its ap- 
plication to any person or circumstance is held invalid, the invalidity does 
not affect other provisions or applications of [the Uniform Commercial 
Code] which can be given effect without the invalid provision or applica- 

ion, and to this end the provisions of [the Uniform Commercial Code] are 
severable. 


Official Comment 
Source: Former Section 1-108. 
Changes from former law: Except for changing the form of reference to the Uniform 
Commercial Code, this section is identical to former Section 1-108. 
1. This is the model severability section recommended by the National Conference o 
Commissioners on Uniform State Laws for inclusion in all acts of extensive scope. 


$ 1-106. Use of Singular and Plural; Gender. 
In [the Uniform Commercial Code], unless the statutory context 
otherwise requires: 
(1) words in the singular number include the plural, and those in the 
plural include the singular; and 
(2) words of any gender also refer to any other gender. 
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Official Comment 

Source: Former Section 1-102(5). See also 1 U.S.C. Section 1. 

Changes from former law: Other than minor stylistic changes, this section is identical 
o former Section 1-102(5). 

1. This section makes it clear that the use of singular or plural in the text of the Uniform 
Commercial Code is generally only a matter of drafting style-singular words may be ap- 
plied in the plural, and plural words may be applied in the singular. Only when it is clear 
rom the statutory context that the use of the singular or plural does not include the other 
is this rule inapplicable. See, e.g., Section 9-322. 


§ 1-107. Section Captions. 
Section captions are part of [the Uniform Commercial Code]. 


Official Comment 

Source: Former Section 1-109. 

Changes from former law: None. 

1. Section captions are a part of the text of the Uniform Commercial Code, and not mere 
surplusage. This is not the case, however, with respect to subsection headings appearing in 
Article 9. See Comment 3 to Section 9-101 (“subsection headings are not a part of the of- 

cial text itself and have not been approved by the sponsors.”). 


§ 1-108. Relation to Electronic Signatures in Global and National 
Commerce Act. 


This article modifies, limits, and supersedes the Federal Electronic 
Signatures in Global and National Commerce Act, 15 U.S.C. §§ 7001 et 
eq., except that nothing in this article modifies, limits, or supersedes sec- 
ion 7001(c) of that act or authorizes electronic delivery of any of the no- 
ices described in section 7003(b) of that Act. 


Official Comment 
Source: New 
1. The federal Electronic Signatures in Global and National Commerce Act, 15 U.S.C. 
Section 7001 et seg. became effective in 2000. Section 102(a) of that Act provides that a 
State statute may modify, limit, or supersede the provisions of section 101 of that Act with 
espect to state law if such statute, inter alia, specifies the alternative procedures or 
equirements for the use or acceptance (or both) of electronic records or electronic signatures 
o establish the legal effect, validity, or enforceability of contracts or other records, and (i) 
such alternative procedures or requirements are consistent with Titles I and II of that Act, 
(ii) such alternative procedures or requirements do not require, or accord greater legal 
status or effect to, the implementation or application of a specific technology or technical 
specification for performing the functions of creating, storing, generating, receiving, com- 
municating, or authenticating electronic records or electronic signatures; and (iii) if enacted 
or adopted after the date of the enactment of that Act, makes specific reference to that Act. 
rticle 1 fulfills the first two of those three criteria; this Section fulfills the third criterion 
isted above. 

2. As stated in this section, however, Article 1 does not modify, limit, or supersede Sec- 
ion 101(c) of the Electronic Signatures in Global and National Commerce Act (requiring af- 
rmative consent from a consumer to electronic delivery of transactional disclosures that 

are required by state law to be in writing); nor does it authorize electronic delivery of any 
of the notices described in Section 103(b) of that Act. 


PART 2. GENERAL DEFINITIONS AND PRINCIPLES 
OF INTERPRETATION 


§ 1-201. General Definitions. 
(a) Unless the context otherwise requires, words or phrases defined in 


14 


his section, or in the additional definitions contained in other articles o 
[the Uniform Commercial Code] that apply to particular articles or parts 
hereof, have the meanings stated. 

(b) Subject to definitions contained in other articles of [the Uniform 
Commercial Code] that apply to particular articles or parts thereof: 

(1) “Action”, in the sense of a judicial proceeding, includes recoupment, 
counterclaim, set-off, suit in equity, and any other proceeding in which 
rights are determined. 

(2) “Aggrieved party” means a party entitled to pursue a remedy. 

(3) “Agreement”, as distinguished from “contract”, means the bargain 
of the parties in fact, as found in their language or inferred from other 
circumstances, including course of performance, course of dealing, or us- 
age of trade as provided in Section 1-308. 

(4) “Bank” means a person engaged in the business of banking and 
includes a savings bank, savings and loan association, credit union, and 
trust company. 

(5) “Bearer” means a person in control of a negotiable electronic docu- 
ment of title or a person in possession of a negotiable instrument, nego- 
tiable tangible document of title, or certificated security that is payable 
to bearer or indorsed in blank. 

(6) “Bill of lading” means a document of title evidencing the receipt o 
goods for shipment issued by a person engaged in the business of directly 
or indirectly transporting or forwarding goods. The term does not include 
a warehouse receipt. 


(7) “Branch” includes a separately incorporated foreign branch of a 
bank. 


(8) “Burden of establishing” a fact means the burden of persuading the 
trier of fact that the existence of the fact is more probable than its 
nonexistence. 

(9) “Buyer in ordinary course of business” means a person that buys 
goods in good faith, without knowledge that the sale violates the rights 
of another person in the goods, and in the ordinary course from a person, 
other than a pawnbroker, in the business of selling goods of that kind. A 
person buys goods in the ordinary course if the sale to the person 
comports with the usual or customary practices in the kind of business 
in which the seller is engaged or with the seller’s own usual or custom- 
ary practices. A person that sells oil, gas, or other minerals at the 
wellhead or minehead is a person in the business of selling goods of that 
kind. A buyer in ordinary course of business may buy for cash, by 
exchange of other property, or on secured or unsecured credit, and may 
acquire goods or documents of title under a preexisting contract for sale. 
Only a buyer that takes possession of the goods or has a right to recover 
the goods from the seller under Article 2 may be a buyer in ordinary 
course of business. “Buyer in ordinary course of business” does not 
include a person that acquires goods in a transfer in bulk or as security 
for or in total or partial satisfaction of a money debt. 

(10) “Conspicuous”, with reference to a term, means so written, 
displayed, or presented that a reasonable person against which it is to 
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operate ought to have noticed it. Whether a term is “conspicuous” or not 
is a decision for the court. Conspicuous terms include the following: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surrounding 
text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text of the 
same size by symbols or other marks that call attention to the 
language. 

(11) “Consumer” means an individual who enters into a transaction 
primarily for personal, family, or household purposes. 

(12) “Contract”, as distinguished from “agreement”, means the total 
legal obligation that results from the parties’ agreement as determined 
by [the Uniform Commercial Code] as supplemented by any other ap- 
plicable laws. 

(13) “Creditor” includes a general creditor, a secured creditor, a lien 
creditor, and any representative of creditors, including an assignee for 
the benefit of creditors, a trustee in bankruptcy, a receiver in equity, and 
an executor or administrator of an insolvent debtor’s or assignor’s estate. 

(14) “Defendant” includes a person in the position of defendant in a 
counterclaim, cross-claim, or third-party claim. 

(15) “Delivery”, with respect to an electronic document of title means 
voluntary transfer of control and with respect to an instrument, a 
tangible document of title, or chattel paper, means voluntary transfer o 
possession. 

(16) “Document of title” means a record (i) that in the regular course 
of business or financing is treated as adequately evidencing that the 
person in possession or control of the record is entitled to receive, control, 
hold, and dispose of the record and the goods the record covers and (ii) 
that purports to be issued by or addressed to a bailee and to cover goods 
in the bailee’s possession which are either identified or are fungible por- 
tions of an identified mass. The term includes a bill of lading, transport 
document, dock warrant, dock receipt, warehouse receipt, and order for 
delivery of goods. An electronic document of title means a document o 
title evidenced by a record consisting of information stored in an 
electronic medium. A tangible document of title means a document o 
title evidenced by a record consisting of information that is inscribed on 
a tangible medium. 

(17) “Fault” means a default, breach, or wrongful act or omission. 

(18) “Fungible goods” means: 

(A) goods of which any unit, by nature or usage of trade, is the 
equivalent of any other like unit; or 

(B) goods that by agreement are treated as equivalent. 

(19) “Genuine” means free of forgery or counterfeiting. 

(20) “Good faith,” except as otherwise provided in Article 5, means 
honesty in fact and the observance of reasonable commercial standards 
of fair dealing. 


(21) *Holder" means: 

(A) the person in possession of a negotiable instrument that is pay- 
able either to bearer or to an identified person that is the person in 
possession; 

(B) the person in possession of a negotiable tangible document o 
title if the goods are deliverable either to bearer or to the order of the 
person in possession; or 

(C) the person in control of a negotiable electronic document of title. 
(22) *Insolvency proceeding" includes an assignment for the benefit o 

creditors or other proceeding intended to liquidate or rehabilitate the 
estate of the person involved. 

(23) *Insolvent" means: 

(A) having generally ceased to pay debts in the ordinary course o 
business other than as a result of bona fide dispute; 

(B) being unable to pay debts as they become due; or 

(C) being insolvent within the meaning of federal bankruptcy law. 
(24) *Money" means a medium of exchange currently authorized or 

adopted by a domestic or foreign government. The term includes a 
monetary unit of account established by an intergovernmental organiza- 
tion or by agreement between two or more countries. 

(25) "Organization" means a person other than an individual. 

(26) *Party", as distinguished from "third party", means a person that 
has engaged in a transaction or made an agreement subject to [the 
Uniform Commercial Code]. 

(27) “Person” means an individual, corporation, business trust, estate, 
trust, partnership, limited liability company, association, joint venture, 
government, governmental subdivision, agency, or instrumentality, pub- 
lic corporation, or any other legal or commercial entity. 

(28) *Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain by use 
of either an interest rate specified by the parties if that rate is not 
manifestly unreasonable at the time the transaction is entered into or, i 
an interest rate is not so specified, a commercially reasonable rate that 
takes into account the facts and circumstances at the time the transac- 
tion is entered into. 

(29) *Purchase" means taking by sale, lease, discount, negotiation, 
mortgage, pledge, lien, security interest, issue or reissue, gift, or any 
other voluntary transaction creating an interest in property. 

(80) *Purchaser" means a person that takes by purchase. 

(81) *Record" means information that is inscribed on a tangible 
medium or that is stored in an electronic or other medium and is retriev- 
able in perceivable form. 

(32) “Remedy” means any remedial right to which an aggrieved party 
is entitled with or without resort to a tribunal. 

(33) “Representative” means a person empowered to act for another, 
including an agent, an officer of a corporation or association, and a 
trustee, executor, or administrator of an estate. 
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(34) “Right” includes remedy. 

(35) “Security interest” means an interest in personal property or 
fixtures which secures payment or performance of an obligation. “Secu- 
rity interest” includes any interest of a consignor and a buyer of ac- 
counts, chattel paper, a payment intangible, or a promissory note in a 
transaction that is subject to Article 9. “Security interest” does not 
include the special property interest of a buyer of goods on identification 
of those goods to a contract for sale under Section 2-401, but a buyer 
may also acquire a “security interest” by complying with Article 9. Except 
as otherwise provided in Section 2-505, the right of a seller or lessor o 
goods under Article 2 or 2A to retain or acquire possession of the goods 
is not a “security interest”, but a seller or lessor may also acquire a “se- 
curity interest” by complying with Article 9. The retention or reservation 
of title by a seller of goods notwithstanding shipment or delivery to the 
buyer under Section 2-401 is limited in effect to a reservation of a “secu- 
rity interest.” Whether a transaction in the form of a lease creates a “se- 
curity interest” is determined pursuant to Section 1-203. 

(36) “Send” in connection with a writing, record, or notice means: 

(A) to deposit in the mail or deliver for transmission by any other 
usual means of communication with postage or cost of transmission 
provided for and properly addressed and, in the case of an instrument, 
to an address specified thereon or otherwise agreed, or if there be none 
to any address reasonable under the circumstances; or 

(B) in any other way to cause to be received any record or notice 
within the time it would have arrived if properly sent. 

(37) “Signed” includes using any symbol executed or adopted with 
present intention to adopt or accept a writing. 

(88) “State” means a State of the United States, the District of Colum- 
bia, Puerto Rico, the United States Virgin Islands, or any territory or 
insular possession subject to the jurisdiction of the United States. 

(39) “Surety” includes a guarantor or other secondary obligor. 

(40) “Term” means a portion of an agreement that relates to a particu- 
lar matter. 

(41) “Unauthorized signature” means a signature made without actual, 
implied, or apparent authority. The term includes a forgery. 

(42) “Warehouse receipt” means a document of title issued by a person 
engaged in the business of storing goods for hire. 

(43) “Writing” includes printing, typewriting, or any other intentional 
reduction to tangible form. “Written” has a corresponding meaning. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

Source: Former Section 1-201. 

Changes from former law: In order to make it clear that all definitions in the Uniform 
Commercial Code (not just those appearing in Article 1, as stated in former Section 1-201, 
but also those appearing in other Articles) do not apply if the context otherwise requires, a 
new subsection (a) to that effect has been added, and the definitions now appear in subsec- 
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ion (b). The reference in subsection (a) to the *context" is intended to refer to the context in 

hich the defined term is used in the Uniform Commercial Code. In other words, the defi- 
nition applies whenever the defined term is used unless the context in which the defined 
erm is used in the statute indicates that the term was not used in its defined sense. 
Consider, for example, Sections 3-103(a)(9) (defining “promise,” in relevant part, as “a writ- 
en undertaking to pay money signed by the person undertaking to pay") and 3-303(a)(1) 
(indicating that an instrument is issued or transferred for value if “the instrument is is- 
sued or transferred for a promise of performance, to the extent that the promise has been 
performed"). It is clear from the statutory context of the use of the word “promise” in 
Section 3-303(a)(1) that the term was not used in the sense of its definition in Section 
3-103(a)(9). Thus, the Section 3-103(a)(9) definition should not be used to give meaning to 
he word “promise” in Section 3-303(a). 

Some definitions in former Section 1-201 have been reformulated as substantive provi- 
sions and have been moved to other sections. See Sections 1-202 (explicating concepts of no- 
ice and knowledge formerly addressed in Sections 1-201(25)-(27)), 1-204 (determining 

hen a person gives value for rights, replacing the definition of *value" in former Section 
1-201(44)), and 1-206 (addressing the meaning of presumptions, replacing the definitions o 
"presumption" and *presumed" in former Section 1-201(31)). Similarly, the portion of the 
definition of “security interest" in former Section 1-201(37) which explained the difference 
between a security interest and a lease has been relocated to Section 1-203. 

Two definitions in former Section 1-201 have been deleted. The definition of ^honor" in 
ormer Section 1-201(21) has been moved to Section 2-103(1)(b), inasmuch as the definition 
only applies to the use of the word in Article 2. The definition of “telegram” in former Sec- 
ion 1-201(41) has been deleted because that word no longer appears in the definition o 
"conspicuous." 

Other than minor stylistic changes and renumbering, the remaining definitions in this 
section are as in former Article 1 except as noted below. 

1. *Action." Unchanged from former Section 1-201, which was derived from similar 
definitions in Section 191, Uniform Negotiable Instruments Law; Section 76, Uniform Sales 

ct; Section 58, Uniform Warehouse Receipts Act; Section 53, Uniform Bills of Lading Act. 

2. *Aggrieved party." Unchanged from former Section 1-201. 

3. *Agreement." Derived from former Section 1-201. As used in the Uniform Commercial 
Code the word is intended to include full recognition of usage of trade, course of dealing, 
course of performance and the surrounding circumstances as effective parts thereof, and o 
any agreement permitted under the provisions of the Uniform Commercial Code to displace 
a stated rule of law. Whether an agreement has legal consequences is determined by ap- 
plicable provisions of the Uniform Commercial Code and, to the extent provided in Section 
1-103, by the law of contracts. 

4. “Bank.” Derived from Section 4A-104. 

5. *Bearer." Unchanged, except in one respect, from former section 1-201, which was 
derived from Section 191, Uniform Negotiable Instruments Law. The term bearer applies 
o negotiable documents of title and has been broadened to include a person in control of an 
electronic negotiable document of title. Control of an electronic document of title is defined 
in Article 7 (Section 7-106). 

6. “Bill of Lading.” Derived from former Section 1-201. The reference to, and definition of, 
an “airbill” has been deleted as no longer necessary. A bill of lading is one type of document 
of title as defined in subsection (16). This definition should be read in conjunction with the 
definition of carrier in Article 7 (Section 7-102). 

7. “Branch.” Unchanged from former Section 1-201. 

8. “Burden of establishing a fact.” Unchanged from former Section 1-201. 

9. “Buyer in ordinary course of business.” Except for minor stylistic changes, identical to 
ormer Section 1-201 (as amended in conjunction with the 1999 revisions to Article 9). The 
major significance of the phrase lies in Section 2-403 and in the Article on Secured Transac- 
ions (Article 9). 

The first sentence of paragraph (9) makes clear that a buyer from a pawnbroker cannot 
be a buyer in ordinary course of business. The second sentence explains what it means to 
buy “in the ordinary course." The penultimate sentence prevents a buyer that does not 
have the right to possession as against the seller from being a buyer in ordinary course o 
business. Concerning when a buyer obtains possessory rights, see Sections 2-502 and 2-716. 
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However, the penultimate sentence is not intended to affect a buyer’s status as a buyer in 
ordinary course of business in cases (such as a “drop shipment”) involving delivery by the 
seller to a person buying from the buyer or a donee from the buyer. The requirement re- 
ates to whether as against the seller the buyer or one taking through the buyer has posses- 
sory rights. 

10. “Conspicuous.” Derived from former Section 1-201(10). This definition states the gen- 
eral standard that to be conspicuous a term ought to be noticed by a reasonable person. 

ether a term is conspicuous is an issue for the court. Subparagraphs (A) and (B) set out 
several methods for making a term conspicuous. Requiring that a term be conspicuous 
blends a notice function (the term ought to be noticed) and a planning function (giving 
guidance to the party relying on the term regarding how that result can be achieved). Al- 
hough these paragraphs indicate some of the methods for making a term attention-calling, 
he test is whether attention can reasonably be expected to be called to it. The statutory 
anguage should not be construed to permit a result that is inconsistent with that test. 

11. “Consumer.” Derived from Section 9-102(a)(25). 

12. “Contract.” Except for minor stylistic changes, identical to former Section 1-201. 

13. “Creditor.” Unchanged from former Section 1-201. 

14. “Defendant.” Except for minor stylistic changes, identical to former Section 1-201, 

hich was derived from Section 76, Uniform Sales Act. 

15. “Delivery.” Derived from former Section 1-201. The reference to certificated securities 
has been deleted in light of the more specific treatment of the matter in Section 8-301. The 
definition has been revised to accommodate electronic documents of title. Control of an 
electronic document of title is defined in Article 7 (Section 7-106). 

16.“Document of title.” Derived from former Section 1-201, which was derived from Sec- 
ion 76, Uniform Sales Act. This definition makes explicit that the obligation or designation 
of a third party as “bailee” is essential to a document of title and clearly rejects any such 
esult as obtained in Hixson v. Ward, 254 Ill.App. 505 (1929), which treated a conditional 
sales contract as a document of title. Also the definition is left open so that new types o 
documents may be included, including documents which gain commercial recognition in the 
international arena. See UNCITRAL Draft Instrument on the Carriage of Goods By Sea. It 
is unforeseeable what documents may one day serve the essential purpose now filled by 

arehouse receipts and bills of lading. The definition is stated in terms of the function o 
he documents with the intention that any document which gains commercial recognition 
as accomplishing the desired result shall be included within its scope. Fungible goods are 
adequately identified within the language of the definition by identification of the mass o 

hich they are a part. 

Dock warrants were within the Sales Act definition of document of title apparently for 
he purpose of recognizing a valid tender by means of such paper. In current commercial 
practice a dock warrant or receipt is a kind of interim certificate issued by shipping 
companies upon delivery of the goods at the dock, entitling a designated person to be issued 
a bill of lading. The receipt itself is invariably nonnegotiable in form although it may 
indicate that a negotiable bill is to be forthcoming. Such a document is not within the gen- 
eral compass of the definition, although trade usage may in some cases entitle such paper 
0 be treated as a document of title. If the dock receipt actually represents a storage obliga- 
ion undertaken by the shipping company, then it is a warehouse receipt within this Sec- 
ion regardless of the name given to the instrument. 

The goods must be “described,” but the description may be by marks or labels and may 
be qualified in such a way as to disclaim personal knowledge of the issuer regarding 
contents or condition. However, baggage and parcel checks and similar “tokens” of storage 

hich identify stored goods only as those received in exchange for the token are not covered 
by this Article. The definition is broad enough to include an airway bill. 

A document of title may be either tangible or electronic. Tangible documents of title 
should be construed to mean traditional paper documents. Electronic documents of title are 
documents that are stored in an electronic medium instead of in tangible form. The concept 
of an electronic medium should be construed liberally to include electronic, digital, 
magnetic, optical, electromagnetic, or any other current or similar emerging technologies. 
As to reissuing a document of title in an alternative medium, see Article 7, Section 7-105. 
Control for electronic documents of title is defined in Article 7 (Section 7-106). 

17. “Fault.” Derived from former Section 1-201. “Default” has been added to the list o 
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events constituting fault. 

18. *Fungible goods." Derived from former Section 1-201. References to securities have 
been deleted because Article 8 no longer uses the term “fungible” to describe securities. Ac- 
cordingly, this provision now defines the concept only in the context of goods. 

19. *Genuine." Unchanged from former Section 1-201. 

20. “Good faith.” Former Section 1-201(19) defined “good faith” simply as honesty in fact; 
he definition contained no element of commercial reasonableness. Initially, that definition 
applied throughout the Code with only one exception. Former Section 2-103(1)(b) provided 
hat, in that Article, “ ‘good faith’ in the case of a merchant means honesty in fact and the 
observance of reasonable commercial standards of fair dealing in the trade." This alterna- 
ive definition was limited in applicability, though, because it applied only to transactions 

ithin the scope of Article 2 and it applied only to merchants. 

Over time, however, amendments to the Uniform Commercial Code brought the Article 2 
merchant concept of good faith (subjective honesty and objective commercial reasonable- 
ness) into other Articles. First, Article 2A explicitly incorporated the Article 2 standard. 
See Section 2A-103(7). Then, other Articles broadened the applicability of that standard by 
adopting it for all parties rather than just for merchants. See, e.g., Sections 3-103(a)(4), 4A- 
105(a)(6), 7-102(a)(6), 8-102(a)(10), and 9-102(a)(43). Finally, Articles 2 and 2A were 
amended so as to apply the standard to non-merchants as well as merchants. See Sections 
2-103(1)), 2A-103(1)(m). All of these definitions are comprised of two elements-honesty in 
act and the observance of reasonable commercial standards of fair dealing. Only revised 

rticle 5 defines “good faith” solely in terms of subjective honesty, and only Article 6 (in the 
ew states that have not chosen to delete the Article) is without a definition of good faith. 
(It should be noted that, while revised Article 6 did not define good faith, Comment 2 to 
evised Section 6-102 states that “this Article adopts the definition of ‘good faith’ in Article 
1 in all cases, even when the buyer is a merchant.”) 

Thus, the definition of “good faith” in this section merely confirms what has been the case 
or a number of years as Articles of the UCC have been amended or revised-the obligation 
of “good faith,” applicable in each Article, is to be interpreted in the context of all Articles 
except for Article 5 as including both the subjective element of honesty in fact and the 
objective element of the observance of reasonable commercial standards of fair dealing. As 
a result, both the subjective and objective elements are part of the standard of “good faith,” 

hether that obligation is specifically referenced in another Article of the Code (other than 

rticle 5) or is provided by this Article. 

Of course, as noted in the statutory text, the definition of “good faith” in this section does 
not apply when the narrower definition of “good faith” in revised Article 5 is applicable. 

As noted above, the definition of “good faith” in this section requires not only honesty in 
act but also “observance of reasonable commercial standards of fair dealing.” Although 
“fair dealing” is a broad term that must be defined in context, it is clear that it is concerned 

ith the fairness of conduct rather than the care with which an act is performed. This is an 
entirely different concept than whether a party exercised ordinary care in conducting a 
ransaction. Both concepts are to be determined in the light of reasonable commercial stan- 
dards, but those standards in each case are directed to different aspects of commercial 
conduct. See e.g., Sections 3-103(a)(9) and 4-104(c) and Comment 4 to Section 3-103. 

21. “Holder.” Derived from former Section 1-201. The definition has been reorganized for 
clarity and amended to provide for electronic negotiable documents of title. 

22. “Insolvency proceedings.” Unchanged from former Section 1-201. 

23. “Insolvent.” Derived from former Section 1-201. The three tests of insolvency- 
“generally ceased to pay debts in the ordinary course of business other than as a result of a 
bona fide dispute as to them,” “unable to pay debts as they become due,” and “insolvent 

ithin the meaning of the federal bankruptcy law”-are expressly set up as alternative tests 
and must be approached from a commercial standpoint. 

24. “Money.” Substantively identical to former Section 1-201. The test is that of sanction 
of government, whether by authorization before issue or adoption afterward, which recog- 

izes the circulating medium as a part of the official currency of that government. The nar- 
ow view that money is limited to legal tender is rejected. 

25. “Organization.” The former definition of this word has been replaced with the stan- 
dard definition used in acts prepared by the National Conference of Commissioners on 

niform State Laws. 
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26. “Party.” Substantively identical to former Section 1-201. Mention of a party includes, 
of course, a person acting through an agent. However, where an agent comes into opposi- 

ion or contrast to the principal, particular account is taken of that situation. 

27. “Person.” The former definition of this word has been replaced with the standard def- 
inition used in acts prepared by the National Conference of Commissioners on Uniform 
State Laws. 

28. “Present value.” This definition was formerly contained within the definition of “secu- 
ity interest" in former Section 1-201(37). 

29. “Purchase.” Derived from former Section 1-201. The form of definition has been 
changed from “includes” to “means.” 

30. “Purchaser.” Unchanged from former Section 1-201. 

31. “Record.” Derived from Section 9-102(a)(69). 

32. “Remedy.” Unchanged from former Section 1-201. The purpose is to make it clear 
hat both remedy and right (as defined) include those remedial rights of “self help” which 
are among the most important bodies of rights under the Uniform Commercial Code, reme- 
dial rights being those to which an aggrieved party may resort on its own. 

33. “Representative.” Derived from former Section 1-201. Reorganized, and form changed 

om “includes” to “means.” 

34. “Right.” Except for minor stylistic changes, identical to former Section 1-201. 

35. “Security Interest.” The definition is the first paragraph of the definition of “security 
interest” in former Section 1-201, with minor stylistic changes. The remaining portion o 
hat definition has been moved to Section 1-203. Note that, because of the scope of Article 
9, the term includes the interest of certain outright buyers of certain kinds of property. 

36. “Send.” Derived from former Section 1-201. Compare “notifies”. 

37. “Signed.” Derived from former Section 1-201. Former Section 1-201 referred to “inten- 
ion to authenticate”; because other articles now use the term “authenticate,” the language 
has been changed to “intention to adopt or accept.” The latter formulation is derived from 
he definition of “authenticate” in Section 9-102(a)(7). This provision refers only to writings, 
because the term “signed,” as used in some articles, refers only to writings. This provision 
also makes it clear that, as the term “signed” is used in the Uniform Commercial Code, a 
complete signature is not necessary. The symbol may be printed, stamped or written; it 
may be by initials or by thumbprint. It may be on any part of the document and in ap- 
propriate cases may be found in a billhead or letterhead. No catalog of possible situations 
can be complete and the court must use common sense and commercial experience in pass- 
ing upon these matters. The question always is whether the symbol was executed or 
adopted by the party with present intention to adopt or accept the writing. 

38. *State." This is the standard definition of the term used in acts prepared by the 
National Conference of Commissioners on Uniform State Laws. 

39. *Surety." This definition makes it clear that *surety" includes all secondary obligors, 

ot just those whose obligation refers to the person obligated as a surety. As to the nature 
of secondary obligations generally, see Restatement (Third), Suretyship and Guaranty 
Section 1 (1996). 

40. “Term.” Unchanged from former Section 1-201. 

41. “Unauthorized signature.” Unchanged from former Section 1-201. 

42. *Warehouse receipt." Derived from former Section 1-201, which was derived from Sec- 
ion 76(1), Uniform Sales Act; Section 1, Uniform Warehouse Receipts Act. Receipts issued 
by a field warehouse are included, provided the warehouseman and the depositor of the 
goods are different persons. The definition makes clear that the receipt must qualify as a 
document of title under subsection (16). 

43. “Written” or “writing.” Unchanged from former Section 1-201. 


As amended in 2003 and 2005. 
See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


$ 1-202. Notice; Knowledge. 
(a) Subject to subsection (f), a person has “notice” of a fact if the person: 
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(1) has actual knowledge of it; 

(2) has received a notice or notification of it; or 

(3) from all the facts and circumstances known to the person at the 
time in question, has reason to know that it exists. 
(b) “Knowledge” means actual knowledge. “Knows” has a corresponding 
eaning. 
(c) “Discover”, “learn”, or words of similar import refer to knowledge 

rather than to reason to know. 


(d) A person “notifies” or “gives” a notice or notification to another person 
by taking such steps as may be reasonably required to inform the other 
person in ordinary course, whether or not the other person actually comes 

o know of it. 


(e) Subject to subsection (f), a person “receives” a notice or notification 
hen: 


(1) it comes to that person's attention; or 


(2) it is duly delivered in a form reasonable under the circumstances 
at the place of business through which the contract was made or at an- 
other location held out by that person as the place for receipt of such 
communications. 


(f) Notice, knowledge, or a notice or notification received by an organiza- 
ion is effective for a particular transaction from the time it is brought to 
he attention of the individual conducting that transaction and, in any 

event, from the time it would have been brought to the individual's atten- 

ion if the organization had exercised due diligence. An organization 
exercises due diligence if it maintains reasonable routines for communicat- 
ing significant information to the person conducting the transaction and 
here is reasonable compliance with the routines. Due diligence does not 
require an individual acting for the organization to communicate informa- 
ion unless the communication is part of the individual's regular duties or 
he individual has reason to know of the transaction and that the transac- 
ion would be materially affected by the information. 


Official Comment 

Source: Derived from former Section 1-201(25)-(27). 

Changes from former law: These provisions are substantive rather than purely 
definitional. Accordingly, they have been relocated from Section 1-201 to this section. The 
eference to the “forgotten notice" doctrine has been deleted. 

1. Under subsection (a), a person has notice of a fact when, inter alia, the person has 
eceived a notification of the fact in question. 

2. As provided in subsection (d), the word “notifies” is used when the essential fact is the 
proper dispatch of the notice, not its receipt. Compare “Send.” When the essential fact is 
he other party's receipt of the notice, that is stated. Subsection (e) states when a notifica- 
ion is received. 

3. Subsection (f) makes clear that notice, knowledge, or a notification, although *received," 
or instance, by a clerk in Department A of an organization, is effective for a transaction 
conducted in Department B only from the time when it was or should have been com- 
municated to the individual conducting that transaction. 


$ 1-203. Lease Distinguished From Security Interest. 


(a) Whether a transaction in the form of a lease creates a lease or secu- 
rity interest is determined by the facts of each case. 
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(b) A transaction in the form of a lease creates a security interest if the 
consideration that the lessee is to pay the lessor for the right to possession 
and use of the goods is an obligation for the term of the lease and is not 
subject to termination by the lessee, and: 

(1) the original term of the lease is equal to or greater than the remain- 
ing economic life of the goods; 

(2) the lessee is bound to renew the lease for the remaining economic 
life of the goods or is bound to become the owner of the goods; 

(3) the lessee has an option to renew the lease for the remaining eco- 
nomic life of the goods for no additional consideration or for nominal ad- 
ditional consideration upon compliance with the lease agreement; or 

(4) the lessee has an option to become the owner of the goods for no 
additional consideration or for nominal additional consideration upon 
compliance with the lease agreement. 

(c) A transaction in the form of a lease does not create a security interest 

erely because: 

(1) the present value of the consideration the lessee is obligated to pay 
the lessor for the right to possession and use of the goods is substantially 
equal to or is greater than the fair market value of the goods at the time 
the lease is entered into; 

(2) the lessee assumes risk of loss of the goods; 

(3) the lessee agrees to pay, with respect to the goods, taxes, insur- 
ance, filing, recording, or registration fees, or service or maintenance 
costs; 

(4) the lessee has an option to renew the lease or to become the owner 
of the goods; 

(5) the lessee has an option to renew the lease for a fixed rent that is 
equal to or greater than the reasonably predictable fair market rent for 
the use of the goods for the term of the renewal at the time the option is 
to be performed; or 

(6) the lessee has an option to become the owner of the goods for a 
fixed price that is equal to or greater than the reasonably predictable 
fair market value of the goods at the time the option is to be performed. 
(d) Additional consideration is nominal if it is less than the lessee’s rea- 

sonably predictable cost of performing under the lease agreement if the op- 
ion is not exercised. Additional consideration is not nominal if: 

(1) when the option to renew the lease is granted to the lessee, the 
rent is stated to be the fair market rent for the use of the goods for the 
term of the renewal determined at the time the option is to be performed; 
or 

(2) when the option to become the owner of the goods is granted to the 
lessee, the price is stated to be the fair market value of the goods 
determined at the time the option is to be performed. 

(e) The “remaining economic life of the goods” and “reasonably predict- 
able” fair market rent, fair market value, or cost of performing under the 
lease agreement must be determined with reference to the facts and cir- 
cumstances at the time the transaction is entered into. 
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Official Comment 

Source: Former Section 1-201(37). 

Changes from former law: This section is substantively identical to those portions o 
ormer Section 1-201(37) that distinguished “true” leases from security interests, except 
hat the definition of “present value" formerly embedded in Section 1-201(37) has been 
placed in Section 1-201(28). 

1. An interest in personal property or fixtures which secures payment or performance o 
an obligation is a “security interest." See Section 1-201(37). Security interests are sometimes 
created by transactions in the form of leases. Because it can be difficult to distinguish 
eases that create security interests from those that do not, this section provides rules that 
govern the determination of whether a transaction in the form of a lease creates a securit 
interest. 

2. One of the reasons it was decided to codify the law with respect to leases was to 
esolve an issue that created considerable confusion in the courts: what is a lease? The 
confusion existed, in part, due to the last two sentences of the definition of security interest 
in the 1978 Official Text of the Act, Section 1-201(37). The confusion was compounded by 
he rather considerable change in the federal, state and local tax laws and accounting rules 
as they relate to leases of goods. The answer is important because the definition of lease 
determines not only the rights and remedies of the parties to the lease but also those o 
hird parties. If a transaction creates a lease and not a security interest, the lessee's inter- 
est in the goods is limited to its leasehold estate; the residual interest in the goods belongs 
o the lessor. This has significant implications to the lessee's creditors. “On common law 
heory, the lessor, since he has not parted with title, is entitled to full protection against 
he lessee's creditors and trustee in bankruptcy . . .. " 1 G. Gilmore, Security Interests in 
ersonal Property Section 3.6, at 76 (1965). 

Under pre-UCC chattel security law there was generally no requirement that the lessor 
le the lease, a financing statement, or the like, to enforce the lease agreement against the 
essee or any third party; the Article on Secured Transactions (Article 9) did not change the 
common law in that respect. Coogan, Leasing and the Uniform Commercial Code, in Equip- 

ent Leasing—Leveraged Leasing 681, 700 n.25, 729 n.80 (2d ed.1980). The Article on 
Leases (Article 2A) did not change the law in that respect, except for leases of fixtures. 
Section 24-309. An examination of the common law will not provide an adequate answer to 

he question of what is a lease. The definition of security interest in Section 1-201(37) o 
he 1978 Official Text of the Act provided that the Article on Secured Transactions (Article 
9) governs security interests disguised as leases, i.e., leases intended as security; however, 
he definition became vague and outmoded. 

Lease is defined in Article 2A as a transfer of the right to possession and use of goods for 
a term, in return for consideration. Section 2A-103(1)(j). The definition continues by stating 
hat the retention or creation of a security interest is not a lease. Thus, the task of sharpen- 
ing the line between true leases and security interests disguised as leases continues to be a 
unction of this Article. 

This section begins where Section 1-201(35) leaves off. It draws a sharper line between 
eases and security interests disguised as leases to create greater certainty in commercial 
ransactions. 

Prior to enactment of the rules now codified in this section, the 1978 Official Text o 
Section 1-201(37) provided that whether a lease was intended as security (i.e., a security 
interest disguised as a lease) was to be determined from the facts of each case; however, (a) 

he inclusion of an option to purchase did not itself make the lease one intended for secu- 
ity, and (b) an agreement that upon compliance with the terms of the lease the lessee 

ould become, or had the option to become, the owner of the property for no additional 
consideration, or for a nominal consideration, did make the lease one intended for security. 

Reference to the intent of the parties to create a lease or security interest led to 
nfortunate results. In discovering intent, courts relied upon factors that were thought to 
be more consistent with sales or loans than leases. Most of these criteria, however, were as 
applicable to true leases as to security interests. Examples include the typical net lease 
provisions, a purported lessor's lack of storage facilities or its character as a financing party 
ather than a dealer in goods. Accordingly, this section contains no reference to the parties' 
intent. 

Subsections (a) and (b) were originally taken from Section 1(2) of the Uniform Conditional 
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Sales Act (act withdrawn 1943), modified to reflect current leasing practice. Thus, reference 
o the case law prior to the incorporation of those concepts in this article will provide a use- 
ul source of precedent. Gilmore, Security Law, Formalism and Article 9, 47 Neb.L.Rev. 

659, 671 (1968). Whether a transaction creates a lease or a security interest continues to be 

determined by the facts of each case. Subsection (b) further provides that a transaction cre- 

ates a security interest if the lessee has an obligation to continue paying consideration for 
he term of the lease, if the obligation is not terminable by the lessee (thus correcting early 

statutory gloss, e.g., In re Royer’s Bakery, Inc., 1 U.C.C. Rep.Serv. (Callaghan) 342 

(Bankr.E.D.Pa.1963)) and if one of four additional tests is met. The first of these four tests, 

subparagraph (1), is that the original lease term is equal to or greater than the remaining 

economic life of the goods. The second of these tests, subparagraph (2), is that the lessee is 
either bound to renew the lease for the remaining economic life of the goods or to become 
he owner of the goods. In re Gehrke Enters., 1 Bankr. 647, 651-52 (Bankr.W.D.Wis.1979). 
he third of these tests, subparagraph (3), is whether the lessee has an option to renew the 
ease for the remaining economic life of the goods for no additional consideration or for 
ominal additional consideration, which is defined later in this section. In re Celeryvale 

Transp., 44 Bankr. 1007, 1014-15 (Bankr.E.D.Tenn.1984). The fourth of these tests, 

subparagraph (4), is whether the lessee has an option to become the owner of the goods for 

no additional consideration or for nominal additional consideration. All of these tests focus 

on economics, not the intent of the parties. In re Berge, 32 Bankr. 370, 371-73 

(Bankr.W.D.Wis.1983). 

The focus on economics is reinforced by subsection (c). It states that a transaction does 


isted therein. Subparagraph (1) has no statutory derivative; it states that a full payout 
ease does not per se create a security interest. Rushton v. Shea, 419 F.Supp. 1349, 1365 
(D.Del.1976). Subparagraphs (2) and (3) provide the same regarding the provisions of the 


and expands the provisions of the 1978 Official Text of Section 1-201(37) to make clear that 

he option can be to buy or renew. Subparagraphs (5) and (6) treat fixed price options and 

provide that fair market value must be determined at the time the transaction is entered 

into. Compare Arnold Mach. Co. v. Balls, 624 P.2d 678 (Utah 1981), with Aoki v. Shepherd 
ach. Co., 665 F.2d 941 (9th Cir.1982). 

The relationship of subsection (b) to subsection (c) deserves to be explored. The fixed 
price purchase option provides a useful example. A fixed price purchase option in a lease 
does not of itself create a security interest. This is particularly true if the fixed price is 
equal to or greater than the reasonably predictable fair market value of the goods at the 
ime the option is to be performed. A security interest is created only if the option price is 
nominal and the conditions stated in the introduction to the second paragraph of this 
subsection are met. There is a set of purchase options whose fixed price is less than fair 
market value but greater than nominal that must be determined on the facts of each case 

o ascertain whether the transaction in which the option is included creates a lease or a se- 
curity interest. 

It was possible to provide for various other permutations and combinations with respect 

o options to purchase and renew. For example, this section could have stated a rule to gov- 
ern the facts of In re Marhoefer Packing Co., 674 F.2d 1139 (7th Cir.1982). This was not 
done because it would unnecessarily complicate the definition. Further development of this 

ule is left to the courts. 

Subsections (d) and (e) provide definitions and rules of construction. 


$ 1-204. Value. 
Except as otherwise provided in Articles 3, 4, [and] 5, [and 6], a person 
gives value for rights if the person acquires them: 

(1) in return for a binding commitment to extend credit or for the 
extension of immediately available credit, whether or not drawn upon 
and whether or not a charge-back is provided for in the event of difficul- 
ties in collection; 

(2) as security for, or in total or partial satisfaction of, a preexisting 
claim; 


(3) by accepting delivery under a preexisting contract for purchase; or 


(4) in return for any consideration sufficient to support a simple 
contract. 


Official Comment 

Source: Former Section 1-201(44). 

Changes from former law: Unchanged from former Section 1-201, which was derived 
rom Sections 25, 26, 27, 191, Uniform Negotiable Instruments Law; Section 76, Uniform 
Sales Act; Section 53, Uniform Bills of Lading Act; Section 58, Uniform Warehouse Receipts 

ct; Section 22(1), Uniform Stock Transfer Act; Section 1, Uniform Trust Receipts Act. 

hese provisions are substantive rather than purely definitional. Accordingly, they have 
been relocated from former Section 1-201 to this section. 

1. All the Uniform Acts in the commercial law field (except the Uniform Conditional 
Sales Act) have carried definitions of *value." All those definitions provided that value was 
any consideration sufficient to support a simple contract, including the taking of property 
in satisfaction of or as security for a pre-existing claim. Subsections (1), (2), and (4) in 
substance continue the definitions of *value" in the earlier acts. Subsection (3) makes ex- 
plicit that ^value" is also given in a third situation: where a buyer by taking delivery under 
a pre-existing contract converts a contingent into a fixed obligation. 

This definition is not applicable to Articles 3 and 4, but the express inclusion of im- 
mediately available credit as value follows the separate definitions in those Articles. See 
Sections 4-208, 4-209, 3-303. A bank or other financing agency which in good faith makes 
advances against property held as collateral becomes a bona fide purchaser of that property 
even though provision may be made for charge-back in case of trouble. Checking credit is 
“immediately available” within the meaning of this section if the bank would be subject to 
an action for slander of credit in case checks drawn against the credit were dishonored, and 

hen a charge-back is not discretionary with the bank, but may only be made when dif- 

culties in collection arise in connection with the specific transaction involved. 


$ 1-205. Reasonable Time; Seasonableness. 


(a) Whether a time for taking an action required by [the Uniform Com- 
ercial Code] is reasonable depends on the nature, purpose, and circum- 
stances of the action. 


(b) An action is taken seasonably if it is taken at or within the time 
agreed or, if no time is agreed, at or within a reasonable time. 


Official Comment 

Source: Former Section 1-204(2)-(3). 

Changes from former law: This section is derived from subsections (2) and (3) of for- 
mer Section 1-204. Subsection (1) of that section is now incorporated in Section 1-302(b). 

1. Subsection (a) makes it clear that requirements that actions be taken within a “rea- 
sonable" time are to be applied in the transactional context of the particular action. 

2. Under subsection (b), the agreement that fixes the time need not be part of the main 
agreement, but may occur separately. Notice also that under the definition of *agreement" 
(Section 1-201) the circumstances of the transaction, including course of dealing or usages 
of trade or course of performance may be material. On the question what is a reasonable 

ime these matters will often be important. 


$ 1-206. Presumptions. 
Whenever [the Uniform Commercial Code] creates a “presumption” with 
respect to a fact, or provides that a fact is “presumed,” the trier of fact 
ust find the existence of the fact unless and until evidence is introduced 
hat supports a finding of its nonexistence. 


Legislative Note: Former Section 1-206, a Statute of Frauds for sales of *kinds of personal 
property not otherwise covered," has been deleted. The other articles of the Uniform Com- 
mercial Code make individual determinations as to requirements for memorializing transac- 
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tions within their scope, so that the primary effect of former Section 1-206 was to impose a 
writing requirement on sales transactions not otherwise governed by the UCC. Deletion o, 
ormer Section 1-206 does not constitute a recommendation to legislatures as to whether 
uch sales transactions should be covered by a Statute of Frauds; rather, it reflects a deter- 
ination that there is no need for uniform commercial law to resolve that issue. 
Official Comment 

Source: Former Section 1-201(31). 

Changes from former law. None, other than stylistic changes. 

1. Several sections of the Uniform Commercial Code state that there is a “presumption” 
as to a certain fact, or that the fact is “presumed.” This section, derived from the definition 
appearing in former Section 1-201(31), indicates the effect of those provisions on the proo 
process. 


PART 3. TERRITORIAL APPLICABILITY AND 
GENERAL RULES 


$ 1-301. Territorial Applicability; Parties’ Power to Choose 
Applicable Law. 


(a) Except as otherwise provided in this section, when a transaction 
bears a reasonable relation to this state and also to another state or nation 
he parties may agree that the law either of this state or of such other 
state or nation shall govern their rights and duties. 


(b) In the absence of an agreement effective under subsection (a), and 
except as provided in subsection (c), [the Uniform Commercial Code] ap- 
plies to transactions bearing an appropriate relation to this state. 

(c) If one of the following provisions of [the Uniform Commercial Code] 
specifies the applicable law, that provision governs and a contrary agree- 

ent is effective only to the extent permitted by the law so specified: 


(1) Section 2-402; 

(2) Sections 2A-105 and 24-106; 
(3) Section 4-102; 

(4) Section 4A-507; 

(5) Section 5-116; 

[(6) Section 6-103;] 

(7) Section 8-110; 

(8) Sections 9-301 through 9-307. 


Official Comment 
Source: Former Section 1-105. 
Changes from former law: This section is substantively identical to former Section 
1-105. Changes in language are stylistic only. 
1. Subsection (a) states affirmatively the right of the parties to a multi state transaction 
or a transaction involving foreign trade to choose their own law. That right is subject to the 
rm rules stated in the sections listed in subsection (c), and is limited to jurisdictions to 
hich the transaction bears a “reasonable relation.” In general, the test of “reasonable rela- 
ion” is similar to that laid down by the Supreme Court in Seeman v. Philadelphia 
arehouse Co., 274 U.S. 408, 47 S.Ct. 626, 71 L.Ed. 1123 (1927). Ordinarily the law chosen. 
must be that of a jurisdiction where a significant enough portion of the making or perfor- 
mance of the contract is to occur or occurs. But an agreement as to choice of law may 
sometimes take effect as a shorthand expression of the intent of the parties as to matters 
governed by their agreement, even though the transaction has no significant contact with 
he jurisdiction chosen. 
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2. Where there is no agreement as to the governing law, the Act is applicable to any 
ransaction having an “appropriate” relation to any state which enacts it. Of course, the 

ct applies to any transaction which takes place in its entirety in a state which has enacted 
he Act. But the mere fact that suit is brought in a state does not make it appropriate to 
apply the substantive law of that state. Cases where a relation to the enacting state is not 
"appropriate" include, for example, those where the parties have clearly contracted on the 
basis of some other law, as where the law of the place of contracting and the law of the 
place of contemplated performance are the same and are contrary to the law under the 
Code. 

3. Where a transaction has significant contacts with a state which has enacted the Act 
and also with other jurisdictions, the question what relation is “appropriate” is left to 
judicial decision. In deciding that question, the court is not strictly bound by precedents 
established in other contexts. Thus a conflict of laws decision refusing to apply a purely lo- 
cal statute or rule of law to a particular multi state transaction may not be valid precedent 
or refusal to apply the Code in an analogous situation. Application of the Code in such cir- 
cumstances may be justified by its comprehensiveness, by the policy of uniformity, and by 

he fact that it is in large part a reformulation and restatement of the law merchant and o 
he understanding of a business community which transcends state and even national 
boundaries. Compare Global Commerce Corp. v. Clark Babbitt Industries, Inc., 239 F.2d 
716, 719 (2d Cir. 1956). In particular, where a transaction is governed in large part by the 
Code, application of another law to some detail of performance because of an accident of ge- 
ography may violate the commercial understanding of the parties. 

4. Subsection (c) spells out essential limitations on the parties’ right to choose the ap- 
plicable law. Especially in Article 9 parties taking a security interest or asked to extend 
credit which may be subject to a security interest must have sure ways to find out whether 
and where to file and where to look for possible existing filings. 

5. Sections 9-301 through 9-307 should be consulted as to the rules for perfection of secu- 

ity interests and agricultural liens and the effect of perfection and nonperfection and 
priority. 

6. This section is subject to Section 1-102, which states the scope of Article 1. As that sec- 

ion indicates, the rules of Article 1, including this section, apply to a transaction to the 
extent that transaction is governed by one of the other Articles of the Uniform Commercial 
Code. 


$ 1-302. Variation by Agreement. 

(a) Except as otherwise provided in subsection (b) or elsewhere in [the 

niform Commercial Code], the effect of provisions of [the Uniform Com- 

ercial Code] may be varied by agreement. 

(b) The obligations of good faith, diligence, reasonableness, and care 
prescribed by [the Uniform Commercial Code] may not be disclaimed by 
agreement. The parties, by agreement, may determine the standards by 

hich the performance of those obligations is to be measured if those stan- 
dards are not manifestly unreasonable. Whenever [the Uniform Com- 

ercial Code] requires an action to be taken within a reasonable time, a 

ime that is not manifestly unreasonable may be fixed by agreement. 

(c) The presence in certain provisions of [the Uniform Commercial Code] 
of the phrase “unless otherwise agreed", or words of similar import, does 
not imply that the effect of other provisions may not be varied by agree- 

ent under this section. 


Official Comment 
Source: Former Sections 1-102(3)-(4) and 1-204(1). 
Changes: This section combines the rules from subsections (3) and (4) of former Section 
1-102 and subsection (1) of former Section 1-204. No substantive changes are made. 
1. Subsection (a) states affirmatively at the outset that freedom of contract is a principle 
of the Uniform Commercial Code: “the effect" of its provisions may be varied by “agreement.” 
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he meaning of the statute itself must be found in its text, including its definitions, and in 
appropriate extrinsic aids; it cannot be varied by agreement. But the Uniform Commercial 
Code seeks to avoid the type of interference with evolutionary growth found in pre-Code 
cases such as Manhattan Co. v. Morgan, 242 N.Y. 38, 150 N.E. 594 (1926). Thus, private 
parties cannot make an instrument negotiable within the meaning of Article 3 except as 
provided in Section 3-104; nor can they change the meaning of such terms as “bona fide 
purchaser,” “holder in due course,” or “due negotiation,” as used in the Uniform Com- 
mercial Code. But an agreement can change the legal consequences that would otherwise 

ow from the provisions of the Uniform Commercial Code. “Agreement” here includes the 
effect given to course of dealing, usage of trade and course of performance by Sections 1-201 
and 1-303; the effect of an agreement on the rights of third parties is left to specific provi- 
sions of the Uniform Commercial Code and to supplementary principles applicable under 
Section 1-103. The rights of third parties under Section 9-317 when a security interest is 
unperfected, for example, cannot be destroyed by a clause in the security agreement. 

This principle of freedom of contract is subject to specific exceptions found elsewhere in. 
he Uniform Commercial Code and to the general exception stated here. The specific excep- 
ions vary in explicitness: the statute of frauds found in Section 2-201, for example, does 
ot explicitly preclude oral waiver of the requirement of a writing, but a fair reading denies 

enforcement to such a waiver as part of the “contract” made unenforceable; Section 9-602, 
on the other hand, is a quite explicit limitation on freedom of contract. Under the exception 
or “the obligations of good faith, diligence, reasonableness and care prescribed by [the 
niform Commercial Code]," provisions of the Uniform Commercial Code prescribing such. 
obligations are not to be disclaimed. However, the section also recognizes the prevailing 
practice of having agreements set forth standards by which due diligence is measured and 
explicitly provides that, in the absence of a showing that the standards manifestly are un- 
easonable, the agreement controls. In this connection, Section 1-303 incorporating into the 
agreement prior course of dealing and usages of trade is of particular importance. 

Subsection (b) also recognizes that nothing is stronger evidence of a reasonable time than 
he fixing of such time by a fair agreement between the parties. However, provision is made 
or disregarding a clause which whether by inadvertence or overreaching fixes a time so un- 

easonable that it amounts to eliminating all remedy under the contract. The parties are 
ot required to fix the most reasonable time but may fix any time which is not obviously 
unfair as judged by the time of contracting. 

2. An agreement that varies the effect of provisions of the Uniform Commercial Code may 
do so by stating the rules that will govern in lieu of the provisions varied. Alternatively, the 
parties may vary the effect of such provisions by stating that their relationship will be 
governed by recognized bodies of rules or principles applicable to commercial transactions. 
Such bodies of rules or principles may include, for example, those that are promulgated by 
intergovernmental authorities such as UNCITRAL or Unidroit (see, e.g., Unidroit Principles 
of International Commercial Contracts), or non-legal codes such as trade codes. 

3. Subsection (c) is intended to make it clear that, as a matter of drafting, phrases such 
as “unless otherwise agreed” have been used to avoid controversy as to whether the subject 
matter of a particular section does or does not fall within the exceptions to subsection (b), 
but absence of such words contains no negative implication since under subsection (b) the 
general and residual rule is that the effect of all provisions of the Uniform Commercial 
Code may be varied by agreement. 


$ 1-303. Course of Performance, Course of Dealing, and Usage of 
Trade. 


(a) A “course of performance" is a sequence of conduct between the par- 
ies to a particular transaction that exists if: 

(1) the agreement of the parties with respect to the transaction 
involves repeated occasions for performance by a party; and 

(2) the other party, with knowledge of the nature of the performance 
and opportunity for objection to it, accepts the performance or acquiesces 
in it without objection. 
(b) A *course of dealing" is a sequence of conduct concerning previous 


o be regarded as establishing a common basis of understanding for 
interpreting their expressions and other conduct. 

(c) A *usage of trade" is any practice or method of dealing having such 
regularity of observance in a place, vocation, or trade as to justify an 
expectation that it will be observed with respect to the transaction in 
question. The existence and scope of such a usage must be proved as facts. 
If it is established that such a usage is embodied in a trade code or similar 
record, the interpretation of the record is a question of law. 


sage of trade in the vocation or trade in which they are engaged or o 

hich they are or should be aware is relevant in ascertaining the meaning 
of the parties' agreement, may give particular meaning to specific terms o 
he agreement, and may supplement or qualify the terms of the agreement. 
A usage of trade applicable in the place in which part of the performance 

nder the agreement is to occur may be so utilized as to that part of the 
performance. 


(e) Except as otherwise provided in subsection (f), the express terms o 
an agreement and any applicable course of performance, course of dealing, 
or usage of trade must be construed whenever reasonable as consistent 

ith each other. If such a construction is unreasonable: 


(1) express terms prevail over course of performance, course of deal- 
ing, and usage of trade; 

(2) course of performance prevails over course of dealing and usage o 
trade; and 

(3) course of dealing prevails over usage of trade. 


(f) Subject to Section 2-209 and Section 24-208, a course of performance 
is relevant to show a waiver or modification of any term inconsistent with| 
he course of performance. 


(g) Evidence of a relevant usage of trade offered by one party is not 
admissible unless that party has given the other party notice that the 
court finds sufficient to prevent unfair surprise to the other party. 


Official Comment 

Source: Former Sections 1-205, 2-208, and Section 2A-207. 

Changes from former law: This section integrates the “course of performance" concept 

om Articles 2 and 2A into the principles of former Section 1-205, which deals with course 
of dealing and usage of trade. In so doing, the section slightly modifies the articulation o 
he course of performance rules to fit more comfortably with the approach and structure o 
ormer Section 1-205. There are also slight modifications to be more consistent with the def- 
inition of “agreement” in former Section 1-201(3). It should be noted that a course of perfor- 
mance that might otherwise establish a defense to the obligation of a party to a negotiable 
instrument is not available as a defense against a holder in due course who took the instru- 
ment without notice of that course of performance. 

1. The Uniform Commercial Code rejects both the “lay-dictionary” and the “conveyancer’s 
eading of a commercial agreement. Instead the meaning of the agreement of the parties is 
0 be determined by the language used by them and by their action, read and interpreted in 
he light of commercial practices and other surrounding circumstances. The measure and 
background for interpretation are set by the commercial context, which may explain and 
supplement even the language of a formal or final writing. 

2. *Course of dealing," as defined in subsection (b), is restricted, literally, to a sequence o 
conduct between the parties previous to the agreement. A sequence of conduct after or 
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nder the agreement, however, is a “course of performance.” “Course of dealing” may enter 
he agreement either by explicit provisions of the agreement or by tacit recognition. 

3. The Uniform Commercial Code deals with *usage of trade" as a factor in reaching the 
commercial meaning of the agreement that the parties have made. The language used is to 
be interpreted as meaning what it may fairly be expected to mean to parties involved in the 
particular commercial transaction in a given locality or in a given vocation or trade. By 
adopting in this context the term “usage of trade," the Uniform Commercial Code expresses 
its intent to reject those cases which see evidence of “custom” as representing an effort to 
displace or negate “established rules of law." A distinction is to be drawn between manda- 
ory rules of law such as the Statute of Frauds provisions of Article 2 on Sales whose very, 
office is to control and restrict the actions of the parties, and which cannot be abrogated by 
agreement, or by a usage of trade, and those rules of law (such as those in Part 3 of Article 
2 on Sales) which fill in points which the parties have not considered and in fact agreed 
upon. The latter rules hold “unless otherwise agreed" but yield to the contrary agreement 
of the parties. Part of the agreement of the parties to which such rules yield is to be sought 
or in the usages of trade which furnish the background and give particular meaning to the 
anguage used, and are the framework of common understanding controlling any general 

ules of law which hold only when there is no such understanding. 

4. A usage of trade under subsection (c) must have the “regularity of observance” specified. 

he ancient English tests for *custom" are abandoned in this connection. Therefore, it is 

ot required that a usage of trade be “ancient or immemorial,” “universal,” or the like. 

nder the requirement of subsection (c) full recognition is thus available for new usages 
and for usages currently observed by the great majority of decent dealers, even though dis- 
sidents ready to cut corners do not agree. There is room also for proper recognition of usage 
agreed upon by merchants in trade codes. 

5. The policies of the Uniform Commercial Code controlling explicit unconscionable 
contracts and clauses (Sections 1-304, 2-302) apply to implicit clauses that rest on usage o 
rade and carry forward the policy underlying the ancient requirement that a custom or us- 
age must be “reasonable.” However, the emphasis is shifted. The very fact of commercial 
acceptance makes out a prima facie case that the usage is reasonable, and the burden is no 
onger on the usage to establish itself as being reasonable. But the anciently established 
policing of usage by the courts is continued to the extent necessary to cope with the situa- 
ion arising if an unconscionable or dishonest practice should become standard. 

6. Subsection (d), giving the prescribed effect to usages of which the parties “are or 
should be aware," reinforces the provision of subsection (c) requiring not universality but 
only the described “regularity of observance” of the practice or method. This subsection also 

einforces the point of subsection (c) that such usages may be either general to trade or 
particular to a special branch of trade. 

7. Although the definition of “agreement” in Section 1-201 includes the elements of course 
of performance, course of dealing, and usage of trade, the fact that express reference is 
made in some sections to those elements is not to be construed as carrying a contrary| 
intent or implication elsewhere. Compare Section 1-302(c). 

8. In cases of a well established line of usage varying from the general rules of the 

niform Commercial Code where the precise amount of the variation has not been worked 
out into a single standard, the party relying on the usage is entitled, in any event, to the 
minimum variation demonstrated. The whole is not to be disregarded because no particular 
ine of detail has been established. In case a dominant pattern has been fairly evidenced, 
he party relying on the usage is entitled under this section to go to the trier of fact on the 
question of whether such dominant pattern has been incorporated into the agreement. 

9. Subsection (g) is intended to insure that this Act's liberal recognition of the needs o 
commerce in regard to usage of trade shall not be made into an instrument of abuse. 


$ 1-304. Obligation of Good Faith. 


Every contract or duty within [the Uniform Commercial Code] imposes 
an obligation of good faith in its performance and enforcement. 


Official Comment 
Source: Former Section 1-203. 
Changes from former law: Except for changing the form of reference to the Uniform 
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Commercial Code, this section is identical to former Section 1-203. 

1. This section sets forth a basic principle running throughout the Uniform Commercial 
Code. The principle is that in commercial transactions good faith is required in the perfor- 
mance and enforcement of all agreements or duties. While this duty is explicitly stated in 
some provisions of the Uniform Commercial Code, the applicability of the duty is broader 
han merely these situations and applies generally, as stated in this section, to the perfor- 
mance or enforcement of every contract or duty within this Act. It is further implemented 
by Section 1-303 on course of dealing, course of performance, and usage of trade. This sec- 

ion does not support an independent cause of action for failure to perform or enforce in 

good faith. Rather, this section means that a failure to perform or enforce, in good faith, a 
specific duty or obligation under the contract, constitutes a breach of that contract or 
makes unavailable, under the particular circumstances, a remedial right or power. This 
distinction makes it clear that the doctrine of good faith merely directs a court towards 
interpreting contracts within the commercial context in which they are created, performed, 
and enforced, and does not create a separate duty of fairness and reasonableness which can 
be independently breached. 

2. “Performance and enforcement” of contracts and duties within the Uniform Com- 
mercial Code include the exercise of rights created by the Uniform Commercial Code. 


$ 1-305. Remedies to Be Liberally Administered. 


(a) The remedies provided by [the Uniform Commercial Code] must be 
liberally administered to the end that the aggrieved party may be put in 
as good a position as if the other party had fully performed but neither 
consequential or special damages nor penal damages may be had except as 
specifically provided in [the Uniform Commercial Code] or by other rule o 


(b) Any right or obligation declared by [the Uniform Commercial Code] 
is enforceable by action unless the provision declaring it specifies a differ- 
ent and limited effect. 


Official Comment 

Source: Former Section 1-106. 

Changes from former law: Other than changes in the form of reference to the Uniform 
Commercial Code, this section is identical to former Section 1-106. 

1. Subsection (a) is intended to effect three propositions. The first is to negate the pos- 
sibility of unduly narrow or technical interpretation of remedial provisions by providing 

hat the remedies in the Uniform Commercial Code are to be liberally administered to the 

end stated in this section. The second is to make it clear that compensatory damages are 
imited to compensation. They do not include consequential or special damages, or penal 
damages; and the Uniform Commercial Code elsewhere makes it clear that damages must 
be minimized. Cf. Sections 1-304, 2-706(1), and 2-712(2). The third purpose of subsection 
(a) is to reject any doctrine that damages must be calculable with mathematical accuracy. 
Compensatory damages are often at best approximate: they have to be proved with what- 
ever definiteness and accuracy the facts permit, but no more. Cf. Section 2-204(3). 

2. Under subsection (b), any right or obligation described in the Uniform Commercial 
Code is enforceable by action, even though no remedy may be expressly provided, unless a 
particular provision specifies a different and limited effect. Whether specific performance or 
other equitable relief is available is determined not by this section but by specific provi- 
sions and by supplementary principles. Cf. Sections 1-103, 2-716. 

3. *Consequential" or *special" damages and *penal" damages are not defined in the 

niform Commercial Code; rather, these terms are used in the sense in which they are 
used outside the Uniform Commercial Code. 


$ 1-306. Waiver or Renunciation of Claim or Right After Breach. 
A claim or right arising out of an alleged breach may be discharged in 
hole or in part without consideration by agreement of the aggrieved 
party in an authenticated record. 
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Official Comment 

Source: Former Section 1-107. 

Changes from former law: This section changes former law in two respects. First, for- 

mer Section 1-107, requiring the “delivery” of a “written waiver or renunciation” merges 
he separate concepts of the aggrieved party's agreement to forego rights and the manifes- 
ation of that agreement. This section separates those concepts, and explicitly requires 
agreement of the aggrieved party. Second, the revised section reflects developments in 
electronic commerce by providing for memorialization in an authenticated record. In this 
context, a party may “authenticate” a record by (i) signing a record that is a writing or (ii) 
attaching to or logically associating with a record that is not a writing an electronic sound, 
symbol or process with the present intent to adopt or accept the record. See Sections 
1-201(b)(37) and 9-102(a)(7). 

1. This section makes consideration unnecessary to the effective renunciation or waiver 
of rights or claims arising out of an alleged breach of a commercial contract where the 
agreement effecting such renunciation is memorialized in a record authenticated by the ag- 
grieved party. Its provisions, however, must be read in conjunction with the section impos- 
ing an obligation of good faith. (Section 1-304). 


§ 1-307. Prima Facie Evidence by Third-Party Documents. 


A document in due form purporting to be a bill of lading, policy or certif- 
icate of insurance, official weigher’s or inspector’s certificate, consular 
invoice, or any other document authorized or required by the contract to be 
issued by a third party is prima facie evidence of its own authenticity and 
genuineness and of the facts stated in the document by the third party. 


Official Comment 

Source: Former Section 1-202. 

Changes from former law: Except for minor stylistic changes, this Section is identical 
o former Section 1-202. 

1. This section supplies judicial recognition for documents that are relied upon as 
rustworthy by commercial parties. 

2. This section is concerned only with documents that have been given a preferred status 
by the parties themselves who have required their procurement in the agreement, and for 
his reason the applicability of the section is limited to actions arising out of the contract, 
hat authorized or required the document. The list of documents is intended to be illustra- 
ive and not exclusive. 

3. The provisions of this section go no further than establishing the documents in ques- 
ion as prima facie evidence and leave to the court the ultimate determination of the facts 

here the accuracy or authenticity of the documents is questioned. In this connection the 
section calls for a commercially reasonable interpretation. 

4. Documents governed by this section need not be writings if records in another medium 
are generally relied upon in the context. 


§ 1-308. Performance or Acceptance Under Reservation of Rights. 

(a) A party that with explicit reservation of rights performs or promises 
performance or assents to performance in a manner demanded or offered 
by the other party does not thereby prejudice the rights reserved. Such 
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ords as “without prejudice,” “under protest,” or the like are sufficient. 
(b) Subsection (a) does not apply to an accord and satisfaction. 


Official Comment 
Source: Former Section 1-207. 
Changes from former law: This section is identical to former Section 1-207. 
1. This section provides machinery for the continuation of performance along the lines 
contemplated by the contract despite a pending dispute, by adopting the mercantile device 
of going ahead with delivery, acceptance, or payment “without prejudice,” “under protest,” 
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"under reserve," “with reservation of all our rights," and the like. All of these phrases 
completely reserve all rights within the meaning of this section. The section therefore 
contemplates that limited as well as general reservations and acceptance by a party may be 
made “subject to satisfaction of our purchaser,” “subject to acceptance by our customers,” or 
he like. 

2. This section does not add any new requirement of language of reservation where not 
already required by law, but merely provides a specific measure on which a party can rely 
as that party makes or concurs in any interim adjustment in the course of performance. It 
does not affect or impair the provisions of this Act such as those under which the buyer's 

emedies for defect survive acceptance without being expressly claimed if notice of the 
defects is given within a reasonable time. Nor does it disturb the policy of those cases 

hich restrict the effect of a waiver of a defect to reasonable limits under the circum- 
stances, even though no such reservation is expressed. 

The section is not addressed to the creation or loss of remedies in the ordinary course o 
performance but rather to a method of procedure where one party is claiming as of right 
something which the other believes to be unwarranted. 

3. Subsection (b) states that this section does not apply to an accord and satisfaction. 
Section 3-311 governs if an accord and satisfaction is attempted by tender of a negotiable 
instrument as stated in that section. If Section 3-311 does not apply, the issue of whether 
an accord and satisfaction has been effected is determined by the law of contract. Whether 
or not Section 3-311 applies, this section has no application to an accord and satisfaction. 


$ 1-309. Option to Accelerate at Will. 


A term providing that one party or that party's successor in interest 
ay accelerate payment or performance or require collateral or additional 


impaired. The burden of establishing lack of good faith is on the party 


against which the power has been exercised. 


Official Comment 
Source: Former Section 1-208. 
Changes from former law: Except for minor stylistic changes, this section is identical 
o former Section 1-208. 

1. The common use of acceleration clauses in many transactions governed by the Uniform 
Commercial Code, including sales of goods on credit, notes payable at a definite time, and 
secured transactions, raises an issue as to the effect to be given to a clause that seemingly 
grants the power to accelerate at the whim and caprice of one party. This section is intended 

o make clear that despite language that might be so construed and which further might be 
held to make the agreement void as against public policy or to make the contract illusory or 
oo indefinite for enforcement, the option is to be exercised only in the good faith belief that 
he prospect of payment or performance is impaired. 
Obviously this section has no application to demand instruments or obligations whose 
ery nature permits call at any time with or without reason. This section applies only to an 
obligation of payment or performance which in the first instance is due at a future date. 


$ 1-310. Subordinated Obligations. 


An obligation may be issued as subordinated to performance of another 
obligation of the person obligated, or a creditor may subordinate its right 
o performance of an obligation by agreement with either the person obli- 
gated or another creditor of the person obligated. Subordination does not 
create a security interest as against either the common debtor or a 
subordinated creditor. 


Official Comment 
Source: Former Section 1-209. 
Changes from former law: This section is substantively identical to former Section 
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1-209. The language in that section stating that it “shall be construed as declaring the law 
as it existed prior to the enactment of this section and not as modifying it” has been 
deleted. 

1. Billions of dollars of subordinated debt are held by the public and by institutional 
investors. Commonly, the subordinated debt is subordinated on issue or acquisition and is 
evidenced by an investment security or by a negotiable or non-negotiable note. Debt is also 
sometimes subordinated after it arises, either by agreement between the subordinating 
creditor and the debtor, by agreement between two creditors of the same debtor, or by 
agreement of all three parties. The subordinated creditor may be a stockholder or other 
“insider” interested in the common debtor; the subordinated debt may consist of accounts or 
other rights to payment not evidenced by any instrument. All such cases are included in 
he terms “subordinated obligation,” “subordination,” and “subordinated creditor." 

2. Subordination agreements are enforceable between the parties as contracts; and in the 
bankruptcy of the common debtor dividends otherwise payable to the subordinated creditor 
are turned over to the superior creditor. This “turn-over” practice has on occasion been 
explained in terms of “equitable lien,” “equitable assignment,” or “constructive trust,” but 

hatever the label the practice is essentially an equitable remedy and does not mean that 
here is a transaction “that creates a security interest in personal property . . . by contract” 
or a “sale of accounts, chattel paper, payment intangibles, or promissory notes" within the 
meaning of Section 9-109. On the other hand, nothing in this section prevents one creditor 

om assigning his rights to another creditor of the same debtor in such a way as to create 
a security interest within Article 9, where the parties so intend. 

3. The enforcement of subordination agreements is largely left to supplementary 
principles under Section 1-103. If the subordinated debt is evidenced by a certificated secu- 
ity, Section 8-202(a) authorizes enforcement against purchasers on terms stated or referred 
o on the security certificate. If the fact of subordination is noted on a negotiable instru- 
ment, a holder under Sections 3-302 and 3-306 is subject to the term because notice 
precludes him from taking free of the subordination. Sections 3-302(3)(a), 3-306, and 8-317 
severely limit the rights of levying creditors of a subordinated creditor in such cases. 


APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


2-103. Definitions and Index of Definitions. 
2-202. Final Written Expression: Parol or Extrinsic Evidence. 
. Definitions and Index of Definitions. 
. Default: Procedure. 
. Cover; Substitute Goods. 
. Lessee's Damages for Non-Delivery, Repudiation, Default, and Breach 
of Warranty in Regard to Accepted Goods. 
. Lessor's Rights to Dispose of Goods. 
. Lessors Damages for Non-Acceptance, Failure to Pay, Repudiation, or 
Other Default. 
3-103. Definitions. 
4-104. Definitions and Index of Definitions. 
44-105. Other Definitions. 
4A-106. Time Payment Order is Received. 
44-204. Refund of Payment and Duty of Customer to Report with Respect to 
Unauthorized Payment Order. 
5-103. Scope. 
8-102. Definitions. 
9-102. Definitions and Index of Definitions. 


Art. ENERAL PROVISIONS 


$ 2-103. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires 
(a) “Buyer” means a person who buys or contracts to buy goods. 
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(c) “Receipt” of goods means taking physical possession of them. 


(d) “Seller” means a person who sells or contracts to sell goods. 
x ok * 


$ 2-202. Final Written Expression: Parol or Extrinsic Evidence. 

Terms with respect to which the confirmatory memoranda of the parties 
agree or which are otherwise set forth in a writing intended by the parties 
as a final expression of their agreement with respect to such terms as are 
included therein may not be contradicted by evidence of any prior agree- 
ment or of a contemporaneous oral agreement but may be explained or 
supplemented 

(a) by course of performance, course of dealing, or usage of trade (Sec- 
tion 1-205 1-303) or-by-eourse-of-performanee-(Seetion-2-208); and 
(b) by evidence of consistent additional terms unless the court finds 
the writing to have been intended also as a complete and exclusive 
statement of the terms of the agreement. 
Official Comment 

Cross References: 

Point 3: Sections 1-205 1-303, 2-207, 2-302 and 2-316. 
Definitional Cross References: 

"Agreed" and “agreement”. Section 1-201. 

“Course of dealing". Section 1-205 1-303. 

"Course of performance". Section 1-303. 

“Partyies”. Section 1-201. 

"Term". Section 1-201. 

“Usage of trade". Section 1-205 1-303. 

“Written” and “writing”. Section 1-201. 
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Point: Section 1-204 
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§ 2A-103. Definitions and Index of Definitions. 
xX k * 
(3) The following definitions in other Articles apply to this Article: 
“Account”. Section 9-102(a)(2). 
“Between merchants". Section 2-104(3). 
“Buyer”. Section 2-103(1)(a). 
“Chattel paper". Section 9-102(a)(11). 
“Consumer goods". Section 9-102(a)(23). 
“Document”. Section 9-102(a)(30). 
“Entrusting”. Section 2-403(3). 
“General intangible". Section 9-102(a)(42). 
“Instrument”. Section 9-102(a)(47). 
“Merchant”. Section 2-104(1). 
“Mortgage”. Section 9-102(a)(55). 
“Pursuant to commitment”. Section 9-102(a)(68). 
“Receipt”. Section 2-103(1)(c). 
“Sale”. Section 2-106(1). 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 
“Seller”. Section 2-103(1)(d). 


Art. ENERAL PROVISIONS App. 
§ 2A-103 
Official Comment 


(a) “Buyer in ordinary course of business". Section 1-201(6)(9). 
kok 


(h) “Goods”. Section 9405 9-102(a)(44). See Section 2A-103(3) for reference to the 
definition of “Account”, “Chattel paper”, “Document”, “General intangibles” and 
“Instrument”. See Section 2A-217 for determination of the time and manner of identification. 

kok OK 


() “Lease”. New. There are several reasons to codify the law with respect to leases o 
goods. An analysis of the case law as it applies to leases of goods suggests at least several 
significant issues to be resolved by codification. First and foremost is the definition of a 
ease. It is necessary to define lease to determine whether a transaction creates a lease or a 
security interest disguised as a lease. If the transaction creates a security interest disguised 
as a lease, the transaction will be governed by the Article on Secured Transactions (Article 
9) and the lessor will be required to file a financing statement or take other action to 
perfect its interest in the goods against third parties. There is no such requirement with re- 
spect to leases under the common law and, except with respect to leases of fixtures (Section 
24-309), this Article imposes no such requirement. Yet the distinction between a lease and 
a security interest disguised as a lease is not clear from the case law at the time of the 
promulgation of this Article. DeKoven, Leases of Equipment: Puritan Leasing Company v. 
August, A Dangerous Decision, 12 U.S.F. L.Rev. 257 (1978). 

At common law a lease of personal property is a bailment for hire. While there are sev- 
eral definitions of bailment for hire, all require a thing to be let and a price for the letting. 

hus, in modern terms and as provided in this definition, a lease is created when the lessee 
agrees to furnish consideration for the right to the possession and use of goods over a speci- 

ed period of time. Mooney, Personal Property Leasing: A Challenge, 36 Bus.Law. 1605, 
1607 (1981). Further, a lease is neither a sale (Section 2-106(1)) nor a retention or creation 
of a security interest (Sections 1-201(372(5)(35) and 1-203). Due to extensive litigation to 
distinguish true leases from security interests, an amendment to former Section 1-201(37) 
(now codified as Section 1-203) was has-been promulgated with this Article to create a 
sharper distinction. 

This section as well as Section 1-204487 1-203 must be examined to determine whether 
he transaction in question creates a lease or a security interest. The following hypotheticals 
indicate the perimeters of the issue. Assume that A has purchased a number of copying 
machines, new, for $1,000 each; the machines have an estimated useful economic life o 
hree years. A advertises that the machines are available to rent for a minimum of one 
month and that the monthly rental is $100.00. A intends to enter into leases where A 
provides all maintenance, without charge to the lessee. Further, the lessee will rent the 
machine, month to month, with no obligation to renew. At the end of the lease term the les- 
see will be obligated to return the machine to A's place of business. This transaction quali- 

es as a lease under the first half of the definition, for the transaction includes a transfer 
by A to a prospective lessee of possession and use of the machine for a stated term, month 
o month. The machines are goods (Section 2A-103(1)(h)). The lessee is obligated to pay 
consideration in return, $100.00 for each month of the term. 

However, the second half of the definition provides that a sale or a security interest is not 
a lease. Since there is no passing of title, there is no sale. Sections 2A-103(3) and 2-106(1). 

nder pre-Act security law this transaction would have created a bailment for hire or a 
rue lease and not a conditional sale. Da Rocha v. Macomber, 330 Mass. 611, 614-15, 116 
N.E.2d 139, 142 (1953). Under Section 1-204437 1-203, 
of-this-A ; the same result would follow. While the lessee is obligated to pay rent for 
he one incar term of the lease, one of the other four conditions of the-seeend-paragraph-o 

OHD Section 1-203(b) must be met and none is. The term of the lease is one 

month and the economic life of the machine is 36 months; thus, subparagraphta)-of Seetion 
O Section 1-203(b)(1) is not now satisfied. Considering the amount of the monthly 
ent, absent economic duress or coercion, the lessee is not bound either to renew the lease 
or the remaining economic life of the goods or to become the owner. If the lessee did lease 
he machine for 36 months, the lessee would have paid the lessor $3,600 for a machine that 
could have been purchased for $1,000; thus, subparagraph-(b)-ef-Seetion-1-201(37) Section 
1-203(b)(2) is not satisfied. Finally, there are no options; thus, subparagraphs (e3) and (d4) 
of Section 1-201437 1-203(b) are not satisfied. This transaction creates a lease, not a secu- 


39 


App. UNIFORM COMMERCIAL CODE Art. 

§ 2A-103 

ity interest. However, with each renewal of the lease the facts and circumstances at the 
ime of each renewal must be examined to determine if that conclusion remains accurate, 
as it is possible that a transaction that first creates a lease, later creates a security interest. 

Assume that the facts are changed and that A requires each lessee to lease the goods for 
36 months, with no right to terminate. Under pre-Act security law this transaction would 
have created a conditional sale, and not a bailment for hire or true lease. Hervey v. Rhode 
sland Locomotive Works, 93 US. 664, 672-73 (1876). Under this subsection, and Section 
1-203 +201(37)-as-_amended-with the inclusion: of this Artielein the Act, the same result 

ould follow. The lessee’s obligation for the term is not subject to termination by the lessee 
and the term is equal to the economic life of the machine. 

Between these extremes there are many transactions that can be created. Some of the 
ransactions have were not been properly categorized by the courts in applying the 1978 
and earlier Official Texts of former Section 1-201(37). This subsection, together with Sec- 

ion 1-203 +261(37)-as-amended with the_promulgation-of this Article, draws a brighter 
ine, which should create a clearer signal to the professional lessor and lessee. 

(k) “Lease agreement”. This definition is derived from the—first-sentenee—ef Section 
1-201(5)(3). Because the definition of lease is broad enough to cover future transfers, lease 
agreement includes an agreement contemplating a current or subsequent transfer. Thus it 

as not necessary to make an express reference to an agreement for the future lease o 
goods (Section 2-106(1)). This concept is also incorporated in the definition of lease contract. 
Note that the definition of lease does not include transactions in ordinary building materi- 
als that are incorporated into an improvement on land. Section 2A-309(2). 

The provisions of this Article, if applicable, determine whether a lease agreement has 
egal consequences; otherwise the law of bailments and other applicable law determine the 
same. Sections 2A-103(4) and 1-103. 

(1) “Lease contract". This definition is derived from the definition of contract in Section 
1-2014-4(6)(12). Note that a lease contract may be for the future lease of goods, since this 


notion is included in the definition of lease. 
kok OK 


(o) “Lessee in ordinary course of business". Section 1-201(6)(9). 
kok Ok 


Ae ae New-—Autherities-agree-that-present—value—-should—be—used 


commercially reasonable- 

(v) "Purchase" . Section 1- 201632)(5)(29). This definition omits the referencë to lien 
contained in the definition of purchase in Article 1 (Section 1-201688) (29)). This should 
not be construed to exclude consensual liens from the definition of purchase in this Article; 
he exclusion was mandated by the scope of the definition of lien in Section 2A-103(1)(r). 
Further, the definition of purchaser in this Article adds a reference to lease; as purchase is 
defined in Section 1-201(82}(6)(29) to include any other voluntary transaction creating an 
interest in property, this addition is not substantive. 


ENERAL PROVISIONS 


*Usage-of-trade" —Seetion-1-205- 


§ 2A-501. Default: Procedure. 
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(4) Except as otherwise provided in Section +4064) 1-305(a) or this 
Article or the lease agreement, the rights and remedies referred to in 
subsections (2) and (3) are cumulative. 


Official Comment 
niform Statutory Source: Former Section 9-501 (now codified as Sections 9-601 through 
9-604). 
kok OE 
2. Subsection (2) is a version of the first sentence of Section 9-5048 9-601(a), revised to 
eflect leasing terminology. 
3. Subsection (3), an expansive version of the second sentence of Section 9-501432 9-601(a), 
ists the procedures that may be followed by the party seeking enforcement; in effect, the 
scope of the procedures listed in subsection (3) is consistent with the scope of the procedures 
available to the foreclosing secured party. 
4. Subsection (4) establishes that the parties' rights and remedies are cumulative. DeKoven, 
eases of Equipment: Puritan Leasing Company v. August, A Dangerous Decision, 12 
.S.F.L.Rev. 257, 276-80 (1978). Cumulation, and largely unrestricted selection, of reme- 
dies is allowed in furtherance of the general policy of the Commercial Code, stated in Sec- 
ion 1-106 1-305, that remedies be liberally administered to put the aggrieved party in as 
good a position as if the other party had fully performed. Therefore, cumulation of, or selec- 
ion among, remedies is available to the extent necessary to put the aggrieved party in as 
good a position as it would have been in had there been full performance. However, cumula- 
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ion of, or selection among, remedies is not available to the extent that the cumulation or 
selection would put the aggrieved party in a better position than it would have been in had 
here been full performance by the other party. 

5. Section 9-503143) 9-602, which, among other things, states that certain rules, to the 
extent they give rights to the debtor and impose duties on the secured party, may not be 

aived or varied, was is not incorporated in this Article. Given the significance of freedom 
of contract in the development of the common law as it applies to bailments for hire and 
he lessee’s lack of an equity of redemption, there was is no reason to impose that restraint. 
Cross References: 

Sections 1-106 1-305, 24-508, 24-523, Article 9, especially Sections 9-504 9-601 and 


Definitional Cross References: 


“Party”. Section 1-201(29)(5)(26). 
“Remedy”. Section 1-2010943(5)(32). 
“Rights”. Section 1-201€86)(5)(34). 


§ 2A-518. Cover; Substitute Goods. 


xX kK Ck 


(2) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections +402} 1-302 and 2A-503), if a lessee's 
cover is by a lease agreement substantially similar to the original lease 
agreement and the new lease agreement is made in good faith and in a 
commercially reasonable manner, the lessee may recover from the lessor 
as damages (i) the present value, as of the date of the commencement o 
he term of the new lease agreement, of the rent under the new lease 


agreement applicable to that period of the new lease term which is compa- 
rable to the then remaining term of the original lease agreement minus 
he present value as of the same date of the total rent for the then remain- 
ing lease term of the original lease agreement, and (ii) any incidental or 
consequential damages, less expenses saved in consequence of the lessor's 
default. 


xX kK ck 


Offcial Comment 
x kK ck 


1. Subsection (1) allows the lessee to take action to fix its damages after default by the 
essor. Such action may consist of the lease of goods. The decision to cover is a function o 
commercial judgment, not a statutory mandate replete with sanctions for failure to comply. 
Cf. Section 9-507 9-625. 
Cross References: 

Sections 2-712(1), 2A-519 and 9-597 9-625. 
Definitional Cross References: 

"Agreement". Section 1-201(5)(3). 

“Contract”. Section 1-2014-4(6)(12). 

“Good faith". Sections 1-201(b)(20) +-20449}-and 2-408). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Party”. Section 1-201(29)(5)(26). 
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“Present value". Section 24-103€D&02 1-201(b)(28). 
“Purchase”. Section 2A-103(1)(v). 


§ 2A-519. Lessee’s Damages for Non-Delivery, Repudiation, 
Default, and Breach of Warranty in Regard to Accepted 
Goods. 


(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections +4028) 1-302 and 2A-503), if a lessee 
elects not to cover or a lessee elects to cover and the cover is by lease 
agreement that for any reason does not qualify for treatment under Section 
2A-518(2), or is by purchase or otherwise, the measure of damages for non- 
delivery or repudiation by the lessor or for rejection or revocation of accep- 
ance by the lessee is the present value, as of the date of the default, of the 
hen market rent minus the present value as of the same date of the origi- 
nal rent, computed for the remaining lease term of the original lease agree- 
ment, together with incidental and consequential damages, less expenses 


saved in consequence of the lessor’s default. 
xX ck * 


Offcial Comment 
*k ok ck 


Definitional Cross References: 
“Conforming”. Section 2A-103(1)(d). 
“Delivery”. Section 1-20144)(b)(15). 
“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 
“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Notification”. Section +20426) 1-202. 

“Present value". Section 24-103€D&02 1-201(b)(28). 
“Value”. Section +20444) 1-204. 


§ 2A-527. Lessor’s Rights to Dispose of Goods. 


xX kK ck 


(2) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections 1-102(3) 1-302 and 2A-503), if the dispo- 
sition is by lease agreement substantially similar to the original lease 
agreement and the new lease agreement is made in good faith and in a 
commercially reasonable manner, the lessor may recover from the lessee 
as damages (i) accrued and unpaid rent as of the date of the commence- 
ment of the term of the new lease agreement, (ii) the present value, as o 
he same date, of the total rent for the then remaining lease term of the 
original lease agreement minus the present value, as of the same date, o 
he rent under the new lease agreement applicable to that period of the 
new lease term which is comparable to the then remaining term of the 
original lease agreement, and (iii) any incidental damages allowed under 


Section 24-530, less expenses saved in consequence of the lessee's default. 
xX ck * 
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Official Comment 
*k ok ck 


1. Subsection (1), a revised version of the first sentence of subsection 2-706(1), allows the 
essor the right to dispose of goods after a statutory or other material default by the lessee 
(even if the goods remain in the lessee’s possession—Section 2A-525(2)), after the lessor re- 
uses to deliver or takes possession of the goods, or, if agreed, after other contractual 
default. The lessor’s decision to exercise this right is a function of a commercial judgment, 
not a statutory mandate replete with sanctions for failure to comply. Cf. Section 9 
9-625. As the owner of the goods, in the case of a lessor, or as the prime lessee of the goods, 
in the case of a sublessor, compulsory disposition of the goods is inconsistent with the 
nature of the interest held by the lessor or the sublessor and is not necessary because the 
interest held by the lessee or the sublessee is not protected by a right of redemption under 
he common law or this Article. Subsection 2A-527(5). 

2. The rule for determining the measure of damages recoverable by the lessor against the 
essee is a function of several variables. If the lessor has elected to effect disposition under 
subsection (1) and such disposition is by lease that qualifies under subsection (2), the mea- 
sure of damages set forth in subsection (2) will apply, absent agreement to the contrary. 
Sections 2A-504, 2A-103(4) and 1-410243) 1-302. 

kok 

Cross References: 

Sections 1-102€3) 1-302, 2-706(1), 2-706(5), 2-706(6), 2A-103(4), 2A-304(1), 2A-504, 2A- 
507(2), 2A-523(1)(e), 2A-525(2), 2A-527(5), 2A-528 and 9-507 9-625. 
Definitional Cross References: 

“Buyer” and “Buying”. Section 2-103(1)(a). 

“Delivery”. Section 1-201G-9(5)(15). 

“Good faith". Sections 1-201(5)(20)1-201(139)-and-2-103020»). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Present value". Section 24-1030962 1-201(b)(28). 

“Rights”. Section 1-20186}(b)(34). 

“Sale”. Section 2-106(1). 

"Security interest”. Sections 1-20167(b)(35) and 1-203. 

“Value”. Section 20H44 1-204. 


§ 2A-528. Lessor’s Damages for Non-Acceptance, Failure to Pay, 
Repudiation, or Other Default. 

(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections +4028) 1-302 and 2A-503), if a lessor 
elects to retain the goods or a lessor elects to dispose of the goods and the 
disposition is by lease agreement that for any reason does not qualify for 
reatment under Section 2A-527(2), or is by sale or otherwise, the lessor 

ay recover from the lessee as damages for a default of the type described 
in Section 2A-523(1) or 2A-523(3)(a), or, if agreed, for other default of the 
lessee, (i) accrued and unpaid rent as of the date of default if the lessee 
has never taken possession of the goods, or, if the lessee has taken posses- 
sion of the goods, as of the date the lessor repossesses the goods or an 
earlier date on which the lessee makes a tender of the goods to the lessor, 
(ii) the present value as of the date determined under clause (i) of the total 
rent for the then remaining lease term of the original lease agreement 

inus the present value as of the same date of the market rent at the 
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place where the goods are located computed for the same lease term, and 
(iii) any incidental damages allowed under Section 24-530, less expenses 


saved in consequence of the lessee's default. 
* ok OK 


Official Comment 
xX ok ck 


1. Subsection (1), a substantially revised version of Section 2-708(1), states the basic rule 
governing the measure of lessor’s damages for a default described in Section 2A-523(1) or 
(3)(a), and, if agreed, for a contractual default. This measure will apply if the lessor elects 

o retain the goods (whether undelivered, returned by the lessee, or repossessed by the les- 
sor after acceptance and default by the lessee) or if the lessor’s disposition does not qualify 
under subsection 2A-527(2). Section 2A-527(3). Note that under some of these conditions, 

he lessor may recover damages from the lessee pursuant to the rule set forth in Section 
2A-529. There is no sanction for disposition that does not qualify under subsection 2A- 
527(2). Application of the rule set forth in this section is subject to agreement to the 
contrary. Sections 2A-504, 2A-103(4) and +4023) 1-302. 

kok k 


Cross References: 
Sections 1-102€3) 1-302, 2-708, 2A-103(1)(u), 2A-402, 2A-504, 2A-507, 2A-527(2) and 2A- 
529. 
Definitional Cross References: 
“Agreement”. Section 1-201(5)(3). 
“Goods”. Section 2A-103(1)(h). 
“Lease”. Section 2A-103(1)(j). 
“Lease agreement”. Section 2A-103(1)(k). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 
“Party”. Section 1-201(29)(5)(26). 
“Present value". Section 2A4-103€D62 1-201(b)(28). 
“Sale”. Section 2-106(1). 


3-103. Definitions. 
(a) In this Article: 


xX kK ok 


and-the-observanee-of-reason- 


æ- [reserved] 


(10) *Prove" with respect to a fact means to meet the burden o 
establishing the fact (Section 1-201(5)(8)). 


xX kK ck 


Official Comment 
kok OK 
os p LE n Fer- 
Nip aueh pue eiae M E D IM definition-in-subseetion 
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3 but to Article 4 as well. See Section 4-104(c). The general rule is stated in the first 
sentence of subsection (a)(7) and it applies both to banks and to persons engaged in busi- 
nesses other than banking. Ordinary care means observance of reasonable commercial 
standards of the relevant businesses prevailing in the area in which the person is located. 

he second sentence of subsection (a)(7) is a particular rule limited to the duty of a bank to 
examine an instrument taken by a bank for processing for collection or payment by 
automated means. This particular rule applies primarily to Section 4-406 and it is discussed 
in Comment 4 to that section. Nothing in Section 3-103(a)(7) is intended to prevent a 
customer from proving that the procedures followed by a bank are unreasonable, arbitrary, 
or unfair. 

65. In subsection (c) reference is made to a new definition of “bank” in amended Article 4. 


§ 4-104. Definitions and Index of Definitions. 


xX kK ck 


(c) The following definitions in other Articles apply to this Article: 
* ok E 


“Good faith” Seetion 3-108, 


§ 4A-105. Other Definitions. 
(a) In this Article: 
xX ok Ok 
and-the-observanee-of-reason- 
- [reserved] 


(7) À “Prove” eh i e. to a fact means to meet the burden o 
establishing the fact (Section 1-201(5)(8)). 


xX kK ck 


$ 4A-106. Time Payment Order is Received. 


(a) The time of receipt of a payment order or communication cancelling 
or amending a payment order is determined by the rules applicable to 


fix a cut-off time or times on a funds-transfer business day for the receipt 
and processing of payment orders and communications cancelling or 
amending payment orders. Different cut-off times may apply to payment 
orders, cancellations, or amendments, or to different categories of payment 
orders, cancellations, or amendments. A cut-off time may apply to senders 
generally or different cut-off times may apply to different senders or cate- 
gories of payment orders. If a payment order or communication cancelling 
or amending a payment order is received after the close of a funds-transfer 
business day or after the appropriate cut-off time on a funds-transfer busi- 
ness day, the receiving bank may treat the payment order or communica- 


ion as received at the opening of the next funds-transfer business day. 
xX ok ck 


Official Comment 
The time that a payment order is received by a receiving bank usually defines the pay- 
ment date or the execution date of a payment order. Section 4A-401 and Section 4A-301. 
he time of receipt of a payment order, or communication cancelling or amending a pay- 
ment order is defined in subsection (a) by reference to the rules stated in Section 1-204427 
1-202. Thus, time of receipt is determined by the same rules that determine when a notice 
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is received. Time of receipt, however, may be altered by a cut-off time. 


$ 4A-204. Refund of Payment and Duty of Customer to Report 
with Respect to Unauthorized Payment Order. 
* Kk ck 
(b) Reasonable time under subsection (a) may be fixed by agreement as 
stated in Section +-2044) 1-302(b), but the obligation of a receiving bank 
o refund payment as stated in subsection (a) may not otherwise be varied 
by agreement. 


§ 5-103. Scope. 


xX kK ok 


(c) With the exception of this subsection, subsections (a) and (d), Sections 
5-102(a)(9) and (10), 5-106(d), and 5-114(d), and except to the extent 
prohibited in Sections 1-402023) 1-302 and 5-117(d), the effect of this article 

ay be varied by agreement or by a provision stated or incorporated by 
reference in an undertaking. À term in an agreement or undertaking gen- 
erally excusing liability or generally limiting remedies for failure to 
perform obligations is not sufficient to vary obligations prescribed by this 


Ok ck 


Official Comment 
xX ok ck 


2. Like all of the provisions of the Uniform Commercial Code, Article 5 is supplemented 
by Section 1-103 and, through it, by many rules of statutory and common law. Because this 
article is quite short and has no rules on many issues that will affect liability with respect 
o a letter of credit transaction, law beyond Article 5 will often determine rights and li- 
abilities in letter of credit transactions. Even within letter of credit law, the article is far 

om comprehensive; it deals only with “certain” rights of the parties. Particularly with re- 
spect to the standards of performance that are set out in Section 5-108, it is appropriate for 
he parties and the courts to turn to customs and practice such as the Uniform Customs 
and Practice for Documentary Credits, currently published by the International Chamber 
of Commerce as I.C.C. Pub. No. 500 (hereafter UCP). Many letters of credit specifically 
adopt the UCP as applicable to the particular transaction. Where the UCP are adopted but 
conflict with Article 5 and except where variation is prohibited, the UCP terms are permis- 
sible contractual modifications under Sections 1-102(3) 1-302 and 5-103(c). See Section 
5-116(c). Normally Article 5 should not be considered to conflict with practice except when 
a rule explicitly stated in the UCP or other practice is different from a rule explicitly stated 
in Article 5. 

[remainder of comment 2 is unchanged] 

kok k 


$ 8-102. Definitions. 
(a) In this Article: 
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Official Comment 
xX ok ck 


. “Good faith.2-Geed faith is defined in Article 8 for purpeses-_of the _appleation to 
e-8-ef Section 1-203;-whieh provides that “Every contract or duty within this-Aet [the 
aa Commercial Code] imposes an obligation of good faith in its performance or 
enforcement.” Section 1-201(b)(20) defines “good faith” as “honesty in fact and the obser- 
vance of reasonable commercial standards of fair dealing." The-sole-funetion-of the-good 
8 on-in-Revised—Artiele-8-3is-te-give-eontent-to-the-Seetion-1-203-obligation-as-it 
appl : ne Bog RR CRIMINI OC BM aU standard is one of rea) 
sonable-eommereial-standards-of-fair-dealing-" The reference to commercial standards 
makes clear that assessments of conduct are to be made in light of the commercial setting. 
he substantive rules of Article 8 have been drafted to take account of the commercial cir- 
cumstances of the securities holding and processing system. For example, Section 8-115 
provides that a securities intermediary acting on an effective entitlement order, or a broker 
or other agent acting as a conduit in a securities transaction, is not liable to an adverse 
claimant, unless the claimant obtained legal process or the intermediary acted in collusion 
ith the wrongdoer. This, and other similar provisions, see Sections 8-404 and 8-503(e), do 
not depend on notice of adverse claims, because it would impair rather than advance the 
interest of investors in having a sound and efficient securities clearance and settlement 
system to require intermediaries to investigate the propriety of the transactions they are 
processing. The good faith obligation does not supplant the standards of conduct established 
in provisions of this kind. 

In Revised Article 8, the definition of good faith is not germane to the question whether a. 
purchaser takes free from adverse claims. The rules on such questions as whether a 
purchaser who takes in suspicious circumstances is disqualified from protected purchaser 
status are treated not as an aspect of good faith but directly in the rules of Section 8-105 on 
notice of adverse claims. 


xX kK ck 


Definitional Cross References: 
“Agreement”. Section 1-201(5)(3). 
“Bank”. Section 1-201(5)(4). 
“Person”. Section 1-201€(809)(0)(27). 
“Send”. Section 1-201088)(0)(36). 
“Signed”. Section 1-201€893(5)(37). 
“Writing”. Section 1-201€46)(5)(43). 


9-102. Definitions and Index of Definitions. 
(a) [Article 9 definitions.] In this article: 


Ck ck 


(49) erue) “Good faith” means oo in fact and the-observanee 


Official Comment 
xX ok ck 


3. Definitions Relating to Creation of a Security Interest. 
soe oe 


b. “Security Agreement." The definition of “security agreement" is substantially the 
same as under former Section 9-105-an agreement that creates or provides for a security 
interest. However, the term frequently was used colloquially in former Article 9 to refer to 
he document or writing that contained a debtor's security agreement. This Article 
eliminates that usage, reserving the term for the more precise meaning specified in the 
definition. 

Whether an agreement creates a security interest depends not on whether the parties 
intend that the law characterize the transaction as a security interest but rather on whether 
he transaction falls within the definition of “security interest" in Section 1-201. Thus, an 
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ment," notwithstanding the parties’ stated intention that the law treat the transaction as a 


ease and not as a secured transaction. See Section 1-203. 
kok OK 


14. Consignment-Related Definitions: “Consignee”; “Consignment”; “Consignor.” 
he definition of “consignment” excludes, in subparagraphs (B) and (C), transactions for 
hich filing would be inappropriate or of insufficient benefit to justify the costs. A consign- 

ment excluded from the application of this Article by one of those subparagraphs may still 
be a true consignment; however, it is governed by non-Article 9 law. The definition also 
excludes, in subparagraph (D), what have been called “consignments intended for security.” 
hese “consignments” are not bailments but secured transactions. Accordingly, all o 
rticle 9 applies to them. See Sections 1-201£372(5)(35), 9-109(a)(1). The “consignor” is the 
person who delivers goods to the “consignee” in a consignment. 
The definition of “consignment” requires that the goods be delivered “to a merchant for 
he purpose of sale.” If the goods are delivered for another purpose as well, such as milling 
or processing, the transaction is a consignment nonetheless because a purpose of the 
delivery is “sale.” On the other hand, if a merchant-processor-bailee will not be selling the 
goods itself but will be delivering to buyers to which the owner-bailor agreed to sell the 


goods, the transaction would not be a consignment. 
kok ok 


16. “Document.” The definition of “document” is unchanged in substance from the corre- 
sponding definitions in former Section 9-105. See Section 1-201G-53(5)(16) and Comment 
6. 


xX kK ck 


19. “Good Faith.” This Article expands the definition of “good faith” to include “the ob- 
servance of reasonable commercial standards of fair dealing.” The definition in this section 
applies when the term is used in this Article, and the same concept applies in the context 
of this Article for purposes of the obligation of good faith imposed by Section 1-203. See 
subsection (c). 


ARTICLE 2. 
SALES” 


PART 1. SHORT TITLE, GENERAL 
CONSTRUCTION AND SUBJECT MATTER 


2-101. Short Title. 
2-102. pee Certain Security and Other Transactions Excluded from this 
rticle. 

2-103. Definitions and Index of Definitions. 

2-104. Definitions: “Merchant”; “Between Merchants"; “Financing Agency”. 

2-105. Definitions: Transferability; “Future” Goods; “Lot”; “Commercial Unit”. 

2-106. Definitions: “Contract”; “Agreement”; “Contract for Sale”; “Sale”; 
“Present Sale”; “Conforming” to Contract; “Termination”; “Cancellation”. 

2-107. Goods to Be Severed from Realty: Recording. 

2-108. Transactions Subject to Other Law. 


PART 2. FORM, FORMATION, TERMS AND 
READJUSTMENT OF CONTRACT; ELECTRONIC 
CONTRACTING 


2-201. Formal Requirements; Statute of Frauds. 

2-202. Final Expression in a Record: Parol or Extrinsic Evidence. 
2-203. Seals Inoperative. 

2-204. Formation in General. 

2-205. Firm Offers. 

2-206. Offer and Acceptance in Formation of Contract. 

2-207. Terms of Contract; Effect of Confirmation. 

2-208. Reserved. 

2-209. Modification; Rescission and Waiver. 

2-210. Delegation of Performance; Assignment of Rights. 

2-211. Legal Recognition of Electronic Contracts, Records, and Signatures. 
2-212. Attribution. 

2-213. Electronic Communication. 


PART 3. GENERAL OBLIGATION AND 
CONSTRUCTION OF CONTRACT 


. General Obligations of Parties. 

. Unconscionable Contract or Term. 

. Allocation or Division of Risks. 

. Price Payable in Money, Goods, Realty, or Otherwise. 
. Open Price Term. 

. Output, Requirements and Exclusive Dealings. 


*Article 2 was amended in 2003. For Note and list of drafting committee mem- 
he 2003 Amendments, along with Prefatory bers, see Appendix T. 
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. Delivery in Single Lot or Several Lots. 
. Absence of Specified Place for Delivery. 
. Absence of Specific Time Provisions; Notice of Termination. 
. Open Time for Payment or Running of Credit; Authority to Ship under 
Reservation. 
. Options and Cooperation Respecting Performance. 
. Warranty of Title and Against Infringement; Buyer's Obligation Against 
Infringement. 
. Express Warranties by Affirmation, Promise, Description, Sample; 
Remedial Promise. 
2-313A. Obligation to Remote Purchaser Created by Record Packaged with or 
Accompanying Goods. 
2-313B. uon to Remote Purchaser Created by Communication to the 
Public. 
2-314. Implied Warranty: Merchantability; Usage of Trade. 
2-315. Implied Warranty: Fitness for Particular Purpose. 
2-316. Exclusion or Modification of Warranties. 
2-317. Cumulation and Conflict of Warranties Express or Implied. 
2-318. Third-Party Beneficiaries of Warranties and Obligations. 
2-319. Reserved. 
2-320. Reserved. 
2-321. Reserved. 
2-322. Reserved. 
2-323. Reserved. 
2-324. Reserved. 
2-325. Failure to Pay by Agreed Letter of Credit. 


2-326. Sale on Approval and Sale or Return. 
2-327. Special Incidents of Sale on Approval and Sale or Return. 
2-328. Sale by Auction. 


PART 4. TITLE, CREDITORS, AND GOOD-FAITH 
PURCHASERS 


2-401. Passing of Title; Reservation for Security; Limited Application of this 
Section. 

2-402. Rights of Seller's Creditors Against Sold Goods. 

2-403. Power to Transfer; Good Faith Purchase of Goods; “Entrusting”. 


PART 5. PERFORMANCE 


. Insurable Interest in Goods; Manner of Identification of Goods. 

. Buyer's Right to Goods on Seller's Insolvency, Repudiation, or Failure to 
Deliver. 

. Manner of Seller's Tender of Delivery. 

. Shipment by Seller. 

. Sellers Shipment under Reservation. 

. Rights of Financing Agency. 

. Effect of Seller's Tender; Delivery on Condition. 

. Cure by Seller of Improper Tender or Delivery; Replacement. 

. Risk of Loss in the Absence of Breach. 

. Effect of Breach on Risk of Loss. 

. Tender of Payment by Buyer; Payment by Check. 
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2-512. Payment by Buyer Before Inspection. 

2-513. Buyer’s Right to Inspection of Goods. 

2-514. When Documents Deliverable on Acceptance; When on Payment. 
2-515. Preserving Evidence of Goods in Dispute. 


PART 6. BREACH, REPUDIATION, AND EXCUSE 


. Buyer’s Rights on Improper Delivery. 

. Manner and Effect of Rejection. 

. Merchant Buyer’s Duties as to Rejected Goods. 

. Buyer’s Options as to Salvage of Rejected Goods. 

. Waiver of Buyer’s Objections by Failure to Particularize. 

. What Constitutes Acceptance of Goods. 

. Effect of Acceptance; Notice of Breach; Burden of Establishing Breach 
after Acceptance; Notice of Claim or Litigation to Person Answerable 
Over. 

. Revocation of Acceptance in Whole or in Part. 

. Right to Adequate Assurance of Performance. 

. Anticipatory Repudiation. 

. Retraction of Anticipatory Repudiation. 

. “Installment Contract”; Breach. 

. Casualty to Identified Goods. 

. Substituted Performance. 

. Excuse by Failure of Presupposed Conditions. 

. Procedure on Notice Claiming Excuse. 


PART 7. REMEDIES 


. Remedies for Breach of Collateral Contracts Not Impaired. 

. Seller’s Remedies on Discovery of Buyer’s Insolvency. 

. Seller’s Remedies in General. 

. Seller’s Right to Identify Goods to the Contract Notwithstanding Breach 
or to Salvage Unfinished Goods. 

. Seller’s Stoppage of Delivery in Transit or Otherwise. 

. Seller’s Resale Including Contract for Resale. 

. “Person in the Position of a Seller”. 

. Seller’s Damages for Nonacceptance or Repudiation. 

. Action for the Price. 

. Seller’s Incidental and Consequential Damages. 

. Buyer’s Remedies in General; Buyer’s Security Interest in Rejected 
Goods. 

. “Cover”; Buyer’s Procurement of Substitute Goods. 

. Buyer’s Damages for Nondelivery or Repudiation. 

. Buyer’s Damages For Breach in Regard to Accepted Goods. 

. Buyer’s Incidental and Consequential Damages. 

. Specific Performance; Buyer’s Right to Replevin. 

. Deduction of Damages from the Price. 

. Liquidation or Limitation of Damages; Deposits. 

. Contractual Modification or Limitation of Remedy. 

. Effect of “Cancellation” or “Rescission” on Claims for Antecedent 
Breach. 

. Remedies for Fraud. 


. Who May Sue Third Parties for Injury to Goods. 
. Proof of Market: Time and Place. 

. Admissibility of Market Quotations. 

. Statute of Limitations in Contracts for Sale. 


PART 8. TRANSITIONAL PROVISIONS 


. Effective Date. 

. Amendment of Existing Article 2. 
. Application to Existing Relations. 
. Savings Clause. 


PART 1. SHORT TITLE, GENERAL CONSTRUCTION 
AND SUBJECT MATTER 


$ 2-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Sales. 


Official Comment 

This Article is a complete revision and modernization of the Uniform Sales Act which 

as promulgated by the National Conference of Commissioners on Uniform State Laws in 
1906 and has been adopted in 34 states and Alaska, the District of Columbia and Hawaii. 

The coverage of the present Article is much more extensive than that of the old Sales Act 
and extends to the various bodies of case law which have been developed both outside o 
and under the latter. 

The arrangement of the present Article is in terms of contract for sale and the various 
steps of its performance. The legal consequences are stated as following directly from the 
contract and action taken under it without resorting to the idea of when property or title 
passed or was to pass as being the determining factor. The purpose is to avoid making 
practical issues between practical men turn upon the location of an intangible something, 
he passing of which no man can prove by evidence and to substitute for such abstractions 
proof of words and actions of a tangible character. 


§ 2-102. Scope; Certain Security and Other Transactions Excluded 
from this Article. 


Unless the context otherwise requires, this Article applies to transac- 
ions in goods; it does not apply to any transaction which although in the 
form of an unconditional contract to sell or present sale is intended to 
operate only as a security transaction nor does this Article impair or repeal 
any statute regulating sales to consumers, farmers or other specified 
classes of buyers. 


Official Comment 
Prior Uniform Statutory Provision: Section 75, Uniform Sales Act. 
Changes: Section 75 has been rephrased. 
Purposes of Changes and New Matter: To make it clear that: 

The Article leaves substantially unaffected the law relating to purchase money security 
such as conditional sale or chattel mortgage though it regulates the general sales aspects o 
such transactions. “Security transaction” is used in the same sense as in the Article on 
Secured Transactions (Article 9). 

Cross Reference: 

Article 9. 
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Definitional Cross References: 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-103. 

“Present sale”. Section 2-106. 
“Sale”. Section 2-106. 


2-103. Definitions and Index of Definitions. 
(1) In this article unless the context otherwise requires: 

(a) “Buyer” means a person that buys or contracts to buy goods. 

(b) “Conspicuous”, with reference to a term, means so written, 
displayed, or presented that a reasonable person against which it is to 
operate ought to have noticed it. A term in an electronic record intended 
to evoke a response by an electronic agent is conspicuous if it is pre- 
sented in a form that would enable a reasonably configured electronic 
agent to take it into account or react to it without review of the record 
by an individual. Whether a term is “conspicuous” or not is a decision for 
the court. Conspicuous terms include the following: 

(i) for a person: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surround- 
ing text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text o 
the same size by symbols or other marks that call attention to the 
language; and 
(ii) for a person or an electronic agent, a term that is so placed in a 

record or display that the person or electronic agent may not proceed 

without taking action with respect to the particular term. 

(c) “Consumer” means an individual who buys or contracts to buy 
goods that, at the time of contracting, are intended by the individual to 
be used primarily for personal, family, or household purposes. 

(d) “Consumer contract" means a contract between a merchant seller 
and a consumer. 

(e) “Delivery” means, with respect to goods, the voluntary transfer o 
physical possession or control of goods. 

(f) *Electronic" means relating to technology having electrical, digital, 
magnetic, wireless, optical, electromagnetic, or similar capabilities. 

(g) *Electronic agent" means a computer program or an electronic or 
other automated means used independently to initiate an action or re- 
spond to electronic records or performances in whole or in part, without 
review or action by an individual. 

(h) *Electronic record" means a record created, generated, sent, com- 
municated, received, or stored by electronic means. 

(i) “Foreign exchange transaction" means a transaction in which one 
party agrees to deliver a quantity of a specified money or unit of account 
in consideration of the other party's agreement to deliver another 
quantity of a different money or unit of account either currently or at a 


future date, and in which delivery is to be through funds transfer, book 
entry accounting, or other form of payment order, or other agreed means 
to transfer a credit balance. The term includes a transaction of this type 
involving two or more moneys and spot, forward, option, or other 
products derived from underlying moneys and any combination of these 
transactions. The term does not include a transaction involving two or 
more moneys in which one or both of the parties is obligated to make 
physical delivery, at the time of contracting or in the future, o 
banknotes, coins, or other form of legal tender or specie. 

[G) Reserved] 

lg) “Good faith" means honesty in fact and the observance of reason- 
able commercial standards of fair dealing.] 


Legislative Note: The definition of “good faith” should not be adopted if the jurisdiction 
has enacted this definition as part of Article 1. 


(k) *Goods" means all things that are movable at the time of identifica- 
tion to a contract for sale. The term includes future goods, specially 
manufactured goods, the unborn young of animals, growing crops, and 
other identified things attached to realty as described in Section 2-107. 
The term does not include information, the money in which the price is 
to be paid, investment securities under Article 8, the subject matter o 
foreign exchange transactions, or choses in action. 

(1) “Receipt of goods” means taking physical possession of goods. 

(m) “Record” means information that is inscribed on a tangible medium 
or that is stored in an electronic or other medium and is retrievable in 
perceivable form. 


Legislative Note: The definition of “record” should not be adopted if the jurisdiction has 
enacted revised Article 1. 


(n) “Remedial promise” means a promise by the seller to repair or 
replace goods or to refund all or part of the price of goods upon the hap- 
pening of a specified event. 

(o) “Seller” means a person that sells or contracts to sell goods. 

(p) “Sign” means, with present intent to authenticate or adopt a record: 

(i) to execute or adopt a tangible symbol; or 
(ii) to attach to or logically associate with the record an electronic 
sound, symbol, or process. 
(2) Other definitions applying to this Article or to specified Parts thereof, 
and the sections in which they appear are: 

“Acceptance”. Section 2-606. 

“Between merchants”. Section 2-104. 

“Cancellation”. Section 2-106(4). 

“Commercial unit”. Section 2-105. 

“Conforming to contract”. Section 2-106. 

“Contract for sale”. Section 2-106. 

“Cover”. Section 2-712. 

“Entrusting”. Section 2-403. 

“Financing agency”. Section 2-104. 

“Future goods”. Section 2-105. 


UNIFORM COMMERCIAL CODE 


“Identification”. Section 2-501. 

“Installment contract”. Section 2-612. 
“Lot”. Section 2-105. 

“Merchant”. Section 2-104. 

“Person in position of seller”. Section 2-707. 
“Present sale”. Section 2-106. 

“Sale”. Section 2-106. 

“Sale on approval”. Section 2-326. 

“Sale or return”. Section 2-326. 
“Termination”. Section 2-106. 


(3) “Control” as provided in Section 7-106 and the following definitions 
in other Articles apply to this Article: 


“Check”. Section 3-104(f). 

“Consignee”. Section 7-102(3) 

“Consignor”. Section 7-102(4) 

“Consumer goods”. Section 9-102(a)(23). 
“Dishonor”. Section 3-502. 

“Draft”. Section 3-104(e). 

“Honor”. Section 5-102(a)(8). 

“Injunction against honor”. Section 5-109(b). 
“Letter of credit”. Section 5-102(a)(10). 


(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 1994, 1999, 2001, 2003 and 2005. 
See Appendix J for material relating to changes made in text in 1994. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


See Appendix T for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. The first sentence of the definition of “conspicuous” is based on Section 1-201(10) but 
he concept is expanded to include terms in electronic records. The general standard is, 
hat to be conspicuous, a term ought to be noticed by a reasonable person. The second 
sentence states a special rule for situations where the sender of an electronic record 
intends to evoke a response from an electronic agent. In that case, the presentation of the 
erm must be capable of evoking a response from a reasonably configured electronic agent. 

ether a term is conspicuous is an issue for the court. 

Paragraphs (i) and (ii) set out several methods for making a term conspicuous. The 

equirement that a term be conspicuous functions both as notice (the term ought to be 
noticed) and as a basis for planning (giving guidance to the party that relies on the term 
about how that result can be achieved). 

Paragraph (), which relates to the general standard for conspicuousness, is based on 
original Section 1-201(10) but it is intended to give more guidance than was given in the 
prior version of this definition. Paragraph (ii) is new and it relates to the special standard 
or electronic records that are intended to evoke a response from an electronic agent. Al- 
hough these paragraphs indicate some of the methods for calling attention to a term, the 
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est is whether notice of the term can reasonably be expected. The statutory language 
should not be construed to permit a result that is inconsistent with that test. 

2. A “consumer” is a natural person (cf. Section 1-201(27)) who enters into a transaction 
or a purpose typically associated with consumers-i.e., a personal, family or household 
purpose. The requirement that the buyer intend that the goods be used “primarily” for 
personal, family or household purposes is generally consistent with the definition o 
consumer goods in revised Article 9. See Section 9-102(a)(23). 

3. The term “consumer contract” is limited to a contract for sale between a seller that is a 
“merchant” and a buyer that is a “consumer”. Thus, neither a sale by a consumer to a 
consumer nor a sale by a merchant to an individual who intends that the goods be used pri- 
marily in a home business qualify as a consumer contract. 

4. *Delivery" with respect to documents of title is defined in Section 1-201(15) as the vol- 
ntary transfer of possession of the document. This Article defines *delivery" with respect 
o goods to mean the voluntary transfer of physical possession or control of the goods. 

5. The electronic contracting provisions, including the definitions of “electronic,” 

"electronic agent,” “electronic record," and “record” are based on the provisions of the 
niform Electronic Transactions Act and are consistent with the federal Electronic 
Signatures in Global and National Commerce Act (15 U.S.C. $8 7001 et seq.). 

6. The term “foreign exchange transaction" is used in the definition of goods in Section 
2-103(1)(k). That definition excludes “the subject matter of foreign exchange transactions." 

7. The definition of “goods” in this article has been amended to exclude information not 
associated with goods. Thus, this article does not directly apply to an electronic transfer o 
information, such as the transaction involved in Specht v. Netscape, 150 F. Supp. 2d 585 
(S.D.N.Y. 2001), affd, 306 F.3d 17 (2d. Cir. 2002). However, transactions often include both 
goods and information: some are transactions in goods as that term is used in Section 
2-102, and some are not. For example, the sale of *smart goods" such as an automobile is a 
ransaction in goods fully within this article even though the automobile contains many 
computer programs. On the other hand, an architect’s provision of architectural plans on a 
computer disk would not be a transaction in goods. When a transaction includes both the 
sale of goods and the transfer of rights in information, it is up to the courts to determine 

hether the transaction is entirely within or outside of this article, or whether or to what 
extent this article should be applied to a portion of the transaction. While this article may 
apply to a transaction including information, nothing in this Article alters, creates, or 
diminishes intellectual property rights. 

The definition has also been amended to exclude the subject matter of “foreign exchange 
ransactions." See Section 2-103(1)(i). Although a contract in which currency in the com- 
modity exchanged is a sale of goods, an exchange in which delivery is “through funds 
ransfer, book entry accounting, or other form of payment order, or other agreed means to 
ransfer a credit balance" is not a sale of goods and is not governed by this article. In the 
atter case, Article 4A or other law applies. On the other hand, if the parties agree to a 
orward transaction where dollars are to be physically delivered in exchange for the delivery, 
of another currency, the transaction is not within the “foreign exchange" exclusion and this 
article applies. 

8. Section 1-202(e) provides rules for determining whether a notice or notification has 
been received. This Article by contrast defines “receipt of goods" to mean the taking o 
physical possession of the goods. 

9. A *remedial promise" is a promise by the seller to take a certain remedial action upon 
he happening of a specified event. The types of remedies contemplated by this term as 

sed in this Article are specified in the definition-repair or replacement of the goods, or 
efund of all or part of the price. No other promise by a seller qualifies as a remedial 

promise. Furthermore, the seller is entitled to specify precisely the event that will 
precipitate the obligation. Typical examples include a commitment to repair any parts o 
he goods that are defective, or a commitment to refund the purchase price if the goods fail 
o perform in a certain manner. A post-sale promise to correct a problem with the goods 
hat the seller is not obligated to correct that is made to placate a dissatisfied customer is 
not within the definition of remedial promise. Whether the promised remedy is exclusive, 
and if so whether it has failed its essential purpose, is determined under Section 2-719. 

The distinction between a remedial promise and a warranty that is made in this Article 
esolves a statute-of-limitations problem. Under original Section 2-725, a right of action for 
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breach of an express warranty accrued at the time the goods were tendered unless the war- 
anty explicitly extended to the future performance of the goods. In that case, the statute o 
imitations began to run at the time of the discovery of the breach. By contrast, a right o 
action for breach of an ordinary (non-warranty) promise accrued when the promise was 
breached. A number of courts held that commitments by sellers to take remedial action in 
he event the goods proved to be defective during a specified period of time constituted a 

arranty, and in theses cases the courts determined that the statute of limitations began 
o run at the time that the goods were tendered. Other courts used strained reasoning that 
allowed them to apply the discovery rule even though the promise referred to the future 
performance of the seller and not the future performance of the goods. 

Under this Article, a promise by the seller to take remedial action is not a warranty at 
all and therefore the statute of limitations for a breach of a remedial promise does not 
begin to run at either the time the goods are tendered or at the time the breach is 
discovered. Section 2-725(2)(c) separately addresses the accrual of a right of action for a re- 
medial promise. See Official Comment 3 to Section 2-725. 

10. The definition of “sign” is broad enough to cover any record that is signed within the 
meaning of Article 1 or that contains an electronic signature within the meaning of the 

niform Electronic Transactions Act. It is consistent with the federal Electronic Signatures 
in Global and National Commerce Act (15 U.S.C. §§ 7001 et seq.). 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-104. Definitions: “Merchant”; “Between Merchants"; 
*Financing Agency". 

(1) *Merchant" means a person that deals in goods of the kind or 
otherwise holds itself out by occupation as having knowledge or skill pecu- 
liar to the practices or goods involved in the transaction or to which the 
knowledge or skill may be attributed by the person's employment of an 
agent or broker or other intermediary that holds itself out by occupation 
as having the knowledge or skill. 


(2) *Financing agency" means a bank, finance company, or other person 
hat in the ordinary course of business makes advances against goods or 
documents of title or that by arrangement with either the seller or the 
buyer intervenes in ordinary course to make or collect payment due or 
claimed under the contract for sale, as by purchasing or paying the seller's 
draft or making advances against it or by merely taking it for collection 

hether or not documents of title accompany or are associated with the 
draft. The term includes also a bank or other person that similarly 
intervenes between persons that are in the position of seller and buyer in 
respect to the goods (Section 2-707). 


(3) “Between merchants" means in any transaction with respect to which 
both parties are chargeable with the knowledge or skill of merchants. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: None. But see Sections 15(2), (5), 16(c), 45(2) and 
71, Uniform Sales Act, and Sections 35 and 37, Uniform Bills of Lading Act for examples o 
he policy expressly provided for in this Article. 
Purposes: 

1. This Article assumes that transactions between professionals in a given field require 
special and clear rules which may not apply to a casual or inexperienced seller or buyer. It 
hus adopts a policy of expressly stating rules applicable “between merchants" and “as 
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against a merchant", wherever they are needed instead of making them depend upon the 
circumstances of each case as in the statutes cited above. This section lays the foundation 
of this policy by defining those who are to be regarded as professionals or *merchants" and 
by stating when a transaction is deemed to be “between merchants". 

2. The term “merchant” as defined here roots in the “law merchant" concept of a profes- 
sional in business. The professional status under the definition may be based upon special- 

ized knowledge as to the goods, specialized knowledge as to business practices, or special- 
ized knowledge as to both and which kind of specialized knowledge may be sufficient to 
establish the merchant status is indicated by the nature of the provisions. 

The special provisions as to merchants appear only in this Article and they are of three 
inds. Sections 2-201(2), 2-205, 2-207 and 2-209 dealing with the statute of frauds, firm of- 
ers, confirmatory memoranda and modification rest on normal business practices which 

are or ought to be typical of and familiar to any person in business. For purposes of these 
sections almost every person in business would, therefore, be deemed to be a *merchant" 
under the language ^who . . . by his occupation holds himself out as having knowledge or 
skill peculiar to the practices . . . involved in the transaction . . . " since the practices 
involved in the transaction are non-specialized business practices such as answering mail. 
In this type of provision, banks or even universities, for example, well may be “merchants.” 
But even these sections only apply to a merchant in his mercantile capacity; a lawyer or 
bank president buying fishing tackle for his own use is not a merchant. 

On the other hand, in Section 2-314 on the warranty of merchantability, such warranty 
is implied only “if the seller is a merchant with respect to goods of that kind." Obviously 
his qualification restricts the implied warranty to a much smaller group than everyone 

ho is engaged in business and requires a professional status as to particular kinds o 
goods. The exception in Section 2-402(2) for retention of possession by a merchant-seller 

alls in the same class; as does Section 2-403(2) on entrusting of possession to a merchant 
“who deals in goods of that kind". 

A third group of sections includes 2-103(1)(b), which provides that in the case of a 
merchant “good faith” includes observance of reasonable commercial standards of fair deal- 
ing in the trade; 2-327(1)(c), 2-603 and 2-605, dealing with responsibilities of merchant 
buyers to follow seller's instructions, etc.; 2-509 on risk of loss, and 2-609 on adequate as- 
surance of performance. This group of sections applies to persons who are merchants under 
either the “practices” or the “goods” aspect of the definition of merchant. 

3. The *or to whom such knowledge or skill may be attributed by his employment of an 
agent or broker. . ." clause of the definition of merchant means that even persons such as 
universities, for example, can come within the definition of merchant if they have regular 
purchasing departments or business personnel who are familiar with business practices 
and who are equipped to take any action required. 

Cross References: 

Point 1: Sections 1-102 and 1-203. 

Point 2: Sections 2-314, 2-315, and Article 9. 
Definitional Cross References: 

“Bank”. Section 1-201. 

“Buyer”. Section 2-103. 

"Contract for sale". Section 2-106. 

“Document of title". Section 1-201. 

“Draft”. Section 3-104(e). 

“Goods”. Section 2-103. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-105. Definitions: Transferability; “Future” Goods; “Lot”; 
“Commercial Unit”. 


(1) Goods must be both existing and identified before any interest in 
hem may pass. Goods that are not both existing and identified are “future” 
goods. A purported present sale of future goods or of any interest therein 
operates as a contract to sell. 
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(2) There may be a sale of a part interest in existing identified goods. 

(3) An undivided share in an identified bulk of fungible goods is suf- 
ficiently identified to be sold although the quantity of the bulk is not 
determined. Any agreed proportion of the bulk or any quantity thereo 
agreed upon by number, weight, or other measure may to the extent of the 
seller’s interest in the bulk be sold to the buyer that then becomes an 
owner in common. 

(4) “Lot” means a parcel or a single article which is the subject matter o 
a separate sale or delivery, whether or not it is sufficient to perform the 
contract. 

(5) “Commercial unit” means such a unit of goods as by commercial us- 
age is a single whole for purposes of sale and division of which materially 
impairs its character or value on the market or in use. A commercial unit 

ay be a single article (as a machine) or a set of articles (as a suite o 
furniture or an assortment of sizes) or a quantity (as a bale, gross, or 
carload) or any other unit treated in use or in the relevant market as a 
single whole. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Subsections (1), (2), (3) and (4)—Sections 5, 6 and 
76, Uniform Sales Act; Subsections (5) and (6)—none. 
Changes: Rewritten. 
Purposes of Changes and New Matter: 

1. Subsection (1) on “goods”: The phraseology of the prior uniform statutory provision has 
been changed so that: 

The definition of goods is based on the concept of movability and the term “chattels 
personal” is not used. It is not intended to deal with things which are not fairly identifiable 
as movables before the contract is performed. 

Growing crops are included within the definition of goods since they are frequently 
intended for sale. The concept of “industrial” growing crops has been abandoned, for under 
modern practices fruit, perennial hay, nursery stock and the like must be brought within 

he scope of this Article. The young of animals are also included expressly in this definition 
since they, too, are frequently intended for sale and may be contracted for before birth. The 
period of gestation of domestic animals is such that the provisions of the section on 
identification can apply as in the case of crops to be planted. The reason of this definition 
also leads to the inclusion of a wool crop or the like as “goods” subject to identification 
nder this Article. 

The exclusion of “money in which the price is to be paid” from the definition of goods does 
not mean that foreign currency which is included in the definition of money may not be the 
subject matter of a sales transaction. Goods is intended to cover the sale of money when 
money is being treated as a commodity but not to include it when money is the medium o 
payment. 

As to contracts to sell timber, minerals, or structures to be removed from the land 
Section 2-107(1) (Goods to be severed from Realty: recording) controls. 

The use of the word “fixtures” is avoided in view of the diversity of definitions of that 
erm. This Article in including within its scope “things attached to realty” adds the further 
est that they must be capable of severance without material harm thereto. As between the 

parties any identified things which fall within that definition become “goods” upon the 
making of the contract for sale. 

“Investment securities" are expressly excluded from the coverage of this Article. It is not 
intended by this exclusion, however, to prevent the application of a particular section o 
his Article by analogy to securities (as was done with the Original Sales Act in Agar v. 
Orda, 264 N.Y. 248, 190 N.E. 479, 99 A.L.R. 269 (1934)) when the reason of that section 
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makes such application sensible and the situation involved is not covered by the Article o 
his Act dealing specifically with such securities (Article 8). 

2. References to the fact that a contract for sale can extend to future or contingent goods 
and that ownership in common follows the sale of a part interest have been omitted here as 
obvious without need for expression; hence no inference to negate these principles should 
be drawn from their omission. 

3. Subsection (4) does not touch the question of how far an appropriation of a bulk o 
ungible goods may or may not satisfy the contract for sale. 

4. Subsections (5) and (6) on “lot” and “commercial unit" are introduced to aid in the 
phrasing of later sections. 

5. The question of when an identification of goods takes place is determined by the provi- 
sions of Section 2-501 and all that this section says is what kinds of goods may be the 
subject of a sale. 

Cross References: 

Point 1: Sections 2-107, 2-201, 2-501 and Article 8. 

Point 5: Section 2-501. 

See also Section 1-201. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

"Contract for sale". Section 2-106. 

“Fungible”. Section 1-201. 

“Money”. Section 1-201. 

"Present sale". Section 2-106. 

“Sale”. Section 2-106. 

“Seller”. Section 2-103. 


§ 2-106. Definitions: “Contract”; “Agreement”; “Contract for Sale”; 
“Sale”; “Present Sale”; “Conforming” to Contract; 


“Termination”; “Cancellation”. 

(1) In this Article unless the context otherwise requires “contract” and 
‘agreement” are limited to those relating to the present or future sale o 
goods. “Contract for sale” includes both a present sale of goods and a 
contract to sell goods at a future time. A “sale” consists in the passing o 
itle from the seller to the buyer for a price (Section 2-401). A “present 
sale” means a sale which is accomplished by the making of the contract. 

(2) Goods or conduct including any part of a performance are “conform- 
ing” or conform to the contract when they are in accordance with the 
obligations under the contract. 

(3) “Termination” occurs when either party pursuant to a power created 
by agreement or law puts an end to the contract otherwise than for its 
breach. On “termination” all obligations which are still executory on both 
sides are discharged but any right based on prior breach or performance 
survives. 

(4) “Cancellation” occurs when either party puts an end to the contract 
for breach by the other and its effect is the same as that of “termination” 
except that the cancelling party also retains any remedy for breach of the 

hole contract or any unperformed balance. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—Section 1(1) and (2), Uniform Sales 
ct; Subsection (2)—none, but subsection generally continues policy of Sections 11, 44 and 
69, Uniform Sales Act; Subsections (3) and (4)—none. 
Changes: Completely rewritten. 
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Purposes of Changes and New Matter: 

1. Subsection (1): “Contract for sale” is used as a general concept throughout this Article, 
but the rights of the parties do not vary according to whether the transaction is a present 
sale or a contract to sell unless the Article expressly so provides. 

2. Subsection (2): It is in general intended to continue the policy of requiring exact perfor- 
mance by the seller of his obligations as a condition to his right to require acceptance. 
However, the seller is in part safeguarded against surprise as a result of sudden technical- 
ity on the buyer’s part by the provisions of Section 2-508 on seller’s cure of improper tender 
or delivery. Moreover usage of trade frequently permits commercial leeways in performance 
and the language of the agreement itself must be read in the light of such custom or usage 
and also, prior course of dealing, and in a long term contract, the course of performance. 

3. Subsections (3) and (4): These subsections are intended to make clear the distinction 
carried forward throughout this Article between termination and cancellation. 

Cross References: 

Point 2: Sections 1-203, 1-205,and 2-508. 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-107. Goods to Be Severed from Realty: Recording. 


(1) A contract for the sale of minerals or the like (including oil and gas) 
or a structure or its materials to be removed from realty is a contract for 
he sale of goods within this Article if they are to be severed by the seller 
but until severance a purported present sale thereof which is not effective 
as a transfer of an interest in land is effective only as a contract to sell. 
(2) A contract for the sale apart from the land of growing crops or other 
hings attached to realty and capable of severance without material harm 
hereto but not described in subsection (1) or of timber to be cut is a 
contract for the sale of goods within this Article whether the subject mat- 
er is to be severed by the buyer or by the seller even though it forms part 
of the realty at the time of contracting, and the parties can by identifica- 
ion effect a present sale before severance. 
(3) The provisions of this section are subject to any third party rights 
provided by the law relating to realty records, and the contract for sale 
ay be executed and recorded as a document transferring an interest in 
land and shall then constitute notice to third parties of the buyer’s rights 
nder the contract for sale. 


As amended in 1972. 
See Appendix B for material relating to changes made in text in 1972. 


Official Comment 
Prior Uniform Statutory Provision: See Section 76, Uniform Sales Act on prior policy; 
Section 7, Uniform Conditional Sales Act. 
Purposes: 

1. Subsection (1). Notice that this subsection applies only if the minerals or structures 
“are to be severed by the seller”. If the buyer is to sever, such transactions are considered 
contracts affecting land and all problems of the Statute of Frauds and of the recording o 
and rights apply to them. Therefore, the Statute of Frauds section of this Article does not 
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apply to such contracts though they must conform to the Statute of Frauds affecting the 
ransfer of interests in land. 


2. Subsection (2). "Things attached" to the realty which can be severed without material 
harm are goods within this Article regardless of who is to effect the severance. The word 
“fixtures” has been avoided because of the diverse definitions of this term, the test of “sev- 
erance without material harm" being substituted. 

The provision in subsection (3) for recording such contracts is within the purview of this 
Article since it is a means of preserving the buyer's rights under the contract of sale. 

3. The security phases of things attached to or to become attached to realty are dealt 

ith in the Article on Secured Transactions (Article 9) and it is to be noted that the defini- 

ion of goods in that Article differs from the definition of goods in this Article. 

However, both Articles treat as goods growing crops and also timber to be cut under a 
contract of severance. 

Cross References: 

Point 1: Section 2-201. 

Point 2: Sections 2-103 and 2-105. 

Point 3: Articles 9 and 9-105. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Contract for sale". Section 2-106. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

"Present sale". Section 2-106. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 


2-108. Transactions Subject to Other Law. 
(1) A transaction subject to this article is also subject to any applicable: 
(a) [list any certificate of title statutes of this State covering 
automobiles, trailers, mobile homes, boats, farm tractors, or the like], 
except with respect to the rights of a buyer in ordinary course of busi- 
ness under Section 2-403(2) which arise before a certificate of title cover- 
ing the goods is effective in the name of any other buyer; 
(b) rule of law that establishes a different rule for consumers; or 
(c) statute of this state applicable to the transaction, such as a statute 
dealing with: 
(i) the sale or lease of agricultural products; 
(ii) the transfer of human blood, blood products, tissues, or parts; 
(iii) the consignment or transfer by artists of works of art or fine 
prints; 
(iv) distribution agreements, franchises, and other relationships 
through which goods are sold; 
(v) the misbranding or adulteration of food products or drugs; and 
(vi) dealers in particular products, such as automobiles, motorized 
wheelchairs, agricultural equipment, and hearing aids. 

(2) Except for the rights of a buyer in ordinary course of business under 
subsection (1)(a), in the event of a conflict between this article and a law 
referred to in subsection (1), that law governs. 

(3) For purposes of this article, failure to comply with a law referred to 
in subsection (1) has only the effect specified in that law. 
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(4) This article modifies, limits, and supersedes the federal Electronic 
Signatures in Global and National Commerce Act, 15 U.S.C. Section 7001 
et seq., except that nothing in this article modifies, limits, or supersedes 
Section 7001(c) of that Act or authorizes electronic delivery of any of the 
notices described in Section 7003(b) of that Act. 


As added in 2003. 


Official Comment 

1. Section 2-108, which was not in the prior version of this Article, follows the form o 
Section 2A-104(1). 

2. In subsection (1), it is assumed that this article is subject to any applicable federal 
aw, such as the United Nations Convention on Contracts for the International Sale o 
Goods, 15 U.S.C. App., or the Magnuson-Moss Warranty Act, 15 U.S.C. Sections 2301- 
2312. 

3. Subsection (1)(a) permits the states to list any applicable certificate-of-title statutes. It 
also provides that Article 2 is subject to their provisions on the transfer and effect of title 
except for the rights of a buyer in ordinary course of business in certain limited situations. 
In entrustment situations, the exception in subsection (1)(a) overrides those certificate-of- 
itle statutes that provide that a person cannot qualify as an owner unless a certificate has 
been issued in the person’s name. In those cases where an owner in whose name a certifi- 
cate has been issued entrusts a titled asset to a dealer that then sells it to a buyer in 
ordinary course of business, this section provides that the priority issue between the owner 
and the buyer is to be resolved by reference to the certificate-of-title statute. 

Illustration #1. A used car is stolen from the owner by a thief and the thief, by fraud, 
is able to obtain a clean certificate of title from State X. The thief sells the car to the 
buyer, a good faith purchaser for value but not a buyer in ordinary course of business, 
and the thief transfers the certificate of title to the buyer. The exception in subsection 
(1)(a) does not apply to protect the buyer. Furthermore, under Section 2-403(1), the 
buyer does not get good title from the thief, regardless of the certificate. The same result 
follows if the applicable state certificate of title law makes the certificate prima facie ev- 
idence of ownership. The buyer will prevail, however, if the applicable certificate of title 
law conflicts with the result obtained under this Article by making issuance of the certif- 
icate conclusive on title. 

Illustration #2. The dealer sells a new car to buyer #1 and the dealer signs a form 
permitting buyer #1 to apply for a certificate of title. Buyer #1 leaves the car with the 
dealer so that the dealer can finish the preparation work on the car. While the car 
remains in the dealer’s possession and before the state issues a certificate of title in 
buyer #1’s name, buyer #2 makes the dealer a better offer on the car, which the dealer 
accepts. Buyer #1 entrusted the car to the dealer, and if buyer #2 qualifies as a buyer in 
ordinary course of business, buyer #2’s title to the car will be superior to that of buyer #1. 

Illustration #3. An owner in whose name a certificate of title has been issued leaves a 
car with a dealer for repair. The dealer sells the car to a buyer, who qualifies as a buyer 
in ordinary course of business. If the certificate-of-title law in the state resolves the prior- 
ity contest between the owner and the buyer, that solution should be implemented. 
Otherwise, the buyer prevails under Section 2-403(2). 

4. This section also deals with the effect of a conflict or failure to comply with any other 
state law that might apply to a transaction governed by this Article. Subsection (1) provides 
hat a transaction subject to this Article is also subject to other applicable law, and subsec- 
ion (2) provides that in the event of a conflict the other law governs (except for the rights 
of a buyer in ordinary course of business under subsection (1)(a)). 

Subsection (1)(b) provides that this Article is also subject to any rule of law that 
establishes a different rule for consumers. “Rule of law” includes a statute, an administra- 
ive rule properly promulgated under the statute, and a final court decision. 

The relationship between Article 2 and federal and state consumer laws will vary from 
ransaction to transaction and from State to State. For example, the Magnuson-Moss War- 

anty Act, 15 U.S.C.A. $8 2301 et. seq., may or may not apply to the consumer dispute in 
question and the applicable state “lemon law” may provide more or less protection than 
Magnuson-Moss. To the extent that the other law applies and there is a conflict with this 
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Subsection (1)(c) provides an illustrative but not exhaustive list of other applicable state 
statutes that may preempt all or part of Article 2. For example, franchise contracts may be 
egulated by state franchise acts, the seller of unmerchantable blood or human tissue may 
be insulated from warranty liability and disclaimers of the implied warranty of merchant- 
ability may be invalidated by non-uniform amendments to Article 2. The existence, scope, 
and effect of these statutes must be assessed from State to State. 

Assuming that there is a conflict, subsection (3) deals with the failure of parties to the 
contract to comply with the applicable law. The failure has the “effect specified" in the law. 

hus, the failure to obtain a required license may make the contract illegal, and therefore 

nenforceable, while the nonnegligent supply of unmerchantable blood under a *blood 
shield" statute may mean only that the supplier is insulated from liability for injury to 
person or property. 

5. Subsection (4) takes advantage of a provision of the federal Electronic Signatures in 
Global and National Commerce Act (E-Sign). E-Sign permits state law to modify, limit or 
supersede its provisions if the state law is consistent with Titles I and II of E-Sign, gives no 
special legal effect or validity to and does not require the implementation or application o 
specific technologies or technical specifications, and if enacted subsequent to E-Sign makes 
specific reference to E-Sign. Subsection (4) does not apply to section 101(c) of E-Sign, nor 
does it authorize electronic delivery of the notices described in section 103(b) of E-Sign. 
Cross References: 

Point 3: Section 2-403. 

Definitional Cross References: 

“Lease”. Section 2A-103. 


PART 2. FORM, FORMATION, TERMS AND 
READJUSTMENT OF CONTRACT; ELECTRONIC 
CONTRACTING 


§ 2-201. Formal Requirements; Statute of Frauds. 

(1) A contract for the sale of goods for the price of $5,000 or more is not 
enforceable by way of action or defense unless there is some record suf- 
ficient to indicate that a contract for sale has been made between the par- 

ies and signed by the party against which enforcement is sought or by the 
party’s authorized agent or broker. A record is not insufficient because it 
omits or incorrectly states a term agreed upon, but the contract is not en- 
forceable under this subsection beyond the quantity of goods shown in the 


(2) Between merchants if within a reasonable time a record in confirma- 
ion of the contract and sufficient against the sender is received and the 
party receiving it has reason to know its contents, it satisfies the require- 

ents of subsection (1) against the recipient unless notice of objection to 
its contents is given in a record within 10 days after it is received. 

(3) A contract that does not satisfy the requirements of subsection (1) 
but which is valid in other respects is enforceable: 

(a) if the goods are to be specially manufactured for the buyer and are 
not suitable for sale to others in the ordinary course of the seller’s busi- 
ness and the seller, before notice of repudiation is received and under 
circumstances that reasonably indicate that the goods are for the buyer, 
has made either a substantial beginning of their manufacture or com- 
mitments for their procurement; 

(b) if the party against which enforcement is sought admits in the 
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party’s pleading, or in the party’s testimony or otherwise under oath 
that a contract for sale was made, but the contract is not enforceable 
under this paragraph beyond the quantity of goods admitted; or 

(c) with respect to goods for which payment has been made and ac- 
cepted or which have been received and accepted (Sec. 2-606). 
(4) A contract that is enforceable under this section is not unenforceable 
erely because it is not capable of being performed within one year or any 

other period after its making. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
1. The record required by subsection (1) need not contain all of the material terms of the 
contract, and the material terms that are stated need not be precise or accurate. All that is 
equired is that the record afford a reasonable basis to determine that the offered oral evi- 
dence rests on a real transaction. The record may be written on a piece of paper or entered 
into a computer. It need not indicate which party is the buyer and which party is the seller. 
he only term which must appear is the quantity term. A term indicating the manner by 
hich the quantity is determined is sufficient. Thus, for example, a term indicating that 
he quantity is based on the output of the seller or the requirements of the buyer satisfies 
he requirement. See e.g., Advent Systems v. Unisys, 925 F.2d 670 (3'* Cir. 1991); Gestetner 
Corp. v. Case Equip. Co., 815 F.2d 806 (1** Cir. 1987). The same reasoning can be extended 
o a term that indicates that the contract is similar to, but does not qualify as, an output or 
equirement contract. See e.g., PMC Corp. v. Houston Wire and Cable Co. 797 A.2d 125 
(N.H. 2002). Similarly, a term that refers to a master contract that provides a basis for 
determining a quantity satisfies this requirement. See e.g., Reigel Fiber Corp. v. Anderson 
Gin Co., 512 F.2d 784 (5'^ Cir.1975). If a specific amount is stated in the record, even if not 
accurately stated, recovery is limited to the stated amount. However, the price, time and 
place of payment or delivery, the general quality of the goods, or any particular warranties 
need not be included. 

Special emphasis must be placed on the permissibility of omitting the price term. In 
many valid contracts for sale the parties do not mention the price in express terms. The 
buyer is bound to pay and the seller to accept a reasonable price, which the trier of the fact 

ill determine. Frequently the price is not mentioned at all since the parties have based 
heir agreement on a price list or catalogue known to both of them, and the list or cata- 
ogue serves as an efficient safeguard against perjury. Also, “market” prices and valuations 
hat are current in the vicinity constitute a similar check. Of course, if the “price” consists 
of goods rather than money, the quantity of goods must be stated. 

There are only three definite and invariable requirements for the memorandum made by 
subsection (1). First, the memorandum must evidence a contract for the sale of goods; 
second, the memorandum must be signed; and third, the memorandum must have a 
quantity term or a method to determine the quantity. 

2. The prior version of subsection (1) began with the phrase “Except as otherwise provided. 
in this section." This language has been deleted. This change was made to provide that the 
statement of the three statutory exceptions in subsection (3) should not be read as limiting 
under subsection (1) the possibility that a promisor will be estopped to raise the statute-of- 

auds defense in appropriate cases. 

3. *Partial performance" as a substitute for the required record can validate the contract 
only for the goods which have been accepted or for which payment has been made and 
accepted. 

Receipt and acceptance either of goods or of the price constitutes an unambiguous overt! 
admission by both parties that a contract exists. If the court can make a just apportion- 
ment, therefore, the agreed price of any goods actually delivered can be recovered without a 

riting or, if the price has been paid, the seller can be forced to deliver an apportionable 
part of the goods. The overt actions of the parties make admissible evidence of the other 
erms of the contract necessary to a just apportionment. This is true even though the ac- 
ions of the parties are not in themselves inconsistent with a different transaction such as a 
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consignment for resale or a mere loan of money. 

Part performance by the buyer requires that the buyer deliver something that is accepted 
by the seller as the performance. Thus, part payment may be made by money or check ac- 
cepted by the seller. If the agreed price consists of goods or services, then they must also 
have been delivered and accepted. When the seller accepts partial payment for a single 
item the statute is satisfied as to that item. See Lockwood v. Smigel, 18 Cal App.3d 800, 99 
Cal Rept. 289 (1971). 

4. Between merchants, failure to answer a confirmation of a contract in a record that 
satisfies the requirements of subsection (1) against the sender within ten days of receipt 

enders the record sufficient against the recipient. The only effect, however, is to take away 
rom the party that fails to answer the defense of the Statute of Frauds. The burden o 
persuading the trier of fact that a contract was in fact made orally prior to the record 
confirmation is unaffected. 

A merchant includes a person “that by occupation purports to have knowledge or skill pe- 
culiar to the practices or goods involved in the transaction." Section 2-104(1) (emphasis 
supplied). Thus, a professional or a farmer should be considered a merchant because the 
practice of objecting to an improper confirmation ought to be familiar to any person in 
business. 

5. Failure to satisfy the requirements of this section does not render the contract void for 
all purposes, but merely prevents it from being judicially enforced in favor of a party to the 
contract. For example, a buyer that takes possession of goods provided for in an oral 
contract which the seller has not meanwhile repudiated is not a trespasser. Nor would the 
statute-of-frauds provisions of this section be a defense to a third person that wrongfully 
induces a party to refuse to perform an oral contract, even though the injured party cannot 
maintain an action for damages against the party that refuses to perform. 

6. It is not necessary that the record be delivered to anybody, nor is this section intended. 

o displace decisions that have given effect to lost records. It need not be signed by both 
parties, but except as stated in subsection (2), it is not sufficient against a party that has 

ot signed it. Prior to a dispute, no one can determine which party's signature may be nec- 
essary, but from the time of contracting each party should be aware that it is the signature 
of the other which is important. 

7. If the making of a contract is admitted in court, either in a written pleading, by stipu- 
ation or by oral statement before the court, or is admitted under oath but not in court, as 
by testimony in a deposition or an affidavit filed with a motion, no additional record is 
necessary. Subsection (3)(b) makes it impossible to admit the contract in these contexts, 
and assert that the Statute of Frauds is still a defense. However, in these circumstances, 
he contract is not conclusively established. The admission is evidential only against the 
maker and only for the facts admitted. As against the other party, it is not evidential at all. 

8. Subsection (4), which was not in prior versions of this Article, repeals the “one year" 
provision of the Statute of Frauds for contracts for the sale of goods. The phrase “any other 
applicable period" recognizes that some state statutes apply to periods longer than one 
year. The confused and contradictory interpretations under the so-called *one year" clause 
are illustrated by C.R. Klewin, Inc. v. Flagship Properties, Inc., 600 A.2d 772 (Conn. 1991). 
Cross References: 

See Sections 1-201, 2-202, 2-207, 2-209 and 2-304. 

Point 1: Sections 2-211 thru 2-213. 

Point 4: Section 2-104 
Definitional Cross References: 

“Action”. Section 1-201. 

"Between merchants". Section 2-104. 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

"Contract for sale". Section 2-106. 

“Goods”. Section 2-103. 

“Notice”. Section 1-202. 

“Party”. Section 1-201. 

"Reasonable time". Section 1-205. 

"Record". Section 2-103. 
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“Sale”. Section 2-106. 
“Seller”. Section 2-103. 
“Sign”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-202. Final Expression in a Record: Parol or Extrinsic 
Evidence. 
(1) Terms with respect to which the confirmatory records of the parties 
agree or which are otherwise set forth in a record intended by the parties 
as a final expression of their agreement with respect to such terms as are 


ent or of a contemporaneous oral agreement but may be supplemented 
by evidence of: 


(a) course of performance, course of dealing, or usage of trade (Section 
1-303); and 

(b) consistent additional terms unless the court finds the record to 
have been intended also as a complete and exclusive statement of the 
terms of the agreement. 


(2) Terms in a record may be explained by evidence of course of perfor- 
ance, course of dealing, or usage of trade without a preliminary determi- 
mation by the court that the language used is ambiguous. 
egislative Note: The cross-references in subsection (1)(a) should not be changed if the juris- 
diction has not adopted revised Article 1. 


As amended in 2001 and 2003. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) codifies the parol evidence rule. The operation of this rule depends on 
he intention of both parties that the terms in a record are the “final expression of their 
agreement with respect to the included terms." Without this mutual intention to integrate 
he record, the parol evidence rule does not apply to exclude evidence of other terms alleg- 
edly agreed to prior to or contemporaneously with the record. Unless there is a final record, 
hese alleged terms are provable as part of the agreement by relevant evidence from any 
credible source. When each party sends a confirmatory record, mutual intention to inte- 
grate the agreement is presumed for terms “with respect to which the confirmatory records 
of the parties agree.” 

2. Because a record is final for the included terms (an integration), this does not mean 
hat the parties intended that the record contain all the terms of their agreement (a total 
integration). If a record is final but not complete and exclusive, it cannot be contradicted by 
evidence of prior agreements reflected in a record or prior or contemporaneous oral agree- 
ments, but it can be supplemented by other evidence, drawn from any source, of consistent 
additional terms. Even if the record is final, complete and exclusive, it can be supplemented 
by evidence of noncontradictory terms drawn from an applicable course of performance, 
course of dealing, or usage of trade unless those sources are carefully negated by a term in 
he record. If the record is final, complete and exclusive it cannot be supplemented by evi- 
dence of terms drawn from other sources, even terms that are consistent with the record. 

3. Whether a writing is final, and whether a final writing is also complete, are issues for 
he court. This section rejects any assumption that because a record has been worked out 

hich is final on some matters, it is to be taken as including all the matters agreed upon. I 
he additional terms are those that, if agreed upon, would certainly have been included in 
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he document in the view of the court, then evidence of their alleged making must be kept 
rom the trier of fact. This section is not intended to suggest what should be the evidentiary 
strength of a merger clause as evidence of the mutual intent that the record be final and 
complete. That determination depends upon the particular circumstances of each case. 

4. This section does not exclude evidence introduced to show that the contract is avoid- 
able for misrepresentation, mistake, or duress, or that the contract or a term is unenforce- 
able because of unconscionability. This section also does not operate to exclude evidence o 
a subsequent modification or evidence that, for the purpose of claiming excuse, both parties 
assumed that a certain event would not occur. 

5. Issues of interpretation are generally left to the courts. In interpreting terms in a rec- 
ord, subsection (2) permits either party to introduce evidence drawn from a course of per- 
ormance, a course of dealing, or a usage of trade without any preliminary determination 
by the court that the term at issue is ambiguous. This article takes no position on whether 
a preliminary determination of ambiguity is a condition to the admissibility of evidence 
drawn from any other source or on whether a contract clause can exclude an otherwise ap- 
plicable implied-in-fact source. 

Cross References: 

Point 2: Sections 2-206 and 2-207. 

Point 3: Section 2-207. 

Point 4: Section 2-302 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Course of dealing". Section 1-303. 

"Course of performance". Section 1-303. 

“Parties”. Section 1-201. 

"Record". Section 2-103. 

"Term". Section 1-201. 

“Usage of trade". Section 1-303. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-203. Seals Inoperative. 
The affixing of a seal to a record evidencing a contract for sale or an offer 
o buy or sell goods does not constitute the record a sealed instrument. The 
law with respect to sealed instruments does not apply to such a contract or 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Section 3, Uniform Sales Act. 
Changes: Portion pertaining to “seals” rewritten. 
Purposes of Changes: 

1. This section makes it clear that every effect of the seal which relates to “sealed instru- 
ments" as such is wiped out insofar as contracts for sale are concerned. However, the 
substantial effects of a seal, except extension of the period of limitations, may be had by ap- 
propriate drafting as in the case of firm offers (see Section 2-205). 

2. This section leaves untouched any aspects of a seal which relate merely to signatures 
or to authentication of execution and the like. Thus, a statute providing that a purported 
signature gives prima facie evidence of its own authenticity or that a signature gives prima 
acie evidence of consideration is still applicable to sales transactions even though a seal 
may be held to be a signature within the meaning of such a statute. Similarly, the autho- 

ized affixing of a corporate seal bearing the corporate name to a contractual writing 
purporting to be made by the corporation may have effect as a signature without any refer- 
ence to the law of sealed instruments. 
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Cross Reference: 
Point 1: Section 2-205. 
Definitional Cross References: 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-103. 
“Record”. Section 2-103. 


§ 2-204. Formation in General. 


(1) A contract for sale of goods may be made in any manner sufficient to 
show agreement, including offer and acceptance, conduct by both parties 

hich recognizes the existence of a contract, the interaction of electronic 
agents, and the interaction of an electronic agent and an individual. 


(2) An agreement sufficient to constitute a contract for sale may be found 
even if the moment of its making is undetermined. 


(3) Even if one or more terms are left open, a contract for sale does not 
fail for indefiniteness if the parties have intended to make a contract and 
here is a reasonably certain basis for giving an appropriate remedy. 


(4) Except as otherwise provided in Sections 2-211 through 2-213, the 
following rules apply: 


(a) A contract may be formed by the interaction of electronic agents o 
the parties, even if no individual was aware of or reviewed the electronic 
agents’ actions or the resulting terms and agreements. 


(b) A contract may be formed by the interaction of an electronic agent 
and an individual acting on the individual’s own behalf or for another 
person. A contract is formed if the individual takes actions that the indi- 
vidual is free to refuse to take or makes a statement, and the individual 
has reason to know that the actions or statement will: 


(i) cause the electronic agent to complete the transaction or perfor- 
mance; or 


(ii) indicate acceptance of an offer, regardless of other expressions or 
actions by the individual to which the electronic agent cannot react. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) sets forth the basic policy to recognize any manner of expression o 
agreement. In addition to traditional contract formation by oral or written agreement, or by 
performance, subsection (1) provides that an agreement may be made by electronic means. 
Regardless of how the agreement is formed under this section, the legal effect of the agree- 
ment is subject to the other provisions of this Article. 

2. Under subsection (1), appropriate conduct by the parties may be sufficient to establish 
an agreement. Subsection (2) is directed primarily when the correspondence does not dis- 
close the exact point at which the agreement was formed, but the conduct of the parties 
indicate that a binding obligation has been undertaken. 

3. Subsection (3) states the principle for *open terms" which underlies later sections o 
his Article. If the parties intend to enter into a binding agreement, this subsection recog- 

izes the agreement as valid in law, despite missing terms, if there is any reasonably 

certain basis for granting a remedy based on commercial standards of indefiniteness. Nei- 

her certainty for what the parties were to do nor a finding of the exact amount of damages 
is required. Neither is the fact that one or more terms are left to be agreed upon enough by 
itself to defeat an otherwise adequate agreement. This Act makes provision elsewhere for 
missing terms needed for performance, open price, remedies and the like. 
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The more terms the parties leave open, the less likely it is that the parties have intended 
o conclude a binding agreement, but their actions may be conclusive on the matter despite 
he omissions. 

4. Subsections (4)(a) and (b) are derived from Sections 14(a) and (b) of the Uniform 
Electronic Transactions Act. Subsection (4)(a) confirms that contracts may be formed by 
machines functioning as electronic agents for the parties to a transaction. This subsection 
is intended to negate any claim that lack of human intent, at the time of contract forma- 
ion, prevents contract formation. When machines are involved, the requisite intention to 
contract flows from the programing and use of the machine. This provision, along with 


5. When the requisite intent to enter into a contract exists, subsection (4)(b) validates 
contracts formed by an individual and an electronic agent. This subsection validates an 
anonymous click-through transaction. As with subsection (4)(a), the intent to contract by 
means of an electronic agent comes from the programing and use of the machine. The 

equisite intent to contract by the individual is found by the acts of the individual that the 
individual has reason to know will be interpreted by the machine as allowing the machine 
o complete the transaction or performance, or that will be interpreted by the machine as 
signifying acceptance on the part of the individual. This intent is only found, though, when 
he individual is free to refuse to take the actions that the machine will interpret as accep- 
ance or allowance to complete the transaction. For example, if A goes to a website that 
provides for purchasing goods over the Internet, and after choosing items to be purchased 
is confronted by a screen which advises her that the transaction will be completed if A 
clicks “I agree,” then A will be bound by the click if A knew or had reason to know that the 
click would be interpreted as signifying acceptance and A was also free to refuse to take the 
nal action. This provision does not, however, provide for a determination of what terms 
exist in the agreement. That question is governed by Section 2-207. 

6. Nothing in this section is intended to restrict equitable defenses, such as fraud or 

mistake, in electronic contract formation. However, because the law of electronic mistake is 
ot well developed, and because factual issues may arise that are not easily resolved by 
egal standards developed for nonelectronic transactions, courts should not automatically 
apply standards developed in other contexts. The specific differences between electronic and 
onelectronic transactions should also be factored in to resolve equitable claims in electronic 


Point 1: Sections 1-103, 2-201, 2-211 thru 2-213. and 2-302. 

Point 2: Sections 2-205 through 2-209. 

Point 3: See Part 3. 

Point 4: Sections 2-211 thru 2-213. 

Point 5: Sections 2-211 thru 2-213. 
Definitional Cross References: 

"Agreement". Section 1-201. 

*Contract". Section 1-201. 

*Contract for sale". Section 2-106. 

“Electronic”. Section 2-103. 

“Electronic agent”. Section 2-103. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

"Term". Section 1-201. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-205. Firm Offers. 


An offer by a merchant to buy or sell goods in a signed record that by its 
erms gives assurance that it will be held open is not revocable, for lack o 
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consideration, during the time stated or if no time is stated for a reason- 

able time, but in no event may the period of irrevocability exceed three 
onths. Any such term of assurance in a form supplied by the offeree 
ust be separately signed by the offeror. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten by this and other sections of this Article. 
Purposes of Changes: 

1. This section is intended to modify the former rule which required that “firm offers” be 
sustained by consideration in order to bind, and to require instead that they must merely 
be characterized as such and expressed in signed writings. 

2. The primary purpose of this section is to give effect to the deliberate intention of a 
merchant to make a current firm offer binding. The deliberation is shown in the case of an 
individualized document by the merchant’s signature to the offer, and in the case of an offer 
included on a form supplied by the other party to the transaction by the separate signing o 
he particular clause which contains the offer. “Signed” here also includes authentication 
but the reasonableness of the authentication herein allowed must be determined in the 
ight of the purpose of the section. The circumstances surrounding the signing may justify 
something less than a formal signature or initialing but typically the kind of authentication 
involved here would consist of a minimum of initialing of the clause involved. A handwrit- 

en memorandum on the writer's letterhead purporting in its terms to “confirm” a firm offer 
already made would be enough to satisfy this section, although not subscribed, since under 
he circumstances it could not be considered a memorandum of mere negotiation and it 

ould adequately show its own authenticity. Similarly, an authorized telegram will suffice, 
and this is true even though the original draft contained only a typewritten signature. 


However, despite settled courses of dealing or usages of the trade whereby firm offers are 
made by oral communication and relied upon without more evidence, such offers remain re- 
ocable under this Article since authentication by a writing is the essence of this section. 

3. This section is intended to apply to current “firm” offers and not to long term options, 
and an outside time limit of three months during which such offers remain irrevocable has 


"guaranteed" or 
"firm" until the happening of a contingency which will occur within the three month period, 
it will remain irrevocable until that event. A promise made for a longer period will operate 
under this section to bind the offeror only for the first three months of the period but may 
of course be renewed. If supported by consideration it may continue for as long as the par- 
ies specify. This section deals only with the offer which is not supported by consideration. 
4. Protection is afforded against the inadvertent signing of a firm offer when contained in 
a form prepared by the offeree by requiring that such a clause be separately authenticated. 
If the offer clause is called to the offeror's attention and he separately authenticates it, he 
ill be bound; Section 2-302 may operate, however, to prevent an unconscionable result 
hich otherwise would flow from other terms appearing in the form. 
5. Safeguards are provided to offer relief in the case of material mistake by virtue of the 
equirement of good faith and the general law of mistake. 
Cross References: 
Point 1: Section 1-102. 
Point 2: Section 1-102. 
Point 3: Section 2-201. 
Point 5: Section 2-302. 
Definitional Cross References: 
“Goods”. Section 2-103. 
“Merchant”. Section 2-104. 
"Record". Section 2-103. 
"Signed". Section 2-103. 
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$ 2-206. Offer and Acceptance in Formation of Contract. 


(1) Unless otherwise unambiguously indicated by the language or 
circumstances: 


(a) an offer to make a contract shall be construed as inviting accep- 
tance in any manner and by any medium reasonable in the circum- 
stances; 


(b) an order or other offer to buy goods for prompt or current shipment 
shall be construed as inviting acceptance either by a prompt promise to 
ship or by the prompt or current shipment of conforming or nonconform- 
ing goods, but the shipment of nonconforming goods is not an acceptance 
if the seller seasonably notifies the buyer that the shipment is offered 
only as an accommodation to the buyer. 


(2) If the beginning of a requested performance is a reasonable mode o 
acceptance, an offeror that is not notified of acceptance within a reasonable 
ime may treat the offer as having lapsed before acceptance. 


(3) A definite and seasonable expression of acceptance in a record oper- 
ates as an acceptance even if it contains terms additional to or different 
from the offer. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1)(b) deals with a shipment that contains defective goods which is made 
ollowing an order for the goods. The nonconforming shipment is normally understood as 
intended to close the bargain even though it constitutes a breach. However, the seller by 
stating that the shipment is nonconforming and is offered only as an accommodation to the 
buyer keeps the shipment of from operating as an acceptance. 

2. The mirror image rule is rejected in subsection (3), but any responsive record must 
still be reasonably understood as an “acceptance” and not as a proposal for a different 
ransaction. See Official Comment 2 to Section 2-207. 

3. Subsection (3) makes it clear that an expression of acceptance can operate as an accep- 
ance (i.e., create a contract) even though it contains terms that are not identical to those 
in the offer. This rule applies, however, only to an expression of acceptance that is not only 
seasonable but also “definite.” A purported expression of acceptance containing additional 
or different terms would not be a *definite" acceptance when the offeree's expression clearly 
communicates to the offeror the offeree's unwillingness to do business unless the offeror as- 
sents to those additional or different terms. This is not a definite acceptance since the of- 
eree's expression makes it clear that the offeree is not “accepting” anything; but rather 
hat the offeree is indicating a willingness to do business only on the offeree's terms and 
hat the offeree is awaiting the offeror's assent to those terms. (This result is consistent 

ith the final clause of former Section 2-207(1).) In a situation in which the offer clearly 
indicates that the offeror is unwilling to do business on any terms other than those 
contained in the offer, and the offeree responds with an expression of acceptance that 
contains additional or different terms, a court could also conclude that the offeree's re- 
sponse does not constitute a definite expression of acceptance. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Notifies”. Section 1-202. 

"Reasonable time". Section 1-205. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 
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§ 2-207. Terms of Contract; Effect of Confirmation. 

Subject to Section 2-202, if (i) conduct by both parties recognizes the ex- 
istence of a contract although their records do not otherwise establish a 
contract, (ii) a contract is formed by an offer and acceptance, or (iii) a 
contract formed in any manner is confirmed by a record that contains 
erms additional to or different from those in the contract being confirmed, 
he terms of the contract are: 


(a) terms that appear in the records of both parties; 
(b) terms, whether in a record or not, to which both parties agree; and 
(c) terms supplied or incorporated under any provision of this Act. 
As amended in 2008. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section applies to all contracts for the sale of goods, and it is not limited only to 
hose contracts where there has been a “battle of the forms.” 

2. This section applies only when a contract has been created under another section o 
his Article. The purpose of this section is solely to determine the terms of the contract. 

en forms are exchanged before or during performance, the result from the application o 
his section differs from the prior Section 2-207 of this Article and the common law in that, 
his section gives no preference to either the first or the last form; the same test is applied 
o the terms in each. Terms in a record that insist on all of that record’s terms and no other 
erms as a condition of contract formation have no effect on the operation of this section. 

en one party insists in that party’s record that its own terms are a condition to contract 
ormation, if that party does not subsequently perform or otherwise acknowledge the exis- 
ence of a contract, if the other party does not agree to those terms, the record’s insistence 
on its own terms will keep a contract from being formed under Sections 2-204 or 2-206, and 
his section is not applicable. As with original Section 2-207, the courts will have to 
distinguish between “confirmations” that are addressed in this section and “modifications” 
hat are addressed in Section 2-209. 

3. Terms of a contract may be found not only in the consistent terms of records of the 
parties but also from a straightforward acceptance of an offer, and an expression of accep- 
ance accompanied by one or more additional terms might demonstrate the offeree’s agree- 
ment to the terms of the offer. If, for example, a buyer sent a purchase order with technical 
specifications and the seller responded with a record stating “Thank you for your order. We 

ill fill it promptly. Note that we do not make deliveries after 3:00 p.m. on Fridays.” it 
might be reasonable to conclude that both parties agreed to the technical specifications. 

Similarly, an offeree’s performance is sometimes the acceptance of an offer. If, for 
example, a buyer sends a purchase order, there is no oral or other agreement, and the 
seller delivers the goods in response to the purchase order-but the seller does not send the 
seller’s own acknowledgment or acceptance-the seller should normally be treated as having 
agreed to the terms of the purchase order. 

If, however, parties exchange records with conflicting or inconsistent terms, but conduct 
by both parties recognizes the existence of a contract, subsection (a) provides that the 
erms of the contract are terms that appear in the records of both parties. But even when 
both parties send records, there could be nonverbal agreement to additional or different 
erms that appear in only one of two records. If, for example, both parties’ forms called for 
he sale of 700,000 nuts and bolts but the purchase order or another record of the buyer 
conditioned the sale on a test of a sample to see if the nuts and bolts would perform 
properly, the seller’s sending a small sample to the buyer might be construed to be an 
agreement to the buyer’s condition. It might also be found that the contract called for 
arbitration when both forms provided for arbitration but each contained immaterially dif- 
erent arbitration provisions. 

In a rare case the terms in the records of both parties might not become part of the 

contract. This could be the case, for example, when the parties contemplated an agreement 
o a single negotiated record, and each party submitted to the other party similar proposals 
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and then commenced performance, but the parties never reached a negotiated agreement 
because of the differences over crucial terms. There is a variety of verbal and nonverbal 
behavior that may be suggest agreement to another's record. This section leaves the inter- 
pretation of that behavior to the discretion of the courts. 

4. An “agreement” may include terms derived from a course of performance, a course o 
dealing, and usage of trade. See Sections 1-201(a)(2) and 1-303. If the members of a trade, 
or if the contracting parties, expect to be bound by a term that appears in the record of only 
one of the contracting parties, that term is part of the agreement. However, repeated use o 
a particular term or repeated failure to object to a term on another's record is not normally 
sufficient in itself to establish a course of performance, a course of dealing or a trade usage. 

5. The section omits any specific treatment of terms attached to the goods, or in or on the 
container in which the goods are delivered. This article takes no position on whether a 
court should follow the reasoning in Step-Saver Data Systems, Inc. v. Wyse Technology, 
939 F.2d 91 (3d Cir. 1991) and Klocek v. Gateway, Inc., 104 F. Supp. 2d 1332 (D. Kan. 
2000) (original 2-207 governs) or the contrary reasoning in Hill v. Gateway 2000, 105 F. 3d 
1147(7th Cir. 1997) (original 2-207 inapplicable). 

Cross References: 

Point 1: Sections 2-204 and 2-206. 

Point 2: Sections 2-204, 2-206, and 2-209. 

Point 3: Sections 1-303, 2-204, 2-206, and 2-209. 

Point 4: Sections 1-201, and 1-303. 

Definitional Cross References: 

"Acceptance". Section 2-206. 

“Agree”. Section 1-201. 

"Contract". Section 1-201. 

“Offer”. Section 2-204. 

"Parties". Section 1-201. 

"Records". Section 2-103. 

"Terms". Section 1-201. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-208. Reserved. 


egislative Note: This section should not be repealed if the jurisdiction has not adopted 
evised Article 1. 


$ 2-209. Modification; Rescission and Waiver. 

(1) An agreement modifying a contract within this Article needs no 
consideration to be binding. 

(2) An agreement in a signed record which excludes modification or re- 
scission except by a signed record may not be otherwise modified or 
rescinded, but except as between merchants such a requirement in a form| 
supplied by the merchant must be separately signed by the other party. 

(3) The requirements of Section 2-201 must be satisfied if the contract as 

odified is within its provisions. 

(4) Although an attempt at modification or rescission does not satisfy the 
requirements of subsection (2) or (3), it may operate as a waiver. 

(5) A party that has made a waiver affecting an executory portion of a 
contract may retract the waiver by reasonable notification received by the 
other party that strict performance will be required of any term waived, 

nless the retraction would be unjust in view of a material change of posi- 
ion in reliance on the waiver. 
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As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—Compare Section 1, Uniform Writ- 
en Obligations Act; Subsections (2) to (5)—none. 
Purposes of Changes and New Matter: 
1. This section seeks to protect and make effective all necessary and desirable modifica- 
ions of sales contracts without regard to the technicalities which at present hamper such 
adjustments. 

2. Subsection (1) provides that an agreement modifying a sales contract needs no 
consideration to be binding. 

However, modifications made thereunder must meet the test of good faith imposed by 

his Act. The effective use of bad faith to escape performance on the original contract terms 
is barred, and the extortion of a *modification" without legitimate commercial reason is 
ineffective as a violation of the duty of good faith. Nor can a mere technical consideration 
support a modification made in bad faith. 

The test of “good faith" between merchants or as against merchants includes “observance 
of reasonable commercial standards of fair dealing in the trade" (Section 2-103), and may in 
some situations require an objectively demonstrable reason for seeking a modification. But 
such matters as a market shift which makes performance come to involve a loss may 
provide such a reason even though there is no such unforeseen difficulty as would make out 
a legal excuse from performance under Sections 2-615 and 2-616. 

3. Subsections (2) and (3) are intended to protect against false allegations of oral 
modifications. “Modification or rescission” includes abandonment or other change by mutual 
consent, contrary to the decision in Green v. Doniger, 300 N.Y. 238, 90 N.E.2d 56 (1949); it 
does not include unilateral “termination” or “cancellation” as defined in Section 2-106. 

The Statute of Frauds provisions of this Article are expressly applied to modifications by 
subsection (3). Under those provisions the “delivery and acceptance” test is limited to the 
goods which have been accepted, that is, to the past. “Modification” for the future cannot 
herefore be conjured up by oral testimony if the price involved is $500.00 or more since 
such modification must be shown at least by an authenticated memo. And since a memo is 
imited in its effect to the quantity of goods set forth in it there is safeguard against oral 
evidence. 

Subsection (2) permits the parties in effect to make their own Statute of Frauds as 

egards any future modification of the contract by giving effect to a clause in a signed 
agreement which expressly requires any modification to be by signed writing. But note that 
if a consumer is to be held to such a clause on a form supplied by a merchant it must be 
separately signed. 

4. Subsection (4) is intended, despite the provisions of subsections (2) and (3), to prevent 
contractual provisions excluding modification except by a signed writing from limiting in 
other respects the legal effect of the parties’ actual later conduct. The effect of such conduct 
as a waiver is further regulated in subsection (5). 

Cross References: 

Point 1: Section 1-203. 

Point 2: Sections 1-201, 1-203, 2-615 and 2-616. 

Point 3: Sections 2-106, 2-201 and 2-202. 

Point 4: Sections 2-202. 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Between merchants". Section 2-104. 

“Contract”. Section 1-201. 

“Merchant”. Section 2-104. 

"Notification". Section 1-202. 

"Signed". Section 1-201. 

"Term". Section 1-201. 
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$ 2-210. Delegation of Performance; Assignment of Rights. 

(1) If the seller or buyer assigns rights under a contract, the following 
rules apply: 

(a) Subject to paragraph (b) and except as otherwise provided in Section 
9-406 or as otherwise agreed, all rights of the seller or the buyer may be 
assigned unless the assignment would materially change the duty of the 
other party, increase materially the burden or risk imposed on that 
party by the contract, or impair materially that party's chance of obtain- 
ing return performance. A right to damages for breach of the whole 
contract or a right arising out of the assignor's due performance of its 
entire obligation may be assigned despite an agreement otherwise. 

(b) The creation, attachment, perfection, or enforcement of a security 
interest in the seller's interest under a contract is not an assignment 
that materially changes the duty of or materially increases the burden 
or risk imposed on the buyer or materially impairs the buyer's chance o 
obtaining return performance under paragraph (a) unless, and only to 
the extent that, enforcement of the security interest results in a delega- 
tion of a material performance of the seller. Even in that event, the cre- 
ation, attachment, perfection, and enforcement of the security interest 
remain effective. However, the seller is liable to the buyer for damages 
caused by the delegation to the extent that the damages could not rea- 
sonably be prevented by the buyer, and a court may grant other ap- 
propriate relief, including cancellation of the contract or an injunction 
against enforcement of the security interest or consummation of the 
enforcement. 

(2) If the seller or buyer delegates performance of its duties under a 
contract, the following rules apply: 

(a) A party may perform its duties through a delegate unless otherwise 
agreed or unless the other party has a substantial interest in having the 
original promisor perform or control the acts required by the contract. 
Delegation of performance does not relieve the delegating party of any 
duty to perform or liability for breach. 

(b) Acceptance of a delegation of duties by the assignee constitutes a 
promise to perform those duties. The promise is enforceable by either 
the assignor or the other party to the original contract. 

(c) The other party may treat any delegation of duties as creating rea- 
sonable grounds for insecurity and may without prejudice to its rights 
against the assignor demand assurances from the assignee under Section 
2-609. 

(d) A contractual term prohibiting the delegation of duties otherwise 
delegable under paragraph (a) is enforceable, and an attempted delega- 
tion 1s not effective. 

(3) An assignment of “the contract" or of “all my rights under the 
contract" or an assignment in similar general terms is an assignment o 
rights and unless the language or the circumstances, as in an assignment 
for security, indicate the contrary, it is also a delegation of performance o 
he duties of the assignor. 

(4) Unless the circumstances indicate the contrary, a prohibition of as- 
signment of “the contract" is to be construed as barring only the delegation 

o the assignee of the assignor's performance. 


UNIFORM COMMERCIAL CODE 


As amended in 1999 and 2003. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section conforms with revised Article 9. 

2. The principles in this section are consistent with the recognition that both the assign- 
ment of rights and the delegation of duties are generally normal and permissible incidents 
of a contract for the sale of goods. 

3. Subsection (1)(a) sets out the effect of an assignment by either the seller or the buyer 
of the rights but not the duties arising under the contract for sale. These rights may ef- 
ectively be assigned to a third party unless the assignment materially increases the duty, 
burden or risk, or materially impairs expected performance to the other party, or, subject to 
subsection (1)(b) and Section 9-406, unless the parties have agreed otherwise. Even then, a 

ight to damages for breach of the whole contract or a right arising out of the assignor's 
due performance of the assignor’s entire obligation can be assigned despite contrary 
agreement. 

An assignment, however, is not effective if it would “materially change the duty of the 
other party, increase materially the burden or risk imposed on that party by the contract, 
or increase materially that party’s likelihood of obtaining return performance.” Subsection 
(1)(a). The cases where these limitations apply are rare. For example, a seller that has fully 
performed the contract should always be able to assign the right to payment. This is the 
basis for most accounts receivable financing. If, however, the contract is still executory, the 
assignment of the right to payment to a third person might decrease the seller’s incentive 

o perform and, thus, increase the buyer’s risk. Similarly, the buyer’s assignment of the 
ight to receive a fixed quantity of goods should not usually be objectionable but if the par- 
ies have a “requirements” contract, the assignment could increase materially the seller’s 
isk. 

Subsection (1)(a) is subject to Section 9-406 of revised Article 9. That provision makes 

ights to payment for goods sold (“accounts”), whether or not earned, freely alienable 
notwithstanding a contrary agreement or rule of law. 

4. Subsection (1)(a) is subject to subsection (1)(b), which conforms with revised Article 9. 
If an assignment of rights creates a security interest in the seller’s interest under the 
contract, including a right to future payments, subsection (1)(b) states that there is no ma- 

erial impairment under subsection (1)(a) unless the creation, attachment, perfection and 
enforcement “results in a delegation of material performance of the seller.” This is unlikely 
in most assignments, and the buyer's basic protection is to demand adequate assurance o 
due performance from the seller if the assignment creates reasonable grounds for insecurity. 

5. Occasionally a seller or buyer will delegate duties under the contract without also as- 
signing rights. For example, a dealer might delegate its duty to procure and deliver a fixed 
quantity of goods to the buyer to a third party. In these cases, subsection (2) sets the limi- 

ations on that power. A contract term prohibiting the delegation of duties renders an at- 
empted delegation ineffective. Subsection (2)(d). 

If the third person accepts the delegation, an enforceable promise is made both to the 
delegator and the person entitled under the contract to perform those duties. Subsection 
(2)(b). In short, as to the person entitled under the contract a third party beneficiary 
contract is created. However, the delegator’s duty to perform under the contract is not 
discharged unless the person entitled to performance agrees to substitute the delegatee for 

he delegator (a novation). See subsection (2)(a), last sentence. 

The person entitled under the contract may treat any delegation of duties as reasonable 
grounds for insecurity and may demand adequate assurance of due performance for the 
assignee-delegatee. Subsection (2)(c). 

In any event, a delegation of duties is not effective if the person entitled under the 
contract has a “substantial interest in having the original promisor perform or control the 
performance required by the contract.” Subsection (2)(a). 

6. In the case of ambiguity, subsection (3) provides a rule of interpretation to determine 

hen an assignment of rights should also be considered a delegation of duties. The prefer- 
ence is to construe the language as both a delegation of duties as well as an assignment o 
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7. This section is not intended as a complete statement of the law of delegation and as- 
signment but is limited to clarifying a few points doubtful under the case law. In particu- 
ar, neither this section nor this Article touches directly on the questions as the need or ef- 
ect of notice of the assignment, the rights of successive assignees, or any question of the 
orm of an assignment, either as between the parties or as against any third parties. Some 
of these questions are dealt with in Article 9. 
Cross References: 

Point 1: Article 9. 

Point 3: Articles 5 and 9. 

Point 4: Article 9. 

Point 5: Sections 2-318, 2-609 

Point 7: Article 9. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Party”. Section 1-201. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 

"Term". Section 1-201. 


$ 2-211. Legal Recognition of Electronic Contracts, Records, and 
Signatures. 
(1) A record or signature may not be denied legal effect or enforceability 
solely because it is in electronic form. 
(2) A contract may not be denied legal effect or enforceability solely 
because an electronic record was used in its formation. 


(3) This article does not require a record or signature to be created, 
generated, sent, communicated, received, stored, or otherwise processed by 
electronic means or in electronic form. 


(4) A contract formed by the interaction of an individual and an 
electronic agent under Section 2-204(4)(b) does not include terms provided 
by the individual if the individual had reason to know that the agent could 
not react to the terms as provided. 


As added in 2003. 


Official Comment 
1. Subsections (1) and (2) are derived from Section 7(a) and (b) of the Uniform Electronic 
ransactions Act (UETA), and subsection (3) is derived from Section 5(b) of UETA. Subsec- 
ion (4) is based on Section 206(c) of the Uniform Computer Information Transactions Act 
(UCITA). Each subsection conforms to the federal Electronic Signatures in Global and 
National Commerce Act (15 U.S.C. 88 7001 et seq.). 

2. This section sets forth the premise that the medium in which a record, signature, or 
contract is created, presented or retained does not affect its legal significance. Subsections 
(1) and (2) are designed to eliminate the single element of medium as a reason to deny ef- 
ect or enforceability to a record, signature, or contract. The fact that the information is set 
orth in an electronic, as opposed to paper, medium is irrelevant. 

3. A contract may have legal effect and yet be unenforceable. See Restatement 2d 
Contracts Section 8. To the extent that a contract in electronic form may have legal effect 
but be unenforceable, because it is in electronic form, subsection (2) validates its legality. 
Likewise, to the extent that a record or signature in electronic form may have legal effect 
but be unenforceable, because it is in electronic form, subsection (1) validates the legality o 
he record or signature. 

For example, though a contract may be unenforceable, the parties’ electronic records may 
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have collateral effects, as in the case of a buyer that insures goods purchased under a 
contract that is unenforceable under Section 2-201. The insurance company may not deny a 
claim on the ground that the buyer is not the owner, though the buyer may have no direct 
emedy against the seller for failure to deliver. See Restatement 2d Contracts, Section 8, 
Illustration 4. Whether an electronic record or signature is valid under other law is not ad- 
dressed by this Act. 
4. While subsection (2) validates the legality of an electronic contract, it does not in any 
ay diminish the requirements for the formation of contracts under Sections 2-204 and 
2-206. 
Cross References: 
Point 3: Section 2-201 
Point 4: Section 2-204 and 2-206. 
Definitional Cross References: 
“Contract”. Section 1-201. 
“Electronic”. Section 2-103. 
“Electronic agent”. Section 2-103. 
“Electronic record”. Section 2-103. 
“Record”. Section 2-103. 
“Signature”. Section 2-103. 


§ 2-212. Attribution. 

An electronic record or electronic signature is attributable to a person i 
it was the act of the person or the person’s electronic agent or the person is 
otherwise legally bound by the act. 


As added in 2003. 


Official Comment 

1. This section is based on Section 9 of the Uniform Electronic Transactions Act (UETA). 

2. As long as an electronic record is created by a person or the electronic signature 
esults from a person’s action it is attributed to that person. The legal effect of the attribu- 
ion is derived from other provisions of this Act or from other law. This section simply as- 
sures that these rules will be applied in the electronic environment. A person’s actions 
include actions taken by a human agent of the person as well as actions taken by an 
electronic agent, of the person. Although this section may appear to state the obvious, it as- 
sures that the record or signature is not ascribed to a machine, as opposed to the person 
operating or programming the machine. 

3. In each of the following cases, both the electronic record and electronic signature 

ould be attributable to a person under this section: 

A. The person types his or her name as part of an e-mail purchase order; 

B. The person's employee, pursuant to authority, types the person's name as part o 
an e-mail purchase order; 

C. The person's computer, programmed to order goods upon receipt of inventory infor- 
mation within particular parameters, issues a purchase order which includes the person's 
name, or other identifying information, as part of the order. 

In each of these cases, law other than this Act would ascribe both the signature and the 
action to the person if done in a paper medium. This section provides that the same result 

ill occur when an electronic medium is used. 

4. Nothing in this section affects the use of an electronic signature as a means of at- 
ributing a record to a person. Once an electronic signature is attributed to the person, the 
electronic record with which it is associated would also be attributed to the person unless 
he person established fraud, forgery, or other invalidating cause. However, an electronic 
signature is not the only method for attribution of a record. 

5. In the context of attribution of records, normally the content of the record will provide 
he necessary information for a finding of attribution. It is also possible that an established 
course of dealing between parties may result in a finding of attribution. Just as with a 
paper record, evidence of forgery or counterfeiting may be introduced to rebut the evidence 
of attribution. The use of facsimile transmissions provides a number of examples of attribu- 
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ion using information other than a signature. A facsimile may be attributed to a person 
because of the information printed across the top of the page that indicates the machine 
rom which it was sent. Similarly, the transmission may contain a letterhead which identi- 
es the sender. Some cases have held that the letterhead actually constituted a signature 
because it was a symbol adopted by the sender with intent to sign the record. See Cox 
ngineering v. Funston Mach. & Supply, 749 S.W.2d 508, 511 (Tex. App.1988) (plaintiff's 
etterhead, including address, appearing at top of invoice, provides authentication that 
identifies the party to be charged and thus satisfies the statute of frauds' signature require- 
ment); Owen v. Kroger Co., 936 F. Supp. 579 (S.D. Ind. 1996) (determining that a let- 
erhead satisfies the signature requirement of the UCC). However, the signature determi- 
ation resulted from the necessary finding of intention in that case. Other cases have found 
etterheads not to be signatures because the requisite intention was not present. See First 
ational Bank in Alamosa v. Ford Motor Credit Co., 748 F. Supp 1464 (D. Colo, 1990) 
(determining that a pre-printed name on a draft was not a signature for the purpose of ac- 
cepting a draft). The critical point is that with or without a signature, information within 
he electronic record may well suffice to provide the facts resulting in attribution of an 
electronic record to a particular party. 
6. Certain information may be present in an electronic environment that does not appear 
o attribute but which clearly links a person to a particular record. Numerical codes, 
personal identification numbers, public and private key combinations, all serve to establish 
he party to which an electronic record should be attributed. Security procedures will be 
another piece of evidence available to establish attribution. 
7. Once it is established that a record or signature is attributable to a particular person, 
he legal significance of the record or signature is determined by the context and surround- 
ing circumstances in which the recorder signature is created, including the parties’ agree- 
ment, if any. This will primarily be governed by other sections of this article. See, e.g., 
Sections 2-201, 2-202, 2-204, 2-206, 2-207, and 2-209. 
Cross References: 
Point 3: Section 2-201. 
Point 5: Section 1-303. 
Point 7: Sections 2-201, 2-202, 2-204, 2-206, and 2-209. 
Definitional Cross References: 
"Electronic". Section 2-103. 
“Electronic agent”. Section 2-103. 
"Electronic record". Section 2-103. 
"Record". Section 2-103. 
"Signature". Section 2-103. 


$ 2-213. Electronic Communication. 

(1) If the receipt of an electronic communication has a legal effect, it has 
hat effect even if no individual is aware of its receipt. 

(2) Receipt of an electronic acknowledgment of an electronic communica- 
ion establishes that the communication was received but, in itself, does 
not establish that the content sent corresponds to the content received. 


As added in 2003. 


Official Comment 
1. This section is adapted from Sections 15(e) and (f) of the Uniform Electronic Transac- 
ions Act (UETA). 
2. This section deals with electronic communications generally, and it is not limited to 
electronic records which must be retrievable in perceivable form. The section does not 
esolve the questions of when or where electronic communications are determined to be 
sent or received, nor does it indicate that a communication has any particular substantive 
egal effect. 

3. Under subsection (1), receipt is not dependent on a person having notice of the 
communication. An analogy in a paper based transaction is the recipient that does not read 
a notice received in the mail. Although “receipt” as defined in Article 1 applies by its terms 
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only to notices, the same concept would apply equally to a communication that is not a 
notice. 
4. Subsection (2) provides legal certainty about the effect of an electronic acknowledgment. 
his subsection only addresses the fact of the receipt, and it does not set forth the legal sig- 
nificance of the quality of the content, nor whether the electronic communication was read 


5. This section does not address the question of whether the exchange of electronic com- 
munications constitutes the formation of a contract. Those questions are addressed by 
Sections 2-204 and 2-206. 

Cross References: 

Point 5: Section 2-204 and 2-206. 
Definitional Cross References: 

“Electronic”. Section 2-103. 

“Sent”. Section 1-201. 


PART 3. GENERAL OBLIGATION AND 
CONSTRUCTION OF CONTRACT 


§ 2-301. General Obligations of Parties. 


The obligation of the seller is to transfer and deliver and that of the 
buyer is to accept and pay in accordance with the contract. 


Official Comment 
Prior Uniform Statutory Provision: Sections 11 and 41, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: 
This section uses the term “obligation” in contrast to the term “duty” in order to provide 
or the “condition” aspects of delivery and payment insofar as they are not modified by 
other sections of this Article such as those on cure of tender. It thus replaces not only the 
general provisions of the Uniform Sales Act on the parties’ duties, but also the general pro- 
isions of that Act on the effect of conditions. In order to determine what is “in accordance 
ith the contract” under this Article usage of trade, course of dealing and performance, and 
he general background of circumstances must be given due consideration in conjunction 
ith the lay meaning of the words used to define the scope of the conditions and duties. 
Cross References: 
Section 1-106, 1-205, 2-209, 2-508 and 2-612. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Party”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-302. Unconscionable Contract or Term. 

(1) If the court as a matter of law finds the contract or any term of the 
contract to have been unconscionable at the time it was made, the court 

ay refuse to enforce the contract, or it may enforce the remainder of the 
contract without the unconscionable term, or it may so limit the applica- 
ion of any unconscionable term as to avoid any unconscionable result. 

(2) If it is claimed or appears to the court that the contract or any term 
hereof may be unconscionable, the parties shall be afforded a reasonable 
opportunity to present evidence as to its commercial setting, purpose, and 
effect to aid the court in making the determination. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
1. This section makes it possible for a court to police explicitly against the contracts or 
erms which the court finds to be unconscionable instead of attempting to achieve the 
esult by an adverse construction of language, by manipulation of the rules of offer and ac- 
ceptance, or by a determination that the term is contrary to public policy or to the dominant 
purpose of the contract. The section allows a court to pass directly on the unconscionability 
of the contract or a particular term of the contract and to make a conclusion of law as to its 
nconscionability. Courts have been particularly vigilant when the contract at issue is set 
orth in a standard form. The principle is one of prevention of oppression and unfair 
surprise and not of disturbance of allocation of risks because of superior bargaining power. 
he basic test is whether, in the light of the general commercial background and the com- 
mercial needs of the particular trade or case, the term or contract involved is so one-sided 
as to be unconscionable under the circumstances existing at the time of the making of the 
contract. 

2. Under this section, the court, in its discretion, may refuse to enforce the contract as a. 

hole if the whole contract is determined to be unconscionable, or the court may strike any 
single term or group of terms which are unconscionable or which are contrary to the es- 
sential purpose of the agreement or to material terms to which the parties have expressly 
agreed, or the court may simply limits the unconscionable results. 

3. This section is addressed to the court, and the decision is to be made by the court. The 
evidence referred to in subsection (2) is for the court's consideration, not the trier of fact. 
Only the agreement which results from the court's action on these matters is to be submit- 

ed to the general trier of the facts. 

Definitional Cross Reference: 
"Contract". Section 1-201. 
"Term". Section 1-201. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-303. Allocation or Division of Risks. 


Where this Article allocates a risk or a burden as between the parties 
*unless otherwise agreed", the agreement may not only shift the allocation 
but may also divide the risk or burden. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is intended to make it clear that the parties may modify or allocate *un- 
ess otherwise agreed" risks or burdens imposed by this Article as they desire, always 
subject, of course, to the provisions on unconscionability. 

Compare Section 1-102(4). 

2. The risk or burden may be divided by the express terms of the agreement or by the at- 
ending circumstances, since under the definition of *agreement" in this Act the circum- 
stances surrounding the transaction as well as the express language used by the parties 
enter into the meaning and substance of the agreement. 
Cross References: 

Point 1: Sections 1-102, 2-302. 

Point 2: Section 1-201. 
Definitional Cross References: 

“Party”. Section 1-201. 

"Agreement". Section 1-201. 


$ 2-304. Price Payable in Money, Goods, Realty, or Otherwise. 

(1) The price may be made payable in money or otherwise. If it is pay- 
able in whole or in part in goods, each party is a seller of the goods that 
he party is to transfer. 
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(2) Even if all or part of the price is payable in an interest in real prop- 
erty the transfer of the goods, and the seller’s obligations with reference to 
hem are subject to this Article, but not the transfer of the interest in real 
property or the transferor’s obligations in connection therewith. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Subsections (2) and (3) of Section 9, Uniform Sales 
ct. 
Changes: Rewritten. 
Purposes of Changes: 

1. This section corrects the phrasing of the Uniform Sales Act so as to avoid misconstruc- 
ion and produce greater accuracy in commercial result. While it continues the essential 
intent and purpose of the Uniform Sales Act it rejects any purely verbalistic construction in 

disregard of the underlying reason of the provisions. 

2. Under subsection (1) the provisions of this Article are applicable to transactions where 
he “price” of goods is payable in something other than money. This does not mean, however, 
hat this whole Article applies automatically and in its entirety simply because an agreed 
ransfer of title to goods is not a gift. The basic purposes and reasons of the Article must 

always be considered in determining the applicability of any of its provisions. 

3. Subsection (2) lays down the general principle that when goods are to be exchanged for 
ealty, the provisions of this Article apply only to those aspects of the transaction which 

concern the transfer of title to goods but do not affect the transfer of the realty since the 
detailed regulation of various particular contracts which fall outside the scope of this 
rticle is left to the courts and other legislation. However, the complexities of these situa- 
ions may be such that each must be analyzed in the light of the underlying reasons in or- 
der to determine the applicable principles. Local statutes dealing with realty are not to be 
ightly disregarded or altered by language of this Article. In contrast, this Article declares 
definite policies in regard to certain matters legitimately within its scope though concerned 
ith real property situations, and in those instances the provisions of this Article control. 
Cross References: 
Point 1: Section 1-102. 
Point 3: Sections 1-102, 1-103, 1-104 and 2-107. 
Definitional Cross References: 

“Goods”. Section 2-103. 

“Money”. Section 1-201. 

“Party”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-305. Open Price Term. 

(1) The parties if they so intend may conclude a contract for sale even i 
he price is not settled. In such a case the price is a reasonable price at the 
ime for delivery if: 

(a) nothing is said as to price; 

(b) the price is left to be agreed by the parties and they fail to agree; 
or 

(c) the price is to be fixed in terms of some agreed market or other 
standard as set or recorded by a third person or agency and it is not so 
set or recorded. 

(2) A price to be fixed by the seller or by the buyer means a price to be 

fixed in good faith. 

(3) If a price left to be fixed otherwise than by agreement of the parties 

fails to be fixed through fault of one party, the other may at the party’s op- 


case the buyer must return any goods already received or if unable to do so 
ust pay their reasonable value at the time of delivery and the seller 
ust return any portion of the price paid on account. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Sections 9 and 10, Uniform Sales Act. 
Changes: Completely rewritten. 
Purposes of Changes: 

1. This section applies when the price term is left open on the making of an agreement 

hich is nevertheless intended by the parties to be a binding agreement. This Article 
ejects in these instances the formula that “an agreement to agree is unenforceable” if the 

case falls within subsection (1) of this section, and rejects also defeating such agreements 
on the ground of “indefiniteness”. Instead this Article recognizes the dominant intention o 
he parties to have the deal continue to be binding upon both. As to future performance, 
since this Article recognizes remedies such as cover (Section 2-712), resale (Section 2-706) 
and specific performance (Section 2-716) which go beyond any mere arithmetic as between 
contract price and market price, there is usually a “reasonably certain basis for granting an 
appropriate remedy for breach" so that the contract need not fail for indefiniteness. 

2. Under some circumstances the postponement of agreement on price will mean that no 
deal has really been concluded, and this is made express in the preamble of subsection (1) 
(“The parties if they so intend”) and in subsection (4). Whether or not this is so is, in most 
cases, a question to be determined by the trier of fact. 

3. Subsection (2), dealing with the situation where the price is to be fixed by one party 
ejects the uncommercial idea that an agreement that the seller may fix the price means 
hat he may fix any price he may wish by the express qualification that the price so fixed 

must be fixed in good faith. Good faith includes observance of reasonable commercial stan- 
dards of fair dealing in the trade if the party is a merchant. (Section 2-103). But in the 
normal case a “posted price" or a future seller's or buyer's “given price," “price in effect,” 
“market price,” or the like satisfies the good faith requirement. 

4. The section recognizes that there may be cases in which a particular person's judg- 

ment is not chosen merely as a barometer or index of a fair price but is an essential condi- 

ion to the parties' intent to make any contract at all. For example, the case where a known 
and trusted expert is to ^value" a particular painting for which there is no market standard 
differs sharply from the situation where a named expert is to determine the grade of cotton, 
and the difference would support a finding that in the one the parties did not intend to 
make a binding agreement if that expert were unavailable whereas in the other they did so 
intend. Other circumstances would of course affect the validity of such a finding. 

5. Under subsection (3), wrongful interference by one party with any agreed machinery 
or price fixing in the contract may be treated by the other party as a repudiation justifying 

cancellation, or merely as a failure to take cooperative action thus shifting to the aggrieved 
party the reasonable leeway in fixing the price. 

6. Throughout the entire section, the purpose is to give effect to the agreement which has 
been made. That effect, however, is always conditioned by the requirement of good faith ac- 

ion which is made an inherent part of all contracts within this Act. (Section 1-203). 
Cross References: 

Point 1: Sections 2-204(3), 2-706, 2-712 and 2-716. 

Point 3: Section 2-103. 

Point 5: Sections 2-311 and 2-610. 

Point 6: Section 1-203. 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Burden of establishing". Section 1-201. 

“Buyer”. Section 2-103. 
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“Cancellation”. Section 2-106. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Fault”. Section 1-201. 

“Goods”. Section 2-103. 

"Party". Section 1-201. 

"Receipt of goods". Section 2-103. 
“Seller”. Section 2-103. 

"Term". Section 1-201. 


$ 2-306. Output, Requirements and Exclusive Dealings. 


(1) A term which measures the quantity by the output of the seller or 
he requirements of the buyer means such actual output or requirements 
as may occur in good faith, except that no quantity unreasonably 
disproportionate to any stated estimate or in the absence of a stated 
estimate to any normal or otherwise comparable prior output or require- 
ents may be tendered or demanded. 


(2) A lawful agreement by either the seller or the buyer for exclusive 
dealing in the kind of goods concerned imposes unless otherwise agreed an 
obligation by the seller to use best efforts to supply the goods and by the 
buyer to use best efforts to promote their sale. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) of this section, in regard to output and requirements, applies to this 
specific problem the general approach of this Act which requires the reading of commercial 
background and intent into the language of any agreement and demands good faith in the 
performance of that agreement. It applies to such contracts of nonproducing establishments 
such as dealers or distributors as well as to manufacturing concerns. 

2. Under this Article, a contract for output or requirements is not too indefinite since it is 
held to mean the actual good faith output or requirements of the particular party. Nor does 
such a contract lack mutuality of obligation since, under this section, the party who will 
determine quantity is required to operate his plant or conduct his business in good faith 
and according to commercial standards of fair dealing in the trade so that his output or 

equirements will approximate a reasonably foreseeable figure. Reasonable elasticity in the 
equirements is expressly envisaged by this section and good faith variations from prior 
equirements are permitted even when the variation may be such as to result in 
discontinuance. À shut-down by a requirements buyer for lack of orders might be permis- 
sible when a shut-down merely to curtail losses would not. The essential test is whether 
he party is acting in good faith. Similarly, a sudden expansion of the plant by which 
equirements are to be measured would not be included within the scope of the contract as 
made but normal expansion undertaken in good faith would be within the scope of this 
section. One of the factors in an expansion situation would be whether the market price 
had risen greatly in a case in which the requirements contract contained a fixed price. Rea- 
sonable variation of an extreme sort is exemplified in Southwest Natural Gas Co. v. 
Oklahoma Portland Cement Co., 102 F.2d 630 (C.C.A.10, 1939). This Article takes no posi- 
ion as to whether a requirements contract is a provable claim in bankruptcy. 

3. If an estimate of output or requirements is included in the agreement, no quantity 

nreasonably disproportionate to it may be tendered or demanded. Any minimum or 
maximum set by the agreement shows a clear limit on the intended elasticity. In similar 
ashion, the agreed estimate is to be regarded as a center around which the parties intend 
he variation to occur. 

4. When an enterprise is sold, the question may arise whether the buyer is bound by an 
existing output or requirements contract. That question is outside the scope of this Article, 
and is to be determined on other principles of law. Assuming that the contract continues, 
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he output or requirements in the hands of the new owner continue to be measured by the 
actual good faith output or requirements under the normal operation of the enterprise prior 
o sale. The sale itself is not grounds for sudden expansion or decrease. 

5. Subsection (2), on exclusive dealing, makes explicit the commercial rule embodied in 
his Act under which the parties to such contracts are held to have impliedly, even when 
not expressly, bound themselves to use reasonable diligence as well as good faith in their 
performance of the contract. Under such contracts the exclusive agent is required, although 

o express commitment has been made, to use reasonable effort and due diligence in the 
expansion of the market or the promotion of the product, as the case may be. The principal 
is expected under such a contract to refrain from supplying any other dealer or agent 

ithin the exclusive territory. An exclusive dealing agreement brings into play all of the 
good faith aspects of the output and requirement problems of subsection (1). It also raises 
questions of insecurity and right to adequate assurance under this Article. 
Cross References: 

Point 4: Section 2-210. 

Point 5: Sections 1-203 and 2-609. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

"Contract for sale". Section 2-106. 

“Good faith". Section 2-103. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

"Term". Section 1-201. 

“Seller”. Section 2-103. 


§ 2-307. Delivery in Single Lot or Several Lots. 
Unless otherwise agreed all goods called for by a contract for sale must 


be tendered in a single delivery and payment is due only on such tender 
but where the circumstances give either party the right to make or demand 
delivery in lots the price if it can be apportioned may be demanded for 
each lot. 


Official Comment 
Prior Uniform Statutory Provision: Section 45(1), Uniform Sales Act. 
Changes: Rewritten and expanded. 
Purposes of Changes: 

1. This section applies where the parties have not specifically agreed whether delivery 
and payment are to be by lots and generally continues the essential intent of original Act, 
Section 45(1) by assuming that the parties intended delivery to be in a single lot. 

2. Where the actual agreement or the circumstances do not indicate otherwise, delivery 
in lots is not permitted under this section and the buyer is properly entitled to reject for a 
deficiency in the tender, subject to any privilege in the seller to cure the tender. 

3. The “but” clause of this section goes to the case in which it is not commercially feasible 

o deliver or to receive the goods in a single lot as for example, where a contract calls for 
he shipment of ten carloads of coal and only three cars are available at a given time. 
Similarly, in a contract involving brick necessary to build a building the buyer’s storage 
space may be limited so that it would be impossible to receive the entire amount of brick at 
once, or it may be necessary to assemble the goods as in the case of cattle on the range, or 
o mine them. 

In such cases, a partial delivery is not subject to rejection for the defect in quantity alone, 
if the circumstances do not indicate a repudiation or default by the seller as to the expected 
balance or do not give the buyer ground for suspending his performance because of insecu- 

ity under the provisions of Section 2-609. However, in such cases the undelivered balance 
of goods under the contract must be forthcoming within a reasonable time and in a reason- 
able manner according to the policy of Section 2-503 on manner of tender of delivery. This 
is reinforced by the express provisions of Section 2-608 that if a lot has been accepted on 
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he reasonable assumption that its nonconformity will be cured, the acceptance may be 
evoked if the cure does not seasonably occur. The section rejects the rule of Kelly Construc- 
ion Co. v. Hackensack Brick Co., 91 N.J.L. 585, 103 A. 417, 2 A.L.R. 685 (1918) and ap- 
proves the result in Lynn M. Ranger, Inc. v. Gildersleeve, 106 Conn. 372, 138 A. 142 (1927) 
in which a contract was made for six carloads of coal then rolling from the mines and 
consigned to the seller but the seller agreed to divert the carloads to the buyer as soon as 
he car numbers became known to him. He arranged a diversion of two cars and then noti- 
ed the buyer who then repudiated the contract. The seller was held to be entitled to his 
ull remedy for the two cars diverted because simultaneous delivery of all of the cars was 
not contemplated by either party. 

4. Where the circumstances indicate that a party has a right to delivery in lots, the price 
may be demanded for each lot if it is apportionable. 
Cross References: 

Point 1: Section 1-201. 

Point 2: Sections 2-508 and 2-601. 

Point 3: Sections 2-503, 2-608 and 2-609. 
Definitional Cross References: 

“Contract for sale". Section 2-106. 

“Goods”. Section 2-103. 

*Lot". Section 2-105. 

"Party". Section 1-201. 

"Rights". Section 1-201. 


2-308. Absence of Specified Place for Delivery. 
Unless otherwise agreed: 


(a) the place for delivery of goods is the seller's place of business or i 
none, the seller's residence; but 


(b) in a contract for sale of identified goods that to the knowledge o 
the parties at the time of contracting are in some other place, that place 
is the place for their delivery; and 

(c) documents of title may be delivered through customary banking 
channels. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: Paragraphs (a) and (b)—Section 43(1), Uniform 
Sales Act; Paragraph (c)—none. 
Changes: Slight modification in language. 
Purposes of Changes and New Matter: 

1. Paragraphs (a) and (b) provide for those noncommercial sales and for those occasional 
commercial sales where no place or means of delivery has been agreed upon by the parties. 

ere delivery by carrier is “required or authorized by the agreement”, the seller's duties 

as to delivery of the goods are governed not by this section but by Section 2-504. 

2. Under paragraph (b) when the identified goods contracted for are known to both par- 
ies to be in some location other than the seller's place of business or residence, the parties 
are presumed to have intended that place to be the place of delivery. This paragraph also 
applies (unless, as would be normal, the circumstances show that delivery by way of docu- 
ments is intended) to a bulk of goods in the possession of a bailee. In such a case, however, 
he seller has the additional obligation to procure the acknowledgment by the bailee of the 
buyer's right to possession. 

3. Where *customary banking channels" call only for due notification by the banker that 
he documents are available, leaving the buyer himself to see to the physical receipt of the 
goods, tender at the buyer's address is not required under paragraph (c). But that paragraph 
merely eliminates the possibility of a default by the seller if “customary banking channels" 
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have been properly used in giving notice to the buyer. Where the bank has purchased a 
draft accompanied by or associated with documents or has undertaken its collection on 
behalf of the seller, Part 5 of Article 4 spells out its duties and relations to its customer. 
ere the documents move forward under a letter of credit the Article on Letters of Credit; 
spells out the duties and relations between the bank, the seller and the buyer. Delivery in 
elationship to either tangible or electronic documents of title is defined in Article 1, 
Section 1-201. 


4. The rules of this section apply only *unless otherwise agreed." The surrounding cir- 
cumstances, usage of trade, course of dealing and course of performance, as well as the 
express language of the parties, may constitute an “otherwise agreement". 

Cross References: 

Point 1: Sections 2-504 and 2-505. 

Point 2: Section 2-503. 

Point 3: Section 2-512, Articles 4, Part 5, and 5. 

Definitional Cross References: 

“Contract for sale". Section 2-106. 

“Delivery”. Section 2-103. 

*Document of title". Section 1-201. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

"Seller". Section 2-103. 


s amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


2-309. Absence of Specific Time Provisions; Notice of 
Termination. 


(1) The time for shipment or delivery or any other action under a contract 
if not provided in this Article or agreed upon shall be a reasonable time. 


(2) If the contract provides for successive performances but is indefinite 
in duration, it is valid for a reasonable time but unless otherwise agreed 
ay be terminated at any time by either party. 


(3) Termination of a contract by one party except on the happening of an 
agreed event requires that reasonable notification be received by the other 
party and an agreement dispensing with notification is invalid if its opera- 

ion would be unconscionable. A term specifying standards for the nature 
and timing of notice is enforceable if the standards are not manifestly 
nreasonable. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: Subsection (1)—see Sections 43(2), 45(2), 47(1) and 
48, Uniform Sales Act, for policy continued under this Article; Subsection (2)—none; Subsec- 
ion (3)—none. 
Changes: Completely different in scope. 
Purposes of Changes and New Matter: 

1. Subsection (1) requires that all actions taken under a sales contract must be taken 

ithin a reasonable time where no time has been agreed upon. The reasonable time under 
his provision turns on the criteria as to “reasonable time” and on good faith and com- 
mercial standards set forth in Sections 1-203, 1-204 and 2-103. It thus depends upon what 
constitutes acceptable commercial conduct in view of the nature, purpose and circum- 
stances of the action to be taken. Agreement as to a definite time, however, may be found 
in a term implied from the contractual circumstances, usage of trade or course of dealing or 
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performance as well as in an express term. Such cases fall outside of this subsection since 
in them the time for action is “agreed” by usage. 

2. The time for payment, where not agreed upon, is related to the time for delivery; the 
particular problems which arise in connection with determining the appropriate time o 
payment and the time for any inspection before payment which is both allowed by law and 
demanded by the buyer are covered in Section 2-513. 

3. The facts in regard to shipment and delivery differ so widely as to make detailed pro- 

ision for them in the text of this Article impracticable. The applicable principles, however, 
make it clear that surprise is to be avoided, good faith judgment is to be protected, and no- 
ice or negotiation to reduce the uncertainty to certainty is to be favored. 

4. When the time for delivery is left open, unreasonably early offers of or demands for 
delivery are intended to be read under this Article as expressions of desire or intention, 

equesting the assent or acquiescence of the other party, not as final positions which may 
amount without more to breach or to create breach by the other side. See Sections 2-207 
and 2-609. 

5. The obligation of good faith under this Act requires reasonable notification before a 
contract may be treated as breached because a reasonable time for delivery or demand has 
expired. This operates both in the case of a contract originally indefinite as to time and o 
one subsequently made indefinite by waiver. 

When both parties let an originally reasonable time go by in silence, the course of conduct 
under the contract may be viewed as enlarging the reasonable time for tender or demand o 
performance. The contract may be terminated by abandonment. 

6. Parties to a contract are not required in giving reasonable notification to fix, at peril o 
preach, a time which is in fact reasonable in the unforeseeable judgment of a later trier o 
act. Effective communication of a proposed time limit calls for a response, so that failure to 

eply will make out acquiescence. Where objection is made, however, or if the demand is 
merely for information as to when goods will be delivered or will be ordered out, demand 
or assurances on the ground of insecurity may be made under this Article pending further 
negotiations. Only when a party insists on undue delay or on rejection of the other party’s 
easonable proposal is there a question of flat breach under the present section. 

7. Subsection (2) applies a commercially reasonable view to resolve the conflict which has 
arisen in the cases as to contracts of indefinite duration. The “reasonable time” of duration 
appropriate to a given arrangement is limited by the circumstances. When the arrange- 
ment has been carried on by the parties over the years, the “reasonable time” can continue 
indefinitely and the contract will not terminate until notice. 

8. Subsection (3) recognizes that the application of principles of good faith and sound 
commercial practice normally call for such notification of the termination of a going contract 

elationship as will give the other party reasonable time to seek a substitute arrangement. 
An agreement dispensing with notification or limiting the time for the seeking of a 
substitute arrangement is, of course, valid under this subsection unless the results of put- 
ing it into operation would be the creation of an unconscionable state of affairs. 

9. Justifiable cancellation for breach is a remedy for breach and is not the kind of termina- 
ion covered by the present subsection. 

10. The requirement of notification is dispensed with where the contract provides for 
ermination on the happening of an “agreed event.” “Event” is a term chosen here to 
contrast with “option” or the like. 

11. The last sentence of subsection (3) is new and is based on Section 1-302(b). It provides 
or greater party autonomy. In an appropriate circumstance, the parties may agree that the 
standard for notice is no notice at all. 

Cross References: 

Point 1: Sections 1-102, 1-203, 1-204 and 2-103. 

Point 2: Sections 2-504, and 2-511 through 2-514. 

Point 5: Section 1-203. 

Point 6: Section 2-609. 

Point 7: Section 2-204. 

Point 9: Sections 2-106, 2-318, 2-610 and 2-703. 

Point 11: Section 1-102(3). 

Definitional Cross References: 


"Agreement". Section 1-201. 
*Contract". Section 1-201. 
“Notification”. Section 1-202. 
“Party”. Section 1-201. 
“Reasonable time". Section 1-205. 
"Termination". Section 2-106. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-310. Open Time for Payment or Running of Credit; Authority 
to Ship under Reservation. 
Unless otherwise agreed: 

(a) payment is due at the time and place at which the buyer is to 
receive the goods even though the place of shipment is the place o 
delivery; 

(b) if the seller is required or authorized to send the goods, the seller 
may ship them under reservation, and may tender the documents o 
title, but the buyer may inspect the goods after their arrival before pay- 
ment is due unless the inspection is inconsistent with the terms of the 
contract (Section 2-513); 

(c) if tender of delivery is agreed to be made by way of documents o 
title otherwise than by paragraph (b), then payment is due regardless o 
where the goods are to be received (i) at the time and place at which the 
buyer is to receive delivery of the tangible documents, or (ii) at the time 


the buyer is to receive delivery of the electronic documents and at the 
seller's place of business or if none, the seller's residence; and 

(d) if the seller is required or authorized to ship the goods on credit, 
the credit period runs from the time of shipment but postdating the 
invoice or delaying its dispatch will correspondingly delay the starting o 
the credit period. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Sections 42 and 47(2), Uniform Sales Act. 
Changes: Completely rewritten in this and other sections. 
Purposes of Changes: This section is drawn to reflect modern business methods of deal- 
ing at a distance rather than face to face. Thus: 
1. Paragraph (a) provides that payment is due at the time and place “the buyer is to 
eceive the goods" rather than at the point of delivery except in documentary shipment 
cases (paragraph (c)). This grants an opportunity for the exercise by the buyer of his pre- 
iminary right to inspection before paying even though under the delivery term the risk o 
oss may have previously passed to him or the running of the credit period has already 
started. 
2. Paragraph (b) while providing for inspection by the buyer before he pays, protects the 
seller. He is not required to give up possession of the goods until he has received payment, 
here no credit has been contemplated by the parties. The seller may collect through a 
bank by a sight draft against an order bill of lading *hold until arrival; inspection allowed." 
he obligations of the bank under such a provision are set forth in Part 5 of Article 4. 
nder subsection (c), in the absence of a credit term, the seller is permitted to ship under 
eservation and if he does payment is then due where and when the buyer is to receive 


91 


UNIFORM COMMERCIAL CODE 


delivery of the tangible documents of title. In the case of an electronic document of title, 
payment is due when the buyer is to receive delivery of the electronic document and at the 
seller’s place of business, or if none, the seller’s residence. Delivery as to documents of title 
is stated in Article 1, Section 1-201. 

3. Unless otherwise agreed, the place for the delivery of the documents and payment is 
he buyer’s city but the time for payment is only after arrival of the goods, since under 

paragraph (b), and Sections 2-512 and 2-513 the buyer is under no duty to pay prior to 
inspection. Tender of a document of title requires that the seller be ready, willing and able 
o transfer possession of a tangible document of title or control of an electronic document o 
itle to the buyer. 

4. Where the mode of shipment is such that goods must be unloaded immediately upon 
arrival, too rapidly to permit adequate inspection before receipt, the seller must be guided 
by the provisions of this Article on inspection which provide that if the seller wishes to 
demand payment before inspection, he must put an appropriate term into the contract. 
Even requiring payment against documents will not of itself have this desired result if the 
documents are to be held until the arrival of the goods. But under (b) and (c) if the terms 
are C.I.F., C.O.D., or cash against documents payment may be due before inspection. 

5. Paragraph (d) states the common commercial understanding that an agreed credit pe- 
iod runs from the time of shipment or from that dating of the invoice which is commonly 
ecognized as a representation of the time of shipment. The provision concerning any delay 

in sending forth the invoice is included because such conduct results in depriving the buyer 
of his full notice and warning as to when he must be prepared to pay. 
Cross References: 

Generally: Part 5. 

Point 1: Sections 2-504 and 2-509. 

Point 2: Sections 2-505, 2-511, 2-512, 2-513 and Article 4. 

Point 3: Sections 2-308(b), 2-512 and 2-513. 

Point 4: Section 2-513(3)(b). 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Delivery”. Section 2-103. 

“Document of title". Section 1-201. 

“Goods”. Section 2-103. 

“Receipt of goods". Section 2-103. 

“Seller”. Section 2-103. 

"Send". Section 1-201. 

"Tender of delivery". Sections 2-503 and 2-507. 

"Term". Section 1-201. 


s amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 2-311. Options and Cooperation Respecting Performance. 

(1) An agreement for sale which is otherwise sufficiently definite (Section 
2-204(3)) to be a contract is not made invalid by the fact that it leaves 
particulars of performance to be specified by one of the parties. Any such 
specification must be made in good faith and within limits set by com- 

ercial reasonableness. 

(2) Unless otherwise agreed, specifications relating to assortment of the 
goods are at the buyer's option and specifications or arrangements relating 

o shipment are at the seller's option. 

(3) If the specification would materially affect the other party's perfor- 

ance but is not seasonably made or if one party's cooperation is neces- 
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ing, the other party in addition to all other remedies: 
(a) is excused for any resulting delay in that party's performance; and 
(b) may also either proceed to perform in any reasonable manner or 
after the time for a material part of that party's performance treat the 
failure to specify or to cooperate as a breach by failure to deliver or ac- 
cept the goods. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) permits the parties to leave certain detailed particulars of performance 
o be filled in by either of them without running the risk of having the contract invalidated 
or indefiniteness. The party to whom the agreement gives power to specify the missing 
details is required to exercise good faith and to act in accordance with commercial stan- 
dards so that there is no surprise and the range of permissible variation is limited by what 
is commercially reasonable. The “agreement” which permits one party so to specify may be 
ound as well in a course of dealing, usage of trade, or implication from circumstances as in| 
explicit language used by the parties. 

2. Options as to assortment of goods or shipping arrangements are specifically reserved. 
o the buyer and seller respectively under subsection (2) where no other arrangement has 
been made. This section rejects the test which mechanically and without regard to usage or 
he purpose of the option gave the option to the party “first under a duty to move" and ap- 
plies instead a standard commercial interpretation to these circumstances. The “unless 
otherwise agreed” provision of this subsection covers not only express terms but the 
background and circumstances which enter into the agreement. 

3. Subsection (3) applies when the exercise of an option or cooperation by one party is 
necessary to or materially affects the other party's performance, but it is not seasonably 
orthcoming; the subsection relieves the other party from the necessity for performance or 
excuses his delay in performance as the case may be. The contract-keeping party may at 
his option under this subsection proceed to perform in any commercially reasonable man- 
ner rather than wait. In addition to the special remedies provided, this subsection also 
eserves “all other remedies”. The remedy of particular importance in this connection is 
hat provided for insecurity. Request may also be made pursuant to the obligation of good 
aith for a reasonable indication of the time and manner of performance for which a party 
is to hold himself ready. 

4. The remedy provided in subsection (3) is one which does not operate in the situation 

hich falls within the scope of Section 2-614 on substituted performance. Where the failure 
o cooperate results from circumstances set forth in that Section, the other party is under a 
duty to proffer or demand (as the case may be) substitute performance as a condition to 
claiming rights against the noncooperating party. 
Cross References: 

Point 1: Sections 1-201, 1-203, 2-204 and 2-708. 

Point 3: Sections 1-203 and 2-609. 

Point 4: Section 2-614. 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract for sale”. Section 2-106. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Seasonably”. Section 1-205. 

“Seller”. Section 2-103. 
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§ 2-312. Warranty of Title and Against Infringement; Buyer’s 
Obligation Against Infringement. 
(1) Subject to subsection (3), there is in a contract for sale a warranty by 
he seller that: 


(a) the title conveyed shall be good and its transfer rightful and shall 
not unreasonably expose the buyer to litigation because of any colorable 
claim to or interest in the goods; and 


(b) the goods shall be delivered free from any security interest or other 
lien or encumbrance of which the buyer at the time of contracting has no 
knowledge. 


(2) Unless otherwise agreed, a seller that is a merchant regularly deal- 
ing in goods of the kind warrants that the goods shall be delivered free o 
he rightful claim of any third person by way of infringement or the like 
but a buyer that furnishes specifications to the seller must hold the seller 
harmless against any such claim that arises out of compliance with the 
specifications. 


(3) A warranty under this section may be disclaimed or modified only by 
specific language or by circumstances that give the buyer reason to know 
hat the seller does not claim title, that the seller is purporting to sell only 
he right or title as the seller or a third person may have, or that the seller 
is selling subject to any claims of infringement or the like. 


As amended in 1999 and 2003. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) provides for a buyer’s basic needs for a title which the buyer in good 
aith expects to acquire by the purchase, namely, that the buyer receive a good, clean title 
ransferred also in a rightful manner so that the buyer will not be exposed to a lawsuit to 
protect the title. Under subsection (1), the seller warrants that (1) the title conveyed is 
good, (2) the transfer is rightful, and (3) the transfer does not unreasonably expose the 
buyer to litigation because a third person has or asserts a “colorable claim” to or interest in 
he goods. 

In addition to sales in which there is an actual cloud on the title, a warranty that the 
"title conveyed is good and its transfer rightful" also covers cases when the title is good but 
he transfer is not rightful. For example, a wrongful transfer with good title occurs where a 
merchant bailee to which goods are entrusted for repair sells them without authority to a 
buyer in the ordinary course of business. See Section 2-403(2); Sumner v. Fel-Air, Inc., 680 
P.2d 1109 (Alaska 1984). 

The subsection now expressly states what the courts have long recognized; further 
protection for the buyer is needed when the title is burdened by colorable claims that affect 
he value of the goods. See Frank Arnold KRS, Inc. v. L.S. Meier Auction Co., Inc., 806 F.2d 
462 (3d Cir. 1986) (two lawsuits contest title); Jeanneret v. Vichey, 693 F.2d 259 (2d Cir. 
1982) (export restrictions in country from which painting was taken affect value); Colton v. 
Decker, 540 N.W.2d 172 (S.D. 1995) (conflicting vehicle identification numbers). Therefore, 
not only is the buyer entitled to a good title, but the buyer is also entitled to a marketable 
itle, and until the colorable claim is resolved the market for the goods is impaired. See 
Wright v. Vickaryous, 611 P.2d 20 (Alaska 1980). 

The justification for this rule is that the buyer of goods that are warranted for title has a. 
ight to rely on the fact that there will be no need later to have to contest ownership. The 
mere casting of a substantial shadow over the buyer's title, regardless of the ultimate 
outcome, violates the warranty of good title. See American Container Corp. v. Hanley 
Trucking Corp., 111 N.J. Super. 322, 268 A.2d 313,318 (1970). It should be noted that not 
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any assertion of a claim by a third party will constitute a breach of the warranty of title. 
he claim must be reasonable and colorable. See C.F. Sales, Inc. v. Amfert, 344 N.W.2d 543 
(Iowa 1983). 

The warranty of title extends to a buyer whether or not the seller was in possession o 
he goods at the time the sale or contract to sell was made. 

Consistent with original Article 2, this section does not provide for a separate warranty 
of quiet possession in addition to the warranty of title. Disturbance of quiet possession, al- 

hough not mentioned specifically, is one way, among many, in which the breach of the 
arranty of title might be established. 

2. “Knowledge” as referred to in subsection (1)(b) is actual knowledge as distinct from 
otice. 

3. The provisions of this Article that require notification to the seller within a reasonable 
ime after the buyer's discovery of a breach (Section 2-607(3)(a)) apply to notice of a breach 

of the warranty of title when the seller's breach was innocent. However, if the seller's 
breach were in bad faith, the seller cannot claim prejudice by the delay in giving notice. 

4. Subsection (2) provides the warranty against infringement. Unlike the warranty o 
itle, this warranty is limited to sellers that are merchants that “regularly dealing in goods 

of the kind" sold. 

When the goods are part of the seller's normal stock, and are sold in the normal course o 
business, it is the seller's duty to see that no claim of infringement of a patent or trademark 
by a third party will impair the buyer's title. A sale by a person other than a dealer, 
however, raises no implication in its circumstances of the warranty. Nor is there an implica- 

ion when the buyer orders goods to be assembled, prepared or manufactured on the 
buyer's own specifications. If, in such a case, the resulting product infringes a patent or 
rademark, the liability will run from buyer to seller. There is, under these circumstances, 
a tacit representation on the part of the buyer that the seller will be safe in manufacturing 
according to the specifications, and the buyer is under an obligation in good faith to 
indemnify the seller for any loss suffered. 

5. Under this section, the cases which recognize the principle that infringements violate 
he warranty of title but deny the buyer a remedy unless he has been expressly prevented 
rom using the goods are rejected. Under this Article “eviction” is not a necessary condition 
o the buyer's remedy since the buyer's remedy arises immediately upon receipt of notice o 
infringement; it is merely one way of establishing the fact of breach. 

6. Subsection (3) is concerned with the disclaimer or modification of the warranties o 
itle or against infringement. This is a self-contained provision that govern the modification 

or disclaimer of warranties under this section. The warranties in this section are not 
designated as "implied" warranties, and hence these warranties are not subject to the 
modification and disclaimer provisions of Section 2-316(2) and (3). Unlike Section 2-316, 
subsection (3) of this section does not create any specific requirements that the disclaimer 
or modification be contained in a record or be conspicuous. 

Under subsection (3), sales by sheriffs, executors, certain foreclosing lienors and persons 
similarly situated are recognized as possibly being so out of the ordinary commercial course 

hat their peculiar character is immediately apparent to the buyer, and therefore no 
personal obligation is imposed upon the seller that is purporting to sell only an unknown or 
imited right. This subsection is not intended to touch upon, and it leaves open, all ques- 
ions of restitution that arise in these cases, such as when a unique article that is sold is 
eclaimed by a third party as the rightful owner. 

For a foreclosure sale under Article 9, Section 9-610 of revised Article 9 provides that a. 
disposition of collateral under that section includes warranties such as those imposed by 
his section on a voluntary disposition of property. Consequently, unless properly excluded 
under subsection (3) or under the special provisions for exclusion in Section 9-610, a dispo- 
sition under that section of collateral consisting of goods includes the warranties imposed 
by subsection (1) and, if applicable, subsection (2). 

7. The statute of limitations for a breach of warranty under this section is determined 
under the provisions set out in Section 2-725(1) and (3)(c). 

Cross References: 

Point 1: Section 2-403. 

Point 3: Sections 2-607 and 2-725. 

Point 4: Section 1-203. 
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Point 6: Sections 2-316, 2-609, 2-610 and 2-725. 

Point 7: Section 2-316 and 2-725. 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract for sale”. Section 2-106. 

“Goods”. Section 2-103. 

“Merchant”. Section 2-104. 

“Person”. Section 1-201. 

“Right”. Section 1-201. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-313. Express Warranties by Affirmation, Promise, Description, 
Sample; Remedial Promise. 


(1) In this section, “immediate buyer" means a buyer that enters into a 
contract with the seller. 


(2) Express warranties by the seller to the immediate buyer are created 
as follows: 


(a) Any affirmation of fact or promise made by the seller which relates 
to the goods and becomes part of the basis of the bargain creates an 
express warranty that the goods shall conform to the affirmation or 
promise. 


(b) Any description of the goods which is made part of the basis of the 
bargain creates an express warranty that the goods shall conform to the 
description. 


(c) Any sample or model that is made part of the basis of the bargain 
creates an express warranty that the whole of the goods shall conform to 
the sample or model. 


(3) It is not necessary to the creation of an express warranty that the 
seller use formal words such as “warrant” or “guarantee” or that the seller 
have a specific intention to make a warranty, but an affirmation merely o 

he value of the goods or a statement purporting to be merely the seller's 
opinion or commendation of the goods does not create a warranty. 


(4) Any remedial promise made by the seller to the immediate buyer cre- 
ates an obligation that the promise will be performed upon the happening 
of the specified event. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. In subsections (2) and (4) the term “immediate buyer" is used to make clear that the 
section is limited to express warranties and remedial promises made by a seller to a buyer 

ith which the seller has a contractual relationship. Sections 2-313A and 2-313B address 
obligations that run directly from a seller to a remote purchaser. 

2. Subsection (4) uses the term “remedial promise," which was not used in original 
Article 2. This section deals with remedial promises to immediate buyers. Sections 2-313A 
and 2-313B deal with remedial promises running directly from a seller to a remote 
purchaser. Remedial promise is defined in Section 2-103(1)(n). 


3. “Express” warranties rest on “dickered” aspects of the individual bargain, and go so 
clearly to the essence of that bargain that words of disclaimer in a form are repugnant to 
he basic dickered terms. “Implied” warranties rest so clearly on a common factual situa- 

ion or set of conditions that no particular language or action is necessary to evidence them 

and they will arise in such a situation unless unmistakably negated. As with original 
Article 2, warranties of description and sample are designated “express” rather than 
“implied.” 

4. This section is limited in its scope and direct purpose to express warranties and reme- 
dial promises made by the seller to the immediate buyer as part of a contract for sale. It is 

ot designed in any way to disturb those lines of case law which have recognized that war- 
anties need not be confined to contracts within the scope of this Article. 

Under Section 2-313B, a seller may incur an obligation to a remote purchaser through a 
medium for communication to the public such as advertising. An express warranty to an 
immediate buyer may also arise through a medium for communication to the public if the 
elements of this section are satisfied. 

The fact that a buyer has rights against an immediate seller under this section does not 
preclude the buyer from also asserting rights against a remote seller under Section 2-313A 
or 2-313B. 

5. The present section deals with affirmations of fact or promises made by the seller, 
descriptions of the goods, or exhibitions of samples or models, exactly as it deals with any 
other part of a negotiation which ends in a contract. No specific intention to make a war- 

anty is necessary if any of these factors is made part of the basis of the bargain. In actual 
practice affirmations of fact and promises made by the seller about the goods during a 
bargain are regarded as part of the description of those goods; hence no particular reliance 
on these statements need be shown in order to weave them into the fabric of the agreement. 
Rather, any fact which is to take these affirmations or promises, once made, out of the 
agreement requires clear affirmative proof. The issue normally is one of fact. 

6. In view of the principle that the whole purpose of the law of warranty is to determine 

hat it is that the seller has in essence agreed to sell, the policy is adopted of those cases 

hich refuse except in unusual circumstances to recognize a material deletion of the 
seller’s obligation. Thus, a contract is normally a contract for a sale of something describ- 
able and described. A clause generally disclaiming “all warranties, express or implied” can- 

ot reduce the seller’s obligation for the description and therefore cannot be given literal ef- 
ect under Section 2-316(1). 

This is not intended to mean that the parties, if they consciously desire, cannot make 
heir own bargain as they wish. But in determining what they have agreed upon good faith 
is a factor and consideration should be given to the fact that the probability is small that a. 

eal price is intended to be exchanged for a pseudo-obligation. 

7. Subsection (2)(b) makes specific some of the principles set forth above when a descrip- 
ion of the goods is given by the seller. 

A description need not be by words. Technical specifications, blueprints and the like can 
afford more exact description than mere language and if made part of the basis of the 
bargain goods must conform with them. Past deliveries may set the description of quality, 
either expressly or impliedly by course of dealing. Of course, all descriptions by merchants 
must be read against the applicable trade usages with the general rules as to merchant- 
ability resolving any doubts. 

8. The basic situation as to statements affecting the true essence of the bargain is no dif- 
erent when a sample or model is involved in the transaction. This section includes both a 
“sample” actually drawn from the bulk of goods which is the subject matter of the sale, and 
a “model” which is offered for inspection when the subject matter is not at hand and which 
has not been drawn from the bulk of the goods. 

Although the underlying principles are unchanged, the facts are often ambiguous when 
something is shown as illustrative, rather than as a straight sample. In general, the 
presumption is that any sample or model, just as any affirmation of fact, is intended to 
become a basis of the bargain. But there is no escape from the question of fact. When the 
seller exhibits a sample purporting to be drawn from an existing bulk, good faith of course 

equires that the sample be fairly drawn. But in mercantile experience the mere exhibition 
of a “sample” does not of itself show whether it is merely intended to “suggest” or to “be” 
he character of the subject-matter of the contract. The question is whether the seller has 
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so acted with reference to the sample as to become responsible that the whole shall have at 
east the values shown by it. The circumstances aid in answering this question. If the 
sample has been drawn from an existing bulk, it must be regarded as describing values o 
he goods contracted for unless it is accompanied by an unmistakable denial o 
esponsibility. If, on the other hand, a model of merchandise not on hand is offered, the 
mercantile presumption that it has become a literal description of the subject matter is not 
so strong, and particularly so if modification on the buyer’s initiative impairs any feature o 
he model. 

9. The precise time when words of description or affirmation are made or samples are 
shown is not material. The sole question is whether the language or samples or models are 
airly to be regarded as part of the contract. If language that would otherwise create an 
obligation under this section is used after the closing of the deal (as when the buyer when 
aking delivery asks and receives an additional assurance), an obligation will arise if the 
equirements for a modification are satisfied. See Downie v. Abex Corp., 741 F.2d 1235 
(10th Cir. 1984). 

10. Concerning affirmations of value or a seller’s opinion or commendation under subsec- 
ion (3), the basic question remains the same: What statements of the seller have in the cir- 
cumstances and in objective judgment become part of the basis of the bargain? As indicated 
above, all of the statements of the seller do so unless good reason is shown to the contrary. 
he provisions of subsection (3) are included, however, since common experience discloses 
hat some statements or predictions cannot fairly be viewed as entering into the bargain. 
Even as to false statements of value, however, the possibility is left open that a remedy 
may be provided by the law relating to fraud or misrepresentation. 

There are a number of factors relevant to determine whether an expression creates a 

arranty under this section or is merely puffing. For example, the relevant factors may 
include whether the seller's representations taken in context, (1) were general rather than. 
specific, (2) related to the consequences of buying rather than the goods themselves, (3) 

ere “hedged” in some way, (4) were related to experimental rather than standard goods, 
(b) were concerned with some aspects of the goods but not a hidden or unexpected 
nonconformity, (6) were informal statements made in a formal contracting process, (7) were 


phrased in terms of opinion rather than fact, or (8) were not capable of objective 
measurement. 


11. The use of the word “promise” in subsection (2)(a) refers to statements about the 
quality or performance characteristics of the goods. For example, a seller might make an 
affirmation of fact to the buyer that the goods are of a certain quality, or may promise that 
he goods when delivered will be of a certain quality, or may promise that the goods will 
perform in a certain manner after delivery. In normal usage, “promise” refers to a what a 
person, not goods, will do; that is, a promise is a commitment to act, or refrain from acting, 
in a certain manner in the future. A promise about the quality or performance 
characteristics of the goods creates an express warranty if the other elements of a warranty 
are present whereas a promise by which the seller commits itself to take remedial action 
pon the happening of a specified event is a remedial promise. The distinction has meaning 
in the context of the statute of limitations. A right of action for breach of an express war- 
anty accrues when the goods are tendered to the immediate buyer (Section 2-725(3)(a)) un- 
ess the warranty consists of a promise that explicitly extends to the future performance o 
he goods and discovery must await the time for performance, in which case accrual occurs 

hen the immediate buyer discovers or should have discovered the breach (Section 2-725(3) 
(d)). Section 2-725(2)(c) separately addresses the accrual of a right of action for breach of a 

emedial promise. 

The concept of remedial promise is dealt with in a separate subsection to make clear that 
it is a concept separate and apart from express warranty and that the elements of an 
express warranty, such as basis of the bargain, are not applicable. 

Cross References: 

Point 1: Sections 2-313A and 2-313B. 

Point 2: Sections 2-103, 2-313A and 2-313B. 

Point 3: Section 2-316(2)(b). 

Point 4: Section 2-316. 

Point 5: Sections 1-205(4) and 2-314. 

Point 6: Section 2-316. 
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Point 7: Section 2-209. 

Point 8: Section 1-103. 

Point 11: Section 2-313 and 2-725. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

*Goods". Section 2-103. 

“Remedial promise". Section 2-103. 

“Seller”. Section 2-103. 

"Tender of delivery". Sections 2-503 and 2-507. 
As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-313A. Obligation to Remote Purchaser Created by Record 
Packaged with or Accompanying Goods. 

(1) In this section: 

(a) “Immediate buyer" means a buyer that enters into a contract with 
the seller. 

(b) *Remote purchaser" means a person that buys or leases goods from 
an immediate buyer or other person in the normal chain of distribution. 
(2) This section applies only to new goods and goods sold or leased as 

new goods in a transaction of purchase in the normal chain of distribution. 

(3) If in a record packaged with or accompanying the goods the seller 

makes an affirmation of fact or promise that relates to the goods, provides 
a description that relates to the goods, or makes a remedial promise, and 
he seller reasonably expects the record to be, and the record is, furnished 
o the remote purchaser, the seller has an obligation to the remote 
purchaser that: 

(a) the goods will conform to the affirmation of fact, promise, or de- 
Scription unless a reasonable person in the position of the remote 
purchaser would not believe that the affirmation of fact, promise, or de- 
scription created an obligation; and 

(b) the seller will perform the remedial promise. 

(4) It is not necessary to the creation of an obligation under this section 
hat the seller use formal words such as “warrant” or “guarantee” or that 
he seller have a specific intention to undertake an obligation, but an affir- 

mation merely of the value of the goods or a statement purporting to be 
merely the seller's opinion or commendation of the goods does not create 
an obligation. 

(5) The following rules apply to the remedies for breach of an obligation 

created under this section: 

(a) The seller may modify or limit the remedies available to the remote 
purchaser if the modification or limitation is furnished to the remote 
purchaser no later than the time of purchase or if the modification or 
limitation is contained in the record that contains the affirmation of fact, 
promise, or description. 

(b) Subject to a modification or limitation of remedy, a seller in breach 
is liable for incidental or consequential damages under Section 2-715, 
but not for lost profits. 
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(c) The remote purchaser may recover as damages for breach of a 
seller’s obligation arising under subsection (3) the loss resulting in the 
ordinary course of events as determined in any reasonable manner. 


(6) An obligation that is not a remedial promise is breached if the goods 
did not conform to the affirmation of fact, promise, or description creating 
he obligation when the goods left the seller’s control. 
egislative Note: To maintain their relative positions in this Act, Sections 2-313A and 
-313B may have to be renumbered according to the convention used by a particular state. 
or example, in some states they may be designated as 2-313.1 and 2-313.2. 


As added in 2003. 


Official Comment 

1. Sections 2-313A and 2-313B are new, and they follow case law and practice in extend- 
ing a seller's obligations regarding new goods to remote purchasers. Section 2-313A deals 

ith what are commonly called *pass-through warranties". The usual transaction in which 
his obligation arises is when a manufacturer sells goods in a package to a retailer and 
include in the package a record that sets forth the obligations that the manufacturer is 

illing to undertake in favor of the final party in the distributive chain, who is the person 
hat buys or leases the goods from the retailer. If the manufacturer had sold the goods 
directly to the final party in the distributive chain, whether the manufacturer would incur 
iability is determined by Section 2-313 and this section is inapplicable. 

No direct contract exists between the seller and the remote purchaser, and thus the 
seller's obligation under this section is not referred to as an “express warranty.” Use o 
"obligation" rather than “express warranty" avoids any inference that the obligation arises 
as part of the basis of the bargain as would be required to create an express warranty| 
under section 2-313. The test for whether an obligation other than a remedial promise 
arises is similar in some respects to the basis of the bargain requirement in section 2-313, 
but the test set forth in this section is exclusive. Because “remedial promise" in Section 
2-313 is not subject to the requirement that it arise as part of the basis of the bargain, the 
erm is used in this section. 

2. The party to which an obligation runs under this section may either buy or lease the 
goods, and thus the term *remote purchaser" is used. The term is more limited than 
"purchaser" in Article 1, however, and does not include a donee or any voluntary transferee 

ho is not a buyer or lessee. Moreover, the remote purchaser must be part of the normal 
chain of distribution for the particular product. That chain will, by definition, include at 
east three parties and may well include more. For example, the manufacturer might sell 

rst to a wholesaler that would then resell the goods to a retailer for sale or lease to the 
public. A buyer or lessee from the retailer would qualify as a remote purchaser and could 
invoke this section against either the manufacturer or the wholesaler (if the wholesaler 
provided a record to the retailer to be furnished to the final party in the distribution chain), 
but no subsequent transferee, such as a used-goods buyer or sublessee, would qualify. The 
aw governing assignment and third-party beneficiary, including Section 2-318, should be 
consulted to determine whether a party other than the remote purchaser can enforce an 
obligation created under this section. 

3. The application of this section is limited to new goods and goods sold or leased as new 
goods within the normal chain of distribution. It does not apply to goods that are sold 
outside the normal chain, such as “gray” goods or salvaged goods, nor does it apply if the 
goods are unused but sold as seconds. The concept is flexible, and to determine whether 
goods have been sold or leased in the normal chain of distribution requires consideration o 
he seller's expectations for the manner in which its goods will reach the remote purchaser. 
For example, a car manufacturer may be aware that certain of its dealers transfer cars 
among themselves, and under the particular circumstances of the case a court might find 
hat a new car sold initially to one dealer but leased to the remote purchaser by another 
dealer was leased in the normal chain of distribution. The concept may also include such 
practices as door-to-door sales and distribution through a nonprofit organization. 

The phrase *goods sold or leased as new goods" refers to goods that in the normal course 
of business would be considered new. There are many instances in which goods might be 

sed for a limited purpose yet be sold or leased in the normal chain of distribution as new 
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goods. For example, goods that have been returned to a dealer by a purchaser and placed 
back into the dealer's inventory might be sold or leased as new goods in the normal chain o 
distribution. Other examples might include goods that have been used for the purpose o 
inspection (e.g., a car that has been test-driven) and goods that have been returned by a 
sale-or-return buyer (Section 2-326). 

4. This section applies only to obligations set forth in a record that is packaged with the 

goods or otherwise accompanies them (subsection (2)). Examples include a label affixed to 

he outside of a container, a card inside a container, or a booklet handed to the remote 
purchaser at the time of purchase. In addition, the seller must be able to anticipate that 
he remote purchaser will acquire the record, and therefore this section is limited to re- 
cords that the seller reasonably expects to be furnished, and that are in fact furnished, to 
he remote purchaser. 

Neither this section nor Section 2-313B are intended to overrule cases that impose li- 
ability on facts outside the direct scope of one of the sections. For example, the sections are 
not intended to overrule a decision imposing liability on a seller that distributes a sample 

o a remote purchaser. 

5. Obligations other than remedial promises created under this section are analogous to 
express warranties and are subject to a test that is akin to the basis of the bargain test o 
Section 2-313(2). The seller is entitled to shape the scope of the obligation, and the seller’s 
anguage tending to create an obligation must be considered in context. If a reasonable 
person in the position of the remote purchaser, reading the seller’s language in its entirety, 

ould not believe that an affirmation of fact, promise or description created an obligation, 

here is no liability under this section. 

6. There is no difference between remedial promise as used in this section (and Section 
2-313B) and the same term as used in Section 2-313. 

7. Subsection (5)(a) makes clear that the seller may employ the provisions of Section 
2-719 to modify or limit the remedies available to the remote purchaser for breach of the 
seller’s obligation in this section. The modification or limitation may appear on the same 

ecord as the one which creates the obligation, or it may be provided to the remote 
purchaser separately, but in no event may it be furnished to the remote purchaser any 
ater than the time of purchase. 

The requirements and limitations set forth in Section 2-719, such as the requirement o 
an express statement of exclusivity and the tests for failure of essential purpose (Section 
2-719(2)) and unconscionability (Section 2-719(3)) are applicable to a modification or limita- 

ion of remedy under this section. 

8. As with express warranties, no specific language or intention is necessary to create an 
obligation, and whether an obligation exists is normally an issue of fact. Subsection (3) is 

irtually identical to Section 2-313(3), and the tests developed under the common law and 
nder that section to determine whether a statement creates an obligation or is mere puff- 
ing are applicable to this section. 

Just as a seller can limit the extent to which its language creates an express warranty| 
under Section 2-313 by placing that language in a broader context, a seller under this sec- 

ion or Section 2-313B can limit the extent of its liability to a remote purchaser 
(subsection(4)(a)). In other words, the seller, in undertaking an obligation under these sec- 
ions, can control the scope and limits of that obligation. 

9. As a rule, a remote purchaser may recover monetary damages measured in the same 
manner as in the case of an aggrieved buyer under Section 2-714 as well as incidental and 
consequential damages under Section 2-715 to the extent they would be available to an ag- 
grieved buyer. Subsection (5)(c) parallels Section 2-714(1) in allowing the buyer to recover 
or loss resulting in the ordinary course of events as determined in any manner which is 

easonable. In the case of an obligation that is not a remedial promise, the normal measure 
of damages would be the difference between the value of the goods if they had conformed to 
he seller's statements and their actual value, and the normal measure of damages for 
breach of a remedial promise would be the difference between the value of the promised re- 
medial performance and the value of the actual performance received. 

Subsection (5)(b) precludes a remote purchaser from recovering consequential damages 
in the form of lost profits. 

Cross References: 
Point 1: Sections 2-313, 2-313A and 2-313B. 
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Point 2: Section 2-318. 

Point 3: Section 2-326. 

Point 4: Section 2-313B. 

Point 5: Section 2-313. 

Point 6: Section 2-313 and 2-313B. 

Point 7: Section 2-719. 

Point 8: Section 2-313 and 2-313B. 

Point 9: Sections 2-714 and 2-715. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

“Goods”. Section 2-103. 

“Lease”. Section 2A-103. 

“Purchase”. Section 1-201. 

*Record". Section 2-103. 

“Remedial promise". Section 2-103. 

“Remedy”. Section 1-201. 

*Sale". Section 2-106. 

“Seller”. Section 2-103. 


2-313B. Obligation to Remote Purchaser Created by 
Communication to the Public. 

(1) In this section: 

(a) “Immediate buyer” means a buyer that enters into a contract with 
the seller. 

(b) *Remote purchaser" means a person that buys or leases goods from 
an immediate buyer or other person in the normal chain of distribution. 
(2) This section applies only to new goods and goods sold or leased as 

new goods in a transaction of purchase in the normal chain of distribution. 

(3) If in an advertisement or a similar communication to the public a 
seller makes an affirmation of fact or promise that relates to the goods, 

provides a description that relates to the goods, or makes a remedial 
promise, and the remote purchaser enters into a transaction of purchase 

ith knowledge of and with the expectation that the goods will conform to 
he affirmation of fact, promise, or description, or that the seller will 
perform the remedial promise, the seller has an obligation to the remote 
purchaser that: 

(a) the goods will conform to the affirmation of fact, promise, or de- 
scription unless a reasonable person in the position of the remote 
purchaser would not believe that the affirmation of fact, promise, or de- 
scription created an obligation; and 

(b) the seller will perform the remedial promise. 

(4) It is not necessary to the creation of an obligation under this section 
hat the seller use formal words such as “warrant” or “guarantee” or that 
he seller have a specific intention to undertake an obligation, but an affir- 

ation merely of the value of the goods or a statement purporting to be 

erely the seller's opinion or commendation of the goods does not create 
an obligation. 

(5) The following rules apply to the remedies for breach of an obligation 

created under this section: 


(a) The seller may modify or limit the remedies available to the remote 


purchaser if the modification or limitation is furnished to the remote 
purchaser no later than the time of purchase. The modification or limita- 
tion may be furnished as part of the communication that contains the af- 
firmation of fact, promise, or description. 


(b) Subject to a modification or limitation of remedy, a seller in breach 
is liable for incidental or consequential damages under Section 2-715, 
but not for lost profits. 


(c) The remote purchaser may recover as damages for breach of a 
seller's obligation arising under subsection (3) the loss resulting in the 
ordinary course of events as determined in any reasonable manner. 


(6) An obligation that is not a remedial promise is breached if the goods 
did not conform to the affirmation of fact, promise, or description creating 
he obligation when the goods left the seller's control. 
egislative Note: In order to maintain their relative positions in this Act, Sections 2-313A 
and 2-313B may have to be renumbered according to the convention used by a particular 
tate. For example, in some states they may be designated as 2-313.1 and 2-313.2. 


As added in 2003. 


Official Comment 

1. Sections 2-313B and 2-313A are new, and they follow case law and practice in extend- 
ing a seller's obligations for new goods to remote purchasers. This section deals with obliga- 
ions to a remote purchaser created by advertising or a similar communication to the 
public. The normal situation where this obligation will arise is when a manufacturer en- 
gages in an advertising campaign directed towards all or part of the market for its product 
and will make statements that if made to an immediate buyer would amount to an express 

arranty or remedial promise under Section 2-313. The goods, however, are sold to some- 
one other than the recipient of the advertising and are then resold or leased to the recipient. 
By imposing liability on the seller, this section adopts the approach of cases such as Randy 

nitwear, Inc. v. American Cyanamid Co., 11 N.Y.2d 5, 226 N.Y.S.2d 363, 181 N.E.2d 399 
(Ct. App. 1962). 

If the seller's advertisement is made to an immediate buyer, whether the seller incurs li- 
ability is determined by Section 2-313 and this section is inapplicable. 

2. 'This section parallels Section 2-313A in most respects, and the Official Comments to 
hat section should be consulted. In particular, the reasoning of Comment 1 (scope and 
erminology), Comment 2 (definition of remote purchaser), Comment 3 (new goods and 
goods sold as new goods in the normal chain of distribution), Comment 4 (reasonable 
person in the position of the remote purchaser), Comment 7 (modification or limitation o 
emedy), Comment 8 (puffing and limitations on extent of obligation) and Comment 9 (dam- 

ages) is adopted here. 
3. This section provides an additional test for enforceability not found in Section 2-313A. 
For the obligation to be created the remote purchaser must, at the time of purchase, have 
nowledge of the affirmation of fact, promise, description or remedial promise and must 
also have an expectation that the goods will conform or that the seller will comply. This 
est is entirely subjective, while the reasonable person test in subsection (3)(a) is objective 
in nature. Both tests must be met. 

Thus, the seller will incur no liability to the remote purchaser if: i) the purchaser did not 

have knowledge of the seller's statement at the time of purchase; ii) the remote purchaser 
new of the seller's statement at the time of purchase but did not expect the goods to 

conform or the seller to comply; iii) a reasonable person in the position of the remote 

purchaser would not believe that the seller's statement created an obligation (this test does 
ot apply to remedial promises), or iv) the seller's statement is puffing. 

4. To determine whether the tests set forth in this section are satisfied the temporal rela- 
ionship between the communication and the purchase should be considered by the court. 

For example, the remote purchaser may acquire the goods years after the seller's advertis- 
ing campaign. In this circumstance, it would be highly unusual for the advertisement to 
have created the level of expectation in the remote purchaser or belief in the reasonable 
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person in the position of the remote person necessary for the creation of an obligation 
under this section. 
5. To determine whether an obligation arises under this Section, all information known 
o the remote purchaser at the time of contracting must be considered. For example, a news 
elease by a manufacturer limiting the statements made in its advertising and which are 
own by the remote purchaser, or a communication to the remote purchaser by the imme- 
diate seller limiting the statements made in the manufacturer’s advertising must be 
considered to determine whether the expectation requirement applicable to the remote 
purchaser and the belief requirement applicable to the reasonable person in the position o 
he remote purchaser are satisfied. 
6. The remedies for breach of an obligation arising under this section may be modified or 
imited as set forth in Section 2-719. The modification or limitation may be contained in the 
advertisement that creates the obligation, or it may be separately furnished to the remote 
purchaser no later than the time of purchase. 
7. Section 2-318 deals with the extension of obligations to certain third-party 
beneficiaries. Of course, no extension is necessary if the goods are purchased by an agent. 
In this case, the knowledge and expectation of the principal, not the agent, are relevant in 


a court from determining that a household operates as a buying unit under the law o 


Point 1: Sections 2-313, 2-313A and 2-313B. 

Point 2: Section 2-313A. 

Point 3: Section 2-313A. 

Point 6: Section 2-719. 

Point 7: Section 2-318. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

*Goods". Section 2-103. 

“Lease”. Section 2A-103. 

“Purchase”. Section 1-201. 

“Record”. Section 2-103. 

“Remedial promise". Section 2-103. 

“Remedy”. Section 1-201. 

*Sale". Section 2-106. 

“Seller”. Section 2-103. 


$ 2-314. Implied Warranty: Merchantability; Usage of Trade. 

(1) Unless excluded or modified (Section 2-316), a warranty that the 
goods shall be merchantable is implied in a contract for their sale if the 
seller is a merchant with respect to goods of that kind. Under this section 
he serving for value of food or drink to be consumed either on the premises 
or elsewhere is a sale. 

(2) Goods to be merchantable must be at least such as: 

(a) pass without objection in the trade under the contract description; 

(b) in the case of fungible goods, are of fair average quality within the 
description; 

(c) are fit for the ordinary purposes for which goods of that description 
are used; 

(d) run, within the variations permitted by the agreement, of even 
kind, quality and quantity within each unit and among all units 
involved; 

(e) are adequately contained, packaged, and labeled as the agreement 
may require; and 
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(f) conform to the promise or affirmations of fact made on the container 
or label if any. 
(3) Unless excluded or modified (Section 2-316) other implied warranties 
ay arise from course of dealing or usage of trade. 


As amended in 2003. 


See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The phrase “goods of that description" rather than the language from the original 

rticle 2 “for which such goods are used" is used in subsection (2)(c). This change empha- 
sizes the importance of the agreed description in determining fitness for ordinary purposes. 

2. The seller's obligation applies to present sales as well as to contracts to sell subject to 
he effects of any examination of specific goods. See Section 2-316(3)(b). The warranty o 
merchantability also applies to sales for use as well as to sales for resale. 

3. The question when the warranty is imposed turns basically on the meaning of the 
erms of the agreement as recognized in the trade. Goods delivered under an agreement 
made by a merchant in a given line of trade must be of a quality comparable to that gener- 
ally acceptable in that line of trade under the description or other designation of the goods 
used in the agreement. The responsibility imposed rests on any merchant-seller. 


second-hand goods, however, involves only an obligation as is appropriate to the goods ac- 
cording to their contract description. A person making an isolated sale of goods is not a 
“merchant” within the meaning of the full scope of this section and, thus, no warranty o 
merchantability would apply. The seller's knowledge of any defects not apparent on inspec- 
ion would, however, without need for express agreement and in keeping with the underly- 
ing reason of the present section and the provisions on good faith, impose an obligation 
hat known material but hidden defects be fully disclosed. 

5. Although a seller may not be a “merchant” for the goods in question, if the seller states 
generally that the goods are “guaranteed,” the provisions of this section may furnish a 
guide to the content of the resulting express warranty. This has particular significance in 

he case of second-hand sales, and has further significance in limiting the effect of fine- 
print disclaimer clauses where their effect would be inconsistent with large-print assertions 
of ^guarantee." 

6. The second sentence of subsection (1) covers the warranty for food and drink. The serv- 
ing for value of food or drink for consumption on the premises or elsewhere is treated as a 
sale. 

7. Suppose that an unmerchantable lawn mower causes personal injury to the buyer, 

ho is operating the mower. Without more, the buyer can sue the seller for breach of the 
implied warranty of merchantability and recover for injury to person *proximately result- 
ing" from the breach. Section 2-715(2)(b). 

This opportunity does not resolve the tension between warranty law and tort law where 
goods cause personal injury or property damage. The primary source of that tension arises 
rom disagreement over whether the concept of defect in tort and the concept of merchant- 
ability in Article 2 are coextensive where personal injuries are involved, i.e., if goods are 
merchantable under warranty law, can they still be defective under tort law, and if goods 
are not defective under tort law, can they be unmerchantable under warranty law? The 
answer to both questions should be no, and the tension between merchantability in war- 

anty and defect in tort where personal injury or property damage is involved should be 
esolved as follows: 

When recovery is sought for injury to person or property, whether goods are merchantable is to be 

determined by applicable state products liability law. When, however, a claim for injury to person 

or property is based on an implied warranty of fitness under Section 2-315 or an express warranty 
under Section 2-313 or an obligation arising under Section 2-313A or 2-313B, this Article 
determines whether an implied warranty of fitness or an express warranty was made and breached, 

as well as what damages are recoverable under Section 2-715. 

To illustrate, suppose that the seller makes a representation about the safety of a lawn 
mower that becomes part of the basis of the buyer's bargain. The buyer is injured when the 
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gas tank cracks and a fire breaks out. If the lawnmower without the representation is not 
defective under applicable tort law, it is not unmerchantable under this section. On the 
other hand, if the lawnmower did not conform to the representation about safety, the seller 
made and breached an express warranty and the buyer may sue under Article 2. 

8. Subsection (2) does not purport to exhaust the meaning of “merchantable” nor to ne- 
gate any of its attributes not specifically mentioned in the text of the statute but that arise 
by usage of trade or through case law. The language used is “must be at least such as. . 
," and the intention is to leave open other possible attributes of merchantability. 

9. Paragraphs (a) and (b) of subsection (2) are to be read together. Both refer to the stan- 
dards of that line of the trade which fits the transaction and the seller's business. *Fair 
average" is a term directly appropriate to agricultural bulk products and means goods 
centering around the middle belt of quality, not the least or the worst that can be 
understood in the particular trade by the designation, but such as can pass “without 
objection." Of course a fair percentage of the least is permissible but the goods are not “fair 
average" if they are all of the least or worst quality possible under the description. In cases 
of doubt about what quality is intended, the price at which a merchant closes a contract is 
an excellent indication of the nature and scope of the merchant's obligation under the pres- 
ent section. 

10. Fitness for the ordinary purposes for which goods of the type are used is a 
undamental concept of the present section and is covered in paragraph (2)(c). As stated 
above, merchantability is also a part of the obligation owing to the buyer for use. Cor- 

espondingly, protection, under this aspect of the warranty, of the person buying for resale 
o the ultimate consumer is equally necessary, and merchantable goods must therefore be 
"honestly" resalable in the normal course of business because they are what they purport to 
e. 
11. Paragraph (2)(d) on evenness of kind, quality and quantity follows case law. But 
precautionary language has been added as a remainder of the frequent usages of trade 
hich permit substantial variations both with and without an allowance or an obligation to 
eplace the varying units. 

12. Paragraph (2)(e) applies only where the nature of the goods and of the transaction 

equire a certain type of container, package or label. Paragraph (2)(f) applies, on the other 

hand, wherever there is a label or container on which representations are made, even 
hough the original contract, either by express terms or usage of trade, may not have 
equired either the labeling or the representation. This follows from the general obligation 
of good faith which requires that a buyer should not be placed in the position of reselling or 
using goods delivered under false representations appearing on the package or container. 
No problem of extra consideration arises in this connection since, under this Article, an 
obligation is imposed by the original contract not to deliver mislabeled articles, and the 
obligation is imposed where mercantile good faith so requires and without reference to the 
doctrine of consideration. 

13. Exclusion or modification of the warranty of merchantability, or of any part of it, is 
dealt with in Section 2-316. That section must be read with particular reference to subsec- 
ion (4) on limitation of remedies. The warranty of merchantability, wherever it is normal, 
is so commonly taken for granted that its exclusion from the contract is a matter threaten- 
ing surprise and therefore requiring special precaution. 

14. Subsection (3) is to make explicit that usage of trade and course of dealing can create 

arranties and that they are implied rather than express warranties and thus subject to 
exclusion or modification under Section 2-316. A typical instance would be the obligation to 
provide pedigree papers to evidence conformity of the animal to the contract in the case of a 
pedigreed dog or blooded bull. 

15. In an action based on breach of warranty, it is of course necessary to show not only 
he existence of the warranty but the fact that the warranty was broken and that the 
breach of the warranty was the proximate cause of the loss sustained. An affirmative show- 
ing by the seller that the loss resulted from some action or event following the seller's 
delivery of the goods can operate as a defense. Equally, evidence indicating that the seller 
exercised care in the manufacture, processing or selection of the goods is relevant to the is- 
sue of whether the warranty was in fact broken. An action by the buyer following an exam- 
ination of the goods which ought to have indicated the defect complained of can be shown 
as matter bearing on whether the breach itself was the cause of the injury. 
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Point 1: Section 2-316. 

Point 2: Section 2-316. 

Point 3: Sections 1-203 and 2-104. 

Point 5: Section 2-315. 

Point 7: Section 2-715. 

Point 11: Section 2-316. 

Point 12: Sections 1-201, 1-205 and 2-316. 

Point 13: Section 2-316. 

Point 14: Section 2-316. 
Definitional Cross References: 

"Agreement". Section 1-201. 

*Contract". Section 1-201. 

*Contract for sale". Section 2-106. 

*Goods". Section 2-103. 

*Merchant". Section 2-104. 

*Seller". Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-315. Implied Warranty: Fitness for Particular Purpose. 
Where the seller at the time of contracting has reason to know any par- 
icular purpose for which the goods are required and that the buyer is 
relying on the seller's skill or judgment to select or furnish suitable goods, 
here is unless excluded or modified under the next section an implied 
arranty that the goods shall be fit for such purpose. 


Official Comment 
Prior Uniform Statutory Provision: Section 15(1), (4), (5), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: 

1. Whether or not this warranty arises in any individual case is basically a question o 
act to be determined by the circumstances of the contracting. Under this section the buyer 
eed not bring home to the seller actual knowledge of the particular purpose for which the 

goods are intended or of his reliance on the seller's skill and judgment, if the circumstances 
are such that the seller has reason to realize the purpose intended or that the reliance 
exists. The buyer, of course, must actually be relying on the seller. 
2. A “particular purpose" differs from the ordinary purpose for which the goods are used 
in that it envisages a specific use by the buyer which is peculiar to the nature of his busi- 

ess whereas the ordinary purposes for which goods are used are those envisaged in the 
concept of merchantability and go to uses which are customarily made of the goods in 
question. For example, shoes are generally used for the purpose of walking upon ordinary 
ground, but a seller may know that a particular pair was selected to be used for climbing 
mountains. 

A contract may of course include both a warranty of merchantability and one of fitness 
or a particular purpose. 

The provisions of this Article on the cumulation and conflict of express and implied war- 
anties must be considered on the question of inconsistency between or among warranties. 

In such a case any question of fact as to which warranty was intended by the parties to ap- 
ply must be resolved in favor of the warranty of fitness for particular purpose as against all 


urnishing the technical specifications. 

3. In connection with the warranty of fitness for a particular purpose the provisions o 
his Article on the allocation or division of risks are particularly applicable in any transac- 
ion in which the purpose for which the goods are to be used combines requirements both 
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as to the quality of the goods themselves and compliance with certain laws or regulations. 
How the risks are divided is a question of fact to be determined, where not expressly 
contained in the agreement, from the circumstances of contracting, usage of trade, course o 
performance and the like, matters which may constitute the “otherwise agreement” of the 
parties by which they may divide the risk or burden. 
4. The absence from this section of the language used in the Uniform Sales Act in refer- 
ing to the seller, “whether he be the grower or manufacturer or not,” is not intended to 
impose any requirement that the seller be a grower or manufacturer. Although normally 
he warranty will arise only where the seller is a merchant with the appropriate “skill or 
judgment,” it can arise as to non-merchants where this is justified by the particular 
circumstances. 
5. The elimination of the “patent or other trade name” exception constitutes the major 
extension of the warranty of fitness which has been made by the cases and continued in 
his Article. Under the present section the existence of a patent or other trade name and 
he designation of the article by that name, or indeed in any other definite manner, is only 
one of the facts to be considered on the question of whether the buyer actually relied on the 
seller, but it is not of itself decisive of the issue. If the buyer himself is insisting on a par- 
icular brand he is not relying on the seller’s skill and judgment and so no warranty 
esults. But the mere fact that the article purchased has a particular patent or trade name 
is not sufficient to indicate nonreliance if the article has been recommended by the seller as 
adequate for the buyer’s purposes. 
6. The specific reference forward in the present section to the following section on exclu- 
sion or modification of warranties is to call attention to the possibility of eliminating the 
arranty in any given case. However it must be noted that under the following section the 
arranty of fitness for a particular purpose must be excluded or modified by a conspicuous 
riting. 


Point 2: Sections 2-314 and 2-317. 

Point 3: Section 2-303. 

Point 6: Section 2-316. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Goods”. Section 2-103. 

“Seller”. Section 2-103. 


$ 2-316. Exclusion or Modification of Warranties. 
(1) Words or conduct relevant to the creation of an express warranty and 
ords or conduct tending to negate or limit warranty shall be construed 
herever reasonable as consistent with each other; but subject to Section 
2-202, negation or limitation is inoperative to the extent that such 
construction is unreasonable. 


(2) Subject to subsection (3), to exclude or modify the implied warranty 
of merchantability or any part of it in a consumer contract the language 

ust be in a record, be conspicuous, and state “The seller undertakes no 
responsibility for the quality of the goods except as otherwise provided in 
his contract," and in any other contract the language must mention 

erchantability and in case of a record must be conspicuous. Subject to 
subsection (3), to exclude or modify the implied warranty of fitness, the 
exclusion must be in a record and be conspicuous. Language to exclude all 
implied warranties of fitness in a consumer contract must state “The seller 
assumes no responsibility that the goods will be fit for any particular 
purpose for which you may be buying these goods, except as otherwise 
provided in the contract," and in any other contract the language is suf- 
ficient if it states, for example, that "There are no warranties that extend 
beyond the description on the face hereof.” Language that satisfies the 
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(3) Notwithstanding subsection (2): 

(a) unless the circumstances indicate otherwise, all implied warranties 
are excluded by expressions like “as is", “with all faults” or other 
language that in common understanding calls the buyer's attention to 
the exclusion of warranties, makes plain that there is no implied war- 
ranty, and, in a consumer contract evidenced by a record, is set forth 
conspicuously in the record; 

(b) if the buyer before entering into the contract has examined the 
goods or the sample or model as fully as desired or has refused to exam- 
ine the goods after a demand by the seller there is no implied warranty 
with regard to defects that an examination in the circumstances should 
have revealed to the buyer; and 

(c) an implied warranty may also be excluded or modified by course o 
dealing or course of performance or usage of trade. 

(4) Remedies for breach of warranty may be limited in accordance with 
Sections 2-718 and 2-719. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 


1. Subsection (1) is designed principally to deal with those frequent clauses in sales 
contracts which seek to exclude “all warranties, express or implied.” It seeks to protect a 
buyer from unexpected and unbargained language of disclaimer by denying effect to this 
anguage when inconsistent with language of express warranty and permitting the exclu- 
sion of implied warranties only by language or other circumstances which protect the buyer 

om surprise. 

The seller is protected against false allegations of oral warranties by this Article's provi- 
sions on parol and extrinsic evidence and against unauthorized representations by the cus- 
omary "lack of authority" clauses. This Article treats the limitation or avoidance o 
consequential damages as a matter of limiting remedies for breach, separate from the mat- 
er of creation of liability under a warranty. If no warranty exists, there is of course no 
problem of limiting remedies for breach of warranty. Under subsection (4), the question o 

imitation of remedy is governed by the sections referred to rather than by this section. 

2. The general test for disclaimers of implied warranties remains in subsection (3)(a), and 
he more specific tests are in subsection (2). A disclaimer that satisfies the requirements o 
subsection (3)(a) need not also satisfy any of the requirements of subsection (2). 

3. Subsection (2) distinguishes between commercial and consumer contracts. In a com- 
mercial contract, language that disclaims the implied warranty of merchantability need not 
be in a record, but if it is in a record it must be conspicuous. Under this subsection, a con- 
spicuous record is required to disclaim the implied warranty of merchantability in a 
consumer contract and to disclaim the implied warranty of fitness in any contract. Use o 
he language required by this subsection for consumer contracts satisfies the language 
equirements for other contracts governed by this subsection. 

4. Subsection (2) presupposes that the implied warranty in question exists unless 
excluded or modified. Whether or not language of disclaimer satisfies the requirements o 
his section, the language may be relevant under other sections to the question of whether 
he warranty was ever in fact created. Thus, unless the provisions of this Article on parol 
and extrinsic evidence prevent its introduction, oral language of a disclaimer may raise is- 
sues of fact about whether reliance by the buyer occurred and whether the seller had “rea- 
son to know" under the section on implied warranty of fitness for a particular purpose. 

5. Subsection (3)(a) deals with general terms such as “as is,” “as they stand,” “with all 
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aults,” and the like. These terms in ordinary commercial usage are understood to mean 
hat the buyer takes the entire risk as to the quality of the goods involved. The terms 
covered by the subsection are in fact merely a particularization of subsection (3)(c), which 
provides for exclusion or modification of implied warranties by usage of trade. Nothing in 
subsection (3)(a) prevents a term such as “there are no implied warranties” from being ef- 
ective in appropriate circumstances, as when the term is a negotiated term between com- 
mercial parties. 

Satisfaction of subsection (3)(a) does not require that the language be set forth in a rec- 
ord, but if there is a record the language must be conspicuous if the contract is a consumer 
contract. 

6. The exceptions to the general rule set forth in subsections (3)(b) and (3)(c) are common 

actual situations in which the circumstances surrounding the transaction are in themselves 
sufficient to call the buyer’s attention to the fact that no implied warranties are made or 
hat a certain implied warranty is being excluded. 

Under subsection (3)(b), warranties may be excluded or modified by the circumstances 

hen the buyer examines the goods or a sample or model of them before entering into the 
contract. “Examination” as used in this paragraph is not synonymous with inspection 
before acceptance or at any other time after the contract has been made. Of course if the 
buyer discovers the defect and uses the goods anyway, or if the buyer unreasonably fails to 
examine the goods before using them, the resulting injuries may be found to have resulted 
rom the buyer's own action rather than have been proximately caused by a breach o 

arranty. See Sections 2-314 and 2-715. 

To bring the transaction within the scope of “refused to examine" in subsection (3)(b), it 
is not sufficient that the goods are available for inspection. There must in addition be an 
actual examination by the buyer or a demand by the seller that the buyer examine the 
goods fully. The seller's demand must place the buyer on notice that the buyer is assuming 

he risk of defects which the examination ought to reveal. 

Application of the doctrine of “caveat emptor" in all cases where the buyer examines the 
goods regardless of statements made by the seller is, however, rejected by this Article. 

hus, if the offer of examination is accompanied by words about their merchantability or 
specific attributes, and the buyer indicates clearly a reliance on those words rather than on 
he buyer's examination, the words give rise to an “express” warranty. In these cases, the 
question is one of fact about whether a warranty of merchantability has been expressly 
incorporated in the agreement. 

The particular buyer's skill and the normal method of examining goods in the circum- 
stances determine what defects are excluded by the examination. A failure to notice defects 

hich are obvious cannot excuse the buyer because of the lack of notice. However, an exam- 
ination under circumstances which do not permit chemical or other testing of the goods 
does not exclude defects which could be ascertained only by testing. Nor can latent defects 
be excluded by a simple examination. A professional buyer examining a product in the 
buyer's field will be held to have assumed the risk for all defects which a professional in the 

eld ought to observe, while a nonprofessional buyer will be held to have assumed the risk 
only for the defects as a layperson might be expected to observe. 

7. The situation in which the buyer gives precise and complete specifications to the seller 
is not explicitly covered in this section, but this is a frequent circumstance by which the 
implied warranties may be excluded. The warranty of fitness for a particular purpose 

ould not normally arise since in this situation there is usually no reliance on the seller by 
he buyer. The warranty of merchantability in a transaction of this type, however, must be 
considered in connection with the next section on the cumulation and conflict of warranties. 

nder paragraph(c) of that section in case of an inconsistency the implied warranty o 
merchantability is displaced by the express warranty that the goods will comply with the 
specifications. Thus, where the buyer gives detailed specifications as to the goods, neither o 
he implied warranties as to quality will normally apply to the transaction unless consis- 

ent with the specifications. 
Cross References: 

Point 1: Sections 2-202, 2-718 and 2-719. 

Point 6: Sections 1-205, 2-314 and 2-715. 
Definitional Cross References: 

"Agreement". Section 1-201. 
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“Buyer”. Section 2-103. 
“Conspicuous”. Section 2-103. 
“Consumer contract". Section 2-103. 
“Contract”. Section 1-201. 

“Course of dealing". Section 1-303. 
“Goods”. Section 2-103. 

“Record”. Section 2-103. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 

“Usage of trade". Section 1-303. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003 


2-317. Cumulation and Conflict of Warranties Express or 
Implied. 
Warranties whether express or implied shall be construed as consistent 
ith each other and as cumulative, but if such construction is unreason- 
able the intention of the parties shall determine which warranty is 
dominant. In ascertaining that intention the following rules apply: 


(a) Exact or technical specifications displace an inconsistent sample or 
model or general language of description. 


(b) A sample from an existing bulk displaces inconsistent general 
language of description. 


(c) Express warranties displace inconsistent implied warranties other 
than an implied warranty of fitness for a particular purpose. 


Official Comment 
Prior Uniform Statutory Provision: On cumulation of warranties see Sections 14, 15, 
and 16, Uniform Sales Act. 
Changes: Completely rewritten into one section. 
Purposes of Changes: 

1. The present section rests on the basic policy of this Article that no warranty is created 
except by some conduct (either affirmative action or failure to disclose) on the part of the 
seller. Therefore, all warranties are made cumulative unless this construction of the 
contract is impossible or unreasonable. 

This Article thus follows the general policy of the Uniform Sales Act except that in case 
of the sale of an article by its patent or trade name the elimination of the warranty of fit- 

ess depends solely on whether the buyer has relied on the seller's skill and judgment; the 
se of the patent or trade name is but one factor in making this determination. 

2. The rules of this section are designed to aid in determining the intention of the parties 
as to which of inconsistent warranties which have arisen from the circumstances of their 

ransaction shall prevail. These rules of intention are to be applied only where factors mak- 

ing for an equitable estoppel of the seller do not exist and where he has in perfect good 
aith made warranties which later turn out to be inconsistent. To the extent that the seller 
has led the buyer to believe that all of the warranties can be performed, he is estopped 
rom setting up any essential inconsistency as a defense. 

3. The rules in subsections (a), (b) and (c) are designed to ascertain the intention of the 
parties by reference to the factor which probably claimed the attention of the parties in the 

rst instance. These rules are not absolute but may be changed by evidence showing that 
he conditions which existed at the time of contracting make the construction called for by 
he section inconsistent or unreasonable. 
Cross Reference: 
Point 1: Section 2-315. 
Definitional Cross Reference: 
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“Party”. Section 1-201. 


§ 2-318. Third-Party Beneficiaries of Warranties and Obligations. 
(1) In this section: 
(a) “Immediate buyer” means a buyer that enters into a contract with 
the seller. 


(b) “Remote purchaser” means a person that buys or leases goods from 
an immediate buyer or other person in the normal chain of distribution. 


Alternative A to subsection (2) 

(2) A seller’s warranty to an immediate buyer, whether express or 
implied, a seller’s remedial promise to an immediate buyer, or a seller’s 
obligation to a remote purchaser under Section 2-313A or 2-313B extends 

o any individual who is in the family or household of the immediate buyer 
or the remote purchaser or who is a guest in the home of either if it is rea- 
sonable to expect that the person may use, consume, or be affected by the 
goods and who is injured in person by breach of the warranty, remedial 
promise, E: obligation. A seller may not exclude or limit the operation o 


Alternative B to subsection (2) 

(2) A seller's warranty to an immediate buyer, whether express or 
implied, a seller's remedial promise to an immediate buyer, or a seller's 
obligation to a remote purchaser under Section 2-313A or 2-313B extends 

o any individual who may reasonably be expected to use, consume, or be 
affected by the goods and who is injured in person by breach of the war- 


ranty, remedial promise, or obligation. A seller may not exclude or limit 
he operation of this section. 


Alternative C to subsection (2) 

(2) A seller's warranty to an immediate buyer, whether express or 
implied, a seller's remedial promise to an immediate buyer, or a seller's 
obligation to a remote purchaser under Section 2-313A or 2-313B extends 

o any person that may reasonably be expected to use, consume, or be af- 
fected by the goods and that is injured by breach of the warranty, remedial 
promise, or obligation. A seller may not exclude or limit the operation o 

his section with respect to injury to the person of an individual to whom 
he warranty, remedial promise, or obligation extends. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section retains original Article 2’s alternative approaches but expands each 
alternative to cover obligations arising under Sections 2-313A and 2-313B and remedial 
promises. 

2. The last sentence of each alternative to subsection (2) is not meant to suggest that a 
seller is precluded from excluding or disclaiming a warranty which might otherwise arise 
in connection with the sale provided the exclusion or modification is permitted by Section 
2-316. Nor is it intended to suggest that the seller is precluded from limiting the remedies 
of the immediate buyer or remote purchaser in any manner provided in Sections 2-718 or 
2-719. See also Section 2-313A(4) and Section 2-313B(4). To the extent that the contract o 
sale contains provisions under which warranties are excluded or modified, or remedies for 
breach are limited, the provisions are equally operative against beneficiaries of warranties 
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nder this section. What this last sentence forbids is exclusion of liability by the seller to 
he persons to whom the warranties, obligations and remedial promises accruing to the im- 
mediate buyer or remote purchaser would extend under this section. 

Alternative A extends protection to a third party beneficiaries who is a guest in the home 
of the immediate buyer or remoter purchaser. The status of “guest in the home" describes 
he category of beneficiaries covered by this provision, and it does not limit the situs of the 
breach. Thus, a guest in the home that would otherwise have rights under this section 
could be injured in the automobile of the immediate buyer or remote purchaser. Beyond 
his, the section is neutral and is not intended to enlarge or restrict the developed or 
developing case law on whether the seller's warranties, given to his buyer who resells, 
extend to other persons in the distributive chain. 

The last sentence of Alternative C permits a seller to reduce its obligations to third-party 
beneficiaries to a level commensurate with that imposed on the seller under Alternative 
B-that is, to eliminate liability to persons that are not individuals and to eliminate liabilit 
or damages other than personal injury. 

3. As used in this section, the term “remote purchaser" refers to the party to whom an 
obligation initially runs under Section 2-313A or 2-313B. It does not refer to any subsequent 
purchaser of the goods. 

4. As applied to warranties and remedial promises arising under Sections 2-313, 2-314 
and 2-315, the purpose of this section is to give certain beneficiaries the benefit of the war- 

anties and remedial promises which the immediate buyer received in the contract of sale, 
hereby freeing any beneficiaries from any technical rules as to *privity." It seeks to ac- 
complish this purpose without any derogation of any right or remedy arising under the law 
of torts. Implicit in the section is that any beneficiary of a warranty may bring a direct ac- 
ion for breach of warranty against the seller whose warranty extends to the beneficiary. 

Obligations and remedial promises under Sections 2-313A and 2-313B arise initially in a 

on-privity context but are extended under this section to the same extent as warranties 
and remedial promises running to a buyer in privity. 
Cross References: 

Point 1: Sections 2-313A, 2-313B. 

Point 2: Sections 2-313A, 2-313B, 2-316, 2-718 and 2-719. 

Point 3: Sections 2-313A, 2-313B. 

Point 4: Section 2-318, 2-313A, 2-313B, 2-314, 2-315. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Lease”. Section 2A-103. 

“Remedial promise". Section 2-103. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-319. Reserved. 


egislative Note: Sections 2-319 through 2-324 have been eliminated because they are incon- 
istent with modern commercial practices. 


Official Comment 
Sections 2-319 through 2-324 have been repealed. The effect of a party's use of shipping 
erms such as “FOB,” “CIF,” or the like, absent any express agreement to the meaning o 
he terms, must be interpreted in light of any applicable usage of trade and any course o 
performance or course of dealing between the parties. 
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2-320. Reserved. 
2-321. Reserved. 
2-322. Reserved. 
2-323. Reserved. 
2-324. Reserved. 


$ 
$ 
$ 
$ 
$ 
$ 


2-325. Failure to Pay by Agreed Letter of Credit. 


If the parties agree that the primary method of payment will be by letter 
of credit, the following rules apply: 


(a) The buyer's obligation to pay is suspended by seasonable delivery 
to the seller of a letter of credit issued or confirmed by a financing agency 
of good repute in which the issuer and any confirmer undertake to pay 
against presentation of documents that evidence delivery of the goods. 


(b) Failure of a party seasonably to furnish a letter of credit as agreed 
is a breach of the contract for sale. 


(c) If the letter of credit is dishonored or repudiated, the seller, on 
seasonable notification, may require payment directly from the buyer. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section conforms to revised Article 5. 

2. Subsection (c) follows the general policy of this Article and Article 3 (Section 3-310) on. 
conditional payment, under which payment by check or other short-term instrument is not 
ordinarily final between the parties if the recipient presents the instrument and it is not 
paid. Thus the furnishing of a letter of credit does not substitute the financing agency's 
obligation for the buyer's, but the seller must first give the buyer reasonable notice of his 
intention to demand direct payment from the buyer. 

Cross References: 

Point 2: Sections 2-403, 2-511(3) and 3-802 and Article 5. 
Definitional Cross References: 

“Agree”. Section 1-201. 

“Buyer”. Section 2-103. 

“Delivery”. Section 2-103. 

*Dishonored". Section 3-502. 

“Financing agency”. Section 2-104. 

“Letter of credit". Section 5-102(a)(10). 

“Notification”. Section 1-202. 

“Party”. Section 1-201. 

“Seasonable”. Section 1-205. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-326. Sale on Approval and Sale or Return. 


(1) Unless otherwise agreed, if delivered goods may be returned by the 
buyer even if they conform to the contract, the transaction is: 


114 


(a) a *sale on approval" if the goods are delivered primarily for use; 
and 
(b) a *sale or return" if the goods are delivered primarily for resale. 
(2) Goods held on approval are not subject to the claims of the buyer's 
creditors until acceptance; goods held on sale or return are subject to such 
claims while in the buyer's possession. 
(3) Any *or return" term of a contract for sale is to be treated as a sepa- 
rate contract for sale under Section 2-201 and as contradicting the sale 
aspect of the contract under Section 2-202. 


As amended in 1999 and 2003. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Both a “sale on approval” and a “sale or return” should be distinguished from other 
ypes of transactions with which they frequently have been confused. A *sale on approval," 

sometimes also called a “sale on trial" or “on satisfaction," deals with a contract under 

hich the seller undertakes a risk in order to satisfy its prospective buyer with the appear- 
ance or performance of the goods that are sold. The goods are delivered to the prospective 
purchaser but they remain the property of the seller until the buyer accepts them. The 
price has already been agreed. The buyer's willingness to receive and test the goods is the 
consideration for the seller's engagement to deliver and sell. A “sale or return," on the other 
hand, typically is a sale to a merchant whose unwillingness to buy is overcome by the 
seller's engagement to take back the goods (or any commercial unit of goods) in lieu of pay- 
ment if they fail to be resold. A *sale or return" is a present sale of goods which may be 
undone at the buyer's option. Accordingly, subsection (2) provides that goods delivered on 
approval are not subject to the prospective buyer's creditors until acceptance, and goods 
delivered in a sale or return are subject to the buyer's creditors while in the buyer's 
possession. 

These two transactions are so strongly delineated in practice and in general understand- 
ing that every presumption runs against a delivery to a consumer being a “sale or return” 
and against a delivery to a merchant for resale being a “sale on approval.” 

2. The right to return goods for failure to conform to the contract of sale does not make 
he transaction a “sale on approval" or “sale or return” and has nothing to do with this sec- 

ion or Section 2-327. This section is not concerned with remedies for breach of contract. It 

deals instead with a power given by the contract to turn back the goods even though they 
are wholly as warranted. This section nevertheless presupposes that a contract for sale is 
contemplated by the parties, although that contract may be of the particular character that 
his section addresses (i.e., a sale on approval or a sale or return). 

If a buyer's obligation as a buyer is conditioned not on its personal approval but on the 
article's passing a described objective test, the risk of loss by casualty pending the test is 
properly the seller's and proper return is at its expense. On the point of “satisfaction” as 
meaning “reasonable satisfaction" when an industrial machine is involved, this Article 

akes no position. 

3. Subsection (3) resolves a conflict in the pre-UCC case law by recognizing that an “or 
eturn" provision is so definitely at odds with any ordinary contract for sale of goods that i 

ritten agreement is involved the “return” term must be contained in a written 
memorandum. The *or return" aspect of a sales contract must be treated as a separate 
contract under the statute of frauds section and as contradicting the sale insofar as ques- 

ions of parol or extrinsic evidence are concerned. 

4. Certain true consignments transactions were dealt with in former Sections 2-326(3) 
and 9-114. These provisions have been deleted and have been replaced by new provisions o 
Article 9. See e.g., Sections 9-109(a)(4); 9-103(d); 9-319. 

Cross References: 

Point 1: Article 9. 
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Point 2: Sections 2-20, 2-202 and 2-327. 

Point 4: Section 2-326 and Article 9. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform to the contract”. Section 2-106. 

“Creditor”. Section 1-201. 

“Delivered”. Section 2-108. 

*Goods". Section 2-103. 

*Sale". Section 2-106. 

*Sale on approval". Section 2-326. 

*Sale on return". Section 2-326. 


s amended in 1999, 2000 and 2003. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 2001. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-327. Special Incidents of Sale on Approval and Sale or Return. 
(1) Under a sale on approval unless otherwise agreed 


(a) although the goods are identified to the contract the risk of loss 
and the title do not pass to the buyer until acceptance; and 


(b) use of the goods consistent with the purpose of trial is not accep- 
tance but failure seasonably to notify the seller of election to return the 
goods is acceptance, and if the goods conform to the contract acceptance 
of any part is acceptance of the whole; and 


(c) after due notification of election to return, the return is at the 
seller's risk and expense but a merchant buyer must follow any reason- 
able instructions. 


(2) Under a sale or return unless otherwise agreed 


(a) the option to return extends to the whole or any commercial unit o 
the goods while in substantially their original condition, but must be 
exercised seasonably; and 


(b) the return is at the buyer's risk and expense. 


Official Comment 
Prior Uniform Statutory Provision: Section 19(3), Uniform Sales Act. 
Changes: Completely rewritten in preceding and this section. 
Purposes of Changes: To make it clear that: 

1. In the case of a sale on approval: 

If all of the goods involved conform to the contract, the buyer's acceptance of part of the 
goods constitutes acceptance of the whole. Acceptance of part falls outside the normal 
intent of the parties in the “on approval” situation and the policy of this Article allowing 
partial acceptance of a defective delivery has no application here. A case where a buyer 
akes home two dresses to select one commonly involves two distinct contracts; if not, it is 
covered by the words *unless otherwise agreed". 

2. In the case of a sale or return, the return of any unsold unit merely because it is 
nsold is the normal intent of the “sale or return" provision, and therefore the right to 
eturn for this reason alone is independent of any other action under the contract which 
ould turn on wholly different considerations. On the other hand, where the return o 

goods is for breach, including return of items resold by the buyer and returned by the 
ultimate purchasers because of defects, the return procedure is governed not by the present 
section but by the provisions on the effects and revocation of acceptance. 

3. In the case of a sale on approval the risk rests on the seller until acceptance of the 
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goods by the buyer, while in a sale or return the risk remains throughout on the buyer. 

4. Notice of election to return given by the buyer in a sale on approval is sufficient to 
elieve him of any further liability. Actual return by the buyer to the seller is required in 
he case of a sale or return contract. What constitutes due “giving” of notice, as required in 

"on approval" sales, is governed by the provisions on good faith and notice. “Seasonable” is 
sed here as defined in Section 1-204. Nevertheless, the provisions of both this Article and 

of the contract on this point must be read with commercial reason and with full attention 
o good faith. 

Cross References: 

Point 1: Sections 2-501, 2-601 and 2-603. 

Point 2: Sections 2-607 and 2-608. 

Point 4: Sections 1-201 and 1-204. 

Definitional Cross References: 

"Agreed". Section 1-201. 

“Buyer”. Section 2-103. 

“Commercial unit”. Section 2-105. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Merchant”. Section 2-104. 

“Notifies”. Section 1-202. 

“Notification”. Section 1-202. 

“Sale on approval”. Section 2-326. 

“Sale or return”. Section 2-326. 

“Seasonably”. Section 1-205. 

“Seller”. Section 2-103. 


§ 2-328. Sale by Auction. 


(1) In a sale by auction, if goods are put up in lots, each lot is the subject 
of a separate sale. 

(2) A sale by auction is complete when the auctioneer so announces by 

he fall of the hammer or in other customary manner. If a bid is made dur- 

ing the process of completing the sale but before a prior bid is accepted, 
he auctioneer has discretion to reopen the bidding or to declare the goods 
sold under the prior bid. 

(3) A sale by auction is subject to the seller’s right to withdraw the goods 

nless at the time the goods are put up or during the course of the auction 
it is announced in express terms that the right to withdraw the goods is 
mot reserved. In an auction in which the right to withdraw the goods is 
reserved, the auctioneer may withdraw the goods at any time until comple- 
ion of the sale is announced by the auctioneer. In an auction in which the 
right to withdraw the goods is not reserved, after the auctioneer calls for 
bids on an article or lot, the article or lot may not be withdrawn unless no 
bid is made within a reasonable time. In either case a bidder may retract a 
bid until the auctioneer’s announcement of completion of the sale, but a 
bidder's retraction does not revive any previous bid. 

(4) If the auctioneer knowingly receives a bid on the seller's behalf or the 
seller makes or procures such a bid, and notice has not been given that lib- 
erty for such bidding is reserved, the buyer may at the buyer's option 
avoid the sale or take the goods at the price of the last good-faith bid prior 

o the completion of the sale. This subsection shall not apply to any bid at 
an auction required by law. 
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As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The auctioneer may use discretion either in reopening the bidding or closing the sale 

on a bid made during the process of completing the sale when a bid is made at that moment. 
he recognition of a bid of this kind by the auctioneer does not mean a closing in favor o 
he bidder, but only that the bid has been accepted as a continuation of the bidding. I 
ecognized, this bid discharges the bid made during the process of completing the sale. 

2. An auction with the right to withdraw the goods is the normal procedure. Because o 
different usage, the phrases “with reserve” and “without reserve” are no longer used in this 
section. Nevertheless, auction sales subject to the seller’s power to withdraw the goods are 

nown as sales “with reserve,” while auction sales where the seller has no power to 
ithdraw the goods are known as sales “without reserve” or “absolute” sales. 

3. Suppose, during the course of an auction where the seller reserves power to withdraw 

he goods, the auctioneer expressly announces that the seller no longer reserves power to 
ithdraw the goods. Original Section 2-328(3) did not recognize this possibility, which ex- 
ists in practice. Such a conversion, in effect, announces a “reserve bid” in that the goods 

ill not be sold below the last bid before the conversion. A sale “without reserve” can also 
be converted to a sale “with reserve” during the course of the auction. 

Cross Reference: 

Point 2: Section 2-205. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Goods”. Section 2-103. 

“Lot”. Section 2-105. 

“Notice”. Section 1-202. 

“Reasonable time”. Section 1-205. 

“Sale”. Section 2-106. 

“Seller”. Section 2-103. 

“Terms”. Section 1-201. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


PART 4. TITLE, CREDITORS, AND GOOD-FAITH 
PURCHASERS 


$ 2-401. Passing of Title; Reservation for Security; Limited 
Application of this Section. 

Each provision of this Article with regard to the rights, obligations, and 
remedies of the seller, the buyer, purchasers, or other third parties applies 
irrespective of title to the goods except where the provision refers to such 

itle. Insofar as situations are not covered by the other provisions of this 
ticle and matters concerning title become material, the following rules 
apply: 

(1) Title to goods cannot pass under a contract for sale prior to their 
identification to the contract (Section 2-501), and unless otherwise 
explicitly agreed, the buyer acquires by their identification a special 
property as limited by this Act. Any retention or reservation by the 
seller of the title (property) in goods shipped or delivered to the buyer is 
limited in effect to a reservation of a security interest. Subject to these 
provisions and to Article 9, title to goods passes from the seller to the 
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buyer in any manner and on any conditions explicitly agreed on by the 
parties. 

(2) Unless otherwise explicitly agreed title passes to the buyer at the 
time and place at which the seller completes performance with reference 
to the delivery of the goods, despite any reservation of a security interest 
and even if a document of title is to be delivered at a different time or 
place; and in particular and despite any reservation of a security inter- 
est by the bill of lading: 

(a) if the contract requires or authorizes the seller to send the goods 
to the buyer but does not require the seller to deliver them at destina- 
tion, title passes to the buyer at the time and place of shipment; but 

(b) if the contract requires delivery at destination, title passes on 
tender there. 

(3) Unless otherwise explicitly agreed, if delivery is to be made without 
moving the goods: 

(a) if the seller is to deliver a tangible document of title, title passes 
at the time when and the place where the seller delivers the docu- 
ment, and if the seller is to deliver an electronic document of title, 
title passes when the seller delivers the document; or 

(b) if the goods are at the time of contracting already identified and 
no documents of title are to be delivered, title passes at the time and 
place of contracting. 

(4) A rejection or other refusal by the buyer to receive or retain the 
goods, whether or not justified, or a justified revocation of acceptance 


revests title to the goods in the seller. Such revesting occurs by opera- 
tion of law and is not a “sale”. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: See generally, Sections 17, 18, 19 and 20, Uniform 
Sales Act. 
Purposes: To make it clear that: 

1. This Article deals with the issues between seller and buyer in terms of step by step 
performance or non-performance under the contract for sale and not in terms of whether or 
not “title” to the goods has passed. That the rules of this section in no way alter the rights 
of either the buyer, seller or third parties declared elsewhere in the Article is made clear by 

he preamble of this section. This section, however, in no way intends to indicate which line 

of interpretation should be followed in cases where the applicability of “public” regulation 
depends upon a “sale” or upon location of “title” without further definition. The basic policy 
of this Article that known purpose and reason should govern interpretation cannot extend 
beyond the scope of its own provisions. It is therefore necessary to state what a “sale” is 
and when title passes under this Article in case the courts deem any public regulation to 
incorporate the defined term of the “private” law. 

2. *Future" goods cannot be the subject of a present sale. Before title can pass the goods 
must be identified in the manner set forth in Section 2-501. The parties, however, have full 
iberty to arrange by specific terms for the passing of title to goods which are existing. 

3. The “special property" of the buyer in goods identified to the contract is excluded from 

he definition of “security interest"; its incidents are defined in provisions of this Article 
such as those on the rights of the seller's creditors, on good faith purchase, on the buyer's 
ight to goods on the seller's insolvency, and on the buyer's right to specific performance or 
eplevin. 

4. The factual situations in subsections (2) and (3) upon which passage of title turn actu- 


119 


UNIFORM COMMERCIAL CODE 


ally base the test upon the time when the seller has finally committed himself in regard to 
specific goods. Thus in a “shipment” contract he commits himself by the act of making the 
shipment. If shipment is not contemplated subsection (3) turns on the seller’s final commit- 
ment, i.e. the delivery of documents or the making of the contract. As to delivery of an 
electronic document of title, see definition of delivery in Article 1, Section 1-201. This 
Article does not state a rule as to the place of title passage as to goods covered by an 
electronic document of title. 
Cross References: 

Point 2: Sections 2-102, 2-501 and 2-502. 

Point 3: Sections 1-201, 2-402, 2-403, 2-502 and 2-716. 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Bill of lading”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 2-103. 

“Document of title”. Section 1-201. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Receipt” of goods. Section 2-103. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Sale”. Section 2-106. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 

“Send”. Section 1-201. 


s amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 2-402. Rights of Seller's Creditors Against Sold Goods. 


(1) Except as provided in subsections (2) and (3), rights of unsecured 
creditors of the seller with respect to goods that have been identified to a 
contract for sale are subject to the buyer's rights to recover the goods 

nder Sections 2-502 and 2-716. 


(2) A creditor of the seller may treat a sale or an identification of goods 
o a contract for sale as void if as against the creditor a retention of pos- 
session by the seller is fraudulent under any rule of law of the state where 
he goods are situated. However, retention of possession in good faith and 
current course of trade by a merchant-seller for a commercially reasonable 
ime after a sale or identification is not fraudulent. 
(3) Except as otherwise provided in Section 2-403(2), nothing in this 
Article shall be deemed to impair the rights of creditors of the seller: 
(a) under Article 9; or 
(b) if identification to the contract or delivery is made not in current 
course of trade but in satisfaction of or as security for a preexisting 
claim for money, security, or the like and is made under circumstances 
that under any rule of law of the state where the goods are situated 
would apart from this Article constitute the transaction a fraudulent 
transfer or voidable preference. 
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As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (2)—Section 26, Uniform Sales Act; 
Subsections (1) and (3)—none. 
Changes: Rephrased. 
Purposes of Changes and New Matter: To avoid confusion on ordinary issues between 
current sellers and buyers and issues in the field of preference and hindrance by making it 
clear that: 

1. Local law on questions of hindrance of creditors by the seller's retention of possession 
of the goods are outside the scope of this Article, but retention of possession in the current 
course of trade is legitimate. Transactions which fall within the law's policy against 
improper preferences are reserved from the protection of this Article. 

2. The retention of possession of the goods by a merchant seller for a commercially rea- 
sonable time after a sale or identification in current course is exempted from attack as 

audulent. Similarly, the provisions of subsection (3) have no application to identification 
or delivery made in the current course of trade, as measured against general commercial 
understanding of what a “current” transaction is. 

3. The cross reference in subsection (3) to Section 2-403(2) shows the relationship of these 
sections and Article 9. A transfer under Section 2-403(2) can cause impairment of the 

ights of a secured party under Article 9. (Section 9-315(a)). 
Cross References: 
Point 3: Sections 2-403 and 9-315. 
Definitional Cross References: 

"Contract for sale". Section 2-106. 

"Creditor". Section 1-201. 

“Goods”. Section 2-103. 

“Merchant”. Section 2-104. 

“Money”. Section 1-201. 

"Reasonable time". Section 1-205. 

"Rights". Section 1-201. 

“Sale”. Section 2-106. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-403. Power to Transfer; Good Faith Purchase of Goods; 
*Entrusting". 

(1) A purchaser of goods acquires all title that the purchaser's transferor 
had or had power to transfer except that a purchaser of a limited interest 
acquires rights only to the extent of the interest purchased. A person with 

oidable title has power to transfer a good title to a good-faith purchaser 
for value. If goods have been delivered under a transaction of purchase, 
he purchaser has such power even if: 
(a) the transferor was deceived as to the identity of the purchaser; 
(b) the delivery was in exchange for a check that is later dishonored; 
(c) it was agreed that the transaction was to be a “cash sale"; or 
(d) the delivery was procured through criminal fraud. 

(2) Any entrusting of goods to a merchant that deals in goods of that 

kind gives the merchant power to transfer all of the entruster's rights to 
he goods and to transfer the goods free of any interest of the entruster to 
a buyer in ordinary course of business. 
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(3) “Entrusting” includes any delivery and any acquiescence in retention 
of possession regardless of any condition expressed between the parties to 
he delivery or acquiescence and regardless of whether the procurement o 
he entrusting or the possessor’s disposition of the goods was punishable 
nder the criminal law. 


[Legislative Note: If a state adopts the repealer of Article 6—Bulk Transfers (Alternative 
A), subsection (4) should read as follows:] 


(4) The rights of other purchasers of goods and of lien creditors are 
governed by Articles 7 and 9. 


[Legislative Note: If a state adopts revised Article 6—Bulk Sales (Alternative B), subsec- 
tion (4) should read as follows:] 


(4) The rights of other purchasers of goods and of lien creditors are 
governed by Articles 6, 7, and 9. 


As amended in 1998 and 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The basic policy that allows the transfer of such title as the transferor has is recognized 
under subsection (1). In this respect, the provisions of the section are applicable to a person 
aking by any form of “purchase” as defined by this Act. (Section 1-201(a)(29)). Moreover 
he policy of this Act expressly providing for the application of supplementary general 
principles of law to sales transactions wherever appropriate (Section 1-103) joins with the 
present section to continue unimpaired all rights acquired under the law of agency or of ap- 
parent agency or ownership or other estoppel, whether based on statutory provisions or on 
case law. The section also leaves unimpaired the powers given to selling factors under the 
earlier Factors Acts. In addition, subsection (1) provides specifically for the protection o 
he good faith purchaser for value in a number of specific situations which were trouble- 
some under prior law. 

On the other hand, the contract of purchase is of course limited by its own terms, as in a 
case of pledge for a limited amount, or of sale of a fractional interest in goods. 

2. The many particular situations in which a buyer in ordinary course of business has 
been protected against a reservation of a property right or other interest are gathered by 
subsections (2) and (3) into a single principle protecting persons that buy in ordinary 
course of business. Consignors have no reason to complain, nor have lenders who hold a se- 
curity interest in the inventory, since the very purpose of goods in inventory is to be turned 
into cash by sale. (Section 9-109, which provides that a consignment is within the scope o 

rticle 9; Section 9-315(a), which provides that Article 9 security interests are defeated by 
he rights of a buyer in ordinary course of business under Section 2-403(2).). 

The principle is extended in subsection (3) to fit with the abolition of the old law of *cash 
sale" by subsection (1)(c). It is freed from any local or specific technicalities, and it extends 
aw to any criminal fraud or conduct punishable under criminal law. The policy is extended, 
in the interest of simplicity and sense, to any entrusting by a bailor. This is in consonance 

ith the explicit provisions of Section 7-205 on the powers of a warehouse that is also in 
he business of buying and selling goods of the kind that are warehoused. As to entrusting 
by a secured party, subsection (2) provides that a buyer in ordinary course of business 
akes free of the security interest. (See Section 9-315(a)). 

3. Except as provided in subsection (1), the rights of purchasers other than buyers in 
ordinary course are left to the Articles on Secured Transactions (Article 9) and Documents 
of Title (Article 7). 

Cross References: 

Point 1: Sections 1-103 and 1-201. 

Point 2: Sections 2-315, 2-403, 7-205 and Article 9. 

Point 3: Sections 1-102, 1-201, 2-104, 2-707 and Articles 6, 7 and 9. 

Point 4: Sections 1-102, 1-201, 2-104, 2-707 and Articles 6, 7 and 9. 
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Definitional Cross References: 
“Buyer in ordinary course of business". Section 1-201. 
“Delivery”. Section 2-103. 
*Dishonor". Section 3-502. 
*Goods". Section 2-103. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Term”. Section 1-201. 
“Value”. Section 1-204. 
As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


PART 5. PERFORMANCE 


$ 2-501. Insurable Interest in Goods; Manner of Identification of 
Goods. 

(1) The buyer obtains a special property and an insurable interest in 
goods by identification of existing goods as goods to which the contract 
refers even if the goods so identified are nonconforming and the buyer has 
an option to return or reject them. Such identification may be made at any 
ime and in any manner explicitly agreed to by the parties. In the absence 
of explicit agreement identification occurs: 

(a) when the contract is made if it is for the sale of goods already 
existing and identified; 

(b) if the contract is for the sale of future goods other than those 
described in paragraph (c), when goods are shipped, marked, or 
otherwise designated by the seller as goods to which the contract refers; 

(c) when the crops are planted or otherwise become growing crops or 
the young are conceived if the contract is for the sale of unborn young to 
be born within 12 months after contracting or for the sale of crops to be 
harvested within 12 months or the next normal harvest season after 
contracting whichever is longer. 

(2) The seller retains an insurable interest in goods so long as title to or 
any security interest in the goods remains in the seller. If the identifica- 

ion is by the seller alone, the seller may until default or insolvency or 
notification to the buyer that the identification is final substitute other 
goods for those identified. 

(3) Nothing in this section impairs any insurable interest recognized 

nder any other statute or rule of law. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 17 and 19, Uniform Sales Act. 
Purposes: 

1. The present section deals with the manner of identifying goods to the contract so that 
an insurable interest in the buyer and the rights set forth in the next section will accrue. 
Generally speaking, identification may be made in any manner "explicitly agreed to" by the 
parties. The rules of paragraphs (a), (b) and (c) apply only in the absence of such "explicit 
agreement". 
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2. In the ordinary case identification of particular existing goods as goods to which the 

contract refers is unambiguous and may occur in one of many ways. It is possible, however, 

or the identification to be tentative or contingent. In view of the limited effect given to 
identification by this Article, the general policy is to resolve all doubts in favor o 
identification. 

3. The provision of this section as to “explicit agreement” clarifies the present confusion 
in the law of sales which has arisen from the fact that under prior uniform legislation all 

ules of presumption with reference to the passing of title or to appropriation (which in 
urn depended upon identification) were regarded as subject to the contrary intention of the 
parties or of the party appropriating. Such uncertainty is reduced to a minimum under this 
section by requiring “explicit agreement” of the parties before the rules of paragraphs (a), 
(b) and (c) are displaced—as they would be by a term giving the buyer power to select the 
goods. An “explicit” agreement, however, need not necessarily be found in the terms used in 
he particular transaction. Thus, where a usage of the trade has previously been made ex- 
plicit by reduction to a standard set of “rules and regulations” currently incorporated by 
eference into the contracts of the parties, a relevant provision of those “rules and regula- 
ions” is “explicit” within the meaning of this section. 

4. In view of the limited function of identification there is no requirement in this section. 

hat the goods be in deliverable state or that all of the seller’s duties with respect to the 

processing of the goods be completed in order that identification occur. For example, despite 

identification the risk of loss remains on the seller under the risk of loss provisions until 

completion of his duties as to the goods and all of his remedies remain dependent upon his 
ot defaulting under the contract. 

5. Undivided shares in an identified fungible bulk, such as grain in an elevator or oil in a 
storage tank, can be sold. The mere making of the contract with reference to an undivided 
share in an identified fungible bulk is enough under subsection (a) to effect an identification 
if there is no explicit agreement otherwise. The seller’s duty, however, to segregate and 
deliver according to the contract is not affected by such an identification but is controlled by 
other provisions of this Article. 

6. Identification of crops under paragraph (c) is made upon planting only if they are to be 
harvested within the year or within the next normal harvest season. The phrase “next 

ormal harvest season” fairly includes nursery stock raised for normally quick “harvest,” 
but plainly excludes a “timber” crop to which the concept of a harvest “season” is 
inapplicable. 

Paragraph (c) is also applicable to a crop of wool or the young of animals to be born 

ithin twelve months after contracting. The product of a lumbering, mining or fishing 
operation, though seasonal, is not within the concept of “growing”. Identification under a 
contract for all or part of the output of such an operation can be effected early in the 
operation. 

Cross References: 

Point 1: Section 2-502. 

Point 4: Sections 2-509, 2-510 and 2-703. 

Point 5: Sections 2-103, 2-105, 2-308, 2-503 and 2-509. 

Point 6: Sections 2-103, 2-107(1) and 2-402. 

Definitional Cross References: 

“Agreement”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Future goods”. Section 2-105. 

“Goods”. Section 2-103. 

“Notification”. Section 1-202. 

“Party”. Section 1-201. 

“Sale”. Section 2-106. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 
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$ 2-502. Buyer's Right to Goods on Seller's Insolvency, 
Repudiation, or Failure to Deliver. 
(1) Subject to subsections (2) and (3) and even if the goods have not been 
shipped, a buyer that has paid a part or all of the price of goods in which 
he buyer has a special property under Section 2-501 may on making and 
keeping good a tender of any unpaid portion of their price recover them 
from the seller if: 
(a) in the case of goods bought by a consumer, the seller repudiates or 
fails to deliver as required by the contract; or 
(b) in all cases, the seller becomes insolvent within 10 days after 
receipt of the first installment on their price. 
(2) The buyer's right to recover the goods under subsection (1) vests 
pon acquisition of a special property, even if the seller had not then 
repudiated or failed to deliver. 
(3) If the identification creating a special property has been made by the 
buyer, the buyer acquires the right to recover the goods only if they 
conform to the contract for sale. 


As amended in 1999 and 2003. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section gives an additional right to the buyer as a result of identification of the 

goods to the contract in the manner provided in Section 2-501. The buyer is given a right to 

ecover the goods, conditioned upon making and keeping good a tender of any unpaid por- 
ion of the price, in two limited circumstances. First, a consumer buyer may recover the 
goods if the seller repudiates the contract or fails to deliver the goods. Second, in any case, 
he buyer may recover the goods if the seller becomes insolvent within 10 days after the 
seller receives the first installment on their price. The buyer's right to recover the goods 
under this section is an exception to the usual rule, under which the disappointed buyer 
must resort to an action to recover damages. 

2. The question of whether the buyer also acquires a security interest in identified goods 
and has rights to the goods when insolvency takes place after the ten day period provided 
in this section depends upon compliance with the provisions of the Article on Secured 

ransactions (Article 9). 
3. Under subsection (2), the buyer's right to recover goods under subsection (1) vests 
pon acquisition of a special property, which occurs upon identification of the goods to the 
contract. See Section 2-501. Inasmuch as a secured party normally acquires no greater 
ights in its collateral than its debtor had or had power to convey, see Section 2-403(1) (first 

sentence), a buyer who acquires a right to recover under this section will take free of a se- 
curity interest created by the seller if it attaches to the goods after the goods have been 
identified to the contract. The buyer will take free, even if the buyer does not buy in 
ordinary course and even if the security interest is perfected. Of course, to the extent that 
he buyer pays the price after the security interest attaches, the payments will constitute 
proceeds of the security interest. 

4. Subsection (3) is included to preclude the possibility of unjust enrichment which would 
exist if the buyer were permitted to recover goods even though they were greatly superior 
in quality or quantity to that called for by the contract for sale. 

Cross References: 

Point 1: Sections 1-201 and 2-702. 

Point 2: Article 9. 

Definitional Cross References: 

“Buyer”. Section 2-103. 
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“Consumer”. Section 2-103. 
*Conform". Section 2-106. 
*Contract for sale". Section 2-106. 
*Deliver". Section 2-103. 

*Goods". Section 2-103. 

“Insolvent”. Section 1-201. 
“Rights”. Section 1-201. 

“Seller”. Section 2-103. 

s amended in 1999 and 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-503. Manner of Seller’s Tender of Delivery. 

(1) Tender of delivery requires that the seller put and hold conforming 
goods at the buyer’s disposition and give the buyer any notification reason- 
ably necessary to enable the buyer to take delivery. The manner, time, and 
place for tender are determined by the agreement and this Article, and in 
particular: 

(a) tender must be at a reasonable hour, and if it is of goods they must 
be kept available for the period reasonably necessary to enable the buyer 
to take possession; but 

(b) unless otherwise agreed the buyer must furnish facilities reason- 
ably suited to the receipt of the goods. 

(2) If the case is within Section 2-504, tender requires that the seller 
comply with its provisions. 


(3) If the seller is required to deliver at a particular destination, tender 
requires that the seller comply with subsection (1) and also in any ap- 
propriate case tender documents as described in subsections (4) and (5) o 

his section. 


(4) If goods are in the possession of a bailee and are to be delivered 
ithout being moved: 

(a) tender requires that the seller either tender a negotiable document 
of title covering such goods or procure acknowledgment by the bailee to 
the buyer of the buyer’s right to possession of the goods; but 

(b) tender to the buyer of a nonnegotiable document of title or of a rec- 
ord directing the bailee to deliver is sufficient tender unless the buyer 
seasonably objects, and except as otherwise provided in Article 9 receipt 
by the bailee of notification of the buyer’s rights fixes those rights as 
against the bailee and all third persons; but risk of loss of the goods and 
of any failure by the bailee to honor the nonnegotiable document of title 
or to obey the direction remains on the seller until the buyer has had a 
reasonable time to present the document or direction. Refusal by the 
bailee to honor the document or to obey the direction defeats the tender. 
(5) If the contract requires the seller to deliver documents: 

(a) the seller must tender all such documents in correct form; and 

(b) tender through customary banking channels is sufficient and dis- 
honor of a draft accompanying or associated with the documents consti- 
tutes nonacceptance or rejection. 


As amended in 2003. 
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See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The major general rules governing the manner of proper or due tender of delivery are 
gathered in this section. The term “tender” is used in this Article in two different senses. In 
one sense it refers to *due tender," which contemplates an offer coupled with a present abil- 
ity to fulfill all the conditions that rest on the tendering party, and it must be followed by 
actual performance if the other party shows readiness to proceed. Unless the context 
unmistakably indicates otherwise this is the meaning of “tender” in this Article, and the oc- 
casional addition of the word *due" is only for clarity and emphasis. At other times it is 

sed to refer to an offer of goods or documents under a contract as if in fulfillment of its 
conditions even though there is a defect when measured against the contract obligation. 

sed in either sense, however, “tender” connotes performance by the tendering party that 
he other party in default if the other party fails to proceed in some manner. These concepts 
of tender would apply to tender of either tangible or electronic documents of title. 

2. The seller's general duty to tender and deliver is set out in Section 2-301 and more 
particularly in Section 2-507. The seller's right to a receipt if the seller demands one, i 

eceipts are customary, is governed by Section 1-303. 

Subsection (1) of this section sets forth two primary requirements of tender: first, that 
he seller ^put and hold conforming goods at the buyer's disposition" and, second, that the 
seller“give the buyer any notice reasonably necessary to enable the buyer to take delivery." 

In cases in which payment is due and demanded upon delivery, the “buyer’s disposition" 
is qualified by the seller's right to reclaim the goods under Section 2-507(2). However, 

here the seller is demanding payment on delivery the seller must first allow the buyer to 
inspect the goods to avoid impairing the tender unless the contract contains standard ship- 
ping terms or other terms that would negate the right of inspection before payment. (See 
Section 2-513(3)). 

In the case of contracts of sale involving documents, the seller can *put and hold conform- 
ing goods at the buyer's disposition" under subsection (1) by tendering documents which 
give the buyer complete control of the goods under the provisions of Article 7. 

3. Under paragraph (a) of subsection (1) usage of the trade and the circumstances of the 
particular case determine what is a reasonable hour for tender and what constitutes a rea- 
sonable period of holding the goods available. 

4. The buyer must furnish reasonable facilities for the receipt of the goods tendered by 

he seller under subsection (1), paragraph (b). This obligation of the buyer is not part of the 
seller's tender. 

5. For the purposes of subsections (2) and (3) there is omitted from this Article the rule 
under prior uniform legislation that a term requiring the seller to pay the freight or cost o 

ransportation to the buyer is equivalent to an agreement by the seller to deliver to the 
buyer or at an agreed destination. This omission is with the specific intention of negating 
he rule, for under this Article a “shipment” contract is regarded as the normal one and a 
"destination" contract as the variant type. The seller is not obligated to deliver at a named 
destination and bear the concurrent risk of loss until arrival unless the seller has specifi- 
cally agreed to deliver or the commercial understanding of the terms used by the parties 
contemplates a destination contract. 

6. Under Subsection (4)(a) the bailee’s acknowledgment must be made to the buyer. See 

ason’s Foods, Inc. V. Peter Eckrick & Sons, Inc., 774 F.2d 214 (7 Cir. 1985) Paragraph 
(b) of subsection (4) adopts the rule, subject to Article 9, that between the buyer and the 
seller the risk of loss remains on the seller during a period reasonable for securing 
acknowledgment of the transfer from the bailee while as against all other parties the 
buyer's rights are fixed as of the time the bailee receives notice of the transfer. 

7. Under subsection (5) documents are never “required” except where there is an express 
contract term or it is plainly implicit in the peculiar circumstances of the case or in a usage 
of trade. Documents may, of course, be “authorized” although not required, but these cases 
are not within the scope of this subsection. When documents are required, there are three 
main requirements of this subsection: (1) “All”: each required document is essential to a 
proper tender; (2) “Such”: the documents must be the ones actually required by the contract 
in terms of source and substance; (3) “Correct form”: All documents must be in correct 

orm. These requirements apply to both tangible and electronic documents of title. When 
ender is made through customary banking channels, a draft may accompany or be associ- 
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ated with a document of title. The language has been broadened to allow for drafts to be as- 
sociated with an electronic document of title. Compare Section 2-104(2) definition of financ- 
ing agency. 
When a prescribed document cannot be procured, a question of fact arises under the pro- 
ision of this Article on substituted performance about whether the agreed manner o 
delivery is actually commercially impracticable and whether the substitute is commercially 


Point 2: Sections 1-303, 2-301, 2-310, 2-507 and 2-513 and Article 7. 

Point 5: Sections 2-308, 2-310 and 2-509. 

Point 7: Section 2-614(1). 

Specific matters involving tender are covered in many additional sections of this Article. 
See Sections 1-205, 2-301, 2-306 to 2-318, 2-504, 2-507(2), 2-511(1), 2-513, 2-612 and 2-614. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

“Contract”. Section 1-201. 

“Delivery”. Section 2-103. 

“Dishonor”. Section 3-502. 

“Document of title”. Section 1-201. 

“Draft”. Section 3-104(e). 

“Goods”. Section 2-103. 

“Notification”. Section 1-202. 

“Reasonable time”. Section 1-205. 

“Receipt” of goods. Section 2-103. 

“Record”. Section 2-103. 

“Rights”. Section 1-201. 

“Seasonably”. Section 1-205. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-504. Shipment by Seller. 

If the seller is required or authorized to send the goods to the buyer and 
he contract does not require the seller to deliver them at a particular 
destination, then unless otherwise agreed the seller must: 

(a) put conforming goods in the possession of a carrier and make a 
proper contract for their transportation, having regard to the nature o 
the goods and other circumstances of the case; 

(b) obtain and promptly deliver or tender in due form any document 
necessary to enable the buyer to obtain possession of the goods or 
otherwise required by the agreement or by usage of trade; and 

(c) promptly notify the buyer of the shipment. 

Failure to notify the buyer under paragraph (c) or to make a proper 
contract under paragraph (a) is a ground for rejection only if material 
delay or loss ensues. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 
Official Comment 


Prior Uniform Statutory Provision: Section 46, Uniform Sales Act. 
Changes: Rewritten. 
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Purposes of Changes: To continue the general policy of the prior uniform statutory provi- 
sion while incorporating certain modifications with respect to the requirement that the 
contract with the carrier be made expressly on behalf of the buyer and as to the necessity 
of giving notice of the shipment to the buyer, so that: 

1. The section is limited to “shipment” contracts as contrasted with “destination” contracts 
or contracts for delivery at the place where the goods are located. The general principles 
embodied in this section cover the special cases of F.O.B. point of shipment contracts and 
C.I.F. and C. & F. contracts. Under the preceding section on manner of tender of delivery, 
due tender by the seller requires that he comply with the requirements of this section in 
appropriate cases. 

2. The contract to be made with the carrier under paragraph (a) must conform to all 
express terms of the agreement, subject to any substitution necessary because of failure o 
agreed facilities as provided in the later provision on substituted performance. However, 

nder the policies of this Article on good faith and commercial standards and on buyer's 
ights on improper delivery, the requirements of explicit provisions must be read in terms 
of their commercial and not their literal meaning. This policy is made express with respect 
o bills of lading in a set in the provision of this Article on form of bills of lading required in 
overseas shipment. 

3. In the absence of agreement, the provision of this Article on options and cooperation 
especting performance gives the seller the choice of any reasonable carrier, routing and 

other arrangements. Whether or not the shipment is at the buyer's expense the seller must 
see to any arrangements, reasonable in the circumstances, such as refrigeration, watering 
of live stock, protection against cold, the sending along of any necessary help, selection o 
specialized cars and the like for paragraph (a) is intended to cover all necessary arrange- 
ments whether made by contract with the carrier or otherwise. There is, however, a proper 
elaxation of such requirements if the buyer is himself in a position to make the appropri- 
ate arrangements and the seller gives him reasonable notice of the need to do so. It is an 
improper contract under paragraph (a) for the seller to agree with the carrier to a limited 
aluation below the true value and thus cut off the buyer's opportunity to recover from the 
carrier in the event of loss, when the risk of shipment is placed on the buyer by his contract 
ith the seller. 

4. Both the language of paragraph (b) and the nature of the situation it concerns indicate 
hat the requirement that the seller must obtain and deliver promptly to the buyer in due 
orm any document necessary to enable him to obtain possession of the goods is intended to 

cumulate with the other duties of the seller such as those covered in paragraph (a). 

In this connection, in the case of pool car shipments a delivery order furnished by the 
seller on the pool car consignee, or on the carrier for delivery out of a larger quantity, satis- 
es the requirements of paragraph (b) unless the contract requires some other form o 

document. 

5. This Article, unlike the prior uniform statutory provision, makes it the seller's duty to 
otify the buyer of shipment in all cases. The consequences of his failure to do so, however, 

are limited in that the buyer may reject on this ground only where material delay or loss 
ensues. 

A standard and acceptable manner of notification in open credit shipments is the sending 
of an invoice and in the case of documentary contracts is the prompt forwarding of the 
documents as under paragraph (b) of this section. It is also usual to send on a straight bill 
of lading but this is not necessary to the required notification. However, should such a doc- 

ment prove necessary or convenient to the buyer, as in the case of loss and claim against 
he carrier, good faith would require the seller to send it on request. 

Frequently the agreement expressly requires prompt notification as by wire or cable. 
Such a term may be of the essence and the final clause of paragraph (c) does not prevent 
he parties from making this a particular ground for rejection. To have this vital and irrep- 
arable effect upon the seller's duties, such a term should be part of the *dickered" terms 

ritten in any “form,” or should otherwise be called seasonably and sharply to the seller's 
attention. 

6. Generally, under the final sentence of the section, rejection by the buyer is justified 
only when the seller's dereliction as to any of the requirements of this section in fact is fol- 
owed by material delay or damage. It rests on the seller, so far as concerns matters not 

ithin the peculiar knowledge of the buyer, to establish that his error has not been fol- 
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owed by events which justify rejection. 
Cross References: 
Point 1: Section 2-503(2). 
Point 2: Sections 1-203, 2-601 and 2-614. 
Point 3: Section 2-311(2). 
Point 5: Section 1-203. 
Definitional Cross References: 
“Agreement”. Section 1-201. 
“Buyer”. Section 2-103. 
“Conforming”. Section 2-106. 
“Contract”. Section 1-201. 
“Delivery”. Section 2-103. 
“Goods”. Section 2-103. 
“Notifies”. Section 1-202. 
“Seller”. Section 2-103. 
“Send”. Section 1-201. 
“Usage of trade". Section 1-303. 


$ 2-505. Seller's Shipment under Reservation. 
(1) If the seller has identified goods to the contract by or before shipment: 


(a) The seller's procurement of a negotiable bill of lading to the seller's 
own order or otherwise reserves in the seller a security interest in the 
goods. The seller's procurement of the bill to the order of a financing 
agency or of the buyer indicates in addition only the seller's expectation 
of transferring that interest to the person named. 


(b) A nonnegotiable bill of lading to the seller or the sellers nominee 
reserves possession of the goods as security. However, unless a seller 
has a right to reclaim the goods under Section 2-507(2) a nonnegotiable 
bill of lading naming the buyer as consignee reserves no security inter- 
est even if the seller retains possession or control of the bill of lading. 


(2) If shipment by the seller with reservation of a security interest is in| 
iolation of the contract for sale, it constitutes an improper contract for 
ransportation under Section 2-504 but impairs neither the rights given to 
he buyer by shipment and identification of the goods to the contract nor 
he seller's powers as a holder of a negotiable document of title. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The security interest reserved to the seller under subsection (1) is restricted to secur- 
ing payment or performance by the buyer and the seller is strictly limited in the seller's 
disposition and control of the goods as against the buyer and third parties. Under this 

rticle, the provision as to the passing of a property interest expressly applies *despite any| 
eservation of security title" and also provides that the “rights, obligations and remedies" o 
he parties are not altered by the incidence of title generally. The security interest, 
herefore, must be regarded as a means given to the seller to enforce the seller's rights 
against the buyer which is unaffected by and in turn does not affect the location of title 
generally. The rules set forth in subsection (1) are not to be altered by any apparent “con- 
rary intent" of the parties as to passing of title, since the rights and remedies of the par- 
ies to the contract of sale, as defined in this Article, rest on the contract and its perfor- 
mance or breach and not on presumptions about the location of title. 

This Article does not attempt to regulate local procedure for the effective maintenance o 
he seller's security interest when the action is in replevin by the buyer against the carrier. 

2. Every shipment of identified goods under a negotiable bill of lading reserves a security 
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interest in the seller under subsection (1) paragraph (a). 

It is frequently convenient for the seller to make the bill of lading to the order of a 
nominee such as the seller's agent at destination, the financing agency to which the seller 
expects to negotiate the document or the bank issuing a credit to the seller. In many in- 
stances, also, the buyer is made the order party. This Article does not deal directly with the 
question as to whether a bill of lading made out by the seller to the order of a nominee 
gives the carrier notice of any rights which the nominee may have so as to limit the car- 

ier's freedom or obligation to honor the bill of lading in the hands of the seller as the orig- 
inal shipper if the expected negotiation fails. This is dealt with in the Article on Documents 
of Title (Article 7). 

3. A non-negotiable bill of lading taken to a party other than the buyer under subsection 
(1) paragraph (b) reserves possession of the goods as security in the seller but if the seller 
seeks to withhold the goods improperly the buyer can tender payment and recover them. 

4. In the case of a shipment by non-negotiable bill of lading taken to a buyer, the seller, 
nder subsection (1) retains no security interest or possession as against the buyer and by 
he shipment the seller de facto loses control as against the carrier except where he right- 
ully and effectively stops delivery in transit. (Section 2-705) In cases in which the contract 

gives the seller the right to payment against delivery, the seller, in appropriate cases, has a 
ight to reclaim the goods under Section 2-507(2), although this right is subject to the 
claims of a good faith purchaser for value under Section 2-403. 

5. Under subsection (2) an improper reservation by the seller which would constitute a 
breach in no way impairs such of the buyer's rights as result from identification of the 
goods. The security interest reserved by the seller under subsection (1) does not protect the 
seller from retaining possession or control of the document or the goods for the purpose o 
extracting more than is due the seller under the contract. 

Cross References: 

Point 1: Section 1-201. 

Point 2: Article 7. 

Point 3: Sections 2-501(2) and 2-504. 

Point 4: Sections 2-403, 2-507(2) and 2-705. 

Point 5: Sections 2-310, 2-501 and 2-502 and Article 7. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 2-103. 

“Financing agency”. Section 2-104. 

“Goods”. Section 2-103. 

“Holder”. Section 1-201. 

“Person”. Section 1-201. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-506. Rights of Financing Agency. 

(1) Except as otherwise provided in Article 5, a financing agency by pay- 
ing or purchasing for value a draft that relates to a shipment of goods 
acquires to the extent of the payment or purchase and in addition to its 
own rights under the draft and any document of title securing it any rights 
of the shipper in the goods including the right to stop delivery and the 
shipper's right to have the draft honored by the buyer. 

(2) The right to reimbursement of a financing agency that has in good 
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faith honored or purchased the draft under commitment to or authority 
from the buyer is not impaired by subsequent discovery of defects with ref- 
erence to any relevant document that was apparently regular. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. *Financing agency" is broadly defined in this Article to cover every normal instance in 

hich a party aids or intervenes in the financing of a sales transaction. The term as used 
in subsection (1) is not in any sense intended as a limitation and covers any other appropri- 
ate situation which may arise outside the scope of the definition. 

2. “Paying” as used in subsection (1) is typified by the letter of credit, or “authority to 
pay” situation in which a banker, by arrangement with the buyer or other consignee, pays 
on his behalf a draft for the price of the goods. It is immaterial whether the draft is 
ormally drawn on the party paying or his principal, whether it is a sight draft paid in cash 
or a time draft “paid” in the first instance by acceptance, or whether the payment is viewed 
as absolute or conditional. All of these cases constitute “payment” under this subsection. 
Similarly, “purchasing for value” is used to indicate the whole area of financing by the 
seller’s banker, and the principle of subsection (1) is applicable without any niceties o 
distinction between “purchase,” “discount,” “advance against collection” or the like. But it is 
important to notice that the only right to have the draft honored that is acquired is that 
against the buyer; if any right against any one else is claimed it will have to be under some 
separate obligation of that other person. A letter of credit does not necessarily protect 
purchasers of drafts. See Article 5. And for the relations of the parties to documentary 
drafts see Part 5 of Article 4. 

3. Subsection (1) is made applicable to payments or advances against a draft which “re- 
ates to” a shipment of goods and this has been chosen as a term of maximum breadth. In 
particular the term is intended to cover the case of a draft against an invoice or against a 
delivery order. Further, it is unnecessary that there be an explicit assignment of the 
invoice attached to the draft to bring the transaction within the reason of this subsection. 

4. After shipment, “the rights of the shipper in the goods” are merely security rights and 
are subject to the buyer’s right to force delivery upon tender of the price. The rights 
acquired by the financing agency are similarly limited and, moreover, if the agency fails to 
procure any outstanding negotiable document of title, it may find its exercise of these 

ights hampered or even defeated by the seller’s disposition of the document to a third 
party. This section does not attempt to create any new rights in the financing agency 
against the carrier which would force the latter to honor a stop order from the agency, a 
stranger to the shipment, or any new rights against a holder to whom a document of title 
has been duly negotiated under Article 7. 

5. The deletion of the language “on its face” from subsection (2) is designed to accom- 
modate electronic documents of title without changing the requirement of regularity of the 
document. 

Cross References: 

Point 1: Section 2-104 

Point 2: Part 5 of Article 4 and Article 5. 

Point 4: Sections 2-501 and 2-502 and Article 7. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Document of title”. Section 1-201. 

“Draft”. Section 3-104(e). 

“Financing agency”. Section 2-104. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-103. 

“Purchase”. Section 1-201. 

“Rights”. Section 1-201. 
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“Value”. Section 1-204. 
As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003 


§ 2-507. Effect of Seller's Tender; Delivery on Condition. 


(1) Tender of delivery is a condition to the buyer's duty to accept the 
goods and, unless otherwise agreed, to the buyer's duty to pay for them. 

ender entitles the seller to acceptance of the goods and to payment ac- 
cording to the contract. 


(2) If payment is due and demanded on the delivery to the buyer o 
goods or documents of title, the seller may reclaim the goods delivered 

pon a demand made within a reasonable time after the seller discovers or 
should have discovered that payment was not made. 


(3) The seller's right to reclaim under subsection (2) is subject to the 
rights of a buyer in ordinary course of business or other good-faith 
purchaser for value under Section 2-403. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The provisions of subsection(1), must be read within the framework of the other sec- 
ions of this Article which bear upon the question of delivery and payment. 

2. The *unless otherwise agreed" provision of subsection (1) is directed primarily to cases 
in which payment in advance has been promised or a letter of credit term has been included. 
Payment “according to the contract” contemplates immediate payment, payment at the end 
of an agreed credit term, payment by a time acceptance or the like. Under this Act, 
“contract” means the total obligation in law which results from the parties’ agreement 
including the effect of this Article. In this context, therefore, there must be considered the 
effect in law of provisions such as those on means and manner of payment and on the fail- 

re of the agreed means and manner of payment. 

3. Subsection (2) provides that the seller has a right to reclamation to recover the goods 

om the buyer in a cash-sale transaction when the sellers discovers payment has not been 
made. The phrase “due and demanded" refers to when the seller takes a check that is later 
dishonored. See Section 2-511. This subsection, and subsection (3), make the seller's rights 
parallel in credit-sale and cash-sale transactions. See Section 2-702. 

4. Subsection (3) clarifies the rule that the seller's right to reclaim goods under subsec- 
ion (2) is subject to the right of the buyer in the ordinary course of business or other good 
aith purchaser. 

Cross References: 

Point 2: Sections 1-201, 2-511 and 2-614. 

Point 3: Sections 2-310, 2-503, 2-511, 2-601, 2-702 and 2-711 to 2-713. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

“Delivery”. Section 2-103. 

“Document of title". Section 1-201. 

“Goods”. Section 2-103. 

“Good faith". Section 2-103. 

"Reasonable time". Section 1-205. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 

“Value”. Section 1-204. 


As amended in 2003. 
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See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-508. Cure by Seller of Improper Tender or Delivery; 
Replacement. 

(1) If the buyer rejects goods or a tender of delivery under Section 2-601 
or 2-612 or, except in a consumer contract, justifiably revokes acceptance 
nder Section 2-608(1)(b) and the agreed time for performance has not 
expired, a seller that has performed in good faith, upon seasonable notice 
o the buyer and at the seller’s own expense, may cure the breach o 
contract by making a conforming tender of delivery within the agreed 
ime. The seller shall compensate the buyer for all of the buyer’s reason- 
able expenses caused by the seller’s breach of contract and subsequent 
cure. 

(2) If the buyer rejects goods or a tender of delivery under Section 2-601 
or 2-612 or, except in a consumer contract, justifiably revokes acceptance 
nder Section 2-608(1)(b) and the agreed time for performance has expired, 
a seller that has performed in good faith, upon seasonable notice to the 
buyer and at the seller’s own expense, may cure the breach of contract, i 
he cure is appropriate and timely under the circumstances, by making a 
ender of conforming goods. The seller shall compensate the buyer for all 
of the buyer’s reasonable expenses caused by the seller’s breach of contract 
and subsequent cure. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) permits a seller that has made a nonconforming tender in any case to 
make a conforming tender within the contract time upon seasonable notification to the 
buyer. It presumes that the buyer has rightfully rejected or justifiably revoked acceptance 

nder Section 2-608(1)(b) through timely notification to the seller and has complied with 
any particularization requirements imposed by Section 2-605(1). This subsection also ap- 
plies where the seller has taken back the nonconforming goods and refunded the purchase 
price. The seller may still make a good tender within the contract period. The closer, 
however, it is to the contract date, the greater is the necessity for extreme promptness on 
he seller's part in notifying of the intention to cure, if the notification is to be “seasonable” 
under this subsection. 

The rule of this subsection, moreover, is qualified by its underlying reasons. Thus if, after 
contracting for June delivery, a buyer later makes known to the seller a need for shipment 
early in the month and the seller ships accordingly, the “contract time” has been cut down 
by the supervening modification and the time for cure of tender must reflect this modified 
ime term. 

2. Cure after a justifiable revocation of acceptance is not available as a matter of right in. 
a consumer contract. Furthermore, even in a nonconsumer contract, cure is not available i 
he revocation is predicated on Section 2-608(1)(a). If the buyer is revoking because of a 

own defect that the seller has not been willing or able to cure, there is no justification for 
giving the seller a second chance to cure. 

3. Subsection (2) expands the seller's right to cure after the time for performance has 
expired. As under subsection (1), the buyer's rightful rejection or in a nonconsumer contract 
justifiable revocation of acceptance under Section 2-608(1)(b) trigger the seller's right to 
cure. Original Section 2-508(2) was designed to prevent surprise rejections by requiring the 
seller to have “reasonable grounds to believe" the nonconforming tender was acceptable. Al- 
hough this test has been abandoned, the requirement that the initial tender be made in 
good faith prevents a seller from deliberately tendering goods that the seller knows the 
buyer cannot use in order to save the contract and then, upon rejection, insisting on a 
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second right to cure. The good faith standard applies under both subsection (1) and subsec- 
ion (2). 

4. The seller's cure under both subsection (1) and subsection (2) must be of conforming 
goods. Conforming goods includes not only conformity to the contracted-for quality but also 
as to quantity or assortment or other similar obligations under the contract. Since the time 
or performance has expired in a case governed by subsection (2), however, the seller's ten- 
der of conforming goods required to effect a cure under this section could not conform to the 
contracted time for performance. Thus, subsection (1) requires that cure be tendered 
“within the agreed time" while subsection (2) requires that the tender be “appropriate and 

imely under the circumstances." 

The requirement that the cure be “appropriate and timely under the circumstances" 
provides important protection for the buyer. If the buyer is acquiring inventory on a just-in- 

ime basis and needs to procure substitute goods from another supplier to keep the buyer's 
process moving, the cure would not be timely. If the seller knows from the circumstances 
hat strict compliance with the contract obligations is expected, the seller's cure would not 
be appropriate. If the seller attempts to cure by repair, the cure would not be appropriate i 
he attempted cure resulted in goods that did not conform in every respect to the require- 
ments of the contract. The standard for quality on the second tender is governed by Section 
2-601. Whether a cure is appropriate and timely is based upon the circumstances and 

eeds of the buyer. A seasonable notice to the buyer and timely cure are predicated on the 
equirement that the notice and offered cure would be untimely if the buyer has reasonably 
changed its position in good faith reliance on the nonconforming tender. 

5. Cure is at the seller's expense, and the seller is obligated to compensate the buyer for 
all of the buyer's reasonable expenses caused by the breach and the cure. The term “reason- 
able expenses" is not limited to expenses that would qualify as incidental damages. 

The seller's compensation of the buyer's expenses provided in both subsections (1) and (2) 
is not controlled by remedy limitations that the parties may have agreed to as provided in. 
Section 2-719. A remedy limitation under Section 2-719 is based upon compensation to the 
aggrieved party for a breach. The reasonable expenses contemplated under this section are 
designed to cure the breach in conjunction with the seller's provision of a conforming ten- 
der or conforming goods. If the seller is not attempting to cure its breach, a remedy limita- 


Point 1: Sections 2-605 and 2-608. 
Point 2: Section 2-608. 
Point 3: Section 2-608. 
Point 4: Section 2-511. 
Point 5: Section 2-719. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
“Conforming”. Section 2-106. 
*Consumer contract". Section 2-103. 
*Contract". Section 1-201. 
“Delivery”. Section 2-103. 
*Goods". Section 2-103. 
*Good faith". Section 2-103. 
“Notice”. Section 1-202. 
“Reasonable time”. Section 1-205. 
“Seasonable”. Section 1-205. 
“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 
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§ 2-509. Risk of Loss in the Absence of Breach. 


(1) If the contract requires or authorizes the seller to ship the goods by 
carrier: 


(a) if it does not require the seller to deliver them at a particular 
destination, the risk of loss passes to the buyer when the goods are 
delivered to the carrier even if the shipment is under reservation (Section 
2-505); but 

(b) if it does require the seller to deliver them at a particular destina- 
tion and the goods are there tendered while in the possession of the car- 
rier, the risk of loss passes to the buyer when the goods are there so 
tendered as to enable the buyer to take delivery. 


(2) If the goods are held by a bailee to be delivered without being moved, 
he risk of loss passes to the buyer: 


(a) on the buyer’s receipt of possession or control of a negotiable docu- 
ment of title covering the goods; 


(b) on acknowledgment by the bailee to the buyer of the buyer’s right 
to possession of the goods; or 


(c) after the buyer’s receipt of possession or control of a nonnegotiable 
document of title or other direction to deliver in a record, as provided in 
Section 2-503(4)(b). 

(3) In any case not within subsection (1) or (2), the risk of loss passes to 
he buyer on the buyer’s receipt of the goods. 


(4) The provisions of this section are subject to contrary agreement o 
he parties and to Sections 2-327 and 2-510. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The underlying theory of this section on risk of loss is in conformity with common com- 
mercial and insurance practice, to base the risk of loss on the physical location of the goods 
and not by shifting of the risk with the “property” in the goods. 

The scope of the section is limited to those cases where there has been no breach by the 
seller. When there has been a breach by either party, the risk of loss may be shifted to the 
breaching party under Section 2-510 if the breaching party did not already bear the risk for 
any reason the party's delivery or tender fails to conform to the contract, the present sec- 
ion does not apply and the situation is governed by the provisions on effect of breach on 

isk of loss. 

2. In a shipment contract, the risk of loss shifts to the buyer when the goods are delivered 
o the carrier as required by Section 2-504; in a destination contract, the risk of loss shifts 

hen the goods are tendered to the buyer as required by Section 2-503(3). 

3. Unlike prior law, subsection (3) makes no distinction between merchant and non- 
merchant sellers. In a case not governed by subsection (1) or subsection (2) and not subject 
o a contrary result under subsection (4), the risk of loss passes to the buyer upon the 
buyer's receipt of the goods. Receipt requires taking the physical possession of the goods, 
Section 2-103(1)(). 

4. When the agreement provides for delivery of the goods from seller to the buyer without 
emoval from the physical possession of a bailee, risk of loss passes to the buyer upon 
eceipt of possession or control of the negotiable document of title, acknowledgment made 
by the bailee of the buyer's right of possession or the buyer's receipt of possession or control 
of a non-negotiable document of title or other direction to deliver in a record as provided in 
Section 2-503. See the definition of control in Article 7, 7-106. 

5. Subsections (1) through (3) are subject to subsection (4) which provides for a “contrary 
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agreement" of the parties. This language is intended as the equivalent of the phrase *un- 
ess otherwise agreed" used more frequently throughout this Act. “Contrary” is in no way 
used as a word of limitation, and the buyer and seller are left free to readjust their rights 
and risks in any manner agreeable to them. Contrary agreement can also be found in the 
circumstances of the case, a trade usage or practice, or a course of dealing or course o 
performance. 
Cross References: 

Point 1: Section 2-510. 

Point 2: Sections 2-503 and 2-504. 

Point 4: Section 2-503. 

Point 5: Section 2-201. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

"Delivery". Section 2-103. 

*Document of title". Section 1-201. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Receipt” of goods. Section 2-103. 

“Sale on approval". Section 2-326. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-510. Effect of Breach on Risk of Loss. 


(1) If a tender or delivery of goods so fails to conform to the contract as 
o give a right of rejection, the risk of their loss remains on the seller until 
cure or acceptance. 


(2) If the buyer rightfully revokes acceptance, the buyer may to the 
extent of any deficiency in the buyer's effective insurance coverage treat 
he risk of loss as having rested on the seller from the beginning. 


(3) If the buyer as to conforming goods already identified to the contract 
for sale repudiates or is otherwise in breach before risk of their loss has 
passed to the buyer, the seller may to the extent of any deficiency in the 
seller's effective insurance coverage treat the risk of loss as resting on the 
buyer for a commercially reasonable time. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make clear that: 

1. Under subsection (1) the seller by his individual action cannot shift the risk of loss to 
he buyer unless his action conforms with all the conditions resting on him under the 
contract. 

2. The *cure" of defective tenders contemplated by subsection (1) applies only to those 
situations in which the seller makes changes in goods already tendered, such as repair, 
partial substitution, sorting out from an improper mixture and the like since “cure” by 

epossession and new tender has no effect on the risk of loss of the goods originally tendered. 
he seller's privilege of cure does not shift the risk, however, until the cure is completed. 

Where defective documents are involved a cure of the defect by the seller or a waiver o 
he defects by the buyer will operate to shift the risk under this section. However, if the 
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goods have been destroyed prior to the cure or the buyer is unaware of their destruction at 

he time he waives the defect in the documents, the risk of the loss must still be borne by 
he seller, for the risk shifts only at the time of cure, waiver of documentary defects or ac- 
ceptance of the goods. 

3. In cases where there has been a breach of the contract, if the one in control of the 
goods is the aggrieved party, whatever loss or damage may prove to be uncovered by his in- 
surance falls upon the contract breaker under subsections (2) and (3) rather than upon 
him. The word “effective” as applied to insurance coverage in those subsections is used to 
meet the case of supervening insolvency of the insurer. The “deficiency” referred to in the 

ext means such deficiency in the insurance coverage as exists without subrogation. This 
section merely distributes the risk of loss as stated and is not intended to be disturbed by 
any subrogation of an insurer. 
Cross Reference: 
Section 2-509. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

“Contract for sale”. Section 2-106. 

“Goods”. Section 2-103. 

“Seller”. Section 2-103. 


§ 2-511. Tender of Payment by Buyer; Payment by Check. 

(1) Unless otherwise agreed tender of payment is a condition to the 
seller’s duty to tender and complete any delivery. 

(2) Tender of payment is sufficient when made by any means or in any 

anner current in the ordinary course of business unless the seller 
demands payment in legal tender and gives any extension of time reason- 


ably necessary to procure it. 

(3) Subject to the provisions of this Act on the effect of an instrument on 
an obligation (Section 3-310), payment by check is conditional and is 
defeated as between the parties by dishonor of the check on due 
presentment. 


As amended in 1994. 
See Appendix J for material relating to changes made in text in 1994. 


Official Comment 

Prior Uniform Statutory Provision: Section 42, Uniform Sales Act. 
Changes: Rewritten by this section and Section 2-507. 
Purposes of Changes: 

1. The requirement of payment against delivery in subsection (1) is applicable to non- 
commercial sales generally and to ordinary sales at retail although it has no application to 
he great body of commercial contracts which carry credit terms. Subsection (1) applies also 
o documentary contracts in general and to contracts which look to shipment by the seller 
but contain no term on time and manner of payment, in which situations the payment may, 
in proper case, be demanded against delivery of appropriate documents. 

In the case of specific transactions such as C.O.D. sales or agreements providing for pay- 
ment against documents, the provisions of this subsection must be considered in conjunc- 
ion with the special sections of the Article dealing with such terms. The provision that ten- 
der of payment is a condition to the seller’s duty to tender and complete “any delivery” 
integrates this section with the language and policy of the section on delivery in several 
ots which call for separate payment. Finally, attention should be directed to the provision 
on right to adequate assurance of performance which recognizes, even before the time for 
ender, an obligation on the buyer not to impair the seller’s expectation of receiving pay- 
ment in due course. 

2. Unless there is agreement otherwise the concurrence of the conditions as to tender o 
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payment and tender of delivery requires their performance at a single place or time. This 
Article determines that place and time by determining in various other sections the place 
and time for tender of delivery under various circumstances and in particular types o 
ransactions. The sections dealing with time and place of delivery together with the section 
on right to inspection of goods answer the subsidiary question as to when payment may be 
demanded before inspection by the buyer. 

3. The essence of the principle involved in subsection (2) is avoidance of commercial 
surprise at the time of performance. The section on substituted performance covers the pe- 
culiar case in which legal tender is not available to the commercial community. 

4. Subsection (3) is concerned with the rights and obligations as between the parties to a. 
sales transaction when payment is made by check. This Article recognizes that the taking 
of a seemingly solvent party's check is commercially normal and proper and, if due dili- 
gence is exercised in collection, is not to be penalized in any way. The conditional character 
of the payment under this section refers only to the effect of the transaction “as between 

he parties" thereto and does not purport to cut into the law of *absolute" and *conditional" 
payment as applied to such other problems as the discharge of sureties or the responsibili- 
ies of a drawee bank which is at the same time an agent for collection. 

The phrase *by check" includes not only the buyer's own but any check which does not ef- 

ect a discharge under Article 3 (Section 3-802). Similarly the reason of this subsection 
should apply and the same result should be reached where the buyer “pays” by sight draft 
on a commercial firm which is financing him. 

5. Under subsection (3) payment by check is defeated if it is not honored upon due 
presentment. This corresponds to the provisions of article on Commercial Paper. (Section 
3-802). But if the seller procures certification of the check instead of cashing it, the buyer is 
discharged. (Section 3-411). 

6. Where the instrument offered by the buyer is not a payment but a credit instrument 
such as a note or a check post-dated by even one day, the seller's acceptance of the instru- 
ment insofar as third parties are concerned, amounts to a delivery on credit and his reme- 
dies are set forth in the section on buyer's insolvency. As between the buyer and the seller, 
however, the matter turns on the present subsection and the section on conditional delivery 
and subsequent dishonor of the instrument gives the seller rights on it as well as for 
breach of the contract for sale. 

Cross References: 

Point 1: Sections 2-307, 2-310, 2-325, 2-503, 2-513 and 2-609. 

Point 2: Sections 2-307, 2-310, 2-503, 2-504 and 2-513. 

Point 3: Section 2-614. 

Point 5: Article 3, esp. Sections 3-802 and 3-411. 

Point 6: Sections 2-507, 2-702, and Article 3. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Check”. Section 3-104(f). 

“Dishonor”. Section 3-502. 

“Party”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Seller”. Section 2-103. 


§ 2-512. Payment by Buyer Before Inspection. 
(1) If the contract requires payment before inspection, nonconformity o 
he goods does not excuse the buyer from so making payment unless: 
(a) the nonconformity appears without inspection; or 
(b) despite tender of the required documents the circumstances would 
justify injunction against honor under this Act (Section 5-109(b)). 
(2) Payment pursuant to subsection (1) does not constitute an accep- 
ance of goods or impair the buyer’s right to inspect or any of the buyer’s 
remedies. 


As amended in 1995 and 2003. 
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See Appendix T for material relating to changes made in text in 2003. 
Official Comment 


1. Subsection (1) of the present section recognizes that the essence of a contract providing 
or payment before inspection is the intention of the parties to shift to the buyer the risks 

hich would usually rest upon the seller. The basic nature of the transaction is thus 

preserved and the buyer is in most cases required to pay first and litigate as to any defects 
ater. 

2. “Inspection” under this section is an inspection in a manner reasonable for detecting 
defects in goods whose surface appearance is satisfactory. 

3. Clause (a) of this subsection states an exception to the general rule based on common 
sense and normal commercial practice. The apparent non-conformity referred to is one 

hich is evident in the mere process of taking delivery. 

4. Clause (b) is concerned with contracts for payment against documents and incorporates 

he general clarification and modification of the case law contained in the section on excuse 
of a financing agency. Section 5-114. 

5. Subsection (2) makes explicit the general policy of the Uniform Sales Act that the pay- 
ment required before inspection in no way impairs the buyer’s remedies or rights in the 
event of a default by the seller. The remedies preserved to the buyer are all of his remedies, 

hich include as a matter of reason the remedy for total non-delivery after payment in 
advance. 

The provision on performance or acceptance under reservation of rights does not apply to 

he situations contemplated here in which payment is made in due course under the 
contract and the buyer need not pay “under protest” or the like in order to preserve his 
ights as to defects discovered upon inspection. 

6. This section applies to cases in which the contract requires payment before inspection 
either by the express agreement of the parties or by reason of the effect in law of that 
contract. The present section must therefore be considered in conjunction with the provi- 
sion on right to inspection of goods which sets forth the instances in which the buyer is not 
entitled to inspection before payment. 

Cross References: 

Point 4: Article 5. 

Point 5: Section 1-308. 

Point 6: Section 2-513(3). 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

“Contract”. Section 1-201. 

“Financing agency”. Section 2-104. 

“Goods”. Section 2-103. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2-513. Buyer’s Right to Inspection of Goods. 

(1) Unless otherwise agreed and subject to subsection (3), if goods are 
endered or delivered or identified to the contract for sale, the buyer has a 
right before payment or acceptance to inspect them at any reasonable 
place and time and in any reasonable manner. If the seller is required or 
authorized to send the goods to the buyer, the inspection may be after 
heir arrival. 


(2) Expenses of inspection must be borne by the buyer but may be 
recovered from the seller if the goods do not conform and are rejected. 

(3) Unless otherwise agreed, the buyer is not entitled to inspect the 
goods before payment of the price if the contract provides: 


(a) for delivery on terms that under applicable course of performance, 
course of dealing, or usage of trade are interpreted to preclude inspec- 
tion before payment; or 

(b) for payment against documents of title, except where the payment 
is due only after the goods are to become available for inspection. 

(4) A place, method, or standard of inspection fixed by the parties is 
presumed to be exclusive, but unless otherwise expressly agreed it does 
not postpone identification or shift the place for delivery or for passing the 
risk of loss. If compliance becomes impossible, inspection shall be as 
provided in this section unless the place, method, or standard fixed was 
clearly intended as an indispensable condition failure of which avoids the 
contract. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provisions: Section 47(2), (3), Uniform Sales Act. 
Changes: Rewritten, Subsections (2) and (3) being new. 
Purposes of Changes and New Matter: To correspond in substance with the prior 
niform statutory provision and to incorporate in addition some of the results of the better 
case law so that: 

1. The buyer is entitled to inspect goods as provided in subsection (1) unless it has been 
otherwise agreed by the parties. The phrase *unless otherwise agreed" is intended 
principally to cover such situations as those outlined in subsections (3) and (4) and those in 

hich the agreement of the parties negates inspection before tender of delivery. However, 

o agreement by the parties can displace the entire right of inspection except where the 
contract is simply for the sale of “this thing." Even in a sale of boxed goods “as is" inspec- 
ion is a right of the buyer, since if the boxes prove to contain some other merchandise 
altogether the price can be recovered back; nor do the limitations of the provision on effect 
of acceptance apply in such a case. 

2. The buyer's right of inspection is available to him upon tender, delivery or appropria- 
ion of the goods with notice to him. Since inspection is available to him on tender, where 
payment is due against delivery he may, unless otherwise agreed, make his inspection 
before payment of the price. It is also available to him after receipt of the goods and so may| 
be postponed after receipt for a reasonable time. Failure to inspect before payment does not 
impair the right to inspect after receipt of the goods unless the case falls within subsection 
(4) on agreed and exclusive inspection provisions. The right to inspect goods which have 
been appropriated with notice to the buyer holds whether or not the sale was by sample. 

3. The buyer may exercise his right of inspection at any reasonable time or place and in 
any reasonable manner. It is not necessary that he select the most appropriate time, place 
or manner to inspect or that his selection be the customary one in the trade or locality. Any 

easonable time, place or manner is available to him and the reasonableness will be 
determined by trade usages, past practices between the parties and the other circum- 
stances of the case. 

The last sentence of subsection (1) makes it clear that the place of arrival of shipped 
goods is a reasonable place for their inspection. 

4. Expenses of an inspection made to satisfy the buyer of the seller's performance must 
be assumed by the buyer in the first instance. Since the rule provides merely for an alloca- 
ion of expense there is no policy to prevent the parties from providing otherwise in the 
agreement. Where the buyer would normally bear the expenses of the inspection but the 
goods are rightly rejected because of what the inspection reveals, demonstrable and reason- 
able costs of the inspection are part of his incidental damage caused by the seller's breach. 

5. In the case of payment against documents, subsection (3) requires payment before 
inspection, since shipping documents against which payment is to be made will commonly 
be tendered while the goods are still in transit. This Article recognizes no exception in any| 
peculiar case in which the goods happen to arrive before the documents are tendered. 
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However, where by the agreement payment is to await the arrival of the goods, inspection 
before payment becomes proper since the goods are then “available for inspection.” 

Where by the agreement the documents are to be tendered after arrival of the goods, the 
buyer is entitled to inspect before payment since the goods are then “available for 
inspection”. Proof of usage is not necessary to establish this right, but if inspection before 
payment is disputed the contrary must be established by usage or by an explicit contract 
erm to that effect. 

For the same reason, that the goods are available for inspection, a term calling for pay- 
ment against storage documents or a delivery order does not normally bar the buyer’s right 

o inspection before payment under subsection (3)(b). This result is reinforced by the 
ee under subsection (1) to inspect goods which have been appropriated with no- 
ice to him. 

6. Under subsection (4) an agreed place, method or standard of inspection is presumed to 
be intended as exclusive. However, where compliance with an agreed method or standard 
becomes impossible, the question is basically one of intention. If the parties clearly intend 
hat the method or standard of inspection is a necessary condition without which the entire 
agreement should fail, the contract is at an end if that method becomes impossible. On the 
other hand, if the parties merely seek to indicate a convenient and reliable method or stan- 
dard but do not intend to give up the agreement in the event of the failure, any reasonable 
method of inspection may be substituted under this Article. 

Since the purpose of an agreed place of inspection is only to make sure at that point 

hether or not the goods will be rejected, the “exclusive” feature of the named place is 
satisfied under this Article if the buyer’s failure to inspect there is held to be an acceptance 

ith the knowledge of the defects as an inspection would have revealed within the section 
on waiver of the buyer’s objections by failure to particularize. (Section 2-605(1)). 

7. Clauses on time of inspection are commonly clauses which limit the time in which the 
buyer must inspect and give notice of defects. Such clauses are therefore governed by the 
section of this Article which requires that such a time limitation must be reasonable. 

8. Inspection under this Article is not to be regarded as a “condition precedent to the 
passing of title” so that risk until inspection remains on the seller. Under subsection (4) 
such an approach cannot be sustained. Issues between the buyer and seller are settled in 
his Article almost wholly by special provisions and not by the technical determination o 

he locus of the title. Thus “inspection as a condition to the passing of title" becomes a 
concept almost without meaning. However, in peculiar circumstances inspection may still 
have some of the consequences hitherto sought and obtained under that concept. 

9. “Inspection” under this section has to do with the buyer's check-up on whether the 
seller's performance is in accordance with a contract previously made and is not to be 
confused with the *examination" of the goods or of a sample or model of them at the time o 
contracting which may affect the warranties involved in the contract. 

Cross Reference: 

Point 1: Section 2-607. 

Point 2: Sections 2-501 and 2-502. 

Point 4: Section 2-715. 

Point 6: Sections 2-605 to 2-608. 

Point 7: Section 1-204. 

Point 8: Comment to Section 2-401. 

Point 9: Section 2-316(b)(2). 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

"Contract for sale". Section 2-106. 

“Course of performance". Section 1-303. 

*Document of title". Section 1-201. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

“Presumed”. Section 1-201. 

"Reasonable time". Section 1-205. 
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"Rights". Section 1-201. 

“Seller”. Section 2-103. 

“Send”. Section 1-201. 

"Term". Section 1-201. 

“Usage of trade". Section 1-303. 
As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-514. When Documents Deliverable on Acceptance; When on 
Payment. 

Unless otherwise agreed and except as otherwise provided in Article 5, 
documents against which a draft is drawn are to be delivered to the drawee 
on acceptance of the draft if it is payable more than three days after pre- 
sentment; otherwise, only on payment. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

This section, which is consistent with Section 4-503, is subject to Article 5. Under Article 
5, because an issuer may have up to seven days to determine compliance of documents 
(Section 5-108), the delay beyond three days does not necessarily indicate that the draft 
should be treated as a time draft. 
Definitional Cross References: 

“Delivery”. Section 2-103. 

“Draft”. Section 3-104(e). 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-515. Preserving Evidence of Goods in Dispute. 
In furtherance of the adjustment of any claim or dispute 

(a) either party on reasonable notification to the other and for the 
purpose of ascertaining the facts and preserving evidence has the right 
to inspect, test and sample the goods including such of them as may be 
in the possession or control of the other; and 

(b) the parties may agree to a third party inspection or survey to 
determine the conformity or condition of the goods and may agree that 
the findings shall be binding upon them in any subsequent litigation or 
adjustment. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. To meet certain serious problems which arise when there is a dispute as to the quality 
of the goods and thereby perhaps to aid the parties in reaching a settlement, and to further 
he use of devices which will promote certainty as to the condition of the goods, or at least 
aid in preserving evidence of their condition. 

2. Under paragraph (a), to afford either party an opportunity for preserving evidence, 

hether or not agreement has been reached, and thereby to reduce uncertainty in any liti- 
gation and, in turn perhaps, to promote agreement. 

Paragraph (a) does not conflict with the provisions on the seller's right to resell rejected. 
goods or the buyer's similar right. Apparent conflict between these provisions which will be 
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suggested in certain circumstances is to be resolved by requiring prompt action by the 
parties. Nor does paragraph (a) impair the effect of a term for payment before inspection. 
Short of such defects as amount to fraud or substantial failure of consideration, non- 
conformity is neither an excuse nor a defense to an action for non-acceptance of documents. 
Normally, therefore, until the buyer has made payment, inspected and rejected the goods, 
here is no occasion or use for the rights under paragraph (a). 

3. Under paragraph (b), to provide for third party inspection upon the agreement of the 
parties, thereby opening the door to amicable adjustments based upon the findings of such 
hird parties. 

The use of the phrase “conformity or condition” makes it clear that the parties’ agree- 
ment may range from a complete settlement of all aspects of the dispute by a third party to 
he use of a third party merely to determine and record the condition of the goods so that, 
hey can be resold or used to reduce the stake in controversy. “Conformity”, at one end o 
he scale of possible issues, includes the whole question of interpretation of the agreement 
and its legal effect, the state of the goods in regard to quality and condition, whether any 
defects are due to factors which operate at the risk of the buyer, and the degree of non- 
conformity where that may be material. *Condition", at the other end of the scale, includes 
nothing but the degree of damage or deterioration which the goods show. Paragraph (b) is 

intended to reach any point in the gamut which the parties may agree upon. 

The principle of the section on reservation of rights reinforces this paragraph in simplify- 
ing such adjustments as the parties wish to make in partial settlement while reserving 
heir rights as to any further points. Paragraph (b) also suggests the use of arbitration, 

here desired, of any points left open, but nothing in this section is intended to repeal or| 
amend any statute governing arbitration. Where any question arises as to the extent of the 
parties' agreement under the paragraph, the presumption should be that it was meant to 
extend only to the relation between the contract description and the goods as delivered, 
since that is what a craftsman in the trade would normally be expected to report upon. 
Finally, a written and authenticated report of inspection or tests by a third party, whether 
or not sampling has been practicable, is entitled to be admitted as evidence under this Act, 
or it is a third party document. 

Cross References: 
Point 2: Sections 2-513(3), 2-706 and 2-711(2) and Article 5. 
Point 3: Sections 1-307 and 1-308. 

Definitional Cross References: 

“Conform”. Section 2-106. 

“Goods”. Section 2-103. 

“Notification”. Section 1-202. 

“Party”. Section 1-201. 


PART 6. BREACH, REPUDIATION, AND EXCUSE 


§ 2-601. Buyer’s Rights on Improper Delivery. 


Subject to Sections 2-504 and 2-612, and unless otherwise agreed under 
Sections 2-718 and 2-719, if the goods or the tender of delivery fail in any 
respect to conform to the contract, the buyer may: 


(a) reject the whole; 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 
Official Comment 
Prior Uniform Statutory Provision: No one general equivalent provision but numerous 
provisions, dealing with situations of non-conformity where buyer may accept or reject, 
including Sections 11, 44 and 69(1), Uniform Sales Act. 
Changes: Partial acceptance in good faith is recognized and the buyer's remedies on the 
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contract for breach of warranty and the like, where the buyer has returned the goods after 
ransfer of title, are no longer barred. 
Purposes of Changes: To make it clear that: 

1. A buyer accepting a non-conforming tender is not penalized by the loss of any remedy 
otherwise open to him. This policy extends to cover and regulate the acceptance of a part o 
any lot improperly tendered in any case where the price can reasonably be apportioned. 
Partial acceptance is permitted whether the part of the goods accepted conforms or not. 

he only limitation on partial acceptance is that good faith and commercial reasonableness 
must be used to avoid undue impairment of the value of the remaining portion of the goods. 

his is the reason for the insistence on the “commercial unit" in paragraph (c). In this re- 
spect, the test is not only what unit has been the basis of contract, but whether the partial 
acceptance produces so materially adverse an effect on the remainder as to constitute bad 
aith. 

2. Acceptance made with the knowledge of the other party is final. An original refusal to 
accept may be withdrawn by a later acceptance if the seller has indicated that he is holding 

he tender open. However, if the buyer attempts to accept, either in whole or in part, after 

his original rejection has caused the seller to arrange for other disposition of the goods, the 
buyer must answer for any ensuing damage since the next section provides that any 
exercise of ownership after rejection is wrongful as against the seller. Further, he is liable 
even though the seller may choose to treat his action as acceptance rather than conversion, 
since the damage flows from the misleading notice. Such arrangements for resale or other 
disposition of the goods by the seller must be viewed as within the normal contemplation o 
a buyer who has given notice of rejection. However, the buyer's attempts in good faith to 
dispose of defective goods where the seller has failed to give instructions within a reason- 
able time are not to be regarded as an acceptance. 

3. The right to rejection under this section is subject to the limitations on the right o 

ejection in installment contracts (Section 2-612) and the standard for rejection in a ship- 

ment contract when the seller fails to notify the buyer of the shipment or fails to make a 
proper contract. (Section 2-504). The right of rejection in this section is also subject to the 
seller's right to cure (Section 2-508) in appropriate circumstances. 
Cross References: 

Point 2: Sections 2-602, 2-612, 2-718 and 2-719. 

Point 3: Sections 2-504, 2-508 and 2-612. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Commercial unit”. Section 2-105. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Installment contract". Section 2-612. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-602. Manner and Effect of Rejection. 

(1) Rejection of goods must be within a reasonable time after their 
delivery or tender. It is ineffective unless the buyer seasonably notifies the 
seller. 


(2) Subject to Sections 2-608, 2-604, and Section 2-608(4): 

(a) after rejection any exercise of ownership by the buyer with respect 
to any commercial unit is wrongful as against the seller; and 

(b) if the buyer has before rejection taken physical possession of goods 
in which the buyer does not have a security interest under Section 
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2-711(3), the buyer is under a duty after rejection to hold them with rea- 
sonable care at the seller’s disposition for a time sufficient to permit the 
seller to remove them; but 


(c) the buyer has no further obligations with regard to goods rightfully 
rejected. 


(3) The seller’s rights with respect to goods wrongfully rejected are 
governed by the provisions of this Article on Seller’s remedies in general 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: Section 50, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 

1. A tender or delivery of goods made pursuant to a contract of sale, even though wholly 
non-conforming, requires affirmative action by the buyer to avoid acceptance. Under subsec- 
ion (1), therefore, the buyer is given a reasonable time to notify the seller of his rejection, 
but without such seasonable notification his rejection is ineffective. The sections of this 
Article dealing with inspection of goods must be read in connection with the buyer’s reason- 
able time for action under this subsection. Contract provisions limiting the time for rejec- 
ion fall within the rule of the section on “Time” and are effective if the time set gives the 
buyer a reasonable time for discovery of defects. What constitutes a due “notifying” of rejec- 
ion by the buyer to the seller is defined in Section 1-201. 

2. Subsection (2) sets forth the duties of the buyer upon rejection. In addition to the duty 
o hold the goods with reasonable care for the seller's disposition, the buyer also has those 
duties specified in Sections 2-603, 2-604 and 2-608(4). 

3. Elimination of the word “rightful” in the title makes it clear that a buyer can ef- 
ectively reject goods even though the rejection is wrongful and constitutes a breach. See 
Section 2-703(1). The word “rightful” has also been deleted from the titles to Section 2-603 
and 2-604. See Official Comments to those sections. 

4. The provisions of this section are to be appropriately limited or modified when a 

egotiation is in process. 
Cross References: 

Point 1: Sections 1-201, 1-204(1) and (3), 2-512(2), 2-513(1) and 2-606(1)(b). 

Point 2: Sections 2-603, 2-604 and 2-608(4). 

Point 3: Sections 2-603, 2-604 and 2-703. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Commercial unit”. Section 2-105. 

“Goods”. Section 2-103. 

“Notifies”. Section 1-202. 

“Reasonable time". Section 1-205. 

“Remedy”. Section 1-201. 

"Rights". Section 1-201. 

“Seasonable”. Section 1-205. 

"Security interest". Section 1-201. 

"Seller". Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-603. Merchant Buyer's Duties as to Rejected Goods. 
(1) Subject to any security interest in the buyer under Section 2-711(3), 
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erchant buyer is under a duty after rejection of goods in the buyer's pos- 
session or control to follow any reasonable instructions received from the 
seller with respect to the goods and in the absence of such instructions to 

ake reasonable efforts to sell them for the seller's account if they are 
perishable or threaten to decline in value speedily. In the case of a rightful 
rejection, instructions are not reasonable if on demand indemnity for ex- 
penses is not forthcoming. 

(2) If the buyer sells goods under subsection (1) following a rightful 
rejection, the buyer is entitled to reimbursement from the seller or out o 
he proceeds for reasonable expenses of caring for and selling them, and i 
he expenses include no selling commission then to such commission as is 

sual in the trade or if there is none to a reasonable sum not exceeding 10 
per cent on the gross proceeds. 

(3) In complying with this section the buyer is held only to good faith 
and good-faith conduct under this section is neither acceptance nor conver- 
sion nor the basis of an action for damages. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section recognizes the duty imposed upon the merchant buyer by good faith and 
commercial practice to follow any reasonable instructions of the seller as to reshipping, 
storing, delivery to a third party, reselling or the like. Subsection (1) goes further and 
extends the duty to include the making of reasonable efforts to effect a salvage sale where 
he value of the goods is threatened and the seller's instructions do not arrive in time to 
prevent serious loss. 

2. The limitations on the buyer's duty to resell under subsection (1) are to be liberally 
construed. The buyer's duty to resell under this section arises from commercial necessity 
and thus is present only when the seller has “no agent or place of business at the market o 

ejection". A financing agency which is acting in behalf of the seller in handling the docu- 
ments rejected by the buyer is sufficiently the seller's agent to lift the burden of salvage 
esale from the buyer. (See provisions of Sections 4-503 and 5-112 on bank's duties with re- 
spect to rejected documents.) The buyer's duty to resell is extended only to goods in his 
"possession or control", but these are intended as words of wide, rather than narrow, 
import. In effect, the measure of the buyer's “control” is whether he can practicably effect 
control without undue commercial burden. 

3. The explicit provisions for reimbursement and compensation to the buyer in subsection 
(2) are applicable and necessary only where he is not acting under instructions from the 
seller. As provided in subsection (1) the seller's instructions to be “reasonable” must on 
demand of the buyer include indemnity for expenses. 

4. Since this section makes the resale of perishable goods an affirmative duty in contrast 
o a mere right to sell as under the case law, subsection (3) makes it clear that the buyer is 
iable only for the exercise of good faith in determining whether the value of the goods is 
sufficiently threatened to justify a quick resale or whether he has waited a sufficient length 
of time for instructions, or what a reasonable means and place of resale is. 

5. A buyer who fails to make a salvage sale when his duty to do so under this section has 
arisen is subject to damages pursuant to the section on liberal administration of remedies. 

6. Except as otherwise stated in this section, its provisions apply to all effective rejec- 
ions, including rejections that are wrongful. Thus, any merchant buyer whose rejection is 
effective is subject to the duties set forth in the first sentence of subsection (1), and a 
merchant buyer that complies with those duties is entitled to the protection provided by 
subsection (3). However, the right to indemnity for expenses on demand under the second 
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sentence of subsection (1) and the right to reimbursement for expenses and a commission 
under subsection (2) are limited to buyers whose rejections are rightful. 
Cross References: 

Point 2: Sections 4-503 and 5-112. 

Point 5: Section 1-106. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-103. 

“Merchant”. Section 2-104. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-604. Buyer's Options as to Salvage of Rejected Goods. 


Subject to the provisions of Section 2-603 on perishables, if the seller 
gives no instructions within a reasonable time after notification of rejec- 
ion, the buyer may store the rejected goods for the seller's account or re- 
ship them to the seller or resell them for the seller's account with 
reimbursement as provided in Section 2-603. Such action is not acceptance 
or conversion. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The basic purpose of this section is twofold: on the one hand it aims at reducing the 
stake in dispute and on the other at avoiding the pinning of a technical “acceptance” on a 
buyer who has taken steps towards realization on or preservation of the goods in good 
aith. This section is essentially a salvage section and the buyer's right to act under it is 
conditioned upon (1) non-conformity of the goods, (2) due notification of rejection to the 
seller under the section on manner of rejection, and (3) the absence of any instructions 
rom the seller which the merchant-buyer has a duty to follow under the preceding section. 

2. This section no longer refers to “rightful” rejections. Accordingly, its provisions apply 
o any buyer whose rejection is effective. However, this section is subject to Section 2-603, 
and the provisions of that section differentiate between rightful and wrongful rejections. 
Cross References: 

Point 1: Sections 2-602, and 2-603 and 2-706. 

Point 2: Section 2-603. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Goods”. Section 2-103. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-605. Waiver of Buyer's Objections by Failure to Particularize. 


(1) A buyer's failure to state in connection with rejection a particular 
defect or in connection with revocation of acceptance a defect that justifies 
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revocation precludes the buyer from relying on the unstated defect to 
justify rejection or revocation of acceptance if the defect is ascertainable by 
reasonable inspection: 
(a) if the seller had a right to cure the defect and could have cured it i 
stated seasonably; or 
(b) between merchants, if the seller has after rejection or revocation o 
acceptance made a request in a record for a full and final statement in a 
record of all defects on which the buyer proposes to rely. 
(2) A buyer's payment against documents tendered to the buyer made 
ithout reservation of rights precludes recovery of the payment for defects 
apparent in the documents. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
1. This section rests upon a policy of permitting the buyer to give a quick and informal 
otice of defects in a tender without penalizing the buyer for omissions, while at the same 
ime protecting a seller that is reasonably misled by the buyer's failure to state curable 

defects. When the defect in a tender is one which could have been cured by the seller, a 
buyer that merely rejects the delivery without stating any objections to the tender is prob- 
ably acting in commercial bad faith and is seeking to get out of a agreement which has 
become unprofitable. Following the general policy of this Article to preserve the deal 

herever possible, subsection (1)(a) requires that the seller's right to correct the tender in 

he circumstances be protected. 

Subsection (1) as amended makes three substantive changes. First, the failure to 

particularize affects only the buyer's right to reject or revoke acceptance. It does not affect 
he buyer's right to establish a breach of the agreement. Waiver of a right to damages for 
breach because of a failure properly to notify the seller is governed by Section 2-607(3). 
Second, subsection (1) now requires the seller to have had a right to cure under Section 
2-508 in addition to having the ability to cure. This point was perhaps implicit in the origi- 

al provision, but it is now expressly stated to avoid any question of whether this section 
creates a seller's right to cure independent of the right enumerated in Section 2-508. Thus, 
if the defect is one that could be cured under Section 2-508, the buyer will have waived that 
defect as a basis for rejecting the goods or revoking acceptance if the buyer fails to state the 
defect with sufficient particularity to facilitate the seller's exercise of its right to cure as 
provided in Section 2-508. 

Subsection (1) as revised has been extended to include a notice requirement not only as 
o rejection but also as to revocation of acceptance. This is necessitated by the expansion o 
he right to cure (Section 2-508) to cover revocation of acceptance in nonconsumer contracts. 

he application of the subsection to revocation cases is limited in the following ways: 1) 
because a revocation under Section 2-608(1)(a) does not activate a right to cure under 
Section 2-508, the revocation does not activate subsection (1); 2) because Section 2-608(1)(b) 
involves defects that are by definition difficult to discover, there is no waiver under subsec- 
ion (1) unless the defect justifies the revocation and the buyer has notice of it; and 3) 
because the right to cure following revocation of acceptance is restricted under Section 
2-508 to nonconsumer contracts, this notice requirement does not apply to a consumer who 
is seeking to revoke acceptance. 

2. When the time for cure has passed, subsection (1)(b) provides that a merchant seller is 
entitled upon request to a final statement of objections by a merchant buyer upon which 
he seller can rely. What is needed is a clear statement to the buyer of exactly what is be- 
ing sought. A formal demand will be sufficient in the case of a merchant-buyer. 

3. Subsection (2) has been amended to make clear that a buyer that makes payment 
upon presentation of the documents to the buyer may waive defects, but that a person that 
is not the buyer, such as the issuer of a letter of credit that pays as against documents, is 
not waiving the buyer's right to assert defects in the documents as against the seller. 

Subsection (2) applies to documents the same principle contained in Section 2-606(1)(a) 
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or the acceptance of goods; that is, if the buyer accepts documents that have apparent 
defects, the buyer is presumed to have waived the defects as a basis for rejecting the 
documents. Subsection (2) is limited to defects which are apparent in the documents. This 
ule applies to both tangible and electronic documents of title. When payment is required 
against documents, the documents must be inspected before the payment, and the payment 
constitutes acceptance of the documents. When the documents are delivered without requir- 
ing a contemporary payment by the buyer, the acceptance of the documents by non-objection 
is postponed until after a reasonable time for the buyer to inspect the documents. In either 
situation, however, the buyer “waives” only what is apparent in the documents. Moreover, 
in either case, the acceptance of the documents does not constitute an acceptance of the 


goods and does not impair any options or remedies of the buyer for improper delivery of the 
goods. See Section 2-512(2). 


Cross References: 
Point 1: Sections 2-508, 2-607 and 2-608. 
Point 3: Sections 2-512, 2-606 and 2-607. 
Definitional Cross References: 
“Between merchants". Section 2-104. 
“Buyer”. Section 2-103. 
“Record”. Section 2-103. 
“Seasonably”. Section 1-205. 
“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-606. What Constitutes Acceptance of Goods. 
(1) Acceptance of goods occurs when the buyer: 


(a) after a reasonable opportunity to inspect the goods signifies to the 
seller that the goods are conforming or that the buyer will take or retain 
them in spite of their nonconformity; 


(b) fails to make an effective rejection under Section 2-602(1), but such 
acceptance does not occur until the buyer has had a reasonable op- 
portunity to inspect them; or 


(c) Subject to Section 2-608(4), does any act inconsistent with the 
seller's ownership. 


(2) Acceptance of a part of any commercial unit is acceptance of that 
entire unit. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Section 48, Uniform Sales Act. 
Changes: Rewritten, the qualification in paragraph (c) and subsection (2) being new; 
otherwise the general policy of the prior legislation is continued. 
Purposes of Changes and New Matter: To make it clear that: 
1. Under this Article “acceptance” as applied to goods means that the buyer, pursuant to 
he contract, takes particular goods which have been appropriated to the contract as his 
own, whether or not he is obligated to do so, and whether he does so by words, action, or 
silence when it is time to speak. If the goods conform to the contract, acceptance amounts 
only to the performance by the buyer of one part of his legal obligation. 
2. Under this Article acceptance of goods is always acceptance of identified goods which. 
have been appropriated to the contract or are appropriated by the contract. There is no pro- 
ision for “acceptance of title" apart from acceptance in general, since acceptance of title is 
not material under this Article to the detailed rights and duties of the parties. (See Section 
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2-401). The refinements of the older law between acceptance of goods and of title become 
unnecessary in view of the provisions of the sections on effect and revocation of acceptance, 
on effects of identification and on risk of loss, and those sections which free the seller's and 
buyer's remedies from the complications and confusions caused by the question of whether 
itle has or has not passed to the buyer before breach. 

3. Under paragraph (a), payment made after tender is always one circumstance tending 

o signify acceptance of the goods but in itself it can never be more than one circumstance 
and is not conclusive. Also, a conditional communication of acceptance always remains 
subject to its expressed conditions. 

4. Under paragraph (c), any action taken by the buyer, which is inconsistent with his 
claim that he has rejected the goods, constitutes an acceptance. However, the provisions o 
paragraph (c) are subject to the sections dealing with rejection by the buyer which permit 

he buyer to take certain actions with respect to the goods pursuant to his options and 

duties imposed by those sections, without effecting an acceptance of the goods. The second 

clause of paragraph (c) modifies some of the prior case law and makes it clear that “accep- 
ance” in law based on the wrongful act of the acceptor is acceptance only as against the 
rongdoer and then only at the option of the party wronged. 

In the same manner in which a buyer can bind himself, despite his insistence that he is 

ejecting or has rejected the goods, by an act inconsistent with the seller’s ownership under 
paragraph (c), he can obligate himself by a communication of acceptance despite a prior 

ejection under paragraph (a). However, the sections on buyer’s rights on improper delivery 
and on the effect of rightful rejection, make it clear that after he once rejects a tender, 
paragraph (a) does not operate in favor of the buyer unless the seller has re-tendered the 
goods or has taken affirmative action indicating that he is holding the tender open. See also 
Comment 2 to Section 2-601. 

5. Subsection (2) supplements the policy of the section on buyer’s rights on improper 
delivery, recognizing the validity of a partial acceptance but insisting that the buyer 
exercise this right only as to whole commercial units. 

Cross References: 

Point 2: Sections 2-401, 2-509, 2-510, 2-607, 2-608 and Part 7. 

Point 4: Sections 2-601 through 2-604. 

Point 5: Section 2-601. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Commercial unit”. Section 2-105. 

“Goods”. Section 2-103. 

“Seller”. Section 2-103. 


§ 2-607. Effect of Acceptance; Notice of Breach; Burden of 
Establishing Breach after Acceptance; Notice of Claim or 
Litigation to Person Answerable Over. 

(1) The buyer must pay at the contract rate for any goods accepted. 

(2) Acceptance of goods by the buyer precludes rejection of the goods ac- 
cepted and if made with knowledge of a nonconformity may not be revoked 
because of it unless the acceptance was on the reasonable assumption that 
he nonconformity would be seasonably cured, but acceptance does not o 
itself impair any other remedy provided by this Article for nonconformity. 

(3) If a tender has been accepted: 


(a) the buyer must within a reasonable time after the buyer discovers 
or should have discovered any breach notify the seller, but failure to give 
timely notice bars the buyer from a remedy only to the extent that the 
seller is prejudiced by the failure; and 

(b) if the claim is one for infringement or the like under Section 2-312(2) 
and the buyer is sued as a result of such a breach, the buyer must so 
notify the seller within a reasonable time after the buyer receives notice 
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of the litigation or be barred from any remedy over for liability 

established by the litigation. 

(4) The burden is on the buyer to establish any breach with respect to 
he goods accepted. 

(5) If the buyer is sued for indemnity, breach of a warranty, or other 
obligation for which another party is answerable over: 

(a) the buyer may give the other party notice of the litigation in a rec- 
ord, and if the notice states that the other party may come in and defend 
and that if the other party does not do so the other party will be bound 
in any action against the other party by the buyer by any determination 
of fact common to the two litigations, then unless the other party after 
seasonable receipt of the notice does come in and defend the other party 
is so bound. 

(b) if the claim is one for infringement or the like under Section 
2-312(2), the original seller may demand in a record that its buyer turn 
over to it control of the litigation including settlement or else be barred 
from any remedy over and if it also agrees to bear all expense and to 
satisfy any adverse judgment, the buyer is so barred unless the buyer 
after seasonable receipt of the demand does turn over control. 

(6) Subsections (3), (4), and (5) apply to any obligation of a buyer to hold 
he seller harmless against infringement or the like under Section 2-312(2). 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 


1. Under subsection (1), once the buyer accepts a tender the seller acquires a right to its 
price on the contract terms. In cases of partial acceptance, the price of any part accepted is, 
if possible, to be reasonably apportioned. Usually this is to be determined in terms of “the 
contract rate," which is the rate determined from the agreement based on the rules and 
policies of this Article. 

2. Under subsection (2) acceptance of goods precludes their subsequent rejection of the 
goods. Any return of the goods thereafter must be by way of revocation of acceptance under 
Section 2-608. Revocation is unavailable for a non-conformity known to the buyer at the 

ime of acceptance, except where the buyer has accepted on the reasonable assumption that 
he non-conformity would be seasonably cured. 

3. All other remedies of the buyer remain unimpaired under subsection (2). This is 
intended to include the buyer's full rights for future installments despite the buyer's accep- 

ance of any earlier non-conforming installment. 

4. Subsection (3)(a) provides that the buyer must, within a reasonable time of the 
discovery, or when the buyer should have discovered any breach, give the seller notification 
of the breach. A failure to give this notice to the seller bars the buyer from a remedy for 
breach of contract if the seller suffers prejudice due to the failure to notify. See Restate- 
ment (Second) of Contracts § 229, which provides for an excuse of a condition where the 

ailure is not material and implementation would result in a disproportionate forfeiture. 

The time of notification is to be determined by applying commercial standards to a 
merchant buyer. ^A reasonable time" for notification from a retail consumer is to be judged 
by different standards so that in that case it could be extended beyond what would be a 
"commercially" reasonable time’ in appropriate circumstances because the requirement o 

otification is meant to defeat commercial bad faith, not to deprive a good faith consumer o 
a remedy. 

The content of the notification need merely be sufficient to let the seller know that the 
ransaction is still troublesome and must be watched. There is no reason to require that 
he notification which saves the buyer's rights under this section must include a clear 

statement of all the objections that will be relied on by the buyer, as is required for state- 
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ments of defects upon rejection (Section 2-605). Nor is there reason to require the notifica- 
ion to be a claim for damages or of any threatened litigation or other resort to a remedy. 
he notification which preserves the buyer's rights under this Article need only be one that 

informs the seller that the transaction is claimed to involve a breach, and thus opens the 
ay for normal settlement through negotiation. 

5. Under this Article various beneficiaries are given rights for injuries sustained by them 
because of the seller's breach of warranty. Such a beneficiary does not fall within the rea- 
son of the present section in regard to discovery of defects and the giving of notice within a 

easonable time after acceptance, since he has nothing to do with acceptance. However, the 
eason of this section does extend to requiring the beneficiary to notify the seller that an 
injury has occurred. What is said above, with regard to the extended time for reasonable 
otification from the lay consumer after the injury is also applicable here; but even a bene- 
ciary can be properly held to the use of good faith in notifying, once he has had time to 
become aware of the legal situation. 

6. Subsection (4) unambiguously places the burden of proof to establish breach on the 
buyer after acceptance. However, this rule becomes one purely of procedure when the ten- 
der accepted was non-conforming and the buyer has given the seller notice of breach under 
subsection (3). For subsection (2) makes it clear that acceptance leaves unimpaired the 
buyer's right to be made whole, and that right can be exercised by the buyer not only by 

ay of cross-claim for damages, but also by way of recoupment in diminution or extinction 
of the price. 

7. The vouching-in procedure in subsection (5) includes indemnity actions, and it includes 
any other party that is answerable over, not just the immediate seller. 

Vouching-in does not confer on the notified seller a right to intervene, does not confer ju- 
isdiction of any kind on the court over the seller, and does not create a duty to defend on 
he part of the seller. Those matters continue to be governed by the applicable rules of civil 
procedure and substantive law outside this section. Vouching in is based upon the principle 
hat the seller is liable for its contractual obligations for quality or title to the goods which 
he buyer is being forced to defend. 

8. Subsections (3)(b) and (5)(b) give a warrantor against infringement an opportunity to 
defend or compromise third-party claims or be relieved of liability. Subsection (5)(a) codifies 
or all warranties the practice of voucher to defend. Subsection (6) makes these provisions 
applicable to the buyer's liability for infringement under Section 2-312. 

9. All of the provisions of this section are subject to any explicit reservation of rights. 
Section 1-308. 

Cross References: 

Point 1: Section 1-201. 

Point 2: Section 2-608. 

Point 4: Sections 1-204 and 2-605. 

Point 5: Section 2-318. 

Point 6: Sections 2-312 and 3-803. 

Point 8: Section 2-312. 

Point 9: Section 1-308. 

Definitional Cross References: 

“Burden of establishing". Section 1-201. 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Notice”. Section 1-202. 

"Reasonable time". Section 1-205. 

“Remedy”. Section 1-201. 

“Seasonably”. Section 1-205. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 
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§ 2-608. Revocation of Acceptance in Whole or in Part. 

(1) A buyer may revoke acceptance of a lot or commercial unit whose 
nonconformity substantially impairs its value to the buyer if the buyer has 
accepted it: 

(a) on the reasonable assumption that its nonconformity would be 
cured and it has not been seasonably cured; or 

(b) without discovery of the nonconformity if the buyer's acceptance 
was reasonably induced either by the difficulty of discovery before accep- 
tance or by the seller's assurances. 

(2) Revocation of acceptance must occur within a reasonable time after 
he buyer discovers or should have discovered the ground for it and before 
any substantial change in condition of the goods which is not caused by 
heir own defects. The revocation is not effective until the buyer notifies 
he seller of it. 

(3) A buyer that so revokes has the same rights and duties with regard 
o the goods involved as if the buyer had rejected them. 

(4) If a buyer uses the goods after a rightful rejection or justifiable revo- 
cation of acceptance, the following rules apply: 

(a) Any use by the buyer that is unreasonable under the circumstances 
is wrongful as against the seller and is an acceptance only if ratified by 
the seller. 


(b) Any use of the goods that is reasonable under the circumstances is 
not wrongful as against the seller and is not an acceptance, but in an ap- 


propriate case the buyer is obligated to the seller for the value of the use 
to the buyer. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Section 69(1)(d), (3), (4) and (5), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 

1. Although the prior basic policy is continued, the buyer is no longer required to elect be- 
ween revocation of acceptance and recovery of damages for breach. Both are now available 
o him. The non-alternative character of the two remedies is stressed by the terms used in 
he present section. The section no longer speaks of *rescission," a term capable of ambigu- 

ous application either to transfer of title to the goods or to the contract of sale and 
susceptible also of confusion with cancellation for cause of an executed or executory portion 
of the contract. The remedy under this section is instead referred to simply as “revocation 
of acceptance" of goods tendered under a contract for sale and involves no suggestion o 
"election" of any sort. 

2. Revocation of acceptance is possible only where the non-conformity substantially 
impairs the value of the goods to the buyer. For this purpose the test is not what the seller 
had reason to know at the time of contracting; the question is whether the non-conformit 
is such as will in fact cause a substantial impairment of value to the buyer though the 
seller had no advance knowledge as to the buyer's particular circumstances. 

3. *Assurances" by the seller under paragraph (b) of subsection (1) can rest as well in the 
circumstances or in the contract as in explicit language used at the time of delivery. The 

eason for recognizing such assurances is that they induce the buyer to delay discovery. 

hese are the only assurances involved in paragraph (b). Explicit assurances may be made 
either in good faith or bad faith. In either case any remedy accorded by this Article is avail- 
able to the buyer under the section on remedies for fraud. 
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4. Subsection (2) requires notification of revocation of acceptance within a reasonable 
ime after discovery of the grounds for such revocation. Since this remedy will be generall 
esorted to only after attempts at adjustment have failed, the reasonable time period 
should extend in most cases beyond the time in which notification of breach must be given, 
beyond the time for discovery of non-conformity after acceptance and beyond the time for 
ejection after tender. The parties may by their agreement limit the time for notification 
under this section, but the same sanctions and considerations apply to such agreements as 
are discussed in the comment on manner and effect of rightful rejection. 

5. The content of the notice under subsection (2) is to be determined in this case as in 
others by considerations of good faith, prevention of surprise, and reasonable adjustment. 
More will generally be necessary than the mere notification of breach required under the 
preceding section. On the other hand the requirements of the section on waiver of buyer's 
objections do not apply here. The fact that quick notification of trouble is desirable affords 
good ground for being slow to bind a buyer by his first statement. Following the general 
policy of this Article, the requirements of the content of notification are less stringent in 
he case of a non-merchant buyer. 

6. Under subsection (2) the prior policy is continued of seeking substantial justice in 
egard to the condition of goods restored to the seller. Thus the buyer may not revoke his 
acceptance if the goods have materially deteriorated except by reason of their own defects. 

orthless goods, however, need not be offered back and minor defects in the articles 
eoffered are to be disregarded. 

7. The policy of the section allowing partial acceptance is carried over into the present 
section and the buyer may revoke his acceptance, in appropriate cases, as to the entire lot 
or any commercial unit thereof. 

8. Subsection (4) deals with the problem of post-rejection or revocation use of the goods. 

he courts have developed several alternative approaches. Under original Article 2, a 
buyer's post-rejection or revocation use of the goods could be treated as an acceptance, thus 

ndoing the rejection or revocation, could be a violation of the buyer's obligation of reason- 
able care, or could be a reasonable use for which the buyer must compensate the seller. 
Subsection (4) adopts the third approach. 

In general, a buyer that either rejects or revokes acceptance of the goods should not 
subsequently use the goods in a manner that is inconsistent with the seller's ownership. In 
some instances, however, the use may be reasonable. For example, a consumer buyer may 
have incurred an unavoidable obligation to a third-party financier and, if the seller fails to 

efund the price as required by this Article, the buyer may have no reasonable alternative 
but to use the goods (e.g., a rejected mobile home that provides needed shelter). Another 
example might involve a commercial buyer that is unable immediately to obtain cover and 
must use the goods to fulfill its obligations to third parties. If circumstances change so that 
he buyer's use after an effective rejection or a justified revocation of acceptance is no lon- 
ger reasonable, the continued use of the goods is unreasonable and is wrongful against the 
seller. This gives the seller the option of ratifying the use, thereby treating it as an accep- 
ance, or pursuing a non-Code remedy for conversion. 

If the buyer's use is reasonable under the circumstances, the buyer's actions cannot be 
reated as an acceptance. The buyer must compensate the seller for the value of the use o 
he goods to the buyer. Determining the appropriate level of compensation requires a 

consideration of the buyer's particular circumstances and should take into account the 
defective condition of the goods. There may be circumstances, such as where the use is 
solely for the purpose of protecting the buyer's security interest in the goods, where no 
compensation is due the seller under this section. If the seller has a right to compensation 
under this section that compensation must be netted out against any right of the buyer to 
damages for the seller's breach of contract. 

Cross References: 

Point 3: Section 2-721. 

Point 4: Sections 1-204, 2-602 and 2-607. 

Point 5: Sections 2-605 and 2-607. 

Point 7: Section 2-601. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Commercial unit". Section 2-105. 
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“Conform”. Section 2-106. 
“Goods”. Section 2-103. 
“Notifies”. Section 1-202. 
“Reasonable time”. Section 1-205. 
“Rights”. Section 1-201. 
“Seasonably”. Section 1-205. 
“Seller”. Section 2-103. 

“Value”. Section 1-204. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-609. Right to Adequate Assurance of Performance. 

(1) A contract for sale imposes an obligation on each party that the 
other's expectation of receiving due performance will not be impaired. I 
reasonable grounds for insecurity arise with respect to the performance o 
either party, the other may demand in a record adequate assurance of due 
performance and until the party receives the assurance may if com- 

ercially reasonable suspend any performance for which it has not al- 
ready received the agreed return. 

(2) Between merchants, the reasonableness of grounds for insecurity and 

he adequacy of any assurance offered shall be determined according to 
commercial standards. 


(3) Acceptance of any improper delivery or payment does not prejudice 
he aggrieved party's right to demand adequate assurance of future 


performance. 


(4) After receipt of a justified demand, failure to provide within a reason- 
able time not exceeding 30 days such assurance of due performance as is 
adequate under the circumstances of the particular case is a repudiation o 

he contract. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 53, 54(1)(b), 55 and 63(2), Uniform 
Sales Act. 
Purposes: 

1. The section rests on the recognition of the fact that the essential purpose of a contract 
between commercial men is actual performance and they do not bargain merely for a 
promise, or for a promise plus the right to win a lawsuit and that a continuing sense of reli- 
ance and security that the promised performance will be forthcoming when due, is an 
important feature of the bargain. If either the willingness or the ability of a party to 
perform declines materially between the time of contracting and the time for performance, 
he other party is threatened with the loss of a substantial part of what he has bargained 
or. A seller needs protection not merely against having to deliver on credit to a shaky 
buyer, but also against having to procure and manufacture the goods, perhaps turning 
down other customers. Once he has been given reason to believe that the buyer's perfor- 
mance has become uncertain, it is an undue hardship to force him to continue his own 
performance. Similarly, a buyer who believes that the seller's deliveries have become un- 
certain cannot safely wait for the due date of performance when he has been buying to as- 
sure himself of materials for his current manufacturing or to replenish his stock o 
merchandise. 

2. Three measures have been adopted to meet the needs of commercial men in such 
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situations. First, the aggrieved party is permitted to suspend his own performance and any 
preparation therefor, with excuse for any resulting necessary delay, until the situation has 
been clarified. “Suspend performance” under this section means to hold up performance 
pending the outcome of the demand, and includes also the holding up of any preparatory 
action. This is the same principle which governs the ancient law of stoppage and seller's 
ien, and also of excuse of a buyer from prepayment if the seller's actions manifest that he 
cannot or will not perform. (Original Act, Section 63(2).) 

Secondly, the aggrieved party is given the right to require adequate assurance that the 
other party's performance will be duly forthcoming. This principle is reflected in the famil- 
iar clauses permitting the seller to curtail deliveries if the buyer's credit becomes impaired, 

hich when held within the limits of reasonableness and good faith actually express no 
more than the fair business meaning of any commercial contract. 

Third, and finally, this section provides the means by which the aggrieved party may 
reat the contract as broken if his reasonable grounds for insecurity are not cleared up 

ithin a reasonable time. This is the principle underlying the law of anticipatory breach, 

hether by way of defective part performance or by repudiation. The present section 
merges these three principles of law and commercial practice into a single theory of general 
application to all sales agreements looking to future performance. 

3. Subsection (2) of the present section requires that “reasonable” grounds and “ade- 
quate" assurance as used in subsection (1) be defined by commercial rather than legal 
standards. The express reference to commercial standards carries no connotation that the 
obligation of good faith is not equally applicable here. 

Under commercial standards and in accord with commercial practice, a ground for inse- 
curity need not arise from or be directly related to the contract in question. The law as to 
"dependence" or “independence” of promises within a single contract does not control the 
application of the present section. 

Thus a buyer who falls behind in “his account” with the seller, even though the items 
involved have to do with separate and legally distinct contracts, impairs the seller’s expecta- 
ion of due performance. Again, under the same test, a buyer who requires precision parts 

hich he intends to use immediately upon delivery, may have reasonable grounds for inse- 

curity if he discovers that his seller is making defective deliveries of such parts to other 
buyers with similar needs. Thus, too, in a situation such as arose in Jay Dreher Corpora- 
ion v. Delco Appliance Corporation, 93 F.2d 275 (C.C.A.2, 1937), where a manufacturer 
gave a dealer an exclusive franchise for the sale of his product but on two or three occa- 
sions breached the exclusive dealing clause, although there was no default in orders, 
deliveries or payments under the separate sales contract between the parties, the ag- 
grieved dealer would be entitled to suspend his performance of the contract for sale under 
he present section and to demand assurance that the exclusive dealing contract would be 
ived up to. There is no need for an explicit clause tying the exclusive franchise into the 
contract for the sale of goods since the situation itself ties the agreements together. 

The nature of the sales contract enters also into the question of reasonableness. For 
example, a report from an apparently trustworthy source that the seller had shipped defec- 

ive goods or was planning to ship them would normally give the buyer reasonable grounds 
or insecurity. But when the buyer has assumed the risk of payment before inspection o 
he goods, as in a sales contract on C.I.F. or similar cash against documents terms, that 
isk is not to be evaded by a demand for assurance. Therefore no ground for insecurity 
ould exist under this section unless the report went to a ground which would excuse pay- 
ment by the buyer. 

4. What constitutes “adequate” assurance of due performance is subject to the same test 
of factual conditions. For example, where the buyer can make use of a defective delivery, a 
mere promise by a seller of good repute that he is giving the matter his attention and that 

he defect will not be repeated, is normally sufficient. Under the same circumstances, 
however, a similar statement by a known corner-cutter might well be considered insuf- 
cient without the posting of a guaranty or, if so demanded by the buyer, a speedy replace- 
ment of the delivery involved. By the same token where a delivery has defects, even though 
easily curable, which interfere with easy use by the buyer, no verbal assurance can be 
deemed adequate which is not accompanied by replacement, repair, money-allowance, or 
other commercially reasonable cure. 

A fact situation such as arose in Corn Products Refining Co. v. Fasola, 94 N.J.L. 181, 109 
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. 505 (1920) offers illustration both of reasonable grounds for insecurity and “adequate” 
assurance. In that case a contract for the sale of oils on 30 days’ credit, 2% off for payment 

ithin 10 days, provided that credit was to be extended to the buyer only if his financial 
esponsibility was satisfactory to the seller. The buyer had been in the habit of taking 
advantage of the discount but at the same time that he failed to make his customary 10 
day payment, the seller heard rumors, in fact false, that the buyer’s financial condition was 
shaky. Thereupon, the seller demanded cash before shipment or security satisfactory to 
him. The buyer sent a good credit report from his banker, expressed willingness to make 
payments when due on the 30 day terms and insisted on further deliveries under the 
contract. Under this Article the rumors, although false, were enough to make the buyer's 
nancial condition “unsatisfactory” to the seller under the contract clause. Moreover, the 
buyer's practice of taking the cash discounts is enough, apart from the contract clause, to 
ay a commercial foundation for suspicion when the practice is suddenly stopped. These 
matters, however, go only to the justification of the seller's demand for security, or his “rea- 
sonable grounds for insecurity”. 

The adequacy of the assurance given is not measured as in the type of “satisfaction” situ- 
ation affected with intangibles, such as in personal service cases, cases involving a third 
party’s judgment as final, or cases in which the whole contract is dependent on one party’s 
satisfaction, as in a sale on approval. Here, the seller must exercise good faith and observe 
commercial standards. This Article thus approves the statement of the court in James B. 
Berry’s Sons Co. of Illinois v. Monark Gasoline & Oil Co., Inc., 32 F.2d 74 (C.C.A.8, 1929), 
hat the seller's satisfaction under such a clause must be based upon reason and must not 
be arbitrary or capricious; and rejects the purely personal *good faith" test of the Corn 
Products Refining Co. case, which held that in the seller's sole judgment, if for any reason 
he was dissatisfied, he was entitled to revoke the credit. In the absence of the buyer's fail- 
ure to take the 2% discount as was his custom, the banker's report given in that case would 
have been “adequate” assurance under this Act, regardless of the language of the “satisfac- 
ion" clause. However, the seller is reasonably entitled to feel insecure at a sudden expan- 
sion of the buyer's use of a credit term, and should be entitled either to security or to a sat- 
isfactory explanation. 

The entire foregoing discussion as to adequacy of assurance by way of explanation is 
subject to qualification when repeated occasions for the application of this section arise. 

his Act recognizes that repeated delinquencies must be viewed as cumulative. On the 
other hand, commercial sense also requires that if repeated claims for assurance are made 
under this section, the basis for these claims must be increasingly obvious. 

5. A failure to provide adequate assurance of performance and thereby to re-establish the 
security of expectation, results in a breach only “by repudiation” under subsection (4). 

herefore, the possibility is continued of retraction of the repudiation under the section 
dealing with that problem, unless the aggrieved party has acted on the breach in some 
manner. 

The thirty day limit on the time to provide assurance is laid down to free the question o 

easonable time from uncertainty in later litigation. 

6. Clauses seeking to give the protected party exceedingly wide powers to cancel or 

eadjust the contract when ground for insecurity arises must be read against the fact that 
good faith is a part of the obligation of the contract and not subject to modification by 
agreement and includes, in the case of a merchant, the reasonable observance of com- 
mercial standards of fair dealing in the trade. Such clauses can thus be effective to enlarge 
he protection given by the present section to a certain extent, to fix the reasonable time 

ithin which requested assurance must be given, or to define adequacy of the assurance in 
any commercially reasonable fashion. But any clause seeking to set up arbitrary standards 
or action is ineffective under this Article. Acceleration clauses are treated similarly in the 

rticles on Commercial Paper and Secured Transactions. 
Cross References: 

Point 3: Section 1-203. 

Point 5: Section 2-611. 

Point 6: Sections 1-203, 1-309, Articles 3 and 9. 

Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Between merchants". Section 2-104. 
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“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Party”. Section 1-201. 
“Reasonable time”. Section 1-205. 
“Record”. Section 2-103. 

“Rights”. Section 1-201. 


§ 2-610. Anticipatory Repudiation. 


(1) If either party repudiates the contract with respect to a performance 
mot yet due the loss of which will substantially impair the value of the 
contract to the other, the aggrieved party may: 

(a) for a commercially reasonable time await performance by the 
repudiating party; or 

(b) resort to any remedy for breach (Section 2-703 or Section 2-711), 
even if the aggrieved party has notified the repudiating party that it 
would await the latter’s performance and has urged retraction; and 


(c) in either case suspend performance or proceed in accordance with 
the provisions of this Article on the seller’s right to identify goods to the 
contract notwithstanding breach or to salvage unfinished goods (Section 
2-704). 

(2) Repudiation includes language that a reasonable person would 
interpret to mean that the other party will not or cannot make a perfor- 

ance still due under the contract or voluntary, affirmative conduct that 

ould appear to a reasonable person to make a future performance by the 
other party impossible. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 63(2) and 65, Uniform Sales Act. 
Purposes: To make it clear that: 

1. With the problem of insecurity taken care of by the preceding section and with provi- 
sion being made in this Article as to the effect of a defective delivery under an installment 
contract, anticipatory repudiation centers upon an overt communication of intention or an 
action which renders performance impossible or demonstrates a clear determination not to 
continue with performance. 

Under the present section when such a repudiation substantially impairs the value of the 
contract, the aggrieved party may at any time resort to his remedies for breach, or he may 
suspend his own performance while he negotiates with, or awaits performance by, the other 
party. But if he awaits performance beyond a commercially reasonable time he cannot re- 
cover resulting damages which he should have avoided. 

2. It is not necessary for repudiation that performance be made literally and utterly 
impossible. Repudiation can result from action which reasonably indicates a rejection of the 
continuing obligation. And, a repudiation automatically results under the preceding section 
on insecurity when a party fails to provide adequate assurance of due future performance 

ithin thirty days after a justifiable demand therefor has been made. Under the language 
of this section, a demand by one or both parties for more than the contract calls for in the 

ay of counter-performance is not in itself a repudiation nor does it invalidate a plain 
expression of desire for future performance. However, when under a fair reading it amounts 
o a statement of intention not to perform except on conditions which go beyond the 
contract, it becomes a repudiation. 

3. The test chosen to justify an aggrieved party's action under this section is the same as 

hat in the section on breach in installment contracts—namely the substantial value of the 
contract. The most useful test of substantial value is to determine whether material incon- 
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enience or injustice will result if the aggrieved party is forced to wait and receive an 
ultimate tender minus the part or aspect repudiated. 


4. After repudiation, the aggrieved party may immediately resort to any remedy he 
chooses provided he moves in good faith (see Section 1-203). Inaction and silence by the ag- 
grieved party may leave the matter open but it cannot be regarded as misleading the 

epudiating party. Therefore the aggrieved party is left free to proceed at any time with his 
options under this section, unless he has taken some positive action which in good faith 
equires notification to the other party before the remedy is pursued. 

5. Subsection (2) provides guidance on when a party can be considered to have repudi- 
ated a performance obligation based upon the Restatement (Second) of Contracts § 250 and 
does not purport to be an exclusive statement of when a repudiation has occurred. Repudia- 
ion centers upon an overt communication of intention, actions which render performance 
impossible, or a demonstration of a clear determination not to perform. Failure to provide 
adequate assurance of due performance under Section 2-609 also operates as a repudiation. 
Cross References: 

Point 1: Sections 2-609 and 2-612. 

Point 2: Section 2-609. 

Point 3: Section 2-612. 

Point 4: Section 1-203. 

Point 5: Section 2-609. 

Definitional Cross References: 

“Agerieved party”. Section 1-201. 

“Contract”. Section 1-201. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


2-611. Retraction of Anticipatory Repudiation. 


(1) Until the repudiating party's next performance is due, that party 

ay retract the repudiation unless the aggrieved party has since the 
repudiation canceled or materially changed position or otherwise indicated 
hat the repudiation is final. 


(2) Retraction may be by any method that clearly indicates to the ag- 
grieved party that the repudiating party intends to perform, but must 
include any assurance justifiably demanded under Section 2-609. 


(3) Retraction reinstates the repudiating party's rights under the 
contract with due excuse and allowance to the aggrieved party for any 
delay occasioned by the repudiation. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make it clear that: 

1. The repudiating party's right to reinstate the contract is entirely dependent upon the 
action taken by the aggrieved party. If the latter has cancelled the contract or materially 
changed his position at any time after the repudiation, there can be no retraction under 
his section. 

2. Under subsection (2) an effective retraction must be accompanied by any assurances 
demanded under the section dealing with right to adequate assurance. A repudiation is o 
course sufficient to give reasonable ground for insecurity and to warrant a request for as- 
surance as an essential condition of the retraction. However, after a timely and unambigu- 


160 


ous expression of retraction, a reasonable time for the assurance to be worked out should 
be allowed by the aggrieved party before cancellation. 
Cross Reference: 
Point 2: Section 2-609. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 
“Cancellation”. Section 2-106. 
“Contract”. Section 1-201. 
“Party”. Section 1-201. 
“Rights”. Section 1-201. 


§ 2-612. “Installment Contract”; Breach. 


(1) An “installment contract” is one that requires or authorizes the 
delivery of goods in separate lots to be separately accepted, even if the 
contract contains a clause “each delivery is a separate contract” or its 
equivalent. 


(2) The buyer may reject any installment that is nonconforming if the 
nonconformity substantially impairs the value of that installment to the 
buyer or if nonconformity is a defect in the required documents. However, 
if the nonconformity does not fall within subsection (3) and the seller gives 
adequate assurance of its cure the buyer must accept that installment. 


(3) If nonconformity or default with respect to one or more installments 
substantially impairs the value of the whole contract, there is a breach o 
he whole. But the aggrieved party reinstates the contract if the party ac- 
cepts a nonconforming installment without seasonably notifying of cancel- 
lation or if the party brings an action with respect only to past install- 
ents or demands performance as to future installments. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comments 

Prior Uniform Statutory Provision: Section 45(2), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To continue prior law but to make explicit the more mercantile in- 
erpretation of many of the rules involved, so that: 

1. The definition of an installment contract is phrased more broadly in this Article so as 
o cover installment deliveries tacitly authorized by the circumstances or by the option o 
either party. 

2. In regard to the apportionment of the price for separate payment this Article applies 
he more liberal test of what can be apportioned rather than the test of what is clearly ap- 
portioned by the agreement. This Article also recognizes approximate calculation or ap- 
portionment of price subject to subsequent adjustment. A provision for separate payment 
or each lot delivered ordinarily means that the price is at least roughly calculable by units 
of quantity, but such a provision is not essential to an “installment contract." If separate 
acceptance of separate deliveries is contemplated, no generalized contrast between wholly 
“entire” and wholly “divisible” contracts has any standing under this Article. 

3. This Article rejects any approach which gives clauses such as “each delivery is a sepa- 
ate contract” their legalistically literal effect. Such contracts nonetheless call for install- 
ment deliveries. Even where a clause speaks of “a separate contract for all purposes”, a 
commercial reading of the language under the section on good faith and commercial stan- 
dards requires that the singleness of the document and the negotiation, together with the 
sense of the situation, prevail over any uncommercial and legalistic interpretation. 

4. One of the requirements for rejection under subsection (2) is non-conformity. 
substantially impairing the value of the installment in question. However, an installment 
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agreement may require accurate conformity in quality as a condition to the right to accep- 

ance if the need for the conformity is made clear either by express provision or by the 
circumstances. In this case the effect of the agreement is to define explicitly what amounts 
o substantial impairment of value. A clause that requires accurate compliance as a condi- 
ion to the right to acceptance must, however, have some basis in reason, must avoid 
imposing hardship by surprise, and it is subject to waiver or to displacement by practical 
construction. 

5. Substantial impairment of the value of an installment can turn not only on the quality 
of the goods but also on such factors as time, quantity, assortment, and the like. It must be 
judged in terms of the normal or specifically known purposes of the contract. The defect in 

equired documents refers to such matters as the absence of insurance documents under a 
contract that requires these documents, falsity of a bill of lading, or one failing to show 
shipment within the contract period or to the contract destination. Even in these cases, 
however, the provisions on cure of tender may apply if appropriate documents are readily 
procurable. 

6. Subsection (3) is designed to further the continuance of the contract in the absence o 
an overt cancellation. The question arising when an action is brought as to a single install- 
ment only is resolved by making such action waive the right to cancellation. This involves 
merely a defect in one or more installments, as contrasted with the situation where there is 
a true repudiation within the section on anticipatory repudiation. Whether the non- 
conformity in any given installment justifies cancellation as to the future depends, not on 

hether such non-conformity indicates an intent or likelihood that the future deliveries 

ill also be defective, but whether the non-conformity substantially impairs the value o 

he whole contract. If only the seller's security in regard to future installments is impaired, 
he has the right to demand adequate assurances of proper future performance but has not 
an immediate right to cancel the entire contract. It is clear under this Article, however, 
hat defects in prior installments are cumulative in effect, so that acceptance does not wash 
out the defect ^waived." Prior policy is continued, putting the rule as to buyer's default on 
he same footing as that in regard to seller's default. 

7. Under the requirement of seasonable notification of cancellation under subsection (3), 
a buyer who accepts a non-conforming installment which substantially impairs the value o 

he entire contract should properly be permitted to withhold his decision as to whether or 

ot to cancel pending a response from the seller as to his claim for cure or adjustment. 
Similarly, a seller may withhold a delivery pending payment for prior ones, at the same 

ime delaying his decision as to cancellation. A reasonable time for notifying of cancella- 

ion, judged by commercial standard under the section on good faith, extends of course to 
include the time covered by any reasonable negotiation in good faith. However, during this 
period the defaulting party is entitled, on request, to know whether the contract is still in 
effect, before he can be required to perform further. 

8. Subsection (2) makes it clear that the buyer's right in the first instance to reject an 
installment depends upon whether there has been a substantial impairment of the value o 

he installment to the buyer and not on the seller's ability to cure the nonconformity. The 
seller can prevent a rightful rejection by giving adequate assurances of cure. Subsection (2) 
uses the words “to the buyer" to clarify that the standard for rejecting an installment con- 
sistent is the same standard for revoking acceptance under Section 2-608. Therefore, the 

est is not what the seller had reason to know at the time of contracting; the question is 
hether the non-conformity is one that will cause a substantial impairment of value to the 

buyer even though the seller had no knowledge about the buyer's particular circumstances 

at the time of contracting. 

Cross References: 

Point 2: Sections 2-307 and 2-607. 

Point 3: Section 1-203. 

Point 5: Sections 2-208 and 2-609. 

Point 6: Section 2-610. 

Point 8: Section 2-608. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Agerieved party". Section 1-201. 

“Buyer”. Section 2-103. 
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“Cancellation”. Section 2-106. 
*Conform". Section 2-106. 
*Contract". Section 1-201. 
*Lot". Section 2-105. 
“Notifies”. Section 1-202. 
“Party”. Section 1-201. 
“Seasonably”. Section 1-205. 
*Seller". Section 2-103. 

s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-613. Casualty to Identified Goods. 

If the contract requires for its performance goods identified when the 
contract is made, and the goods suffer casualty without fault of either 
party before the risk of loss passes to the buyer, then: 

(a) if the loss is total the contract is terminated; and 

(b) if the loss is partial or the goods have so deteriorated that they no 
longer conform to the contract, the buyer may nevertheless demand 
inspection and at the buyer's option either treat the contract as 
terminated or accept the goods with due allowance from the contract 
price for the deterioration or the deficiency in quantity but without fur- 
ther right against the seller. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Sections 7 and 8, Uniform Sales Act. 
Changes: Rewritten, the basic policy being continued but the test of a “divisible” or “indi- 
isible” sale or contract being abandoned in favor of adjustment in business terms. 
Purposes of Changes: 

1. Where goods whose continued existence is presupposed by the agreement are destroyed, 

ithout fault of either party, the buyer is relieved from his obligation but may at his option 
ake the surviving goods at a fair adjustment. “Fault” is intended to include negligence and 
not merely wilful wrong. The buyer is expressly given the right to inspect the goods in or- 
der to determine whether he wishes to avoid the contract entirely or to take the goods with 
a price adjustment. 

2. The section applies whether the goods were already destroyed at the time of contract- 
ing without the knowledge of either party or whether they are destroyed subsequently but 
before the risk of loss passes to the buyer. Where under the agreement, including of course 

sage of trade, the risk has passed to the buyer before the casualty, the section has no 
application. Beyond this, the essential question in determining whether the rules of this 
section are to be applied is whether the seller has or has not undertaken the responsibility 
or the continued existence of the goods in proper condition through the time of agreed or 
expected delivery. 

3. The use of the word "terminated" in paragraph (a) clarifies that pre-termination 
breaches are preserved. See Section 2-106(3). 

Cross Reference: 

Point 4: Section 2-106 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

“Fault”. Section 1-201. 
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“Goods”. Section 2-103. 
“Party”. Section 1-201. 
“Rights”. Section 1-201. 
*Seller". Section 2-103. 
"Terminated". Section 2-106. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-614. Substituted Performance. 

(1) If without fault of either party the agreed berthing, loading, or 
nloading facilities fail or an agreed type of carrier becomes unavailable or 
he agreed manner of performance otherwise becomes commercially 

impracticable but a commercially reasonable substitute is available, the 
substitute performance must be tendered and accepted. 


(2) If the agreed means or manner of payment fails because of domestic 
or foreign governmental regulation, the seller may withhold or stop 
delivery unless the buyer provides a means or manner of payment which is 
commercially a substantial equivalent. If delivery has already been taken, 


discharges the buyer's obligation unless the regulation is discriminatory, 
oppressive, or predatory. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) requires the tender of a commercially reasonable substituted perfor- 
mance where agreed to facilities have failed or have become commercially impracticable. 

nder this Article, in the absence of a specific agreement, the normal or usual facilities 
enter into the agreement either through the circumstances of the transaction, a usage o 
rade or a prior course of dealing between the parties. 

This section appears between Section 2-613 on casualty to identified goods and Section 
2-615 on excuse by failure of presupposed conditions. Those two sections deal with excuse 
and complete avoidance of the contract when the occurrence or non-occurrence of a 
contingency which was a basic assumption of the contract makes the expected performance 
impossible. The distinction between the present section and those sections is whether the 
ailure or impossibility of performance arises in connection with an incidental matter or 
goes to the very heart of the agreement. The differing lines of solution are contrasted in a 
comparison of International Paper Co. v. Rockefeller, 161 App.Div. 180, 146 N.Y.S. 371 
(1914), and Meyer v. Sullivan, 40 Cal.App. 723, 181 P. 847 (1919). In the former case, a 
contract for the sale of spruce to be cut from a particular tract of land was involved. When 
a fire destroyed the trees growing on that tract the seller was held excused since perfor- 
mance was impossible. In the latter case, the contract called for delivery of wheat “f.o.b. 
Kosmos Steamer at Seattle." The war led to cancellation of that line's sailing schedule after 
space had been duly engaged and the buyer was held entitled to demand substituted 
delivery at the warehouse on the line's loading dock. Under this Article, of course, the 
seller would also be entitled, had the market gone the other way, to make a substituted 
ender in that manner. 

There must, however, be a true commercial impracticability to excuse the agreed to per- 
ormance and justify a substituted performance. When this is the case, a reasonable 
substituted performance tendered by either party should excuse that party from strict 
compliance with the contract terms which do not go to the essence of the agreement. 

2. The substitution provided for in this section as between buyer and seller does not 
carry over into the obligation of a financing agency under a letter of credit, since the financ- 
ing agency is entitled to performance which is plainly adequate on its face and without 
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eed to look into commercial evidence outside of the documents. See Article 5, especially: 
Section 5-108. 

3. Under subsection (2), when the contract is still executory on both sides, the seller is 
permitted to withdraw unless the buyer can provide the seller with a commercially equiva- 
ent performance despite the governmental regulation. When, however, only the debt for 
he price remains, a larger leeway is permitted. The buyer may pay in the manner provided 
by the regulation, even though this may not be a commercially equivalent performance, 
provided that the regulation is not *discriminatory, oppressive or predatory." 
Cross Reference: 

Point 2: Article 5. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Delivery”. Section 2-103. 

"Fault". Section 1-201. 

"Party". Section 1-201. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-615. Excuse by Failure of Presupposed Conditions. 


Except to the extent that a seller may have assumed a greater obligation 
and subject to Section 2-614: 

(a) Delay in performance or nonperformance in whole or in part by a 
seller that complies with paragraphs (b) and (c) is not a breach of the 
seller's duty under a contract for sale if performance as agreed has been 
made impracticable by the occurrence of a contingency the nonoccur- 
rence of which was a basic assumption on which the contract was made 
or by compliance in good faith with any applicable foreign or domestic 
governmental regulation or order whether or not it later proves to be 
invalid. 

(b) If the causes mentioned in paragraph (a) affect only a part of the 
seller's capacity to perform, the seller must allocate production and 
deliveries among its customers but may at its option include regular 
customers not then under contract as well as its own requirements for 
further manufacture. The seller may so allocate in any manner that is 
fair and reasonable. 

(c) The seller must notify the buyer seasonably that there will be 
delay or nonperformance and, if allocation is required under paragraph 
(b), of the estimated quota thus made available for the buyer. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section excuses a seller from timely delivery of goods contracted for, where his 
performance has become commercially impracticable because of unforeseen supervening 
circumstances not within the contemplation of the parties at the time of contracting. The 
destruction of specific goods and the problem of the use of substituted performance on 
points other than delay or quantity, treated elsewhere in this Article, must be distinguished 

om the matter covered by this section. 

2. The present section deliberately refrains from any effort at an exhaustive expression o 
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contingencies and is to be interpreted in all cases sought to be brought within its scope in 
erms of its underlying reason and purpose. 

3. The first test for excuse under this Article in terms of basic assumption is a familiar 
one. The additional test of commercial impracticability (as contrasted with “impossibility,” 
“frustration of performance” or “frustration of the venture”) has been adopted in order to 
call attention to the commercial character of the criterion chosen by this Article. 

4. Increased cost alone does not excuse performance unless the rise in cost is due to some 
unforeseen contingency which alters the essential nature of the performance. Neither is a 

ise or a collapse in the market in itself a justification, for that is exactly the type of busi- 
ness risk which business contracts made at fixed prices are intended to cover. But a severe 
shortage of raw materials or of supplies due to a contingency such as war, embargo, local 
crop failure, unforeseen shutdown of major sources of supply or the like, which either 
causes a marked increase in cost or altogether prevents the seller from securing supplies 
ecessary to his performance, is within the contemplation of this section. (See Ford & Sons, 
Ltd., v. Henry Leetham & Sons, Ltd., 21 Com.Cas. 55 (1915, K.B.D.).) 

5. Where a particular source of supply is exclusive under the agreement and fails through 
casualty, the present section applies rather than the provision on destruction or deteriora- 
ion of specific goods. The same holds true where a particular source of supply is shown by 
he circumstances to have been contemplated or assumed by the parties at the time o 
contracting. (See Davis Co. v. Hoffmann-LaRoche Chemical Works, 178 App.Div. 855, 166 
N.Y.S. 179 (1917) and International Paper Co. v. Rockefeller, 161 App.Div. 180, 146 N.Y.S. 
371 (1914).) There is no excuse under this section, however, unless the seller has employed 
all due measures to assure himself that his source will not fail. (See Canadian Industrial 
Alcohol Co., Ltd., v. Dunbar Molasses Co., 258 N.Y. 194, 179 N.E. 383, 80 A.L.R. 1173 
(1932) and Washington Mfg. Co. v. Midland Lumber Co., 113 Wash. 593, 194 P. 777 (1921).) 

In the case of failure of production by an agreed source for causes beyond the seller's 
control, the seller should, if possible, be excused since production by an agreed source is 

ithout more a basic assumption of the contract. Such excuse should not result in relieving 

he defaulting supplier from liability nor in dropping into the seller's lap an unearned 
bonus of damages over. The flexible adjustment machinery of this Article provides the solu- 
ion under the provision on the obligation of good faith. A condition to his making good the 
claim of excuse is the turning over to the buyer of his rights against the defaulting source 
of supply to the extent of the buyer's contract in relation to which excuse is being claimed. 

6. In situations in which neither sense nor justice is served by either answer when the is- 
sue is posed in flat terms of “excuse” or “no excuse,” adjustment under the various provi- 
sions of this Article is necessary, especially the sections on good faith, on insecurity and as- 
surance and on the reading of all provisions in the light of their purposes, and the general 
policy of this Act to use equitable principles in furtherance of commercial standards and 
good faith. 

7. The failure of conditions which go to convenience or collateral values rather than to 

he commercial practicability of the main performance does not amount to a complete 
excuse. However, good faith and the reason of the present section and of the preceding one 
may properly be held to justify and even to require any needed delay involved in a good 
aith inquiry seeking a readjustment of the contract terms to meet the new conditions. 

8. The provisions of this section are made subject to assumption of greater liability by 
agreement and such agreement is to be found not only in the expressed terms of the 
contract but in the circumstances surrounding the contracting, in trade usage and the like. 

hus the exemptions of this section do not apply when the contingency in question is suf- 

ciently foreshadowed at the time of contracting to be included among the business risks 

hich are fairly to be regarded as part of the dickered terms, either consciously or as a 
matter of reasonable, commercial interpretation from the circumstances. (See Madeirense 
Do Brasil, S.A. v. Stulman-Emrick Lumber Co., 147 F.2d 399 (C.C.A., 2 Cir., 1945).) The 
exemption otherwise present through usage of trade under the present section may also be 
expressly negated by the language of the agreement. Generally, express agreements as to 
exemptions designed to enlarge upon or supplant the provisions of this section are to be 

ead in the light of mercantile sense and reason, for this section itself sets up the com- 
mercial standard for normal and reasonable interpretation and provides a minimum be- 
yond which agreement may not go. 

Agreement can also be made in regard to the consequences of exemption as laid down in 
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paragraphs (b) and (c) and the next section on procedure on notice claiming excuse. 

9. The case of a farmer who has contracted to sell crops to be grown on designated land 
may be regarded as falling either within the section on casualty to identified goods or this 
section, and he may be excused, when there is a failure of the specific crop, either on the 
basis of the destruction of identified goods or because of the failure of a basic assumption o 
he contract. 

Exemption of the buyer in the case of a “requirements” contract is covered by the “Output! 
and Requirements" section both as to assumption and allocation of the relevant risks. But 

hen a contract by a manufacturer to buy fuel or raw material makes no specific reference 
o a particular venture and no such reference may be drawn from the circumstances, com- 
mercial understanding views it as a general deal in the general market and not conditioned 
on any assumption of the continuing operation of the buyer's plant. Even when notice is 
given by the buyer that the supplies are needed to fill a specific contract of a normal com- 
mercial kind, commercial understanding does not see such a supply contract as conditioned 
on the continuance of the buyer's further contract for outlet. On the other hand, where the 
buyer's contract is in reasonable commercial understanding conditioned on a definite and 
specific venture or assumption as, for instance, a war procurement subcontract known to be 
based on a prime contract which is subject to termination, or a supply contract for a partic- 

lar construction venture, the reason of the present section may well apply and entitle the 
buyer to the exemption. 

10. Following its basic policy of using commercial practicability as a test for excuse, this 
section recognizes as of equal significance either a foreign or domestic regulation and 
disregards any technical distinctions between “law,” “regulation,” “order” and the like. Nor 
does it make the present action of the seller depend upon the eventual judicial determina- 
ion of the legality of the particular governmental action. The seller's good faith belief in 
he validity of the regulation is the test under this Article and the best evidence of his good 
aith is the general commercial acceptance of the regulation. However, governmental 
interference cannot excuse unless it truly “supervenes” in such a manner as to be beyond 
he seller's assumption of risk. And any action by the party claiming excuse which causes 
or colludes in inducing the governmental action preventing his performance would be in 
breach of good faith and would destroy his exemption. 

11. An excused seller must fulfill his contract to the extent which the supervening 
contingency permits, and if the situation is such that his customers are generally affected 
he must take account of all in supplying one. Subsections (a) and (b), therefore, explicitly, 
permit in any proration a fair and reasonable attention to the needs of regular customers 

ho are probably relying on spot orders for supplies. Customers at different stages of the 
manufacturing process may be fairly treated by including the seller's manufacturing 

equirements. A fortiori, the seller may also take account of contracts later in date than the 
one in question. The fact that such spot orders may be closed at an advanced price causes 
o difficulty, since any allocation which exceeds normal past requirements will not be 
easonable. However, good faith requires, when prices have advanced, that the seller 
exercise real care in making his allocations, and in case of doubt his contract customers 
should be favored and supplies prorated evenly among them regardless of price. Save for 
he extra care thus required by changes in the market, this section seeks to leave every 
easonable business leeway to the seller. 
Cross References: 

Point 1: Sections 2-613 and 2-614. 

Point 2: Section 1-201. 

Point 5: Sections 1-203 and 2-316. 

Point 6: Sections 1-203 and 2-609. 

Point 7: Section 2-614. 

Point 8: Sections 1-201, 2-302, and 2-616. 

Point 9: Sections 1-102, 2-306 and 2-316. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

"Contract for sale". Section 2-106. 

“Good faith". Section 2-103. 
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“Notifies”. Section 1-202. 
“Seasonably”. Section 1-205. 
“Seller”. Section 2-103. 


§ 2-616. Procedure on Notice Claiming Excuse. 
(1) If a buyer receives notification of a material or indefinite delay or an 


Section 2-612, then also as to the whole: 


(a) terminate and thereby discharge any unexecuted portion of the 
contract; or 


(b) modify the contract by agreeing to take the buyer’s available quota 
in substitution. 


(2) If after receipt of notification from the seller the buyer fails to modify 
he contract within a reasonable time not exceeding 30 days, the contract 
is terminated with respect to any performance affected. 


(3) The provisions of this section may not be negated by agreement 
except in so far as the seller has assumed a greater obligation under Section 
2-615. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section seeks to establish simple and workable machinery for providing certainty, 
as to when a supervening and excusing contingency *excuses" the delay, *discharges" the 
contract, or may result in a waiver of the delay by the buyer. When the seller notifies, in 
accordance with the preceding section, claiming excuse, the buyer may acquiesce, in which 
case the contract is so modified. No consideration is necessary in a case of this kind to sup- 
port such a modification. If the buyer does not elect so to modify the contract, he may 

erminate it and under subsection (2) his silence after receiving the seller's claim of excuse 

operates as such a termination. Subsection (3) denies effect to any contract clause made in 
advance of trouble which would require the buyer to stand ready to take delivery whenever 
he seller is excused from delivery by unforeseen circumstances. 

2. In subsection (2), the term “terminated” conforms with Section 2-613(a) to clarify that 
pre-termination breaches are preserved and the term “performance” conforms with Section 
2-615(a) to specify the broad range of obligation that may be included under this provision. 
Cross References: 

Point 1: Sections 2-209 and 2-615. 

Point 2: Sections 2-613 and 2-615. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

“Installment contract". Section 2-612. 

“Notification”. Section 1-202. 

“Reasonable time". Section 1-205. 

“Record”. Section 2-103. 

“Seller”. Section 2-103. 

"Termination". Section 2-106. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 
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PART 7. REMEDIES 


$ 2-701. Remedies for Breach of Collateral Contracts Not 
Impaired. 
Remedies for breach of any obligation or promise collateral or ancillary 
o a contract for sale are not impaired by the provisions of this Article. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

Whether a claim for breach of an obligation collateral to the contract for sale requires 
separate trial to avoid confusion of issues is beyond the scope of this Article; but contractual 
arrangements which as a business matter enter vitally into the contract should be 
considered a part thereof in so far as cross-claims or defenses are concerned. 

Definitional Cross References: 

"Contract for sale". Section 2-106. 

“Remedy”. Section 1-201. 


$ 2-702. Seller's Remedies on Discovery of Buyer's Insolvency. 

(1) If the seller discovers that the buyer is insolvent, the seller may re- 
fuse delivery except for cash including payment for all goods theretofore 
delivered under the contract, and stop delivery under Section 2-705. 

(2) If the seller discovers that the buyer has received goods on credit 

hile insolvent, the seller may reclaim the goods upon demand made 

ithin a reasonable time after the buyer's receipt of the goods. Except as 
provided in this subsection, the seller may not base a right to reclaim 


goods on the buyer's fraudulent or innocent misrepresentation of solvency 
or of intent to pay. 

(3) The seller's right to reclaim under subsection (2) is subject to the 
rights of a buyer in ordinary course of business or other good-faith 
purchaser for value under Section 2-408. Successful reclamation of goods 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
1. The seller's right to withhold the goods or to stop delivery except for cash when the 
seller discovers the buyer's insolvency is made explicit in subsection (1) regardless of the 
passage of title, and the concept of stoppage has been extended to include goods in the pos- 
session of any bailee that has not yet attorned to the buyer. 

2. Subsection (2) takes as its base line the proposition that any receipt of goods on credit 
by an insolvent buyer amounts to a tacit business misrepresentation of solvency and 
herefore is fraudulent as against the particular seller. This section omits the 10-day 
imitation and the 3-month exception to the 10-day limitation that was in original Article 2. 

If the buyer is in bankruptcy at the time of reclamation, the seller will have to comply with 
Section 546(c) of the Bankruptcy Code of 1978, which includes a 10-day limitation. 
3. Because the right of the seller to reclaim goods under this section constitutes preferen- 
ial treatment as against the buyer's other creditors, subsection (3) provides that such 
eclamation bars all of the seller's other remedies the goods involved. 
4. The rights of a seller to reclamation from the buyer under section 2-702 are subordi- 
nate to the rights of good faith purchasers from that buyer under Section 2-403. This sec- 
ion takes no position on the seller's claims to proceeds of the goods. 
Cross References: 

Point 1: Sections 2-401 and 2-705. 
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Point 4: Sections 2-403 and 2-702. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Buyer in ordinary course of business”. Section 1-201. 

“Contract”. Section 1-201. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-103. 

“Insolvent”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Reasonable time". Section 1-205. 

“Receipt of goods". Section 2-103. 

“Remedy”. Section 1-201. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 

"Tender of delivery". Sections 2-503 and 2-507. 

“Value”. Section 1-204. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-703. Seller's Remedies in General. 
(1) A breach of contract by the buyer includes the buyer's wrongful rejec- 
ion or wrongful attempt to revoke acceptance of goods, wrongful failure to 
perform a contractual obligation, failure to make a payment when due, 
and repudiation. 
(2) If the buyer is in breach of contract the seller, to the extent provided 
for by this Act or other law, may: 
(a) withhold delivery of the goods under Section 2-703(4); 
(b) stop delivery of the goods under Section 2-705; 
(c) proceed under Section 2-704 with respect to goods unidentified to 
the contract or unfinished; 
(d) reclaim the goods under Section 2-507(2) or 2-702(2); 
(e) require payment directly from the buyer under Section 2-325(c); 
(f) cancel under Section 2-703(4); 
(g) resell and recover damages under Section 2-706; 
(h) recover damages for nonacceptance or repudiation under Section 
2-708(1); 
(i) recover lost profits under Section 2-708(2); 
(j) recover the price under Section 2-709; 
(k) obtain specific performance under Section 2-716; 
(1) recover liquidated damages under Section 2-718; 


(m) in other cases, recover damages in any manner that is reasonable 
under the circumstances. 


(3) If the buyer becomes insolvent, the seller may: 
(a) withhold delivery under Section 2-702(1); 
(b) stop delivery of the goods under Section 2-705; 
(c) reclaim the goods under Section 2-702(2). 


(4) If the buyer wrongfully rejects or revokes acceptance of goods, fails to 
ake a payment when due, or repudiates with respect to a part or the 
hole, with respect to any goods directly affected and, if the breach is o 
he whole contract (Section 2-612), with respect to the whole undelivered 
balance, the aggrieved seller may 
(a) withhold delivery of such goods; or 
(b) cancel. 


As amended in 2003 and 2005. 
See Appendix T for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. This section is a list of the remedies of the seller available under this Article to remedy 
any breach by the buyer. It also lists the seller's statutory remedies in the event of the 
buyer's insolvency. The subsection does not address the extent to which other law provides 
additional remedies or supplements the statutory remedies in Article 2 (see Section 1-103). 

he remedies available to the seller enumerated in this section may be modified or limited 
as provided for in Section 2-719. 

In addition to the enumerated statutory remedies, the Section also provides for remedies 
agreed upon by the parties, see subsection (2X1). This section does not cover the remedies 
hat become available to the parties upon demand for adequate assurance under Section 
2-609. 

This Article rejects any doctrine of election of remedy as a fundamental policy and thus 
he remedies are essentially cumulative in nature and include all of the available remedies 
or breach. Whether the pursuit of one remedy bars another depends entirely on the facts o 
he individual case. 

2. The buyer's breach which occasions the use of the remedies under this section may 
involve only one lot or delivery of goods, or may involve all of the goods which are the 
subject matter of the particular contract. The right of the seller to pursue a remedy as to 
all the goods when the breach is as to only one or more lots is covered by the section on 
breach in installment contracts. The present section deals only with remedies available af- 
er the goods involved in the breach have been determined by that section. 

3. In addition to the typical case of refusal to pay or default in payment, the language in 
subsection (1), “failure to make a payment when due,” is intended to cover the dishonor of a 
check on due presentment, or the non-acceptance of a draft, and the failure to furnish an 
agreed letter of credit. 

4. It should also be noted that this Act requires its provisions to be liberally administered 
and provides that any right or obligation which it declares is enforceable by action unless a 
different effect is specifically prescribed (Section 1-103). 

Cross References: 

Point 2: Section 2-612. 

Point 3: Section 2-325. 

Point 4: Section 1-103. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Cancel”. Section 2-106. 

“Contract”. Section 1-201. 

“Delivery”. Section 2-103. 

“Goods”. Section 2-103. 

“Insolvent”. Section 1-201. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 
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§ 2-704. Seller’s Right to Identify Goods to the Contract 
Notwithstanding Breach or to Salvage Unfinished Goods. 


(1) An aggrieved seller may in an appropriate case involving breach by 
he buyer: 


(a) identify to the contract conforming goods not already identified i 
at the time the seller learned of the breach the goods are in the seller’s 
possession or control; 


(b) treat as the subject of resale goods that have demonstrably been 
intended for the particular contract even if those goods are unfinished. 


(2) If the goods are unfinished, an aggrieved seller may in the exercise o 
reasonable commercial judgment for the purposes of avoiding loss and o 
effective realization either complete the manufacture and wholly identify 

he goods to the contract or cease manufacture and resell for scrap or 
salvage value or proceed in any other reasonable manner. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Sections 63(3) and 64(4), Uniform Sales Act. 
Changes: Rewritten, the seller's rights being broadened. 
Purposes of Changes: 

1. This section gives an aggrieved seller the right at the time of breach to identify to the 
contract any conforming finished goods, regardless of their resalability, and to use reason- 
able judgment as to completing unfinished goods. It thus makes the goods available for 

esale under the resale section, the seller's primary remedy, and in the special case in 
hich resale is not practicable, allows the action for the price which would then be neces- 
sary to give the seller the value of his contract. 

2. Under this Article the seller is given express power to complete manufacture or 
procurement of goods for the contract unless the exercise of reasonable commercial judg- 
ment as to the facts as they appear at the time he learns of the breach makes it clear that 
such action will result in a material increase in damages. The burden is on the buyer to 
show the commercially unreasonable nature of the seller's action in completing 
manufacture. 

Cross References: 

Sections 2-703 and 2-706. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Delivery”. Section 2-103. 

“Goods”. Section 2-103. 

"Rights". Section 1-201. 

“Seller”. Section 2-103. 


$ 2-705. Seller's Stoppage of Delivery in Transit or Otherwise. 

(1) A seller may stop delivery of goods in the possession of a carrier or 
other bailee if the seller discovers the buyer to be insolvent (Section 2-702) 
or if the buyer repudiates or fails to make a payment due before delivery 
or if for any other reason the seller has a right to withhold or reclaim the 
goods. 

(2) As against such buyer the seller may stop delivery until: 

(a) receipt of the goods by the buyer; 


(b) acknowledgment to the buyer by any bailee of the goods, except a 
carrier, that the bailee holds the goods for the buyer; 

(c) such acknowledgment to the buyer by a carrier by reshipment or as 
warehouse; or 

(d) negotiation to the buyer of any negotiable document of title cover- 
ing the goods. 

(3) (a) To stop delivery the seller must so notify as to enable the bailee 
by reasonable diligence to prevent delivery of the goods. 

(b) After such notification the bailee must hold and deliver the goods 
according to the directions of the seller but the seller is liable to the 
bailee for any ensuing charges or damages. 

(c) If a negotiable document of title has been issued for goods, the 
bailee is not obliged to obey a notification to stop until surrender of pos- 
session or control of the document. 

(d) A carrier that has issued a nonnegotiable bill of lading is not 
obliged to obey a notification to stop received from a person other than 
the consignor. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1) applies when goods are in the possession of a carrier or other bailee. It 
applies, in addition to a buyer's insolvency, also to any case where the buyer repudiates or 
ails to make a payment due before delivery or for any other reason the seller has the right 

o withhold or reclaim the goods. Where stoppage occurs for insecurity, it is merely a 
suspension of performance, and if assurances are duly forthcoming from the buyer the 
seller is not entitled to resell or divert. 

Improper stoppage is a breach by the seller if it effectively interferes with the buyer's 
ight to due tender under the section on manner of tender of delivery. However, if the 
bailee obeys an unjustified order to stop the bailee may also be liable to the buyer. The 
measure of the obligation is dependent on the provisions of the Documents of Title Article 
(Section 7-303). Subsection 3(b) therefore gives the bailee a right of indemnity as against 
he seller in this case. 

2. *Receipt by the buyer" includes receipt by the buyer's designated representative, the 
subpurchaser, when shipment is made direct to the subpurchaser and the buyer never 
eceives the goods. As between the buyer and the seller, the seller's right to stop the goods 
at any time until they reach the place of final delivery is recognized by this section. 

Under subsection (3)(c) and (d), the carrier is under no duty to recognize the stop order o 
a person who is a stranger to the carrier's contract. But the seller's right as against the 
buyer to stop delivery remains, whether or not the carrier is obligated to recognize the stop 
order. If the carrier does obey it, the buyer cannot complain merely because of that 
circumstance; and the seller becomes obligated under subsection (3)(b) to pay the carrier 
any ensuing damages or charges. 

3. A diversion of a shipment is not a “reshipment” under subsection (2)(c) when it is 
merely an incident to the original contract of transportation, nor is the procurement o 
"exchange bills" of lading which change only the name of the consignee to that of the 
buyer's local agent but do not alter the destination of a reshipment. 

Acknowledgment by the carrier as a ^warehouse" within the meaning of this Article 
equires a contract of a truly different character from the original shipment, a contract not 
in extension of transit but as a warehouse. 

4. Subsection (3)(c) makes the bailee’s obedience of a notification to stop conditional upon 
he surrender of possession or control of any outstanding negotiable document. 

5. The seller is responsible for any charges or losses incurred by the carrier in following 
he seller's orders, whether or not the carrier was obligated to do so. 
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6. After an effective stoppage under this section the seller’s rights in the goods are the 
same as if the seller had never made a delivery. 
Cross References: 

Point 1: Sections 2-503 and 2-609, and Article 7. 

Point 2: Section 2-103 and Article 7. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract for sale”. Section 2-106. 

“Document of title”. Section 1-201. 

“Goods”. Section 2-103. 

“Insolvent”. Section 1-201. 

“Notification”. Section 1-202. 

“Receipt of goods”. Section 2-103. 

“Rights”. Section 1-201. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-706. Seller's Resale Including Contract for Resale. 

(1) In an appropriate case involving breach by the buyer, the seller may 
resell the goods concerned or the undelivered balance thereof. If the resale 
is made in good faith and in a commercially reasonable manner, the seller 
may recover the difference between the contract price and the resale price 

ogether with any incidental or consequential damages allowed under 
Section 2-710, but less expenses saved in consequence of the buyer's 


breach. 


(2) Except as otherwise provided in subsection (3) or unless otherwise 
agreed, resale may be at public or private sale including sale by way of one 
or more contracts to sell or of identification to an existing contract of the 
seller. Sale may be as a unit or in parcels and at any time and place, and 
on any terms, but every aspect of the sale including the method, manner, 

ime, place and terms must be commercially reasonable. The resale must 
be reasonably identified as referring to the broken contract, but it is not 
necessary that the goods be in existence or that any or all of them have 
been identified to the contract before the breach. 

(3) If the resale is at private sale, the seller must give the buyer reason- 
able notification of an intention to resell. 

(4) If the resale is at public sale: 

(a) only identified goods may be sold unless there is a recognized mar- 
ket for a public sale of futures in goods of the kind; 

(b) it must be made at a usual place or market for public sale if one is 
reasonably available and except in the case of goods which are perish- 
able or threaten to decline in value speedily the seller must give the 
buyer reasonable notice of the time and place of the resale; 

(c) if the goods are not to be within the view of those attending the 
sale, the notification of sale must state the place where the goods are lo- 
cated and provide for their reasonable inspection by prospective bidders; 
and 

(d) the seller may buy. 


any rights of the original buyer even if the seller fails to comply with one 
or more of the requirements of this section. 


(6) The seller is not accountable to the buyer for any profit made on any 
resale. A person in the position of a seller (Section 2-707) or a buyer that 
has rightfully rejected or justifiably revoked acceptance must account for 
any excess over the amount of the buyer's security interest under Section 
2-711(8). 

(7) Failure of a seller to resell under this section does not bar the seller 
from any other remedy. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Consistent with the revision of Section 2-710, this section now provides for 
consequential as well as incidental damages. Subsection (7) is new, and parallels the provi- 
sion for buyer cover in 2-713. Original Section 2-706(1) measured damages by the difference 
between the resale price and the contract price; amended subsection (1) reverses these 
erms (*difference between the contract price and the resale price") because the contract 
price must be the larger number for there to be direct damages. 

2. The right of resale under this section arises when a seller reclaims goods under 
Section 2-507 or a buyer repudiates or makes a wrongful but effective rejection. In addition, 
here is a right of resale if the buyer unjustifiably attempts to revoke acceptance and the 
seller takes back the goods. However, the seller may choose to ignore the buyer's unjustifi- 
able attempt to revoke acceptance, in which case the appropriate remedy is an action for 
he price under Section 2-709. Application of the right of resale to cases of buyer repudia- 
ion is supplemented by subsection (2), which authorizes a resale of goods which are not in 
existence or were not identified to the contract before the breach. 

Subsection (1) allows the seller to resell the goods after a buyer's breach of contract if the 
seller has possession or control of the goods. The seller may have possession or control o 
he goods at the time of the breach or may have regained possession of the goods upon the 
buyer's wrongful rejection. If the seller has regained possession of the goods from the buyer 
pursuant to Article 9, that Article controls the seller's rights of resale. 

3. Under this Article the seller resells by authority of law, on the seller's own behalf, for 
he seller's own benefit and for the purpose of setting the seller's damages. The theory of a 
sellers agency is therefore rejected. The question of whether the title to the goods has or 
has not passed to the buyer is not relevant for the operation of this section. 

4. To recover the damages prescribed in subsection (1), the seller must act “in good faith. 
and in a commercially reasonable manner" in making the resale. If the seller complies with 
he prescribed standards in making the resale, the seller may recover from the buyer the 
damages provided for in subsection (1). Evidence of market or current prices at any partic- 

lar time or place is relevant only for the question of whether the seller acted in a com- 
mercially reasonable manner in making the resale. 

5. Subsection (2) enables the seller to resell in accordance with reasonable commercial 
practices so as to realize as high a price as possible in the circumstances. A seller may sell 
at a public sale or a private sale as long as the choice is commercially reasonable. A *pub- 
ic" sale is one to which members of the public are admitted. A public sale is usually a sale 
by auction, but all auctions are not public auctions. A private sale may be effected by an 
auction or by solicitation and negotiation conducted either directly or through a broker. In 
choosing between a public and private sale, the character of the goods must be considered 
and relevant trade practices and usages must be observed. A public sale has further require- 
ments stated in subsection (4). 

The purpose of subsection (2) is to enable the seller to dispose of the goods to the best 
advantage, and therefore the seller is permitted in making the resale to depart from the 
erms and conditions of the original contract for sale to any extent “commercially reason- 
able" in the circumstances. 

As for the place for resale, the focus is on the commercial reasonableness of the seller's 
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choice as to the place for an advantageous resale. This section rejects the theory that the 
seller should normally resell at the agreed place for delivery and that a resale elsewhere 
can be permitted only in exceptional cases. 

The time for resale is a reasonable time after the buyer’s breach. What is a reasonable 
ime depends on the nature of the goods, the condition of the market and the other circum- 

stances of the case; its length cannot be measured by any legal yardstick or divided into 
degrees. When a seller contemplating resale receives a demand from the buyer for inspec- 
ion under Section 2-515, the time for resale may be appropriately lengthened. 

6. The provision of subsection (2) that the goods need not be in existence to be resold ap- 
plies when the buyer is guilty of anticipatory repudiation of a contract for future goods 
before the goods or some of the goods have come into existence. In this case, the seller may 
exercise the right of resale and fix the damages by “one or more contracts to sell” the 
quantity of conforming future goods affected by the repudiation. 

The companion provision of subsection (2), that resale may be made although the goods 

ere not identified to the contract prior to the buyer’s breach, likewise contemplates an 
anticipatory repudiation by the buyer, but one occurring after the goods are in existence. 

he seller may identify goods to the contract after the breach, but must identify the goods 
being sold as pertaining to the breached contract. If the identified goods conform to the 
contract, their resale will fix the seller’s damages as satisfactorily as if the goods had been 
identified before the breach. 

7. If the resale is to be by private sale, subsection (3) requires that reasonable notification 
of the seller’s intention to resell must be given to the buyer. Notification of the time and 
place of a private resale is not required. 

8. Subsection (4) states requirements for a public resale. The requirements of this subsec- 
ion are in addition to the requirements of subsection (2), which pertain to all resales under 
his section. 

Paragraph (a) of subsection (4) qualifies the last sentence of subsection (2) with respect to 
esales of unidentified and future goods at public sale. If conforming goods are in existence 
he seller may identify them to the contract after the buyer’s breach and then resell them 

at public sale. If the goods have not been identified, however, the seller may resell them at 
public sale only as “future” goods and only if there is a recognized market for public sale o 
utures in goods of the kind. 

Subsection (4)(b) requires that the seller give the buyer reasonable notice of the time and 
place of a public resale so that the buyer may have an opportunity to bid or to secure the 
attendance of other bidders. An exception is made in the case of goods “which are perish- 
able or threaten to decline speedily in value.” 

Since there would be no reasonable prospect of competitive bidding elsewhere, subsection 
(4)(b) requires that a public resale “must be made at a usual place or market for public sale 
if one is reasonably available”; i.e., a place or market which prospective bidders may rea- 
sonably be expected to attend. The market may still be “reasonably available” under this 
subsection, although at a considerable distance from the place where the goods are located. 
In this case, the expense of transporting the goods for resale is recoverable from the buyer 
as part of the seller’s incidental damages under subsection (1). However, the question o 
availability is one of commercial reasonableness in the circumstances and if such “usual” 
place or market is not reasonably available, a duly advertised public resale may be held at 
another place if it is one which prospective bidders may reasonably be expected to attend, 
as distinguished from a place where there is no demand whatsoever for goods of the kind. 

Subsection (4)(c) is designed to permit intelligent bidding. Subsection (4)(d), which 
permits the seller to bid and, of course, to become the purchaser, benefits the original buyer 
by tending to increase the resale price and thus decreasing the damages the buyer will 
have to pay. 

9. Subsection (5) allows a purchaser to take the goods free of the rights of the buyer even 
if the seller has not complied with this section. The policy of resolving any doubts in favor 
of the resale purchaser operates to the benefit of the buyer by increasing the price the 
purchaser should be willing to pay. 

10. Subsection (6) recognizes that when the seller is entitled to resell under this Article, 
he goods are the seller's goods and the purpose of resale under this section is to set the 
seller’s damages as against the buyer. However, a person in the position of the seller under 
Section 2-707 or a buyer asserting a security interest in the goods under Section 2-711(3) 
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has only a limited right in the goods and so must account to the seller for any excess over 
he limited amount necessary to satisfy that right. 

11. Subsection (7) expresses the policy that resale is not a mandatory remedy for the 
seller. Except as otherwise provided in Section 2-710, the seller is always free to choose be- 
ween resale and damages for repudiation or nonacceptance under Section 2-708. 

Subsection (7) parallels the provision in the cover section, Section 2-712. A seller that 
ails to comply with the requirements of this section may recover damages under Section 
2-708(1). In addition, a seller may recover both incidental and consequential damages 
nder Section 2-710 is the seller's damages have not been liquidated under Section 2-718 or 
imited under Section 2-719. 
Cross References: 

Point 1: Section 2-713. 

Point 2: Section 2-507, 2-709, Article 9. 

Point 4: Section 1-201. 

Point 5: Section 2-515. 

Point 7: Section 2-104. 

Point 8: Sections 2-104 and 2-710. 

Point 10: Section 2-707 and 2-711. 

Point 11: Sections 2-708, 2-710, 2-712, 2-718 and 2-719. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

"Contract for sale". Section 2-106. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-103. 

“Notification”. Section 1-202. 

"Person in position of seller". Section 2-707. 

“Purchase”. Section 1-201. 

“Rights”. Section 1-201. 

“Sale”. Section 2-106. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-707. “Person in the Position of a Seller". 


(1) A *person in the position of a seller" includes as against a principal 
an agent that has paid or become responsible for the price of goods on 
behalf of the principal or a person that otherwise holds a security interest 
or other right in goods similar to that of a seller. 


(2) A person in the position of a seller has the same remedies as a seller 
nder this Article. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Unlike original Article 2, which gave a limited range of remedies, subsection (2) now 
provides that a *person in the position of a seller "has the full range of remedies available 
o a seller. 
Definitional Cross References: 

“Goods”. Section 2-103. 

"Security interest". Section 1-201. 

“Seller”. Section 2-103. 
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As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-708. Seller’s Damages for Nonacceptance or Repudiation. 
(1) Subject to subsection (2) and to Section 2-723: 

(a) the measure of damages for nonacceptance by the buyer is the dif- 
ference between the contract price and the market price at the time and 
place for tender together with any incidental or consequential damages 
provided in Section 2-710, but less expenses saved in consequence of the 
buyer’s breach; and 

(b) the measure of damages for repudiation by the buyer is the differ- 
ence between the contract price and the market price at the place for 
tender at the expiration of a commercially reasonable time after the 
seller learned of the repudiation, but no later than the time stated in 
paragraph (a), together with any incidental or consequential damages 
provided in Section 2-710, less expenses saved in consequence of the 
buyer’s breach. 

(2) If the measure of damages provided in subsection (1) or in Section 
2-706 is inadequate to put the seller in as good a position as performance 

ould have done, the measure of damages is the profit (including reason- 
able overhead) that the seller would have made from full performance by 
he buyer, together with any incidental or consequential damages provided 
in this Article (Section 2-710). 


As amended in 2003. 


See Appendix T for material relating to changes made in text in 2003. 
Official Comment 


1. This section contains the following changes from original Section 2-708: 

a) Consistent with the revision of Section 2-710, this section now provides for 
consequential as well as incidental damages. Subsection (1) has been divided into two 
paragraphs. The new paragraph clarifies the measure of damages in anticipatory 
epudiation. The same approach has taken in Section 2-713 for a buyer's market-based 
damage claims. 

b) Original Section 2-708(1) set the measure of damages as the difference between the 
market price and the unpaid contract price. The word “unpaid” has been deleted as superflu- 
ous and misleading. An aggrieved buyer that has already paid a portion of the price is 
entitled to recover it in restitution under Section 2-718. 

c) Original Section 2-708(1) measured damages by the difference between the market 
price and the contract price. Subsection (1) reverses the terms (“difference between the 
contract price and the market price") because the contract price must be the larger number 
or there to be direct damages. Compare Sections 2-712 and 2-713 on buyer's remedies, 

here the contract price is listed after the cover or market price. 

d) Subsection (2) now has the following emphasized language added: “provided in subsec- 
ion (1) or in Section 2-706 is inadequate . . .. " Most courts have correctly assumed that 
original Section 2-708(2) was an alternative to Section 2-706 as well as Section 2-708(1) but 
still had to ask the question. See, e.g., R.E. Davis Chemical Corp. v. Diasonics, Inc., 826 
F.2d 678 (7th Cir. 1987). The change makes this result explicit. 

e) In subsection (2), the phrases that appeared in original 2-708(2), *due allowance for 
costs reasonably incurred" and *due credit for payments or proceeds of resale" have been 
deleted. As has been noted repeatedly (see, e.g., Harris, A General Theory for Measuring 
Seller's Damages for Total Breach of Contract, 60 Mich. L. Rev. 577 (1962)), the *due 
credit" language makes no sense for a seller that has lost a sale not because it ceased 
manufacture on a buyer's breach but because it has resold a finished product (that was 
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made for its breaching buyer) to one of the seller's existing buyers. When a seller ceases 
manufacture and resells component parts for scrap or salvage value under Section 2-704(2), 
a credit for the proceeds is due the buyer to offset the damages under this section. When a 
seller incurs costs that are not recovered by scrap or salvage, the seller must be given an 
"allowance" for those costs to measure its loss accurately. See E. Farnsworth Contracts 
Section 12.9 (3rd ed. 1999) (general measure of damages = loss in value + other loss-cost 
avoided-loss avoided). 

2. The right to damages under this section arises when a seller reclaims goods under 
Section 2-507 or a buyer repudiates or makes a wrongful but effective rejection. In addition, 
here is a right to damages under this Section if the buyer unjustifiably attempts to revoke 
acceptance and the seller takes back the goods. However, if the seller refuses to take the 
goods back in the face of the buyer's unjustifiable attempt to revoke acceptance, the ap- 
propriate remedy is an action for the price under Section 2-709. 

3. The market price at the time and place for tender is the standard by which damages 
or nonacceptance are to be determined. The time and place of tender are determined by 
Section 2-503 on tender of delivery and by the use of common shipping terms. The provi- 
sions of Section 2-723 are relevant to determine the market price. 

In the event that there is no evidence available of the current market price at the time 
and place of tender, proof of a substitute market may be made as provided for in Section 
2-723. Section 2-723, which is consistent with the admissibility of market quotations, is 
intended to ease materially the problem of providing competent evidence. 

4. Subsection (1)(b) addresses the question of when the market price should be measured 
in the case of an anticipatory repudiation by the buyer. This section provides that the mar- 
ket price should be measured in a case of repudiation at the place of tender under the 
agreement at a commercially reasonable time after the seller learned of the repudiation, 
but no later than the time of tender under the agreement. This time approximates the mar- 
ket price at the time the seller would have resold the goods, even though the seller has not 
done so under Section 2-706. To determine whether the seller has learned of the repudia- 
ion, the court should be sensitive to the rights of the aggrieved party when tactical behavior 
by the buyer has made the determination difficult. See Louisiana Power and Light v. Al- 
egheny Ludlow, 517 F. Supp. 1319 (D.C. La. 1981). 

5. Subsection (2) is used in the cases of uncompleted goods, jobbers or middlemen, and 
other lost-volume sellers. This remedy is an alternative to the remedy under subsection (1) 
or Section 2-706, and it is available when the damages based upon resale of the goods or 
market price of the goods do not achieve the goal of full compensation for harm caused by 
he buyer's breach. No effort has been made to state how lost profits should be calculated 
because of the variety of situations in which this measurement may be appropriate and the 

ariety of ways in which courts have measured lost profits. This subsection permits the 
ecovery of lost profits in all appropriate cases. Since this section deals with the plaintiff's 
ost profit on a particular sale, and not with cases where a plaintiff is suing for the *lost 
profits" from an enterprise as consequential damages, it is not necessary to show a history 
of earnings; all that is necessary is that the plaintiff shows a loss of the marginal benefit to 
be gained from performance of the broken contract. 

To qualify as a “lost volume" seller, the seller needs to show only that it could have sup- 
plied both the breaching purchaser and the resale purchaser with the goods. Islamic Re- 
public of Iran v. Boeing Co., 771 F.2d 1279 (9th Cir. 1985). Where an aggrieved seller has 
sold goods made for the breaching party to another, courts should consider whether the 
seller could and would have made a profit on an additional sale in addition to the breached 
sale. If the seller could not or would not have profitably made another sale in the absence 
of breach, there is no lost volume and the seller would normally be made whole by a 
ecovery of the incidental costs associated with the substitute transaction. 

6. Consequential damages are not recoverable under this section unless the seller has 
made reasonable attempts to minimize the damages in good faith, either by resale under 
Section 2-706 or by other reasonable means. 

7. When an agreement contains provisions for payment of a liquidated sum of money as 
an alternative to performance, (such as a take-or-pay contract), it must be determined 

hether the agreement is truly for alternative performances or whether the alternatives 
are performance or liquidated damages. Recovery under this section is available when a 
buyer breaches an alternative performance contract. When the "alternative" is truly liqui- 
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dated damages and when that damage provision complies with Section 2-718, recovery is 
under the liquidated damage clause. See Roye Realty & Developing, Inc. v. Arkla, Inc., 863 
P.2d 1150, 1154, 22 U.C.C. Rep Serv. 2d 183 (Ok1.1993); 5A Corbin, Corbin on Contracts 
§ 1082, at 463—64 (1964). 
Cross References: 

Point 1: Sections 2-704, 2-710, 2-712, 2-713, 2-718. 

Point 2: Section 2-507 and 2-709. 

Point 3: Sections 2-503, and 2-723. 

Point 4: Section 2-706. 

Point 5: Section 2-706. 

Point 6: Section 2-706. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

*Contract". Section 1-201. 

“Reasonable time". Section 1-205. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-709. Action for the Price. 

(1) If the buyer fails to pay the price as it becomes due, the seller may 
recover, together with any incidental or consequential damages under 
Section 2-710, the price: 

(a) of goods accepted or of conforming goods lost or damaged within a 
commercially reasonable time after risk of their loss has passed to the 


buyer; and 

(b) of goods identified to the contract if the seller is unable after rea- 
sonable effort to resell them at a reasonable price or the circumstances 
reasonably indicate that such effort will be unavailing. 

(2) If the seller sues for the price, the seller must hold for the buyer any 
goods that have been identified to the contract and are still in the seller's 
control. However, if resale becomes possible, the seller may resell them at 
any time prior to the collection of the judgment. The net proceeds of any 
such resale must be credited to the buyer, and payment of the judgment 
entitles the buyer to any goods not resold. 

(3) After the buyer has wrongfully rejected or revoked acceptance of the 
goods or has failed to make a payment due or has repudiated (Section 
2-610), a seller that is held not entitled to the price under this section 
shall nevertheless be awarded damages for nonacceptance under Section 
2-708. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: Section 63, Uniform Sales Act. 
Changes: Rewritten, important commercially needed changes being incorporated. 
Purposes of Changes: To make it clear that: 

1. Neither the passing of title to the goods nor the appointment of a day certain for pay- 
ment is now material to a price action. 

2. The action for the price is now generally limited to those cases where resale of the 
goods is impracticable except where the buyer has accepted the goods or where they have 
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been destroyed after risk of loss has passed to the buyer. 

3. This section substitutes an objective test by action for the former “not readily resal- 
able" standard. An action for the price under subsection (1)(b) can be sustained only after a 
"reasonable effort to resell” the goods “at reasonable price" has actually been made or 

here the circumstances “reasonably indicate" that such an effort will be unavailing. 

4. If a buyer is in default not with respect to the price, but on an obligation to make an 
advance, the seller should recover not under this section for the price as such, but for the 
default in the collateral (though coincident) obligation to finance the seller. If the agree- 
ment between the parties contemplates that the buyer will acquire, on making the advance, 
a security interest in the goods, the buyer on making the advance has such an interest as 
soon as the seller has rights in the agreed collateral. See Section 9-204. 

5. *Goods accepted" by the buyer under subsection (1)(a) include only goods as to which 
here has been no justified revocation of acceptance, for such a revocation means that there 
has been a default by the seller which bars his rights under this section. ^Goods lost or 
damaged" are covered by the section on risk of loss. *Goods identified to the contract" under 
subsection (1)(b) are covered by the section on identification and the section on identifica- 
ion notwithstanding breach. 

6. This section is intended to be exhaustive in its enumeration of cases where an action 
or the price lies. 

7. If the action for the price fails, the seller may nonetheless have proved a case entitling 
him to damages for non-acceptance. In such a situation, subsection (3) permits recovery o 
hose damages in the same action. 

Cross References: 

Point 4: Section 1-106. 

Point 5: Sections 2-501, 2-509, 2-510 and 2-704. 

Point 7: Section 2-708. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Reasonable time". Section 1-205. 

“Seller”. Section 2-103. 


$ 2-710. Seller's Incidental and Consequential Damages. 

(1) Incidental damages to an aggrieved seller include any commercially. 
reasonable charges, expenses or commissions incurred in stopping delivery, 
in the transportation, care, and custody of goods after the buyer's breach, 
in connection with return or resale of the goods or otherwise resulting 
from the breach. 


(2) Consequential damages resulting from the buyer's breach include 
any loss resulting from general or particular requirements and needs o 

hich the buyer at the time of contracting had reason to know and which 
could not reasonably be prevented by resale or otherwise. 


(3) In a consumer contract, a seller may not recover consequential dam- 
ages from a consumer. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
1. Subsection (1) provides for reimbursement by the seller for the expenses reasonably 
incurred as a result of the buyer's breach. The section sets forth as examples the usual and 
normal types of damages that may arise from the breach but the provision is intended 
intends to provide for all commercially reasonable expenditures made by the seller. 
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2. Subsection (2) permits an aggrieved seller to recover consequential damages. Under 
his section the loss must result from general or particular requirements of the seller o 

hich the buyer had reason to know at the time of contracting. As with Section 2-715, the 
“tacit agreement” test is rejected. (See Official Comment 2 to Section 2-715). The buyer is 

ot liable for losses that could have been mitigated. 

Sellers rarely suffer compensable consequential damages. A buyer’s usual default is fail- 
ure to pay. In normal circumstances, the disappointed seller will be able to sell to another 
buyer, borrow to replace the breaching buyer's promised payment, or otherwise adjust the 
seller's affairs to avoid consequential loss. cf. Afram Export Corp. v. Metallurgiki Halyps, 

.A., 772 F.2d 1358, 1368 (7th Cir. 1985). 

3. Subsection (3) precludes a seller from recovering consequential damages from a 
consumer. This is a nonwaivable provision. 
Cross References: 

Point 1: Section 2-710, 2-711 and 2-715. 

Point 2: Section 2-103. 

Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Buyer”. Section 2-103. 

“Consumer contract". Section 2-103. 

“Delivery”. Section 2-103. 

“Goods”. Section 2-103. 

“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-711. Buyer's Remedies in General; Buyer's Security Interest in 
Rejected Goods. 


(1) A breach of contract by the seller includes the seller's wrongful fail- 

re to deliver or to perform a contractual obligation, making of a 
nonconforming tender of delivery or performance, and repudiation. 

(2) If the seller is in breach of contract, the buyer, to the extent provided 
for by this Act or other law, may: 


(a) in the case of rightful cancellation, rightful rejection, or justifiable 
revocation of acceptance, recover so much of the price as has been paid; 

(b) deduct damages from any part of the price still due under Section 
2-717; 

(c) cancel under Section 2-711(4); 


(d) cover and have damages under Section 2-712 as to all goods af- 
fected whether or not they have been identified to the contract; 

(e) recover damages for nondelivery or repudiation under Section 2-713; 

(f) recover damages for breach with regard to accepted goods or breach 
with regard to a remedial promise under Section 2-714; 

(g) recover identified goods under Section 2-502; 


(h) obtain specific performance or obtain the goods by replevin or sim- 
ilar remedy under Section 2-716; 


(i) recover liquidated damages under Section 2-718; 
(j) in other cases, recover damages in any manner that is reasonable 
under the circumstances. 
(3) On rightful rejection or justifiable revocation of acceptance a buyer 
has a security interest in goods in the buyer’s possession or control for any 
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payments made on their price and any expenses reasonably incurred in 
heir inspection, receipt, transportation, care and custody and may hold 
such goods and resell them in a like manner as an aggrieved seller (Section 
2-706). 


(4) If the seller fails to make delivery or repudiates or the buyer right- 
fully rejects or justifiably revokes acceptance, with respect to any goods 
involved and with respect to the whole if the breach goes to the whole 
contract (Section 2-612), the buyer may cancel. 


As amended in 2003 and 2005. 


See Appendix T for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. Despite the seller's breach proper re-tender of delivery as a cure under Section 2-508 
R precludes the buyer’s remedies under this section except for damages for any 

elay. 

2. Under subsection (3), the buyer may hold and resell rejected goods if the buyer has 
paid a part of the price or incurred expenses of the type specified. “Paid,” as used here, 
includes acceptance of a draft or other time negotiable instrument or the signing of a nego- 

iable note. The buyer’s freedom of resale is coextensive with that of a seller under this 

rticle except that the buyer may not keep any profit resulting from the resale and the 
buyer is limited to retaining only the amount of the price paid and the costs involved in the 
inspection and handling of the goods. The buyer’s security interest in the goods is intended 
o be limited to the items listed in subsection (3), and the buyer is not permitted to retain 
unds that the buyer might believe adequate for the damages. The buyer's right to cover, or| 
o have damages for non-delivery, is not impaired by the buyer's exercise of the right o 
esale. 

3. This Act requires its remedies to be liberally administered and provides that any right 
or obligation which it declares is enforceable by action unless a different effect is specifi- 
cally prescribed (Section 1-103). 

Cross References: 

Point 1: Sections 2-502, 2-508, 2-601 and 2-712 through 2-718. 

Point 2: Section 2-706. 

Point 3: Section 1-103. 

Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Buyer”. Section 2-103. 

“Cancellation”. Section 2-106. 

“Conforming”. Section 2-106. 

“Contract”. Section 1-201. 

“Cover”. Section 2-712. 

“Delivery”. Section 2-103. 

“Goods”. Section 2-103. 

“Notifies”. Section 1-202. 

“Receipt of goods”. Section 2-103. 

“Remedial promise”. Section 2-103. 

“Remedy”. Section 1-201. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-712. “Cover”; Buyer's Procurement of Substitute Goods. 
(1) If the seller wrongfully fails to deliver or repudiates or the buyer 
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rightfully rejects or justifiably revokes acceptance, the buyer may “cover” 
by making in good faith and without unreasonable delay any reasonable 
purchase of or contract to purchase goods in substitution for those due 
from the seller. 


(2) A buyer may recover from the seller as damages the difference be- 
ween the cost of cover and the contract price together with any incidental 
or consequential damages under Section 2-715, but less expenses saved in 
consequence of the seller’s breach. 


(3) Failure of the buyer to effect cover within this section does not bar 
he buyer from any other remedy. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The purpose of this section is to provide the buyer with a remedy to enable the buyer 
o obtain the goods the buyer is entitled to under the contract with the seller. This remedy 
is the buyer's equivalent of the seller's right to resell. 

The buyer is entitled to this remedy if the seller wrongfully fails to deliver the goods or 
epudiates the contract or if the buyer rightfully rejects or justifiably revokes acceptance. 
Cover is not available under this section if the buyer accepts the goods and does not right- 
ully revoke the acceptance. 

2. Subsection (1) clarifies the circumstances in which a buyer is entitled to cover, prior 
anguage referred to “breach.” The language makes it clear that there is a right to cover 
“lilf the seller wrongfully fails to deliver or repudiates or the buyer rightfully rejects or 
justifiably revokes acceptance.” 

3. Subsection (2) allows a buyer that has appropriately covered to measure damages by 
he difference between the cover price and the contract price. In addition, the buyer is 
entitled to incidental damages, and when appropriate, consequential damages under Section 
2-715. 

4. The definition of “cover” is necessarily flexible, and therefore cover may include a 
series of contracts or sales as well as a single contract or sale, goods not identical with 
hose involved but commercially usable as reasonable substitutes under the circumstances, 
and contracts on credit or delivery terms differing from the contract in breach but reason- 
able under the circumstances. The test of a proper cover is whether at the time and place o 
cover the buyer acted in good faith and in a reasonable manner. It is immaterial that 
hindsight may later prove that the method of cover used was not the cheapest or most 
effective. 

5. The requirement in subsection (1) that the buyer must cover “without unreasonable 
delay" is not intended to limit the time necessary for the buyer to examine reasonable op- 
ions and decide how best to effect cover. 

6. Subsection (3) expresses the policy that cover is not a mandatory remedy for the buyer. 

he buyer is always free to choose between cover and damages for nondelivery under 
Section 2-713. However, this subsection must be read in conjunction with the section 
2-715(2)(a), which limits the recovery of consequential damages to those damages that 
could not reasonably be prevented by cover or otherwise. Moreover, the operation of Section 
2-716(3) on replevin and the like must be considered because the inability to cover is made 
an express condition to the right of the buyer to replevy the goods. 

Cross References: 

Point 1: Section 2-706. 

Point 4: Section 2-104. 

Point 6: Sections 2-713, 2-715 and 2-716. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Delivery”. Section 2-103. 

“Good faith”. Section 2-103. 
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*Goods". Section 2-103. 
“Purchase”. Section 1-201. 
“Reasonable time". Section 1-205. 
“Remedy”. Section 1-201. 
“Seller”. Section 2-103. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-713. Buyer's Damages for Nondelivery or Repudiation. 
(1) Subject to Section 2-723, if the seller wrongfully fails to deliver or 
repudiates or the buyer rightfully rejects or justifiably revokes acceptance: 
(a) the measure of damages in the case of wrongful failure to deliver 
by the seller or rightful rejection or justifiable revocation of acceptance 
by the buyer is the difference between the market price at the time for 
tender under the contract and the contract price together with any 
incidental or consequential damages under Section 2-715, but less ex- 
penses saved in consequence of the seller's breach; and 
(b) the measure of damages for repudiation by the seller is the differ- 
ence between the market price at the expiration of a commercially rea- 
sonable time after the buyer learned of the repudiation, but no later 
than the time stated in paragraph (a), and the contract price together 
with any incidental or consequential damages provided in this Article 
(Section 2-715), less expenses saved in consequence of the seller's breach. 


(2) Market price is to be determined as of the place for tender or, in 
cases of rejection after arrival or revocation of acceptance, as of the place 
of arrival. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section provides a rule for anticipatory repudiation cases. This is consistent with 
he new rule for sellers in Section 2-708(1)(b). In a case not involving repudiation, the 
buyers damages will be based on the market price at the time for tender under the 
agreement. This changes the former rule where the time for measuring damages was at the 
ime the buyer learned of the breach. 

2. This section provides for a buyer's expectancy damages when the seller wrongfully 
ails to deliver the goods or repudiates the contract or the buyer rightfully rejects or justifi- 
ably revokes acceptance. This section provides an alternative measure of damages to the 
cover remedy provided for in Section 2-712. 

3. Under subsection (1)(a), the measure of damages for a wrongful failure to deliver the 
goods by the seller or a rightful rejection or justifiable revocation of acceptance by the 
buyer is the difference between the market price at the time for tender under the agree- 
ment and the contract price. 

4. Under subsection (1)(b), in the case of an anticipatory repudiation by the seller the 
market price should be measured at the place where the buyer would have covered at a 
commercially reasonable time after the buyer learned of the repudiation, but no later than 
he time of tender under the agreement. This time approximates the market price at the 
ime the buyer would have covered even though the buyer has not done so under Section 
2-712. This subsection is designed to put the buyer in the position the buyer would have 
been in if the seller had performed by approximating the harm the buyer has suffered 

ithout allowing the buyer an unreasonable time to speculate on the market at the seller's 
expense. 
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5. The market price to be used in comparison with the contract price under this section is 
he price for goods of the same kind and in the same branch of trade. 
When the market price under this section is difficult to prove, Section 2-723 on the deter- 
mination and proof of market price is available to permit a showing of a comparable mar- 
et price. When no market price is available, evidence of spot sale prices may be used to 
determine damages under this section. When the unavailability of a market price is caused 
by a scarcity of goods of the type involved, a good case may be made for specific perfor- 
mance under Section 2-716. See the Official Comment to that Section. 


6. In addition to the damages provides in this section, the buyer is entitled to incidental 
and consequential damages under Section 2-715. 
7. A buyer that has covered under Section 2-712 may not recover the contract price mar- 
et price difference under this section, but instead must base the damages on those provided 
in Section 2-712. To award an additional amount because the buyer could show the market 
price was higher than the contract price would put the buyer in a better position than per- 
ormance would have. Of course, the seller would bear the burden of proving that cover had 
he economic effect of limiting the buyer's actual loss to an amount less than the contract 
price-market price difference. 
An apparent cover, which does not in fact replace the goods contracted for, should not 
oreclose the use of the contract price-market price measure of damages. If the breaching 
seller cannot prove that the new purchase is in fact a replacement for the one not delivered 
nder the contract, the “cover” purchase should not foreclose the buyer’s recovery under 
2-713 of the market contract difference. 
Cross References: 
Point 2: Section 2-712. 
Point 4: Section 2-712. 
Point 5: Sections 1-106, 2-708, 2-716 and 2-723. 
Point 6: Section 2-715. 
Point 7: Section 2-708, 2-712 and 2-713. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
"Contract". Section 1-201. 
"Delivery". Section 2-103. 
"Reasonable time". Section 1-205. 
“Seller”. Section 2-103. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-714. Buyer's Damages For Breach in Regard to Accepted 
Goods. 

(1) If the buyer has accepted goods and given notification pursuant to 
Section 2-607(3), the buyer may recover as damages for any nonconformity 
of tender the loss resulting in the ordinary course of events from the seller's 
breach as determined in any reasonable manner. 

(2) The measure of damages for breach of warranty is the difference at 
he time and place of acceptance between the value of the goods accepted 
and the value they would have had if they had been as warranted, unless 
special circumstances show proximate damages of a different amount. 

(3) In a proper case any incidental and consequential damages under 
Section 2-715 may also be recovered. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: Section 69(6) and (7), Uniform Sales Act. 
Changes: Rewritten. 
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Purposes of Changes: 

1. This section deals with the remedies available to the buyer after the goods have been 
accepted and the time for revocation of acceptance has gone by. In general this section 
adopts the rule of the prior uniform statutory provision for measuring damages where 
here has been a breach of warranty as to goods accepted, but goes further to lay down an 
explicit provision as to the time and place for determining the loss. 

The section on deduction of damages from price provides an additional remedy for a 
buyer who still owes part of the purchase price, and frequently the two remedies will be 
available concurrently. The buyer's failure to notify of his claim under the section on effects 
of acceptance, however, operates to bar his remedies under either that section or the pres- 
ent section. 

2. The “non-conformity” referred to in subsection (1) includes not only breaches of war- 

anties but also any failure of the seller to perform according to his obligations under the 
contract. In the case of such non-conformity, the buyer is permitted to recover for his loss 
“in any manner which is reasonable.” 

3. Subsection (2) describes the usual, standard and reasonable method of ascertaining 
damages in the case of breach of warranty but it is not intended as an exclusive measure. 
It departs from the measure of damages for non-delivery in utilizing the place of acceptance 

ather than the place of tender. In some cases the two may coincide, as where the buyer 

signifies his acceptance upon the tender. If, however, the non-conformity is such as would 
justify revocation of acceptance, the time and place of acceptance under this section is 
determined as of the buyer's decision not to revoke. 

4. The incidental and consequential damages referred to in subsection (3), which will 

sually accompany an action brought under this section, are discussed in detail in the com- 
ment on the next section. 
Cross References: 

Point 1: Compare Section 2-711; Sections 2-607 and 2-717. 

Point 2: Section 2-106. 

Point 3: Sections 2-608 and 2-713. 

Point 4: Section 2-715. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

“Goods”. Section 2-103. 

“Notification”. Section 1-202. 

“Seller”. Section 2-103. 


§ 2-715. Buyer’s Incidental and Consequential Damages. 

(1) Incidental damages resulting from the seller’s breach include expen- 
ses reasonably incurred in inspection, receipt, transportation and care and 
custody of goods rightfully rejected, any commercially reasonable charges, 
expenses or commissions in connection with effecting cover and any other 
reasonable expense incident to the delay or other breach. 

(2) Consequential damages resulting from the seller’s breach include 

(a) any loss resulting from general or particular requirements and 
needs of which the seller at the time of contracting had reason to know 
and which could not reasonably be prevented by cover or otherwise; and 

(b) injury to person or property proximately resulting from any breach 
of warranty. 


Official Comment 
Prior Uniform Statutory Provisions: Subsection (2)(b)—Sections 69(7) and 70, Uniform 
Sales Act. 
Changes: Rewritten. 
Purposes of Changes and New Matter: 
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1. Subsection (1) is intended to provide reimbursement for the buyer who incurs reason- 
able expenses in connection with the handling of rightfully rejected goods or goods whose 
acceptance may be justifiably revoked, or in connection with effecting cover where the 
breach of the contract lies in non-conformity or non-delivery of the goods. The incidental 
damages listed are not intended to be exhaustive but are merely illustrative of the typical 

inds of incidental damage. 

2. Subsection (2) operates to allow the buyer, in an appropriate case, any consequential 
damages which are the result of the seller’s breach. The “tacit agreement” test for the 

ecovery of consequential damages is rejected. Although the older rule at common law 

hich made the seller liable for all consequential damages of which he had “reason to 
now” in advance is followed, the liberality of that rule is modified by refusing to permit 
ecovery unless the buyer could not reasonably have prevented the loss by cover or 
otherwise. Subparagraph (2) carries forward the provisions of the prior uniform statutory 
provision as to consequential damages resulting from breach of warranty, but modifies the 
ule by requiring first that the buyer attempt to minimize his damages in good faith, either 
by cover or otherwise. 

3. In the absence of excuse under the section on merchant’s excuse by failure of presup- 
posed conditions, the seller is liable for consequential damages in all cases where he had 
eason to know of the buyer’s general or particular requirements at the time of contracting. 
It is not necessary that there be a conscious acceptance of an insurer’s liability on the 
seller’s part, nor is his obligation for consequential damages limited to cases in which he 
ails to use due effort in good faith. 

Particular needs of the buyer must generally be made known to the seller while general 

eeds must rarely be made known to charge the seller with knowledge. 

Any seller who does not wish to take the risk of consequential damages has available the 
section on contractual limitation of remedy. 

4. The burden of proving the extent of loss incurred by way of consequential damage is 
on the buyer, but the section on liberal administration of remedies rejects any doctrine o 
certainty which requires almost mathematical precision in the proof of loss. Loss may be 
determined in any manner which is reasonable under the circumstances. 

5. Subsection (2)(b) states the usual rule as to breach of warranty, allowing recovery for 
injuries “proximately” resulting from the breach. Where the injury involved follows the use 
of goods without discovery of the defect causing the damage, the question of “proximate” 
cause turns on whether it was reasonable for the buyer to use the goods without such 
inspection as would have revealed the defects. If it was not reasonable for him to do so, or i 
he did in fact discover the defect prior to his use, the injury would not proximately result 
rom the breach of warranty. 

6. In the case of sale of wares to one in the business of reselling them, resale is one of the 

equirements of which the seller has reason to know within the meaning of subsection 
(2)(a). 
Cross References: 

Point 1: Section 2-608. 

Point 3: Sections 1-203, 2-615 and 2-719. 

Point 4: Section 1-106. 

Definitional Cross References: 

“Cover”. Section 2-712. 

“Goods”. Section 2-103. 

“Person”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Seller”. Section 2-103. 


§ 2-716. Specific Performance; Buyer’s Right to Replevin. 

(1) Specific performance may be decreed if the goods are unique or in 
other proper circumstances. In a contract other than a consumer contract, 
specific performance may be decreed if the parties have agreed to that 
remedy. However, even if the parties agree to specific performance, specific 
performance may not be decreed if the breaching party’s sole remaining 


conditions as to payment of the price, damages, or other relief as the court 
ay deem just. 

(3) The buyer has a right of replevin or similar remedy for goods identi- 
fied to the contract if after reasonable effort the buyer is unable to effect 
cover for such goods or the circumstances reasonably indicate that such ef- 
fort will be unavailing or if the goods have been shipped under reservation 
and satisfaction of the security interest in them has been made or tendered. 

(4) The buyer's right under subsection (3) vests upon acquisition of a 
special property, even if the seller had not then repudiated or failed to 
deliver. 


As amended in 1999 and 2003. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. This section contains the following changes from original Section 2-716: 

a) The caption has been amended to make it clear that either party may be entitled to 
specific performance. 

b) The second sentence of subsection (1) explicitly permits parties to bind themselves to 
specific performance even where it would not otherwise be available. 

c) In subsection (3), the phrase “or similar remedy" has been added after “replevin” to 

eflect the fact that under the governing state law the right may be called “detinue,” 
"sequestration," *claim and delivery," or something else. 

d) Subsection (4) corresponds with Section 2-502(2), which in turn is derived from (but 
broader than) the conforming amendments to Article 9. It provides a vesting rule for cases 
in which there is a right of replevin. 

2. Uniqueness should be determined in light of the total circumstances surrounding the 
contract and is not limited to goods identified when the contract is formed. The typical 
specific performance situation today involves an output or requirements contract rather 
han a contract for the sale of an heirloom or priceless work of art. A buyer's inability to 
cover is evidence of *other proper circumstances." 

3. Subsection (1) provides that a court may decree specific performance if the parties 
have agreed to that remedy. The parties’ agreement to specific performance can be enforced 
even if legal remedies are entirely adequate. Even in a commercial contract, the third 
sentence of subsection (1) prevents the aggrieved party from obtaining specific performance 
if the only obligation of the party in breach is the payment of money. Whether a buyer is 
obligated to pay the price is determined by Section 2-709, not by this section. 

Nothing in this section constrains the court's exercise of its equitable discretion to decide 

hether to enter a decree for specific performance or to determine the conditions or terms 
of the decree. This section assumes that the decree for specific performance is conditioned 
on a tender of full performance by the party that seeks the remedy. 

4. The legal remedy of replevin or a similar remedy is also available for cases in which 
cover is unavailable and where the goods have been identified to the contract. This is in ad- 
dition to the prepaying buyer's right to recover identified goods upon the seller's insolvency 
or, when the goods have been bought for a consumer purpose, upon the seller's repudiation 
or failure to deliver (Section 2-502). If a negotiable document of title is outstanding, the 
buyer's right of replevin relates to the document and does not directly relate to the goods. 

ee Article 7, especially Section 7-602. 

5. Subsection (4) provides that a buyer's right to replevin or a similar remedy vests upon 
he buyer's acquisition of a special property in the goods (Section 2-501) even if the seller 
has not at that time repudiated or failed to make a required delivery. This vesting rule as- 
sumes application of a “first in time” priority rule. In other words, if the buyer's rights vest 

nder this rule before a creditor acquires an in rem right to the goods, including an Article 
9 security interest and a lien created by levy, the buyer should prevail. 
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Cross References: 
Point 1: Section 2-502. 
Point 3: Section 2-709. 
Point 4: Section 2-502 and Article 7. 
Point 5: Section 2-501 and Article 9. 
Definitional Cross References: 
“Agreement”. Section 1-201. 
“Buyer”. Section 2-103. 
“Consumer contract”. Section 2-103. 
“Contract”. Section 1-201. 
“Deliver”. Section 2-201. 
“Goods”. Section 2-103. 
“Party”. Section 1-201. 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 


As amended in 1999 and 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


§ 2-717. Deduction of Damages from the Price. 


The buyer on notifying the seller of the intention to do so may deduct all 
or any part of the damages resulting from any breach of the contract from 
any part of the price still due under the same contract. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: See Section 69(1)(a), Uniform Sales Act. 
Purposes: 

1. This section permits the buyer to deduct from the price damages resulting from any 
breach by the seller and does not limit the relief to cases of breach of warranty as did the 
prior uniform statutory provision. To bring this provision into application the breach 
involved must be of the same contract under which the price in question is claimed to have 
been earned. 

2. The buyer, however, must give notice of his intention to withhold all or part of the 
price if he wishes to avoid a default within the meaning of the section on insecurity and 

ight to assurances. In conformity with the general policies of this Article, no formality o 
notice is required and any language which reasonably indicates the buyer's reason for hold- 
ing up his payment is sufficient. 

Cross Reference: 
Point 2: Section 2-609. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract". Section 1-201. 

“Seller”. Section 2-103. 


$ 2-718. Liquidation or Limitation of Damages; Deposits. 

(1) Damages for breach by either party may be liquidated in the agree- 

ent but only at an amount that is reasonable in the light of the 
anticipated or actual harm caused by the breach and, in a consumer 
contract, the difficulties of proof of loss, and the inconvenience or 
nonfeasibility of otherwise obtaining an adequate remedy. Section 2-719 
determines the enforceability of a term that limits but does not liquidate 
damages. 
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(2) If the seller justifiably withholds delivery of goods or stops perfor- 
ance because of the buyer's breach or insolvency, the buyer is entitled to 
restitution of any amount by which the sum of the buyer's payments 
exceeds the amount to which the seller is entitled by virtue of terms 
liquidating the seller's damages in accordance with subsection (1). 
(3) The buyer's right to restitution under subsection (2) is subject to 
offset to the extent that the seller establishes: 
(a) a right to recover damages under the provisions of this Article 
other than subsection (1); and 
(b) the amount or value of any benefits received by the buyer directly 
or indirectly by reason of the contract. 
(4) If a seller has received payment in goods, their reasonable value or 
he proceeds of their resale shall be treated as payments for the purposes 
of subsection (2). However, if the seller has notice of the buyer's breach 
before reselling goods received in part performance, the resale is subject to 
he conditions of this Article on resale by an aggrieved seller (Section 
2-706). 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. The last sentence of subsection (1) clarifies the relationship between this section and 
Section 2-719. 

2. A valid liquidated damages term may liquidate the amount of all damages, including 
consequential and incidental damages. As under former law, liquidated damages clauses 
should be enforced if the amount is reasonable in light of the factors provided in subsection 
(1). This section thus respects the parties’ ability to contract for damages while providing 
some control by requiring that the term be reasonable under the circumstances of the par- 

icular case. 

Under original Section 2-718, a party seeking to enforce a liquidated damages term had 

o demonstrate the difficulty of proving the loss and the inconvenience or nonfeasibility o 
obtaining an adequate remedy. These requirement have been eliminated in commercial 
contracts but are retained in consumer contracts. 

3. Original Section 2-718(1) stated that an unreasonably large liquidated damage term 

as void as a penalty. This language has been eliminated as unnecessary and misleading. 
If the liquidated damages are reasonable in light of the test of subsection (1), the term 
should be enforced, thereby rendering the penalty language of the former law redundant. 

he language was also misleading because of its emphasis on unreasonably large damages. 
A liquidated damages term that provided for damages that are unreasonably small is 
ikewise unenforceable. 

4. If a liquidated damages term is unenforceable, the remedies of this Article become 
available to the aggrieved party. 

5. Under subsection (2), only the buyer’s payments that are more than the amount of an 
enforceable liquidated damages term need to be returned to the buyer. If the buyer has 
made payment by virtue of a trade-in or other goods deposited with the seller, subsection 
(4) provides that the reasonable value of the goods or the goods’ resale price should be used 

o determine what the buyer has paid, not the value the seller allowed the buyer in the 
rade-in. To assure that the seller obtains a reasonable price for the goods, the seller must 
comply with the resale provisions of Section 2-706 if the seller knows of the buyer's breach 
before the seller has otherwise resold them. 

Subsection (2) expands the situations in which restitution was available under prior law. 
Original Section 2-718(2) was limited to circumstances in which the seller justifiably with- 
held delivery because of the buyer's breach. Subsection (2) extends the right to situations 

here the seller stops performance because of the buyer's breach or insolvency. 

6. Subsection (3) continues the rule from the former law without change. If there is no 
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enforceable liquidated damages term, under subsection (2) the buyer is entitled to restitu- 
ion subject to a right of set off by the seller for any damages to which the seller is otherwise 
entitled to under this Article. 
Cross References: 

Point 1: Section 2-719. 

Point 2: Section 2-302. 

Point 3: Section 2-718. 

Point 5: Sections 2-706 and 2-718. 
Definitional Cross References: 

“Agerieved party”. Section 1-201. 

“Agreement”. Section 1-201. 

“Buyer”. Section 2-103. 

“Consumer contract". Section 2-103. 

*Contract". Section 1-201. 

*Goods". Section 2-103. 

“Insolvent”. Section 1-201. 

“Notice”. Section 1-202. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 

“Term”. Section 1-201. 


s amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-719. Contractual Modification or Limitation of Remedy. 
(1) Subject to the provisions of subsections (2) and (3) of this section and 


of the preceding section on liquidation and limitation of damages, 


(a) the agreement may provide for remedies in addition to or in 
substitution for those provided in this Article and may limit or alter the 
measure of damages recoverable under this Article, as by limiting the 
buyer's remedies to return of the goods and repayment of the price or to 
repair and replacement of non-conforming goods or parts; and 


(b) resort to a remedy as provided is optional unless the remedy is 
expressly agreed to be exclusive, in which case it is the sole remedy. 


(2) Where circumstances cause an exclusive or limited remedy to fail o 
its essential purpose, remedy may be had as provided in this Act. 


(3) Consequential damages may be limited or excluded unless the limita- 
ion or exclusion is unconscionable. Limitation of consequential damages 
for injury to the person in the case of consumer goods is prima facie uncon- 
scionable but limitation of damages where the loss is commercial is not. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Under this section parties are left free to shape their remedies to their particular 
equirements and reasonable agreements limiting or modifying remedies are to be given 

effect. 

However, it is of the very essence of a sales contract that at least minimum adequate 
emedies be available. If the parties intend to conclude a contract for sale within this 
rticle they must accept the legal consequence that there be at least a fair quantum o 
emedy for breach of the obligations or duties outlined in the contract. Thus any clause 

purporting to modify or limit the remedial provisions of this Article in an unconscionable 
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manner is subject to deletion and in that event the remedies made available by this Article 
are applicable as if the stricken clause had never existed. Similarly, under subsection (2), 

here an apparently fair and reasonable clause because of circumstances fails in its purpose 
or operates to deprive either party of the substantial value of the bargain, it must give way 
o the general remedy provisions of this Article. 

2. Subsection (1)(b) creates a presumption that clauses prescribing remedies are cumula- 
ive rather than exclusive. If the parties intend the term to describe the sole remedy under 
he contract, this must be clearly expressed. 

3. Subsection (3) recognizes the validity of clauses limiting or excluding consequential 
damages but makes it clear that they may not operate in an unconscionable manner. Actu- 
ally such terms are merely an allocation of unknown or undeterminable risks. The seller in 
all cases is free to disclaim warranties in the manner provided in Section 2-316. 

Cross References: 

Point 1: Section 2-302. 

Point 3: Section 2-316. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-103. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-720. Effect of “Cancellation” or “Rescission” on Claims for 
Antecedent Breach. 
Unless the contrary intention clearly appears, expressions of “cancella- 
ion” or “rescission” of the contract or the like shall not be construed as a 


renunciation or discharge of any claim in damages for an antecedent 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purpose: 

This section is designed to safeguard a person holding a right of action from any 
nintentional loss of rights by the ill-advised use of such terms as “cancellation”, “rescis- 
sion”, or the like. Once a party’s rights have accrued they are not to be lightly impaired by 
concessions made in business decency and without intention to forego them. Therefore, un- 
ess the cancellation of a contract expressly declares that it is “without reservation o 
ights”, or the like, it cannot be considered to be a renunciation under this section. 

Cross Reference: 
Section 1-107. 

Definitional Cross References: 
“Cancellation”. Section 2-106. 
“Contract”. Section 1-201. 


§ 2-721. Remedies for Fraud. 


Remedies for material misrepresentation or fraud include all remedies 
available under this Article for non-fraudulent breach. Neither rescission 
or a claim for rescission of the contract for sale nor rejection or return o 
he goods shall bar or be deemed inconsistent with a claim for damages or 
other remedy. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To correct the situation by which remedies for fraud have been more 
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circumscribed than the more modern and mercantile remedies for breach of warranty. Thus 
he remedies for fraud are extended by this section to coincide in scope with those for non- 
raudulent breach. This section thus makes it clear that neither rescission of the contract 
or fraud nor rejection of the goods bars other remedies unless the circumstances of the 
case make the remedies incompatible. 
Definitional Cross References: 

“Contract for sale”. Section 2-106. 

“Goods”. Section 2-103. 

“Remedy”. Section 1-201. 


§ 2-722. Who May Sue Third Parties for Injury to Goods. 
If a third party so deals with goods that have been identified to a contract 
for sale as to cause actionable injury to a party to that contract: 

(a) a right of action against the third party is in either party to the 
contract for sale that has title to or a security interest or a special prop- 
erty or an insurable interest in the goods, and if the goods have been 
destroyed or converted, a right of action is also in the party that either 
bore the risk of loss under the contract for sale or has since the injury 
assumed that risk as against the other; 

(b) if at the time of the injury the party plaintiff did not bear the risk 
of loss as against the other party to the contract for sale and there is no 
arrangement between them for disposition of the recovery, the party 
plaintiffs suit or settlement is, subject to its own interest, as a fiduciary 
for the other party to the contract; and 

(c) either party may with the consent of the other sue for the benefit o 
whom it may concern. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: To adopt and extend somewhat the principle of the statutes which provide for 
suit by the real party in interest. The provisions of this section apply only after identifica- 
ion of the goods. Prior to that time only the seller has a right of action. During the period 
between identification and final acceptance (except in the case of revocation of acceptance) 
it is possible for both parties to have the right of action. Even after final acceptance both. 
parties may have the right of action if the seller retains possession or otherwise retains an| 
interest. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Buyer”. Section 2-103. 

"Contract for sale". Section 2-106. 

“Goods”. Section 2-103. 

“Party”. Section 1-201. 

"Rights". Section 1-201. 

"Security interest". Section 1-201. 


§ 2-723. Proof of Market: Time and Place. 


(1) If evidence of a price prevailing at the times or places described in 
his Article is not readily available, the price prevailing within any reason- 
able time before or after the time described or at any other place that in 
commercial judgment or under usage of trade would serve as a reasonable 
substitute for the one described may be used, making any proper allow- 
ance for the cost of transporting the goods to or from the other place. 
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(2) Evidence of a relevant price prevailing at a time or place other than 
he one described in this Article offered by one party is not admissible un- 
less and until the party has given the other party such notice as the court 
finds sufficient to prevent unfair surprise. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: To eliminate the most obvious difficulties arising in connection with the deter- 
mination of market price, when that is stipulated as a measure of damages by some provi- 
sion of this Article. Where the appropriate market price is not readily available the court is 
here granted reasonable leeway in receiving evidence of prices current in other comparable 
markets or at other times comparable to the one in question. In accordance with the gen- 
eral principle of this Article against surprise, however, a party intending to offer evidence 
of such a substitute price must give suitable notice to the other party. 

1. This section is not intended to exclude the use of any other reasonable method o 
determining market price or of measuring damages if the circumstances of the case make 
his necessary. 

2. In the case of repudiation Sections 2-708(1)(b) and 2-713(1)(b) provide the rule for the 
proper measure of damages. 
Cross Reference: 

Point 2: Section 2-708 and 2-713. 
Definitional Cross References: 

“Notifies”. Section 1-202. 

“Party”. Section 1-201. 

"Reasonable time". Section 1-205. 

“Usage of trade". Section 1-303. 


As amended in 2003. 
See Appendix T for material relating to changes made in Official Comment 
in 2003. 


$ 2-724. Admissibility of Market Quotations. 

If the prevailing price or value of any goods regularly bought and sold in 
any established commodity market is in issue, reports in official publica- 
ions or trade journals or in newspapers, periodicals or other means o 
communication in general circulation published as the reports of the mar- 
ket are admissible in evidence. The circumstances of the preparation o 
such a report may be shown to affect its weight but not its admissibility. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make market quotations admissible in evidence while providing for a chal- 
enge of the material by showing the circumstances of its preparation. 

No explicit provision as to the weight to be given to market quotations is contained in 
his section, but such quotations, in the absence of compelling challenge, offer an adequate 
basis for a verdict. 

Market quotations are made admissible when the price or value of goods traded “in any 
established market" is in issue. The reason of the section does not require that the market 
be closely organized in the manner of a produce exchange. It is sufficient if transactions in 
he commodity are frequent and open enough to make a market established by usage in 

hich one price can be expected to affect another and in which an informed report of the 
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ange and trend of prices can be assumed to be reasonably accurate. 

This section does not in any way intend to limit or negate the application of similar rules 
of admissibility to other material, whether by action of the courts or by statute. The 
purpose of the present section is to assure a minimum of mercantile administration in this 
important situation and not to limit any liberalizing trend in modern law. 

Definitional Cross Reference: 

“Goods”. Section 2-103. 


§ 2-725. Statute of Limitations in Contracts for Sale. 

(1) Except as otherwise provided in this section, an action for breach o 

any contract for sale must be commenced within the later of four years af- 

er the right of action has accrued under subsection (2) or (3) or one year 
after the breach was or should have been discovered, but no longer than 
five years after the right of action accrued. By the original agreement the 
parties may reduce the period of limitation to not less than one year but 
may not extend it. However, in a consumer contract, the period of limita- 
ion may not be reduced. 

(2) Except as otherwise provided in subsection (3), the following rules 
apply: 

(a) Except as otherwise provided in this subsection, a right of action 
for breach of a contract accrues when the breach occurs, even if the ag- 
grieved party did not have knowledge of the breach. 

(b) For breach of a contract by repudiation, a right of action accrues at 
the earlier of when the aggrieved party elects to treat the repudiation as 
a breach or when a commercially reasonable time for awaiting perfor- 
mance has expired. 

(c) For breach of a remedial promise, a right of action accrues when 
the remedial promise is not performed when performance is due. 

(d) In an action by a buyer against a person that is answerable over to 
the buyer for a claim asserted against the buyer, the buyer's right of ac- 
tion against the person answerable over accrues at the time the claim 
was originally asserted against the buyer. 

(3) If a breach of a warranty arising under Section 2-312, 2-313(2), 2-314, 
or 2-315, or a breach of an obligation, other than a remedial promise, aris- 
ing under Section 2-313A or 2-313B, is claimed, the following rules apply: 

(a) Except as otherwise provided in paragraph (c), a right of action for 
breach of a warranty arising under Section 2-313(2), 2-314, or 2-315 ac- 
crues when the seller has tendered delivery to the immediate buyer, as 
defined in Section 2-313, and has completed performance of any agreed 
installation or assembly of the goods. 

(b) Except as otherwise provided in paragraph (c), a right of action for 
breach of an obligation, other than a remedial promise, arising under 
Section 2-313A or 2-313B accrues when the remote purchaser, as defined 
in Section 2-313A or 2-313B, receives the goods. 

(c) If a warranty arising under Section 2-313(2) or an obligation, other 
than a remedial promise, arising under Section 2-313A or 2-313B 
explicitly extends to future performance of the goods and discovery o 
the breach must await the time for performance, the right of action ac- 
crues when the immediate buyer as defined in Section 2-313 or the 
remote purchaser as defined in Section 2-313A or 2-313B discovers or 
should have discovered the breach. 
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(d) A right of action for breach of warranty arising under Section 
2-312 accrues when the aggrieved party discovers or should have 
discovered the breach. However, an action for breach of the warranty o 
noninfringement may not be commenced more than six years after ten- 
der of delivery of the goods to the aggrieved party. 

(4) If an action commenced within the time limited by subsection (1) is 
so terminated as to leave available a remedy by another action for the 
same breach, the other action may be commenced after the expiration o 
he time limited and within six months after the termination of the first 
action unless the termination resulted from voluntary discontinuance or 
from dismissal for failure or neglect to prosecute. 

(5) This section does not alter the law on tolling of the statute of limita- 
ions nor does it apply to causes of action that accrued before this Act 
becomes effective. 


As amended in 2003. 
See Appendix T for material relating to changes made in text in 2003. 


Official Comment 

1. Original Section 2-725 has been changed as follows: 1) The basic four-year limitation 
period in subsection (1) has been supplemented by a discovery rule that permits a cause o 
action to be brought within one year after the breach was or should have been discovered, 
although no later than five years after the time the cause would otherwise have accrued; 2) 

he applicable limitation period cannot be reduced in a consumer contract (subsection (1)); 
3) Subsection (2) contains specific rules for cases of repudiation, breach of a remedial 
promise, and actions where another person is answerable over; 4) Subsection (3)(a) provides 
hat the limitation period for breach of warranty accrues when tender of delivery has oc- 
curred and the seller has completed any agreed installation or assembly of the goods; 5) 
Subsection (3) contains specific rules for breach of an obligation arising under Section 
2-313A or 2-313B, for breach of a warranty arising under Section 2-312, and for breach of a 

arranty against infringement. 

2. Subsection (1) continues the four-year limitation period of original Article 2 but 
provides for a possible one-year extension to accommodate a discovery of the breach late in 
he four year period after accrual. The four year period under this Article is shorter than 
many other statutes of limitation for breach of contract and it provides a period which is 
appropriate given the nature of the contracts under this Article and modern business 
practices. As under original Article 2, the period of limitation can be reduced to one year by 
an agreement in a commercial contract, but the amended section does not permit this 
eduction in consumer contracts. 

3. Subsections (2) and (3) provide rules for accrual of the various types of action that this 

rticle allows. Certainty of commercial relationships is advanced when the rules are clearly 
set forth. Subsection (2) sets out the accrual rules for actions other than for breach of a 

arranty, which includes actions based on repudiation or breach of a remedial promise and 
actions where another person is answerable over. Subsection (3) sets out the accrual rules 
or the various claims based on a warranty, including a warranty of title and a warranty 
against infringement, or on an obligation other than a remedial promise arising under 
Section 2-313A or 2-313B. 

Subsection (2)(a) states the general rule from prior law that a right of action for breach o 
contract accrues when the breach occurs without regard to the aggrieved party's knowledge 
of the breach. This general rule is then subject to the three more explicit rules in subsec- 

ion (2) and to the rules for breach of warranty stated in subsection (3). 

Subsection (2)(b) provides an explicit rule for repudiation. In a repudiation, the aggrieved 
party may await performance for a commercially reasonable time or resort to any remedy; 
or breach. Section 2-610. The accrual rule for breach of contract in a repudiation case is 
based on the earlier of those two time periods. 

Subsection (2)(c) provides that a cause of action for breach of a remedial promise accrues 

hen the promise is not performed at the time performance is due. 
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Subsection (2)(d) addresses the problem that has arisen in the cases when an intermedi- 
ary party is sued for a breach of obligation for which its seller or another person is answer- 
able over, but the limitations period in the upstream lawsuit has already expired. This 
subsection allows a party four years, or if reduced in the agreement, not less than one year, 

om when the claim is originally asserted against the buyer for the buyer to sue the person 

hat is answerable over. Whether a party is in fact answerable over to the buyer is not ad- 
dressed in this section. 

4. Subsection (3) addresses the accrual rules for breach of a warranty arising under 
Section 2-312, 2-313(2), 2-314 or 2-315, or of an obligation other than a remedial promise 
arising under Section 2-313A or 2-313B. The subsection does not apply to remedial promises 
arising under Section 2-313(4); the limitation for all remedial promises are governed by 
subsection 2(c). The accrual rules explicitly incorporate the definitions of “immediate buyer" 
and “remote purchaser" in Sections 2-313, 2-313A and 2-313B. Any cause of action brought 
by another person to which the warranty or obligation extends is derivative in nature. 

hus, the time period applicable to the immediate buyer or remote purchaser governs even 
if the action is brought by a person to which the warranty or obligation extends under 
Section 2-318. 

Subsection (3)(a) continues the general rule that an action for breach of warranty accrues 

in the case of an express or implied warranty to an immediate buyer upon completion o 
ender of delivery of nonconforming goods to the immediate buyer but makes explicit that 
accrual is deferred until the completion of any installation or assembly that the seller has 
agreed to undertake. This extension of the time of accrual in the case of installation or as- 
sembly applies only in the case of a seller that promises to install or assemble and not in 
he case of a third party, independent of the seller, undertaking the action. 

Subsection (3)(b) addresses the accrual of a cause of action for breach of an obligation 
other than a remedial promise arising under Section 2-313A or 2-313B. In these cases, the 
cause of action accrues when the remote purchaser (as defined in those sections) receives 

he goods. This accrual rule balances the rights of the remote buyer or remote lessee to be 
able to have a cause of action based upon the warranty obligation the seller has created 
against the rights of the seller to have some limit on the length of time the seller is liable. 

Both of these accrual rules are subject to the exception in subsection (3)(c) for a warranty 
or obligation that explicitly extends to the future performance of the goods and discovery o 
he breach must await the time for performance. In this case, the cause of action does not 
accrue until the buyer or remote purchaser discovers or should have discovered the breach. 

For a warranty of title or a warranty of non-infringement under Section 2-312, subsec- 

ion (3)(d) provides that a cause of action accrues when the aggrieved party discovers or 
should have discovered the breach. In a typical case, the aggrieved party will not discover 
he breach until it is sued by a party that asserts title to the goods or that asserts an in- 
ringement, either event which could be many years after the buyer acquired the goods. 
his accrual rule allows the aggrieved party appropriate leeway to then bring a claim 
against the person that made the warranty. In recognition of a need to have a time o 
epose in an infringement case, a party may not bring an action based upon a warranty o 
non-infringement more than six years after tender of delivery. 

5. Subsection (4) states the saving provision included in many state statutes and permits 
an additional short period for bringing new actions where suits begun within the four year 
period have been terminated so as to leave a remedy still available for the same breach. 

6. Subsection (5) makes it clear that this Article does not purport to alter or modify in 
any respect the law on tolling of the Statute of Limitations as it now prevails in the various 
jurisdictions. 

Cross References: 

Point 1: Sections 2-312, 2-313A, and 2-313B. 

Point 3: Sections 2-313A, 2-313B, and 2-610. 

Point 4: Sections 2-312, 2-313,2-3134A, 2-313B, 2-314, 2-315 and 2-318. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Agerieved party". Section 1-201. 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Consumer contract". Section 2-103. 
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*Contract". Section 1-201. 
*Contract for sale". Section 2-106. 
“Delivery”. Section 2-103. 

*Goods". Section 2-103. 

"Party". Section 1-201. 
“Reasonable time". Section 1-205. 
“Remedial promise". Section 2-103. 
“Remedy”. Section 1-201. 

"Term". Section 1-201. 
"Termination". Section 2-106. 


As amended in 2003. 


See Appendix T for material relating to changes made in Official Comment 
in 2003. 


PART 8. TRANSITIONAL PROVISIONS 


$ 2-801. Effective Date. 


This [Act] takes effect on 
As added in 2003. 


$ 2-802. Amendment of Existing Article 2. 


This [Act] amends [insert citation to existing Article 2]. 
As added in 2003. 


$ 2-803. Application to Existing Relations. 


(1) This [Act] applies to a transaction within its scope that is entered 

into on or after the effective date of this [Act]. 

(2) This [Act] does not apply to a transaction that is entered into before 
he effective date of this [Act] even if the transaction would be subject to 
his [Act] if it had been entered into after the effective date of this [Act]. 

(3) This [Act] does not apply to a right of action that accrued before the 
effective date of this [Act]. 

(4) Section 2-313B of this [Act] does not apply to an advertisement or 
similar communication made before the effective date of this [Act]. 


As added in 2003. 


$ 2-804. Savings Clause. 

A transaction entered into before the effective date of this [Act], and the 
rights, obligations, and interests flowing from that transaction, are 
governed by any statute or other law amended or repealed by this [Act] as 


if amendment or repeal had not occurred and may be terminated, 
completed, consummated, or enforced under that statute or other law. 


As added in 2003. 


2A-101. 
2A-102. 
2A-103. 
2A-104. 
2A-105. 


24-106. 
2A-107. 


2A-108. 
2A-109. 


ARTICLE 2A. 
LEASES’ 


PART 1. GENERAL PROVISIONS 


Short Title. 

Scope. 

Definitions and Index of Definitions. 

Leases Subject to Other Law. 

Territorial Application of Article to Goods Covered by Certificate of 
Title. 

Limitation on Power of Parties to Consumer Lease to Choose 
Applicable Law and Judicial Forum. 

Waiver or Renunciation of Claim or Right after Default. 
Unconscionability. 

Option to Accelerate at Will. 


PART 2. FORMATION AND CONSTRUCTION OF 
LEASE CONTRACT; ELECTRONIC CONTRACTING 


Statute of Frauds. 
Final Expression in a Record: Parol or Extrinsic Evidence. 


2A-201. 
2A-202. 
2A-203. 
2A-204. 
2A-205. 
2A-206. 
2A-207. 
2A-208. 
2A-209. 
2A-210. 
2A-211. 


2A-212 
2A-213. 
2A-214. 
2A-215. 
24-216. 
2A-217. 
2A-218. 
2A-219. 
2A-220. 
2A-221. 
2A-222. 
2A-223. 


Seals Inoperative. 

Formation in General. 

Firm Offers. 

Offer and Acceptance in Formation of Lease Contract. 

[Reserved.] [Course of Performance or Practical Construction] 
Modification, Rescission and Waiver. 

Lessee under Finance Lease as Beneficiary of Supply Contract. 
Express Warranties. 

Warranties Against Interference and Against Infringement; Lessee’s 
Obligation Against Infringement. 


. Implied Warranty of Merchantability. 


Implied Warranty of Fitness for Particular Purpose. 
Exclusion or Modification of Warranties. 

Cumulation and Conflict of Warranties Express or Implied. 
Third-party Beneficiaries of Express and Implied Warranties. 
Identification. 

Insurance and Proceeds. 

Risk of Loss. 

Effect of Default on Risk of Loss. 

Casualty to Identified Goods. 

Legal Recognition of Electronic Contracts, Records and Signatures. 
Attribution. 


“Article 2A was amended in 2003. For committee members, see Appendix U. 
he 2003 Amendments and list of drafting 
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§ 2A-224. 


Electronic Communication. 


PART 3. EFFECT OF LEASE CONTRACT 


2A-301. 
24-302. 
24-303. 


2A-304. 
2A-305. 
2A-306. 
2A-307. 


24-308. 
24-309. 
24-310. 
2A-311. 


Enforceability Of Lease Contract. 

Title to and Possession of Goods. 

Alienability of Party's Interest under Lease Contract or of Lessor's 
Residual Interest in Goods; Delegation of Performance; Transfer of 
Rights. 

Subsequent Lease of Goods by Lessor. 

Sale or Sublease of Goods by Lessee. 

Priority of Certain Liens Arising by Operation of Law. 

Priority of Liens Arising by Attachment or Levy On, Security Interests 
In, and Other Claims to Goods. 

Special Rights of Creditors. 

Lessor's and Lessee's Rights When Goods Become Fixtures. 
Lessor's and Lessee's Rights When Goods Become Accessions. 
Priority Subject to Subordination. 


PART 4. PERFORMANCE OF LEASE CONTRACT: 
REPUDIATED, SUBSTITUTED AND EXCUSED 


2A-401. 
2A-402. 
2A-403. 
2A-404. 
2A-405. 
2A-406. 
2A-407. 


2A-501. 
2A-502. 
2A-503. 
2A-504. 
2A-505. 


2A-506. 
2A-507. 


Insecurity: Adequate Assurance of Performance. 
Anticipatory Repudiation. 

Retraction of Anticipatory Repudiation. 
Substituted Performance. 

Excused Performance. 

Procedure on Excused Performance. 

Irrevocable Promises: Finance Leases. 


PART 5. DEFAULT 
A. IN GENERAL 


Default: Procedure. 

Notice after Default. 

Modification or Impairment of Rights and Remedies. 

Liquidation of Damages. 

Cancellation and Termination and Effect of Cancellation, Termination, 
Rescission, or Fraud on Rights and Remedies. 

Statute of Limitations. 

Proof of Market Rent: Time and Place. 


2A-507A. Right to Specific Performance or Replevin or the Like. 


2A-508. 
2A-509. 
2A-510. 
2A-511. 
2A-512. 
2A-513. 
2A-514. 


B. DEFAULT BY LESSOR 
Lessee's Remedies. 
Lessee's Rights on Improper Delivery; Manner and Effect of Rejection. 
Installment Lease Contracts: Rejection and Default. 
Merchant Lessee's Duties as to Rejected Goods. 
Lessee's Duties as to Rejected Goods. 
Cure by Lessor of Improper Tender or Delivery; Replacement. 
Waiver of Lessee's Objections. 


UNIFORM COMMERCIAL CODE 


. Acceptance of Goods. 

. Effect of Acceptance of Goods; Notice of Default; Burden of 
Establishing Default after Acceptance; Notice of Claim or Litigation to 
Person Answerable Over. 

. Revocation of Acceptance of Goods. 

. Cover; Substitute Goods. 

. Lessee’s Damages for Non-delivery, Repudiation, Default, and Breach 
of Warranty in Regard to Accepted Goods. 

. Lessee’s Incidental and Consequential Damages. 

. Reserved. 

. Lessee’s Right to Goods on Lessor’s Insolvency. 


C. DEFAULT BY LESSEE 
. Lessor’s Remedies. 
. Lessor’s Right to Identify Goods to Lease Contract. 
. Lessor’s Right to Possession of Goods. 
. Lessor’s Stoppage of Delivery in Transit or Otherwise. 
. Lessor’s Rights to Dispose of Goods. 
. Lessor’s Damages for Non-acceptance, Failure to Pay, Repudiation, or 
Other Default. 
. Lessor’s Action for the Rent. 
. Lessor’s Incidental and Consequential Damages. 
. Standing to Sue Third Parties for Injury to Goods. 
. Lessor’s Rights to Residual Interest. 


PART 6. TRANSITIONAL PROVISIONS 


2A-601. Effective Date. 

2A-602. Amendment of Existing Article 2A. 
2A-603. Applicability. 

2A-604. Savings Clause. 


APPENDIX I. CONFORMING AMENDMENT TO ARTICLE 1 


PART 1. GENERAL PROVISIONS 


§ 2A-101. Short Title. 


This Article shall be known and may be cited as the Uniform Com- 
ercial Code—Leases. 


Official Comment 

ationale for Codification: 

There are several reasons for codifying the law with respect to leases of goods. An analy- 
sis of the case law as it applies to leases of goods suggests at least three significant issues 
o be resolved by codification. First, what is a lease? It is necessary to define lease to 
determine whether a transaction creates a lease or a security interest disguised as a lease. 
If the transaction creates a security interest disguised as a lease, the lessor will be required 
o file a financing statement or take other action to perfect its interest in the goods against 
hird parties. There is no such requirement with respect to leases. Yet the distinction be- 
ween a lease and a security interest disguised as a lease is not clear. Second, will the les- 
sor be deemed to have made warranties to the lessee? If the transaction is a sale the 
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express and implied warranties of Article 2 of the Uniform Commercial Code apply. 
However, the warranty law with respect to leases is uncertain. Third, what remedies are 
available to the lessor upon the lessee's default? If the transaction is a security interest 
disguised as a lease, the answer is stated in Part 5 of the Article on Secured Transactions 
(Article 9). There is no clear answer with respect to leases. 

There are reasons to codify the law with respect to leases of goods in addition to those 
suggested by a review of the reported cases. The answer to this important question should 
not be limited to the issues raised in these cases. Is it not also proper to determine the rem- 
edies available to the lessee upon the lessor's default? It is, but that issue is not reached 

hrough a review of the reported cases. This is only one of the many issues presented in 
structuring, negotiating and documenting a lease of goods. 
Statutory Analogue: 

After it was decided to proceed with the codification project, the drafting committee of the 
National Conference of Commissioners on Uniform State Laws looked for a statutory 
analogue, gradually narrowing the focus to the Article on Sales (Article 2) and the Article 
on Secured Transactions (Article 9). A review of the literature with respect to the sale o 
goods reveals that Article 2 is predicated upon certain assumptions: Parties to the sales 

ransaction frequently are without counsel; the agreement of the parties often is oral or ev- 
idenced by scant writings; obligations between the parties are bilateral; applicable law is 
influenced by the need to preserve freedom of contract. A review of the literature with re- 
spect to personal property security law reveals that Article 9 is predicated upon very differ- 
ent assumptions: Parties to a secured transaction regularly are represented by counsel; the 
agreement of the parties frequently is reduced to a writing, extensive in scope; the obliga- 
ions between the parties are essentially unilateral; and applicable law seriously limits 
eedom of contract. 

The lease is closer in spirit and form to the sale of goods than to the creation of a security: 
interest. While parties to a lease are sometimes represented by counsel and their agree- 
ment is often reduced to a writing, the obligations of the parties are bilateral and the com- 
mon law of leasing is dominated by the need to preserve freedom of contract. Thus the 


drafting committee concluded that Article 2 was the appropriate statutory analogue. 
Issues: 
The drafting committee then identified and resolved several issues critical to 
codification: 


Scope: The scope of the Article was limited to leases (Section 24-102). There was 
no need to include leases intended as security, i.e., security interests disguised as 
leases, as they are adequately treated in Article 9. Further, even if leases intended as 
security were included, the need to preserve the distinction would remain, as policy 
suggests treatment significantly different from that accorded leases. 

Definition of Lease: Lease was defined to exclude leases intended as security 
(Section 2A-103(1)()). Given the litigation to date a revised definition of security inter- 
est was suggested for inclusion in the Act. (Section 1-201(37)). This revision sharpens 
the distinction between leases and security interests disguised as leases. 

Filing: The lessor was not required to file a financing statement against the lessee 
or take any other action to protect the lessor's interest in the goods (Section 24-301). 
The refined definition of security interest will more clearly signal the need to file to 
potential lessors of goods. Those lessors who are concerned will file a protective financ- 
ing statement (Section 9-408). 

Warranties: All of the express and implied warranties of the Article on Sales 
(Article 2) were included (Sections 24-210 through 2A-216), revised to reflect differ- 
ences in lease transactions. The lease of goods is sufficiently similar to the sale of goods 
to justify this decision. Further, many courts have reached the same decision. 

Certificate of Title Laws: Many leasing transactions involve goods subject to cer- 
tificate of title statutes. To avoid conflict with those statutes, this Article is subject to 
them (Section 2A-104(1)(a)). 

Consumer Leases: Many leasing transactions involve parties subject to consumer 
protection statutes or decisions. To avoid conflict with those laws this Article is subject 
to them to the extent provided in (Section 2A-104(1)(c) and (2)). Further, certain 
consumer protections have been incorporated in the Article. 
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Finance Leases: Certain leasing transactions substitute the supplier of the goods 
for the lessor as the party responsible to the lessee with respect to warranties and the 
like. The definition of finance lease (Section 2A-103(1)(g)) was developed to describe 
these transactions. Various sections of the Article implement the substitution of the 
supplier for the lessor, including Sections 2A-209 and 2A-407. No attempt was made to 
fashion a special rule where the finance lessor is an affiliate of the supplier of goods; 
this is to be developed by the courts, case by case. 

Sale and Leaseback: Sale and leaseback transactions are becoming increasingly 
common. A number of state statutes treat transactions where possession is retained by 
the seller as fraudulent per se or prima facie fraudulent. That position is not in accord 
with modern practice and thus is changed by the Article “if the buyer bought for value 
and in good faith” (Section 2A-308(3)). 

Remedies: The Article has not only provided for lessor's remedies upon default by 
the lessee (Sections 2A-523 through 24-531), but also for lessee's remedies upon default 
by the lessor (Sections 2A-508 through 2A-522). This is a significant departure from 
Article 9, which provides remedies only for the secured party upon default by the 
debtor. This difference is compelled by the bilateral nature of the obligations between 
the parties to a lease. 


Damages: Many leasing transactions are predicated on the parties' ability to stipu- 
late an appropriate measure of damages in the event of default. The rule with respect 
to sales of goods (Section 2-718) is not sufficiently flexible to accommodate this practice. 
Consistent with the common law emphasis upon freedom to contract, the Article has 
created a revised rule that allows greater flexibility with respect to leases of goods 
(Section 2A-504(1)). 


This Article is a revision of the Uniform Personal Property Leasing Act, which was ap- 
proved by the National Conference of Commissioners on Uniform State Laws in August, 
1985. However, it was believed that the subject matter of the Uniform Personal Property 
Leasing Act would be better treated as an article of this Act. Thus, although the Confer- 
ence promulgated the Uniform Personal Property Leasing Act as a Uniform Law, activity 

as held in abeyance to allow time to restate the Uniform Personal Property Leasing Act 
as Article 2A. 

In August, 1986 the Conference approved and recommended this Article (including 
conforming amendments to Article 1 and Article 9) for promulgation as an amendment to 
his Act. In December, 1986 the Council of the American Law Institute approved and 

ecommended this Article (including conforming amendments to Article 1 and Article 9), 
ith official comments, for promulgation as an amendment to this Act. In March, 1987 the 
Permanent Editorial Board for the Uniform Commercial Code approved and recommended 
his Article (including conforming amendments to Article 1 and Article 9), with official com- 
ments, for promulgation as an amendment to this Act. In May, 1987 the American Law 
Institute approved and recommended this Article (including conforming amendments to 
Article 1 and Article 9), with official comments, for promulgation as an amendment to this 
ct. In August, 1987 the Conference confirmed its approval of the final text of this Article. 

Upon its initial promulgation, Article 2A was rapidly enacted in several states, was 
introduced in a number of other states, and underwent bar association, law revision com- 
mission and legislative study in still further states. In that process debate emerged, 
principally sparked by the study of Article 2A by the California Bar Association, California's 

on-uniform amendments to Article 2A, and articles appearing in a symposium on Article 
2A published after its promulgation in the Alabama Law Review. The debate chiefly 
centered on whether Article 2A had struck the proper balance or was clear enough concern- 
ing the ability of a lessor to grant a security interest in its leasehold interest and in the 
esidual, priority between a secured party and the lessee, and the lessor's remedy structure 
nder Article 2A. 

This debate over issues on which reasonable minds could and did differ began to affect 
he enactment effort for Article 2A in a deleterious manner. Consequently, the Standby 
Committee for Article 2A, composed predominantly of the former members of the drafting 
committee, reviewed the legislative actions and studies in the various states, and opened a 
dialogue with the principal proponents of the non-uniform amendments. Negotiations were 
conducted in conjunction with, and were facilitated by, a study of the uniform Article and 
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he non-uniform Amendments by the New York Law Revision Commission. Ultimately, a 

consensus was reached, which has been approved by the membership of the Conference, 

he Permanent Editorial Board, and the Council of the Institute. Rapid and uniform enact- 

ment of Article 2A is expected as a result of the completed amendments. The Article 2A ex- 

perience reaffirms the essential viability of the procedures of the Conference and the 

Institute for creating and updating uniform state law in the commercial law area. 
elationship of Article 2A to Other Articles: 

The Article on Sales provided a useful point of reference for codifying the law of leases. 
Many of the provisions of that Article were carried over, changed to reflect differences in 
style, leasing terminology or leasing practices. Thus, the official comments to those sections 
of Article 2 whose provisions were carried over are incorporated by reference in Article 2A, 
as well; further, any case law interpreting those provisions should be viewed as persuasive 
but not binding on a court when deciding a similar issue with respect to leases. Any change 
in the sequence that has been made when carrying over a provision from Article 2 should 
be viewed as a matter of style, not substance. This is not to suggest that in other instances 
Article 2A did not also incorporate substantially revised provisions of Article 2, Article 9 or 
otherwise where the revision was driven by a concern over the substance; but for the lack 
of a mandate, the drafting committee might well have made the same or a similar change 
in the statutory analogue. Those sections in Article 2A include Sections 2A-104, 2A-105, 
24-106, 2A-108(2) and (4), 2A-109(2), 24-208, 2A-214(2) and (3)(a), 2A-216, 24-303, 24-306, 
24-503, 2A-504(3)(b), 2A-506(2), and 24-515. For lack of relevance or significance not all o 
he provisions of Article 2 were incorporated in Article 2A. 

This codification was greatly influenced by the fundamental tenet of the common law as 
it has developed with respect to leases of goods: freedom of the parties to contract. Note 
hat, like all other Articles of this Act, the principles of construction and interpretation. 
contained in Article 1 are applicable throughout Article 2A (Section 2A-103(4)). These 
principles include the ability of the parties to vary the effect of the provisions of Article 2A, 
subject to certain limitations including those that relate to the obligations of good faith, dil- 
igence, reasonableness and care (Section 1-102(3)). Consistent with those principles no neg- 
ative inference is to be drawn by the episodic use of the phrase “unless otherwise agreed" in 


certain provisions of Article 2A. Section 1-102(4). Indeed, the contrary is true, as the gen- 

eral rule in the Act, including this Article, is that the effect of the Act's provisions may be 
aried by agreement. Section 1-102(3). This conclusion follows even where the statutory 

analogue contains the phrase and the correlative provision in Article 2A does not. 


2003 AMENDMENTS TO 


UNIFORM COMMERCIAL CODE ARTICLE 2A—LEASES 
The Drafting Committee was charged with making changes to Article 2A where appropri- 
ate to incorporate amendments to Article 2, also being considered at this time, and also 
ith making changes to the Article necessitated by the recent revision of Article 9. It is 
anticipated that the amendments to Articles 2 and 2A will be presented to the state 
egislatures as a single package. 
As with original Article 2A, these amendments are intended to reflect the distinctive 
ature of leasing as a commercial transaction. Therefore the following principles should be 
considered in applying this Article: 
Leasing is Distinctive From Other Commercial Transactions 
Leasing is a distinct commercial transaction which is different in many respects from ei- 
her the sale or the secured financing of goods. A true lease of goods involves the payment 
or the temporary possession, use and enjoyment of goods, and a lease is entered into with 
an expectation that the goods will be returned to the owner at the end of the lease term. In 
contrast, a sale of goods involves a transfer of title for a price, and a security interest 
involves an interest in the goods that is limited to the remaining secured debt. The separa- 
ion of ownership and possession in a lease of goods as well as other considerations can 
esult in many differences between the law of leases and the law for the sale of goods. 
hese differences include remedies and, to some extent, contract formation and warranties. 
Lease Contract Formation 
Leases often involve complex, on-going, multi-faceted obligations. Ownership of the 
esidual remains with the lessor, and for that reason the lessor has a continuing economic 
interest in the goods that is not present in a sale. Therefore, lease contracts commonly 
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cover many matters other than the lessor’s duty to provide the goods and the lessee’s duty 
o pay rent. These include where and when the goods will be returned to the lessor; options 
o renew the lease or purchase the goods; maintenance and repairs; restrictions on use o 
he goods; taxes, insurance; and record keeping. For these reasons, leasing custom and 
practice favors formal, structured rules of contract formation and greater usage, particularly 
in commercial leases, of a record of the parties' agreement embodying their understanding. 
Warranties 
Because of the manner in which leased goods are promoted and distributed-for example, 
essors generally do not engage in mass-market advertising aimed at, or make representa- 
ions in materials to be delivered to, remote lessees-amended Article 2A does not contain 
provisions analogous to Sections 2- 313A and 2-313B of amended Article 2. Though nothing 
in this Article precludes, in an appropriate case, the application of the principles contained, 
in those sections to a lease transaction, a lessor is responsible only for the lessor's 
epresentations and those of the lessor's agents and the lessor is not for the representations 
made by a third party, such as the supplier or manufacturer of the goods. In addition, a les- 
see may have the right as a “remote purchaser" under Article 2 to assert claims under 
Sections 2-313A and 2-313B directly against a manufacturer or supplier that has engaged 


The typical measure of damages for breach of a lease differs from that applied in the law 
hat governs the sale of goods in that, for breach of a lease contract by the lessee, the pres- 
ent value of an ongoing stream of rental payments normally must be taken into 
consideration as well as the lessor's rights to return of the goods with a certain residual 
alue. As a result, if the goods are sold following a default by the lessee, in calculating the 
essee's deficiency, the value of the lessor's residual interest should be excluded from the 
disposition proceeds that are credited to the lessee. 


As amended in 1990, 2003 and 2005. 
See Appendix F for material relating to changes in Official Comment in 
1990. 
See Appendix U for material relating to changes made in Official Comment 
in 2003. 
See Appendix V for material relating to changes made in Official Comment 
in 2005. 


$ 2A-102. Scope. 
This Article applies to any transaction, regardless of form, that creates a 


Official Comment 
niform Statutory Source: Section 9-102(1). Throughout this Article, unless otherwise 
stated, references to ^Section" are to other sections of this Act. 
Changes: Substantially revised. 
Purposes: This Article governs transactions as diverse as the lease of a hand tool to an in- 
dividual for a few hours and the leveraged lease of a complex line of industrial equipment 
o a multi-national organization for a number of years. 
To achieve that end it was necessary to provide that this Article applies to any transac- 
ion, regardless of form, that creates a lease. Since lease is defined as a transfer of an inter- 
est in goods (Section 2A-103(1)(j)) and goods is defined to include fixtures (Section 2A- 
103(1)(h)), application is limited to the extent the transaction relates to goods, including 
xtures. Further, since the definition of lease does not include a sale (Section 2-106(1)) or 
etention or creation of a security interest (Section 1-201(37)), application is further limited; 
sales and security interests are governed by other Articles of this Act. 
Finally, in recognition of the diversity of the transactions to be governed, the sophistica- 
ion of many of the parties to these transactions, and the common law tradition as it ap- 
plies to the bailment for hire or lease, freedom of contract has been preserved. DeKoven, 
Proceedings After Default by the Lessee Under a True Lease of Equipment, in 1C P. 
Coogan, W. Hogan, D. Vagts, Secured Transactions Under the Uniform Commercial Code, 
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Article, the parties to a lease will be able to create private rules to govern their transaction. 
Sections 2A-103(4) and 1-102(3). However, there are special rules in this Article governing 
consumer leases, as well as other state and federal statutes, that may further limit freedom 
of contract with respect to consumer leases. 

A court may apply this Article by analogy to any transaction, regardless of form, that cre- 
ates a lease of personal property other than goods, taking into account the expressed inten- 
ions of the parties to the transaction and any differences between a lease of goods and a 
ease of other property. Such application has precedent as the provisions of the Article on 
Sales (Article 2) have been applied by analogy to leases of goods. E.g., Hawkland, The 
mpact of the Uniform Commercial Code on Equipment Leasing, 1972 Ill.L.F. 446; Murray, 
Under the Spreading Analogy of Article 2 of the Uniform Commercial Code, 39 Fordham 
L.Rev. 447 (1971). Whether such application would be appropriate for other bailments o 
personal property, gratuitous or for hire, should be determined by the facts of each case. 

ee Mieske v. Bartell Drug Co., 92 Wash.2d 40, 46—48, 593 P.2d 1308, 1312 (1979). 

Further, parties to a transaction creating a lease of personal property other than goods, 
or a bailment of personal property may provide by agreement that this Article applies. 

pholding the parties' choice is consistent with the spirit of this Article. 
Definitional Cross Reference: 

“Lease”. Section 2A-103(1)(p). 


§ 2A-103. Definitions and Index of Definitions. 
(1) In this Article, unless the context otherwise requires: 

(a) “Cancellation” occurs when either party puts an end to the lease 
contract for default by the other party. 

(b) “Commercial unit” means such a unit of goods as by commercial 
usage is a single whole for purposes of lease and division of which materi- 
ally impairs its character or value on the market or in use. A commercial 
unit may be a single article, as a machine, or a set of articles, as a suite 
of furniture or a line of machinery, or a quantity, as a gross or carload, 
or any other unit treated in use or in the relevant market as a single 
whole. 

(c) “Conforming” goods or performance under a lease contract means 
goods or performance that are in accordance with the obligations under 
the lease contract. 

(d) “Conspicuous”, with reference to a term, means so written, 
displayed, or presented that a reasonable person against which it is to 
operate ought to have noticed it. A term in an electronic record intended 
to evoke a response by an electronic agent is conspicuous if it is pre- 
sented in a form that would enable a reasonably configured electronic 
agent to take it into account or react to it without review of the record 
by an individual. Whether a term is “conspicuous” or not is a decision for 
the court. Conspicuous terms include the following: 

(i) for a person: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surround- 
ing text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text o 
the same size by symbols or other marks that call attention to the 
language; and 
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(ii) for a person or an electronic agent, a term that is so placed in a 
record or display that the person or electronic agent cannot proceed 
without taking action with respect to the particular term. 

(e) “Consumer” means an individual who leases or contracts to lease 
goods that, at the time of contracting, are intended by the individual to 
be used primarily for personal, family, or household purposes. 

(f) “Consumer lease” means a lease that a lessor regularly engaged in 
the business of leasing or selling makes to a consumer. 


Legislative Note: Present Article 2A has a bracketed provision allowing States to insert a 
dollar cap on leases designated as consumer leases, amended Article 2 defines “consumer 
contract” and does not include a dollar cap in the definition. Some States have not 
included a dollar cap in present Article 2A and States which have adopted a dollar cap 
have stated varying amounts. If a State wishes to include a dollar cap, the cap should be 
inserted here. Any cap probably should be set high enough to bring within the definition 
most automobile leasing transactions for personal, family, or household use. 


(g) “Delivery” means the voluntary transfer of physical possession or 
control of goods. 

(h) “Electronic” means relating to technology having electrical, digital, 
magnetic, wireless, optical, electromagnetic, or similar capabilities. 

(i) “Electronic agent” means a computer program or an electronic or 
other automated means used independently to initiate an action or re- 
spond to electronic records or performances in whole or in part, without 
review or action by an individual. 

(j) “Electronic record” means a record created, generated, sent, com- 
municated, received, or stored by electronic means. 

(k) “Fault” means wrongful act, omission, breach, or default. 

(1) “Finance lease” means a lease with respect to which: 

(i) the lessor does not select, manufacture, or supply the goods; 

(ii) the lessor acquires the goods or the right to possession and use 
of the goods in connection with the lease or, in the case of goods that 
have been leased previously by the lessor and are not being leased to a 
consumer, in connection with another lease; and 

(iii) one of the following occurs: 

(A) the lessee receives a copy of the agreement by which the lessor 
acquired, or proposes to acquire, the goods or the right to possession 
and use of the goods before signing the lease agreement; 

(B) the lessee’s approval of the agreement or of the general 
contractual terms under which the lessor acquired or proposes to 
acquire the goods or the right to possession and use of the goods is a 
condition to the effectiveness of the lease contract; 

(C) the lessee, before signing the lease agreement, receives an ac- 
curate and complete statement designating the promises and war- 
ranties, and any disclaimers of warranties, limitations or modifica- 
tions of remedies, or liquidated damages, including those of a third 
party, such as the manufacturer of the goods, provided to the lessor 
by the person supplying the goods in connection with or as part o 
the contract by which the lessor acquired the goods or the right to 
possession and use of the goods; or 

(D) if the lease is not a consumer lease, before the lessee signs the 
lease agreement, the lessor informs the lessee in a record: 


(I) of the identity of the person supplying the goods to the les- 
sor, unless the lessee has selected that person and directed the 
lessor to acquire the goods or the right to possession and use o 
the goods from that person; 

(ID that the lessee is entitled under this article to the promises 
and warranties, including those of any third party, provided to 
the lessor by the person supplying the goods in connection with or 
as part of the contract by which the lessor acquired the goods or 
the right to possession and use of the goods; and 

(IID that the lessee may communicate with the person supply- 
ing the goods to the lessor and receive an accurate and complete 
statement of those promises and warranties, including any 
disclaimers and limitations of them, or a statement of remedies. 

(m) *Good faith" means honesty in fact and the observance of reason- 
able commercial standards of fair dealing. 


Legislative Note: Definition (m) should not be adopted if the jurisdiction has enacted the 
equivalent provision in the 2001 Revised Article 1. 


(n) *Goods" means all things that are movable at the time of identifica- 
tion to a lease contract or that are fixtures (Section 24-309). The term 
includes future goods, specially manufactured goods, and the unborn 
young of animals. The term does not include information, the money in 
which the price is to be paid, investment securities under Article 8, or 
choses in action. 

(o) “Installment lease contract" means a lease contract that authorizes 
or requires the delivery of goods in separate lots to be separately ac- 
cepted, even though the lease contract contains a clause “each delivery is 
a separate lease" or its equivalent. 

(p) *Lease" means a transfer of the right to possession and use o 
goods for a period in return for consideration, but a sale, including a sale 
on approval or a sale or return, retention or creation of a security inter- 
est, or license of information is not a lease. Unless the context clearly 
indicates otherwise, the term includes a sublease. 

(q) “Lease agreement”, as distinguished from “lease contract", means 
the bargain, with respect to the lease, of the lessor and the lessee in fact 
as found in their language or inferred from other circumstances includ- 
ing course of performance, course of dealing, or usage of trade as 
provided in Section 1-303. Unless the context clearly indicates otherwise, 
the term includes a sublease agreement. 

(r) “Lease contract", as distinguished from “lease agreement”, means 
the total legal obligation that results from the lease agreement as 
determined by the [Uniform Commercial Code] as supplemented by any 
other applicable rules of law. Unless the context clearly indicates 
otherwise, the term includes a sublease contract. 

(s) “Leasehold interest" means the interest of the lessor or the lessee 
under a lease contract. 

(t) *Lessee" means a person that acquires the right to possession and 
use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessee. 

(u) *Lessee in ordinary course of business" means a person that leases 
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goods in good faith, without knowledge that the lease violates the rights 
of another person, and in the ordinary course from a person, other than 
a pawnbroker, in the business of selling or leasing goods of that kind. A 
person leases in ordinary course if the lease to the person comports with 
the usual or customary practices in the kind of business in which the 
lessor is engaged or with the lessor’s own usual or customary practices. 
A lessee in ordinary course of business may lease for cash, by exchange 
of other property, or on secured or unsecured credit, and may acquire 
goods or documents of title under a preexisting lease contract. Only a 
lessee that takes possession of the goods or has a right to recover the 
goods from the lessor under this article may be a lessee in ordinary 
course of business. A person that acquires goods in a transfer in bulk or 
as security for or in total or partial satisfaction of a money debt is not a 
lessee in ordinary course of business. 

(v) “Lessor” means a person that transfers the right to possession and 
use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessor. 

(w) “Lessor’s residual interest” means the lessor’s interest in the goods 
after expiration, termination, or cancellation of the lease contract. 

(x) “Lien” means a charge against or interest in goods to secure pay- 
ment of a debt or performance of an obligation. The term does not include 
a security interest. 

(y) “Lot” means a parcel or a single article that is the subject matter o 
a separate lease or delivery, whether or not it is sufficient to perform the 
lease contract. 

(z) *Merchant lessee" means a lessee that is a merchant with respect 
to goods of the kind subject to the lease. 

(aa) “Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain by use 
of either an interest rate specified by the parties if that rate is not 
manifestly unreasonable at the time the transaction is entered into or, i 
an interest rate is not so specified, a commercially reasonable rate that 
takes into account the facts and circumstances at the time the transac- 
tion is entered into. 

Legislative Note: Definition (aa) should not be adopted if the jurisdiction has enacted the 
equivalent provision in the 2001 Revised Article 1. 

(bb) *Purchase" includes taking by sale, lease, mortgage, security 
interest, pledge, gift, or any other voluntary transaction creating an 
interest in goods. 

Legislative Note: Definition (bb) should not be adopted if the jurisdiction has enacted the 
equivalent provision in the 2001 Revised Article 1. 

(cc) “Record” means information that is inscribed on a tangible medium 
or that is stored in an electronic or other medium and is retrievable in 
perceivable form. 

Legislative Note: Definition (cc) should not be adopted if the jurisdiction has enacted the 
equivalent provision in the 2001 Revised Article 1. 

(dd) *Sign" means, with present intent to authenticate or adopt a rec- 

ord, 


(3) to execute or adopt a tangible symbol; or 


(ii) to attach to or logically associate with the record an electronic 
sound, symbol, or process. 

(ee) *Sublease" means a lease of goods the right to possession and use 

of which was acquired by the lessor as a lessee under an existing lease. 


(ff) “Supplier” means a person from which a lessor buys or leases 
goods to be leased under a finance lease. 


(gg) “Supply contract” means a contract under which a lessor buys or 
leases goods to be leased. 

(hh) “Termination” occurs when either party pursuant to a power cre- 
ated by agreement or law puts an end to the lease contract otherwise 
than for default. 


(2) Other definitions applying to this Article and the sections in which 
hey appear are: 
“Accessions”. Section 2A-310(1). 
“Construction mortgage”. Section 2A-309(1)(d). 
“Encumbrance”. Section 2A-309(1)(e). 
“Fixtures”. Section 2A-309(1)(a). 
“Fixture filing”. Section 2A-309(1)(b). 
“Purchase money lease”. Section 2A-309(1)(c). 
(3) The following definitions in other Articles apply to this Article: 
“Between merchants". Section 2-104(3). 
“Buyer”. Section 2-103(1)(a). 
“Consumer goods”. Section 9-109(1). 
“Entrusting”. Section 2-403(3). 
“Letter of credit”. Section 5-102(a)(10). 
“Merchant”. Section 2-104(1). 
“Receipt of goods". Section 2-103(1)(c). 
“Sale”. Section 2-106(1). 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 
“Seller”. Section 2-103(1)(n). 
(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 
As amended in 1990, 1999, 2001 and 2003. 
See Appendix F for material relating to changes made in text in 1990. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
(a) The definition of “Buyer in ordinary course of business” is in Article 1 (Section 
1-201(9)). It was amended as part of the Article 9 revision process, and revised Article 1 is 
consistent with the Article 9 amendment. 
(b) “Cancellation”. Section 2-106(4). The effect of a cancellation is provided in Section 2A- 
505(1). 
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(c) “Commercial unit”. Section 2-105(6). 

(d) “Conforming”. Section 2-106(2). 

(e) “Consumer lease”. New. This Article includes a subset of rules that applies only to 
consumer leases. Sections 2A-106, 2A-108(2), 2A-108(4), 2A-109(2), 2A-221, 2A-309, 2A-406, 
2A-407, 2A-504(3)(b), and 2A-516(3)(b). 

For a transaction to qualify as a consumer lease it must first qualify as a lease. Section 
2A-103(D). Note that this Article regulates the transactional elements of a lease, includ- 
ing a consumer lease; consumer protection statutes, present and future, and existing 
consumer protection decisions are unaffected by this Article. Section 2A-104(1)(c) and (2). 
Of course, Article 2A as state law also is subject to federal consumer protection law. 

This definition is modeled after the definition of consumer lease in the Consumer Leasing 

ct, 15 U.S.C. § 1667 (1982), and in the Unif. Consumer Credit Code § 1.301(14), 7A U.L.A. 
43 (1974). However, this definition of consumer lease differs from its models in several 

espects: the lessor can be a person regularly engaged either in the business of leasing or o 
selling goods, the lease need not be for a term exceeding four months, a lease primarily for 
an agricultural purpose is not covered, and whether there should be a limitation by dollar 
amount and its amount is left up to the individual states. 

This definition focuses on the parties as well as the transaction. If a lease is within this 
definition, the lessor must be regularly engaged in the business of leasing or selling, and 
he lessee must be an individual, not an organization; note that a lease to two or more 
individuals having a common interest through marriage or the like is not excluded as a 
ease to an organization under Section 1-201(28). The lessee must take the interest primar- 
ily for a personal, family or household purpose. If required by the enacting state, total pay- 
ments under the lease contract, excluding payments for options to renew or buy, cannot 
exceed the figure designated. 

(f) “Fault”. Section 1-201(16). 

(g) For a transaction to qualify as a finance lease it must first qualify as a lease. Unless 
he lessor is comfortable that the transaction will qualify as a finance lease, the lease 
agreement should include provisions giving the lessor the benefits created by the subset o 
ules applicable to the transaction that qualifies as a finance lease under this Article. 

A finance lease is the product of a three party transaction. The supplier manufactures or 
supplies the goods pursuant to the lessee’s specification, perhaps even pursuant to a 
purchase order, sales agreement or lease agreement between the supplier and the lessee. 
After the prospective finance lease is negotiated, a purchase order, sales agreement, or 
ease agreement is entered into by the lessor (as buyer or prime lessee) or an existing or- 
der, agreement or lease is assigned by the lessee to the lessor, and the lessor and the lessee 
hen enter into a lease or sublease of the goods. Due to the limited function usually 
performed by the lessor, the lessee looks almost entirely to the supplier for representations, 
covenants and warranties. If a manufacturer’s warranty carries through, the lessee may 
also look to that. Yet, this definition does not restrict the lessor’s function solely to the sup- 
ply of funds; if the lessor undertakes or performs other functions, express warranties, cove- 
nants and the common law will protect the lessee. 

This definition focuses on the transaction, not the status of the parties; to avoid confusion. 
it is important to note that in other contexts, e.g., tax and accounting, the term finance 
ease has been used to connote different types of lease transactions, including leases that 
are disguised secured transactions. M. Rice, Equipment Financing, 62—71 (1981). A lessor 

ho is a merchant with respect to goods of the kind subject to the lease may be a lessor 
under a finance lease. Many leases that are leases back to the seller of goods (Section 2A- 
308(3)) will be finance leases. This conclusion is easily demonstrated by a hypothetical. As- 
sume that B has bought goods from C pursuant to a sales contract. After delivery to and ac- 
ceptance of the goods by B, B negotiates to sell the goods to A and simultaneously to lease 

he goods back from A, on terms and conditions that, we assume, will qualify the transac- 
ion as a lease. In documenting the sale and lease back, B assigns the original sales 
contract between B, as buyer, and C, as seller, to A. A review of these facts leads to the 
conclusion that the lease from A to B qualifies as a finance lease, as all three conditions o 
he definition are satisfied. Subparagraph (i) is satisfied as A, the lessor, had nothing to do 
ith the selection, manufacture, or supply of the equipment. Subparagraph (ii) is satisfied 
as A, the lessor, bought the equipment at the same time that A leased the equipment to B, 
hich certainly is in connection with the lease. Finally, subparagraph (iii)(A) is satisfied as 


212 


A entered into the sales contract with B at the same time that A leased the equipment back 
o B. B, the lessee, will have received a copy of the sales contract in a timely fashion. 

Subparagraph (i) requires the lessor to remain outside the selection, manufacture and 
supply of the goods; that is the rationale for releasing the lessor from most of its traditional 
iability. The lessor is not prohibited from possession, maintenance or operation of the 
goods, as policy does not require such prohibition. To insure the lessee's reliance on the 
supplier, and not on the lessor, subparagraph (ii) requires that the goods (where the lessor 
is the buyer of the goods) or that the right to possession and use of the goods (where the 
essor is the prime lessee and the sublessor of the goods) be acquired in connection with the 
ease (or sublease) to qualify as a finance lease. The scope of the phrase “in connection 

ith" is to be developed by the courts, case by case. Finally, as the lessee generally relies 
almost entirely upon the supplier for representations and covenants, and upon the supplier 
or a manufacturer, or both, for warranties with respect to the goods, subparagraph (iii) 

equires that one of the following occur: (A) the lessee receive a copy of the supply contract 
before signing the lease contract; (B) the lessee's approval of the supply contract is a condi- 
ion to the effectiveness of the lease contract; (C) the lessee receive a statement describing 
he promises and warranties and any limitations relevant to the lessee before signing the 
ease contract; or (D) before signing the lease contract and except in a consumer lease, the 
essee receive a writing identifying the supplier (unless the supplier was selected and 
equired by the lessee) and the rights of the lessee under Section 24-303, and advising the 
essee a statement of promises and warranties is available from the supplier. Thus, even 

here oral supply orders or computer placed supply orders are compelled by custom and 
usage the transaction may still qualify as a finance lease if the lessee approves the supply 
contract before the lease contract is effective and such approval was a condition to the ef- 
ectiveness of the lease contract. Moreover, where the lessor does not want the lessee to see 
he entire supply contract, including price information, the lessee may be provided with a 
separate statement of the terms of the supply contract relevant to the lessee; promises be- 
ween the supplier and the lessor that do not affect the lessee need not be included. The 
statement can be a restatement of those terms or a copy of portions of the supply contract 

ith the relevant terms clearly designated. Any implied warranties need not be designated, 
but a disclaimer or modification of remedy must be designated. A copy of any manufacturer's 

arranty is sufficient if that is the warranty provided. However, a copy of any Regulation 
M disclosure given pursuant to 12 C.F.R. $ 213.4(g) concerning warranties in itself is not 
sufficient since those disclosures need only briefly identify express warranties and need not 
include any disclaimer of warranty. 

Under subparagraphs (ii) and (ii), except when the new lease is to a consumer lessee, a 

nance lessor can have that status on re-leasing the property after it is returned from an 
original lease. However, in that case, the other elements required for the lease to be a 
nance lessee must be complied with. 

If a transaction does not qualify as a finance lease, the parties may achieve the same 

esult by agreement; no negative implications are to be drawn if the transaction does not 
qualify. Further, absent the application of special rules (fraud, duress, and the like), a lease 
hat qualifies as a finance lease and is assigned by the lessor or the lessee to a third party 
does not lose its status as a finance lease under this Article. Finally, this Article creates no 
special rule where the lessor is an affiliate of the supplier; whether the transaction qualifies 
as a finance lease will be determined by the facts of each case. 

(h) “Goods”. Section 9-105(1)(h). See Section 2A-103(3) for reference to the definition o 
“Account”, “Chattel paper", “Document”, “General intangibles” and “Instrument”. See 
Section 2A-217 for determination of the time and manner of identification. 

(i) “Installment lease contract”. Section 2-612(1). 

(j) “Lease”. New. There are several reasons to codify the law with respect to leases o 
goods. An analysis of the case law as it applies to leases of goods suggests at least several 
significant issues to be resolved by codification. First and foremost is the definition of a 
ease. It is necessary to define lease to determine whether a transaction creates a lease or a 
security interest disguised as a lease. If the transaction creates a security interest disguised 
as a lease, the transaction will be governed by the Article on Secured Transactions (Article 
9) and the lessor will be required to file a financing statement or take other action to 
perfect its interest in the goods against third parties. There is no such requirement with re- 
spect to leases under the common law and, except with respect to leases of fixtures (Section 
24-309), this Article imposes no such requirement. Yet the distinction between a lease and 
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a security interest disguised as a lease is not clear from the case law at the time of the 
promulgation of this Article. DeKoven, Leases of Equipment: Puritan Leasing Company v. 
August, A Dangerous Decision, 12 U.S.F. L.Rev. 257 (1978). 

At common law a lease of personal property is a bailment for hire. While there are sev- 
eral definitions of bailment for hire, all require a thing to be let and a price for the letting. 

hus, in modern terms and as provided in this definition, a lease is created when the lessee 
agrees to furnish consideration for the right to the possession and use of goods over a speci- 

ed period of time. Mooney, Personal Property Leasing: A Challenge, 36 Bus.Law. 1605, 
1607 (1981). Further, a lease is neither a sale (Section 2-106(1)) nor a retention or creation 
of a security interest (Section 1-201(37)). Due to extensive litigation to distinguish true 
eases from security interests, an amendment to Section 1-201(37) has been promulgated 
ith this Article to create a sharper distinction. 

This section as well as Section 1-201(37) must be examined to determine whether the 
ransaction in question creates a lease or a security interest. The following hypotheticals 
indicate the perimeters of the issue. Assume that A has purchased a number of copying 
machines, new, for $1,000 each; the machines have an estimated useful economic life o 
hree years. A advertises that the machines are available to rent for a minimum of one 
month and that the monthly rental is $100.00. A intends to enter into leases where A 
provides all maintenance, without charge to the lessee. Further, the lessee will rent the 
machine, month to month, with no obligation to renew. At the end of the lease term the les- 
see will be obligated to return the machine to A's place of business. This transaction quali- 
es as a lease under the first half of the definition, for the transaction includes a transfer 
by A to a prospective lessee of possession and use of the machine for a stated term, month 
o month. The machines are goods (Section 2A-103(1)(h)). The lessee is obligated to pay 
consideration in return, $100.00 for each month of the term. 

However, the second half of the definition provides that a sale or a security interest is not 
a lease. Since there is no passing of title, there is no sale. Sections 2A-103(3) and 2-106(1). 

nder pre-Act security law this transaction would have created a bailment for hire or a 
rue lease and not a conditional sale. Da Rocha v. Macomber, 330 Mass. 611, 614—15, 116 
N.E.2d 139, 142 (1953). Under Section 1-201(37), as amended with the promulgation of this 

rticle, the same result would follow. While the lessee is obligated to pay rent for the one 
month term of the lease, one of the other four conditions of the second paragraph of Section 
1-201(37) must be met and none is. The term of the lease is one month and the economic 
ife of the machine is 36 months; thus, subparagraph (a) of Section 1-201(37) is not now 
satisfied. Considering the amount of the monthly rent, absent economic duress or coercion, 

he lessee is not bound either to renew the lease for the remaining economic life of the 
goods or to become the owner. If the lessee did lease the machine for 36 months, the lessee 

ould have paid the lessor $3,600 for a machine that could have been purchased for $1,000; 

hus, subparagraph (b) of Section 1-201(37) is not satisfied. Finally, there are no options; 
hus, subparagraphs (c) and (d) of Section 1-201(37) are not satisfied. This transaction cre- 

ates a lease, not a security interest. However, with each renewal of the lease the facts and 
circumstances at the time of each renewal must be examined to determine if that conclu- 
sion remains accurate, as it is possible that a transaction that first creates a lease, later 
creates a security interest. 

Assume that the facts are changed and that A requires each lessee to lease the goods for 
36 months, with no right to terminate. Under pre-Act security law this transaction would 
have created a conditional sale, and not a bailment for hire or true lease. Hervey v. Rhode 

sland Locomotive Works, 93 U.S. 664, 672—73 (1876). Under this subsection, and Section 
1-201(37), as amended with the inclusion of this Article in the Act, the same result would 
ollow. The lessee’s obligation for the term is not subject to termination by the lessee and 
he term is equal to the economic life of the machine. 

Between these extremes there are many transactions that can be created. Some of the 
ransactions have not been properly categorized by the courts in applying the 1978 and 
earlier Official Texts of Section 1-201(37). This subsection, together with Section 1-201(37), 
as amended with the promulgation of this Article, draws a brighter line, which should cre- 
ate a clearer signal to the professional lessor and lessee. 

(k) “Lease agreement”. This definition is derived from the first sentence of Section 
1-201(3). Because the definition of lease is broad enough to cover future transfers, lease 
agreement includes an agreement contemplating a current or subsequent transfer. Thus it 

as not necessary to make an express reference to an agreement for the future lease o 
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goods (Section 2-106(1)). This concept is also incorporated in the definition of lease contract. 
Note that the definition of lease does not include transactions in ordinary building materi- 
als that are incorporated into an improvement on land. Section 2A-309(2). 

The provisions of this Article, if applicable, determine whether a lease agreement has 
egal consequences; otherwise the law of bailments and other applicable law determine the 
same. Sections 2A-103(4) and 1-103. 

(D *Lease contract". This definition is derived from the definition of contract in Section 
1-201(11). Note that a lease contract may be for the future lease of goods, since this notion 
is included in the definition of lease. 

(m) *Leasehold interest". New. 

(n) “Lessee”. New. 

(o) The definition of “Lessee in ordinary course of business" conforms with amendments 

o Section 1-201(9) (buyer in ordinary course of business) that were part of the Article 9 
evision process (with the omission of the reference to sales of minerals). 

(p) *Lessor". New. 

(q) *Lessor's residual interest". New. 

(r) *Lien". New. This term is used in Section 2A-307 (Priority of Liens Arising by Attach- 
ment or Levy on, Security Interests in, and Other Claims to Goods). 

(s) *Lot". Section 2-105(5). 

(t) *Merchant lessee". New. This term is used in Section 2A-511 (Merchant Lessee's 
Duties as to Rightfully Rejected Goods). A person may satisfy the requirement of dealing in 
goods of the kind subject to the lease as lessor, lessee, seller, or buyer. 

(u) *Present value". New. Authorities agree that present value should be used to 
determine fairly the damages payable by the lessor or the lessee on default. E.g., Taylor v. 
Commercial Credit Equip. Corp., 170 Ga.App. 322, 316 S.E.2d 788 (1984). Present value is 
defined to mean an amount that represents the discounted value as of a date certain of one 
or more sums payable in the future. This is a function of the economic principle that a dol- 
ar today is more valuable to the holder than a dollar payable in two years. While there is 
no question as to the principle, reasonable people would differ as to the rate of discount to 
apply in determining the value of that future dollar today. To minimize litigation, this 
Article allows the parties to specify the discount or interest rate, if the rate was not 
manifestly unreasonable at the time the transaction was entered into. In all other cases, 
he interest rate will be a commercially reasonable rate that takes into account the facts 
and circumstances of each case, as of the time the transaction was entered into. 

(v) “Purchase”. Section 1-201(32). This definition omits the reference to lien contained in. 
he definition of purchase in Article 1 (Section 1-201(32)). This should not be construed to 
exclude consensual liens from the definition of purchase in this Article; the exclusion was 
mandated by the scope of the definition of lien in Section 2A-103(1)(r). Further, the defini- 
ion of purchaser in this Article adds a reference to lease; as purchase is defined in Section 
1-201(32) to include any other voluntary transaction creating an interest in property, this 
addition is not substantive. 

(w) *Sublease". New. 

(x) “Supplier”. New. 

(y) “Supply contract". New. 

(z) "Termination". Section 2-106(3). The effect of a termination is provided in Section 2A- 
505(2). 


As amended in 2001, 2003 and 2005. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 

See Appendix U for material relating to changes made in Official Comment 
in 2003. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


$ 2A-104. Leases Subject to Other Law. 
(1) A lease subject to this Article; is also subject to any applicable: 
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(a) [list any certificate of title statutes covering automobiles, trailers, 
mobile homes, boats, farm tractors, or the like;] 

(b) certificate of title statute of another jurisdiction (Section 2A-105); 
or 

(c) rule of law that establishes a different rule for consumers. 

(2) To the extent there is a conflict between this Article, other than 
Sections 2A-105, 2A-304(3), and 2A-305(3), and a law referred to in subsec- 
ion (1), that law governs. 

(3) For purposes of this Article, failure to comply with a law referred to 
in subsection (1) has only the effect specified in that law. 

(4) This article modifies, limits, and supersedes the federal Electronic 
Signatures in Global and National Commerce Act, 15 U.S.C. Section 7001 
et seq., except that nothing in this article modifies, limits, or supersedes 
Section 7001(c) of that Act or authorizes electronic delivery of any of the 
motices described in Section 7003(b) of that Act. 


As amended in 1990 and 2003. 


See Appendix F for material relating to changes made in text in 1990. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Sections 9-203(4) and 9-302(3)(b) and (c). 

Changes: Substantially revised. 
Purposes: 

1. This Article creates a comprehensive scheme for the regulation of transactions that 
create leases. Section 2A-102. Thus, the Article supersedes all prior legislation dealing with 
eases, except to the extent set forth in this Section. 

2. Subsection (1) states the general rule that a lease, although governed by the scheme o 
his Article, also may be governed by certain other applicable laws. This may occur in the 
case of a consumer lease. Section 2A-103(1)(e). Those laws may be state statutes existing 
prior to enactment of Article 2A or passed afterward. In this case, it is desirable for this 

rticle to specify which statute controls. Or the law may be a pre-existing consumer protec- 
ion decision. This Article preserves such decisions. Or the law may be a statute of the 

nited States. Such a law controls without any statement in this Article under applicable 
principles of preemption. 

An illustration of a statute of the United States that governs consumer leases is the 
Consumer Leasing Act, 15 U.S.C. $8 1667-1667(e) (1982) and its implementing regulation, 
Regulation M, 12 C.F.R. § 213 (1986); the statute mandates disclosures of certain lease 

erms, delimits the liability of a lessee in leasing personal property, and regulates the 

advertising of lease terms. An illustration of a state statute that governs consumer leases 
and which if adopted in the enacting state prevails over this Article is the Unif. Consumer 
Credit Code, which includes many provisions similar to those of the Consumer Leasing Act, 
e.g. Unif. Consumer Credit Code §§ 3.202, 3.209, 3.401, 7A U.L.A. 108-09, 115, 125 (1974), 
as well as provisions in addition to those of the Consumer Leasing Act, e.g., Unif. Consumer 
Credit Code §§ 5.109—.111, 7A U.L.A. 171-76 (1974) (the right to cure a default). Such 
statutes may define consumer lease so as to govern transactions within and without the 
definition of consumer lease under this Article. 

3. Under subsection (2), subject to certain limited exclusions, in case of conflict a statute 
or a decision described in subsection (1) prevails over this Article. For example, a provision 
ike Unif. Consumer Credit Code § 5.112, 7A U.L.A. 176 (1974), limiting self-help reposses- 
sion, prevails over Section 2A-525(3). A consumer protection decision rendered after the ef- 
ective date of this Article may supplement its provisions. For example, in relation to 
Article 9 a court might conclude that an acceleration clause may not be enforced against an 
individual debtor after late payments have been accepted unless a prior notice of default is 
given. To the extent the decision establishes a general principle applicable to transactions 
other than secured transactions, it may supplement Section 2A-502. 
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4. Consumer protection in lease transactions is primarily left to other law. However, sev- 
eral provisions of this Article do contain special rules that may not be varied by agreement 
in the case of a consumer lease. E.g., Sections 24-106, 24-108, and 2A-109(2). Were that 

ot so, the ability of the parties to govern their relationship by agreement together with the 
position of the lessor in a consumer lease too often could result in a one-sided lease 
agreement. 

5. In construing this provision the reference to statute should be deemed to include ap- 
plicable regulations. A consumer protection decision is “final” on the effective date of this 

rticle if it is not subject to appeal on that date or, if subject to appeal, is not later reversed 
on appeal. Of course, such a decision can be overruled by a later decision or superseded by 
a later statute. 

6. Subsection (4) takes advantage of a provision of the federal Electronic Signatures in 
Global and National Commerce Act (E-Sign). E-Sign permits state law to modify, limit or 
supersede its provisions if the state law is consistent with Titles I and II of E-Sign, gives no 
special legal effect or validity to and does not require the implementation or application o 
specific technologies or technical specifications, and if enacted subsequent to E-Sign makes 
specific reference to E-Sign. Subsection (4) does not apply to section 101(c) of E-Sign, nor 
does it authorize electronic delivery of the notices described in section 103(b) of E-Sign. 
Cross References: 

Point 3: Section 2A-525. 

Point 4: Sections 24-106, 24-108 and 2A-109. 

Definitional Cross Reference: 

“Lease”. Section 2A-103(1)(p). 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-105. Territorial Application of Article to Goods Covered by 
Certificate of Title. 

(1) This section applies to goods covered by a certificate of title, even i 
here is no other relationship between the jurisdiction under whose certifi- 
cate of title the goods are covered and the goods or the lessee or lessor. 

(2) Goods become covered by a certificate of title when a valid applica- 
ion for the certificate of title and the application fee are delivered to the 
appropriate authority. Goods cease to be covered by a certificate of title at 
he earlier of the time the certificate of title ceases to be effective under 
he law of the issuing jurisdiction or the time the goods become covered 
subsequently by a certificate of title issued by another jurisdiction. 

(3) Subject to Sections 2A-304(3) and 2A-305(3), with respect to goods 
covered by a certificate of title under a statute of this State or of another 
jurisdiction, compliance and the effect of compliance or noncompliance 

ith the certificate-of-title statute are governed by the local law of the ju- 
risdiction whose certificate of title covers the goods from the time the 
goods become covered by the certificate until the goods cease to be covered 
by the certificate of title. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Former Section 9-103(2)(a) and (b) (now codified as Sections 
9-303 and 9-316). 
Changes: Substantially revised. The provisions of the last sentence of former Section 
9-103(2)(b) were not incorporated as they are superfluous in this context. The provisions o 
ormer Section 9-103(2)(d) were not incorporated because the problems dealt with are 
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adequately addressed by this section and Sections 2A-304(3) and 305(3). 
Purposes: The new certificate referred to in (2) must be permanent, not temporary. Gener- 
ally, the lessor or creditor whose interest is indicated on the most recently issued certificate 
of title will prevail over interests indicated on certificates issued previously by other 
jurisdictions. This provision reflects a policy that it is reasonable to require holders o 
interests in goods covered by a certificate of title to police the goods or risk losing their 
interests when a new certificate of title is issued by another jurisdiction. 
Cross References: 

Sections 2A-304(3), 2A-305(3), and Sections 9-308, 9-316 and 9-337. 
Definitional Cross Reference: 

“Goods”. Section 2A-103(1)(n). 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-106. Limitation on Power of Parties to Consumer Lease to 
Choose Applicable Law and Judicial Forum. 


(1) If the law chosen by the parties to a consumer lease is that of a juris- 
diction other than a jurisdiction in which the lessee resides at the time the 
lease agreement becomes enforceable or within 30 days thereafter or in 

hich the goods are to be used, the choice is not enforceable. 


(2) If the judicial forum chosen by the parties to a consumer lease is a 
forum that would not otherwise have jurisdiction over the lessee, the 
choice is not enforceable. 


Official Comment 
niform Statutory Source: Uniform Consumer Credit Code § 1.201(8). 1974. 

Changes: Substantially Revised. 

Purposes: There is a real danger that a lessor may induce a consumer lessee to agree that 
he applicable law will be a jurisdiction that has little effective consumer protection, or to 
agree that the applicable forum will be a forum that is inconvenient for the lessee in the 
event of litigation. As a result, this section invalidates these choice of law or forum clauses, 
except where the law chosen is that of the state of the consumer's residence or where the 
goods will be kept, or the forum chosen is one that otherwise would have jurisdiction over 
he lessee. However, the jurisdiction in which the goods are to be used may include the ju- 
isdiction in which they are physically delivered to the lessee. Thus, a term selecting the 
aw of the jurisdiction of delivery normally is enforceable under this section. 

Subsection (1) limits potentially abusive choice of law clauses in consumer leases. This 
section has no effect on choice of law clauses in leases that are not consumer leases and 
hose clauses would be governed by other law. 

Subsection (2) prevents enforcement of potentially abusive jurisdictional consent clauses 
in consumer leases. By using the term judicial forum, this section does not limit selection o 
a nonjudicial forum, such as arbitration. This section has no effect on choice of forum 
clauses in leases that are not consumer leases; such clauses are, as a matter of current law, 
“prima facie valid". The Bremen v. Zapata Off-Shore Co., 407 U.S. 1, 10 (1972) and these 
clauses would be governed by other law. 

Cross Reference: 

Section 9-103(1)(c). 
Definitional Cross References: 

“Consumer lease". Section 2A-103(1)(f). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lessee”. Section 2A-103(1)(t). 

“Goods”. Section 2A-103(1)(n). 

“Party”. Section 1-201. 


As amended in 2003. 
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See Appendix U for material relating to changes made in Official Comment 
2003. 


in 


$ 2A-107. Waiver or Renunciation of Claim or Right after Default. 
A claim or right arising out of an alleged default or breach of warranty 
ay be discharged in whole or in part without consideration by the ag- 
grieved party in a signed record. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 
Official Comment 

niform Statutory Source: Section 1-107. 
Changes: Revised to reflect leasing practices and terminology. This clause is used 
hroughout the official comments to this Article to indicate the scope of change in the provi- 
sions of the Uniform Statutory Source included in the section; these changes range from 
one extreme, e.g., a significant difference in practice (a warranty as to merchantability is 
not implied in a finance lease (Section 2A-212)) to the other extreme, e.g., a modest differ- 
ence in style or terminology (the transaction governed is a lease not a sale (Section 2A- 
103)). 
Definitional Cross References: 

“Record”. Section 2A-103(1)(p). 

“Signed”. Section 2A-103(1)(dd). 


§ 2A-108. Unconscionability. 

(1) If the court as a matter of law finds a lease contract or any clause o 
a lease contract to have been unconscionable at the time it was made the 
court may refuse to enforce the lease contract, or it may enforce the 
remainder of the lease contract without the unconscionable clause, or it 

ay so limit the application of any unconscionable clause as to avoid any 
nconscionable result. 

(2) With respect to a consumer lease, if the court as a matter of law finds 
hat a lease contract or any clause of a lease contract has been induced by 
nconscionable conduct or that unconscionable conduct has occurred in the 

collection of a claim arising from a lease contract, the court may grant ap- 
propriate relief. 

(3) Before making a finding of unconscionability under subsection (1) or 
(2), the court, on its own motion or that of a party, shall afford the parties 
a reasonable opportunity to present evidence as to the setting, purpose, 
and effect of the lease contract or clause thereof, or of the conduct. 

(4) In an action in which the lessee claims unconscionability with re- 
spect to a consumer lease: 

(a) If the court finds unconscionability under subsection (1) or (2), the 
court shall award reasonable attorney’s fees to the lessee. 

(b) If the court does not find unconscionability and the lessee claiming 
unconscionability has brought or maintained an action the lessee knew 
to be groundless, the court shall award reasonable attorney’s fees to the 
party against which the claim is made. 

(c) In determining attorney’s fees, the amount of the recovery on behal 
of the claimant under subsections (1) and (2) is not controlling. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 
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Official Comment 
niform Statutory Source: Section 2-302 and Uniform Consumer Credit Code § 5.108. 
Changes: Subsection (1) is taken almost verbatim from the provisions of Section 2-302(1). 
Subsection (2) is suggested by the provisions of Uniform Consumer Credit Code § 5.108(1), 
(2). Subsection (3), taken from the provisions of Section 2-302(2), has been expanded to 
cover unconscionable conduct. Uniform Consumer Credit Code § 5.108(3). The provision for 
he award of attorney’s fees to consumers, subsection (4), covers unconscionability under 
subsection (1) as well as (2). Subsection (4) is modeled on the provisions of Uniform 
Consumer Credit Code § 5.108(6). 
Purposes: Subsections (1) and (3) of this section apply the concept of unconscionability 
eflected in the provisions of Section 2-302 to leases. See Dillman & Assocs. v. Capitol Leas- 
ing Co., 110 Ill.App.3d 335, 342, 442 N.E.2d 311, 316 (App.Ct.1982). Subsection (3) omits 
he adjective “commercial” found in subsection 2-302(2) because subsection (3) is concerned 
ith all leases and the relevant standard of conduct is determined by the context. 
The balance of the section is modeled on the provisions of Uniform Consumer Credit 
Code § 5.108. Thus subsection (2) recognizes that a consumer lease or a clause in a 
consumer lease may not itself be unconscionable but that the agreement would never have 
been entered into if unconscionable means had not been employed to induce the consumer 
o agree. To make a statement to induce the consumer to lease the goods, in the expecta- 
ion of invoking an integration clause in the lease to exclude the statement’s admissibility 
in a subsequent dispute, may be unconscionable. Subsection (2) also provides a consumer 
emedy for unconscionable conduct, such as using or threatening to use force or violence, in 
he collection of a claim arising from a lease contract. These provisions are not exclusive. 
he remedies of this section are in addition to remedies otherwise available for the same 
conduct under other law, for example, an action in tort for abusive debt collection or under 
another statute of this State for such conduct. The reference to appropriate relief in subsec- 
ion (2) is intended to foster liberal administration of this remedy. Sections 2A-103(4) and 
1-106(1). 
Subsection (4) authorizes an award of reasonable attorney’s fees if the court finds 
nconscionability with respect to a consumer lease under subsection (1) or (2). Provision is 
also made for recovery by the party against whom the claim was made if the court does not 
nd unconscionability and does find that the consumer knew the action to be groundless. 
Further, subsection (4)(b) is independent of, and thus will not override, a term in the lease 
agreement that provides for the payment of attorney’s fees. 
Cross References: 
Section 1-106(1), Section 2-302 and Section 2A-103(4). 
Definitional Cross References: 
“Action”. Section 1-201. 
“Consumer lease”. Section 2A-103(1)(f). 
“Lease contract". Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Party”. Section 1-201. 


§ 2A-109. Option to Accelerate at Will. 


(1) A term providing that one party or that party’s successor in interest 
ay accelerate payment or performance or require collateral or additional 
collateral “at will” or “when the party deems itself insecure” or words o 
similar import means that the party has power to do so only if that party 


faith under subsection (1) is on the party that has exercised the power; 
otherwise the burden of establishing lack of good faith is on the party 
against which the power has been exercised. 


As amended in 2003. 
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See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 1-208 and Uniform Consumer Credit Code § 5.109(2). 
Purposes: Subsection (1) reflects modest changes in style to the provisions of the first 
sentence of Section 1-208. 

Subsection (2), however, reflects a significant change in the provisions of the second 
sentence of Section 1-208 by creating a new rule with respect to a consumer lease. A lease 
provision allowing acceleration at the will of the lessor or when the lessor deems itself inse- 
cure is of critical importance to the lessee. In a consumer lease it is a provision that is not 
usually agreed to by the parties but is usually mandated by the lessor. Therefore, where its 
invocation depends not on specific criteria but on the discretion of the lessor, its use should 
be regulated to prevent abuse. Subsection (1) imposes a duty of good faith upon its exercise. 
Subsection (2) shifts the burden of establishing good faith to the lessor in the case of a 
consumer lease, but not otherwise. 

Cross Reference: 

Section 1-208. 

Definitional Cross References: 

“Burden of establishing". Section 1-201. 

“Consumer lease". Section 2A-103(1)(f). 

“Good faith”. Sections 2A-103(1)(m). 

“Party”. Section 1-201. 

“Term”. Section 1-201. 


PART 2. FORMATION AND CONSTRUCTION OF 
LEASE CONTRACT; ELECTRONIC CONTRACTING 


2A-201. Statute of Frauds. 
(1) A lease contract is not enforceable by way of action or defense unless: 


(a) the total payments to be made under the lease contract, excluding 
payments for options to renew or buy, are less than $1,000; or 
(b) there is a record, signed by the party against which enforcement is 

sought or by that party’s authorized agent, sufficient to indicate that a 

lease contract has been made between the parties and to describe the 

goods leased and the lease term. 

(2) Any description of leased goods or of the lease term is sufficient and 
satisfies subsection (1)(b), whether or not it is specific, if it reasonably 
identifies what is described. 

(3) A record is not insufficient because it omits or incorrectly states a 

erm agreed upon, but the lease contract is not enforceable under subsec- 
ion (1)(b) beyond the lease term and the quantity of goods shown in the 


(4) A lease contract that does not satisfy the requirements of subsection 
(1), but which is valid in other respects, is enforceable: 

(a) if the goods are to be specially manufactured or obtained for the 
lessee and are not suitable for lease or sale to others in the ordinary 
course of the lessor’s business, and the lessor, before notice of repudia- 
tion is received and under circumstances that reasonably indicate that 
the goods are for the lessee, has made either a substantial beginning o 
their manufacture or commitments for their procurement; 

(b) if the party against which enforcement is sought admits in the 
party’s pleading, or in the party’s testimony or otherwise under oath 
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that a lease contract was made, but the lease contract is not enforceable 
under this paragraph beyond the quantity of goods admitted; or 

(c) with respect to goods that have been received and accepted by the 
essee. 

(5) The lease term under a lease contract referred to in subsection (4) is: 

(a) if there is a record signed by the party against which enforcement 
is sought or by that party’s authorized agent specifying the lease term, 
the term so specified; 

(b) if the party against which enforcement is sought admits in the 
party’s pleading, or in the party’s testimony or otherwise under oath a 
lease term, the term so admitted; or 

(c) a reasonable lease term. 


(6) A lease contract that is enforceable under this section is not 
nenforceable merely because it is not capable of being performed within 
one year or any other period after its making. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

1. This section, although closely parallel to Article 2-201, conforms to custom and usage 
in lease transactions. Section 2-201(2), which has a special rule for sales between 
merchants, is not included in this section as the number of those transactions that involve 
eases, as opposed to sales, is modest. Subsection (4) creates no exception for transactions 

here payment has been made and accepted. This is a departure from Section 2-201(3)(c). 

he reason for the departure is grounded in the distinction between sales and leases. Un- 
ike a buyer in a sales transaction, the lessee does not tender payment in full for goods 
delivered, but only payment of rent for one or more months. Therefore, as a matter o 
policy, this act of payment is not a sufficient substitute for the required memorandum. 

2. Amended Article 2A retains the requirements of original Article 2A that lease contracts 
or $1,000 or more must satisfy the requirements of this section. Leases often involve a 
complex, on-going relationship between the lessor and lessee, and it is often important that 
here be a record that affords a basis to believe that the proffered evidence rests on a real 
ransaction unless, as in Article 2, a substitute for a record described in subsection (4) 
ulfills the same function. 

3. Subsection (5) establishes the criteria for supplying the lease term if it is omitted, as 
he lease contract may still be enforceable under subsection (4). 

4. Subsection (6), which was not in prior versions of this Article, repeals the “one year” 
provision of the Statute of Frauds for contracts for the lease of goods. The phrase “any 
other applicable period" recognizes that some state statutes apply to periods longer than 
one year. The confused and contradictory interpretations under the so-called “one year" 


EJ 


Point 1: Sections 2-201, 9-110 and 9-203(1)(a). 
Definitional Cross References: 

“Action”. Section 1-201. 

"Agreed". Section 1-201. 

“Buying”. Section 2A-103(1)(a). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notice”. Section 1-202. 
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“Party”. Section 1-201. 
“Record”. Section 2A-201(1)(cc). 
“Sale”. Section 2-106(1). 
“Signed”. Section 2A-103(1)(dd). 
“Term”. Section 1-201. 

As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-202. Final Expression in a Record: Parol or Extrinsic 
Evidence. 

(1) Terms with respect to which the confirmatory memoranda of the par- 
ies agree or which are otherwise set forth in a record intended by the par- 
ies as a final expression of their agreement with respect to such terms as 

are included therein may not be contradicted by evidence of any prior 
agreement or of a contemporaneous oral agreement but may be supple- 

ented by evidence of: 
(a) course of performance, course of dealing, or usage of trade (Section 

1-303); and 

(b) consistent additional terms unless the court finds the record to 
have been intended also as a complete and exclusive statement of the 
terms of the agreement. 


(2) Terms in a record may be explained by evidence of course of perfor- 
ance, course of dealing, or usage of trade without a preliminary determi- 
mation by the court that the language used is ambiguous. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-202. 

This section is based on and conforms to amended Article 2, Section 2-202. The official 
commentary to that Section may be of aid in the interpretation of this section. 
Cross Reference: 

Section 2-202 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Course of dealing”. Section 1-303. 

“Party”. Section 1-201. 

“Term”. Section 1-201. 

“Record”. Section 2A-103(1)(cc). 

“Usage of trade”. Section 1-303. 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-203. Seals Inoperative. 
The affixing of a seal to a record evidencing a lease contract or an offer 
o enter into a lease contract does not render the record a sealed instru- 
ent and the law with respect to sealed instruments does not apply to the 
lease contract or offer. 


As amended in 2003. 
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See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-203. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 
“Lease contract”. Section 2A-103(1)(r). 
“Record”. Section 2A-103(1)(cc). 


§ 2A-204. Formation in General. 

(1) A lease contract may be made in any manner sufficient to show agree- 

ent, including offer and acceptance, conduct by both parties which recog- 
nizes the existence of a lease contract, the interaction of electronic agents, 
and the interaction of an electronic agent and an individual. 

(2) An agreement sufficient to constitute a lease contract may be found 
although the moment of its making is undetermined. 

(3) Even if one or more terms are left open, a lease contract does not fail 
for indefiniteness if the parties have intended to make a lease contract and 
here is a reasonably certain basis for giving an appropriate remedy. 

(4) Except as otherwise provided in Sections 24-222 through 2A-224, the 
following rules apply: 

(a) A lease contract may be formed by the interaction of electronic 
agents of the parties, even if no individual was aware of or reviewed the 
electronic agents' actions or the resulting terms and agreements. 

(b) A lease contract may be formed by the interaction of an electronic 
agent and an individual acting on the individual's own behalf or for an- 


other person. A lease contract is formed if the individual takes actions 
that the individual is free to refuse to take or makes a statement, and 
the individual has reason to know that the actions or statement will: 


(i) cause the electronic agent to complete the transaction or perfor- 
mance; or 


(ii) indicate acceptance of an offer, regardless of other expressions or 
actions by the individual to which the electronic agent cannot react. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-204. 

Changes: Revised to reflect leasing practices and terminology. 

This section is based on and conforms to amended Article 2, Section 2-204. The official 
commentary to that Section may be of aid in the interpretation of this section. 
Cross Reference: 

Section 2-204. 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Electronic” Section 2A-103(1)(h). 

“Electronic Agent”. Section 2A-103(1)(i). 

“Electronic Record”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(r). 

“Party”. Section 1-201. 

“Record”. Section 2A-103(1)(cc). 

“Remedy”. Section 1-201. 
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"Term". Section 1-201. 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-205. Firm Offers. 

An offer by a merchant to lease goods to or from another person in a 
signed record that by its terms gives assurance it will be held open is not 
revocable, for lack of consideration, during the time stated or, if no time is 
stated, for a reasonable time, but in no event may the period of irrevocabil- 
ity exceed three months. Any such term of assurance in a form supplied by 

he offeree must be separately signed by the offeror. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-205. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Merchant”. Section 2-104(1). 

“Person”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Record”. Section 2A-103(1)(cc). 

“Signed”. Section 2A-103(1)(dd). 

“Term”. Section 1-201. 


§ 2A-206. Offer and Acceptance in Formation of Lease Contract. 

(1) Unless otherwise unambiguously indicated by the language or cir- 
cumstances, an offer to make a lease contract must be construed as invit- 
ing acceptance in any manner and by any medium reasonable in the 
circumstances. 

(2) If the beginning of a requested performance is a reasonable mode o 
acceptance, an offeror who is not notified of acceptance within a reasonable 
ime may treat the offer as having lapsed before acceptance. 


Official Comment 
niform Statutory Source: Section 2-206(1)(a) and (2). 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 
“Lease contract”. Section 2A-103(1)(r). 
“Notifies”. Section 1-201. 
“Reasonable time”. Section 1-205. 


§ 2A-207. [Reserved.] [Course of Performance or Practical 
Construction] 

[(1) If a lease contract involves repeated occasions for performance by ei- 
her party with knowledge of the nature of the performance and op- 
portunity for objection to it by the other, any course of performance ac- 
cepted or acquiesced in without objection is relevant to determine the 

eaning of the lease agreement. 
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(2) The express terms of a lease agreement and any course of perfor- 

ance, as well as any course of dealing and usage of trade, must be 
construed whenever reasonable as consistent with each other; but if that 
construction is unreasonable, express terms control course of performance, 
course of performance controls both course of dealing and usage of trade, 
and course of dealing controls usage of trade. 


(3) Subject to the provisions of Section 2A-208 on modification and 

aiver, course of performance is relevant to show a waiver or modification 
of any term inconsistent with the course of performance.] 

egislative Note: Section 2A-207 should not be repealed if a jurisdiction has not enacted the 
001 Revised Article 1. 

Official Comment 

niform Statutory Source: Sections 2-208 and 1-205(4). 
Changes: Revised to reflect leasing practices and terminology, except that subsection (2) 

as further revised to make the subsection parallel the provisions of Section 1-205(4) by 
adding that course of dealing controls usage of trade. 
Purposes: The section should be read in conjunction with Section 2A-208. In particular, al- 
hough a specific term may control over course of performance as a matter of lease construc- 


ion under subsection (2), subsection (3) allows the same course of dealing to show a waiver 
or modification, if Section 2A-208 is satisfied. 


§ 2A-208. Modification, Rescission and Waiver. 

(1) An agreement modifying a lease contract needs no consideration to 
be binding. 

(2) A signed lease agreement that excludes modification or rescission 
except by a signed record may not be otherwise modified or rescinded, but, 
except as between merchants, such a requirement in a form supplied by a 

erchant must be separately signed by the other party. 


(3) Although an attempt at modification or rescission does not satisfy the 
requirements of subsection (2), it may operate as a waiver. 


(4) A party that has made a waiver affecting an executory portion of a 
lease contract may retract the waiver by reasonable notification received 
by the other party that strict performance will be required of any term 

aived, unless the retraction would be unjust in view of a material change 
of position in reliance on the waiver. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-209. 
Changes: Revised to reflect leasing practices and terminology, except that the provisions o 
subsection 2-209(3) were omitted. 
Purposes: Section 2-209(3) provides that “the requirements of the statute of frauds section 
of this Article (Section 2-201) must be satisfied if the contract as modified is within its 
provisions." This provision was not incorporated as it is unfair to allow an oral modification 
o make the entire lease contract unenforceable, e.g. if the modification takes it a few dol- 
ars over the dollar limit. At the same time, the problem could not be solved by providing 
hat the lease contract would still be enforceable in its pre-modification state (if it then 
satisfied the statute of frauds) since in some cases that might be worse than no enforce- 
ment at all. Resolution of the issue is left to the courts based on the facts of each case. 
Cross References: 

Sections 2-201 and 2-209. 
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Definitional Cross References: 
"Agreement". Section 1-201. 
“Between merchants". Section 2-104(3). 
“Lease agreement”. Section 2A-103(1)(k). 
“Lease contract”. Section 2A-103(1)(r). 
“Merchant”. Section 2-104(1). 
“Notification”. Section 1-202. 
“Party”. Section 1-201. 
“Record”. Section 2A-103(1)(cc). 
“Signed”. Section 2A-103(1)(dd). 
“Term”. Section 1-201. 


§ 2A-209. Lessee under Finance Lease as Beneficiary of Supply 
Contract. 

(1) The benefit of a supplier’s promises to the lessor under the supply 
contract and of all warranties, whether express or implied, including those 
of any third party provided in connection with or as part of the supply 
contract, extends to the lessee to the extent of the lessee’s leasehold inter- 
est under a finance lease related to the supply contract, but is subject to 
he terms of the warranty and of the supply contract and all defenses or 
claims arising therefrom. 

(2) The extension of the benefit of a supplier’s promises and of warran- 

ies to the lessee (Section 2A-209(1)) does not: (i) modify the rights and 

obligations of the parties to the supply contract, whether arising therefrom 
or otherwise, or (ii) impose any duty or liability under the supply contract 
on the lessee. 

(3) Any modification or rescission of the supply contract by the supplier 
and the lessor is effective between the supplier and the lessee unless, 
before the modification or rescission, the supplier has received notice that 

he lessee has entered into a finance lease related to the supply contract. I 
he modification or rescission is effective between the supplier and the les- 
see, the lessor is deemed to have assumed, in addition to the obligations o 
he lessor to the lessee under the lease contract, promises of the supplier 
o the lessor and warranties that were so modified or rescinded as they 
existed and were available to the lessee before modification or rescission. 

(4) In addition to the extension of the benefit of the supplier’s promises 
and of warranties to the lessee under subsection (1), the lessee retains all 
rights that the lessee may have against the supplier which arise from an 
agreement between the lessee and the supplier or under other law. 


As amended in 1990. 
See Appendix F for material relating to changes made in text in 1990. 


Official Comment 

niform Statutory Source: None. 

Changes: This section is modeled on Section 9-318, the Restatement (Second) of Contracts 
§§ 302-315 (1981), and leasing practices. See Harman Oil Co. v. Burroughs Corp., 625 F.2d 
1291, 1296-97 (5th Cir.1980). 

Purposes: 

1. The function performed by the lessor in a finance lease is extremely limited. Section 
2A-103(1)(g). The lessee looks to the supplier of the goods for warranties and the like or, in 
some cases as to warranties, to the manufacturer if a warranty made by that person is 
passed on. That expectation is reflected in subsection (1), which is self-executing. As a mat- 
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er of policy, the operation of this provision may not be excluded, modified or limited; 
however, an exclusion, modification, or limitation of any term of the supply contract or war- 
anty, including any with respect to rights and remedies, and any defense or claim such as 
a statute of limitations, effective against the lessor as the acquiring party under the supply 
contract, is also effective against the lessee as the beneficiary designated under this 
provision. For example, the supplier is not precluded from excluding or modifying an 
express or implied warranty under a supply contract. Sections 2-312(2) and 2-316, or 
Section 2A-214. Further, the supplier is not precluded from limiting the rights and reme- 
dies of the lessor and from liquidating damages. Sections 2-718 and 2-719 or Sections 
2A-503 and 2A-504. If the supply contract excludes or modifies warranties, limits remedies, 
or liquidates damages with respect to the lessor, such provisions are enforceable against 
he lessee as beneficiary. Thus, only selective discrimination against the beneficiaries 
designated under this section is precluded, i.e., exclusion of the supplier’s liability to the 
essee with respect to warranties made to the lessor. This section does not affect the 
development of other law with respect to products liability. 

2. Enforcement of this benefit is by action. Sections 2A-103(4) and 1-106(2). 

3. The benefit extended by these provisions is not without a price, as this Article also 
provides in the case of a finance lease that is not a consumer lease that the lessee’s promises 

o the lessor under the lease contract become irrevocable and independent upon the lessee’s 
acceptance of the goods. Section 2A-407. 

4. Subsection (2) limits the effect of subsection (1) on the supplier and the lessor by 
preserving, notwithstanding the transfer of the benefits of the supply contract to the lessee, 
all of the supplier’s and the lessor’s rights and obligations with respect to each other and 
others; it further absolves the lessee of any duties with respect to the supply contract that 
might have been inferred from the extension of the benefits thereof. 

5. Subsections (2) and (3) also deal with difficult issues related to modification or rescis- 
sion of the supply contract. Subsection (2) states a rule that determines the impact of the 
statutory extension of benefit contained in subsection (1) upon the relationship of the par- 

ies to the supply contract and, in a limited respect, upon the lessee. This statutory exten- 

sion of benefit, like that contained in Sections 2A-216 and 2-318, is not a modification of the 
supply contract by the parties. Thus, subsection (3) states the rules that apply to a modifica- 
ion or rescission of the supply contract by the parties. Subsection (3) provides that a 
modification or rescission is not effective between the supplier and the lessee if, before the 
modification or rescission occurs, the supplier received notice that the lessee has entered 
into the finance lease. On the other hand, if the modification or rescission is effective, then 
o the extent of the modification or rescission of the benefit or warranty, the lessor by statu- 
ory dictate assumes an obligation to provide to the lessee that which the lessee would 
otherwise lose. For example, assume a reduction in an express warranty from four years to 
one year. No prejudice to the lessee may occur if the goods perform as agreed. If, however, 
here is a breach of the express warranty after one year and before four years pass, the les- 
sor is liable. A remedy for any prejudice to the lessee because of the bifurcation of the les- 
see’s recourse resulting from the action of the supplier and the lessor is left to resolution by 
he courts based on the facts of each case. 

6. Subsection (4) makes it clear that the rights granted to the lessee by this section do 

ot displace any rights the lessee otherwise may have against the supplier. 
Cross References: 

Point 1: Sections 2-313, 2-316, 2-718, and 2-719 and Sections 2A-103(1)(g), 2A-214, 
24-503, and 2A-504. 

Point 2: Section 1-106 and Sections 2A-103. 

Point 3: Section 24-407 

Point 5: Section 2-318 and Section 2A-216. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Finance lease". Section 2A-103(1)(1). 

“Leasehold interest". Section 2A-103(1)(s). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notice”. Section 1-202. 
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“Party”. Section 1-201. 

"Rights". Section 1-201. 

"Supplier". Section 2A-103(1)(ff). 
“Supply contract". Section 2A-103(1)(gg). 
"Term". Section 1-201. 


2A-210. Express Warranties. 
(1) Express warranties by the lessor are created as follows: 


(a) Any affirmation of fact or promise made by the lessor to the lessee 
which relates to the goods and becomes part of the basis of the bargain 
creates an express warranty that the goods will conform to the affirma- 
tion or promise. 


(b) Any description of the goods which is made part of the basis of the 
bargain creates an express warranty that the goods will conform to the 
description. 


(c) Any sample or model that is made part of the basis of the bargain 
creates an express warranty that the whole of the goods will conform to 
the sample or model. 


(2) It is not necessary to the creation of an express warranty that the 
lessor use formal words, such as “warrant” or “guarantee,” or that the les- 
sor have a specific intention to make a warranty, but an affirmation merely 
of the value of the goods or a statement purporting to be merely the les- 
sor’s opinion or commendation of the goods does not create a warranty. 


Official Comment 

niform Statutory Source: Section 2-313. 
Changes: Revised to reflect leasing practices and terminology. 
Purposes: All of the express and implied warranties of the Article on Sales (Article 2) are 
included in this Article, revised to reflect the differences between a sale of goods and a 
ease of goods. Sections 2A-210 through 2A-216. The lease of goods is sufficiently similar to 
he sale of goods to justify this decision. Hawkland, The Impact of the Uniform Commercial 
Code on Equipment Leasing, 1972 Ill.L.F. 446, 459-60. Many state and federal courts have 
eached the same conclusion. 


Value of the goods, as used in subsection (2), includes rental value. 
Cross References: 

Section 2-313, and Sections 2A-210 through 2A-216. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Goods”. Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Value”. Section 1-204. 


§ 2A-211. Warranties Against Interference and Against 
Infringement; Lessee’s Obligation Against Infringement. 
(1) Except in a finance lease, a lessor in a lease contract warrants that, 
except for claims by any person by way of infringement or the like, for the 
duration of the lease no person holds: 

(a) a claim to or interest in the goods not attributable to the lessee’s 
own act or omission which will interfere with the lessee’s enjoyment o 
its leasehold interest; or 

(b) a colorable claim to or interest in the goods which will unreason- 
ably expose the lessee to litigation. 
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(2) A finance lessor warrants that, except for claims by way of infringe- 

ent or the like, for the duration of the lease no person holds: 

(a) a claim or interest in the goods that arose from an act or omission 
of the lessor which will interfere with the lessee’s enjoyment of its 
leasehold interest; or 

(b) a colorable claim to or interest in the goods that arose from an act 
or omission of the lessor which will unreasonably expose the lessee to 
litigation. 

(3) Except in a finance lease, a lessor that is a merchant regularly deal- 
ing in goods of the kind warrants that the goods will be delivered free o 

he rightful claim of a third party by way of infringement or the like. 
owever, a lessee that furnishes specifications to a lessor or a supplier 

holds the lessor and the supplier harmless against any claim of infringe- 
ent or the like that arises out of compliance with the specifications. 

(4) A warranty under this section may be excluded or modified only by 
specific language that is conspicuous and contained in a record, or by cir- 
cumstances, including course of performance, course of dealing, or usage o 

rade, that give the lessee reason to know that the lessor is leasing the 
goods subject to a claim or interest of any person, or that it is leasing 
subject to any claims of infringement or the like. 


As amended in 2003 and 2005. 
See Appendix U for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. Scope of warranty of title. Unlike other warranties in Part 5, the warranty made by a 
essor in subsections (1), (2), and (3) is standardized but can be disclaimed or modified 
nder subsection (4). 

The lessor, other than a finance lessor, warrants that (1) that no person holds an interest 
hat interfere with the lessee's enjoyment of its leasehold, (a warranty of quite enjoyment) 

and (2) the transfer does not unreasonably expose the lessee to litigation. An unreasonable 
exposure to litigation occurs when a third person has or asserts a “colorable” claim to or 
interest in the goods. 
The following cases illustrate the concept of colorable claims: Frank Arnold KRS, Inc. v. 
.S. Meier Auction Co., Inc., 806 F.2d 462 (3d Cir. 1986) (two law suits contest title); Jean- 
eret v. Vichey, 693 F.2d 259 (2d Cir. 1982) (export restrictions in country from which 
painting was taken affect value); Colton v. Decker, 540 N.W.2d 172 (S.D. 1995) (conflicting 
ehicle identification numbers). As one court put it, there “need not be an actual 
encumbrance of the purchaser's title or actual disturbance of possession to permit a 
purchaser to recover for a breach of warranty of title when he demonstrates the existence 
of a cloud on his title, regardless of whether it eventually develops that a third party's title 
is superior.” The policy is that a purchaser “should not be required to engage in a contest 
over the validity of his ownership." Maroon Chevrolet, Inc. v. Nordstrom, 587 So.2d 514, 
518 (Fla.App. 1991) (conflicting vehicle identification numbers). Amended Article 2A follows 
his principle. 

2. A finance lessor is essentially a middle-man between a supplier and the lessee. The 
essee, therefore, looks to the supplier (seller or lessor) for warranty protection, including 
arranties of title. Section 2A-209. Therefore, a finance lessor warrants only against its 

own acts. Subsection (2). 
3. Unlike the warranty of title, for the warranty against infringement the lessor must be 
"regularly deals in goods of the kind sold." The warranty can be disclaimed 


Cir. 1997), which holds that if the buyer furnishes specifications to a seller who follows 
hem, there is no warranty against infringement under Section 2-312(3). Moreover, al- 
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hough a lessor warrants against claims or interests, the lessor is not responsible for 
safeguarding the lessee against claims or encumbrances that might arise because of the 
essee’s own acts (e.g., an act that would be a default under the lease) or omissions (e.g., a 
city impounds a leased car and refuses to release it until the lessee pays delinquent park- 
ng fines). 

4. Disclaimers. Subsection (4), which has been moved from original 2A-214(4), deals with 
he disclaimer or modification of the warranty of title or against infringement, and it states 
he general standard that must be met to disclaim or modify against an immediate lessee. 
he language needs to be conspicuous and in a record. 

Cross References: 

Point 2: Section 2A-209 

Point 3: Section 2-312 and Section 2A-211. 

Point 4: Section 24-414. 

Definitional Cross References: 

“Delivery”. Section 2A-103(1)(g). 

“Finance lease". Section 2A-103(1)(). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Leasehold interest”. Section 2A-103(1)(s). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant”. Section 2-104(1). 

“Person”. Section 1-201. 

“Record”. Section 2A-103(1)(cc). 

“Supplier”. Section 2A-103(1)(ff). 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-212. Implied Warranty of Merchantability. 

(1) Except in a finance lease, a warranty that the goods will be merchant- 
able is implied in a lease contract if the lessor is a merchant with respect 
o goods of that kind. 

(2) Goods to be merchantable must be at least such as 

(a) pass without objection in the trade under the description in the 
lease agreement; 

(b) in the case of fungible goods, are of fair average quality within the 
description; 

(c) are fit for the ordinary purposes for which goods of that description 
are used; 

(d) run, within the variation permitted by the lease agreement, o 
even kind, quality, and quantity within each unit and among all units 
involved; 

(e) are adequately contained, packaged, and labeled as the lease agree- 
ment may require; and 

(f) conform to any promises or affirmations of fact made on the 
container or label. 

(3) Other implied warranties may arise from course of dealing or usage 
of trade. 


As amended in 2003. 
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See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
1. The question when the warranty is imposed turns basically on the meaning of the 
erms of the agreement as recognized in the trade. Goods delivered under an agreement 
made by a merchant in a given line of trade must be of a quality comparable to that gener- 
ally acceptable in that line of trade under the description or other designation of the goods 
sed in the agreement. The responsibility imposed rests on any merchant-lessor. 

2. If an unmerchantable good causes personal injury to the lessee who is injured while 
using the good, the lessee can sue the lessor for breach of the implied warranty of merchant- 
ability and recover for injury to person “proximately resulting” from the breach. Section 2A- 
520(2)(b). Because the lessee has an action for breach of warranty and probably an action 
in tort as well, there is a tension between warranty law and tort law where goods cause 
personal injury or property damage. The primary source of that tension comes from the dis- 
agreement over whether the concept of defect in tort and the concept of merchantability in 
Article 2A are coextensive when a personal injury is caused by the defective good: i.e., i 
goods are merchantable under warranty law can they still be defective under tort law, and 
if goods are not defective under tort law can they be unmerchantable under warranty law? 

he answer to both questions should be no, and the tension between merchantability in 
arranty and defect in tort where personal injury or property damage is involved should be 
esolved as follows: 

When recovery is sought for injury to person or property, whether goods are merchantable is to be 

determined by applicable state products liability law. When, however, a claim for injury to person 

or property is based on an implied warranty of fitness under Section 2A-213 or an express war- 
ranty under Section 2A-210 this Article determines whether an implied warranty of fitness or an 

A warranty was made and breached, as well as what damages are recoverable under Section 

2A- 7 

Thus, if a lessor makes a representation about the safety of a product that becomes part 
of the basis of the lessee's bargain and the lessee is injured by the product, the product 

ithout the representation is not defective under applicable tort law, it is not unmerchant- 
able under this section. On the other hand, if the product did not conform to the represen- 
ation about safety, then the lessor made and breached an express warranty and the lessee 
may recover under Article 2A. 

3. Subsection (2) does not purport to exhaust the meaning of *merchantable" nor to ne- 
gate any of its attributes not specifically mentioned in the text of the statute but that arise 
by usage of trade or through case law. The language used is “must be at least such as. . . 
," and the intention is to leave open other possible attributes of merchantability. 

4. Paragraphs (a) and (b) of subsection (2) are to be read together. Both refer to the stan- 
dards of that line of the trade which fits the transaction and the lessor's business. *Fair 
average" is a term directly appropriate to agricultural bulk products and means goods 
centering around the middle belt of quality, not the least or the worst that can be 
understood in the particular trade by the designation, but such as can pass “without 
objection." Of course a fair percentage of the least is permissible but the goods are not “fair 
average" if they are all of the least or worst quality possible under the description. In cases 
of doubt about what quality is intended, the price at which a merchant closes a contract is 
an excellent indication of the nature and scope of the merchant's obligation under the pres- 
ent section. 

5. Fitness for the ordinary purposes for which goods of the type are used is a fundamental 
concept of the present section and is covered in paragraph (2)(c). The phrase “goods of that 
description" rather than the language from the original Article 2A “for which goods of that 
ype are used" is used in subsection (2)(c). This change emphasizes the importance of the 
agreed description to determine fitness for ordinary purposes. 

6. Paragraph (2)(d) on evenness of kind, quality and quantity follows case law. But 
precautionary language has been added as a reminder of the frequent usages of trade 

hich permit substantial variations both with and without an allowance or an obligation to 
eplace the varying units. 

7. Paragraph (2)(e) applies only where the nature of the goods and of the transaction 
equire a certain type of container, package or label. Paragraph (2)(f) applies, on the other 
hand, wherever there is a label or container on which representations are made, even 
hough the original contract, either by express terms or usage of trade, may not have 
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of good faith which requires that a lessee should not be placed in the position of using 
goods delivered under false representations that appear on the package or container. No 
problem of extra consideration arises in this connection since, under this Article, an obliga- 
ion is imposed by the original contract not to deliver mislabeled articles, and the obligation 
is imposed where mercantile good faith requires and without reference to the doctrine o 
consideration. 

8. Exclusion or modification of the warranty of merchantability, or of any part of it, is 
dealt with in Section 2A-214. That section must be read with particular reference to its 
subsection (6) on limitation of remedies. The warranty of merchantability, wherever it is 
normal, is so commonly taken for granted that its exclusion from the contract is a matter 
hreatening surprise and therefore requiring special precaution. 

9. Subsection (3) makes explicit that usage of trade and course of dealing can create war- 

anties, and that they are implied rather than express warranties, and thus subject to 
exclusion or modification under Section 2A-214. 

10. In an action based on breach of warranty, it is of course necessary to show not only 
he existence of the warranty but the fact that the warranty was broken and that the 
breach of the warranty was the proximate cause of the loss sustained. An affirmative show- 
ing by the lessor that the loss resulted from some action or event following the lessor's 
delivery of the goods can operate as a defense. Equally, evidence that indicates that the les- 
sor exercised care in the manufacture, processing or selection of the goods is relevant to the 
issue of whether the warranty was in fact broken. An action by the lessee following an ex- 
amination of the goods which ought to have indicated the defect complained of can be 
shown as matter bearing on whether the breach itself was the cause of the injury. 

Cross References: 

Point 2: Sections 24-210, 24-520 and 2A-530. 

Point 8: Section 2A-214. 

Point 9: Section 2A-214. 

Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Course of dealing”. Section 1-303. 

“Finance lease”. Section 2A-103(1)()). 

“Fungible”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract". Section 2A-103(1)(r). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant”. Section 2-104(1). 

“Usage of trade”. Section 1-303. 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-213. Implied Warranty of Fitness for Particular Purpose. 
Except in a finance lease, if the lessor at the time the lease contract is 
ade has reason to know of any particular purpose for which the goods 

are required and that the lessee is relying on the lessor's skill or judgment 

o select or furnish suitable goods, there is in the lease contract an implied 
arranty that the goods will be fit for that purpose. 


Official Comment 
niform Statutory Source: Section 2-315. 
Changes: Revised to reflect leasing practices and terminology. E.g., All-States Leasing Co. 
v. Bass, 96 Idaho 873, 879, 538 P.2d 1177, 1183 (1975) (implied warranty of fitness for a 
particular purpose (Article 2) extends to lease transactions). 
Definitional Cross References: 


“Finance lease”. Section 2A-103(1)(1). 
“Goods”. Section 2A-103(1)(n). 
“Knows”. Section 1-201. 

“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 


§ 2A-214. Exclusion or Modification of Warranties. 


(1) Words or conduct relevant to the creation of an express warranty and 

ords or conduct tending to negate or limit a warranty must be construed 

herever reasonable as consistent with each other; but, subject to Section 
2A-202, negation or limitation is inoperative to the extent that the 
construction is unreasonable. 

(2) Subject to subsection (3), to exclude or modify the implied warranty 
of merchantability or any part of it the language must be in a record and 
be conspicuous. In a consumer lease the language must state “The lessor 

ndertakes no responsibility for the quality of the goods except as 
otherwise provided in this contract," and in any other contract the 
language must mention *merchantability". Subject to subsection (3), to 
exclude or modify the implied warranty of fitness the exclusion must be in 
a record and be conspicuous. Language to exclude all implied warranties o 
fitness in a consumer lease must state "The lessor assumes no responsibil- 
ity that the goods will be fit for any particular purpose for which you may 
be leasing these goods, except as otherwise provided in the contract," and 
in any other contract the language is sufficient if it states, for example, 
hat “There are no warranties that extend beyond the description on the 
face hereof." Language that satisfies the requirements of this subsection 
for a consumer lease also satisfies its requirements for any other lease 
contract. 

(3) Notwithstanding subsection (2): 

(a) unless the circumstances indicate otherwise, all implied warranties 
are excluded by expressions like “as is", “with all faults", or other 
language that in common understanding calls the lessee's attention to 
the exclusion of warranties and makes plain that there is no implied 
warranty, if in a record and conspicuous; 

(b) if the lessee before entering into the lease contract has examined 
the goods or the sample or model as fully as desired or has refused to ex- 
amine the goods, after a demand by the lessor there is no implied war- 
ranty with regard to defects that an examination ought in the circum- 
stances to have revealed to the lessee; and 

(c) an implied warranty may also be excluded or modified by course o 
dealing, or course of performance, or usage of trade. 

(4) Remedies for breach of warranty can be limited in accordance with 
Section 2A-503 and 2A-504. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 


The changes conform to amended Article 2. Former subsection (4) has been moved to 
Section 2-211. 
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1. Subsection (1) deals with clauses in lease contracts that seek to exclude “all warran- 
ies, express or implied." This section protects a lessee from unexpected and unbargained 
anguage of disclaimer by denying effect to this language when it is inconsistent with 
anguage of express warranty, and permits the exclusion of implied warranties only by| 
anguage or other circumstances which protect the lessee from surprise. 

The lessor is protected against false allegations of oral warranties by this Article's provi- 
sions on parol and extrinsic evidence and against unauthorized representations by the cus- 
omary "lack of authority" clauses. This Article treats the limitation or avoidance o 
consequential damages as a matter of limiting remedies for breach, separate from the mat- 
er of creation of liability under a warranty. If no warranty exists, there is of course no 
problem of limiting remedies for breach of warranty. Under subsection (4), the question o 
imitation of remedy is governed by the sections referred to rather than by this section. 

2. The general test for disclaimers of implied warranties remains in subsection (3)(a), and 
he more specific tests are in subsection (2). A disclaimer that satisfies the requirements o 
subsection (3)(a) need not also satisfy any of the requirements of subsection (2). 

3. Subsection (2) distinguishes between commercial and consumer leases. However, un- 
ike the parallel provision in Article 2 (Section 2-316), under this section all exclusions 
under subsection (2) must be in a record and the language must be conspicuous, unlike 
Article 2 which only makes this mandatory for consumer contracts. Thus in both com- 
mercial and consumer leases, language that disclaims the implied warranty of merchant- 
ability must be in a record, and must be conspicuous. Subsection (2) presupposes that the 
implied warranty in question exists unless excluded or modified. 

4. Subsection (3)(a) deals with general terms such as “as is,” “as they stand,” “with all 
aults," and the like. These terms in ordinary commercial usage are understood to mean 
hat the lessee takes the entire risk as to the quality of the goods involved. The terms 
covered by the subsection are in fact merely a particularization of subsection (3)(c), which 
provides for exclusion or modification of implied warranties by usage of trade. Nothing in 
subsection (3)(a) prevents a term such as “there are no implied warranties" from being ef- 
ective in appropriate circumstances, as when the term is a negotiated term between com- 
mercial parties. 

Satisfaction of subsection (3)(a) requires that the language be set forth in a record and 
he language must be conspicuous. This is a variance with the parallel provision in Article 
2 that makes these requirements mandatory only in consumer contracts. 

5. The exceptions to the general rule set forth in subsections (3)(b) and (3)(c) are common 
actual situations in which the circumstances surrounding the transaction are in themselves 
sufficient to call the lessee's attention to the fact that no implied warranties are made or 
hat a certain implied warranty is being excluded. 

Under subsection (3)(b), warranties may be excluded or modified by the circumstances 

hen the lessee examines the goods or a sample or model of them before entering into the 
contract. “Examination” as used in this paragraph is not synonymous with inspection 
before acceptance or at any other time after the lease has been made. Of course if the les- 
see discovers the defect and uses the goods anyway, or if the lessee unreasonably fails to 
examine the goods before using them, the resulting injuries may be found to have resulted 
rom the lessee's own action rather than have been proximately caused by a breach o 

arranty. 

To bring the transaction within the scope of “refused to examine" in subsection (3)(a), it 
is not sufficient that the goods are available for inspection. There must in addition be an 
actual examination by the lessee or a demand by the lessor that the lessee examine the 
goods fully. The lessor's demand must place the lessee on notice that the lessee is assuming 
he risk of defects which the examination ought to reveal. 

The particular lessee's skill and the normal method of examining goods in the circum- 
stances determine what defects are excluded by the examination. A failure to notice defects 

hich are obvious cannot excuse the lessee because of the lack of notice. However, an ex- 
amination under circumstances which do not permit chemical or other testing of the goods 
does not exclude defects which could be ascertained only by testing. Nor can latent defects 
be excluded by a simple examination. A professional lessee examining a product in the les- 
see's field will be held to have assumed the risk for all defects which a professional in the 

eld ought to observe, while a nonprofessional lessee will be held to have assumed the risk 
only for the defects as a layperson might be expected to observe. 
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Definitional Cross References: 
“Conspicuous”. Section 2A-103(1)(d). 
“Course of dealing”. Section 1-303. 
“Fault”. Section 2A-103(1)(k). 
“Goods”. Section 2A-103(1)(n). 
“Knows”. Section 1-201. 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Person”. Section 1-201. 

“Record”. Section 2A-103(1)(cc). 
“Usage of trade”. Section 1-303. 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-215. Cumulation and Conflict of Warranties Express or 
Implied. 
Warranties, whether express or implied, must be construed as consistent 
ith each other and as cumulative, but if that construction is unreason- 
able, the intention of the parties determines which warranty is dominant. 
In ascertaining that intention the following rules apply: 
(a) Exact or technical specifications displace an inconsistent sample or 
model or general language of description. 
(b) A sample from an existing bulk displaces inconsistent general 
language of description. 
(c) Express warranties displace inconsistent implied warranties other 
than an implied warranty of fitness for a particular purpose. 


Official Comment 
niform Statutory Source: Section 2-317. 


Definitional Cross Reference: 
"Party". Section 1-201. 


§ 2A-216. Third-party Beneficiaries of Express and Implied 
Warranties. 


ALTERNATIVE A 
A warranty to or for the benefit of a lessee under this Article, whether 
express or implied, extends to any natural person who is in the family or 
household of the lessee or who is a guest in the lessee’s home if it is rea- 
sonable to expect that such person may use, consume, or be affected by the 
goods and who is injured in person by breach of the warranty. This section 
does not displace principles of law and equity that extend a warranty to or 


ay not be excluded, modified, or limited, but an exclusion, modification, 
or limitation of the warranty, including any with respect to rights and 
remedies, effective against the lessee is also effective against any benefi- 
ciary designated under this section. 


ALTERNATIVE B 
A warranty to or for the benefit of a lessee under this Article, whether 
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express or implied, extends to any natural person who may reasonably be 
expected to use, consume, or be affected by the goods and who is injured in 
person by breach of the warranty. This section does not displace principles 
of law and equity that extend a warranty to or for the benefit of a lessee to 
other persons. The operation of this section may not be excluded, modified, 
or limited, but an exclusion, modification, or limitation of the warranty, 
including any with respect to rights and remedies, effective against the 
lessee is also effective against the beneficiary designated under this section. 


ALTERNATIVE C 

A warranty to or for the benefit of a lessee under this Article, whether 
express or implied, extends to any person who may reasonably be expected 
o use, consume, or be affected by the goods and who is injured by breach 
of the warranty. The operation of this section may not be excluded, modi- 
fied, or limited with respect to injury to the person of an individual to 

hom the warranty extends, but an exclusion, modification, or limitation 
of the warranty, including any with respect to rights and remedies, effec- 
ive against the lessee is also effective against the beneficiary designated 
nder this section. 


Official Comment 


niform Statutory Source: Section 2-318. 

Changes: The provisions of Section 2-318 have been included in this section, modified in 
wo respects: first, to reflect leasing practice, including the special practices of the lessor 
nder a finance lease; second, to reflect and thus codify elements of the official comment to 

Section 2-318 with respect to the effect of disclaimers and limitations of remedies against 
hird parties. 

Purposes: Alternative A is based on the 1962 version of Section 2-318 and is least favor- 

able to the injured person as the doctrine of privity imposed by other law is abrogated to 

only a limited extent. Alternatives B and C are based on later additions to Section 2-318 

and are more favorable to the injured person. In determining which alternative to select, 
he state legislature should consider making its choice parallel to the choice it made with 
espect to Section 2-318, as interpreted by the courts. 

The last sentence of each of Alternatives A, B and C does not preclude the lessor from 
excluding or modifying an express or implied warranty under a lease. Section 2A-214. Fur- 
her, that sentence does not preclude the lessor from limiting the rights and remedies o 
he lessee and from liquidating damages. Sections 2A-503 and 2A-504. If the lease excludes 
or modifies warranties, limits remedies for breach, or liquidates damages with respect to 
he lessee, such provisions are enforceable against the beneficiaries designated under this 
section. However, this last sentence forbids selective discrimination against the beneficia- 
ies designated under this section, i.e., exclusion of the lessor's liability to the beneficiaries 

ith respect to warranties made by the lessor to the lessee. 

Other law, including the Article on Sales (Article 2), may apply in determining the extent 
o which a warranty to or for the benefit of the lessor extends to the lessee and third 
parties. This is in part a function of whether the lessor has bought or leased the goods. 

This Article does not purport to change the development of the relationship of the com- 
mon law, with respect to products liability, including strict liability in tort (as restated in 

Restatement (Second) of Torts, $ 402A (1965)), to the provisions of this Act. Compare Cline 

v. Prowler Indus. of Maryland, 418 A.2d 968 (Del.1980) and Hawkins Constr. Co. v. Mat- 

thews Co., 190 Neb. 546, 209 N.W.2d 643 (1973) with Dippel v. Sciano, 37 Wis.2d 443, 155 

N.W.2d 55 (1967). 

Cross References: 

Section 2-318, and Sections 24-214, 24-503 and 2A-504. 

Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 
“Lessee”. Section 2A-103(1)(t). 
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“Person”. Section 1-201. 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 


§ 2A-217. Identification. 
Identification of goods as goods to which a lease contract refers may be 
ade at any time and in any manner explicitly agreed to by the parties. In 
he absence of explicit agreement, identification occurs: 

(a) when the lease contract is made if the lease contract is for a lease 
of goods that are existing and identified; 

(b) when the goods are shipped, marked, or otherwise designated by 
the lessor as goods to which the lease contract refers, if the lease contract 
is for a lease of goods that are not existing and identified; or 

(c) when the young are conceived, if the lease contract is for a lease o 
unborn young of animals. 


Official Comment 
niform Statutory Source: Section 2-501. 
Changes: This section, together with Section 2A-218, is derived from the provisions o 
Section 2-501, with changes to reflect lease terminology; however, this section omits as ir- 
elevant to leasing practice the treatment of special property. 
Purposes: With respect to subsection (b) there is a certain amount of ambiguity in the ref- 
erence to when goods are designated, e.g., when the lessor is both selling and leasing goods 
o the same lessee/buyer and has marked goods for delivery but has not distinguished be- 
ween those related to the lease contract and those related to the sales contract. As in 
Section 2-501(1)(b), this issue has been left to be resolved by the courts, case by case. 
Cross References: 
Section 2-501 and Section 2A-218. 
Definitional Cross References: 
“Agreement”. Section 1-201. 
“Goods”. Section 2A-103(1)(n). 
“Lease”. Section 2A-103(1)(p). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessor”. Section 2A-103(1)(v). 
“Party”. Section 1-201. 


§ 2A-218. Insurance and Proceeds. 

(1) A lessee obtains an insurable interest when existing goods are identi- 
fied to the lease contract even though the goods identified are nonconform- 
ing and the lessee has an option to reject them. 

(2) If a lessee has an insurable interest only by reason of the lessor’s 
identification of the goods, the lessor, until default or insolvency or notifica- 

ion to the lessee that identification is final, may substitute other goods for 
hose identified. 

(3) Notwithstanding a lessee’s insurable interest under subsections (1) 
and (2), the lessor retains an insurable interest until an option to buy has 
been exercised by the lessee and risk of loss has passed to the lessee. 

(4) Nothing in this section impairs any insurable interest recognized 

nder any other statute or rule of law. 

(5) The parties by agreement may determine that one or more parties 
have an obligation to obtain and pay for insurance covering the goods and 
by agreement may determine the beneficiary of the proceeds of the 
insurance. 


Official Comment 

niform Statutory Source: Section 2-501. 
Changes: This section, together with Section 2A-217, is derived from the provisions o 
Section 2-501, with changes and additions to reflect leasing practices and terminology. 
Purposes: Subsection (2) states a rule allowing substitution of goods by the lessor under 
certain circumstances, until default or insolvency of the lessor, or until notification to the 
essee that identification is final. Subsection (3) states a rule regarding the lessor's insur- 
able interest that, by virtue of the difference between a sale and a lease, necessarily is dif- 
erent from the rule stated in Section 2-501(2) regarding the seller's insurable interest. For 
his purpose the option to buy shall be deemed to have been exercised by the lessee when 
he resulting sale is closed, not when the lessee gives notice to the lessor. Further, subsec- 
ion (5) is new and reflects the common practice of shifting the responsibility and cost o 
insuring the goods between the parties to the lease transaction. 
Cross References: 

Sections 2-501, 2-501(2) and Section 2A-217. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Buying”. Section 2A-103(1)(a). 

“Conforming”. Section 2A-103(1)(c). 

“Goods”. Section 2A-103(1)(n). 

“Insolvent”. Section 1-201. 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notification”. Section 1-202. 

“Party”. Section 1-201. 


§ 2A-219. Risk of Loss. 

(1) Except in the case of a finance lease, risk of loss is retained by the 
lessor and does not pass to the lessee. In the case of a finance lease, risk o 
loss passes to the lessee. 

(2) Subject to Section 2A-220, if risk of loss is to pass to the lessee and 

he time of passage is not stated, the following rules apply: 

(a) If the lease contract requires or authorizes the goods to be shipped 
by carrier 

(i) and it does not require delivery at a particular destination, the 
risk of loss passes to the lessee when the goods are delivered to the 
carrier; but 

(ii) if it does require delivery at a particular destination and the 
goods are there tendered while in the possession of the carrier, the 
risk of loss passes to the lessee when the goods are there so tendered 
as to enable the lessee to take delivery. 

(b) If the goods are held by a bailee to be delivered without being 
moved, the risk of loss passes to the lessee on acknowledgment by the 
bailee to the lessee of the lessee’s right to possession of the goods. 

(c) In any case not within subsection (a) or (b), the risk of loss passes 
to the lessee on the lessee’s receipt of the goods. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-509(1) through (3). 
Changes: Subsection (1) is new. The introduction to subsection (2) is new, but 
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subparagraph (a) incorporates the provisions of Section 2-509(1); subparagraph (b) 
incorporates the provisions of Section 2-509(2) only in part, reflecting current practice in 
ease transactions. 
Purposes: Subsection (1) states rules related to retention or passage of risk of loss consis- 
ent with current practice in lease transactions. The provisions of subsection (4) of Section) 
2-509 are not incorporated as they are not necessary. This section does not deal with 
esponsibility for loss caused by the wrongful act of either the lessor or the lessee. 
Cross References: 

Sections 2-509(1), 2-509(2) and 2-509(4). 
Definitional Cross References: 

“Delivery”. Section 2A-103(1)(g). 

“Finance lease". Section 2A-103(1)(1). 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant”. Section 2-104(1). 

“Receipt”. Section 2-103(1)(c). 

“Rights”. Section 1-201. 

"Supplier". Section 2A-103(1)(ff). 


§ 2A-220. Effect of Default on Risk of Loss. 


(1) Where risk of loss is to pass to the lessee and the time of passage is 
mot stated: 


(a) If a tender or delivery of goods so fails to conform to the lease 
contract as to give a right of rejection, the risk of their loss remains with 
the lessor, or, in the case of a finance lease, the supplier, until cure or 


acceptance. 


(b) If the lessee rightfully revokes acceptance, the lessee, to the extent 
of any deficiency in its effective insurance coverage, may treat the risk o 
loss as having remained with the lessor from the beginning. 


(2) Whether or not risk of loss is to pass to the lessee, if the lessee as to 
conforming goods already identified to a lease contract repudiates or is 
otherwise in default under the lease contract, the lessor, or, in the case o 
a finance lease, the supplier, to the extent of any deficiency in its effective 
insurance coverage may treat the risk of loss as resting on the lessee for a 
commercially reasonable time. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-510. 
Changes: Revised to reflect leasing practices and terminology. The rule in Section (1)(b) 
does not allow the lessee under a finance lease to treat the risk of loss as having remained 
ith the supplier from the beginning. This is appropriate given the limited circumstances 
nder which the lessee under a finance lease is allowed to revoke acceptance. Section 
2A-517 and Section 2A-516 official comment. 
Cross Reference 
Section 2A-516 and 2A-517. 
Definitional Cross References: 
“Conforming”. Section 2A-103(1)(c). 
“Delivery”. Section 2A-103(1)(g). 
“Finance lease”. Section 2A-103(1)()). 
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“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Reasonable time”. Section 1-205. 
“Rights”. Section 1-201. 

"Supplier". Section 2A-103(1)(ff). 


§ 2A-221. Casualty to Identified Goods. 


If a lease contract requires goods identified when the lease contract is 
ade, and the goods suffer casualty without fault of the lessee, the lessor 
or the supplier before delivery, or the goods suffer casualty before risk o 
loss passes to the lessee pursuant to the lease agreement or Section 2A- 
219: 
(a) if the loss is total, the lease contract is terminated; and 


(b) if the loss is partial or the goods have so deteriorated as to no lon- 
ger conform to the lease contract, the lessee may nevertheless demand 
inspection and at the lessee’s option either treat the lease contract as 
terminated or, except in a finance lease that is not a consumer lease, ac- 
cept the goods with due allowance from the rent payable for the balance 
of the lease term for the deterioration or the deficiency in quantity but 
without further right against the lessor. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-613. 
Changes: Revised to reflect leasing practices and terminology. 
Purpose: Due to the vagaries of determining the amount of due allowance (Section 
2-613(b)), no attempt was made in subsection (b) to treat a problem unique to lease contracts 
and installment sales contracts: determining how to recapture the allowance, e.g., applica- 
ion to the first or last rent payments or allocation, pro rata, to all rent payments. 
Cross References: 

Section 2-613. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Consumer lease”. Section 2A-103(1)(f). 

“Delivery”. Section 2A-103(1)(g). 

“Fault”. Section 2A-103(1)(k). 

“Finance lease". Section 2A-103(1)(1). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Rights”. Section 1-201. 

“Supplier”. Section 2A-103(1)(ff). 


§ 2A-222. Legal Recognition of Electronic Contracts, Records and 
Signatures. 
(1) A record or signature may not be denied legal effect or enforceability 
solely because it is in electronic form. 
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(2) A contract may not be denied legal effect or enforceability solely 
because an electronic record was used in its formation. 


(3) This article does not require a record or signature to be created, 
generated, sent, communicated, received, stored, or otherwise processed by 
electronic means or in electronic form. 

(4) A contract formed by the interaction of an individual and an 
electronic agent under Section 2A-204(4)(b) does not include terms 
provided by the individual if the individual had reason to know that the 
agent could not react to the terms as provided. 


As added in 2003. 


Official Comment 
1. Subsections (1) and (2) are derived from Section 7(a) and (b) of the Uniform Electronic 
ransactions Act (UETA), and subsection (3) is derived from Section 5(a) of UETA. Subsec- 
ion (4) is based on Section 206(c) of the Uniform Computer Information Transactions Act 
(UCITA). Each subsection conforms to the federal Electronic Signatures in Global and 
National Commerce Act (15 U.S.C. §§ 7001 et seq.). 

2. This section sets forth the premise that the medium in which a record, signature, or 
contract is created, presented or retained does not affect its legal significance. Subsections 
(1) and (2) are designed to eliminate the single element of medium as a reason to deny ef- 

ect or enforceability to a record, signature, or contract. The fact that the information is set 
orth in an electronic, as opposed to paper, medium is irrelevant. 

3. A contract may have legal effect and yet be unenforceable. See Restatement 2d 
Contracts Section 8. To the extent that a contract in electronic form may have legal effect 
but be unenforceable, because it is in electronic form, subsection (2) validates its legality. 
Likewise, to the extent that a record or signature in electronic form may have legal effect 
but be unenforceable, because it is in electronic form, subsection (1) validates the legality o 

he record or signature. Whether an electronic record or signature is valid under other law 
is not addressed by this Act. 

4. While subsection (2) validates the legality of an electronic contract, it does not in any 

ay diminish the requirements for the formation of contracts under Sections 24-204 and 
2A-206. 

5. Paper leases are tangible chattel paper under Article 9, and lease financiers and 
syndicators often perfect security interests in the paper by taking physical possession of it. 
Sections 9-102(a)(11), (78), 9-310(b)(6), 9-313(a). Article 9 provides for “control” as an 
analogue to possession for electronic chattel paper. Sections 9-102(a)(11), (31), 9-105, 
9-310(b)(8), 9-314(a). To acquire control, a secured party must comply with each of the 

equirements of Section 9-105. 
Cross References: 

Point 3: Section 2-201 

Point 4: Sections 2A-204 and 2A-206. 
Definitional Cross References: 

“Electronic” Section 2A-103(1)(h). 

“Electronic Agent”. Section 2A-103(1)(i). 

“Electronic Record”. Section 2A-103(1)(). 

“Record”. Section 2A-103 (1)(cc). 

“Sign”. Section 2A-103(1)(dd). 


As added in 2003. 


§ 2A-223. Attribution. 
An electronic record or electronic signature is attributed to a person if it 
as the act of the person or the person’s electronic agent or the person is 
otherwise legally bound by the act. 


As added in 2003. 
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Official Comment 

1. This section is based on Section 9 of the Uniform Electronic Transactions Act (UETA). 

2. As long as an electronic record is created by a person or the electronic signature 
esults from a person's action it is attributed to that person. The legal effect of the attribu- 
ion is derived from other provisions of this Act or from other law. This section simply as- 
sures that these rules will be applied in the electronic environment. A person's actions 
include actions taken by a human agent of the person as well as actions taken by an 
electronic agent, of the person. Although this section may appear to state the obvious, it as- 
sures that the record or signature is not ascribed to a machine, as opposed to the person 
operating or programming the machine. 

3. Nothing in this section affects the use of an electronic signature as a means of at- 
ributing a record to a person. Once an electronic signature is attributed to the person, the 
electronic record with which it is associated would also be attributed to the person unless 
he person established fraud, forgery, or other invalidating cause. However, an electronic 
signature is not the only method for attribution of a record. 

4. In the context of attribution of records, normally the content of the record will provide 
he necessary information for a finding of attribution. It is also possible that an established 
course of dealing between parties may result in a finding of attribution. Just as with a 
paper record, evidence of forgery or counterfeiting may be introduced to rebut the evidence 
of attribution. The use of facsimile transmissions provides a number of examples of attribu- 
ion using information other than a signature. A facsimile may be attributed to a person 
because of the information printed across the top of the page that indicates the machine 
rom which it was sent. Similarly, the transmission may contain a letterhead which identi- 

es the sender. Some cases have held that the letterhead actually constituted a signature 
because it was a symbol adopted by the sender with intent to sign the record. See Cox 
Engineering v. Funston Mach. & Supply, 749 S.W.2d 508, 511 (Tex.App.1988) (plaintiff's 
etterhead, including address, appearing at top of invoice, provides authentication that 
identifies the party to be charged and thus satisfies the statute of frauds' signature require- 
ment); Owen v. Kroger Co., 936 F. Supp. 579 (S.D. Ind. 1996) (determining that a let- 
erhead satisfies the signature requirement of the UCC). However, the signature determi- 
ation resulted from the necessary finding of intention in that case. Other cases have found 
etterheads NOT to be signatures because the requisite intention was not present. See First 
National Bank in Alamosa v. Ford Motor Credit Co., 748 F. Supp 1464 (D. Colo, 1990) 
(determining that a pre-printed name on a draft was not a signature for the purpose of ac- 
cepting a draft). The critical point is that with or without a signature, information within 
he electronic record may well suffice to provide the facts resulting in attribution of an 
electronic record to a particular party. 

5. Certain information may be present in an electronic environment that does not appear 
o attribute but which clearly links a person to a particular record. Numerical codes, 
personal identification numbers, public and private key combinations, all serve to establish 
he party to which an electronic record should be attributed. Security procedures will be 
another piece of evidence available to establish attribution. 

6. Once it is established that a record or signature is attributable to a particular person, 
he legal significance of the record or signature is determined by the context and surround- 
ing circumstances in which the recorder signature is created, including the parties’ agree- 
ment, if any. This will primarily be governed by other sections of this article. See, e.g., 
sections 2-201, 2-202, 2-204, 2-206, and 2-209 and Sections 24-201, 2A-202, 2A-204, 2A-206 
and 2A-209. 

Cross References: 

Point 6: Sections 2-201, 2-202, 2-204, 2-206, and 2-209 and Sections 2A-201, 24-202, 
24-204, 2A-206 and 2A-209. 

Definitional Cross References: 

“Electronic” Section 2A-103(1)(h). 

“Electronic Agent”. Section 2A-103(1)(i). 

“Electronic Record”. Section 2A-103(1)(). 

“Record”. Section 2A-103 (1)(cc). 

“Sign”. Section 2A-103(1)(dd). 


As added in 2003. 
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§ 2A-224. Electronic Communication. 


(1) If the receipt of an electronic communication has a legal effect, it has 
hat effect even if no individual is aware of its receipt. 


(2) Receipt of an electronic acknowledgment of an electronic communica- 
ion establishes that the communication was received but, in itself, does 
mot establish that the content sent corresponds to the content received. 


As added in 2003. 


Official Comment 

1. This section is adapted from Sections 15(e) and (f) of the Uniform Electronic Transac- 

ions Act (UETA). 

2. This section deals with electronic communications generally, and it is not limited to 
electronic records which must be retrievable in perceivable form. The section does not 

esolve the questions of when or where electronic communications are determined to be 
sent or received, nor does it indicate that a communication has any particular substantive 
egal effect. 

3. Under subsection (1), receipt is not dependent on a person having notice 
communication. An analogy in a paper based transaction is the recipient that does not read 
a notice received in the mail. 

4. Subsection (2) provides legal certainty about the effect of an electronic acknowledgment. 

his subsection only addresses the fact of the receipt, and it does not set forth the legal sig- 
nificance of the quality of the content, nor whether the electronic communication was read 
or “opened. 

5. This section does not address the question of whether the exchange of electronic com- 
munications constitutes the formation of a contract. Those questions are addressed by 
Sections 2A-204 and 2A-206. 

Cross References: 

Point 5: Section 2A-204 and 2A-206. 
Definitional Cross References: 

“Electronic” Section 2A-103(1)(h). 

“Electronic Agent”. Section 2A-103(1)(i). 

“Electronic Record". Section 2A-103(1)(). 

“Record”. Section 2A-103 (1)(cc). 

“Sign”. Section 2A-103(1)(dd). 


As added in 2003. 


PART 3. EFFECT OF LEASE CONTRACT 


§ 2A-301. Enforceability Of Lease Contract. 

Except as otherwise provided in this Article, a lease contract is effective 
and enforceable according to its terms between the parties, against 
purchasers of the goods and against creditors of the parties. 


Official Comment 

niform Statutory Source: Section 9-201. 
Changes: The first sentence of Section 9-201 was incorporated, modified to reflect leasing 
erminology. The second sentence of Section 9-201 was eliminated as not relevant to leas- 
ing practices. 
Purposes: 

1. This section establishes a general rule regarding the validity and enforceability of a 
ease contract. The lease contract is effective and enforceable between the parties and 
against third parties. Exceptions to this general rule arise where there is a specific rule to 
he contrary in this Article. Enforceability is, thus, dependent upon the lease contract 
meeting the requirements of the Statute of Frauds provisions of Section 2A-201. Enforce- 
ability is also a function of the lease contract conforming to the principles of construction 
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and interpretation contained in the Article on General Provisions (Article 1). Section 2A- 
103(4). 

2. 'The effectiveness or enforceability of the lease contract is not dependent upon the lease 
contract or any financing statement or the like being filed or recorded; however, the priority 
of the interest of a lessor of fixtures with respect to the interests of certain third parties in 
such fixtures is subject to the provisions of the Article on Secured Transactions (Article 9). 
Section 24-309. Prior to the adoption of this Article filing or recording was not required 

ith respect to leases, only leases intended as security. The definition of security interest, 
as amended concurrently with the adoption of this Article, more clearly delineates leases 
and leases intended as security and thus signals the need to file. Section 1-201(37). Those 

essors who are concerned about whether the transaction creates a lease or a security inter- 

est will continue to file a protective financing statement. Section 9-408. Coogan, Leasing 
and the Uniform Commercial Code, in Equipment Leasing-Leveraged Leasing 681, 744—46 
(2d ed. 1980). 

3. Hypothetical: 

(a) In construing this section it is important to recognize its relationship to other 
sections in this Article. This is best demonstrated by reference to a hypothetical. Assume 
that on February 1 A, a manufacturer of combines and other farm equipment, leased a 
fleet of six combines to B, a corporation engaged in the business of farming, for a 12 
month term. Under the lease agreement between A and B, A agreed to defer B's pay- 
ment of the first two months' rent to April 1. On March 1 B recognized that it would 
need only four combines and thus subleased two combines to C for an 11 month term. 

(b) This hypothetical raises a number of issues that are answered by the sections 
contained in this part. Since lease is defined to include sublease (Section 2A-103(1)(j) and 
(w)), this section provides that the prime lease between A and B and the sublease be- 
tween B and C are enforceable in accordance with their terms, except as otherwise 
provided in this Article; that exception, in this case, is one of considerable scope. 

(c) The separation of ownership, which is in A, and possession, which is in B with re- 
spect to four combines and which is in C with respect to two combines, is not relevant. 
Section 24-302. A's interest in the six combines cannot be challenged simply because A 
parted with possession to B, who in turn parted with possession of some of the combines 
to C. Yet it is important to note that by the terms of Section 24-302 this conclusion is 
subject to change if otherwise provided in this Article. 

(d) B's entering the sublease with C raises an issue that is treated by this part. In a 
dispute over the leased combines A may challenge B’s right to sublease. The rule is 
permissive as to transfers of interests under a lease contract, including subleases. Section 
2A-303(2). However, the rule has two significant qualifications. If the prime lease contract 
between A and B prohibits B from subleasing the combines, or makes such a sublease an 
event of default, Section 2A-303(2) applies; thus, while B's interest under the prime lease 
may be transferred under the sublease to C, A may have a remedy pursuant to Section 
2A-303(5). Absent a prohibition or default provision in the prime lease contract A might 
be able to argue that the sublease to C materially increases A's risk; thus, while B's 
interest under the prime lease may be transferred under the sublease to C, A may have a 
remedy pursuant to Section 2A-303(5). Section 2A-303(5)(b)(ii). 

(e) Resolution of this issue is also a function of the section dealing with the sublease 
of goods by a prime lessee (Section 2A-305). Subsection (1) of Section 24-305, which is 
subject to the rules of Section 24-303 stated above, provides that C takes subject to the 
interest of A under the prime lease between A and B. However, there are two exceptions. 
First, if B is a merchant (Sections 2A-103(3) and 2-104(1)) dealing in goods of that kind 
and C is a sublessee in the ordinary course of business (Sections 2A-103(1)(0) and 2A- 
103(1)(n)), C takes free of the prime lease between A and B. Second, if B has rejected the 
six combines under the prime lease with A, and B disposes of the goods by sublease to C, 
C takes free of the prime lease if C can establish good faith. Section 2A-511(4). 

(f) If the facts of this hypothetical are expanded and we assume that the prime lease 
obligated B to maintain the combines, an additional issue may be presented. Prior to 
entering the sublease, B, in satisfaction of its maintenance covenant, brought the two 
combines that it desired to sublease to a local independent dealer of A's. The dealer did 
the requested work for B. C inspected the combines on the dealer's lot after the work was 
completed. C signed the sublease with B two days later. C, however, was prevented from 
taking delivery of the two combines as B refused to pay the dealer's invoice for the 
repairs. The dealer furnished the repair service to B in the ordinary course of the dealer's 
business. If under applicable law the dealer has a lien on repaired goods in the dealer's 
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possession, the dealer's lien will take priority over B's and C's interests and also should 
take priority over A's interest, depending upon the terms of the lease contract and the 
applicable law. Section 24-306. 

(g Now assume that C is in financial straits and one of C's creditors obtains a judg- 
ment against C. If the creditor levies on C's subleasehold interest in the two combines, 
who will prevail? Unless the levying creditor also holds a lien covered by Section 2A-306, 
discussed above, the judgment creditor will take its interest subject to B's rights under 
the sublease and A's rights under the prime lease. Section 2A-307(1). The hypothetical 
becomes more complicated if we assume that B is in financial straits and B's creditor 
holds the judgment. Here the judgment creditor takes subject to the sublease unless the 
lien attached to the two combines before the sublease contract became enforceable. 
Section 2A-307(2)(a). However, B's judgment creditor cannot prime A's interest in the 
goods because, with respect to A, the judgment creditor is a creditor of B in its capacity 
as lessee under the prime lease between A and B. Thus, here the judgment creditor's 
interest is subject to the lease between A and B. Section 2A-307(1). 

(h) Finally, assume that on April 1 B is unable to pay A the deferred rent then due 
under the prime lease, but that C is current in its payments under the sublease from B. 
What effect will B's default under the prime lease between A and B have on C's rights 
under the sublease between B and C? Section 2A-301 provides that a lease contract is ef- 
fective against the creditors of either party. Since a lease contract includes a sublease 
contract (Section 2A-103(1))), the sublease contract between B and C arguably could be 
enforceable against A, a prime lessor who has extended unsecured credit to B, the prime 
lessee/sublessor, if the sublease contract meets the requirements of Section 2A-201. 
However, the rule stated in Section 2A-301 is subject to other provisions in this Article. 
Under Section 24-305, C, as sublessee, would take subject to the prime lease contract in 
most cases. Thus, B's default under the prime lease will in most cases lead to A's recovery 
of the goods from C. Section 24-523. A and C could provide otherwise by agreement. 
Section 2A-311. C's recourse will be to assert a claim for damages against B. Sections 
2A-211(1) and 2A-508. 

4. Relationship Between Sections: 

(a) As the analysis of the hypothetical demonstrates, Part 3 of the Article focuses on 
issues that relate to the enforceability of the lease contract (Sections 2A-301, 24-302 and 
24-303) and to the priority of various claims to the goods subject to the lease contract 
(Sections 2A-304, 24-305, 24-306, 24-307, 24-308, 24-309, 24-310, and 24-311). 

(b) This section states a general rule of enforceability, which is subject to specific 
rules to the contrary stated elsewhere in the Article. Section 24-302 negates any notion 
that the separation of title and possession is fraudulent as a rule of law. Finally, Section. 
24-303 states rules with respect to the transfer of the lessor's interest (as well as the 
residual interest in the goods) or the lessee's interest under the lease contract. Qualifica- 
tions are imposed as a function of various issues, including whether the transfer is the 
creation or enforcement of a security interest or one that is material to the other party to 
the lease contract. In addition, a system of rules is created to deal with the rights and 
duties among assignor, assignee and the other party to the lease contract. 

(c) Sections 24-304 and 2A-305 are twins that deal with good faith transferees o 
goods subject to the lease contract. Section 24-304 creates a set of rules with respect to 
transfers by the lessor of goods subject to a lease contract; the transferee considered is a. 
subsequent lessee of the goods. The priority dispute covered here is between the 
subsequent lessee and the original lessee of the goods (or persons claiming through the 
original lessee). Section 2A-305 creates a set of rules with respect to transfers by the les- 
see of goods subject to a lease contract; the transferees considered are buyers of the goods 
or sublessees of the goods. The priority dispute covered here is between the transferee 
and the lessor of the goods (or persons claiming through the lessor). 

(d) Section 24-306 creates a rule with respect to priority disputes between holders o 
liens for services or materials furnished with respect to goods subject to a lease contract 
and the lessor or the lessee under that contract. Section 24-307 creates a rule with re- 
spect to priority disputes between the lessee and creditors of the lessor and priority 
disputes between the lessor and creditors of the lessee. 

(e) Section 2A-308 creates a series of rules relating to allegedly fraudulent transfers 
and preferences. The most significant rule is that set forth in subsection (3) which 
validates sale-leaseback transactions if the buyer-lessor can establish that he or she 
bought for value and in good faith. 

(f) Sections 2A-309 and 24-310 create a series of rules with respect to priority disputes 
between various third parties and a lessor of fixtures or accessions, respectively, with re- 
spect thereto. 
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(g) Finally, Section 2A-311 allows parties to alter the statutory priorities by 

agreement. 
Cross References: 

Point 1: Section 2A-201 

Point 2: Sections 1-201 and 1-203, Section 24-309 and Article 9. 

Point 3: Sections 24-103, 24-201, 2A-211, 24-308, 24-305, 24-306, 24-307 24-511, 2A- 
523. 

Point 4: Sections 2A-301 through 2A-311. 
Definitional Cross References: 

“Creditor”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Party”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Term”. Section 1-201. 


As amended in 1990. 


See Appendix F for material relating to changes made in the Official Com- 
ment in 1990. 


§ 2A-302. Title to and Possession of Goods. 
Except as otherwise provided in this Article, each provision of this Article 
applies whether the lessor or a third party has title to the goods, and 
hether the lessor, the lessee, or a third party has possession of the goods, 


of possession is fraudulent. 


Official Comment 

niform Statutory Source: Section 9-202. 
Changes: Section 9-202 was modified to reflect leasing terminology and to clarify the law 
of leases with respect to fraudulent conveyances or transfers. 
Purposes: The separation of ownership and possession of goods between the lessor and the 
essee (or a third party) has created problems under certain fraudulent conveyance statutes. 

ee, e.g., In re Ludlum Enters., 510 F.2d 996 (5th Cir. 1975); Suburbia Fed. Sav. & Loan 
Assn v. Bel-Air Conditioning Co., 385 So.2d 1151 (Fla.Dist.Ct.App.1980). This section 
provides, among other things, that separation of ownership and possession per se does not 
affect the enforceability of the lease contract. Sections 24-301 and 24-308. 
Cross References: 

Sections 24-301, 24-308 and Section 9-202. 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 


§ 2A-303. Alienability of Party’s Interest under Lease Contract or 
of Lessor’s Residual Interest in Goods; Delegation of 
Performance; Transfer of Rights. 

(1) As used in this section, “creation of a security interest” includes the 
sale of a lease contract that is subject to Article 9 by reason of Section 
9-109(a)(3). 

(2) Subject to subsection (3) and except as otherwise provided in Section 
9-407 or as otherwise agreed, a provision in a lease agreement which (i) 
prohibits the voluntary or involuntary transfer, including a transfer by 
sale, sublease, creation or enforcement of a security interest, or attach- 

ent, levy, or other judicial process, of an interest of a party under the 
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lease contract or of the lessor’s residual interest in the goods, or (ii) makes 
such a transfer an event of default, gives rise to the rights and remedies 
provided in subsection (4). However, a transfer that is prohibited or is an 
event of default under the lease agreement is otherwise effective. 

(3) A provision in a lease agreement which (i) prohibits a transfer of a 
right to damages for default with respect to the whole lease contract or o 
a right to payment arising out of the transferor’s due performance of the 

ransferor's entire obligation, or (ii) makes such a transfer an event o 
default, is not enforceable, and such a transfer is not a transfer that 
materially impairs the prospect of obtaining return performance by, 
materially changes the duty of, or materially increases the burden or risk 
imposed on, the other party to the lease contract within subsection (4). 

(4) Subject to subsection (3) and Section 9-407: 

(a) if a transfer is made that is an event of default under a lease 
agreement, the party to the lease contract not making the transfer, un- 
less that party waives the default or otherwise agrees, has the rights 
and remedies described in Section 2A-501(2); 

(b) if paragraph (a) is not applicable and if a transfer is made that (i) 
is prohibited under a lease agreement or (ii) materially impairs the pros- 
pect of obtaining return performance by, materially changes the duty of, 
or materially increases the burden or risk imposed on, the other party to 
the lease contract, unless the party not making the transfer agrees at 
any time to the transfer in the lease contract or otherwise, then, except 
as limited by contract, (i) the transferor is liable to the party not making 
the transfer for damages caused by the transfer to the extent that the 
damages could not reasonably be prevented by the party not making the 
transfer and (ii) a court having jurisdiction may grant other appropriate 
relief, including cancellation of the lease contract or an injunction 
against the transfer. 

(5) A transfer of “the lease” or of “all my rights under the lease”, or a 

ransfer in similar general terms, is a transfer of rights and, unless the 

language or the circumstances, as in a transfer for security, indicate the 
contrary, the transfer is a delegation of duties by the transferor to the 
ransferee. Acceptance by the transferee constitutes a promise by the 
ransferee to perform those duties. The promise is enforceable by either 
he transferor or the other party to the lease contract. 

(6) Unless otherwise agreed by the lessor and the lessee, a delegation o 
performance does not relieve the transferor as against the other party o 
any duty to perform or of any liability for default. 

(7) In a consumer lease, to prohibit the transfer of an interest of a party 

nder the lease contract or to make a transfer an event of default, the 
language must be specific, by a record, and conspicuous. 


As amended in 1990, 1999 and 2003. 
See Appendix F for material relating to changes made in text in 1990. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
See Appendix U for material relating to changes made in text in 2003. 
Official Comment 


1. Subsection (2) states a rule, consistent with Section 9-401(b), that voluntary and invol- 
untary transfers of an interest of a party under the lease contract or of the lessor's residual 
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interest, including by way of the creation or enforcement of a security interest, are effec- 
ive, notwithstanding a provision in the lease agreement prohibiting the transfer or making 
he transfer an event of default. Although the transfers are effective, the provision in the 
ease agreement is nevertheless enforceable, but only as provided in subsection (4). Under 
subsection (4) the prejudiced party is limited to the remedies on “default under the lease 
contract" in this Article and, except as limited by this Article, as provided in the lease 
agreement, if the transfer has been made an event of default. Section 2A-501(2). Usually, 
here will be a specific provision to this effect or a general provision making a breach of a 
covenant an event of default. In those cases where the transfer is prohibited, but not made 
an event of default, the prejudiced party may recover damages; or, if the damage remedy 
ould be ineffective adequately to protect that party, the court can order cancellation of the 
ease contract or enjoin the transfer. This rule that such provisions generally are enforce- 
able is subject to subsection (3) and Section 9-407, which make such provisions unenforce- 
able in certain instances. 
2. Under Section 9-407, a provision in a lease agreement which prohibits the creation or 
enforcement of a security interest, including sales of lease contracts subject to Article 9 
(Section 9-109(a)(3)), or makes it an event of default is generally not enforceable, reflecting 
he policy of Section 9-406 and former Section 9-318(4). 
3. Subsection (3) is based upon Section 2-210(2) and Section 9-406. It makes unenforce- 
able a prohibition against transfers of certain rights to payment or a provision making the 
ransfer an event of default. It also provides that such transfers do not materially impair 
he prospect of obtaining return performance by, materially change the duty of, or materi- 
ally increase the burden or risk imposed on, the other party to the lease contract so as to 
give rise to the rights and remedies stated in subsection (4). Accordingly, a transfer of a 
ight to payment cannot be prohibited or made an event of default, or be one that materi- 
ally impairs performance, changes duties or increases risk, if the right is already due or 
ill become due without further performance being required by the party to receive 
payment. Thus, a lessor can transfer the right to future payments under the lease contract, 
including by way of a grant of a security interest, and the transfer will not give rise to the 
ights and remedies stated in subsection (4) if the lessor has no remaining performance 
nder the lease contract. The mere fact that the lessor is obligated to allow the lessee to 
emain in possession and to use the goods as long as the lessee is not in default does not 
mean that there is remaining performance on the part of the lessor. Likewise, the fact that 
he lessor has potential liability under a “non-operating” lease contract for breaches of war- 
anty does not mean that there is remaining performance. In contrast, the lessor would 
have remaining performance under a lease contract requiring the lessor to regularly 
maintain and service the goods or to provide *upgrades" of the equipment on a periodic 
basis in order to avoid obsolescence. The basic distinction is between a mere potential duty 
o respond which is not remaining performance, and an affirmative duty to render stipu- 
ated performance. Although the distinction may be difficult to draw in some cases, it is 
instructive to focus on the difference between “operating” and “non-operating” leases as 
generally understood in the marketplace. Even if there is “remaining performance" under a 
ease contract, a transfer for security of a right to payment that is made an event of default 
or that is in violation of a prohibition against transfer does not give rise to the rights and 
emedies under subsection (4) if it does not constitute an actual delegation of a material 
performance under Section 9-407. 
4. The application of either the rule of Section 9-407 or the rule of subsection (3) to the 
grant by the lessor of a security interest in the lessor's right to future payment under the 
ease contract may produce the same result. Both provisions generally protect security 
ransfers by the lessor in particular because the creation by the lessor of a security interest 
or the enforcement of that interest generally will not prejudice the lessee's rights if it does 
ot result in a delegation of the lessor's duties. To the contrary, the receipt of loan proceeds 
or relief from the enforcement of an antecedent debt normally should enhance the lessor's 
ability to perform its duties under the lease contract. Nevertheless, there are circumstances 
here relief might be justified. For example, if ownership of the goods is transferred pursu- 
ant to enforcement of a security interest to a party whose ownership would prevent the les- 
see from continuing to possess the goods, relief might be warranted. See 49 U.S.C. § 1401(a) 
and (b) which places limitations on the operation of aircraft in the United States based on 
he citizenship or corporate qualification of the registrant. 
5. Relief on the ground of material prejudice when the lease agreement does not prohibit 
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he transfer or make it an event of default should be afforded only in extreme circum- 
stances, considering the fact that the party asserting material prejudice did not insist upon 
a provision in the lease agreement that would protect against such a transfer. 

6. Subsection (4) implements the rule of subsection (2). Subsection (2) provides that, even 
hough a transfer is effective, a provision in the lease agreement prohibiting it or making it 
an event of default may be enforceable as provided in subsection (4). See Brummond v. 
First National Bank of Clovis, 656 P.2d 884, 35 U.C.C.Rep.Serv. (Callaghan) 1311 (N.Mex. 
1983), stating the analogous rule for Section 9-311. If the transfer prohibited by the lease 
agreement is made an event of default, then, under subsection (4)(a), unless the default is 

aived or there is an agreement otherwise, the aggrieved party has the rights and reme- 
dies referred to in Section 2A-501(2), viz. those in this Article and, except as limited in the 
Article, those provided in the lease agreement. In the unlikely circumstance that the lease 
agreement prohibits the transfer without making a violation of the prohibition an event o 
default or, even if there is no prohibition against the transfer, and the transfer is one that 
materially impairs performance, changes duties, or increases risk (for example, a sublease 
or assignment to a party using the goods improperly or for an illegal purpose), then subsec- 
ion (4)(b) is applicable. In that circumstance, unless the party aggrieved by the transfer 
has otherwise agreed in the lease contract, such as by assenting to a particular transfer or 
o transfers in general, or agrees in some other manner, the aggrieved party has the right 
o recover damages from the transferor and a court may, in appropriate circumstances, 
grant other relief, such as cancellation of the lease contract or an injunction against the 
ransfer. 

7. If a transfer gives rise to the rights and remedies provided in subsection (4), the 
ransferee as an alternative may propose, and the other party may accept, adequate cure or 
compensation for past defaults and adequate assurance of future due performance under 
he lease contract. Subsection (4) does not preclude any other relief that may be available 
o a party to the lease contract aggrieved by a transfer subject to an enforceable prohibi- 
ion, such as an action for interference with contractual relations. 

8. Subsection (7) requires that a provision in a consumer lease prohibiting a transfer, or 
making it an event of default, must be specific, written and conspicuous. See Section 
1-201(10). This assists in protecting a consumer lessee against surprise assertions o 
default. 

9. Subsection (5) is taken almost verbatim from the provisions of Section 2-210(5). The 
subsection states a rule of construction that distinguishes a commercial assignment, which 
substitutes the assignee for the assignor as to rights and duties, and an assignment for se- 
curity or financing assignment, which substitutes the assignee for the assignor only as to 
ights. Note that the assignment for security or financing assignment is a subset of all se- 
curity interests. Security interest is defined to include “any interest of a buyer of — chattel 
paper". Section 1-201(37). Chattel paper is defined to include a lease. Section 9-102. Thus, a 
buyer of leases is the holder of a security interest in the leases. That conclusion should not 
influence this issue, as the policy is quite different. Whether a buyer of leases is the holder 
of a commercial assignment, or an assignment for security or financing assignment should 
be determined by the language of the assignment or the circumstances of the assignment. 
Cross References: 

Point 1: Section 24-501 and Sections 9-401 and 9-407. 

Point 2: Sections 9-109, 9-318, 9-416 and 9-417. 

Point 3: Section 2-210 and Sections 9-406 and 9-407. 

Point 4: Section 9-407. 

Point 6: Section 2A-501 and Section 9-311. 

Point 8: Section 1-201. 

Point 9: Section 1-201 and Section 2-210 and Section 9-102. 

Definitional Cross References: 

"Agreed" and “Agreement”. Section 1-201. 

“Conspicuous”. Section 2A-103(1)(d). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 
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“Lessor”. Section 2A-103(1)(v). 

“Lessor’s residual interest". Section 2A-103(1)(w). 
*Notice". Section 1-202. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Record”. Section 2A-103(1)(cc). 

“Rights”. Section 1-201. 

“Term”. Section 1-201. 

s amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


§ 2A-304. Subsequent Lease of Goods by Lessor. 

(1) Subject to Section 2A-303, a subsequent lessee from a lessor of goods 

nder an existing lease contract obtains, to the extent of the leasehold 
interest transferred, the leasehold interest in the goods that the lessor had 
or had power to transfer, and except as provided in subsection (2) and 
Section 2A-527(4), takes subject to the existing lease contract. A lessor 

ith voidable title has power to transfer a good leasehold interest to a 
good faith subsequent lessee for value, but only to the extent set forth in 
he preceding sentence. If goods have been delivered under a transaction 
of purchase, the lessor has that power even if: 

(a) the lessor's transferor was deceived as to the identity of the lessor; 
(b) the delivery was in exchange for a check which is later dishonored; 
(c) it was agreed that the transaction was to be a “cash sale"; or 

(d) the delivery was procured through criminal fraud. 

(2) A subsequent lessee in ordinary course of business from a lessor that 
is a merchant dealing in goods of that kind to which the goods were 
entrusted by the existing lessee of that lessor before the interest of the 
subsequent lessee became enforceable against that lessor obtains, to the 
extent of the leasehold interest transferred, all of that lessor's and the 
existing lessee's rights to the goods, and takes free of the existing lease 
contract. 

(3) A subsequent lessee from the lessor of goods that are subject to an 
existing lease contract and are covered by a certificate of title issued under 
a statute of this State or of another jurisdiction takes no greater rights 
han those provided both by this section and by the certificate of title 
statute. 


As amended in 1990 and 2003. 
See Appendix F for material relating to changes made in text in 1990. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-403. 
Changes: While Section 2-403 was used as a model for this section, the provisions o 
Section 2-403 were significantly revised to reflect leasing practices and to integrate this 
Article with certificate of title statutes. 
Purposes: 

1. This section must be read in conjunction with, as it is subject to, the provisions o 
Section 24-303, which govern voluntary and involuntary transfers of rights and duties 
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nder a lease contract, including the lessor’s residual interest in the goods. 

2. This section must also be read in conjunction with Section 2-403. This section and 
Section 2A-305 are derived from Section 2-403, which states a unified policy on good faith 
purchases of goods. Given the scope of the definition of purchaser (Section 1-201(33)), a 
person who bought goods to lease as well as a person who bought goods subject to an exist- 
ing lease from a lessor will take pursuant to Section 2-403. Further, a person who leases 
such goods from the person who bought them should also be protected under Section 2-403, 

rst because the lessee’s rights are derivative and second because the definition of purchaser 
should be interpreted to include one who takes by lease; no negative implication should be 
drawn from the inclusion of lease in the definition of purchase in this Article. Section 2A- 
103(1)(v). 

3. There are hypotheticals that relate to an entrustee’s unauthorized lease of entrusted 
goods to a third party that are outside the provisions of Sections 2-403, 2A-304 and 2A-305. 
Consider a sale of goods by M, a merchant, to B, a buyer. After paying for the goods B al- 
ows M to retain possession of the goods as B is short of storage. Before B calls for the 
goods M leases the goods to L, a lessee. This transaction is not governed by Section 2-403(2) 
as L is not a buyer in the ordinary course of business. Section 1-201(9). Further, this trans- 
action is not governed by Section 2A-304(2) as B is not an existing lessee. Finally, this 
ransaction is not governed by Section 2A-305(2) as B is not M’s lessor. Section 2A-307(2) 

esolves the potential dispute between B, M and L. By virtue of B’s entrustment of the 
goods to M and M’s lease of the goods to L, B has a cause of action against M under the 
common law. Sections 2A-103(4) and 1-103. See, e.g., Restatement (Second) of Torts 
§§ 222A-243. Thus, B is a creditor of M. Sections 2A-103(4) and 1-201(12). Section 2A-307(2) 
provides that B, as M’s creditor, takes subject to M’s lease to L. Thus, if L does not default 

nder the lease, L’s enjoyment and possession of the goods should be undisturbed. However, 
B is not without recourse. B’s action should result in a judgment against M providing, 
among other things, a turnover of all proceeds arising from M’s lease to L, as well as a 
ransfer of all of M’s right, title and interest as lessor under M’s lease to L, including M’s 
esidual interest in the goods. Section 2A-103(1)(q). 

4. Subsection (1) states a rule with respect to the leasehold interest obtained by a 
subsequent lessee from a lessor of goods under an existing lease contract. The interest will 
include such leasehold interest as the lessor has in the goods as well as the leasehold inter- 
est that the lessor had the power to transfer. Thus, the subsequent lessee obtains 
unimpaired all rights acquired under the law of agency, apparent agency, ownership or 
other estoppel, whether based upon statutory provisions or upon case law principles. 
Sections 2A-103(4) and 1-103. In general, the subsequent lessee takes subject to the exist- 
ing lease contract, including the existing lessee’s rights thereunder. Furthermore, the 
subsequent lease contract is, of course, limited by its own terms, and the subsequent lessee 
akes only to the extent of the leasehold interest transferred thereunder. 

5. Subsection (1) further provides that a lessor with voidable title has power to transfer a 
good leasehold interest to a good faith subsequent lessee for value. In addition, subsections 
(1)(a) through (d) provide specifically for the protection of the good faith subsequent lessee 
or value in a number of specific situations which have been troublesome under prior law. 

6. The position of an existing lessee who entrusts leased goods to its lessor is not distin- 
guishable from the position of other entrusters. Thus, subsection (2) provides that the 
subsequent lessee in the ordinary course of business takes free of the existing lease contract 
between the lessor entrustee and the lessee entruster, if the lessor is a merchant dealing in 
goods of that kind. Further, the subsequent lessee obtains all of the lessor entrustee’s and 
he lessee entruster’s rights to the goods, but only to the extent of the leasehold interest 
ransferred by the lessor entrustee. Thus, the lessor entrustee retains the residual interest 
in the goods. Section 2A-103(1)(q). However, entrustment by the existing lessee must have 
occurred before the interest of the subsequent lessee became enforceable against the lessor. 
Entrusting is defined in Section 2-403(3) and that definition applies here. Section 2A- 
103(3). 

7. Subsection (3) states a rule with respect to a transfer of goods from a lessor to a 
subsequent lessee where the goods are subject to an existing lease and covered by a certifi- 
cate of title. The subsequent lessee's rights are no greater than those provided by this sec- 
ion and the applicable certificate of title statute, including any applicable case law constru- 
ing such statute. Where the relationship between the certificate of title statute and Section 
2-403, the statutory analogue to this section, has been construed by a court, that construc- 
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ion is incorporated here. Sections 2A-103(4) and 1-102(1) and (2). The better rule is that 
he certificate of title statutes are in harmony with Section 2-403 and thus would be in 
harmony with this section. E.g., Atwood Chevrolet-Olds v. Aberdeen Mun. School Dist., 431 
So.2d 926, 928 (Miss.1983); Godfrey v. Gilsdorf, 476 P.2d 3, 6, 86 Nev. 714, 718 (1970); 

artin v. Nager, 192 N.J.Super. 189, 197-98, 469 A.2d 519, 523 (Super.Ct.Ch.Div.1983). 

here the certificate of title statute is silent on this issue of transfer, this section will 
control. 
Cross References: 

Point 1: Section 24-303. 

Point 2: Sections 2-201 and 2-403 and Sections 24-103 and 2A-305. 

Point 3: Section 1-201 and Section 2-403 and Sections 24-103, 2A-304, 24-305, 2A-307. 

Point 4: Section 1-103 and Section 2A-103. 

Point 6: Section 1-102 and Section 2-403 and Sections 2A-103. 

Point 7: Section 1-201 and Section 2-403 and Sections 2A-103. 
Definitional Cross References: 

"Agreed". Section 1-201. 

“Delivery”. Section 2A-103(1)(g). 

“Entrusting”. Section 2-403(3). 

*Good faith". Sections 2A-103(1)(m). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Leasehold interest”. Section 2A-103(1)(s). 

“Lessee”. Section 2A-103(1)(t). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant”. Section 2-104(1). 

“Purchase”. Section 2A-103(1)(bb). 

“Rights”. Section 1-201. 

“Value”. Section 1-204. 


§ 2A-305. Sale or Sublease of Goods by Lessee. 


(1) Subject to Section 2A-303, a buyer or sublessee from the lessee o 
goods under an existing lease contract obtains, to the extent of the interest 
ransferred, the leasehold interest in the goods that the lessee had or had 
power to transfer, and except as provided in subsection (2) and Section 2A- 
511(4), takes subject to the existing lease contract. A lessee with a void- 
able leasehold interest has power to transfer a good leasehold interest to a 
good faith buyer for value or a good faith sublessee for value, but only to 
he extent set forth in the preceding sentence. If goods have been delivered 

nder a transaction of lease the lessee has that power even if: 
(a) the lessor was deceived as to the identity of the lessee; 
(b) the delivery was in exchange for a check which is later dishonored; 
or 
(c) the delivery was procured through criminal fraud. 

(2) A buyer in ordinary course of business or a sublessee in ordinary 
course of business from a lessee that is a merchant dealing in goods of that 
kind to which the goods were entrusted by the lessor obtains, to the extent 
of the interest transferred, all of the lessor’s and lessee’s rights to the 
goods, and takes free of the existing lease contract. 

(3) A buyer or sublessee from the lessee of goods that are subject to an 
existing lease contract and are covered by a certificate of title issued under 
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a statute of this State or of another jurisdiction takes no greater rights 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-403. 
Changes: While Section 2-403 was used as a model for this section, the provisions o 
Section 2-403 were significantly revised to reflect leasing practice and to integrate this 
Article with certificate of title statutes. 
Purposes: This section, a companion to Section 2A-304, states the rule with respect to the 
easehold interest obtained by a buyer or sublessee from a lessee of goods under an existing 
ease contract. Cf. Section 2A-304 official comment. Note that this provision is consistent 
ith existing case law, which prohibits the bailee’s transfer of title to a good faith purchaser 
or value under Section 2-403(1). Rohweder v. Aberdeen Product. Credit Ass'n, 765 F.2d 109 
(8th Cir. 1985). 

Subsection (2) is also consistent with existing case law. American Standard Credit, Inc. 
v. National Cement Co., 643 F.2d 248, 269—70 (5th Cir. 1981); but cf. Exxon Co., U.S.A. v. 
TLW Computer Indus., 31 U.C.C.Rep.Serv. (Callaghan) 1052, 1057—58 (D.Mass.1983). Un- 
ike Section 2A-304(2), this subsection does not contain any requirement with respect to the 
ime that the goods were entrusted to the merchant. In Section 2A-304(2) the competition 
is between two customers of the merchant lessor; the time of entrusting was added as a cri- 
erion to create additional protection to the customer who was first in time: the existing 
essee. In subsection (2) the equities between the competing interests were viewed as 
balanced. 

There appears to be some overlap between Section 2-403(2) and Section 2A-305(2) with. 
espect to a buyer in the ordinary course of business. However, an examination of this 
Article's definition of buyer in the ordinary course of business (Section 2A-103(1)(a)) makes 
clear that this reference was necessary to treat entrusting in the context of a lease. 

Subsection (3) states a rule of construction with respect to a transfer of goods from a les- 
see to a buyer or sublessee, where the goods are subject to an existing lease and covered by 
a certificate of title. Cf. Section 2A-304 official comment. 

Cross References: 

Sections 2-403, 2A-103(1)(a), 24-304 and 2A-305(2). 
Definitional Cross References: 

“Buyer”. Section 2-103(1)(a). 

“Buyer in the ordinary course of business”. Section 2A-103(1)(a). 

“Delivery”. Section 2A-103(1)(g). 

“Entrusting”. Section 2-403(3). 

“Good faith". Sections 2A-103(1)(m). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Leasehold interest.” Section 2A-103(1)(s). 

“Lessee”. Section 2A-103(1)(t). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant”. Section 2-104(1). 

“Rights”. Section 1-201. 

“Sale”. Section 2-106(1). 

“Sublease”. Section 2A-103(1)(ee). 

“Value”. Section 1-204. 


§ 2A-306. Priority of Certain Liens Arising by Operation of Law. 
If a person in the ordinary course of its business furnishes services or 
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aterials with respect to goods subject to a lease contract, a lien upon 
hose goods in the possession of that person given by statute or rule of law 
for those materials or services takes priority over any interest of the lessor 
or lessee under the lease contract or this Article unless the lien is created 
by statute and the statute provides otherwise or unless the lien is created 
by rule of law and the rule of law provides otherwise. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 9-310. 
Changes: The approach reflected in the provisions of Section 9-310 was included, but 
evised to conform to leasing terminology and to expand the exception to the special prior- 
ity granted to protected liens to cover liens created by rule of law as well as those created 
by statute. 
Purposes: This section should be interpreted to allow a qualified lessor or a qualified les- 
see to be the competing lienholder if the statute or rule of law so provides. The reference to 
statute includes applicable regulations and cases; these sources must be reviewed in resolv- 
ing a priority dispute under this section. 
Cross Reference: 
Section 9-333. 
Definitional Cross References: 
“Goods”. Section 2A-103(1)(n). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Lien”. Section 2A-103(1)(x). 
“Person”. Section 1-201. 


§ 2A-307. Priority of Liens Arising by Attachment or Levy On, 
Security Interests In, and Other Claims to Goods. 


(1) Except as otherwise provided in Section 2A-306, a creditor of a lessee 
akes subject to the lease contract. 


(2) Except as otherwise provided in subsection (3) and Sections 2A-306 
and 2A-308, a creditor of a lessor takes subject to the lease contract unless 
he creditor holds a lien that attached to the goods before the lease contract 
became enforceable. 


(3) Except as otherwise provided in Sections 9-317, 9-321, and 9-323, a 
lessee takes a leasehold interest subject to a security interest held by a 
creditor of the lessor. 


As amended in 1990, 1999 and 2003. 
See VI for material relating to changes made in text in 1990. 
See Appendix I contained within revised Article 9 for material related to 
changes made in text in 1999. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
1. Subsection (1) states a general rule of priority that a creditor of the lessee takes 
subject to the lease contract. The term lessee (Section 2A-102(a)(25)) includes sublessee. 
herefore, this subsection not only covers disputes between the prime lessor and a creditor 
of the prime lessee but also disputes between the prime lessor, or the sublessor, and a cred- 
itor of the sublessee. Furthermore, by using the term “creditor” (Section 1-201(13)), this 
subsection covers disputes with a general creditor, a secured creditor, a lien creditor and 
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any representative of creditors. 
2. Subsection (2) states a general rule of priority that a creditor of a lessor takes subject 
o the lease contract. Thus, the section only covers disputes between the prime lessee and a 
creditor of the prime lessor but also disputes between the prime lessee, or the sublessee, 
and a creditor of the sublessor. 
3. To take priority over the lease contract, and the interests derived from the lease 
contract the creditor’s lien must have attached before the lease contract became enforceable. 
4. The rules of this section operate in favor of whichever party to the lease contract can 
enforce it, even if one party may not, e.g., because of Section 2A-201(1)(b). 
5. The provisions of the predecessor of this section, original Section 2A-307, which dealt 
ith the relationship between a secured creditor of the lessor and a lessee have been moved 
o revised Article 9 in Sections 9-317, 9-321, and 9-323. 
Cross References: 
Point 1: Section 1-201. 
Point 4: Section 2A-201. 
Point 5: Section 2A-307 and Sections 9-317, 9-321 and 9-323. 
Definitional Cross References: 
"Creditor". Section 1-201. 
*Goods". Section 2A-103(1)(n). 
"Knowledge". Section 1-202. 
“Lease”. Section 2A-103(1)(p). 
“Lease contract”. Section 2A-103(1)(r). 
“Leasehold interest”. Section 2A-103(1)(s). 
“Lessee”. Section 2A-103(1)(t). 
“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 
“Lessor”. Section 2A-103(1)(v). 
“Lien”. Section 2A-103(1)(x). 
“Party”. Section 1-201. 
“Pursuant to commitment”. Section 2A-103(3). 
“Security interest”. Section 1-201. 


s amended in 1999 and 2003. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-308. Special Rights of Creditors. 


(1) A creditor of a lessor in possession of goods subject to a lease contract 

ay treat the lease contract as void if as against the creditor retention o 
possession by the lessor is fraudulent under any statute or rule of law, but 
retention of possession in good faith and current course of trade by the les- 
sor for a commercially reasonable time after the lease contract becomes en- 
forceable is not fraudulent. 

(2) Nothing in this Article impairs the rights of creditors of a lessor i 
he lease contract (a) becomes enforceable, not in current course of trade 
but in satisfaction of or as security for a pre-existing claim for money, se- 
curity, or the like, and (b) is made under circumstances which under any 
statute or rule of law apart from this Article would constitute the transac- 
ion a fraudulent transfer or voidable preference. 

(3) A creditor of a seller may treat a sale or an identification of goods to 
a contract for sale as void if as against the creditor retention of possession 
by the seller is fraudulent under any statute or rule of law, but retention 
of possession of the goods pursuant to a lease contract entered into by the 
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and in good faith. 


Official Comment 

niform Statutory Source: Section 2-402(2) and (3Xb). 

Changes: Rephrased and new material added to conform to leasing terminology and 
practice. 

Purposes: Subsection (1) states a general rule of avoidance where the lessor has retained 
possession of goods if such retention is fraudulent under any statute or rule of law. 
However, the subsection creates an exception under certain circumstances for retention o 
possession of goods for a commercially reasonable time after the lease contract becomes 
enforceable. 

Subsection (2) also preserves the possibility of an attack on the lease by creditors of the 
essor if the lease was made in satisfaction of or as security for a pre-existing claim, and 

ould constitute a fraudulent transfer or voidable preference under other law. 

Finally, subsection (3) states a new rule with respect to sale-leaseback transactions, i.e., 
ransactions where the seller sells goods to a buyer but possession of the goods is retained 
by the seller pursuant to a lease contract between the buyer as lessor and the seller as 
essee. Notwithstanding any statute or rule of law that would treat such retention as fraud, 

hether per se, prima facie, or otherwise, the retention is not fraudulent if the buyer 
bought for value (Section 1-201(44)) and in good faith (Sections 1-201(19) and 2-103(1)(b)). 
Section 2A-103(3) and (4). This provision overrides Section 2-402(2) to the extent it would 
otherwise apply to a sale-leaseback transaction. 

Cross References: 
Section 1-201, Section 2-402(2) and Section 2A-103(4). 
Definitional Cross References: 

“Buyer”. Section 2-103(1)(a). 

“Contract”. Section 1-201. 

“Creditor”. Section 1-201. 

“Good faith”. Sections 2A-103(1)(m). 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Money”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Rights”. Section 1-201. 

“Sale”. Section 2-106(1). 

“Seller”. Section 2-103(1)(0). 

“Value”. Section 1-204. 


2A-309. Lessor’s and Lessee’s Rights When Goods Become 
Fixtures. 


(1) In this section: 

(a) goods are “fixtures” if they become so related to particular real 
property that an interest in them arises under real property law; 

(b) a “fixture filing” is the filing, in the office where a mortgage on the 
real property would be filed or recorded, of a financing statement cover- 
ing goods that are or are to become fixtures and conforming to the 
requirements of Section 9-502(a) and (b); 

(c) a lease is a “purchase money lease” unless the lessee has posses- 
sion or use of the goods or the right to possession or use of the goods 
before the lease agreement is enforceable; 

(d) a mortgage is a “construction mortgage” to the extent it secures an 
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obligation incurred for the construction of an improvement on land, 

including the acquisition cost of the land, if a recorded record of the 

mortgage so indicates; and 

(e) “encumbrance” includes real property mortgages and other liens on 
real property and all other rights in real property that are not owner- 
ship interests. 

(2) Under this Article a lease may be of goods that are fixtures or may 
continue in goods that become fixtures, but no lease exists under this 
Article of ordinary building materials incorporated into an improvement 
on land. 

(3) This Article does not prevent creation of a lease of fixtures pursuant 
o real property law. 

(4) The perfected interest of a lessor of fixtures has priority over a 
conflicting interest of an encumbrancer or owner of the real property if: 

(a) the lease is a purchase money lease, the conflicting interest of the 
encumbrancer or owner arises before the goods become fixtures, the 
interest of the lessor is perfected by a fixture filing before the goods 
become fixtures or within 10 days thereafter, and the lessee has an 
interest of record in the real property or is in possession of the real prop- 
erty; or 

(b) the interest of the lessor is perfected by a fixture filing before the 
interest of the encumbrancer or owner is of record, the lessor’s interest 
has priority over any conflicting interest of a predecessor in title of the 
encumbrancer or owner, and the lessee has an interest of record in the 
real property or is in possession of the real property. 

(5) The interest of a lessor of fixtures, whether or not perfected, has 
priority over the conflicting interest of an encumbrancer or owner of the 
real property if: 

(a) the fixtures are readily removable factory or office machines, readily 
removable equipment that is not primarily used or leased for use in the 
operation of the real property, or readily removable replacements of do- 
mestic appliances that are goods subject to a consumer lease, and before 
the goods become fixtures the lease contract is enforceable; or 

(b) the conflicting interest is a lien on the real property obtained by 
legal or equitable proceedings after the lease contract is enforceable; or 

(c) the encumbrancer or owner has consented in a record to the lease 
or has disclaimed an interest in the goods as fixtures; or 

(d) the lessee has a right to remove the goods as against the 
encumbrancer or owner, but if the lessee’s right to remove terminates, 
the priority of the interest of the lessor continues for a reasonable time. 
(6) Notwithstanding subsection (4)(a) but otherwise subject to subsec- 

ions (4) and (5), the interest of a lessor of fixtures, including the lessor’s 
residual interest, is subordinate to the conflicting interest of an encum- 
brancer of the real property under a construction mortgage recorded before 
he goods become fixtures if the goods become fixtures before the comple- 
ion of the construction. To the extent given to refinance a construction 
mortgage, the conflicting interest of an encumbrancer of the real property 
nder a mortgage has this priority to the same extent as the encumbrancer 
of the real property under the construction mortgage. 
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(7) In cases not covered by subsections (3) through (6), priority between 
he interest of a lessor of fixtures, including the lessor's residual interest, 

and the conflicting interest of an encumbrancer or owner of the real prop- 
erty that is not the lessee is determined by the priority rules governing 
conflicting interests in real property. 

(8) If the interest of a lessor of fixtures, including the lessor's residual 
interest, has priority over all conflicting interests of all owners and 
encumbrancers of the real property, the lessor or the lessee may (i) on 
default, expiration, termination, or cancellation of the lease agreement but 
subject to the agreement and this Article, or (ii) if necessary to enforce 
other rights and remedies of the lessor or lessee under this Article, remove 

he goods from the real property, free and clear of all conflicting interests 
of all owners and encumbrancers of the real property, but the lessor or les- 
see must reimburse any encumbrancer or owner of the real property that 
is not the lessee and that has not otherwise agreed for the cost of repair o 
any physical injury, but not for any diminution in value of the real prop- 
erty caused by the absence of the goods removed or by any necessity o 
replacing them. A person entitled to reimbursement may refuse permis- 
sion to remove until the party seeking removal gives adequate security for 
he performance of this obligation. 

(9) Even if the lease agreement does not create a security interest, the 
interest of a lessor of fixtures, including the lessor's residual interest, is 
perfected by filing a financing statement as a fixture filing for leased goods 

hat are or are to become fixtures in accordance with the relevant provi- 
sions of Article 9. 


As amended in 1990, 1999 and 2003. 
See Appendix F for material relating to changes made in text in 1990. 


See Appendix I within revised Article 9 for material relating to changes 
made in text in 1999. 


See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 9-313. 

Changes: Revised to reflect leasing terminology and to add new material. 
Purposes: 

1. While Section 9-313 provided a model for this section, certain provisions were 
substantially revised. 

2. Section 2A-309(1)(c), which is new, defines purchase money lease to exclude leases 

here the lessee had possession or use of the goods or the right thereof before the lease 
agreement became enforceable. This term is used in subsection (4)(a) as one of the condi- 

ions that must be satisfied to obtain priority over the conflicting interest of an 
encumbrancer or owner of the real estate. 

3. Section 2A-309(4), which states one of several priority rules found in this section, 
deletes reference to office machines and the like (Section 9-313(4)(c)) as well as certain liens 
(Section 9-313(4)(d)). However, these items are included in subsection (5), another priority 

ule that is more permissive than the rule found in subsection (4) as it applies whether or 
not the interest of the lessor is perfected. In addition, subsection (5)(a) expands the scope o 
he provisions of Section 9-313(4)(c) to include readily removable equipment not primarily 

sed or leased for use in the operation of real estate; the qualifier is intended to exclude 
rom the expanded rule equipment integral to the operation of real estate, e.g., heating and 
air conditioning equipment. 

4. The rule stated in subsection (7) is more liberal than the rule stated in Section 9-313(7) 
in that issues of priority not otherwise resolved in this subsection are left for resolution by 
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he priority rules governing conflicting interests in real estate, as opposed to the Section 
9-313(7) automatic subordination of the security interest in fixtures. Note that, for the 
purpose of this section, where the interest of an encumbrancer or owner of the real estate is 
paramount to the interest of the lessor, the latter term includes the residual interest of the 
essor. 

5. The rule stated in subsection (8) is more liberal than the rule stated in Section 9-313(8) 
in that the right of removal is extended to both the lessor and the lessee and the occasion 
or removal includes expiration, termination or cancellation of the lease agreement, and 
enforcement of rights and remedies under this Article, as well as default. The new language 
also provides that upon removal the goods are free and clear of conflicting interests of own- 
ers and encumbrancers of the real estate. 

6. Finally, subsection (9) provides a mechanism for the lessor of fixtures to perfect its 
interest by filing a financing statement under the provisions of the Article on Secured 

ransactions (Article 9), even though the lease agreement does not create a security 
interest. Section 1-201(37). The relevant provisions of Article 9 must be interpreted permis- 
sively to give effect to this mechanism as it implicitly expands the scope of Article 9 so that 
its filing provisions apply to transactions that create a lease of fixtures, even though the 
ease agreement does not create a security interest. This mechanism is similar to that 
provided in Section 2-326(3)(c) for the seller of goods on consignment, even though the 
consignment is not “intended as security". Section 1-201(37). Given the lack of litigation 

ith respect to the mechanism created for consignment sales, this new mechanism should 
prove effective. 
Cross References: 

Point 1: Section 9-313, 9-334 and 9-604. 

Point 3: Section 9-334. 

Point 4: Section 9-334. 

Point 5: Section 9-604. 

Point 6: Section 1-201 and Section 2-326. 

Definitional Cross References: 

"Agreed". Section 1-201. 

“Cancellation”. Section 2A-103(1)(a). 

“Conforming”. Section 2A-103(1)(c). 

“Consumer lease”. Section 2A-103(1)(f). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Lien”. Section 2A-103(1)(x). 

“Mortgage”. Section 9-105(1)(j). 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Record”. Section 2A-103(1)(cc). 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 

“Termination”. Section 2A-103(1)(hh). 

“Value”. Section 1-204. 


§ 2A-310. Lessor’s and Lessee’s Rights When Goods Become 
Accessions. 


(1) Goods are “accessions” when they are installed in or affixed to other 
goods. 


(2) The interest of a lessor or a lessee under a lease contract entered into 


260 


before the goods became accessions is superior to all interests in the whole 
except as stated in subsection (4). 

(3) The interest of a lessor or a lessee under a lease contract entered into 
at the time or after the goods became accessions is superior to all 
subsequently acquired interests in the whole except as stated in subsec- 

ion (4) but is subordinate to interests in the whole existing at the time the 

lease contract was made unless the holders of such interests in the whole 
have in a record consented to the lease or disclaimed an interest in the 
goods as part of the whole. 

(4) The interest of a lessor or a lessee under a lease contract described in 
subsection (2) or (3) is subordinate to the interest of 

(a) a buyer in the ordinary course of business or a lessee in the 
ordinary course of business of any interest in the whole acquired after 
the goods became accessions; or 

(b) a creditor with a security interest in the whole perfected before the 
lease contract was made to the extent that the creditor makes subsequent 
advances without knowledge of the lease contract. 

(5) When under subsections (2) or (3) and (4) a lessor or a lessee of acces- 
sions holds an interest that is superior to all interests in the whole, the 
lessor or the lessee may (a) on default, expiration, termination, or cancella- 

ion of the lease contract by the other party but subject to the provisions o 
he lease contract and this Article, or (b) if necessary to enforce other 
rights and remedies under this Article, remove the goods from the whole, 
free and clear of all interests in the whole, but the lessor or the lessee 


ust reimburse any holder of an interest in the whole who is not the les- 
see and who has not otherwise agreed for the cost of repair of any physical 
injury but not for any diminution in value of the whole caused by the 
absence of the goods removed or by any necessity for replacing them. A 
person entitled to reimbursement may refuse permission to remove until 
he party seeking removal gives adequate security for the performance o 
his obligation. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 9-314. 
Changes: Revised to reflect leasing terminology and to add new material. 
Purposes: Subsections (1) and (2) restate the provisions of subsection (1) of Section 9-314 
o clarify the definition of accession and to add leasing terminology to the priority rule that 
applies when the lease is entered into before the goods become accessions. Subsection (3) 
estates the provisions of subsection (2) of Section 9-314 to add leasing terminology to the 
priority rule that applies when the lease is entered into on or after the goods become 
accessions. Unlike the rule with respect to security interests, the lease is merely subordi- 
nate, not invalid. 

Subsection (4) creates two exceptions to the priority rules stated in subsections (2) and 
(3). Subsection (4) deletes the special priority rule found in the provisions of Section 
9-314(3)(b) as the interests of the lessor and lessee are entitled to greater protection. 

Finally, subsection (5) is modeled on the provisions of Section 9-314(4) with respect to re- 
moval of accessions, restated to reflect the parallel changes in Section 2A-309(8). 

Neither this section nor Section 9-314 governs where the accession to the goods is not 
subject to the interest of a lessor or a lessee under a lease contract and is not subject to the 
interest of a secured party under a security agreement. This issue is to be resolved by the 
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courts, case by case. 

Unlike the rules governing a security interest under Article 9, there is never a require- 
ment in this Article that a lessor make a public filing to fully protect its interest in the 
eased goods against third party claims. Similarly, a lessor need not make a public filing to 
protect any interest in accessions to those leased goods. Accordingly, priority rules involv- 
ing leased accessions should not be resolved by reference to Article 9’s filing rules. 

Cross References: 

Section 2A-309(8), and Sections 9-102 and 9-335. 
Definitional Cross References: 

“Agreed”. Section 1-201. 

“Buyer in the ordinary course of business”. Section 2A-103(1)(a). 

“Cancellation”. Section 2A-103(1)(a). 

“Creditor”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Holder”. Section 1-201. 

“Knowledge”. Section 1-202. 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 

“Termination”. Section 2A-103(1)(hh). 

“Value”. Section 1-204. 

“Writing”. Section 1-201. 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-311. Priority Subject to Subordination. 


Nothing in this Article prevents subordination by agreement by any 
person entitled to priority. 


As added in 1990. 


Official Comment 

niform Statutory Source: Section 9-316. 
Purposes: The several preceding sections deal with questions of priority. This section is 
inserted to make it entirely clear that a person entitled to priority may effectively agree to 
subordinate the claim. Only the person entitled to priority may make such an agreement: 
he rights of such a person cannot be adversely affected by an agreement to which that 
person is not a party. 
Cross References: 

Section 1-102 and Sections 2A-304 through 2A-310. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Person”. Section 1-201. 


PART 4. PERFORMANCE OF LEASE CONTRACT: 
REPUDIATED, SUBSTITUTED AND EXCUSED 


$ 2A-401. Insecurity: Adequate Assurance of Performance. 


(1) A lease contract imposes an obligation on each party that the other's 
expectation of receiving due performance will not be impaired. 


(2) If reasonable grounds for insecurity arise with respect to the perfor- 
mance of either party, the insecure party may demand in a record ade- 
quate assurance of due performance. Until the insecure party receives that 
assurance, if commercially reasonable the insecure party may suspend any 
performance for which the insecure party has not already received the 
agreed return. 


(3) A repudiation of the lease contract occurs if assurance of due perfor- 

ance adequate under the circumstances of the particular case is not 
provided to the insecure party within a reasonable time, not to exceed 30 
days after receipt of a demand by the other party. 


(4) Between merchants, the reasonableness of grounds for insecurity and 
he adequacy of any assurance offered must be determined according to 
commercial standards. 


(5) Acceptance of any nonconforming delivery or payment does not preju- 
dice the aggrieved party's right to demand adequate assurance of future 
performance. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-609. 
Changes: Revised to reflect leasing practices and terminology. Note that in the analogue to 
subsection (3) (Section 2-609(4)), the adjective “justified” modifies demand. The adjective 

as deleted here as unnecessary, implying no substantive change. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

"Agreed". Section 1-201. 

“Between merchants". Section 2-104(3). 

“Conforming”. Section 2A-103(1)(c). 

“Delivery”. Section 2A-103(1)(g). 

“Lease contract”. Section 2A-103(1)(r). 

“Party”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Receipt”. Section 2-103(1)(c). 

“Record”. Section 2A-103(1)(cc). 

“Rights”. Section 1-201. 


§ 2A-402. Anticipatory Repudiation. 
(1) If either party repudiates a lease contract with respect to a perfor- 
mance not yet due under the lease contract, the loss of which performance 
ill substantially impair the value of the lease contract to the other, the 
aggrieved party may: 
(a) for a commercially reasonable time, await retraction of repudiation 
and performance by the repudiating party; 
(b) make demand pursuant to Section 2A-401 and await assurance o 
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future performance adequate under the circumstances of the particular 
case; or 


(c) resort to any right or remedy upon default under the lease contract 
or this Article, even if the aggrieved party has notified the repudiating 
party that the aggrieved party would await the repudiating party’s per- 
formance and assurance and has urged retraction. In addition, whether 
or not the aggrieved party is pursuing one of the foregoing remedies, the 
aggrieved party may suspend performance or, if the aggrieved party is 
the lessor, proceed in accordance with the provisions of this Article on 
the lessor’s right to identify goods to the lease contract notwithstanding 
default or to salvage unfinished goods under Section 2A-524. 


(2) Repudiation includes language that a reasonable person would 
interpret to mean that the other person will not or cannot make a perfor- 

ance still due under the contract or voluntary, affirmative conduct that 

ould appear to a reasonable party to make a future performance by the 
other party impossible. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-610. 
Changes: Revised to reflect leasing practices and terminology. 

Subsection (2), provides guidance on when a party can be considered to have repudiated 
a performance obligation based upon the Restatement (Second) of Contracts § 250 and does 
not purport to be an exclusive statement of when a repudiation has occurred. Repudiation 
centers upon an overt communication of intention, actions which render performance 
impossible, or a demonstration of a clear determination not to perform. Repudiation does 
not require that performance be made utterly impossible, rather, actions which reasonably 
indicate rejection of the performance obligation suffice. Failure to provide adequate assur- 
ance of due performance under Section 2A-401 also operates as a repudiation. 
Cross Reference: 

Section 2A-401. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessor”. Section 2A-103(1)(v). 

“Notifies”. Section 1-201. 

“Party”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Value”. Section 1-204. 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-403. Retraction of Anticipatory Repudiation. 

(1) Until the repudiating party’s next performance is due, the repudiat- 
ing party can retract the repudiation unless, since the repudiation, the ag- 
grieved party has cancelled the lease contract or materially changed the 
aggrieved party's position or otherwise indicated that the aggrieved party 
considers the repudiation final. 
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(2) Retraction may be by any method that clearly indicates to the ag- 
erieved party that the repudiating party intends to perform under the 


(3) Retraction reinstates a repudiating party's rights under a lease 
contract with due excuse and allowance to the aggrieved party for any 
delay occasioned by the repudiation. 


Official Comment 

niform Statutory Source: Section 2-611. 
Changes: Revised to reflect leasing practices and terminology. Note that in the analogue to 
subsection (2) (Section 2-611(2)) the adjective “justifiably” modifies demanded. The adjec- 
db was deleted here (as it was in Section 2A-401) as unnecessary, implying no substantive 
change. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Cancellation”. Section 2A-103(1)(a). 

“Lease contract”. Section 2A-103(1)(r). 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2A-404. Substituted Performance. 


(1) If without fault of the lessee, the lessor and the supplier, the agreed 
berthing, loading, or unloading facilities fail or the agreed type of carrier 
becomes unavailable or the agreed manner of performance otherwise 
becomes commercially impracticable, but a commercially reasonable 
substitute is available, the substitute performance must be tendered and 


accepted. 
(2) If the agreed means or manner of payment fails because of domestic 
or foreign governmental regulation: 

(a) the lessor may withhold or stop delivery or cause the supplier to 
withhold or stop delivery unless the lessee provides a means or manner 
of payment that is commercially a substantial equivalent; and 

(b) if delivery has already been taken, payment by the means or in the 
manner provided by the regulation discharges the lessee’s obligation un- 
less the regulation is discriminatory, oppressive, or predatory. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-614. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 

"Agreed". Section 1-201. 

“Delivery”. Section 2A-103(1)(g). 

“Fault”. Section 2A-103(1)(k). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

"Supplier". Section 2A-103(1)(ff). 


§ 2A-405. Excused Performance. 


Subject to Section 2A-404 on substituted performance, the following 
rules apply: 
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(a) Delay in performance or nonperformance in whole or in part by a 
lessor or a supplier that complies with paragraphs (b) and (c) is not a 
default under the lease contract if performance as agreed has been made 
impracticable by the occurrence of a contingency the nonoccurrence o 
which was a basic assumption on which the lease contract was made or 
by compliance in good faith with any applicable foreign or domestic 
governmental regulation or order, whether or not the regulation or order 
later proves to be invalid. 

(b) If the causes mentioned in paragraph (a) affect only part of the les- 
sor’s or the supplier’s capacity to perform, the lessor or supplier shall al- 
locate production and deliveries among customers but at the lessor’s or 
supplier’s option may include regular customers not then under contract 
for sale or lease as well as the lessor’s or supplier’s own requirements for 
further manufacture. The lessor or supplier may so allocate in any man- 
ner that is fair and reasonable. 

(c) The lessor seasonably shall notify the lessee and in the case of a 
finance lease the supplier seasonably shall notify the lessor and the les- 
see, if known, that there will be delay or nonperformance and, if alloca- 
tion is required under paragraph (b), of the estimated quota thus made 
available for the lessee. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-615. 

Changes: Revised to reflect leasing practices and terminology. 

Although the section has been expanded beyond the context of delivery to apply to delay 
in performance or nonperformance, it does not apply unless the lessor’s delay or nonperfor- 
mance would otherwise constitute a default under the lease contract. 

The section by its terms applies only to lessors, although the rationale might in an ap- 
propriate case apply and entitle a lessee to an excuse. In a finance lease that is not a 
consumer lease, however, the statutory “hell or high water” provision of Section 2A-407 
precludes the lessee from claiming the excuse. 

Definitional Cross References: 

"Agreed". Section 1-201. 

“Contract”. Section 1-201. 

“Delivery”. Section 2A-103(1)(g). 

“Finance lease". Section 2A-103(1)(1). 

“Good faith". Sections 2A-103(1)(m). 

“Knows”. Section 1-201. 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notifies”. Section 1-201 

“Sale”. Section 2-106(1). 

“Seasonably”. Section 1-204(3). 

“Supplier”. Section 2A-103(1)(ff). 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-406. Procedure on Excused Performance. 
(1) If the lessee receives notification of a material or indefinite delay or 
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an allocation justified under Section 24-405, the lessee may by notification 
in a record to the lessor as to any goods involved, and with respect to all o 
he goods if under an installment lease contract the value of the whole 
lease contract is substantially impaired (Section 2A-510): 


(a) terminate the lease contract (Section 2A-505(2)); or 


(b) except in a finance lease that is not a consumer lease, modify the 
lease contract by accepting the available quota in substitution, with due 
allowance from the rent payable for the balance of the lease term for the 
deficiency but without further right against the lessor. 


(2) If, after receipt of a notification from the lessor under Section 24-405, 
he lessee fails so to modify the lease agreement within a reasonable time 
not exceeding 30 days, the lease contract is terminated with respect to any 
performance affected. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-616(1) and (2). 
Changes: Revised to reflect leasing practices and terminology. Note that subsection 1(a) al- 
ows the lessee under a lease, including a finance lease, the right to terminate the lease for| 
excused performance (Sections 2A-404 and 24-405). However, subsection 1(b), which allows 
he lessee the right to modify the lease for excused performance, excludes a finance lease 
hat is not a consumer lease. This exclusion is compelled by the same policy that led to cod- 
ification of provisions with respect to irrevocable promises. Section 24-407. 
Definitional Cross References: 

“Consumer lease". Section 2A-103(1)(f). 

“Delivery”. Section 2A-103(1)(g). 

“Finance lease". Section 2A-103(1)(1). 

“Goods”. Section 2A-103(1)(n). 

“Installment lease contract”. Section 2A-103(1)(0). 

“Lease agreement". Section 2A-103(1)(q). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notice”. Section 1-202. 

“Reasonable time”. Section 1-205. 

“Receipt”. Section 2-103(1)(c). 

“Record”. Section 2A-103(1)(cc). 

“Rights”. Section 1-201. 

“Termination”. Section 2A-103(1)(hh). 

“Value”. Section 1-204. 


§ 2A-407. Irrevocable Promises: Finance Leases. 


(1) In the case of a finance lease that is not a consumer lease the lessee’s 
promises under the lease contract become irrevocable and independent 
pon the lessee’s acceptance of the goods. 
(2) A promise that has become irrevocable and independent under 
subsection (1): 
(a) is effective and enforceable between the parties, and by or against 
third parties including assignees of the parties; and 
(b) is not subject to cancellation, termination, modification, repudia- 
tion, excuse, or substitution without the consent of the party to whom 
the promise runs. 
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(3) This section does not affect the validity under any other law of a cov- 
enant in any lease contract making the lessee’s promises irrevocable and 
independent upon the lessee’s acceptance of the goods. 


Official Comment 
niform Statutory Source: None. 
Purposes: 

1. This section extends the benefits of the classic “hell or high water” clause to a finance 
ease that is not a consumer lease. This section is self-executing; no special provision need 
be added to the contract. This section makes covenants in a finance lease irrevocable and 
independent due to the function of the finance lessor in a three party relationship: the les- 
see is looking to the supplier to perform the essential covenants and warranties. Section 
2A-209. Thus, upon the lessee’s acceptance of the goods the lessee’s promises to the lessor 

nder the lease contract become irrevocable and independent. The provisions of this section 
emain subject to the obligation of good faith (Sections 2A-103(4) and 1-203), and the les- 
see’s revocation of acceptance (Section 2A-517). 

2. The section requires the lessee to perform even if the lessor’s performance after the 
essee’s acceptance is not in accordance with the lease contract; the lessee may, however, 
have and pursue a cause of action against the lessor, e.g., breach of certain limited warran- 
ies (Sections 2A-210 and 2A-211(1)). This is appropriate because the benefit of the sup- 
plier’s promises and warranties to the lessor under the supply contract and, in some cases, 
he warranty of a manufacturer who is not the supplier, is extended to the lessee under the 

nance lease. Section 24-209. Despite this balance, this section excludes a finance lease 
hat is a consumer lease. That a consumer be obligated to pay notwithstanding defective 
goods or the like is a principle that is not tenable under case law (Unico v. Owen, 50 N.J. 
101, 232 A.2d 405 (1967)), state statute (Unif.Consumer Credit Code $8 3.403—.405, 7A 

.L.A. 126-31 (1974)), or federal statute (15 U.S.C. 8 1666i (1982)). 

3. The relationship of the three parties to a transaction that qualifies as a finance lease is 
best demonstrated by a hypothetical. A, the potential lessor, has been contacted by B, the 
potential lessee, to discuss the lease of an expensive line of equipment that B has recently 
placed an order for with C, the manufacturer of such goods. The negotiation is completed 
and A, as lessor, and B, as lessee, sign a lease of the line of equipment for a 60-month term. 
B, as buyer, assigns the purchase order with C to A. If this transaction creates a lease 
(Section 2A-103(1)), this transaction should qualify as a finance lease. Section 2A-103(1) 
(g). 

4. The line of equipment is delivered by C to B’s place of business. After installation by C 
and testing by B, B accepts the goods by signing a certificate of delivery and acceptance, a 
copy of which is sent by B to A and C. One year later the line of equipment malfunctions 
and B falls behind in its manufacturing schedule. 

5. Under this Article, because the lease is a finance lease, no warranty of fitness or 
merchantability is extended by A to B. Sections 2A-212(1) and 2A-213. Absent an express 
provision in the lease agreement, application of Section 2A-210 or Section 2A-211(1), or ap- 
plication of the principles of law and equity, including the law with respect to fraud, 
duress, or the like (Sections 2A-103(4) and 1-103), B has no claim against A. B's obligation 
o pay rent to A continues as the obligation became irrevocable and independent when B 
accepted the line of equipment (Section 2A-407(1)). B has no right of set-off with respect to 
any part of the rent still due under the lease. Section 2A-508(6). However, B may have an- 
other remedy. Despite the lack of privity between B and C (the purchase order with C hav- 
ing been assigned by B to A), B may have a claim against C. Section 2A-209(1). 

6. This section does not address whether a “hell or high water" clause, i.e., a clause that 
is to the effect of this section, is enforceable if included in a finance lease that is a consumer 
ease or a lease that is not a finance lease. That issue will continue to be determined by the 
acts of each case and other law which this section does not affect. Sections 24-104, 2A- 
103(4), 9-206 and 9-318. However, with respect to finance leases that are not consumer 
eases courts have enforced “hell or high water" clauses. In re O.P.M. Leasing Servs., 21 
Bankr. 993, 1006 (Bankr.S.D.N.Y.1982). 

7. Subsection (2) further provides that a promise that has become irrevocable and inde- 
pendent under subsection (1) is enforceable not only between the parties but also against 
hird parties. Thus, the finance lease can be transferred or assigned without disturbing 
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enforceability. Further, subsection (2) also provides that the promise cannot, among other 
hings, be cancelled or terminated without the consent of the lessor. 
Cross References: 

Point 1: Sections 1-203 and Sections 24-103, 24-209, and 2A-517. 

Point 2: Sections 2A-209, 24-210, and 2A-211. 

Point 3: Section 24-103. 

Point 5: Section 1-203 and Sections 24-209, 24-210, 2A-211, 24-212, 2A-213, 24-407, 2A- 
508. 

Point 6: Sections 24-103, 24-104 and Sections 9-403 and 9-404. 
Definitional Cross References: 

“Cancellation”. Section 2A-103(1)(a). 

“Consumer lease". Section 2A-103(1)(f). 

“Finance lease". Section 2A-103(1)(1). 

*Goods". Section 2A-103(1)(n). 

“Lease contract". Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Party”. Section 1-201. 

“Termination”. Section 2A-103(1)(hh). 


PART 5. DEFAULT 
A. IN GENERAL 


§ 2A-501. Default: Procedure. 

(1) Whether the lessor or the lessee is in default under a lease contract 
is determined by the lease agreement and this Article. 

(2) If the lessor or the lessee is in default under the lease contract, the 
party seeking enforcement has rights and remedies as provided in this 
Article and, except as limited by this Article, as provided in the lease 
agreement. 

(3) If the lessor or the lessee is in default under the lease contract, the 
party seeking enforcement may reduce the party’s claim to judgment, or 
otherwise enforce the lease contract by self-help or any available judicial 
procedure or nonjudicial procedure, including administrative proceeding, 
arbitration, or the like, in accordance with this Article. 

(4) Except as otherwise provided in Section 1-305(a) or this Article or 
he lease agreement, the rights and remedies referred to in subsections (2) 
and (3) are cumulative. 

(5) If the lease agreement covers both real property and goods, the party 
seeking enforcement may proceed under this Part as to the goods, or under 
other applicable law as to both the real property and the goods in accor- 
dance with that party’s rights and remedies in respect of the real property, 
in which case this Part does not apply. 


As amended in 2005. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 
niform Statutory Source: Section 9-501. 
Changes: Substantially revised. 
Purposes: 
1. Subsection (1) is new and represents a departure from the Article on Secured Transac- 
ions (Article 9) as the subsection makes clear that whether a party to the lease agreement 
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is in default is determined by this Article as well as the agreement. Sections 2A-508 and 
2A-523. It further departs from Article 9 in recognizing the potential default of either 
party, a function of the bilateral nature of the obligations between the parties to the lease 
contract. 

2. Subsection (2) is a version of the first sentence of Section 9-501(1), revised to reflect, 
easing terminology. 

3. Subsection (3), an expansive version of the second sentence of Section 9-501(1), lists 
he procedures that may be followed by the party seeking enforcement; in effect, the scope 

of the procedures listed in subsection (3) is consistent with the scope of the procedures 
available to the foreclosing secured party. 
4. Subsection (4) establishes that the parties’ rights and remedies are cumulative. DeKoven, 
eases of Equipment: Puritan Leasing Company v. August, A Dangerous Decision, 12 U.S.F. 
L.Rev. 257, 276-80 (1978). Cumulation, and largely unrestricted selection, of remedies is 
allowed in furtherance of the general policy of the Commercial Code, stated in Section 
1-106, that remedies be liberally administered to put the aggrieved party in as good a posi- 
ion as if the other party had fully performed. Therefore, cumulation of, or selection among, 
emedies is available to the extent necessary to put the aggrieved party in as good a posi- 
ion as it would have been in had there been full performance. However, cumulation of, or 
selection among, remedies is not available to the extent that the cumulation or selection 

ould put the aggrieved party in a better position than it would have been in had there 
been full performance by the other party. 

5. Section 9-501(3), which, among other things, states that certain rules, to the extent 
hey give rights to the debtor and impose duties on the secured party, may not be waived or 
aried, was not incorporated in this Article. Given the significance of freedom of contract in| 
he development of the common law as it applies to bailments for hire and the lessee's lack 

of an equity of redemption, there was no reason to impose that restraint. 
Cross References: 

Point 1: Sections 2A-508 and 24-532. 

Point 2: Section 9-601. 

Point 3: Section 9-601. 

Point 4: Section 1-103. 

Point 5: Section 9-602. 

Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 

“Lease agreement”. Section 2A-103(1)(q). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2A-502. Notice after Default. 


Except as otherwise provided in this Article or the lease agreement, the 
lessor or lessee in default under the lease contract is not entitled to notice 
of default or notice of enforcement from the other party to the lease 
agreement. 


Official Comment 
niform Statutory Source: None. 

Purposes: This section makes clear that absent agreement to the contrary or provision in 
his Article to the contrary, e.g., Section 2A-516(3)(a), the party in default is not entitled to 
otice of default or enforcement. While a review of Part 5 of Article 9 leads to the same 

conclusion with respect to giving notice of default to the debtor, it is never stated. Although 

Article 9 requires notice of disposition and strict foreclosure, the different scheme of lessors’ 

and lessees’ rights and remedies developed under the common law, and codified by this 

Article, generally does not require notice of enforcement; furthermore, such notice is not 
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mandated by due process requirements. However, certain sections of this Article do require 
notice. E.g., Section 24-5472) 2A-517(4). Previous incorrect cross reference corrected by Per- 
anent Editorial Board, November 1992. 
Cross References: 
Sections 2A-516(3)(a), 2A-517(4), and Article 9. 
Definitional Cross References: 
“Lease agreement". Section 2A-103(1)(q). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Notice”. Section 1-202. 
“Party”. Section 1-201. 


§ 2A-503. Modification or Impairment of Rights and Remedies. 

(1) Except as otherwise provided in this Article, the lease agreement 

ay include rights and remedies for default in addition to or in substitu- 
ion for those provided in this Article and may limit or alter the measure 
of damages recoverable under this Article. 

(2) Resort to a remedy provided under this Article or in the lease agree- 

ent is optional unless the remedy is expressly agreed to be exclusive. I 
circumstances cause an exclusive or limited remedy to fail of its essential 
purpose, or provision for an exclusive remedy is unconscionable, remedy 

ay be had as provided in this Article. 

(3) Consequential damages may be liquidated under Section 2A-504, or 

ay otherwise be limited, altered, or excluded unless the limitation, 
alteration, or exclusion is unconscionable. Limitation, alteration, or exclu- 


sion of consequential damages for injury to the person in the case o 

consumer goods is prima facie unconscionable but limitation, alteration, or 

exclusion of damages where the loss is commercial is not prima facie 
nconscionable. 


(4) Rights and remedies on default by the lessor or the lessee with re- 
spect to any obligation or promise collateral or ancillary to the lease 
contract are not impaired by this Article. 


Official Comment 

niform Statutory Source: Sections 2-719 and 2-701. 
Changes: Rewritten to reflect lease terminology and to clarify the relationship between 
his section and Section 2A-504. 
Purposes: 

1. A significant purpose of this Part is to provide rights and remedies for those parties to 
a lease who fail to provide them by agreement or whose rights and remedies fail of their es- 
sential purpose or are unenforceable. However, it is important to note that this implies no 
estriction on freedom to contract. Sections 2A-103(4) and 1-102(3). Thus, subsection (1), a 
evised version of the provisions of Section 2-719(1), allows the parties to the lease agree- 
ment freedom to provide for rights and remedies in addition to or in substitution for those 
provided in this Article and to alter or limit the measure of damages recoverable under this 
Article. Except to the extent otherwise provided in this Article (e.g., Sections 2A-105, 106 
and 108(1) and (2)), this Part shall be construed neither to restrict the parties’ ability to 
provide for rights and remedies or to limit or alter the measure of damages by agreement, 
or to imply disapproval of rights and remedy schemes other than those set forth in this 
Part. 

2. Subsection (2) makes explicit with respect to this Article what is implicit in Section. 
2-719 with respect to the Article on Sales (Article 2): if an exclusive remedy is held to be 
nconscionable, remedies under this Article are available. Section 2-719 official comment 1. 
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3. Subsection (3), a revision of Section 2-719(3), makes clear that consequential damages 

may also be liquidated. Section 2A-504(1). 

4. Subsection (4) is a revision of the provisions of Section 2-701. This subsection leaves 
he treatment of default with respect to obligations or promises collateral or ancillary to 
he lease contract to other law. Sections 2A-103(4) and 1-103. An example of such an 

obligation would be that of the lessor to the secured creditor which has provided the funds 
o leverage the lessor’s lease transaction; an example of such a promise would be that o 
he lessee, as seller, to the lessor, as buyer, in a sale-leaseback transaction. 

Cross References: 

Point 1: Sections 1-102, 1-103, Section 2-719 and Sections 2A-103, 2A-105, 2A-106, 2A- 
108. 

Point 2: Section 2-719. 

Point 3: Section 2-719 and Section 2A-504. 

Point 4: Section 1-103, Section 2-701 and Section 2A-108. 

Definitional Cross References: 

"Agreed". Section 1-201. 

“Consumer goods". Section 9-109(1). 

“Lease agreement”. Section 2A-103(1)(q). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Person”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2A-504. Liquidation of Damages. 

(1) Damages payable by either party for default, or any other act or 
omission, including indemnity for loss or diminution of anticipated tax 
benefits or loss or damage to lessor’s residual interest, may be liquidated 
in the lease agreement but only at an amount or by a formula that is rea- 
sonable in light of the then anticipated harm caused by the default or 
other act or omission. Section 2A-503 determines the enforceability of a 
erm that limits but does not liquidate damages. 

(2) If the lease agreement provides for liquidation of damages, and such 
provision does not comply with subsection (1), or such provision is an 
exclusive or limited remedy that circumstances cause to fail of its essential 
purpose, remedy may be had as provided in this Article. 

(3) If the lessor justifiably withholds delivery of goods or stops perfor- 

ance because of the lessee’s default or insolvency, the lessee is entitled to 
restitution of any amount by which the sum of the lessee’s payments 


liquidating the lessor’s damages in accordance with subsection (1). 
(4) A lessee’s right to restitution under subsection (3) is subject to offset 
o the extent the lessor establishes: 
(a) a right to recover damages under the provisions of this Article 
other than subsection (1); and 
(b) the amount or value of any benefits received by the lessee directly 
or indirectly by reason of the lease contract. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 
Official Comment 


1. Many leasing transactions are predicated on the parties’ ability to agree to an ap- 
propriate amount of damages or formula for damages in the event of default or other act or 
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exible to accommodate this practice. Thus, consistent with the common law emphasis 
upon freedom to contract with respect to bailments for hire, this section has created a 
evised rule that allows greater flexibility with respect to leases of goods. 

2. Subsection (1), also in variance to the provisions of Section 2-718(1), provides for 
iquidation of damages in the lease agreement not only at a stated amount but also by a 
ormula. Section 2-718(1) does not by its express terms include liquidation by a formula; 
his difference was compelled by modern leasing practice. Subsection (1), also in variance 

ith Section 2-718(1), provides for liquidation of damages for default as well as any other 
act or omission. 

3. A liquidated damages formula that is common in leasing practice provides that the 
sum of lease payments past due, accelerated future lease payments, and the lessor's 
estimated residual interest, less the net proceeds of disposition (whether by sale or re- 
ease) of the leased goods is the lessor's damages. Tax indemnities, costs, interest and at- 
orney's fees are also added to determine the lessor's damages. Another common liquidated) 
damages formula utilizes a periodic depreciation allocation as a credit to the aforesaid 
amount in mitigation of a lessor's damages. A third formula provides for a fixed number o 
periodic payments as a means of liquidating damages. Stipulated loss or stipulated damage 
schedules are also common. Whether these formulae are enforceable will be determined in 
he context of each case by applying a standard of reasonableness in light of the harm 
anticipated when the formula was agreed to. Whether the inclusion of these formulae will 
affect the classification of the transaction as a lease or a security interest is to be determined 
by the facts of each case. Section 1-201(37). E.g., In re Noack, 44 Bankr. 172, 174—75 
(Bankr.E.D.Wis.1984). 

4. This section does not incorporate two other tests that under sales law determine 
enforceability of liquidated damages in a consumer sale, i.e., difficulties of proof of loss and 
inconvenience or nonfeasibility of otherwise obtaining an adequate remedy. The ability to 
iquidate damages is critical to modern leasing practice; given the parties' freedom to 
contract at common law, the policy behind retaining these two additional requirements 
here was thought to be outweighed. Further, given the expansion of subsection (1) to en- 
able the parties to liquidate the amount payable with respect to an indemnity for loss or 
diminution of anticipated tax benefits resulted in another change: the last sentence o 
Section 2-718(1), providing that a term fixing unreasonably large liquidated damages is 

oid as a penalty, was also not incorporated. The impact of local, state and federal tax laws 
on a leasing transaction can result in an amount payable with respect to the tax indemnity 
many times greater than the original purchase price of the goods. By deleting the reference 
o unreasonably large liquidated damages the parties are free to negotiate a formula, 
estrained by the rule of reasonableness in this section. These changes should invite the 
parties to liquidate damages. Peters, Remedies for Breach of Contracts Relating to the Sale 
of Goods Under the Uniform Commercial Code: A Roadmap for Article Two, 73 Yale L.J. 
199, 278 (1963). 

5. Subsection (2), a revised version of Section 2-719(2), provides that if the liquidated 
damages provision is not enforceable or fails of its essential purpose, remedy may be had as 
provided in this Article. 

6. The lessee is entitled to restitution to the extent the lessee's payments exceed the 
amounts to which the lessor is entitled under a term limiting or liquidating damages that 
is enforceable under subsection (1). In the absence of such a term, pursuant to subsection 
(4), a lessor that withholds or stops performance under subsection (3) may retain payments 
made by the lessee, which would include any deposit or down payment, but only to the 
extent the lessor is able to prove damages. 

Cross References: 

Point 1: Sections 2-718. 

Point 2: Section 2-718. 

Point 4: Section 2-718. 

Point 5: Section 2-719. 

Definitional Cross References: 

“Consumer lease". Section 2A-103(1)(f). 

“Delivery”. Section 2A-103(1)(g). 

“Goods”. Section 2A-103(1)(n). 
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“Insolvent”. Section 1-201. 
“Lease agreement”. Section 2A-103(1)(q). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Lessor’s residual interest”. Section 2A-103(1)(w). 
“Party”. Section 1-201. 
“Present value". Section 2A-103(1)(aa). 
“Remedy”. Section 1-201. 
"Rights". Section 1-201. 
"Term". Section 1-201. 
“Value”. Section 1-204. 

As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-505. Cancellation and Termination and Effect of 
Cancellation, Termination, Rescission, or Fraud on 
Rights and Remedies. 

(1) On cancellation of the lease contract, all obligations that are still ex- 
ecutory on both sides are discharged, but any right based on prior default 
or performance survives, and the cancelling party also retains any remedy 
for default of the whole lease contract or any unperformed balance. 

(2) On termination of the lease contract, all obligations that are still ex- 
ecutory on both sides are discharged but any right based on prior default 
or performance survives. 


(3) Unless the contrary intention clearly appears, expressions of “cancel- 


» 66. 


lation,” “rescission,” or the like of the lease contract may not be construed 
as a renunciation or discharge of any claim in damages for an antecedent 
default. 


(4) Rights and remedies for material misrepresentation or fraud include 
all rights and remedies available under this Article for default. 


(5) Neither rescission nor a claim for rescission of the lease contract nor 
rejection or return of the goods may bar or be deemed inconsistent with a 
claim for damages or other right or remedy. 


Official Comment 

niform Statutory Source: Sections 2-106(3) and (4), 2-720 and 2-721. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 

“Cancellation”. Section 2A-103(1)(a). 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Termination”. Section 2A-103(1)(hh). 


§ 2A-506. Statute of Limitations. 

(1) An action for default under a lease contract, including breach of war- 
ranty or indemnity, must be commenced within four years after the cause 
of action accrued. Except in a consumer lease or an action for indemnity, 
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he original lease agreement may reduce the period of limitations to not 
less than one year. 

(2) A cause of action for default accrues when the act or omission on 

hich the default or breach of warranty is based is or should have been 
discovered by the aggrieved party, or when the default occurs, whichever 
is later. A cause of action for indemnity accrues when the act or omission 
on which the claim for indemnity is based is or should have been discovered 
by the indemnified party, whichever is later. 

(3) If an action commenced within the time limited by subsection (1) is 
so terminated as to leave available a remedy by another action for the 
same default or breach of warranty or indemnity, the other action may be 
commenced after the expiration of the time limited and within six months 
after the termination of the first action unless the termination resulted 
from voluntary discontinuance or from dismissal for failure or neglect to 
prosecute. 

(4) This section does not alter the law on tolling of the statute of limita- 

ions nor does it apply to causes of action that have accrued before this 
ticle becomes effective. 


As amended in 2003. 


See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
1. Subsection (1) does not incorporate the limitation found in Section 2-725(1) prohibiting 
he parties from extending the period of limitation. Breach of warranty and indemnity 
claims often arise in a lease transaction; with the passage of time such claims often dimin- 


sh or are eliminated. To encourage the parties to commence litigation under these circum- 
stances makes little sense. 

2. As amended, subsection (1) now contains the similar limitations contained in amended 

Section 2-725, which restricts the parties right to reduce the four year limitation period in 
he consumer lease. 

3. Subsection (2) states two rules for determining when a cause of action accrues. With 
espect to default, the rule of Section 2-725(2) is not incorporated in favor of a more liberal 
ule of the later of the date when the default occurs or when the act or omission on which it 

is based is or should have been discovered. With respect to indemnity, a similarly liberal 


Point 1: Sections 2-725. 
Point 2: Sections 2-725. 
Point 3: Sections 2-725. 

Definitional Cross References: 
“Action”. Section 1-201. 
“Agerieved party". Section 1-201. 
“Lease contract". Section 2A-103(1)(r). 
“Party”. Section 1-201. 
“Remedy”. Section 1-201. 
“Termination”. Section 2A-103(1)(hh). 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-507. Proof of Market Rent: Time and Place. 
(1) Damages based on market rent (Section 2A-519 or 2A-528) are 
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determined according to the rent for the use of the goods concerned for a 
lease term identical to the remaining lease term of the original lease 
agreement and prevailing at the times specified in Sections 2A-519 and 
2A-528. 

(2) If evidence of rent for the use of the goods concerned for a lease term 
identical to the remaining lease term of the original lease agreement and 
prevailing at the times or places described in this Article is not readily 
available, the rent prevailing within any reasonable time before or after 

he time described or at any other place or for a different lease term which 

in commercial judgment or under usage of trade would serve as a reason- 
able substitute for the one described may be used, making any proper al- 
lowance for the difference, including the cost of transporting the goods to 
or from the other place. 

(3) Evidence of a relevant rent prevailing at a time or place or for a lease 

erm other than the one described in this Article offered by one party is 
mot admissible unless and until he [or she] has given the other party no- 
ice the court finds sufficient to prevent unfair surprise. 

(4) If the prevailing rent or value of any goods regularly leased in any 
established market is in issue, reports in official publications or trade 
journals or in newspapers or periodicals of general circulation published as 

he reports of that market are admissible in evidence. The circumstances 
of the preparation of the report may be shown to affect its weight but not 
its admissibility. 

Official Comment 

niform Statutory Source: Sections 2-723 and 2-724. 

Changes: Revised to reflect leasing practices and terminology. Sections 2A-519 and 2A-528 
specify the times as of which market rent is to be determined. 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Notice”. Section 1-201(25). 

“Party”. Section 1-201(29). 

“Reasonable time”. Section 1-204(1) and (2). 

“Usage of trade”. Section 1-205. 

“Value”. Section 1-201(44). 


§ 2A-507A. Right to Specific Performance or Replevin or the Like. 

(1) Specific performance may be decreed if the goods are unique or in 
other proper circumstances. In a contract other than a consumer lease, 
specific performance may be decreed if the parties have agreed to that 
remedy. However, even if the parties agree to specific performance, specific 
performance may not be decreed if the breaching party’s sole remaining 
contractual obligation is the payment of money. 

(2) A decree for specific performance may include any terms and condi- 
ions as to payment of the rent, damages, or other relief that the court 
deems just. 

(3) A lessee has a right of replevin or similar remedy for goods identified 
o the lease contract if after reasonable effort the lessee is unable to effect 
cover for those goods or the circumstances reasonably indicate that the ef- 
fort will be unavailing. 


egislative Note: To maintain its relative position in this Act, Section 2A-507A may have to 
be renumbered according to the convention used by a particular state. For example, in some 
tates it may be designated as 2A-507.1. 


As added in 2003 and amended in 2005. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. This provision has been moved from its former location, Section 2A-521, because it has 
been amended to give rights to both lessors and lessees. Section 24-521 is in Part B (Default 
by Lessor). This provision is now placed in the general default provisions. 

2. Subsection (1) provides that a court may decree specific performance if the parties 
have agreed to that remedy. The parties’ agreement to specific performance can be enforced 
even if legal remedies are entirely adequate. Even in a commercial contract, the third 
sentence of subsection (1) prevents the aggrieved party from obtaining specific performance 
if the only obligation of the party in breach is the payment of money. Whether a lessee is 
obligated to pay the price is determined by Section 24-529, not by this section. 

Nothing in this section constrains the court's exercise of its equitable discretion to decide 

hether to enter a decree for specific performance or to determine the conditions or terms 
of the decree. This section assumes that the decree for specific performance is conditioned 
on a tender of full performance by the party that seeks the remedy. 
Cross References: 

Point 1: Section 2A-521. 

Point 2: Section 2-709. 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(q). 

“Notice”. Section 1-202. 

“Party”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Usage of trade”. Section 1-303. 

“Value”. Section 1-204. 


As added in 2003. 
B. DEFAULT BY LESSOR 


§ 2A-508. Lessee’s Remedies. 


(1) If a lessor fails to deliver the goods in conformity to the lease contract 
or repudiates the contract, or a lessee rightfully rejects the goods or justifi- 
ably revokes acceptance of the goods, the lessor is in default under the 
lease contract, and the lessee may do one or more of the following: 


(a) cancel the lease contract; 


(b) recover so much of the rent and security as has been paid and is 
just under the circumstances; 


(c) cover and obtain damages under Section 2A-518; 

(d) recover damages for nondelivery under Section 2A-519(1); 

(e) if an acceptance of goods has not been justifiably revoked, recover 
damages for default with regard to accepted goods under Section 
2A-519(3) and (4); 

(f) enforce a security interest under subsection (4); 

(g) recover identified goods under Section 2A-522; 


(h) obtain specific performance or obtain the goods by replevin or sim- 
ilar remedy under Section 2A-507A; 
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(i) recover liquidated damages under Section 2A-504; 

( enforce limited remedies under Section 2A-503; 

(k) exercise any other right or pursue any other remedy as provided in 
the lease contract. 

(2) If a lessor is otherwise in default under a lease contract, the lessee 

ay exercise the rights and pursue the remedies provided in the lease 
TOU which may include a right to cancel the lease, and in Section 2A- 
519(3). 

(3) If a lessor has breached a warranty, whether express or implied, the 
lessee may recover damages (Section 2A-519(4)). 

(4) On rightful rejection or justifiable revocation of acceptance, a lessee 
has a security interest in goods in the lessee's possession or control for any 
rent and security that has been paid and any expenses reasonably incurred 
in their inspection, receipt, transportation, and care and custody and may 
hold those goods and dispose of them in good faith and in a commercially 
reasonable manner, subject to Section 2A-527(5). 

(5) Subject to the provisions of Section 2A-407, a lessee, on notifying the 
lessor of the lessee's intention to do so, may deduct all or any part of the 
damages resulting from any default under the lease contract from any part 
of the rent still due under the same lease contract. 


As amended in 2003 and 2005. 


See Appendix U for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. This section is an index to Sections 24-503 through 2A-505 and 24-509 through 
24-522 which set out the lessee's rights and remedies after the lessor's default. The lessor 
and the lessee can agree to modify the rights and remedies available under this Article; 
hey can, among other things, provide that for defaults other than those specified in subsec- 
ion (1) the lessee can exercise the rights and remedies referred to in subsection (1); and 
hey can create a new scheme of rights and remedies triggered by the occurrence of the 

default. Sections 2A-103(4) and 1-302. 
2. Subsection (1), a substantially rewritten version of the provisions of Section 2-711(1), 
ists the cumulative remedies of the lessee where the lessor has failed to deliver conforming 
goods or has repudiated the contract, or the lessee has rightfully rejected or justifiably 
evoked. Sections 2A-501(2) and (4). Subsection (1) also allows the lessee to exercise any 
contractual remedy. This Article rejects any general doctrine of election of remedy. To 
determine if one remedy bars another in a particular case is a function of whether the les- 
see has been put in as good a position as if the lessor had fully performed the lease 
agreement. Use of multiple remedies is barred only if the effect is to put the lessee in a bet- 
er position than it would have been in had the lessor fully performed under the lease. 
Sections 2A-103(4), 2A-501(4). Subsection (1)(b), in recognition that no bright line can be 
created that would operate fairly in all installment lease cases and in recognition of the 
act that a lessee may be able to cancel the lease (revoke acceptance of the goods) after the 
goods have been in use for some period of time, does not require that all lease payments 
made by the lessee under the lease be returned upon cancellation. Rather, only such por- 
ion as is just of the rent and security payments made may be recovered. If a defect in the 
goods is discovered immediately upon tender to the lessee and the goods are rejected im- 
mediately, then the lessee should recover all payments made. If, however, for example, a 
36-month equipment lease is terminated in the 12th month because the lessor has materi- 
ally breached the contract by failing to perform its maintenance obligations, it may be just 

o return only a small part or none of the rental payments already made. 

3. Subsection (2) covers defaults which do not deprive the lessee of the goods and which 
are not so serious as to justify rejection or revocation of acceptance under subsection (1). It 
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also covers defaults for which the lessee could have rejected or revoked acceptance of the 
goods but elects not to do so and retains the goods. In either case, a lessee which retains 
he goods is entitled to recover damages as stated in Section 2A-519(3). That measure o 
damages is “the loss resulting in the ordinary course of events from the lessor's default as 
determined in any manner that is reasonable together with incidental and consequential 
damages, less expenses saved in consequence of the lessor's breach." 

4. Subsection (1)(k) and subsection (2) recognize that the lease agreement may provide 
ights and remedies in addition to or different from those which Article 2A provides. In par- 
icular, subsection (2) provides that the lease agreement may give the remedy of cancella- 
ion of the lease for defaults by the lessor that would not otherwise be material defaults 
hich would justify cancellation under subsection (1). If there is a right to cancel, there is, 

of course, a right to reject or revoke acceptance of the goods. 

5. Subsection (3) adds to the completeness of the index by including a reference to the 
essee's recovery of damages upon the lessor's breach of warranty. This breach may not rise 
o the level of a default by the lessor justifying revocation of acceptance. If the lessee 

properly rejects or revokes acceptance of the goods because of a breach of warranty, the 
ights and remedies are those provided in subsection (1) rather than those in Section 2A- 
519(4). 

6. Subsection (4), a revised version of the provisions of Section 2-711(3), recognizes, on 
ightful rejection or justifiable revocation, the lessee's security interest in goods in its pos- 

session and control. Section 9-110 recognizes security interests arising under that Article. 
Pursuant to Section 2A-511(4), a purchaser who purchases goods from the lessee in good 
aith takes free of any rights of the lessor, or in the case of a finance lease, the supplier. 

hese goods, however, must have been rightfully rejected and disposed of pursuant to 
Section 24-511 or 24-512. However, Section 2A-517(5) provides that the lessee will have 
he same rights and duties with respect to goods where acceptance has been revoked as 

ith respect to goods rejected. Thus, Section 2A-511(4) will apply to the lessee's disposition 
of the goods. 

7. Pursuant to Section 2A-527(5), the lessee must account to the lessor for the excess 
proceeds of such disposition, after satisfaction of the claim secured by the lessee's securit 
interest. 

8. Subsection (5) sanctions a right of set-off by the lessee, subject to the rule of Section 
2A-407 with respect to irrevocable promises in a finance lease that is not a consumer lease, 
and further subject to an enforceable “hell or high water" clause in the lease agreement. 
Section 2A-407 official comment. No attempt is made to state how the set-off should occur. 

his is to be determined by the facts of each case. 

9. There is no special treatment of the finance lease in this section. Absent supplemental 
principles of law and equity to the contrary, in the case of most finance leases, following the 
essee's acceptance of the goods, the lessee will have no rights or remedies against the les- 
sor, because the lessor's obligations to the lessee are minimal. Sections 2A-210 and 2A- 
211(1). Since the lessee will look to the supplier for performance, this is appropriate. 
Section 2A-209. 

Cross References: 
: Section 1-302 and Sections 24-103, 24-503 through 2A-505 and 24-509 through 


Point 2: Section 2-711 and Section 24-501. 

Point 3: Section 2A-519. 

Point 5: Section 2A-519. 

Point 6: Section 2-711 and Sections 24-511, 24-512, 2A-517 and Section 9-110. 

Point 7: Section 2A-527. 

Point 8: Section 24-407. 

Point 9: Sections 2A-209, 24-210 and 2A-211. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Delivery”. Section 2A-103(1)(g). 

“Good faith”. Sections 2A-103(1)(m). 

“Goods”. Section 2A-103(1)(n). 

“Installment lease contract". Section 2A-103(1)(0). 
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“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Notifies”. Section 1-201. 
“Receipt”. Section 2-103(1)(c). 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 
“Security interest”. Section 1-201. 
“Value”. Section 1-204. 

As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-509. Lessee’s Rights on Improper Delivery; Manner and 
Effect of Rejection. 
(1) Subject to Sections 24-503, 2A-504, and 2A-510, if the goods or the 
ender of delivery fail in any respect to conform to the contract, the lessee 
ay: 
(a) reject the whole; 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest. 

(2) Rejection of goods must be within a reasonable time after their 
delivery or tender. It is ineffective unless the lessee seasonably notifies the 
lessor or supplier. 

(3) Subject to Sections 2A-511, 2A-512, and 2A-517(6): 

(a) after rejection any use by the lessee with respect to any commercial 
unit is wrongful as against the lessor or supplier; and 

(b) if the lessee has before rejection taken physical possession of goods 
in which the lessee does not have a security interest under Section 2A- 

508(4), the lessee is under a duty after rejection to hold them with rea- 

sonable care at the lessor’s or supplier’s disposition for a time sufficient 

to permit the lessor or supplier to remove them; but 

(c) the lessee has no further obligations with regard to goods rightfully 
rejected. 

(d) The lessor’s or supplier’s remedies with respect to goods wrongfully 
rejected are governed by Section 2A-523. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Sections 2-601 and 2-602(1). 
Changes: Revised to reflect leasing practices and terminology. 

1. This section, which conforms with amended Article 2, contains the parallel rules for a 
sales contract that are contained in Section 2-601 and 2-602. The amendments clarify that 
his section is subject not only to Section 2A-510, but also Sections 2A-503 and 2A-504. 

2. Subsection (3) was originally contained in the prior version of 24-512, and this has 
been moved for logical clarity. This subsection sets forth the duties of the lessee upon 
ejection. In addition to the duty to hold the goods with reasonable care for the lessor's dis- 
position, the lessee also has those duties, as appropriate, specified in Sections 24-511, 
2A-512 and 2A-517(6). 

3. Elimination of the word “rightful” in the title makes it clear that a lessee can ef- 
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ectively reject goods even though the rejection is wrongful and constitutes a breach. The 
ord “rightfully” has also been deleted from the titles to Section 2A-511 and 2A-512. 
Cross References: 
Point 1: Section 2-601 and 2-602 and Section 24-510, 24-503 and 2A-504. 
Point 2: Section 2-603, 2-604 and 2-608(4). 
Point 3: Section 2-603, 2-604 and 2-703. 
Definitional Cross References: 
“Commercial unit”. Section 2A-103(1)(b). 
“Conforming”. Section 2A-103(1)(c). 
“Delivery”. Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(n). 
“Installment lease contract”. Section 2A-103(1)(0). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Notifies”. Section 1-201. 
“Reasonable time”. Section 1-205. 
“Rights”. Section 1-201. 
“Seasonably”. Section 1-204(3). 


s amended in 2003 and 2005. 
See Appendix U for material relating to changes made in Official Comment 
in 2003. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


$ 24-510. Installment Lease Contracts: Rejection and Default. 


(1) Under an installment lease contract a lessee may reject any delivery 
hat is nonconforming if the nonconformity substantially impairs the value 
of that delivery to the lessee or the nonconformity is a defect in the 
required documents; but if the nonconformity does not fall within subsec- 
ion (2) and the lessor or the supplier gives adequate assurance of its cure, 
he lessee must accept that delivery. 


(2) If a nonconformity or default with respect to one or more deliveries 
substantially impairs the value of the installment lease contract as a 

hole there is a default with respect to the whole. But, the aggrieved 
party reinstates the installment lease contract as a whole if the aggrieved 
party accepts a nonconforming delivery without seasonably notifying o 
cancellation or brings an action with respect only to past deliveries or 
demands performance as to future deliveries. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-612. 
Changes: Revised to reflect leasing practices and terminology. 

Subsection (1) makes it clear that the lessee's right in the first instance to reject an 
installment depends upon whether there has been a substantial impairment of the value o 
he installment to the lessee and not on the lessor's ability to cure the nonconformity. The 
essor can prevent a rightful rejection by giving adequate assurances of cure. Subsection (1) 
uses the words “to the lessee” to clarify the standard for rejecting an installment consistent 
is the same standard for revoking acceptance under Section 24-517. Therefore, the test is 
not what the lessor had reason to know at the time of the lease agreement; the question is 

hether the non-conformity is one that will cause a substantial impairment of value to the 
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essee even though the lessor had no knowledge about the lessee’s particular circumstances 
at the time of the lease agreement. 
Cross Reference: 
Section 2A-517. 
Definitional Cross References: 
“Action”. Section 1-201(b)(1). 
“Agerieved party”. Section 1-201(b)(2). 
“Cancellation”. Section 2A-103(1)(a). 
“Conforming”. Section 2A-103(1)(c). 
“Delivery”. Section 2A-103(1)(g). 
“Installment lease contract”. Section 2A-103(1)(0). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Notifies”. Section 1-201. 
“Seasonably”. Section 1-204(3). 
“Supplier”. Section 2A-103(1)(ff). 
“Value”. Section 1-204. 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-511. Merchant Lessee's Duties as to Rejected Goods. 

(1) Subject to any security interest of a lessee (Section 2A-508(4)), if a 
lessor or a supplier has no agent or place of business at the market o 
rejection, a merchant lessee, after rejection of goods in the lessee's posses- 
sion or control, shall follow any reasonable instructions received from the 
lessor or the supplier with respect to the goods. In the absence of those 
instructions, a merchant lessee shall make reasonable efforts to sell, lease, 
or otherwise dispose of the goods for the lessor's account if they threaten to 
decline in value speedily. In the case of a rightful rejection instructions are 
not reasonable if on demand indemnity for expenses is not forthcoming. 

(2) If a merchant lessee (subsection (1)) or any other lessee (Section 2A- 
512) disposes of goods following a rightful rejection, the lessee is entitled 

o reimbursement either from the lessor or the supplier or out of the 
proceeds for reasonable expenses of caring for and disposing of the goods 
and, if the expenses include no disposition commission, to such commission 
as is usual in the trade, or if there is none, to a reasonable sum not exceed- 
ing 10 percent of the gross proceeds. 

(3) In complying with this section or Section 24-512, the lessee is held 
only to good faith. Good faith conduct hereunder is neither acceptance or 
conversion nor the basis of an action for damages. 

(4) A purchaser that purchases in good faith from a lessee pursuant to 

his section or Section 24-512 takes the goods free of any rights of the les- 
sor and the supplier even if the lessee fails to comply with one or more o 

he requirements of this Article. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Sections 2-603 and 2-706(5). 
Changes: Revised to reflect leasing practices and terminology. This section, by its terms, 
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applies to merchants as well as others. Thus, in construing the section it is important to 
note that under this Act the term good faith is defined differently for merchants (Section 
2-103(1)(b)) than for others (Section 1-201(19)). Section 2A-103(3) and (4). 
Definitional Cross References: 

“Action”. Section 1-201. 

“Good faith". Sections 2A-103(1)(m). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Merchant lessee”. Section 2A-103(1)(z). 

“Purchaser”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 

“Supplier”. Section 2A-103(1)(ff). 

“Value”. Section 1-204. 


§ 2A-512. Lessee’s Duties as to Rejected Goods. 


(1) If the lessor or the supplier gives no instructions within a reasonable 
ime after notification of rejection, the lessee may store the rejected goods 
for the lessor’s or the supplier’s account or ship them to the lessor or the 
supplier or dispose of them for the lessor’s or the supplier’s account with 
reimbursement in the manner provided in Section 2A-511. 


(2) Action by the lessee pursuant to subsection (1) is not acceptance or 
conversion. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

Changes: The change in the title conforms to amended Article 2. Original subsections 
(1)(a) and (c) have been moved to Section 2A-509(3). 
Cross References: 

Section 2A-509. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notification”. Section 1-202. 

“Reasonable time”. Section 1-205. 

“Seasonably”. Section 1-204(3). 

“Security interest”. Section 1-201. 

“Supplier”. Section 2A-103(1)(ff). 

“Value”. Section 1-204. 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 24-513. Cure by Lessor of Improper Tender or Delivery; 
Replacement. 
(1) If the lessee rejects goods or a tender of delivery under Section 24-509 
or 24-510 or, except in a consumer contract, justifiably revokes acceptance 
nder Section 2A-517(1)(b) and the agreed time for performance has not 
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expired, a lessor or a supplier that has performed in good faith, upon 
seasonable notice to the lessee, and at the lessor’s or supplier’s own 
expense, may cure the default by making a conforming tender of delivery 

ithin the agreed time. The lessor or supplier shall compensate the lessee 
for all of the lessee’s reasonable expenses caused by the lessor’s or sup- 
plier’s default and subsequent cure. 

(2) If the lessee rejects goods or a tender of delivery under Section 2A-509 
or 2A-510 or, except in a consumer lease, justifiably revokes acceptance 

nder Section 2A-517(1)(b) and the agreed time for performance has 
expired, a lessor or supplier that has performed in good faith may, upon 
seasonable notice to the lessee and at the lessor’s or supplier’s own expense, 
cure the default, if the cure is appropriate and timely under the circum- 
stances, by making a tender of conforming goods. The lessor or supplier 
shall compensate the lessee for all of the lessee’s reasonable expenses 
caused by the lessor’s or supplier’s default and subsequent cure. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-508. 

Changes: Revised to reflect leasing practices and terminology. 

This section is based on and conforms to amended Article 2, Section 2-508. The official 
commentary to that Section may be of aid in the interpretation of this section. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Delivery”. Section 2A-103(1)(g). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Money”. Section 1-201. 

“Notifies”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Seasonably”. Section 1-204(3). 

“Supplier”. Section 2A-103(1)(ff). 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-514. Waiver of Lessee’s Objections. 

(1) A lessee’s failure to state in connection with rejection a particular 
defect or in connection with revocation of acceptance a defect that justifies 
revocation precludes the lessee from relying on the unstated defect to 
justify rejection or revocation of acceptance if the defect is ascertainable by 
reasonable inspection 

(a) if the lessor or supplier had a right to cure the defect and could 
have cured it if stated seasonably; or 

(b) between merchants if the lessor or the supplier after rejection or 
revocation of acceptance has made a request in a record for a full and 
final statement in a record of all defects on which the lessee proposes to 
rely. 

(2) A lessee’s failure to reserve rights when paying rent or other 
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consideration against documents presented to the lessee precludes recovery 
of the payment for defects apparent in the documents. 


As amended in 2003 and 2005. 


See Appendix U for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

niform Statutory Source: Section 2-605. 
Changes: Revised to reflect leasing practices and terminology. 
Purposes: This section is based on and conforms to amended Article 2 Section 2-605. The 
official commentary to that Section may aid in the interpretation of this section. 
Cross Reference: 

Section 2-605 official comment 4. 
Definitional Cross References: 

“Between merchants". Section 2-104(3). 

*Goods". Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Record”. Section 2A-103(1)(cc). 

“Rights”. Section 1-201. 

“Seasonably”. Section 1-204(3). 

"Supplier". Section 2A-103(1)(ff). 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


2A-515. Acceptance of Goods. 
(1) Acceptance of goods occurs when the lessee: 


(a) after a reasonable opportunity to inspect the goods signifies to the 
lessor or supplier that the goods are conforming or will be taken or 
retained in spite of their nonconformity; 


(b) fails to make an effective rejection under Section 2A-509(2), but 
such acceptance does not occur until the lessee has had a reasonable op- 
portunity to inspect them; or 


(c) subject to Section 2A-517(6), uses the goods in any manner that is 
inconsistent with the lessor's or supplier's rights. 


(2) Acceptance of a part of any commercial unit is acceptance of that 
entire unit. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

This section parallels the rules for acceptance under Article 2 (Section 2-606). 
Cross Reference: 

Section 2-608. 
Definitional Cross References: 

*Commercial unit". Section 2A-103(1)(b). 

“Conforming”. Section 2A-103(1)(c). 

“Goods”. Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

"Supplier". Section 2A-103(1)(ff). 
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As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-516. Effect of Acceptance of Goods; Notice of Default; Burden 
of Establishing Default after Acceptance; Notice of 
Claim or Litigation to Person Answerable Over. 
(1) A lessee must pay rent for any goods accepted in accordance with the 
lease contract. 
(2) A lessee's acceptance of goods precludes rejection of the goods 
accepted. In the case of a finance lease, if made with knowledge of a 
nonconformity, acceptance may not be revoked because of it. In any other 
case, if made with knowledge of a nonconformity, acceptance may not be 
revoked because of it unless the acceptance was on the reasonable assump- 
ion that the nonconformity would be seasonably cured. Acceptance does 
not of itself impair any other remedy provided by this Article or the lease 
agreement for nonconformity. 
(3) If a tender has been accepted: 

(a) within a reasonable time after the lessee discovers or should have 
discovered any default, the lessee shall notify the lessor and the sup- 
plier, if any; however, failure to give timely notice bars the lessee from a 
remedy only to the extent that the lessor or supplier is prejudiced by the 
failure; 

(b) except in the case of a consumer lease, within a reasonable time af- 
ter the lessee receives notice of litigation for infringement or the like 
(Section 24-211) the lessee shall notify the lessor or be barred from any 
remedy over for liability established by the litigation; and 

(c) the burden is on the lessee to establish any default. 

(4) If a lessee is sued for indemnity, breach of a warranty or other obliga- 
ion for which another party is answerable over the following rules apply: 

(a) The lessee may give the other party notice of the litigation in a 
record. If the notice states that the person notified may come in and 
defend and that if the person notified does not do so that person will be 
bound in any action against that person by the lessee by any determina- 
tion of fact common to the two litigations, then unless the person noti- 
fied after seasonable receipt of the notice does come in and defend that 
person is so bound. 

(b) The other party may demand in a record that the lessee turn over 
control of the litigation including settlement if the claim is one for in- 
fringement or the like (Section 2A-211) or else be barred from any rem- 
edy over. If the demand states that the other party agrees to bear all 
expense and to satisfy any adverse judgment, then unless the lessee af- 
ter seasonable receipt of the demand does turn over control the lessee is 
so barred. 

(5) Subsections (3) and (4) apply to any obligation of a lessee to hold the 
lessor or the supplier harmless against infringement or the like (Section 


As amended in 2003. 
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See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-607. 

Changes: Substantially Revised. 
Purposes: 

1. Subsection (2) creates a special rule for finance leases, precluding revocation if accep- 
ance is made with knowledge of nonconformity with respect to the lease agreement, as op- 
posed to the supply agreement; this is not inequitable as the lessee has a direct claim 
against the supplier. Section 2A-209(1). Revocation of acceptance of a finance lease is 
permitted if the lessee's acceptance was without discovery of the nonconformity (with re- 
spect to the lease agreement, not the supply agreement) and was reasonably induced by the 
essor's assurances. Section 2A-517(1)(b). Absent exclusion or modification, the lessor under 
a finance lease makes certain warranties to the lessee. Sections 2A-210 and 2A-211(1). Re- 
ocation of acceptance is not prohibited even after the lessee's promise has become irrevo- 
cable and independent. Section 24-407 official comment. Where the finance lease creates a 
security interest, the rule may be to the contrary. General Elec. Credit Corp. of Tennessee v. 
Ger-Beck Mach. Co., 806 F.2d 1207 (3rd Cir. 1986). 

2. Subsection (3)(a) requires the lessee to give notice of default within a reasonable time 
after the lessee discovered or should have discovered the default. Failure to provide the no- 
ice bars the lessee from any remedy to the extent that the lessor or supplier is prejudiced 
by the lack of notice. In a finance lease, notice may be given either to the supplier, the les- 
sor, or both, but remedy is barred against either party if that party is not notified and that 
party is prejudiced by the lack of notice. In a finance lease, the lessor is usually not liable 
or defects in the goods and the essential notice is to the supplier. While notice to the 
nance lessor will often not give any additional rights to the lessee, it would be good 
practice to give the notice since the finance lessor has an interest in the goods. Subsection 
(3)(a) does not use the term finance lease, but the definition of supplier is a person from 

hom a lessor buys or leases goods to be leased under a finance lease. Section 2A-103(1)(x). 

herefore, there can be a “supplier” only in a finance lease. Subsection (4) applies similar 
otice rules if a lessee is sued for a breach of warranty or other obligation for which an- 
other party is answerable over. 

3. Subsection (3)(b) requires the lessee to give the lessor notice of litigation for infringe- 
ment or the like. There is an exception created for a consumer lease. While the exception 

as considered for a finance lease, it was not created because it was not necessary—the les- 
sor in a finance lease does not give a warranty against infringement. Section 2A-211(2). 
Even though not required under subsection (3)(b), the lessee who takes under a finance 
ease should consider giving notice of litigation for infringement or the like to the supplier, 
because the lessee obtains the benefit of the suppliers’ promises subject to the suppliers’ de- 
enses or claims. Sections 2A-209(1) and 2-607(3)(b). 

Cross References: 

Point 1: Section 2A-209, 2A-210, 2A-211 2A-407, 2A-517. 

Point 2: Sections 2A-103. 

Point 3: Section 2-607 and 2A-209, 2A-211. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Agreement”. Section 1-201. 

“Burden of establishing”. Section 1-201. 

“Conforming”. Section 2A-103(1)(c). 

“Consumer lease”. Section 2A-103(1)(f). 

“Delivery”. Section 2A-103(1)(g). 

“Discover”. Section 1-201. 

“Finance lease". Section 2A-103(1)(1). 

“Goods”. Section 2A-103(1)(n). 

“Knowledge”. Section 1-202. 

“Lease agreement”. Section 2A-103(1)(q). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 
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“Lessor”. Section 2A-103(1)(v). 
“Notice”. Section 1-202. 
“Notifies”. Section 1-202. 
“Person”. Section 1-201. 
“Reasonable time". Section 1-205. 
“Receipt”. Section 2-103(1)(c). 
“Record”. Section 2A-103(1)(cc). 
“Remedy”. Section 1-201. 
“Seasonably”. Section 1-204(3). 
"Supplier". Section 2A-103(1)(ff). 
s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-517. Revocation of Acceptance of Goods. 

(1) A lessee may revoke acceptance of a lot or commercial unit whose 
nonconformity substantially impairs its value to the lessee if the lessee 
has accepted it: 

(a) except in the case of a finance lease, on the reasonable assumption 
that its nonconformity would be cured and it has not been seasonably 
cured; or 

(b) without discovery of the nonconformity if the lessee's acceptance 
was reasonably induced either by the lessor's assurances or, except in 
the case of a finance lease, by the difficulty of discovery before acceptance. 
(2) Except in the case of a finance lease that is not a consumer lease, a 

lessee may revoke acceptance of a lot or commercial unit if the lessor 
defaults under the lease contract and the default substantially impairs the 
alue of that lot or commercial unit to the lessee. 

(3) If the lease agreement so provides, the lessee may revoke acceptance 
of a lot or commercial unit because of other defaults by the lessor. 

(4) Revocation of acceptance must occur within a reasonable time after 
he lessee discovers or should have discovered the ground for it and before 
any substantial change in condition of the goods which is not caused by 
he nonconformity. Revocation is not effective until the lessee notifies the 


(5) A lessee that so revokes has the same rights and duties with regard 
o the goods involved as if the lessee had rejected them. 

(6) If a lessee uses the goods after a rightful rejection or justifiable revo- 
cation of acceptance, the following rules apply: 

(a) Any use by the lessee which is unreasonable under the circum- 
stances is wrongful as against the lessor or supplier and is an accep- 
tance only if ratified by the lessor or supplier. 

(b) Any use of the goods which is reasonable under the circumstances 
is not wrongful as against the lessor or supplier and is not an accep- 
tance, but in an appropriate case the lessee shall be obligated to the les- 
sor or supplier for the value of the use to the lessee. 


As amended in 2003 and 2005. 
See Appendix U for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 
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Official Comment 

niform Statutory Source: Section 2-608. 

Changes: Revised to reflect leasing practices and terminology. Note that in the case of a 
nance lease the lessee retains a limited right to revoke acceptance. Sections 2A-517(1)(b) 

and 24-516 official comment. New subsections (2) and (3) added. 

Purposes: 

1. The section states the situations under which the lessee may return the goods to the 
essor and cancel the lease. Subsection (2) recognizes that the lessor may have continuing 
obligations under the lease and that a default as to those obligations may be sufficiently, 
material to justify revocation of acceptance of the leased items and cancellation of the lease 
by the lessee. For example, a failure by the lessor to fulfill its obligation to maintain leased 
equipment or to supply other goods which are necessary for the operation of the leased 
equipment may justify revocation of acceptance and cancellation of the lease. 

2. Subsection (3) specifically provides that the lease agreement may provide that the les- 
see can revoke acceptance for defaults by the lessor which in the absence of such an agree- 
ment might not be considered sufficiently serious to justify revocation. That is, the parties 
are free to contract on the question of what defaults are so material that the lessee can 
cancel the lease. 

3. Subsection (6) deals with the problem of post-rejection or revocation use of the goods. 
If the lessee's use after an effective rejection or a justified revocation of acceptance is unrea- 
sonable under the circumstances, it is inconsistent with the rejection or revocation of accep- 

ance and is wrongful as against the lessor. This gives the lessor the option of ratifying the 
use, thereby treating it as an acceptance, or pursuing a non-Code remedy for conversion. 

If the lessee's use is reasonable under the circumstances, the lessee's actions cannot be 

reated as an acceptance. The lessee must, in appropriate circumstances, compensate the 
essor for the value of the use of the goods to the lessee. Determining the appropriate level 
of compensation requires a consideration of the lessee's particular circumstances and 
should take into account the defective condition of the goods. There may be circumstances, 
such as where the use is solely for the purpose of protecting the lessee's security interest in 
he goods, where no compensation is due the lessor. In other circumstances, the lessor's 
ight to compensation must be netted out against any right of the lessee to damages. 

In general, a lessee that either rejects or revokes acceptance of the goods should not 
subsequently use the goods in a manner that is inconsistent with the lessor's interest. In 
some instances, however, the use may be reasonable. An example might involve a com- 
mercial lessee that is unable immediately to obtain cover and must use the goods to fulfill 

he lessee's obligations to third parties. If circumstances change so that the lessee's use is 

no longer reasonable, the continued use of the goods is unreasonable and is wrongful 
against the lessor. Of course, a lessee's rejection must be rightful, or its revocation must be 
justified; a lessee cannot make a false claim of nonconformity and limit the obligation to 
pay rent to the value of the use to the lessee. 
Cross Reference: 

Section 24-516 official comment. 
Definitional Cross References: 

“Commercial unit”. Section 2A-103(1)(b). 

“Conforming”. Section 2A-103(1)(c). 

“Discover”. Section 1-201. 

“Finance lease”. Section 2A-103(1)(1). 

“Goods”. Section 2A-103(1)(n). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Lot”. Section 2A-103(1)(y). 

“Notifies”. Section 1-201. 

“Reasonable time”. Section 1-205. 

“Rights”. Section 1-201. 

“Seasonably”. Section 1-204(3). 

“Value”. Section 1-204. 


As amended in 2003 and 2005. 
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See Appendix U for material relating to changes made in Official Comment 
in 2003. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


§ 2A-518. Cover; Substitute Goods. 
(1) After a default by a lessor under the lease contract of the type 
described in Section 2A-508(1), or, if agreed, after other default by the les- 
sor, the lessee may cover by making any purchase or lease of or contract to 
purchase or lease goods in substitution for those due from the lessor. 
(2) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections 1-102(3) and 24-503), if a lessee’s cover 
is by a lease agreement substantially similar to the original lease agree- 

ent and the new lease agreement is made in good faith and in a com- 

ercially reasonable manner, the lessee may recover from the lessor as 
damages (i) the present value, as of the date of the commencement of the 
erm of the new lease agreement, of the rent under the new lease agree- 

ent applicable to that period of the new lease term which is comparable 
o the then remaining term of the original lease agreement minus the 
present value as of the same date of the total rent for the then remaining 
lease term of the original lease agreement, and (ii) any incidental or 
consequential damages, less expenses saved in consequence of the lessor’s 
default. 


(3) If a lessee’s cover is by lease agreement that for any reason does not 


qualify for treatment under subsection (2), or is by purchase or otherwise, 
he lessee may recover from the lessor as if the lessee had elected not to 
cover and Section 2A-519 governs. 


Official Comment 

niform Statutory Source: Section 2-712. 

Changes: Substantially revised. 
Purposes: 

1. Subsection (1) allows the lessee to take action to fix its damages after default by the 

essor. Such action may consist of the lease of goods. The decision to cover is a function o 
commercial judgment, not a statutory mandate replete with sanctions for failure to comply. 
Cf. Section 9-507. 
2. Subsection (2) states a rule for determining the amount of lessee's damages provided 
hat there is no agreement to the contrary. The lessee's damages will be established using 
he new lease agreement as a measure if the following three criteria are met: (i) the lessee's 
cover is by lease agreement, (ii) the lease agreement is substantially similar to the original 
ease agreement, and (iii) such cover was effected in good faith, and in a commercially rea- 
sonable manner. Thus, the lessee will be entitled to recover from the lessor the present 
alue, as of the date of commencement of the term of the new lease agreement, of the rent 
nder the new lease agreement applicable to that period which is comparable to the then 
emaining term of the original lease agreement less the present value of the rent reserved 
or the remaining term under the original lease, together with incidental or consequential 
damages less expenses saved in consequence of the lessor's default. Consequential damages 
may include loss suffered by the lessee because of deprivation of the use of the goods during 
he period between the default and the acquisition of the goods under the new lease 
agreement. If the lessee's cover does not satisfy the criteria of subsection (2), Section 
2A-519 governs. 

3. Two of the three criteria to be met by the lessee are familiar, but the concept of the 
ew lease agreement being substantially similar to the original lease agreement is not. 
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Given the many variables facing a party who intends to lease goods and the rapidity o 
change in the market place, the policy decision was made not to draft with specificity. It 

as thought unwise to seek to establish certainty at the cost of fairness. Thus, the decision 
of whether the new lease agreement is substantially similar to the original will be 
determined case by case. 

4. While the section does not draw a bright line, it is possible to describe some of the fac- 
ors that should be considered in finding that a new lease agreement is substantially simi- 
ar to the original. First, the goods subject to the new lease agreement should be examined. 

For example, in a lease of computer equipment the new lease might be for more modern 
equipment. However, it may be that at the time of the lessor's breach it was not possible to 
obtain the same type of goods in the market place. Because the lessee's remedy under 
Section 24-519 is intended to place the lessee in essentially the same position as if he had 
covered, if goods similar to those to have been delivered under the original lease are not 
available, then the computer equipment in this hypothetical should qualify as a com- 
mercially reasonable substitute. See Section 2-712(1). 

5. Second, the various elements of the new lease agreement should also be examined. 

hose elements include the presence or absence of options to purchase or release; the les- 
sor's representations, warranties and covenants to the lessee, as well as those to be provided 
by the lessee to the lessor; and the services, if any, to be provided by the lessor or by the 
essee. All of these factors allocate cost and risk between the lessor and the lessee and thus 
affect the amount of rent to be paid. If the differences between the original lease and the 
ew lease can be easily valued, it would be appropriate for a court to adjust the difference 
in rental to take account of the difference between the two leases, find that the new lease is 
substantially similar to the old lease, and award cover damages under this section. If, for 
example, the new lease requires the lessor to insure the goods in the hands of the lessee, 

hile the original lease required the lessee to insure, the usual cost of such insurance could 
be deducted from the rent due under the new lease before determining the difference in 
ental between the two leases. 

6. Having examined the goods and the agreement, the test to be applied is whether, in 

ight of these comparisons, the new lease agreement is substantially similar to the original 
ease agreement. These findings should not be made with scientific precision, as they are a 
unction of economics, nor should they be made independently with respect to the goods 
and each element of the agreement, as it is important that a sense of commercial judgment 
pervade the finding. To establish the new lease as a proper measure of damage under 
subsection (2), these factors, taken as a whole, must result in a finding that the new lease 
agreement is substantially similar to the original. 

7. A new lease can be substantially similar to the original lease even though its term 
extends beyond the remaining term of the original lease, so long as both (a) the lease terms 
are commercially comparable (e.g., it is highly unlikely that a one-month rental and a five- 
year lease would reflect similar commercial realities), and (b) the court can fairly apportion 
a part of the rental payments under the new lease to that part of the term of the new lease 

hich is comparable to the remaining lease term under the original lease. Also, the lease 
erm of the new lease may be comparable to the term of the original lease even though the 
beginning and ending dates of the two leases are not the same. For example, a two-month 
ease of agricultural equipment for the months of August and September may be compara- 
ble to a two-month lease running from the 15th of August to the 15th of October if in the 
particular location two-month leases beginning on August 15th are basically interchange- 

able with two-month leases beginning August 1st. Similarly, the term of a one-year truck 
ease beginning on the 15th of January may be comparable to the term of a one-year truck 
ease beginning January 2d. If the lease terms are found to be comparable, the court may 
base cover damages on the entire difference between the costs under the two leases. 

Cross References: 

Point 1: Section 9-625 and 9-626. 

Point 2: Section 2A-519. 

Point 4: Section 2-712 and Section 2A-519. 

Definitional Cross References: 

“Agreement”. Section 1-201. 

“Contract”. Section 1-201. 

“Good faith". Sections 2A-103(1)(m). 
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“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(q). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

“Present value". Section 2A-103(1)(aa). 
“Purchase”. Section 2A-103(1)(bb). 


§ 24-519. Lessee's Damages for Non-delivery, Repudiation, 
Default, and Breach of Warranty in Regard to Accepted 
Goods. 
(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 24-504) or otherwise determined pursuant to 
agreement of the parties (Sections 1-102(3) and 24-503), if a lessee elects 
not to cover or a lessee elects to cover and the cover is by lease agreement 
hat for any reason does not qualify for treatment under Section 2A-518(2), 
or is by purchase or otherwise, the measure of damages for non-delivery or 
repudiation by the lessor or for rejection or revocation of acceptance by the 
lessee is the present value, as of the date of the default, of the then market 
rent minus the present value as of the same date of the original rent, 
computed for the remaining lease term of the original lease agreement, 
ogether with incidental and consequential damages, less expenses saved 
in consequence of the lessor's default. 
(2) Market rent is to be determined as of the place for tender or, in cases 


of rejection after arrival or revocation of acceptance, as of the place o 
arrival. 


(3) Except as otherwise agreed, if the lessee has accepted goods and 
given notification (Section 2A-516(3)), the measure of damages for non- 
conforming tender or delivery or other default by a lessor is the loss result- 
ing in the ordinary course of events from the lessor's default as determined 
in any manner that is reasonable together with incidental and consequen- 
ial damages, less expenses saved in consequence of the lessor's default. 


(4) Except as otherwise agreed, the measure of damages for breach o 

arranty is the present value at the time and place of acceptance of the 
difference between the value of the use of the goods accepted and the value 
if they had been as warranted for the lease term, unless special circum- 
stances show proximate damages of a different amount, together with 
incidental and consequential damages, less expenses saved in consequence 
of the lessor's default or breach of warranty. 


Official Comment 

niform Statutory Source: Sections 2-713 and 2-714. 
Changes: Substantially revised. 
Purposes: 

1. Subsection (1), a revised version of the provisions of Section 2-713(1), states the basic 
ule governing the measure of lessee's damages for non-delivery or repudiation by the les- 
sor or for rightful rejection or revocation of acceptance by the lessee. This measure will ap- 
ply, absent agreement to the contrary, if the lessee does not cover or if the cover does not 
qualify under Section 2A-518. There is no sanction for cover that does not qualify. 

2. The measure of damage is the present value, as of the date of default, of the market 
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ent for the remaining term of the lease less the present value of the original rent for the 
emaining term of the lease, plus incidental and consequential damages less expenses 
saved in consequence of the default. Note that the reference in Section 2A-519(1) is to the 
date of default not to the date of an event of default. An event of default under a lease 
agreement becomes a default under a lease agreement only after the expiration of any rele- 
ant period of grace and compliance with any notice requirements under this Article and 
he lease agreement. American Bar Foundation, Commentaries on Indentures, § 5-1, at 
216—217 (1971). Section 2A-501(1). This conclusion is also a function of whether, as a mat- 
er of fact or law, the event of default has been waived, suspended or cured. Sections 
2A-103(4) and 1-103. 

3. Subsection (2), a revised version of the provisions of Section 2-713(2), states the rule 

ith respect to determining market rent. 

4. Subsection (3), a revised version of the provisions of Section 2-714(1) and (3), states the 
measure of damages where goods have been accepted and acceptance is not revoked. The 
subsection applies both to defaults which occur at the inception of the lease and to defaults 

hich occur subsequently, such as failure to comply with an obligation to maintain the 

eased goods. The measure in essence is the loss, in the ordinary course of events, flowing 
rom the default. 

5. Subsection (4), a revised version of the provisions of Section 2-714(2), states the mea- 
sure of damages for breach of warranty. The measure in essence is the present value of the 
difference between the value of the goods accepted and of the goods if they had been as 

arranted. 

6. Subsections (1), (3) and (4) specifically state that the parties may by contract vary the 
damages rules stated in those subsections. 

Cross References: 

Point 1: Section 2-713 and Section 2A-518. 

Point 2: Sections 2A-501 and 2A-519. 

Point 3: Section 2-713. 

Point 4: Section 2-714. 

Point 5: Section 2-714. 

Definitional Cross References: 

“Conforming”. Section 2A-103(1)(c). 

“Delivery”. Section 2A-103(1)(g). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(q). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notification”. Section 1-202. 

“Present value”. Section 2A-103(1)(aa). 

“Value”. Section 1-204. 


§ 2A-520. Lessee’s Incidental and Consequential Damages. 

(1) Incidental damages resulting from a lessor’s default include expenses 
reasonably incurred in inspection, receipt, transportation, and care and 
custody of goods rightfully rejected or goods the acceptance of which is 
justifiably revoked, any commercially reasonable charges, expenses or com- 

issions in connection with effecting cover, and any other reasonable 
expense incident to the default. 

(2) Consequential damages resulting from a lessor’s default include: 

(a) any loss resulting from general or particular requirements and 
needs of which the lessor at the time of contracting had reason to know 
and which could not reasonably be prevented by cover or otherwise; and 

(b) injury to person or property proximately resulting from any breach 
of warranty. 
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Official Comment 
niform Statutory Source: Section 2-715. 
Changes: Revised to reflect leasing terminology and practices. 
Purposes: Subsection (1), a revised version of the provisions of Section 2-715(1), lists some 
examples of incidental damages resulting from a lessor’s default; the list is not exhaustive. 
Subsection (1) makes clear that it applies not only to rightful rejection, but also to justifi- 
able revocation. 

Subsection (2), a revised version of the provisions of Section 2-715(2), lists some examples 
of consequential damages resulting from a lessor’s default; the list is not exhaustive. 
Cross References: 

Section 2-715. 

Definitional Cross References: 

“Goods”. Section 2A-103(1)(n). 

“Knows”. Section 1-201. 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Person”. Section 1-201. 

“Receipt”. Section 2-103(1)(c). 


§ 2A-521. Reserved. 


egislative Note: The section on specific performance has been moved to Section 2A-507A 
because it has been amended so that the remedy is available to both lessors and lessees. 


§ 2A-522. Lessee's Right to Goods on Lessor’s Insolvency. 


(1) Subject to subsection (2) and even if the goods have not been shipped, 
a lessee that has paid a part or all of the rent and security for goods 
identified to a lease contract (Section 2A-217) on making and keeping good 
a tender of any unpaid portion of the rent and security due under the lease 
contract may recover the goods identified from the lessor if 


(a) in the case of goods leased by a consumer, the lessor repudiates or 
fails to deliver as required by the lease contract; or 


(b) in all cases, the lessor becomes insolvent within 10 days after 
receipt of the first installment on their rent and security. 


(2) A lessee acquires the right to recover goods identified to a lease 
contract only if they conform to the lease contract. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-502. 

Changes: Revised to reflect leasing practices and terminology. 

1. This section gives the lessee the goods identified under Section 2A-217 upon making 
and keeping good a tender of any unpaid portion of the rent and security, in two limited 
circumstances. First, a consumer lessee may recover the goods if the lessor repudiates the 
contract or fails to deliver the goods. Second, in any case, the lessee may recover the goods 
if the lessor becomes insolvent within 10 days after the lessor receives the first installment 
on their price. The lessee’s right to recover the goods under this section is an exception to 

he usual rule, under which the disappointed lessee must resort to an action to recover 
damages. 

2. The lessee’s right to recover goods to a lease contract is dependent upon the goods 
conforming to the lease contract. 

Cross References: 

Point 1: Sections 2A-217. 

Definitional Cross References: 


“Conforming”. Section 2A-103(1)(c). 
“Goods”. Section 2A-103(1)(n). 
“Insolvent”. Section 1-201. 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Receipt”. Section 2-103(1)(c). 
“Rights”. Section 1-201. 

As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


C. DEFAULT BY LESSEE 


§ 2A-523. Lessor’s Remedies. 

(1) If the lessee wrongfully rejects or attempts to revoke acceptance o 
goods or fails to make a payment when due or repudiates with respect to a 
part or the whole, the lessee is in default under the lease contract with re- 
spect to any goods involved and the lessor may do one or more of the 
following: 

(a) withhold delivery of the goods and take possession of goods previ- 
ously delivered under Section 2A-525; 

(b) stop delivery of the goods by any carrier or bailee under Section 
2A-526; 

(c) proceed under Section 2A-524 with respect to goods still unidenti- 
fied to the lease contract or unfinished; 

(d) obtain specific performance under Section 2A-507A or recover the 
rent under Section 2A-529; 

(e) dispose of the goods and recover damages under Section 2A-527 or 
retain the goods and recover damages under Section 2A-528; 

(f) cancel the lease contract; 

(g) recover liquidated damages under Section 2A-504; 

(h) enforce limited remedies under Section 24-503; 

(i) exercise any other rights or pursue any other remedies provided in 
the lease agreement. 

(2) If a lessee becomes insolvent but is not in default of the lease contract 

nder subsections (1) or (4), the lessor may: 

(a) refuse to deliver the goods under Section 2A-525(1); 

(b) take possession of the goods under Section 2A-525(2); 

(c) stop delivery of the goods by any bailee or carrier under Section 
2A-526(1). 

(3) If a lessor does not fully exercise a right or obtain a remedy to which 
he lessor is entitled under subsection (1), the lessor may recover the loss 
resulting in the ordinary course of events from the lessee’s default as 
determined in any reasonable manner, together with incidental or 
consequential damages allowed under Section 2A-530, less expenses saved 
in consequence of the lessee’s default. 

(4) If a lessee is otherwise in default under a lease contract, the lessor 
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ay exercise the rights and pursue the remedies provided in the lease 
contract, which may include a right to cancel the lease. In addition, unless 
otherwise provided in the lease contract: 

(a) if the default substantially impairs the value of the lease contract 
to the lessor, the lessor may exercise the rights and pursue the remedies 
provided in subsections (1) or (2); or 

(b) if the default does not substantially impair the value of the lease 
contract to the lessor, the lessor may recover as provided in subsection 


(2). 


As amended in 2003 and 2005. 
See Appendix U for material relating to changes made in text in 2003. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

1. Subsection (1) is an index to Sections 2A-503 through 2A-505, Section 2A-507 and 
Sections 2A-524 through 2A-531 and states that the remedies provided in those sections 
are available for the defaults referred to in subsection (1): wrongful rejection or revocation 
of acceptance, failure to make a payment when due, or repudiation. In addition, remedies 
provided in the lease contract are available. Subsection (3) sets out a remedy if the lessor 
does not pursue to completion a right or actually obtain a remedy available under subsec- 

ion (1), and subsection (4) sets out statutory remedies for defaults not specifically referred 
o in subsection (1). Subsection (4) provides that, if any default by the lessee other than 
hose specifically referred to in subsection (1) is material, the lessor can exercise the reme- 
dies provided in subsection (1) or (3); otherwise the available remedy is as provided in 
subsection (4). A lessor who has brought an action seeking or has nonjudicially pursued one 
or more of the remedies available under subsection (1) may amend so as to claim or may 
onjudicially pursue a remedy under subsection (3) unless the right or remedy first chosen 
has been pursued to an extent actually inconsistent with the new course of action. The 
intent of the provision is to reject the doctrine of election of remedies and to permit an 
alteration of course by the lessor unless such alteration would actually have an effect on 
he lessee that would be unreasonable under the circumstances. Furthermore, the lessor 
may pursue remedies under both subsections (1) and (8) unless doing so would put the les- 
sor in a better position than it would have been in had the lessee fully performed. 

2. The lessor and the lessee can agree to modify the rights and remedies available under 
he Article; they can, among other things, provide that for defaults other than those speci- 
ed in subsection (1) the lessor can exercise the rights and remedies referred to in subsec- 
ion (1), whether or not the default would otherwise be held to substantially impair the 
alue of the lease contract to the lessor; they can also create a new scheme of rights and 
emedies triggered by the occurrence of the default. Sections 2A-103(4) and 1-302. 

3. This Article rejects any general doctrine of election of remedy. Whether, in a particular 
case, one remedy bars another, is a function of whether lessor has been put in as good a po- 
sition as if the lessee had fully performed the lease contract. Multiple remedies are barred 
only if the effect is to put the lessor in a better position than it would have been in had the 

essee fully performed under the lease. Sections 2A-103(4), 2A-501(4), and 1-305(a). 
4. Hypothetical: To better understand the application of subsection (1) it is useful to 
eview a hypothetical. Assume that A is a merchant in the business of selling and leasing 
ew bicycles of various types. B is about to engage in the business of subleasing bicycles to 
summer residents of and visitors to an island resort. A, as lessor, has agreed to lease 60 
bicycles to B. While there is one master lease, deliveries and terms are staggered. 20 
bicycles are to be delivered by A to B’s island location on June 1; the term of the lease o 
hese bicycles is four months. 20 bicycles are to be delivered by A to B's island location on 
uly 1; the term of the lease of these bicycles is three months. Finally, 20 bicycles are to be 
delivered by A to B's island location on August 1; the term of the lease of these bicycles is 
wo months. B is obligated to pay rent to A on the 15th day of each month during the term 
or the lease. Rent is $50 per month, per bicycle. B has no option to purchase or release and 
must return the bicycles to A at the end of the term, in good condition, reasonable wear 
and tear excepted. Since the retail price of each bicycle is $400 and bicycles used in the 
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etail rental business have a useful economic life of 36 months, this transaction creates a 
ease. Sections 2A-103(1)(j) and 1-302. 

5. A's current inventory of bicycles is not large. Thus, upon signing the lease with B in 
February, A agreed to purchase 60 new bicycles from A's principal manufacturer, with 
special instructions to drop ship the bicycles to B's island location in accordance with the 
delivery schedule set forth in the lease. 

6. The first shipment of 20 bicycles was received by B on May 21. B inspected the bicycles, 
accepted the same as conforming to the lease and signed a receipt of delivery and 
acceptance. However, due to poor weather that summer, business was terrible and B was 

nable to pay the rent due on June 15. Pursuant to the lease A sent B notice of default and 
proceeded to enforce his rights and remedies against B. 

7. A's counsel first advised A that under Section 2A-510(2) and the terms of the lease B's 
ailure to pay was a default with respect to the whole. Thus, to minimize A's continued 
exposure, A was advised to take possession of the bicycles. If A had possession of the goods 
A could refuse to deliver. Section 2A-525(1). However, the facts here are different. With re- 
spect to the bicycles in B's possession, A has the right to take possession of the bicycles, 

ithout breach of the peace. Section 2A-525(2). If B refuses to allow A access to the bicycles, 
A can proceed by action, including replevin or injunctive relief. 

8. With respect to the 40 bicycles that have not been delivered, this Article provides vari- 
ous alternatives. First, assume that 20 of the remaining 40 bicycles have been 
manufactured and delivered by the manufacturer to a carrier for shipment to B. Given the 
size of the shipment, the carrier was using a small truck for the delivery and the truck had 
not yet reached the island ferry when the manufacturer (at the request of A) instructed the 
carrier to divert the shipment to A's place of business. A's right to stop delivery is recognized 

nder these circumstances. Section 2A-526(1). Second, assume that the 20 remaining 
bicycles were in the process of manufacture when B defaulted. A retains the right (as be- 
ween A as lessor and B as lessee) to exercise reasonable commercial judgment whether to 
complete manufacture or to dispose of the unfinished goods for scrap. Since A is not the 
manufacturer and A has a binding contract to buy the bicycles, A elected to allow the 
manufacturer to complete the manufacture of the bicycles, but instructed the manufacturer 
o deliver the completed bicycles to A’s place of business. Section 2A-524(2). 

9. Thus, so far A has elected to exercise the remedies referred to in subparagraphs (b) 
hrough (d) in subsection (1). None of these remedies bars any of the others because A’s 
election and enforcement merely resulted in A’s possession of the bicycles. Had B performed 
A would have recovered possession of the bicycles. Thus A is in the process of obtaining the 
benefit of his bargain. Note that A could exercise any other rights or pursue any other rem- 
edies provided in the lease contract (Section 2A-523(1)(f)), or elect to recover his loss due to 
he lessee’s default under Section 2A-523(2). 

10. A’s counsel next would determine what action, if any, should be taken with respect to 
he goods. As stated in subparagraph (e) and as discussed fully in Section 2A-527(1) the 
essor may, but has no obligation to, dispose of the goods by a substantially similar lease 
(indeed, the lessor has no obligation whatsoever to dispose of the goods at all) and recover 
damages based on that action, but lessor will not be able to recover damages which put it 
in a better position than performance would have done, nor will it be able to recover dam- 
ages for losses which it could have reasonably avoided. In this case, since A is in the busi- 
ness of leasing and selling bicycles, A will probably inventory the 60 bicycles for its retail 
rade. 

11. A’s counsel then will determine which of the various means of ascertaining A’s dam- 
ages against B are available. Subparagraph (e) catalogues each relevant section. First, 
nder Section 2A-527(2) the amount of A’s claim is computed by comparing the original 
ease between A and B with any subsequent lease of the bicycles but only if the subsequent 
ease is substantially similar to the original lease contract. While the section does not 
define this term, the official comment does establish some parameters. If, however, A elects 
o lease the bicycles to his retail trade, it is unlikely that the resulting lease will be 
substantially similar to the original, as leases to retail customers are considerably different 
rom leases to wholesale customers like B. If, however, the leases were substantially simi- 
ar, the damage claim is for accrued and unpaid rent to the beginning of the new lease, plus 
he present value as of the same date, of the rent reserved under the original lease for the 
balance of its term less the present value as of the same date of the rent reserved under the 
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eplacement lease for a term comparable to the balance of the term of the original lease, 
ogether with incidental damages less expenses saved in consequence of the lessee’s default. 

12. If the new lease is not substantially similar or if A elects to sell the bicycles or to hold 

he bicycles, damages are computed under Section 2A-528 or 2A-529. 

13. If A elects to pursue his claim under Section 2A-528(1) the damage rule is the same 
as that stated in Section 2A-528(2) except that damages are measured from default if the 
essee never took possession of the goods or from the time when the lessor did or could have 

egained possession and that the standard of comparison is not the rent reserved under a 
substantially similar lease entered into by the lessor but a market rent, as defined in 
Section 2A-507. Further, if the facts of this hypothetical were more elaborate A may be able 

o establish that the measure of damage under subsection (1) is inadequate to put him in 

he same position that B's performance would have, in which case A can claim the present 
alue of his lost profits. 

14. Yet another alternative for computing A’s damage claim against B which will be 
available in some situations is recovery of the present value, as of entry of judgment, of the 

ent for the then remaining lease term under Section 2A-529. However, this formulation is 
not available if the goods have been repossessed or tendered back to A. For the 20 bicycles 

epossessed and the remaining 40 bicycles, A will be able to recover the present value o 

he rent only if A is unable to dispose of them, or circumstances indicate the effort will be 

unavailing. If A has prevailed in an action for the rent, at any time up to collection of a 
judgment by A against B, A might dispose of the bicycles. In such case A’s claim for dam- 
ages against B is governed by Section 2A-527 or 2A-528. Section 2A-529(3). The resulting 
ecalculation of claim should reduce the amount recoverable by A against B and the lessor 
is required to cause an appropriate credit to be entered against the earlier judgment. 
However, the nature of the post-judgment proceedings to resolve this issue, and the sanc- 
ions for a failure to comply, if any, will be determined by other law. 

15. Finally, if the lease agreement had so provided pursuant to subparagraph (f), A’s 
claim against B would not be determined under any of these statutory formulae, but pursu- 
ant to a liquidated damages clause. Section 2A-504(1). 

16. These various methods of computing A’s damage claim against B are alternatives 
subject to Section 2A-501(4). However, the pursuit of any one of these alternatives is not a 
par to, nor has it been barred by, A’s earlier action to obtain possession of the 60 bicycles. 

hese formulae, which vary as a function of an overt or implied mitigation of damage the- 
ory, focus on allowing A a recovery of the benefit of his bargain with B. Had B performed, A 

ould have received the rent as well as the return of the 60 bicycles at the end of the term. 

17. Finally, A’s counsel should also advise A of his right to cancel the lease contract 
under subparagraph (a). Section 2A-505(1). Cancellation will discharge all existing obliga- 

ions but preserve A’s rights and remedies. 

18. Subsection (2) recognizes that a lessor who is entitled to exercise the rights or to 
obtain a remedy granted by subsection (1) may choose not to do so. In such cases, the lessor 
can recover damages as provided in subsection (2). For example, for non-payment of rent, 

he lessor may decide not to take possession of the goods and cancel the lease, but rather to 
merely sue for the unpaid rent as it comes due plus lost interest or other damages 
"determined in any reasonable manner." Subsection (2) also negates any loss of alternative 

ights and remedies by reason of having invoked or commenced the exercise or pursuit o 
any one or more rights or remedies. 

19. Subsection (3) allows the lessor access to a remedy scheme provided in this Article as 

ell as that contained in the lease contract if the lessee is in default for reasons other than 

hose stated in subsection (1). Note that the reference to this Article includes supplemen- 
ary principles of law and equity, e.g., fraud, misrepresentation and duress. Sections 
2A-103(4) and 1-103. 

20. There is no special treatment of the finance lease in this section. Absent supplemen- 

ary principles of law to the contrary, in most cases the supplier will have no rights or rem- 
edies against the defaulting lessee. Section 2A-209(2)(ii). Given that the supplier will loo 

o the lessor for payment, this is appropriate. However, there is a specific exception to this 

ule with respect to the right to identify goods to the lease contract. Section 2A-524(2). The 
parties are free to create a different result in a particular case. Sections 2A-103(4) and 
1-302. 
Cross References: 
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: Section 24-524, 24-531. 
: Section 1-302 and Section 2A-103. 
: Section 1-106 and Sections 2A-103 and 2A-501. 
: Section 1-302 and Section 2A-103. 
: Section 2A-510, 24-525. 
: Sections 24-524 and 2A-526. 
: Section 24-523. 
: Section 24-527. 
: Section 24-527. 
: Section 24-528 and 2A-529. 
: 24-5077 and 2A-528. 
: Section 24-527, 24-528 and 2A-529. 
: Section 2A-504. 
: 24-501. 
: Section 2A-505. 
: Section 1-103 and Section 24-103. 
Point 20: Section 1-302 and Section 24-103, 24-209, 24-524. 
Definitional Cross References: 
“Delivery”. Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(n). 
“Installment lease contract”. Section 2A-103(1)(0). 
“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 
“Value”. Section 1-204. 


As amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-524. Lessor’s Right to Identify Goods to Lease Contract. 

(1) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(4)(a) or, if agreed, after other 
default by the lessee, the lessor may: 

(a) identify to the lease contract conforming goods not already identi- 
fied if at the time the lessor learned of the default they were in the les- 
sor’s or the supplier’s possession or control; and 

(b) dispose of goods (Section 2A-527(1)) that demonstrably have been 
intended for the particular lease contract even though those goods are 
unfinished. 

(2) If the goods are unfinished, in the exercise of reasonable commercial 
judgment for the purposes of avoiding loss and of effective realization, an 
aggrieved lessor or the supplier may either complete manufacture and 

holly identify the goods to the lease contract or cease manufacture and 
lease, sell, or otherwise dispose of the goods for scrap or salvage value or 
proceed in any other reasonable manner. 


As amended in 2005. 
See Appendix V for material relating to changes made in text in 2005. 
Official Comment 


niform Statutory Source: Section 2-704. 
Changes: Revised to reflect leasing practices and terminology. 
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been a default by the lessee which falls within Section 2A-523(1) or 2A-523(3)(a), or (ii) i 
here has been any other default for which the lease contract gives the lessor the remedies 
provided by this section. Under “(ii)”, the lease contract may give the lessor the remedies o 
identification and disposition provided by this section in various ways. For example, a lease 
provision might specifically refer to the remedies of identification and disposition, or it 
might refer to this section by number (i.e., 24-524), or it might do so by a more general ref- 
erence such as “all rights and remedies provided by Article 2A for default by the lessee.” 
Cross References: 

Section 24-523. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

“Conforming”. Section 2A-103(1)(c). 

“Goods”. Section 2A-103(1)(n). 

“Learn”. Section 1-201. 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessor”. Section 2A-103(1)(v). 

“Rights”. Section 1-201. 

“Supplier”. Section 2A-103(1)(ff). 

“Value”. Section 1-204. 


§ 2A-525. Lessor’s Right to Possession of Goods. 


(1) If a lessor discovers the lessee to be insolvent, the lessor may refuse 
o deliver the goods. 


(2) After a default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(4)(a) or, if agreed, after other 
default by the lessee, the lessor has the right to take possession of the 
goods. If the lease contract so provides, the lessor may require the lessee 
o assemble the goods and make them available to the lessor at a place to 
be designated by the lessor which is reasonably convenient to both parties. 

ithout removal, the lessor may render unusable any goods employed in 
rade or business, and may dispose of goods on the lessee’s premises (Section 
2A-527). 

(3) The lessor may proceed under subsection (2) without judicial process 
if it can be done without breach of the peace or the lessor may proceed by 


As amended in 2005. 
See Appendix V for material relating to changes made in text in 2005. 


Official Comment 

niform Statutory Source: Sections 2-702(1) and 9-503. 
Changes: Substantially revised. 
Purposes: 

1. Subsection (1), a revised version of the provisions of Section 2-702(1), allows the lessor 

o refuse to deliver goods if the lessee is insolvent. Note that the provisions of Section 
2-702(2), granting the unpaid seller certain rights of reclamation, were not incorporated in 
his section. Subsection (2) made this unnecessary. 

2. Subsection (2), a revised version of the provisions of Section 9-503, allows the lessor, 
on a Section 2A-523(1) or 2A-523(3)(a) default by the lessee, the right to take possession o 
or reclaim the goods. Also, the lessor can contract for the right to take possession of the 
goods for other defaults by the lessee. Therefore, since the lessee’s insolvency is an event o 
default in a standard lease agreement, subsection (2) is the functional equivalent of Section 
2-702(2). Further, subsection (2) sanctions the classic crate and delivery clause obligating 


he lessee to assemble the goods and to make them available to the lessor. Finally, the les- 
sor may leave the goods in place, render them unusable (if they are goods employed in 
rade or business), and dispose of them on the lessee's premises. 

3. Subsection (3), a revised version of the provisions of Section 9-503, allows the lessor to 
proceed under subsection (2) without judicial process, absent breach of the peace, or by 
action. Sections 2A-501(3), 2A-103(4) and 1-201(1). In the appropriate case action includes 
injunctive relief. Clark Equip. Co. v. Armstrong Equip. Co., 431 F.2d 54 (5th Cir.1970), cert. 
denied, 402 U.S. 909 (1971). This Section, as well as a number of other Sections in this 
Part, are included in the Article to codify the lessor's common law right to protect the les- 
sor’s reversionary interest in the goods. Section 2A-103(1)(q). These Sections are intended 

o supplement and not displace principles of law and equity with respect to the protection. 
of such interest. Sections 2A-103(4) and 1-103. Such principles apply in many instances, 
e.g., loss or damage to goods if risk of loss passes to the lessee, failure of the lessee to 
eturn goods to the lessor in the condition stipulated in the lease, and refusal of the lessee 
o return goods to the lessor after termination or cancellation of the lease. See also Section. 


Point 1: Section 2-702. 

Point 2: Section 2-702, Section 24-523 and Section 9-503, 9-609. 

Point 3: Section 1-201, Sections 2A-103, 24-501, 24-532 and Section 9-503. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Delivery”. Section 2A-103(1)(g). 

*Discover". Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Insolvent”. Section 1-201. 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

"Rights". Section 1-201. 


$ 24-526. Lessor's Stoppage of Delivery in Transit or Otherwise. 

(1) A lessor may stop delivery of goods in the possession of a carrier or 
other bailee if the lessor discovers the lessee to be insolvent or if the lessee 
repudiates or fails to make a payment due before delivery, whether for 
rent, security or otherwise under the lease contract, or for any other rea- 
son the lessor has a right to withhold or take possession of the goods. 

(2) In pursuing its remedies under subsection (1), the lessor may stop 
delivery until 

(a) receipt of the goods by the lessee; 

(b) acknowledgment to the lessee by any bailee of the goods, except a 
carrier, that the bailee holds the goods for the lessee; or 

(c) such an acknowledgment to the lessee by a carrier via reshipment 
or as a warehouse. 

(3) (a) To stop delivery, a lessor shall so notify as to enable the bailee by 
reasonable diligence to prevent delivery of the goods. 

(b) After notification, the bailee shall hold and deliver the goods ac- 
cording to the directions of the lessor, but the lessor is liable to the 
bailee for any ensuing charges or damages. 

(c) A carrier that has issued a nonnegotiable bill of lading is not obliged 
to obey a notification to stop received from a person other than the 
consignor. 
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As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-705. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Delivery”. Section 2A-103(1)(g). 

“Discover”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Insolvent”. Section 1-201. 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Notifies” and “Notification”. Section 1-202. 

“Person”. Section 1-201. 

“Receipt”. Section 2-103(1)(c). 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2A-527. Lessor’s Rights to Dispose of Goods. 

(1) After a default by a lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(4)(a) or after the lessor refuses to 
deliver or takes possession of goods (Section 2A-525 or 2A-526), or, i 
agreed, after other default by a lessee, the lessor may dispose of the goods 
concerned or the undelivered balance thereof by lease, sale, or otherwise. 

(2) Except as otherwise provided with respect to damages liquidated in 

he lease agreement (Section 2A-504) or otherwise determined pursuant to 

agreement of the parties (Section 1-302 and 2A-503), if the disposition is 
by lease agreement substantially similar to the original lease agreement 
and the new lease agreement is made in good faith and in a commercially 
reasonable manner, the lessor may recover from the lessee as damages (i) 
accrued and unpaid rent as of the date of the commencement of the term 
of the new lease agreement, (ii) the present value, as of the same date, o 
he total rent for the then remaining lease term of the original lease agree- 
ment minus the present value, as of the same date, of the rent under the 
mew lease agreement applicable to that period of the new lease term which 
is comparable to the then remaining term of the original lease agreement, 
and (iii) any incidental or consequential damages allowed under Section 
2A-530, less expenses saved in consequence of the lessee’s default. 

(3) If the lessor’s disposition is by lease agreement that for any reason 
does not qualify for treatment under subsection (2), or is by sale or 
otherwise, the lessor may recover from the lessee as if the lessor had 
elected not to dispose of the goods and Section 2A-528 governs. 

(4) A subsequent buyer or lessee that buys or leases from the lessor in 
good faith for value as a result of a disposition under this section takes the 
goods free of the original lease contract and any rights of the original les- 
see even if the lessor fails to comply with one or more of the requirements 
of this Article. 

(5) The lessor is not accountable to the lessee for any profit made on any 
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lessee's security interest (Section 2A-508(4)). 


egislative Note: The cross-reference in subsection (2) should not be changed if the jurisdic- 
tion has not adopted the 2001 Revised Article 1. 


As amended in 2003. 


See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-706(1), (5) and (6). 
Changes: Substantially revised. 

Purposes: 

1. Subsection (1), a revised version of the first sentence of subsection 2-706(1), allows the 
essor the right to dispose of goods after a statutory or other material default by the lessee 
(even if the goods remain in the lessee's possession—Section 2A-525(2)), after the lessor re- 

uses to deliver or takes possession of the goods, or, if agreed, after other contractual 
default. The lessor's decision to exercise this right is a function of a commercial judgment, 

ot a statutory mandate replete with sanctions for failure to comply. Cf. Section 9-507. As 
he owner of the goods, in the case of a lessor, or as the prime lessee of the goods, in the 
case of a sublessor, compulsory disposition of the goods is inconsistent with the nature o 
he interest held by the lessor or the sublessor and is not necessary because the interest 
held by the lessee or the sublessee is not protected by a right of redemption under the com- 
mon law or this Article. Subsection 2A-527(5). 

2. The rule for determining the measure of damages recoverable by the lessor against the 
essee is a function of several variables. If the lessor has elected to effect disposition under 
subsection (1) and such disposition is by lease that qualifies under subsection (2), the mea- 
sure of damages set forth in subsection (2) will apply, absent agreement to the contrary. 
Sections 2A-504, 2A-103(4) and 1-102(3). 

3. The lessor's damages will be established using the new lease agreement as a measure 
if the following three criteria are satisfied: (i) the lessor disposed of the goods by lease, (ii) 
he lease agreement is substantially similar to the original lease agreement, and (iii) such 
disposition was in good faith, and in a commercially reasonable manner. Thus, the lessor 

ill be entitled to recover from the lessee the accrued and unpaid rent as of the date o 
commencement of the term of the new lease, and the present value, as of the same date, o 
he rent, under the original lease for the then remaining term less the present value as o 
he same date of the rent under the new lease agreement applicable to the period of the 
new lease comparable to the remaining term under the original lease, together with 
incidental damages less expenses saved in consequence of the lessee's default. If the les- 
sor’s disposition does not satisfy the criteria of subsection (2), the lessor may calculate its 
claim against the lessee pursuant to Section 2A-528. Section 2A-523(1)(e). 

4. Two of the three criteria to be met by the lessor are familiar, but the concept of the 
new lease agreement that is substantially similar to the original lease agreement is not. 
Given the many variables facing a party who intends to lease goods and the rapidity o 
change in the market place, the policy decision was made not to draft with specificity. It 

as thought unwise to seek to establish certainty at the cost of fairness. The decision o 

hether the new lease agreement is substantially similar to the original will be determined 
case by case. 

5. While the section does not draw a bright line, it is possible to describe some of the fac- 
ors that should be considered in a finding that a new lease agreement is substantially sim- 
ilar to the original. The various elements of the new lease agreement should be examined. 

hose elements include the options to purchase or release; the lessor's representations, 
arranties and covenants to the lessee as well as those to be provided by the lessee to the 
essor; and the services, if any, to be provided by the lessor or by the lessee. All of these fac- 
ors allocate cost and risk between the lessor and the lessee and thus affect the amount o 
ent to be paid. These findings should not be made with scientific precision, as they are a 
unction of economics, nor should they be made independently, as it is important that a 
sense of commercial judgment pervade the finding. See Section 2A-507(2). To establish the 
ew lease as a proper measure of damage under subsection (2), these various factors, taken 
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as a whole, must result in a finding that the new lease agreement is substantially similar 
o the original. If the differences between the original lease and the new lease can be easily 
alued, it would be appropriate for a court to find that the new lease is substantially simi- 
ar to the old lease, adjust the difference in the rent between the two leases to take account 
of the differences, and award damages under this section. If, for example, the new lease 
equires the lessor to insure the goods in the hands of the lessee, while the original lease 
equired the lessee to insure, the usual cost of such insurance could be deducted from rent 
due under the new lease before the difference in rental between the two leases is 
determined. 

6. The following hypothetical illustrates the difficulty of providing a bright line. Assume 

hat A buys a jumbo tractor for $1 million and then leases the tractor to B for a term of 36 
months. The tractor is delivered to and is accepted by B on May 1. On June 1 B fails to pay 
he monthly rent to A. B returns the tractor to A, who immediately releases the tractor to 
C for a term identical to the term remaining under the lease between A and B. All terms 
and conditions under the lease between A and C are identical to those under the original 
ease between A and B, except that C does not provide any property damage or other insur- 
ance coverage, and B agreed to provide complete coverage. Coverage is expensive and dif- 

cult to obtain. It is a question of fact whether it is so difficult to adjust the recovery to 
ake account of the difference between the two leases as to insurance that the second lease 
is not substantially similar to the original. 

7. A new lease can be substantially similar to the original lease even though its term 
extends beyond the remaining term of the original lease, so long as both (a) the lease terms 
are commercially comparable (e.g., it is highly unlikely that a one-month rental and a five- 
year lease would reflect similar realities), and (b) the court can fairly apportion a part o 

he rental payments under the new lease to that part of the term of the new lease which is 

comparable to the remaining lease term under the original lease. Also, the lease term of the 
new lease may be comparable to the remaining term of the original lease even though the 
beginning and ending dates of the two leases are not the same. For example, a two-month 
ease of agricultural equipment for the months of August and September may be compara- 
ble to a two-month lease running from the 15th of August to the 15th of October if in the 
particular location two-month leases beginning on August 15th are basically interchange- 
able with two-month leases beginning August 1st. Similarly, the term of a one-year truck 
ease beginning on the 15th of January may be comparable to the term of a one-year truck 
ease beginning January 2d. If the lease terms are found to be comparable, the court may| 
base cover damages on the entire difference between the costs under the two leases. 

8. Subsection (3), which is new, provides that if the lessor's disposition is by lease that 
does not qualify under subsection (2), or is by sale or otherwise, Section 24-528 governs. 

9. Subsection (4), a revised version of subsection 2-706(5), applies to protect a subsequent 
buyer or lessee who buys or leases from the lessor in good faith and for value, pursuant to a 
disposition under this section. Note that by its terms, the rule in subsection 2A-304(1), 

hich provides that the subsequent lessee takes subject to the original lease contract, is 
controlled by the rule stated in this subsection. 

10. Subsection (5), a revised version of subsection 2-706(6), provides that the lessor is not 
accountable to the lessee for any profit made by the lessor on a disposition. This rule fol- 

ows from the fundamental premise of the bailment for hire that the lessee under a lease o 
goods has no equity of redemption to protect. 
Cross References: 

Point 1: Section 2-706, Section 2A-525 and 24-527 and Section 9-625 and 9-627. 

Point 2: Section 1-302 and Section 24-103 and 2A-504. 

Point 3: Sections 24-523 and 24-528. 

Point 5: Section 2A-507. 

Point 8: Section 24-528. 

Point 9: Section 2-706 and Section 24-304. 

Point 10: Section 2-706. 

Definitional Cross References: 

“Buyer” and “Buying”. Section 2-103(1)(a). 

“Delivery”. Section 2A-103(1)(g). 

“Good faith”. Sections 2A-103(1)(m). 
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“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease contract”. Section 2A-103(1)(r). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 
“Present value". Section 2A-103(1)(aa). 
“Rights”. Section 1-201. 

“Sale”. Section 2-106(1). 

“Security interest”. Section 1-201. 
“Value”. Section 1-204. 


§ 2A-528. Lessor’s Damages for Non-acceptance, Failure to Pay, 
Repudiation, or Other Default. 


(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections 1-302 and 24-503), if a lessor elects to 
retain the goods or a lessor elects to dispose of the goods and the disposi- 
ion is by lease agreement that for any reason does not qualify for treat- 

ent under Section 2A-527(2), or is by sale or otherwise, the lessor may 
recover from the lessee as damages for a default of the type described in 
Section 2A-523(1) or 2A-523(4)(a), or, if agreed, for other default of the les- 
see, (i) accrued and unpaid rent as of the date of default if the lessee has 
mever taken possession of the goods, or, if the lessee has taken possession 
of the goods, as of the date the lessor repossesses the goods or an earlier 
date on which the lessee makes a tender of the goods to the lessor, (ii) the 
present value as of the date determined under clause (i) of the total rent 
for the then remaining lease term of the original lease agreement minus 
he present value as of the same date of the market rent at the place 

here the goods are located computed for the same lease term, and (iii) 
any incidental or consequential damages allowed under Section 2A-530, 
less expenses saved in consequence of the lessee’s default. 


(2) If the measure of damages provided in subsection (1) is inadequate to 
put a lessor in as good a position as performance would have, the measure 
of damages is the present value of the profit, including reasonable 
overhead, the lessor would have made from full performance by the lessee, 

ogether with any incidental or consequential damages allowed under 
Section 2A-530. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

1. Subsection (1), a substantially revised version of Section 2-708(1), states the basic rule 
governing the measure of lessor’s damages for a default described in Section 2A-523(1) or 
(3)(a), and, if agreed, for a contractual default. This measure will apply if the lessor elects 
o retain the goods (whether undelivered, returned by the lessee, or repossessed by the les- 
sor after acceptance and default by the lessee) or if the lessor’s disposition does not qualify 
nder subsection 2A-527(2). Section 2A-527(3). Note that under some of these conditions, 
he lessor may recover damages from the lessee pursuant to the rule set forth in Section 
2A-529. There is no sanction for disposition that does not qualify under subsection 2A- 
527(2). Application of the rule set forth in this section is subject to agreement to the 

contrary. Sections 2A-504, 2A-103(4) and 1-302. 
2. If the lessee has never taken possession of the goods, the measure of damage is the ac- 
crued and unpaid rent as of the date of default together with the present value, as of the 
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date of default, of the original rent for the remaining term of the lease less the present 
alue as of the same date of market rent, and incidental damages, less expenses saved in 
consequence of the default. Note that the reference in Section 2A-528(1)(i) and (ii) is to the 
date of default not to the date of an event of default. An event of default under a lease 
agreement becomes a default under a lease agreement only after the expiration of any rele- 
ant period of grace and compliance with any notice requirements under this Article and 
he lease agreement. American Bar Foundation, Commentaries on Indentures, § 5-1, at 
216-217 (1971). Section 2A-501(1). This conclusion is also a function of whether, as a mat- 
er of fact or law, the event of default has been waived, suspended or cured. Sections 
2A-103(4) and 1-103. If the lessee has taken possession of the goods, the measure of dam- 
ages is the accrued and unpaid rent as of the earlier of the time the lessor repossesses the 
goods or the time the lessee tenders the goods to the lessor plus the difference between the 
present value, as of the same time, of the rent under the lease for the remaining lease term 
and the present value, as of the same time, of the market rent. 

3. Market rent is computed pursuant to Section 2A-507. 

4. Subsection (2), a somewhat revised version of the provisions of subsection 2-708(2), 
states a measure of damages which applies if the measure of damages in subsection (1) is 
inadequate to put the lessor in as good a position as performance would have. The measure 
of damage is the lessor’s profit, including overhead, together with incidental damages and 
consequential damages. 

5. In calculating profit, a court should include any expected appreciation of the goods, e.g. 
he foal of a leased brood mare. Because this subsection is intended to give the lessor the 
benefit of the bargain, a court should consider any reasonable benefit or profit expected by 

he lessor from the performance of the lease agreement. See Honeywell, Inc. v. Lithonia 

ighting, Inc., 317 F.Supp. 406, 413 (N.D.Ga.1970); Locks v. Wade, 36 N.J.Super. 128, 131, 
114 A.2d 875, 877 (Super.Ct.App.Div.1955). Further, in calculating profit the concept o 
present value must be given effect. Taylor v. Commercial Credit Equip. Corp., 170 Ga.App. 
322, 316 S.E.2d 788 (Ct.App.1984). See generally Section 2A-103(1)(u). 

Cross References: 

Point 1: Section 1-302, Section 2-708 and Sections 2A-103, 2A-504, 2A-523, 2A-527 and 
2A-529. 

Point 2: Section 1-103 and Sections 2A-103, 2A-501, 2A-528. 

Point 3: Section 2A-507. 

Point 4: Section 2-708. 

Point 5: Section 2A-103. 

Definitional Cross References: 

“Agreement”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(p). 

“Lease agreement”. Section 2A-103(1)(q). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

“Present value”. Section 2A-103(1)(aa). 

“Sale”. Section 2-106(1). 


s amended in 2003. 


See Appendix U for material relating to changes made in Official Comment 
in 2003. 


§ 2A-529. Lessor’s Action for the Rent. 

(1) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(4)(a) or, if agreed, after other 
default by the lessee, if the lessor complies with subsection (2), the lessor 

ay recover from the lessee as damages: 

(a) for goods accepted by the lessee and not repossessed by or tendered 
to the lessor, and for conforming goods lost or damaged within a com- 
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mercially reasonable time after risk of loss passes to the lessee (Section 
24-219), (i) accrued and unpaid rent as of the date of entry of judgment 
in favor of the lessor, (ii) the present value as of the same date of the 
rent for the then remaining lease term of the lease agreement, and (iii) 
any incidental or consequential damages allowed under Section 24-530, 
less expenses saved in consequence of the lessee's default; and 
(b) for goods identified to the lease contract if the lessor is unable after 
reasonable effort to dispose of them at a reasonable price or the circum- 
stances reasonably indicate that effort will be unavailing, (i) accrued and 
unpaid rent as of the date of entry of judgment in favor of the lessor, (ii) 
the present value as of the same date of the rent for the then remaining 
lease term of the lease agreement, and (iii) any incidental or consequen- 
tial damages allowed under Section 24-530, less expenses saved in con- 
sequence of the lessee's default. 
(2) Except as provided in subsection (3), the lessor shall hold for the les- 
see for the remaining lease term of the lease agreement any goods that 
have been identified to the lease contract and are in the lessor's control. 


(3) The lessor may dispose of the goods at any time before collection o 
he judgment for damages obtained pursuant to subsection (1). If the dis- 
position is before the end of the remaining lease term of the lease agree- 

ent, the lessor's recovery against the lessee for damages is governed by 
Section 2A-527 or 24-528, and the lessor will cause an appropriate credit 
o be provided against a judgment for damages to the extent that the 
amount of the judgment exceeds the recovery available pursuant to Section 


2A-527 or 2A-528. 


(4) Payment of the judgment for damages obtained pursuant to subsec- 
ion (1) entitles the lessee to the use and possession of the goods not then 
disposed of for the remaining lease term of and in accordance with the 
lease agreement. 


(5) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(4)(a) or, if agreed, after other 
default by the lessee, a lessor that is held not entitled to rent under this 
section must nevertheless be awarded damages for nonacceptance under 
Section 2A-527 or 2A-528. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-709. 
Changes: Substantially revised. 
Purposes: 
1. Absent a lease contract provision to the contrary, an action for the full unpaid rent 

(discounted to present value as of the time of entry of judgment as to rent due after that 
ime) is available as to goods not lost or damaged only if the lessee retains possession of the 
goods or the lessor is or apparently will be unable to dispose of them at a reasonable price 
after reasonable effort. There is no general right in a lessor to recover the full rent from the 
essee upon holding the goods for the lessee. If the lessee tenders goods back to the lessor, 
and the lessor refuses to accept the tender, the lessor will be limited to the damages it 

ould have suffered had it taken back the goods. The rule in Article 2 that the seller can 
ecover the price of accepted goods is rejected here. In a lease, the lessor always has a 
esidual interest in the goods which the lessor usually realizes upon at the end of a lease 
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erm by either sale or a new lease. Therefore, it is not a substantial imposition on the les- 
sor to require it to take back and dispose of the goods if the lessee chooses to tender them 
back before the end of the lease term: the lessor will merely do earlier what it would have 
done anyway, sell or relet the goods. Further, the lessee will frequently encounter 
substantial difficulties if the lessee attempts to sublet the goods for the remainder of the 
ease term. In contrast to the buyer who owns the entire interest in goods and can easily 
dispose of them, the lessee is selling only the right to use the goods under the terms of the 
ease and the sublessee must assume a relationship with the lessor. In that situation, it is 
sually more efficient to eliminate the original lessee as a middleman by allowing the les- 
see to return the goods to the lessor who can then redispose of them. 

2. In some situations even where possession of the goods is reacquired, a lessor will be 
able to recover as damages the present value of the full rent due, not under this section, 
but under 2A-528(2) which allows a lost profit recovery if necessary to put the lessor in the 
position it would have been in had the lessee performed. Following is an example of such a 
case. A is a lessor of construction equipment and maintains a substantial inventory. B 
eases from A a backhoe for a period of two weeks at a rental of $1,000. After three days, B 

eturns the backhoe and refuses to pay the rent. A has five backhoes in inventory, includ- 
ing the one returned by B. During the next 11 days after the return by B of the backhoe, A 
ents no more than three backhoes at any one time and, therefore, always has two on hand. 
If B had kept the backhoe for the full rental period, A would have earned the full rental on 
hat backhoe, plus the rental on the other backhoes it actually did rent during that period. 
Getting this backhoe back before the end of the lease term did not enable A to make any 
eases it would not otherwise have made. The only way to put A in the position it would 
have been in had the lessee fully performed is to give the lessor the full rentals. A realized 
o savings at all because the backhoe was returned early and might even have incurred ad- 
ditional expense if it was paying for parking space for equipment in inventory. A has no 
obligation to relet the backhoe for the benefit of B rather than leasing that backhoe or any 
other in inventory for its own benefit. Further, it is probably not reasonable to expect A to 
dispose of the backhoe by sale when it is returned in an effort to reduce damages suffered 
by B. Ordinarily, the loss of a two-week rental would not require A to reduce the size of its 
backhoe inventory. Whether A would similarly be entitled to full rentals as lost profit in a 
one-year lease of a backhoe is a question of fact: in any event the lessor, subject to mitiga- 
ion of damages rules, is entitled to be put in as good a position as it would have been had 
he lessee fully performed the lease contract. 

3. Under subsection (2) a lessor who is able and elects to sue for the rent due under a 
ease must hold goods not lost or damaged for the lessee. Subsection (3) creates an excep- 
ion to the subsection (2) requirement. If the lessor disposes of those goods prior to collec- 
ion of the judgment (whether as a matter of law or agreement), the lessor’s recovery is 
governed by the measure of damages in Section 2A-527 if the disposition is by lease that is 
substantially similar to the original lease, or otherwise by the measure of damages in 
Section 2A-528. Section 2A-523 official comment. 

4. Subsection (4), which is new, further reinforces the requisites of Subsection (2). In the 
event the judgment for damages obtained by the lessor against the lessee pursuant to 
subsection (1) is satisfied, the lessee regains the right to use and possession of the remain- 
ing goods for the balance of the original lease term; a partial satisfaction of the judgment 
creates no right in the lessee to use and possession of the goods. 

5. The relationship between subsections (2) and (4) is important to understand. Subsec- 
ion (2) requires the lessor to hold for the lessee identified goods in the lessor’s possession. 
Absent agreement to the contrary, whether in the lease or otherwise, under most circum- 
stances the requirement that the lessor hold the goods for the lessee for the term will mean 
hat the lessor is not allowed to use them. Sections 2A-103(4) and 1-203. Further, the les- 
sor’s use of the goods could be viewed as a disposition of the goods that would bar the lessor 
rom recovery under this section, remitting the lessor to the two preceding sections for a de- 
ermination of the lessor’s claim for damages against the lessee. 

6. Subsection (5), the analogue of subsection 2-709(3), further reinforces the thrust o 
subsection (3) by stating that a lessor who is held not entitled to rent under this section 

has not elected a remedy; the lessor must be awarded damages under Sections 2A-527 and 
2A-528. This is a function of two significant policies of this Article—that resort to a remedy 
is optional, unless expressly agreed to be exclusive (Section 2A-503(2)) and that rights and 
emedies provided in this Article generally are cumulative. (Section 2A-501(2) and (4)). 
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Point 2: Section 24-528. 

Point 3: Section 24-523, 24-5277 and 24-528. 

Point 5: Section 1-203 and Section 2A-103. 

Point 6: Section 2-709 and Sections 24-501, 24-508, 2A-527, 24-528. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Conforming”. Section 2A-103(1)(c). 

“Goods”. Section 2A-103(1)(n). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(q). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Present value”. Section 2A-103(1)(aa). 

“Reasonable time”. Section 1-205. 


§ 2A-530. Lessor’s Incidental and Consequential Damages. 


(1) Incidental damages to an aggrieved lessor include any commercially 
reasonable charges, expenses, or commissions incurred in stopping 
delivery, in the transportation, care and custody of goods after the lessee’s 
default, in connection with return or disposition of the goods, or otherwise 
resulting from the default. 


(2) Consequential damages resulting from a lessee’s default include any 
loss resulting from general or particular requirements and needs of which 
he lessee at the time of contracting had reason to know and which could 
mot reasonably be prevented by disposition under Section 2A-527 or 
otherwise. 


(3) In a consumer lease contract, a lessor may not recover consequential 
damages from a consumer. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 
niform Statutory Source: Section 2-710. 
Changes: Revised to reflect leasing practices and terminology. 
1. Subsection (1) provides for reimbursement by the lessor for the expenses reasonably 
incurred as a result of the lessee’s breach. The section sets forth as examples the usual and 
ormal types of damages that may arise from the breach but the provision is intended 
intends to provide for all commercially reasonable expenditures made by the lessor. 
2. Subsection (2), permits an aggrieved lessor to recover consequential damages. Under 
his section the loss must result from general or particular requirements of the lessor o 
hich the lessee had reason to know at the time of contracting. The lessee is not liable for| 
osses that could have been mitigated. 
3. Subsection (3) precludes a lessor from recovering consequential damages from a 
consumer. This is a non-waivable provision. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 
“Delivery”. Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(n). 
“Lessee”. Section 2A-103(1)(t). 
“Lessor”. Section 2A-103(1)(v). 


As amended in 2003. 
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See Appendix U for material relating to changes made in Official Comment 
in 2003. 


$ 2A-531. Standing to Sue Third Parties for Injury to Goods. 

(1) If a third party so deals with goods that have been identified to a 
lease contract as to cause actionable injury to a party to the lease contract 
(a) the lessor has a right of action against the third party, and (b) the les- 
see also has a right of action against the third party if the lessee: 

(a) has a security interest in the goods; 
(b) has an insurable interest in the goods; or 


(c) bears the risk of loss under the lease contract or has since the 
injury assumed that risk as against the lessor and the goods have been 
converted or destroyed. 


(2) If at the time of the injury the party plaintiff did not bear the risk o 
loss as against the other party to the lease contract and there is no ar- 
rangement between them for disposition of the recovery, the party 
plaintiffs suit or settlement, subject to the party plaintiff's own interest, is 
as a fiduciary for the other party to the lease contract. 


(3) Either party with the consent of the other may sue for the benefit o 
hich it may concern. 


As amended in 2003. 
See Appendix U for material relating to changes made in text in 2003. 


Official Comment 

niform Statutory Source: Section 2-722. 
Changes: Revised to reflect leasing practices and terminology. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Goods”. Section 2A-103(1)(n). 

“Lease contract”. Section 2A-103(1)(r). 

“Lessee”. Section 2A-103(1)(t). 

“Lessor”. Section 2A-103(1)(v). 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 


§ 2A-532. Lessor’s Rights to Residual Interest. 
In addition to any other recovery permitted by this Article or other law, 
he lessor may recover from the lessee an amount that will fully 
compensate the lessor for any loss of or damage to the lessor’s residual 
interest in the goods caused by the default of the lessee. 


Official Comment 
niform Statutory Source: None. 
Purposes: This section recognizes the right of the lessor to recover under this Article (as 
ell as under other law) from the lessee for failure to comply with the lease obligations as 
o the condition of leased goods when returned to the lessor, for failure to return the goods 
at the end of the lease, or for any other default which causes loss or injury to the lessor’s 
esidual interest in the goods. 
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PART 6. TRANSITIONAL PROVISIONS 


$ 24-601. Effective Date. 
This [Act] takes effect on — — 1 1 ,20. . 


As added in 2003. 


$ 2A-602. Amendment of Existing Article 2A. 
This [Act] amends [insert citation to existing Article 2A]. 


As added in 2003. 


§ 2A-603. Applicability. 

(1) This [Act] applies to a transaction within its scope that is entered 

into on or after the effective date of this [Act]. 

(2) This [Act] does not apply to a transaction that is entered into before 
he effective date of this [Act] even if the transaction would be subject to 
his [Act] if it had been entered into after the effective date of this [Act]. 

(3) This [Act] does not apply to a cause of action that has accrued before 
he effective date of this [Act]. 


As added in 2003. 


§ 2A-604. Savings Clause. 
A transaction entered into before the effective date of this [Act] and the 
rights, obligations, and interests flowing from that transaction are 


governed by any statute or other law amended or repealed by this [Act] as 


if amendment or repeal had not occurred and may be terminated, 
completed, consummated, or enforced under that statute or other law. 


As added in 2003. 
APPENDIX I. CONFORMING AMENDMENT TO ARTICLE 1 


§ 1-303. Course of Performance, Course of Dealing, and Usage of 
Trade. 
* ok ok 
(f) Subject to Section 2-209 and Section 2A-208, a course of performance 
is relevant to show a waiver or modification of any term inconsistent with 
he course of performance. 


ARTICLE 3. 
NEGOTIABLE INSTRUMENTS" 


PART 1. GENERAL PROVISIONS AND 
DEFINITIONS 


3-101. Short Title. 

3-102. Subject Matter. 

3-103. Definitions. 

3-104. Negotiable Instrument. 

3-105. Issue of Instrument. 

3-106. Unconditional Promise or Order. 

3-107. Instrument Payable in Foreign Money. 
3-108. Payable on Demand or at Definite Time. 
3-109. Payable to Bearer or to Order. 

3-110. Identification of Person to Whom Instrument Is Payable. 
9-111. Place of Payment. 

3-112. Interest. 

3-113. Date of Instrument. 

3-114. Contradictory Terms of Instrument. 
3-115. Incomplete Instrument. 

3-116. Joint and Several Liability; Contribution. 
3-117. Other Agreements Affecting Instrument. 
3-118. Statute of Limitations. 

3-119. Notice of Right to Defend Action. 


PART 2. NEGOTIATION, TRANSFER, AND 
INDORSEMENT 


3-201. Negotiation. 

3-202. Negotiation Subject to Rescission. 

3-203. Transfer of Instrument; Rights Acquired by Transfer. 

3-204. Indorsement. 

3-205. Special Indorsement; Blank Indorsement; Anomalous Indorsement. 
3-206. Restrictive Indorsement. 

3-207. Reacquisition. 


PART 3. ENFORCEMENT OF INSTRUMENTS 


3-301. Person Entitled to Enforce Instrument. 
3-302. Holder in Due Course. 
3-303. Value and Consideration. 


"Article 3 was revised in 1990 and 2002 amendments to Article 3, along with 
amended in 2002. For the text and Official  Prefatory Note and list of drafting commit- 
Comments to Article 3 as they existed prior tee members, see Appendix Q. 

o revision in 1990, see Appendix G. For the 
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. Overdue Instrument. 

. Defenses and Claims in Recoupment. 

. Claims to an Instrument. 

. Notice of Breach of Fiduciary Duty. 

. Proof of Signatures and Status as Holder in Due Course. 

. Enforcement of Lost, Destroyed, or Stolen Instrument. 

. Effect of Instrument on Obligation for Which Taken. 

. Accord and Satisfaction by Use of Instrument. 

. Lost, Destroyed, or Stolen Cashier’s Check, Teller’s Check, or Certified 
Check. 


PART 4. LIABILITY OF PARTIES 


. Signature. 

. Signature by Representative. 

. Unauthorized Signature. 

. Impostors; Fictitious Payees. 

. Employer’s Responsibility for Fraudulent Indorsement by Employee. 
. Negligence Contributing to Forged Signature or Alteration of 
Instrument. 

. Alteration. 

. Drawee Not Liable on Unaccepted Draft. 

. Acceptance of Draft; Certified Check. 

. Acceptance Varying Draft. 

. Refusal to Pay Cashier’s Checks, Teller’s Checks, and Certified Checks. 
. Obligation of Issuer of Note or Cashier’s Check. 

. Obligation of Acceptor. 

. Obligation of Drawer. 

. Obligation of Indorser. 

. Transfer Warranties. 

. Presentment Warranties. 

. Payment or Acceptance by Mistake. 

. Instruments Signed for Accommodation. 

. Conversion of Instrument. 


PART 5. DISHONOR 


. Presentment. 

. Dishonor. 

. Notice of Dishonor. 

. Excused Presentment and Notice of Dishonor. 
. Evidence of Dishonor. 


PART 6. DISCHARGE AND PAYMENT 


. Discharge and Effect of Discharge. 

. Payment. 

. Tender of Payment. 

. Discharge by Cancellation or Renunciation. 
. Discharge of Secondary Obligors. 
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PREFATORY NOTE 

Revised Article 3 (with miscellaneous and conforming amendments to Articles 1 and 4) is 
a companion undertaking to Article 4A on funds transfers. Both efforts were undertaken 
or the purpose of accommodating modern technologies and practices in payment systems 
and with respect to negotiable instruments. Both efforts were drafted by the same commit- 

ee over essentially the same period of time. The work on Article 4A was accorded priority 
and completed in 1989, and revised Article 3 was completed in 1990. 

Revised Article 3 may, not inappropriately, be regarded as the latest effort in the pro- 
gressive codification of the common law of negotiable instruments that began with the En- 
glish Bills of Exchange Act enacted by Parliament in 1882. The Uniform Negotiable Instru- 
ments Law was promulgated by the Conference in 1896, and it in turn was reorganized and 
modernized by original Article 3—Commercial Paper as part of the Uniform Commercial 
Code jointly promulgated in 1952 by the Conference and the American Law Institute. 
Revised Article 3 in 1990 modernizes, reorganizes and clarifies the law. 


Purpose of Drafting Effort 
The original Articles 3 and 4 and their predecessors were based upon a paper payment 
system. Literally, there has been an explosion in the volume of paper to process since 
rticles 3 and 4 were first promulgated. In the early ‘50s, around 7 billion checks were 
processed annually. Correctly anticipating an increase in check volume as the result of a 
etail approach taken by bankers at that time, the American Bankers Association in 1954 
placed a team on a research and development project to identify the most efficient method 
of processing checks mechanically. The eminently successful MICR line technology was the 
esult. Upon its implementation, checks were processed at high rates of speed. In major 
part as a result of this technology, a seven-fold explosion in check volume has occurred be- 
ween the ‘50s and 1988. In 1988, the Federal Reserve estimated check volume at 48 billion 
ritten annually. In 1987, Congress enacted the Expedited Funds Availability Act, and the 
Federal Reserve Board implemented it in 1988 with Regulation CC. Regulation CC covers 
many aspects of the forward check collection process and all aspects of the return process. 
Present Articles 3 and 4, written for a paper-based system, do not adequately address the 
issues of responsibility and liability as they relate to modern technologies now employed 
and the procedures required by the current volume of checks and by the *Expedited Funds 
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Availability Act” and Regulation CC. While agreements among parties to particular transac- 
ions have provided some relief, such stop-gap measures are no longer adequate. 

In addition, practices have developed which are not easily accommodated within existing 
Article 3. For example, variable rate notes were unknown when Article 3 first was 
promulgated; they are common today. Questions about the “cash equivalency” of cashier’s 
checks and money orders have arisen as banks have sought to raise defenses to the pay- 
ment of these instruments. 

The revision of Article 3 and Article 4 to update, improve and maintain the viability of it 
is necessary to accommodate these changing practices and modern technologies, the needs 
of a rapidly expanding national and international economy, the requirement for more rapid 
unds availability, and the need for more clarity and certainty. Absent such an update, fur- 
her Federal preemption of state law may likely occur. 


niformity is Essential 

Traditionally, the legal structures for payments have been regulated by state law through 
he Uniform Commercial Code. In recent years, however, the Federal government has 
established regulations for credit and debit cards, and for the availability of funds in a way 
hat regulates much of the check collection process. 

With respect to wholesale funds transfers, on an average day two trillion dollars is 

ransferred. Article 4A of the UCC promulgated in 1989 provides the governing 
comprehensive rules. In 1990, 12 states enacted Article 4A including California, New York 
and Illinois. In 1991, Article 4A has been introduced in the legislatures of most of the other 
states, and it is anticipated that most, if not all, will enact Article 4A uniformly. Within a 
short time, perhaps by 1992, the law of wholesale funds transfers should be uniform 
hroughout the 50 states. 

The law for payments through checks and which governs other negotiable instruments 
similarly should be uniform and up-to-date, either through state enactments or Federal 
preemption. Otherwise, checks as a viable payment system in international and national 
ransactions will be severely hampered and the utility of other negotiable instruments 
impaired. 


Process of Achieving Uniformity 

The essence of uniform law revision is to obtain a sufficient consensus and balance 
among the interests of the various participants so that universal and uniform adoption by 
he legislatures of all 50 states may be achieved. As is the practice of the Conference, an- 
nouncement of the drafting undertaking for Articles 3, 4 and 4A was widely circulated in 
1985. Anyone who so requested, received notice of all meetings and was invited to attend. 

pon request, names were put on a mailing list to receive copies of drafts as they 
progressed. In addition, the American Bar Association Ad Hoc Committee on Payments 
Systems closely followed the work of the Conference and widely circulated the drafts. 

The Drafting Committee had 3 or 4 meetings each year and, by August 1990, had held 20 
meetings. The drafting meetings began on Friday morning and ended on Sunday at noon. 
All the meetings were well attended, and the average attendance was 50 or more. The 
discussion of the drafts was open for comment by all those who attended. In addition, the 

eporters received a substantial amount of comment and suggestions by written and other 
communications between meetings of the drafting committee. The work product was read 
ine for line at the annual meetings of the Conference three different years. In addition, the 
American Law Institute circulated the drafts two or three times to its entire membership. 
he ALI consultative group also held a meeting to comment and make suggestions on the 
draft. In addition, progress reports were published annually in The Business Lawyer from 
1985 through 1990. 

The consensus, balance and quality achieved in this lengthy deliberative process is a 
product not only of the fine work of the reporters and the drafting committee, but also the 
aithful and energetic participation of the advisors and participants in the drafting 
meetings. The advisors representing a variety of interests were: 

Thomas C. Baxter, Jr., Federal Reserve Bank of New York 

Roland E. Brandel, American Bar Association 

Leon P. Ciferni, National Westminster Bank USA 

William B. Davenport, American Bar Association, Section of Business Law, Ad Hoc Com- 

mittee on Payment Systems 

Carl Felsenfeld, Association of the Bar of the City of New York 
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Thomas J. Greco, American Bankers Association 

Oliver I. Ireland, Board of Governors of Federal Reserve System 

John R. H. Kimball, Federal Reserve Bank of Boston 

John F. Lee, New York Clearing House Association 

Norman R. Nelson, New York Clearing House Association 

Ernest T. Patrikis, Federal Reserve Bank of New York 

Anne B. Pope, National Corporate Cash Management Association 

Paul S. Turner, Occidental Petroleum Corporation and National Corporate Cash Manage- 
ment Association 

Stanley M. Walker, Exxon Company, U.S.A. and National Corporate Cash Management 
Association 

Other participants who regularly attended drafting meetings were: 

Henry N. Dyhouse, U.S. Central Credit Union 

Robert Egan, Chemical Bank 

Paul T. Even, National Gypsum Corporation 

James Foorman, First Chicago Corporation 

J. Kevin French, Exxon Company, U.S.A. 

Richard M. Gottlieb, Manufacturers Hanover Trust Company 

Douglas E. Harris, National Corporate Cash Management Association 

Arthur L. Herold, National Corporate Cash Management Association 

Shirley Holder, Atlantic Richfield Company 

Paul E. Homrighausen, Bankers Clearing House Association 

Gail M. Inaba, Morgan Guaranty Trust Company of New York 

Richard P. Kessler, Jr., Credit Union National Association 

James W. Kopp, Shell Oil Company 

Donald R. Lawrence, Citibank, N.A. 

Robert M. McAllister, Chase Manhattan Bank, N.A. 

Thomas E. Montgomery, California Bankers Association 

W. Robert Moore, American Bankers Association 

Samuel Newman, Manufacturers Hanover Trust Company 

Nena Nodge, National Corporate Cash Management Association 

Robert J. Pisapia, Occidental Petroleum Corporation 

Deborah S. Prutzman, Arnold & Porter 


James S. Rogers, Professor of Law, Newton, Massachusetts 
Robert M. Rosenblith, Manufacturers Hanover Trust Company 
Jamileh Soufan, American General Corporation 

Irma Villarreal, Aon Corporation 


Balance Achieved 
The consensus reflected in Revised Article 3 and in the conforming amendments to 
rticles 1 and 4 is supported by the participants from the banking community, the users, 
and the Federal regulators because it reflects a balance that each interest can reasonably 
embrace. Some of the benefits of the Revision include: 


A. Benefits in the Public Interest 

Certainty—Revised Articles 3 and 4 remove numerous uncertainties that exist in the 
current provisions and thus reduce risk to the payment system and allow appropriate plan- 
ning by its users and operators. 

Speed and Reliability—The Revision removes impediments to the use of automation, 
and better conforms to Regulation CC to expedite the availability of funds to customers and 
o reduce risks to banks. 

Lower Costs—The Revision by providing for modern technologies, lowers costs to banks 
and thus to their customers. 

Reduced Litigation—By clarification of troublesome issues, and by the provisions o 
Sections 3-404 through 3-406 which reform rules for allocation of loss from forgeries and 
alterations, the Revision should significantly reduce litigation. 


B. Benefits to Users 

“Good Faith"—The definition of good faith under Sections 3-103(a)(4) and 4-104(c) is 
expanded to include observance of reasonable commercial standards of fair dealing. This 
objective standard for good faith applies to the performance of all duties and obligations 
established under Articles 3 and 4. 

Fiduciary Provisions—Section 3-307 protects drawers and persons owed a fiduciary 
esponsibility by imposing stricter standards for obtaining holder in due course rights by a 
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person dealing with the defaulting agent or fiduciary. It also spells out the circumstances 
under which a person receiving funds has notice of a breach of fiduciary duty, and resulting 
iability. 

Accord and Satisfaction—Under Section 3-311 payees can avoid the unintentional ac- 
cord and satisfaction by returning the funds or by giving a notice that requires checks to be 
sent to a particular office where such proposals can be handled. On the other hand, the 
drawer of a full settlement check is protected from the instrument being indorsed with 
protest and thus losing the money and being liable on the balance of the claim. 

Cashier’s Checks—Section 3-411 and related provisions considerably improve the ac- 
ceptability of bank obligations like cashier’s checks as cash equivalents by providing 
disincentives to wrongful dishonor, such as the possible recovery of consequential damages. 

Indorser Liability—Section 3-415 gives more time to hold a check before the user loses 
indorser liability. 

Reporting Forgeries—Section 4-406 increases the outside time a customer has to 
eport forged checks or alterations to thirty days. It also requires a bank truncating checks 
o retain the item or the capacity to furnish legible copies for seven years. 

Individual Agent and Corporate Liability—Section 3-402, as to corporate instru- 
ments signed by agents without adequate indication and representation, (except as against 
a holder in due course), allows a representative to show the parties did not intend individ- 

al liability. It affords full protection to the agent that signs a corporate check, even though 

he check does not show representative status. Also, Section 3-403(b) makes it clear that a 
signature of an organization is considered unauthorized if more than one signature is 
equired and it is missing. 

Direct Suits—Section 3-420 allows a person whose indorsement is forged to sue the de- 
positary bank directly, rather than each drawee of the checks involved. 


C. Benefits to the Banking Community 
Certainty—Section 3-104 and related provisions clarify what types of contracts are 
ithin Article 3 and how they are to be treated, thus promoting certainty of legal rules and 
educing litigation costs and risks. Checks that may omit “words of negotiability” are 
included as fully negotiable; confusion over travelers checks is eliminated; variable rate 
instruments are included; and there is clarification of the impact of the FTC “Holder” Rule, 
clarification of the ability of parties to an instrument that is not included in Article 3 to 
contract for the application of its rules to their contract; and clarification of ordinary money 
orders as checks rather than bank obligations. 

“Ordinary Care"—In Sections 3-103(a)(7) and 4-104(c), ordinary care is defined, making 
clear that financial institutions taking checks for processing or for payment by automated 
means need not manually handle each instrument if that is consistent with the institution's 
procedures and the procedures used do not vary unreasonably from the general usage o 
banks. This clarification is designed to accommodate and facilitate efficiency, thus lowering 
costs and lowering expedited funds availability risks. The definition of ordinary care relates 
o those specific instances in the Code where the standard of ordinary care is set forth. 

Statute of Limitations—Sections 3-118 and 4-111 include statutory periods of limita- 
ions which will make the law uniform rather than leaving the topic to widely varying state 
aws. 

Employee Fraud—Section 3-405 expands a per se negligence rule to the case of an 
indorsement forged by an employee whose duties involve handling checks. It also covers 
hat of a faithless employee who supplies a name and then forges the indorsement, but 
does not require a precise match between the name of the payee and the indorsement. 

Bank Definition—The definition of bank is expanded for the purposes of Articles 3 and 
4 to clearly include savings and loans and credit unions so that their checks are directly 
governed by the Code. Section 4-104 clarifies that checks drawn on credit lines are subject 
o the rules for checks drawn on deposit accounts. 

Truncation—Section 4-110 authorizes electronic presentment of items and related pro- 
isions remove impediments to truncation. Truncation will reduce risks from mandated 
unds availability and improve the check collection process. Section 4-406 allows an institu- 
ion the benefit of its provisions even though it does not return the checks due to truncation. 

If both the customer and the institution fail to use ordinary care, a comparative negligence 
standard is used rather than placing the full loss on the institution. 
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TABLE OF DISPOSITION OF SECTIONS IN FORMER ARTICLE 3 


The reference to a section in Revised Article 3 is to the section that 
refers to the issue addressed by the section in Former Article 3. If there is 
no comparable section in Revised Article 3 to a section in Former Article 3, 

hat fact is indicated by the word “Omitted.” 


Former Article 3 Section Revised Article 3 or 4 Section 


3-102(1)(a) 
3-102(1)(b) 3-103(a)(6) 
3-102(1)(c) 3-103(a)(9) 
3-102(1)(d) Omitted. See Comment 2 to 3-414. 
3-102(1)(e) 3-104(b) 
3-102(2) 3-103(b) 
3-103(c) 


3-102(b) 
3-104(a) 

3-104(2)(a) 

3-104(2)(b) 

3-104(2)(c) 

3-104(2)(d) 3-104(e) 
Omitted. 
3-106(a) 
Omitted. See Comment 1 to 3-106. 
Omitted. See Comment 1 to 3-106. 
Omitted. See Comment 1 to 3-106. 
Omitted. See Comment 1 to 3-106. 
3-106(b)1) 

3-105(1)(g) 3-106(b)(ii) 

3-105(1)(h) 3-106(b)1) 

3-105(2)(a) 3-106(a)(1) 

3-105(2)(b) 3-106(b)1) 
3-104(a) 
Omitted. 
Omitted. See Comment to 3-107. 


3-108(b) 

Omitted. 

3-109(b) 
3-110(1)(a) Omitted. 
3-110(1)(b) 


Former Article 3 Section 
3-110(1)(c) 
3-110(1)(d) 
3-110(1)(e) 
3-110(1)(f) 
3-110(1)(g) 


3-111(c) 

3-112(1)(a) 
3-112(1)(b) 
3-112(1)(c) 
3-112(1)(d) 
3-112(1)(e) 
3-112(1)(f) 
3-112(1)(g) 
3-112(2) 


Revised Article 3 or 4 Section 
Omitted. 

3-110(d) 

3-110(c)(2)() 
3-110(c)(2)(iv) 

Omitted. 

Omitted. 

3-109(b) 

3-109(a)(1) 

3-109(a)(1) 

3-109(a)(3) and 3-205(b) 
Omitted. 

3-104(a)(3)Q) 
3-104(a)(3)G) 
3-104(a)(3)(1) 
3-104(a)(3)(11) 


Omitted. 
Omitted. 
Omitted. See Comment to 3-113. 
3-113(a) 
Omitted. See Comment to 3-113. 


3-110(c)(2)(ii) 
3-110(c)(2)(i) 

Omitted. 

3-104(e) and 3-103(a)(6) 


3-116(a) 
Omitted. 
3-117 and 3-106(a) and (b) 


Omitted. See Comment 1 to 3-118. 
3-203(b) 
3-204(c) 
3-203(c) 
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Former Article 3 Section Revised Article 3 or 4 Section 
3-203(d) 
Omitted. 
3-204(d) 
3-205(a) 
3-205(b) 
3-205(c) 
Omitted. 
3-206(a) 
3-206(c)(4) and (d) 
3-206(b), (c), and (e) 
: 3-206(d) and (e) 
3-207(1)(a) 3-202(a)() 
3-207(1)(b) 3-202(a)(1) 
3-202(a)(ii1) 
3-202(a)üi) 
3-202(b) 
3-207 
Omitted. See Comment to 3-301. 
3-302(a) 
Omitted. See Comment 4 to 3-302. 
3-302(c)(i) 
3-302(c)(1) 
3-302(c)1) 
3-302(e) 
3-303(a)(1) and (2) 
3-303(a)(3) 
3-303(a)(4) and (5) 
3-302(a)(1) 
Omitted. 
3-307(b) 
3-302(a)(2)(11); 3-304(b)(1) 
3-304(b)(3) 
3-304(a)(1), (2) and (3) 
Omitted. 
Omitted. 
Omitted. 


3-306 
3-305(a)(1)) 


Former Article 3 Section Revised Article 3 or 4 Section 
3-305(2)(b) 3-305(a)(1)(1) 
3-305(2)(c) 3-305(a)(1)G11) 
3-305(2)(d) 3-305(a)(1)(iv) 


3-305(a)(2) 
3-305(a)(2); 3-303(b); 3-105(b) 


3-402(b)(2) 
3-402(b)(2) 
3-402(b)(1) 


3-407(a)(i) 

3-407(a)(ii) 

3-407(a)(i) 

3-407(b) 

3-407(b) 

3-407(c) 

3-303(b) 

3-408 

Omitted. See Comment 1 to 3-408. 
3-409(a) 
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Former Article 3 Section Revised Article 3 or 4 Section 
3-410(c) 
3-412; 3-413(a) 
3-414(b) and (e) 
Omitted. 
3-415(a) and (b) 
Omitted. 
3-419(a) 
3-419(b) 
Omitted. See 3-605(h) 
3-419(c) 
3-419(e) 
Omitted. 
3-A19(d) 
Omitted. 
3-419(c) 
Omitted. 
Omitted. 
3-417 
3-416 
Omitted. 
Omitted. 
3-418 
3-420(a) 
3-420(b) 
3-420(c) 
3-206(c)(4) and (d) 
3-414(b); 3-502(b)(3) and (4) 
3-415(a); 3-502(a)(1) and (2); 
3-502(b), (c), (d) and (e) 
3-414(f); 3-415(e) 
3-503(a) 
Omitted. See Comment 2 to 3-414. 
Omitted. See Comment to 3-505. 
Omitted. 
3-415(e) 
3-414(f) 
Omitted. See Comment to 3-505. 
Omitted. See Comment to 3-502. 
3-504(1) 3-501(a) 
3-504(2)(a) 3-501(b)(1) 
3-504(2)(b) 3-501(b)(1) 
3-504(2)(c) 3-501(b)(1); 3-111 
3-504(3)(a) 3-501(b)(1) 


Former Article 3 Section Revised Article 3 or 4 Section 
Omitted. 
3-501(b)(1) 
Omitted. 

3-505(1)(a) 3-501(b)(2)G) 

3-505(1)(b) 3-501(b)(2)1) 

3-505(1)(c) Omitted. 

3-505(1)(d) 3-501(b)(2)(iii) 


3-501(b)(3)Q) 
Omitted. 


Omitted. 
Omitted. 
Omitted. 
Omitted. 


3-505(a)(1) 

3-505(a)(2) 

3-505(a)(3) 

Omitted. 

3-504(a)(iv) 

3-504(a)(ii), (iv), and (v); 3-504(b) 
3-504(a)(i) 

3-504(a)(ii) 

3-504(a)(ii) 
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Former Article 3 Section Revised Article 3 or 4 Section 
3-603(1) 3-602(a) and (b) 

3-603(1)(a) 3-602(b)(2) 

3-603(1)(b) Omitted. See 3-206(c)(3). 


3-605(1)(a) 3-604(a)(i) 
3-605(1)(b) 3-604(a)(1) 
3-604(b) 
3-605(b) and (c) 
3-605(e) 
Omitted. 
Omitted. 
Omitted. 
Omitted. 
Omitted. 
Omitted. 
Omitted. 
Omitted. 
3-802(1)(a) 3-310(a) and (c) 
3-802(1)(b) 3-310(b) and (c) 
Omitted. 


Omitted. See Comment 2 to 3-104. 


PART 1. GENERAL PROVISIONS AND DEFINITIONS 


§ 3-101. Short Title. 


This Article may be cited as Uniform Commercial Code—Negotiable 
Instruments. 


§ 3-102. Subject Matter. 

(a) This Article applies to negotiable instruments. It does not apply to 
money, to payment orders governed by Article 4A, or to securities governed 
by Article 8. 

(b) If there is conflict between this Article and Article 4 or 9, Articles 4 
and 9 govern. 

(c) Regulations of the Board of Governors of the Federal Reserve System 
and operating circulars of the Federal Reserve Banks supersede any incon- 
sistent provision of this Article to the extent of the inconsistency. 
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Official Comment 

1. Former Article 3 had no provision affirmatively stating its scope. Former Section 3-103 

as a limitation on scope. In revised Article 3, Section 3-102 states that Article 3 applies to 
“negotiable instruments,” defined in Section 3-104. Section 3-104(b) also defines the term 
“instrument” as a synonym for “negotiable instrument.” In most places Article 3 uses the 
shorter term “instrument.” This follows the convention used in former Article 3. 

2. The reference in former Section 3-103(1) to “documents of title” is omitted as superflu- 
ous because these documents contain no promise to pay money. The definition of “payment 
order” in Section 4A-103(a)(1)(iii) excludes drafts which are governed by Article 3. Section 
3-102(a) makes clear that a payment order governed by Article 4A is not governed by 

rticle 3. Thus, Article 3 and Article 4A are mutually exclusive. 

Article 8 states in Seetien 8-10246e) Section 8-103(d) that “A writing that is a eertifieated 
security certificate is governed by this Article and not by Article 3, even though it also 
meets the requirements of that Article.” Section 3-102(a) conforms to this provision. With 

espect to some promises or orders to pay money, there may be a question whether the 
promise or order is an instrument under Section 3-104(a) or a certificated security under 
a Section 8-102(a)(4) and (15). Whether a writing is covered by Article 3 
or Aha 8 has important consequences. Among other things, under Section 8-207, the is- 
suer of a certificated security may treat the registered owner as the owner for all purposes 
ntil the presentment for registration of a transfer. The issuer of a negotiable instrument, 
on the other hand, may discharge its obligation to pay the instrument only by paying a 
person entitled to enforce under Section 3-301. There are also important consequences to 
an indorser. An indorser of a security does not undertake the issuer’s obligation or make 
any warranty that the issuer will honor the underlying obligation, while an indorser of a 
egotiable instrument becomes secondarily liable on the underlying obligation. Amend- 
ments approved by the Permanent Editorial Board for Uniform Commercial Code November 
4, 1995. 

Ordinarily the distinction between instruments and certificated securities in non-bearer 
orm should be relatively clear. A certificated security under Article 8 must be in registered 
orm (Seetien 8-1024)(a}4) Section 8-102(a)(13)) so that it can be registered on the issuer’s 
ecords. By contrast, registration plays no part in Article 3. The distinction between an 

instrument and a certificated security in bearer form may be somewhat more difficult and 

ill generally lie in the economic functions of the two writings. Ordinarily, negotiable 
instruments under Article 3 will be separate and distinct instruments, while certificated se- 
curities under Article 8 will be either one of a class or series or by their terms divisible into 
a class or series (Seetien 8-102) aV Section 8-102(a)(15)(ii)). Thus, a promissory note in 
bearer form could come under either Article 3 if it were simply an individual note, or under 
Article 8 if it were one of a series of notes or divisible into a series. An additional distinc- 
ion is whether the instrument is of the type commonly dealt in on securities exchanges or 
markets or commonly recognized as a medium for investment (Seetion 8-192) Section 

-102(a)(15)(iii)). Thus, a check written in bearer form (i.e., a check made payable to “cash”) 
ould not be a certificated security within Article 8 of the Uniform Commercial Code. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 4, 1995. 

Occasionally, a particular writing may fit the definition of both a negotiable instrument 
under Article 3 and of an investment security under Article 8. In such cases, the instru- 
ment is subject exclusively to the requirements of Article 8. Seetion-8-1020€(e) Section 

-103(d) and Section 3-102(a). Amendments approved by the Permanent Editorial Board for 
Uniform Commercial Code November 4, 1995. 

3. Although the terms of Article 3 apply to transactions by Federal Reserve Banks, 
ederal preemption would make ineffective any Article 3 provision that conflicts with 
ederal law. The activities of the Federal Reserve Banks are governed by regulations of the 

Federal Reserve Board and by operating circulars issued by the Reserve Banks themselves. 
In some instances, the operating circulars are issued pursuant to a Federal Reserve Board 
egulation. In other cases, the Reserve Bank issues the operating circular under its own 
authority under the Federal Reserve Act, subject to review by the Federal Reserve Board. 
Section 3-102(c) states that Federal Reserve Board regulations and operating circulars o 
he Federal Reserve Banks supersede any inconsistent provision of Article 3 to the extent 
of the inconsistency. Federal Reserve Board regulations, being valid exercises of regulatory 
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authority pursuant to a federal statute, take precedence over state law if there is an 
inconsistency. Childs v. Federal Reserve Bank of Dallas, 719 F.2d 812 (5th Cir.1983), reh. 
den. 724 F.2d 127 (5th Cir.1984). Section 3-102(c) treats operating circulars as having the 
same effect whether issued under the Reserve Bank’s own authority or under a Federal 
Reserve Board regulation. Federal statutes may also preempt Article 3. For example, the 
Expedited Funds Availability Act, 12 U.S.C. §§ 4001 et seq., provides that the Act and the 
egulations issued pursuant to the Act supersede any inconsistent provisions of the UCC. 
12 U.S.C. § 4007(b). 
4. In Clearfield Trust Co. v. United States, 318 U.S. 363 (1943), the Court held that if the 
nited States is a party to an instrument, its rights and duties are governed by federal 
common law in the absence of a specific federal statute or regulation. In United States v. 
Kimbell Foods, Inc., 440 U.S. 715 (1979), the Court stated a three-pronged test to ascertain 
hether the federal common-law rule should follow the state rule. In most instances courts 
nder the Kimbell test have shown a willingness to adopt UCC rules in formulating federal 
common law on the subject. In Kimbell the Court adopted the priorities rules of Article 9. 
5. In 1989 the United Nations Commission on International Trade Law completed a 
Convention on International Bills of Exchange and International Promissory Notes. If the 
nited States becomes a party to this Convention, the Convention will preempt state law 
ith respect to international bills and notes governed by the Convention. Thus, an 
international bill of exchange or promissory note that meets the definition of instrument in. 
Section 3-104 will not be governed by Article 3 if it is governed by the Convention. That 
Convention applies only to bills and notes that indicate on their face that they involve cross- 
border transactions. It does not apply at all to checks. Convention Articles 1(3), 2(1), 2(2). 
oreover, because it applies only if the bill or note specifically calls for application of the 
Convention, Convention Article 1, there is little chance that the Convention will apply ac- 
identally to a transaction that the parties intended to be governed by this Article. Amend- 
ments approved by the Permanent Editorial Board for Uniform Commercial Code November 
, 2002. 


$ 3-103. Definitions. 
(a) In this Article: 

(1) *Acceptor" means a drawee who has accepted a draft. 

(2) *Consumer account" means an account established by an individ- 
ual primarily for personal, family, or household purposes. 

(3) “Consumer transaction" means a transaction in which an individ- 
ual incurs an obligation primarily for personal, family, or household 
purposes. 

(4) *Drawee" means a person ordered in a draft to make payment. 

(5) “Drawer” means a person who signs or is identified in a draft as a 
person ordering payment. 

(6) [*Good faith" means honesty in fact and the observance of reason- 
able commercial standards of fair dealing.] 

(7) “Maker” means a person who signs or is identified in a note as a 
person undertaking to pay. 

(8) *Order" means a written instruction to pay money signed by the 
person giving the instruction. The instruction may be addressed to any 
person, including the person giving the instruction, or to one or more 
persons jointly or in the alternative but not in succession. An authoriza- 
tion to pay is not an order unless the person authorized to pay is also 
instructed to pay. 

(9) *Ordinary care" in the case of a person engaged in business means 
observance of reasonable commercial standards, prevailing in the area 
in which the person is located, with respect to the business in which the 
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person is engaged. In the case of a bank that takes an instrument for 
processing for collection or payment by automated means, reasonable 
commercial standards do not require the bank to examine the instru- 
ment if the failure to examine does not violate the bank’s prescribed 
procedures and the bank’s procedures do not vary unreasonably from 
general banking usage not disapproved by this Article or Article 4. 

(10) “Party” means a party to an instrument. 

(11) “Principal obligor,” with respect to an instrument, means the ac- 
commodated party or any other party to the instrument against whom a 
secondary obligor has recourse under this article. 

(12) “Promise” means a written undertaking to pay money signed by 
the person undertaking to pay. An acknowledgment of an obligation by 
the obligor is not a promise unless the obligor also undertakes to pay the 
obligation. 

(13) “Prove” with respect to a fact means to meet the burden o 
establishing the fact (Section 1-201(b)(8)). 

(14) [*Record" means information that is inscribed on a tangible 
medium or that is stored in an electronic or other medium and is retriev- 
able in perceivable form.] 

(15) “Remitter” means a person who purchases an instrument from its 
issuer if the instrument is payable to an identified person other than the 
purchaser. 

(16) “Remotely-created consumer item” means an item drawn on a 


consumer account, which is not created by the payor bank and does not 
bear a handwritten signature purporting to be the signature of the 
drawer. 


(17) “Secondary obligor,” with respect to an instrument, means (a) an 
indorser or an accommodation party, (b) a drawer having the obligation 
described in Section 3-414(d), or (c) any other party to the instrument 
that has recourse against another party to the instrument pursuant to 
Section 3-116(b). 

(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


“Acceptance” Section 3-409 
“Accommodated party” Section 3-419 
“Accommodation party” Section 3-419 
“Account” Section 4-104 
“Alteration” Section 3-407 
“Anomalous indorsement” Section 3-205 
“Blank indorsement” Section 3-205 
“Cashier’s check” Section 3-104 
“Certificate of deposit” Section 3-104 
“Certified check” Section 3-409 
“Check” Section 3-104 
“Consideration” Section 3-303 
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“Draft” 

“Holder in due course” 
“Incomplete instrument” 
“Indorsement” 
“Indorser” 

“Instrument” 

“Issue” 

“Issuer” 

“Negotiable instrument” 
“Negotiation” 

“Note” 

“Payable at a definite time” 
“Payable on demand” 
“Payable to bearer” 
“Payable to order” 
“Payment” 

“Person entitled to enforce” 
“Presentment” 
“Reacquisition” 

“Special indorsement” 
“Teller’s check” 
“Transfer of instrument” 
“Traveler’s check” 
“Value” 


“Banking day” 
“Clearing house” 
“Collecting bank” 
“Depositary bank” 
“Documentary draft” 
“Intermediary bank” 
“Item” 

“Payor bank" 
“Suspends payments” 


Section 3-104 
Section 3-302 
Section 3-115 
Section 3-204 
Section 3-204 
Section 3-104 
Section 3-105 
Section 3-105 
Section 3-104 
Section 3-201 
Section 3-104 
Section 3-108 
Section 3-108 
Section 3-109 
Section 3-109 
Section 3-602 
Section 3-301 
Section 3-501 
Section 3-207 
Section 3-205 
Section 3-104 
Section 3-203 
Section 3-104 
Section 3-303 


(c) The following definitions in other Articles apply to this Article: 


Section 4-104 
Section 4-104 
Section 4-105 
Section 4-105 
Section 4-104 
Section 4-105 
Section 4-104 
Section 4-105 
Section 4-104 


(d) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 
egislative Note. A jurisdiction that enacts this statute that has not yet enacted the revised 
version of UCC Article 1 should add to Section 3-103 the definition of “good faith" that ap- 
pears in the official version of Section 1-201(b)(20) and the definition of “record” that ap- 
pears in the official version of Section 1-201(b)(31). Sections 3-103(a)(6) and (14) are reserved 
or that purpose. A jurisdiction that already has adopted or simultaneously adopts the 
evised Article 1 should not add those definitions, but should leave those numbers “reserved.” 
f jurisdictions follow the numbering suggested here, the subsections will have the same 
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numbering in all jurisdictions that have adopted these amendments (whether they have or 
ave not adopted the revised version of UCC Article 1). 


As amended in 2001 and 2002. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. Subsection (a) defines some common terms used throughout the Article that were not 
defined by former Article 3 and adds the definitions of “order” and “promise” found in for- 
mer Section 3-102(1)(b) and (c). 

2. The definition of “order” includes an instruction given by the signer to itself. The most 
common example of this kind of order is a cashier's check: a draft with respect to which the 
drawer and drawee are the same bank or branches of the same bank. Former Section 
3-118(a) treated a cashier's check as a note. It stated *a draft drawn on the drawer is effec- 

ive as a note." Although it is technically more correct to treat a cashier's check as a 
promise by the issuing bank to pay rather than an order to pay, a cashier's check is in the 
orm of a check and it is normally referred to as a check. Thus, revised Article 3 follows 
banking practice in referring to a cashier's check as both a draft and a check rather than a 
ote. Some insurance companies also follow the practice of issuing drafts in which the 
drawer draws on itself and makes the draft payable at or through a bank. These instru- 
ments are also treated as drafts. The obligation of the drawer of a cashier's check or other 
draft drawn on the drawer is stated in Section 3-412. 

An order may be addressed to more than one person as drawee either jointly or in the 

alternative. The authorization of alternative drawees follows former Section 3-102(1)(b) and 
ecognizes the practice of drawers, such as corporations issuing dividend checks, who for 

commercial convenience name a number of drawees, usually in different parts of the 

country. Section 3-501(b)(1) provides that presentment may be made to any one of multiple 

drawees. Drawees in succession are not permitted because the holder should not be required 
o make more than one presentment. Dishonor by any drawee named in the draft entitles 
he holder to rights of recourse against the drawer or indorsers. 

3. The last sentence of subsection (a)(12) is intended to make it clear that an I.0.U. or 
other written acknowledgment of indebtedness is not a note unless there is also an 
undertaking to pay the obligation. 

4. This Article now uses the broadened definition of good faith in revised Article 1. The 
definition requires not only honesty in fact but also “observance of reasonable commercial 
standards of fair dealing." Although fair dealing is a broad term that must be defined in. 
context, it is clear that it is concerned with the fairness of conduct rather than the care 

ith which an act is performed. Failure to exercise ordinary care in conducting a transac- 

ion is an entirely different concept than failure to deal fairly in conducting the transaction. 

Both fair dealing and ordinary care, which is defined in Section 3-103(a)(7), are to be 
judged in the light of reasonable commercial standards, but those standards in each case 
are directed to different aspects of commercial conduct. 

5. Subsection (a)(9) is a definition of ordinary care which is applicable not only to Article 
3 but to Article 4 as well. See Section 4-104(c). The general rule is stated in the first 
sentence of subsection (a)(9) and it applies both to banks and to persons engaged in busi- 
nesses other than banking. Ordinary care means observance of reasonable commercial 
standards of the relevant businesses prevailing in the area in which the person is located. 

he second sentence of subsection (a)(9) is a particular rule limited to the duty of a bank to 
examine an instrument taken by a bank for processing for collection or payment by 
automated means. This particular rule applies primarily to Section 4-406 and it is discussed 
in Comment 4 to that section. Nothing in Section 3-103(a)(9) is intended to prevent a 
customer from proving that the procedures followed by a bank are unreasonable, arbitrary, 
or unfair. 

6. The definition of consumer account includes a joint account established by more than 
one individual. See Section 1-106(1). 


As amended in 2001 and 2002. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 
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See Appendix Q for material relating to changes in Official Comment in 
2002. 


§ 3-104. Negotiable Instrument. 

(a) Except as provided in subsections (c) and (d), “negotiable instrument” 
means an unconditional promise or order to pay a fixed amount of money, 

ith or without interest or other charges described in the promise or or- 
der, if it: 

(1) is payable to bearer or to order at the time it is issued or first 
comes into possession of a holder; 

(2) is payable on demand or at a definite time; and 

(3) does not state any other undertaking or instruction by the person 
promising or ordering payment to do any act in addition to the payment 
of money, but the promise or order may contain (i) an undertaking or 
power to give, maintain, or protect collateral to secure payment, (ii) an 
authorization or power to the holder to confess judgment or realize on or 
dispose of collateral, or (iii) a waiver of the benefit of any law intended 
for the advantage or protection of an obligor. 

(b) “Instrument” means a negotiable instrument. 

(c) An order that meets all of the requirements of subsection (a), except 
paragraph (1), and otherwise falls within the definition of “check” in 
subsection (f) is a negotiable instrument and a check. 

(d) A promise or order other than a check is not an instrument if, at the 

ime it is issued or first comes into possession of a holder, it contains a 
conspicuous statement, however expressed, to the effect that the promise 
or order is not negotiable or is not an instrument governed by this Article. 

(e) An instrument is a “note” if it is a promise and is a “draft” if it is an 
order. If an instrument falls within the definition of both *note" and *draft," 
a person entitled to enforce the instrument may treat it as either. 

(f) “Check” means (i) a draft, other than a documentary draft, payable on 
demand and drawn on a bank or (ii) a cashier's check or teller's check. An 
instrument may be a check even though it is described on its face by an- 
other term, such as “money order.” 

(g) *Cashier's check” means a draft with respect to which the drawer 
and drawee are the same bank or branches of the same bank. 

(h) *Teller's check" means a draft drawn by a bank (1) on another bank, 
or (ii) payable at or through a bank. 

(i) “Traveler’s check” means an instrument that (i) is payable on demand, 
(ii) is drawn on or payable at or through a bank, (iii) is designated by the 

erm “traveler’s check" or by a substantially similar term, and (iv) requires, 
as a condition to payment, a countersignature by a person whose specimen 
signature appears on the instrument. 

Gj) “Certificate of deposit" means an instrument containing an acknowl- 
edgment by a bank that a sum of money has been received by the bank 
and a promise by the bank to repay the sum of money. A certificate of de- 
posit is a note of the bank. 


Official Comment 
1. The definition of “negotiable instrument" defines the scope of Article 3 since Section 
3-102 states: “This Article applies to negotiable instruments." The definition in Section 
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3-104(a) incorporates other definitions in Article 3. An instrument is either a “promise,” 
defined in Section 3-103(a)(12), or “order,” defined in Section 3-103(a)(8). A promise is a 
ritten undertaking to pay money signed by the person undertaking to pay. An order is a 
ritten instruction to pay money signed by the person giving the instruction. Thus, the 
erm “negotiable instrument” is limited to a signed writing that orders or promises pay- 
ment of money. “Money” is defined in Section 1-201(24) and is not limited to United States 
dollars. It also includes a medium of exchange established by a foreign government or 
monetary units of account established by an intergovernmental organization or by agree- 
ment between two or more nations. Five other requirements are stated in Section 3-104(a): 
First, the promise or order must be “unconditional.” The quoted term is explained in 
Section 3-106. Second, the amount of money must be “a fixed amount * * * with or without 
interest or other charges described in the promise or order.” Section 3-112(b) relates to 
“interest.” Third, the promise or order must be “payable to bearer or to order.” The quoted 
phrase is explained in Section 3-109. An exception to this requirement is stated in subsec- 
ion (c). Fourth, the promise or order must be payable “on demand or at a definite time.” 
he quoted phrase is explained in Section 3-108. Fifth, the promise or order may not state 
“any other undertaking or instruction by the person promising or ordering payment to do 
any act in addition to the payment of money” with three exceptions. The quoted phrase is 
based on the first sentence of N.I.L. Section 5 which is the precursor of “no other promise, 
order, obligation or power given by the maker or drawer” appearing in former Section 
3-104(1)(b). The words “instruction” and “undertaking” are used instead of “order” and 
“promise” that are used in the N.I.L. formulation because the latter words are defined 
erms that include only orders or promises to pay money. The three exceptions stated in 
Section 3-104(a)(3) are based on and are intended to have the same meaning as former Sec- 
ion 3-112(1)(b), (c), (d), and (e), as well as N.I.L. § 5(1), (2), and (3). Subsection (b) states 
hat “instrument” means a “negotiable instrument.” This follows former Section 3-102(1)(e) 
hich treated the two terms as synonymous. 

2. Unless subsection (c) applies, the effect of subsection (a)(1) and Section 3-102(a) is to 
exclude from Article 3 any promise or order that is not payable to bearer or to order. There 
is no provision in revised Article 3 that is comparable to former Section 3-805. The com- 
ment to former Section 3-805 states that the typical example of a writing covered by that 
section is a check reading *Pay John Doe." Such a check was governed by former Article 3 
but there could not be a holder in due course of the check. Under Section 3-104(c) such a 
check is governed by revised Article 3 and there can be a holder in due course of the check. 
But subsection (c) applies only to checks. The comment to former Section 3-805 does not 
state any example other than the check to illustrate that section. Subsection (c) is based on 
he belief that it is good policy to treat checks, which are payment instruments, as negotia- 
ble instruments whether or not they contain the words “to the order of". These words are 
almost always pre-printed on the check form. Occasionally the drawer of a check may 
strike out these words before issuing the check. In the past some credit unions used check 
orms that did not contain the quoted words. Such check forms may still be in use but they 
are no longer common. Absence of the quoted words can easily be overlooked and should 
not affect the rights of holders who may pay money or give credit for a check without being 
aware that it is not in the conventional form. 

Total exclusion from Article 3 of other promises or orders that are not payable to bearer 
or to order serves a useful purpose. It provides a simple device to clearly exclude a writing 
hat does not fit the pattern of typical negotiable instruments and which is not intended to 
be a negotiable instrument. If a writing could be an instrument despite the absence of “to 
order" or “to bearer” language and a dispute arises with respect to the writing, it might be 
argued that the writing is a negotiable instrument because the other requirements o 
subsection (a) are somehow met. Even if the argument is eventually found to be without 
merit it can be used as a litigation ploy. Words making a promise or order payable to 
bearer or to order are the most distinguishing feature of a negotiable instrument and such 

ords are frequently referred to as “words of negotiability.” Article 3 is not meant to apply 
o contracts for the sale of goods or services or the sale or lease of real property or similar 

ritings that may contain a promise to pay money. The use of words of negotiability in 
such contracts would be an aberration. Absence of the words precludes any argument that 
such contracts might be negotiable instruments. 

An order or promise that is excluded from Article 3 because of the requirements o 
Section 3-104(a) may nevertheless be similar to a negotiable instrument in many respects. 
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Although such a writing cannot be made a negotiable instrument within Article 3 by 
contract or conduct of its parties, nothing in Section 3-104 or in Section 3-102 is intended to 
mean that in a particular case involving such a writing a court could not arrive at a result 
similar to the result that would follow if the writing were a negotiable instrument. For 
example, a court might find that the obligor with respect to a promise that does not fall 
ithin Section 3-104(a) is precluded from asserting a defense against a bona fide purchaser. 
he preclusion could be based on estoppel or ordinary principles of contract. It does not 
depend upon the law of negotiable instruments. An example is stated in the paragraph fol- 
owing Case # 2 in Comment 4 to Section 3-302. 
Moreover, consistent with the principle stated in Section 1-102(2)(b), the immediate par- 
ies to an order or promise that is not an instrument may provide by agreement that one or 
more of the provisions of Article 3 determine their rights and obligations under the writing. 
pholding the parties’ choice is not inconsistent with Article 3. Such an agreement may 
bind a transferee of the writing if the transferee has notice of it or the agreement arises 
rom usage of trade and the agreement does not violate other law or public policy. An 
example of such an agreement is a provision that a transferee of the writing has the rights 
of a holder in due course stated in Article 3 if the transferee took rights under the writing 
in good faith, for value, and without notice of a claim or defense. 

Even without an agreement of the parties to an order or promise that is not an instru- 
ment, it may be appropriate, consistent with the principles stated in Section 1-102(2), for a 
court to apply one or more provisions of Article 3 to the writing by analogy, taking into ac- 
count the expectations of the parties and the differences between the writing and an instru- 
ment governed by Article 3. Whether such application is appropriate depends upon the 

acts of each case. 

3. Subsection (d) allows exclusion from Article 3 of a writing that would otherwise be an 
instrument under subsection (a) by a statement to the effect that the writing is not negotia- 
ble or is not governed by Article 3. For example, a promissory note can be stamped with the 
egend NOT NEGOTIABLE. The effect under subsection (d) is not only to negate the pos- 
sibility of a holder in due course, but to prevent the writing from being a negotiable instru- 
ment for any purpose. Subsection (d) does not, however, apply to a check. If a writing is 
excluded from Article 3 by subsection (d), a court could, nevertheless, apply Article 3 
principles to it by analogy as stated in Comment 2. 

4. Instruments are divided into two general categories: drafts and notes. A draft is an 
instrument that is an order. A note is an instrument that is a promise. Section 3-104(e). 

he term “bill of exchange” is not used in Article 3. It is generally understood to be a syn- 
onym for the term “draft.” Subsections (f) through (j) define particular instruments that fall 

ithin the categories of draft and note. The term “draft,” defined in subsection (e), includes 
a “check” which is defined in subsection (f). “Check” includes a share draft drawn on a 
credit union payable through a bank because the definition of bank (Section 4-105) includes 
credit unions. However, a draft drawn on an insurance company payable through a bank is 

ot a check because it is not drawn on a bank. “Money orders” are sold both by banks and 

on-banks. They vary in form and their form determines how they are treated in Article 3. 

he most common form of money order sold by banks is that of an ordinary check drawn by 
he purchaser except that the amount is machine impressed. That kind of money order is a 
check under Article 3 and is subject to a stop order by the purchaser-drawer as in the case 
of ordinary checks. The seller bank is the drawee and has no obligation to a holder to pay 
he money order. If a money order falls within the definition of a teller's check, the rules 
applicable to teller's checks apply. Postal money orders are subject to federal law. “Teller’s 
check" is separately defined in subsection (h). A teller's check is always drawn by a bank 
and is usually drawn on another bank. In some cases a teller's check is drawn on a nonbank 
but is made payable at or through a bank. Article 3 treats both types of teller's check 
identically, and both are included in the definition of “check.” A cashier's check, defined in 
subsection (g), is also included in the definition of “check.” Traveler's checks are issued both 
by banks and nonbanks and may be in the form of a note or draft. Subsection (1) states the 
essential characteristics of a traveler's check. The requirement that the instrument be 
"drawn on or payable at or through a bank" may be satisfied without words on the instru- 
ment that identify a bank as drawee or paying agent so long as the instrument bears an 
appropriate routing number that identifies a bank as paying agent. 

The definitions in Regulation CC § 229.2 of the terms “check,” “cashier’s check," “teller’s 
check," and “traveler’s check" are different from the definitions of those terms in Article 3. 
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Certificates of deposit are treated in former Article 3 as a separate type of instrument. In 
evised Article 3, Section 3-104(j) treats them as notes. 
5. There are some differences between the requirements of Article 3 and the requirements 
included in Article 3 of the Convention on International Bills of Exchange and International 
romissory Notes. Most obviously, the Convention does not include the limitation on extrane- 
ous undertakings set forth in Section 3-104(a)(3), and does not permit documents payable to 
bearer that would be permissible under Section 3-104(a)(1) and Section 3-109. See Conven- 
tion Article 3. In most respects, however, the requirements of Section 3-104 and Article 3 o, 
the Convention are quite similar. Amendments approved by the Permanent Editorial Board 
or Uniform Commercial Code November 2, 2002. 


§ 3-105. Issue of Instrument. 


(a) “Issue” means the first delivery of an instrument by the maker or 
drawer, whether to a holder or nonholder, for the purpose of giving rights 
on the instrument to any person. 

(b) An unissued instrument, or an unissued incomplete instrument that 
is completed, is binding on the maker or drawer, but nonissuance is a 
defense. An instrument that is conditionally issued or is issued for a special 
purpose is binding on the maker or drawer, but failure of the condition or 
special purpose to be fulfilled is a defense. 


(c) “Issuer” applies to issued and unissued instruments and means a 
aker or drawer of an instrument. 


Official Comment 
1. Under former Section 3-102(1)(a) “issue” was defined as the first delivery to a “holder 
or a remitter” but the term “remitter” was neither defined nor otherwise used. In revised 
Article 3, Section 3-105(a) defines “issue” more broadly to include the first delivery to 
anyone by the drawer or maker for the purpose of giving rights to anyone on the instrument. 
“Delivery” with respect to instruments is defined in Section 1-201(14) as meaning “volun- 
ary transfer of possession.” 
2. Subsection (b) continues the rule that nonissuance, conditional issuance or issuance for 
a special purpose is a defense of the maker or drawer of an instrument. Thus, the defense 
can be asserted against a person other than a holder in due course. The same rule applies 
o nonissuance of an incomplete instrument later completed. 
3. Subsection (c) defines “issuer” to include the signer of an unissued instrument for con- 
enience of reference in the statute. 


$ 3-106. Unconditional Promise or Order. 

(a) Except as provided in this section, for the purposes of Section 3-104(a), 
a promise or order is unconditional unless it states (1) an express condition 
o payment, (ii) that the promise or order is subject to or governed by an- 
other record, or (iii) that rights or obligations with respect to the promise 
or order are stated in another record. A reference to another record does 
not of itself make the promise or order conditional. 

(b) A promise or order is not made conditional (i) by a reference to an- 
other record for a statement of rights with respect to collateral, prepay- 

ent, or acceleration, or (ii) because payment is limited to resort to a par- 
icular fund or source. 

(c) If a promise or order requires, as a condition to payment, a 
countersignature by a person whose specimen signature appears on the 
promise or order, the condition does not make the promise or order 
conditional for the purposes of Section 3-104(a). If the person whose speci- 

en signature appears on an instrument fails to countersign the instru- 
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ent, the failure to countersign is a defense to the obligation of the issuer, 
but the failure does not prevent a transferee of the instrument from becom- 
ing a holder of the instrument. 

(d) If a promise or order at the time it is issued or first comes into pos- 
session of a holder contains a statement, required by applicable statutory 
or administrative law, to the effect that the rights of a holder or transferee 
are subject to claims or defenses that the issuer could assert against the 
original payee, the promise or order is not thereby made conditional for 
he purposes of Section 3-104(a); but if the promise or order is an instru- 

ent, there cannot be a holder in due course of the instrument. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. This provision replaces former Section 3-105. Its purpose is to define when a promise 
or order fulfills the requirement in Section 3-104(a) that it be an “unconditional” promise or 
order to pay. Under Section 3-106(a) a promise or order is deemed to be unconditional un- 

ess one of the two tests of the subsection make the promise or order conditional. If the 
promise or order states an express condition to payment, the promise or order is not an 
instrument. For example, a promise states, “I promise to pay $100,000 to the order of John 
Doe if he conveys title to Blackacre to me.” The promise is not an instrument because there 
is an express condition to payment. However, suppose a promise states, “In consideration o 
ohn Doe’s promise to convey title to Blackacre I promise to pay $100,000 to the order o 
ohn Doe.” That promise can be an instrument if Section 3-104 is otherwise satisfied. Al- 
hough the recital of the executory promise of Doe to convey Blackacre might be read as an 
implied condition that the promise be performed, the condition is not an express condition 
as required by Section 3-106(a)(i). This result is consistent with former Section 3-105(1)(a) 
and (b). Former Section 3-105(1)(b) is not repeated in Section 3-106 because it is not 
ecessary. It is an example of an implied condition. Former Section 3-105(1)(d), (e), and (f) 
and the first clause of former Section 3-105(1)(c) are other examples of implied conditions. 
hey are not repeated in Section 3-106 because they are not necessary. The law is not 
changed. 

Section 3-106(a)(ii) and (iii) carry forward the substance of former Section 3-105(2)(a). 
he only change is the use of ^writing" instead of *agreement" and a broadening of the 
anguage that can result in conditionality. For example, a promissory note is not an instru- 

ment defined by Section 3-104 if it contains any of the following statements: 1. "This note is 
subject to a contract of sale dated April 1, 1990 between the payee and maker of this note." 
2. "This note is subject to a loan and security agreement dated April 1, 1990 between the 
payee and maker of this note." 3. *Rights and obligations of the parties with respect to this 
note are stated in an agreement dated April 1, 1990 between the payee and maker of this 
ote." It is not relevant whether any condition to payment is or is not stated in the writing 
o which reference is made. The rationale is that the holder of a negotiable instrument 
should not be required to examine another document to determine rights with respect to 
payment. But subsection (b)(i) permits reference to a separate writing for information with 
espect to collateral, prepayment, or acceleration. 

Many notes issued in commercial transactions are secured by collateral, are subject to ac- 
celeration in the event of default, or are subject to prepayment. A statement of rights and 
obligations concerning collateral, prepayment, or acceleration does not prevent the note 
rom being an instrument if the statement is in the note itself. See Section 3-104(a)(3) and 
Section 3-108(b). In some cases it may be convenient not to include a statement concerning 
collateral, prepayment, or acceleration in the note, but rather to refer to an accompanying 
oan agreement, security agreement or mortgage for that statement. Subsection (b)(i) al- 
ows a reference to the appropriate writing for a statement of these rights. For example, a 
note would not be made conditional by the following statement: “This note is secured by a 
security interest in collateral described in a security agreement dated April 1, 1990 be- 

ween the payee and maker of this note. Rights and obligations with respect to the collat- 
eral are [stated in] [governed by] the security agreement." The bracketed words are alterna- 
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ives, either of which complies. 

Subsection (b)(ii) addresses the issues covered by former Section 3-105(1)(f), (g), and (h) 
and Section 3-105(2)(b). Under Section 3-106(a) a promise or order is not made conditional 
because payment is limited to payment from a particular source or fund. This reverses the 

esult of former Section 3-105(2)(b). There is no cogent reason why the general credit of a 
egal entity must be pledged to have a negotiable instrument. Market forces determine the 
marketability of instruments of this kind. If potential buyers don’t want promises or orders 
hat are payable only from a particular source or fund, they won't take them, but Article 3 
should apply. 

2. Subsection (c) applies to traveler’s checks or other instruments that may require a 
countersignature. Although the requirement of a countersignature is a condition to the 
obligation to pay, traveler’s checks are treated in the commercial world as money 
substitutes and therefore should be governed by Article 3. The first sentence of subsection 
(c) allows a traveler’s check to meet the definition of instrument by stating that the 
countersignature condition does not make it conditional for the purposes of Section 3-104. 

he second sentence states the effect of a failure to meet the condition. Suppose a thie 
steals a traveler’s check and cashes it by skillfully imitating the specimen signature so that 
he countersignature appears to be authentic. The countersignature is for the purpose o 

identification of the owner of the instrument. It is not an indorsement. Subsection (c) 
provides that the failure of the owner to countersign does not prevent a transferee from 
becoming a holder. Thus, the merchant or bank that cashed the traveler’s check becomes a 
holder when the traveler’s check is taken. The forged countersignature is a defense to the 
obligation of the issuer to pay the instrument, and is included in defenses under Section 
3-305(a)(2). These defenses may not be asserted against a holder in due course. Whether a 
holder has notice of the defense is a factual question. If the countersignature is a very bad 
orgery, there may be notice. But if the merchant or bank cashed a traveler’s check and the 
countersignature appeared to be similar to the specimen signature, there might not be no- 
ice that the countersignature was forged. Thus, the merchant or bank could be a holder in 
due course. 

3. Subsection (d) concerns the effect of a statement to the effect that the rights of a holder 
or transferee are subject to claims and defenses that the issuer could assert against the 
original payee. The subsection applies only if the statement is required by statutory or 
administrative law. The prime example is the Federal Trade Commission Rule (16 C.F.R. 
Part 433) preserving consumers' claims and defenses in consumer credit sales. The intent 
of the FTC rule is to make it impossible for there to be a holder in due course of a note 
bearing the FTC legend and undoubtedly that is the result. But, under former Article 3, the 
egend may also have had the unintended effect of making the note conditional, thus 
excluding the note from former Article 3 altogether. Subsection (d) is designed to make it 
possible to preclude the possibility of a holder in due course without excluding the instru- 
ment from Article 3. Most of the provisions of Article 3 are not affected by the holder-in- 
due-course doctrine and there is no reason why Article 3 should not apply to a note bearing 
he FTC legend if holder-in-due-course rights are not involved. Under subsection (d) the 
statement does not make the note conditional. If the note otherwise meets the require- 
ments of Section 3-104(a) it is a negotiable instrument for all purposes except that there 
cannot be a holder in due course of the note. No particular form of legend or statement is 

equired by subsection (d). The form of a particular legend or statement may be determined 
by the other statute or administrative law. For example, the FTC legend required in a note 
aken by the seller in a consumer sale of goods or services is tailored to that particular 
ransaction and therefore uses language that is somewhat different from that stated in 
subsection (d), but the difference in expression does not affect the essential similarity of the 
message conveyed. The effect of the FTC legend is to make the rights of a holder or 
ransferee subject to claims or defenses that the issuer could assert against the original 
payee of the note. 


§ 3-107. Instrument Payable in Foreign Money. 

Unless the instrument otherwise provides, an instrument that states the 
amount payable in foreign money may be paid in the foreign money or in 
an equivalent amount in dollars calculated by using the current bank- 
offered spot rate at the place of payment for the purchase of dollars on the 
day on which the instrument is paid. 
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Official Comment 


The definition of instrument in Section 3-104 requires that the promise or order be pay- 
able in “money.” That term is defined in Section 1-201(24) and is not limited to United 
States dollars. Section 3-107 states than an instrument payable in foreign money may be 
paid in dollars if the instrument does not prohibit it. It also states a conversion rate which 
applies in the absence of a different conversion rate stated in the instrument. The reference 
in former Section 3-107(1) to instruments payable in “currency” or “current funds” has been 
dropped as superfluous. 


§ 3-108. Payable on Demand or at Definite Time. 

(a) A promise or order is “payable on demand” if it (i) states that it is 
payable on demand or at sight, or otherwise indicates that it is payable at 

he will of the holder, or (ii) does not state any time of payment. 

(b) A promise or order is “payable at a definite time” if it is payable on 
elapse of a definite period of time after sight or acceptance or at a fixed 
date or dates or at a time or times readily ascertainable at the time the 
promise or order is issued, subject to rights of (i) prepayment, (ii) accelera- 

ion, (iii) extension at the option of the holder, or (iv) extension to a further 
definite time at the option of the maker or acceptor or automatically upon 
or after a specified act or event. 

(c) If an instrument, payable at a fixed date, is also payable upon demand 

ade before the fixed date, the instrument is payable on demand until the 
fixed date and, if demand for payment is not made before that date, 
becomes payable at a definite time on the fixed date. 


Official Comment 

This section is a restatement of former Section 3-108 and Section 3-109. Subsection (b) 
broadens former Section 3-109 somewhat by providing that a definite time includes a time 
eadily ascertainable at the time the promise or order is issued. Subsection (b)(iii) and (iv) 
estates former Section 3-109(1)(d). It adopts the generally accepted rule that a clause 
providing for extension at the option of the holder, even without a time limit, does not af- 
ect negotiability since the holder is given only a right which the holder would have without 
he clause. If the extension is to be at the option of the maker or acceptor or is to be 
automatic, a definite time limit must be stated or the time of payment remains uncertain 
and the order or promise is not a negotiable instrument. If a definite time limit is stated, 
he effect upon certainty of time of payment is the same as if the instrument were made 
payable at the ultimate date with a term providing for acceleration. 


§ 3-109. Payable to Bearer or to Order. 

(a) A promise or order is payable to bearer if it: 

(1) states that it is payable to bearer or to the order of bearer or 
otherwise indicates that the person in possession of the promise or order 
is entitled to payment; 

(2) does not state a payee; or 

(3) states that it is payable to or to the order of cash or otherwise 
indicates that it is not payable to an identified person. 

(b) A promise or order that is not payable to bearer is payable to order i 
it is payable (i) to the order of an identified person or (ii) to an identified 
person or order. A promise or order that is payable to order is payable to 

he identified person. 

(c) An instrument payable to bearer may become payable to an identified 
person if it is specially indorsed pursuant to Section 3-205(a). An instru- 
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ent payable to an identified person may become payable to bearer if it is 
indorsed in blank pursuant to Section 3-205(b). 


Official Comment 

1. Under Section 3-104(a), a promise or order cannot be an instrument unless the instru- 
ment is payable to bearer or to order when it is issued or unless Section 3-104(c) applies. 

he terms “payable to bearer” and “payable to order” are defined in Section 3-109. The 
quoted terms are also relevant in determining how an instrument is negotiated. If the 
instrument is payable to bearer it can be negotiated by delivery alone. Section 3-201(b). An 
instrument that is payable to an identified person cannot be negotiated without the indorse- 
ment of the identified person. Section 3-201(b). An instrument payable to order is payable 
o an identified person. Section 3-109(b). Thus, an instrument payable to order requires the 
indorsement of the person to whose order the instrument is payable. 

2. Subsection (a) states when an instrument is payable to bearer. An instrument is pay- 
able to bearer if it states that it is payable to bearer, but some instruments use ambiguous 
erms. For example, check forms usually have the words “to the order of” printed at the 
beginning of the line to be filled in for the name of the payee. If the drawer writes in the 

ord “bearer” or “cash,” the check reads “to the order of bearer” or “to the order of cash.” In 
each case the check is payable to bearer. Sometimes the drawer will write the name of the 
payee “John Doe” but will add the words “or bearer.” In that case the check is payable to 
bearer. Subsection (a). Under subsection (b), if an instrument is payable to bearer it can’t 
be payable to order. This is different from former Section 3-110(3). An instrument that 
purports to be payable both to order and bearer states contradictory terms. A transferee o 
he instrument should be able to rely on the bearer term and acquire rights as a holder 

ithout obtaining the indorsement of the identified payee. An instrument is also payable to 
bearer if it does not state a payee. Instruments that do not state a payee are in most cases 
incomplete instruments. In some cases the drawer of a check may deliver or mail it to the 
person to be paid without filling in the line for the name of the payee. Under subsection (a) 
he check is payable to bearer when it is sent or delivered. It is also an incomplete 
instrument. This case is discussed in Comment 2 to Section 3-115. Subsection (a)(3) contains 
he words “otherwise indicates that it is not payable to an identified person.” The quoted 

ords are meant to cover uncommon cases in which an instrument indicates that it is not 
meant to be payable to a specific person. Such an instrument is treated like a check pay- 
able to “cash.” The quoted words are not meant to apply to an instrument stating that it is 
payable to an identified person such as “ABC Corporation” if ABC Corporation is a nonexis- 
ent company. Although the holder of the check cannot be the nonexistent company, the 
instrument is not payable to bearer. Negotiation of such an instrument is governed by 
Section 3-404(b). 


§ 3-110. Identification of Person to Whom Instrument Is Payable. 

(a) The person to whom an instrument is initially payable is determined 
by the intent of the person, whether or not authorized, signing as, or in the 
mame or behalf of, the issuer of the instrument. The instrument is payable 
o the person intended by the signer even if that person is identified in the 
instrument by a name or other identification that is not that of the 
intended person. If more than one person signs in the name or behalf o 
he issuer of an instrument and all the signers do not intend the same 
person as payee, the instrument is payable to any person intended by one 
or more of the signers. 

(b) If the signature of the issuer of an instrument is made by automated 

eans, such as a check-writing machine, the payee of the instrument is 
determined by the intent of the person who supplied the name or identifica- 
ion of the payee, whether or not authorized to do so. 

(c) A person to whom an instrument is payable may be identified in any 

ay, including by name, identifying number, office, or account number. 
For the purpose of determining the holder of an instrument, the following 
rules apply: 
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(1) If an instrument is payable to an account and the account is identi- 
fied only by number, the instrument is payable to the person to whom 
the account is payable. If an instrument is payable to an account identi- 
fied by number and by the name of a person, the instrument is payable 
to the named person, whether or not that person is the owner of the ac- 
count identified by number. 

(2) If an instrument is payable to: 

(i) a trust, an estate, or a person described as trustee or representa- 
tive of a trust or estate, the instrument is payable to the trustee, the 
representative, or a successor of either, whether or not the beneficiary 
or estate is also named; 

(ii) a person described as agent or similar representative of a named 
or identified person, the instrument is payable to the represented 
person, the representative, or a successor of the representative; 

(iil) a fund or organization that is not a legal entity, the instrument 
is payable to a representative of the members of the fund or organiza- 
tion; or 

(iv) n office or to a person described as holding an office, the instru- 
ment is payable to the named person, the incumbent of the office, or a 
successor to the incumbent. 

(d) If an instrument is payable to two or more persons alternatively, it is 
payable to any of them and may be negotiated, discharged, or enforced by 
any or all of them in possession of the instrument. If an instrument is pay- 
able to two or more persons not alternatively, it is payable to all of them 
and may be negotiated, discharged, or enforced only by all of them. If an 


instrument payable to two or more persons is ambiguous as to whether it 
is payable to the persons alternatively, the instrument is payable to the 
persons alternatively. 


Official Comment 

1. Section 3-110 states rules for determining the identity of the person to whom an 
instrument is initially payable if the instrument is payable to an identified person. This is- 
sue usually arises in a dispute over the validity of an indorsement in the name of the 
payee. Subsection (a) states the general rule that the person to whom an instrument is pay- 
able is determined by the intent of “the person, whether or not authorized, signing as, or in 
he name or behalf of, the issuer of the instrument." “Issuer” means the maker or drawer o 
he instrument. Section 3-105(c). If X signs a check as drawer of a check on X's account, the 
intent of X controls. If X, as President of Corporation, signs a check as President in behal 
of Corporation as drawer, the intent of X controls. If X forges Y's signature as drawer of a 
check, the intent of X also controls. Under Section 3-103(a)(5), Y is referred to as the 
drawer of the check because the signing of Y's name identifies Y as the drawer. But since 
s signature was forged Y has no liability as drawer (Section 3-403(a)) unless some other 
provision of Article 3 or Article 4 makes Y liable. Since X, even though unauthorized, 
signed in the name of Y as issuer, the intent of X determines to whom the check is payable. 
In the case of a check payable to “John Smith,” since there are many people in the world 
named *John Smith" it is not possible to identify the payee of the check unless there is 
some further identification or the intention of the drawer is determined. Name alone is suf- 
cient under subsection (a), but the intention of the drawer determines which John Smith 
is the person to whom the check is payable. The same issue is presented in cases o 
misdescriptions of the payee. The drawer intends to pay a person known to the drawer as 
ohn Smith. In fact that person's name is James Smith or John Jones or some other 
entirely different name. If the check identifies the payee as John Smith, it is nevertheless 
payable to the person intended by the drawer. That person may indorse the check in either 
he name John Smith or the person's correct name or in both names. Section 3-204(d). The 
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intent of the drawer is also controlling in fictitious payee cases. Section 3-404(b). The last 

sentence of subsection (a) refers to rare cases in which the signature of an organization 
equires more than one signature and the persons signing on behalf of the organization do 

not all intend the same person as payee. Any person intended by a signer for the organiza- 
ion is the payee and an indorsement by that person is an effective indorsement. 

Subsection (b) recognizes the fact that in a large number of cases there is no human 
signer of an instrument because the instrument, usually a check, is produced by automated 
means such as a check-writing machine. In that case, the relevant intent is that of the 
person who supplied the name of the payee. In most cases that person is an employee of the 
drawer, but in some cases the person could be an outsider who is committing a fraud by 
introducing names of payees of checks into the system that produces the checks. A check- 

riting machine is likely to be operated by means of a computer in which is stored informa- 

ion as to name and address of the payee and the amount of the check. Access to the com- 

puter may allow production of fraudulent checks without knowledge of the organization 
hat is the issuer of the check. Section 3-404(b) is also concerned with this issue. See Case ff 
4 in Comment 2 to Section 3-404. 

2. Subsection (c) allows the payee to be identified in any way including the various ways 
stated. Subsection (c)(1) relates to instruments payable to bank accounts. In some cases the 
account might be identified by name and number, and the name and number might refer to 
different persons. For example, a check is payable to “X Corporation Account No. 12345 in 
Bank of Podunk.” Under the last sentence of subsection (c)(1), this check is payable to X 
Corporation and can be negotiated by X Corporation even if Account No. 12345 is some 
other person's account or the check is not deposited in that account. In other cases the 
payee is identified by an account number and the name of the owner of the account is not 
stated. For example, Debtor pays Creditor by issuing a check drawn on Payor Bank. The 
check is payable to a bank account owned by Creditor but identified only by number. Under 

he first sentence of subsection (c)(1) the check is payable to Creditor and, under Section 
1-201(20), Creditor becomes the holder when the check is delivered. Under Section 3-201(b), 
urther negotiation of the check requires the indorsement of Creditor. But under Section 
4-205(a), if the check is taken by a depositary bank for collection, the bank may become a 


holder without the indorsement. Under Section 3-102(b), provisions of Article 4 prevail over 
hose of Article 3. The depositary bank warrants that the amount of the check was credited 
o the payee's account. 
3. Subsection (c)(2) replaces former Section 3-117 and subsection (1)(e), (£, and (g) of for- 
mer Section 3-110. This provision merely determines who can deal with an instrument as a 


(c)(2)) covers trusts and estates. If the instrument is payable to the trust or estate or to 
he trustee or representative of the trust or estate, the instrument is payable to the trustee 
or representative or any successor. Under subsection (c)(2)(ii), if the instrument states that 
it is payable to Doe, President of X Corporation, either Doe or X Corporation can be holder 
of the instrument. Subsection (c)(2)ii) concerns informal organizations that are not legal 
entities such as unincorporated clubs and the like. Any representative of the members o 
he organization can act as holder. Subsection (c)(2)(iv) applies principally to instruments 
payable to public offices such as a check payable to County Tax Collector. 

4. Subsection (d) replaces former Section 3-116. An instrument payable to X or Y is 
governed by the first sentence of subsection (d). An instrument payable to X and Y is 
governed by the second sentence of subsection (d). If an instrument is payable to X or Y, ei- 
her is the payee and if either is in possession that person is the holder and the person 
entitled to enforce the instrument. Section 3-301. If an instrument is payable to X and Y, 

either X nor Y acting alone is the person to whom the instrument is payable. Neither 
person, acting alone, can be the holder of the instrument. The instrument is “payable to an 
identified person." The “identified person" is X and Y acting jointly. Section 3-109(b) and 
Section 1-102(5)(a). Thus, under Section 1-201(20) X or Y, acting alone, cannot be the 
holder or the person entitled to enforce or negotiate the instrument because neither, acting 
alone, is the identified person stated in the instrument. 

The third sentence of subsection (d) is directed to cases in which it is not clear whether 
an instrument is payable to multiple payees alternatively. In the case of ambiguity persons 
dealing with the instrument should be able to rely on the indorsement of a single payee. 
For example, an instrument payable to X and/or Y is treated like an instrument payable to 
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§ 3-111. Place of Payment. 

Except as otherwise provided for items in Article 4, an instrument is 
payable at the place of payment stated in the instrument. If no place o 
payment is stated, an instrument is payable at the address of the drawee 
or maker stated in the instrument. If no address is stated, the place o 
payment is the place of business of the drawee or maker. If a drawee or 

aker has more than one place of business, the place of payment is any 
place of business of the drawee or maker chosen by the person entitled to 
enforce the instrument. If the drawee or maker has no place of business, 
he place of payment is the residence of the drawee or maker. 


Official Comment 


If an instrument is payable at a bank in the United States, Section 3-501(b)(1) states 
hat presentment must be made at the place of payment, i.e. the bank. The place of pre- 
sentment of a check is governed by Regulation CC § 229.36. 


§ 3-112. Interest. 


(a) Unless otherwise provided in the instrument, (i) an instrument is not 
payable with interest, and (ii) interest on an interest-bearing instrument 
is payable from the date of the instrument. 

(b) Interest may be stated in an instrument as a fixed or variable amount 
of money or it may be expressed as a fixed or variable rate or rates. The 
amount or rate of interest may be stated or described in the instrument in 
any manner and may require reference to information not contained in the 
instrument. If an instrument provides for interest, but the amount o 
interest payable cannot be ascertained from the description, interest is 


payable at the judgment rate in effect at the place of payment of the instru- 
ent and at the time interest first accrues. 


Official Comment 

1. Under Section 3-104(a) the requirement of a “fixed amount” applies only to principal. 
he amount of interest payable is that described in the instrument. If the description o 
interest in the instrument does not allow for the amount of interest to be ascertained, 
interest is payable at the judgment rate. Hence, if an instrument calls for interest, the 
amount of interest will always be determinable. If a variable rate of interest is prescribed, 
he amount of interest is ascertainable by reference to the formula or index described or 
eferred to in the instrument. The last sentence of subsection (b) replaces subsection (d) o 
ormer Section 3-118. 

2. The purpose of subsection (b) is to clarify the meaning of “interest” in the introductory 
clause of Section 3-104(a). It is not intended to validate a provision for interest in an 
instrument if that provision violates other law. 


$ 3-113. Date of Instrument. 

(a) An instrument may be antedated or postdated. The date stated 
determines the time of payment if the instrument is payable at a fixed pe- 
riod after date. Except as provided in Section 4-401(c), an instrument pay- 
able on demand is not payable before the date of the instrument. 

(b) If an instrument is undated, its date is the date of its issue or, in the 
case of an unissued instrument, the date it first comes into possession of a 


Official Comment 
This section replaces former Section 3-114. Subsections (1) and (3) of former Section 
3-114 are deleted as unnecessary. Section 3-113(a) is based in part on subsection (2) of for- 
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mer Section 3-114. The rule that a demand instrument is not payable before the date of the 
instrument is subject to Section 4-401(c) which allows the payor bank to pay a postdated 
check unless the drawer has notified the bank of the postdating pursuant to a procedure 
prescribed in that subsection. With respect to an undated instrument, the date is the date 
of issue. 


§ 3-114. Contradictory Terms of Instrument. 

If an instrument contains contradictory terms, typewritten terms prevail 
over printed terms, handwritten terms prevail over both, and words prevail 
over numbers. 


Official Comment 
Section 3-114 replaces subsections (b) and (c) of former Section 3-118. 


§ 3-115. Incomplete Instrument. 

(a) “Incomplete instrument” means a signed writing, whether or not is- 
sued by the signer, the contents of which show at the time of signing that 
it is incomplete but that the signer intended it to be completed by the ad- 
dition of words or numbers. 

(b) Subject to subsection (c), if an incomplete instrument is an instru- 

ent under Section 3-104, it may be enforced according to its terms if it is 
not completed, or according to its terms as augmented by completion. If an 
incomplete instrument is not an instrument under Section 3-104, but, af- 

er completion, the requirements of Section 3-104 are met, the instrument 
ay be enforced according to its terms as augmented by completion. 

(c) If words or numbers are added to an incomplete instrument without 


authority of the signer, there is an alteration of the incomplete instrument 
nder Section 3-407. 
(d) The burden of establishing that words or numbers were added to an 
incomplete instrument without authority of the signer is on the person as- 
serting the lack of authority. 


Official Comment 
1. This section generally carries forward the rules set out in former Section 3-115. The 
erm “incomplete instrument” applies both to an “instrument,” i.e. a writing meeting all the 
equirements of Section 3-104, and to a writing intended to be an instrument that is signed 
but lacks some element of an instrument. The test in both cases is whether the contents 
show that it is incomplete and that the signer intended that additional words or numbers 


2. If an incomplete instrument meets the requirements of Section 3-104 and is not 
completed it may be enforced in accordance with its terms. Suppose, in the following two 
cases, that a note delivered to the payee is incomplete solely because a space on the pre- 
printed note form for the due date is not filled in: 

Case # 1. If the incomplete instrument is never completed, the note is payable on 
demand. Section 3-108(a)(ii). However, if the payee and the maker agreed to a due date, 
the maker may have a defense under Section 3-117 if demand for payment is made 
before the due date agreed to by the parties. 

Case # 2. If the payee completes the note by filling in the due date agreed to by the 
parties, the note is payable on the due date stated. However, if the due date filled in was 
not the date agreed to by the parties there is an alteration of the note. Section 3-407 
governs the case. 

Suppose Debtor pays Creditor by giving Creditor a check on which the space for the 
name of the payee is left blank. The check is an instrument but it is incomplete. The check 
is enforceable in its incomplete form and it is payable to bearer because it does not state a 
payee. Section 3-109(a)(2). Thus, Creditor is a holder of the check. Normally in this kind o 
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case Creditor would simply fill in the space with Creditor’s name. When that occurs the 
check becomes payable to the Creditor. 

3. In some cases the incomplete instrument does not meet the requirements of Section 
3-104. An example is a check with the amount not filled in. The check cannot be enforced 
ntil the amount is filled in. If the payee fills in an amount authorized by the drawer the 
check meets the requirements of Section 3-104 and is enforceable as completed. If the 
pure fills in an unauthorized amount there is an alteration of the check and Section 3-407 
applies. 

4. Section 3-302(a)(1) also bears on the problem of incomplete instruments. Under that 
section a person cannot be a holder in due course of the instrument if it is so incomplete as 
o call into question its validity. Subsection (d) of Section 3-115 is based on the last clause 
of subsection (2) of former Section 3-115. 


$ 3-116. Joint and Several Liability; Contribution. 


(a) Except as otherwise provided in the instrument, two or more persons 
ho have the same liability on an instrument as makers, drawers, accep- 
ors, indorsers who indorse as joint payees, or anomalous indorsers are 

jointly and severally liable in the capacity in which they sign. 


(b) Except as provided in Section 3-419(f) or by agreement of the affected 
parties, a party having joint and several liability who pays the instrument 
is entitled to receive from any party having the same joint and several li- 
ability contribution in accordance with applicable law. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. Subsection (a) replaces subsection (e) of former Section 3-118. Subsection (b) states 
contribution rights of parties with joint and several liability by referring to applicable law. 
But subsection (b) is subject to Section 3-419(f). If one of the parties with joint and several 
iability is an accommodation party and the other is the accommodated party, Section 
3-419(f) applies. Because one of the joint and several obligors may have recourse against 
he other joint and several obligor under subsection (b), each party that is jointly and sev- 
erally liable under subsection (a) is a secondary obligor in part and a principal obligor in 
part, as those terms are defined in Section 3-103(a). Accordingly, Section 3-605 determines 
he effect of a release, an extension of time, or a modification of the obligation of one of the 
joint and several obligors, as well as the effect of an impairment of collateral provided by 
one of those obligors. 

2. Indorsers normally do not have joint and several liability. Rather, an earlier indorser 
has liability to a later indorser. But indorsers can have joint and several liability in two 
cases. If an instrument is payable to two payees jointly, both payees must indorse. The 
indorsement is a joint indorsement and the indorsers have joint and several liability and 
subsection (b) applies. The other case is that of two or more anomalous indorsers. The term 
is defined in Section 3-205(d). An anomalous indorsement normally indicates that the in- 
dorser signed as an accommodation party. If more than one accommodation party indorses 
a note as an accommodation to the maker, the indorsers have joint and several liability and 
subsection (b) applies. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


$ 3-117. Other Agreements Affecting Instrument. 

Subject to applicable law regarding exclusion of proof of contemporane- 
ous or previous agreements, the obligation of a party to an instrument to 
pay the instrument may be modified, supplemented, or nullified by a sepa- 
rate agreement of the obligor and a person entitled to enforce the instru- 
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ent, if the instrument is issued or the obligation is incurred in reliance 
on the agreement or as part of the same transaction giving rise to the 
agreement. To the extent an obligation is modified, supplemented, or nulli- 
fied by an agreement under this section, the agreement is a defense to the 
obligation. 


Official Comment 

1. The separate agreement might be a security agreement or mortgage or it might be an 
agreement that contradicts the terms of the instrument. For example, a person may be 
induced to sign an instrument under an agreement that the signer will not be liable on the 
instrument unless certain conditions are met. Suppose X requested credit from Creditor 

ho is willing to give the credit only if an acceptable accommodation party will sign the 
note of X as co-maker. Y agrees to sign as co-maker on the condition that Creditor also 
obtain the signature of Z as co-maker. Creditor agrees and Y signs as co-maker with X. 
Creditor fails to obtain the signature of Z on the note. Under Sections 3-412 and 3-419(b), 
is obliged to pay the note, but Section 3-117 applies. In this case, the agreement modifies 
he terms of the note by stating a condition to the obligation of Y to pay the note. This case 
is essentially similar to a case in which a maker of a note is induced to sign the note by 

aud of the holder. Although the agreement that Y not be liable on the note unless Z also 
signs may not have been fraudulently made, a subsequent attempt by Creditor to require 
o pay the note in violation of the agreement is a bad faith act. Section 3-117, in treating 
he agreement as a defense, allows Y to assert the agreement against Creditor, but the 
defense would not be good against a subsequent holder in due course of the note that took 
it without notice of the agreement. If there cannot be a holder in due course because o 
Section 3-106(d), a subsequent holder that took the note in good faith, for value and without 

owledge of the agreement would not be able to enforce the liability of Y. This result is 
consistent with the risk that a holder not in due course takes with respect to fraud in 
inducing issuance of an instrument. 

2. The effect of merger or integration clauses to the effect that a writing is intended to be 
he complete and exclusive statement of the terms of the agreement or that the agreement 
is not subject to conditions is left to the supplementary law of the jurisdiction pursuant to 
Section 1-103. Thus, in the case discussed in Comment 1, whether Y is permitted to prove 
he condition to Y's obligation to pay the note is determined by that law. Moreover, nothing 
in this section is intended to validate an agreement which is fraudulent or void as against 
public policy, as in the case of a note given to deceive a bank examiner. 


$ 3-118. Statute of Limitations. 
(a) Except as provided in subsection (e), an action to enforce the obliga- 
ion of a party to pay a note payable at a definite time must be commenced 
ithin six years after the due date or dates stated in the note or, if a due 
date is accelerated, within six years after the accelerated due date. 

(b) Except as provided in subsection (d) or (e), if demand for payment is 

ade to the maker of a note payable on demand, an action to enforce the 
obligation of a party to pay the note must be commenced within six years 
after the demand. If no demand for payment is made to the maker, an ac- 

ion to enforce the note is barred if neither principal nor interest on the 
note has been paid for a continuous period of 10 years. 

(c) Except as provided in subsection (d), an action to enforce the obliga- 
ion of a party to an unaccepted draft to pay the draft must be commenced 
ithin three years after dishonor of the draft or 10 years after the date o 

he draft, whichever period expires first. 

(d) An action to enforce the obligation of the acceptor of a certified check 
or the issuer of a teller's check, cashier's check, or traveler's check must be 
commenced within three years after demand for payment is made to the 
acceptor or issuer, as the case may be. 
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(e) An action to enforce the obligation of a party to a certificate of deposit 
o pay the instrument must be commenced within six years after demand 
for payment is made to the maker, but if the instrument states a due date 
and the maker is not required to pay before that date, the six-year period 
begins when a demand for payment is in effect and the due date has 


(f) An action to enforce the obligation of a party to pay an accepted draft, 
other than a certified check, must be commenced (i) within six years after 
he due date or dates stated in the draft or acceptance if the obligation o 
he acceptor is payable at a definite time, or (ii) within six years after the 
date of the acceptance if the obligation of the acceptor is payable on 

demand. 


(g) Unless governed by other law regarding claims for indemnity or con- 
ribution, an action (i) for conversion of an instrument, for money had and 
received, or like action based on conversion, (ii) for breach of warranty, or 
(iii) to enforce an obligation, duty, or right arising under this Article and 
mot governed by this section must be commenced within three years after 
he [cause of action] accrues. 


Official Comment 

1. Section 3-118 differs from former Section 3-122, which states when a cause of action 
accrues on an instrument. Section 3-118 does not define when a cause of action accrues. Ac- 
crual of a cause of action is stated in other sections of Article 3 such as those that state the 

arious obligations of parties to an instrument. The only purpose of Section 3-118 is to 
define the time within which an action to enforce an obligation, duty, or right arising under 
Article 3 must be commenced. Section 3-118 does not attempt to state all rules with respect 
o a statute of limitations. For example, the circumstances under which the running of a 
imitations period may be tolled is left to other law pursuant to Section 1-103. 

2. The first six subsections apply to actions to enforce an obligation of any party to an 
instrument to pay the instrument. This changes present law in that indorsers who may 
become liable on an instrument after issue are subject to a period of limitations running 

om the same date as that of the maker or drawer. Subsections (a) and (b) apply to notes. 
If the note is payable at a definite time, a six-year limitations period starts at the due date 
of the note, subject to prior acceleration. If the note is payable on demand, there are two 
imitations periods. Although a note payable on demand could theoretically be called a day 
after it was issued, the normal expectation of the parties is that the note will remain 
outstanding until there is some reason to call it. If the law provides that the limitations pe- 
iod does not start until demand is made, the cause of action to enforce it may never be 
barred. On the other hand, if the limitations period starts when demand for payment may 
be made, i.e. at any time after the note was issued, the payee of a note on which interest or 
portions of principal are being paid could lose the right to enforce the note even though it 

as treated as a continuing obligation by the parties. Some demand notes are not enforced 
because the payee has forgiven the debt. This is particularly true in family and other 
noncommercial transactions. A demand note found after the death of the payee may be pre- 
sented for payment many years after it was issued. The maker may be a relative and it 
may be difficult to determine whether the note represents a real or a forgiven debt. Subsec- 
ion (b) is designed to bar notes that no longer represent a claim to payment and to require 
easonably prompt action to enforce notes on which there is default. If a demand for pay- 
ment is made to the maker, a six-year limitations period starts to run when demand is 
made. The second sentence of subsection (b) bars an action to enforce a demand note if no 
demand has been made on the note and no payment of interest or principal has been made 
or a continuous period of 10 years. This covers the case of a note that does not bear inter- 
est or a case in which interest due on the note has not been paid. This kind of case is likely 
o be a family transaction in which a failure to demand payment may indicate that the 
holder did not intend to enforce the obligation but neglected to destroy the note. A limita- 
ions period that bars stale claims in this kind of case is appropriate if the period is 
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elatively long. 

3. Subsection (c) applies primarily to personal uncertified checks. Checks are payment 
instruments rather than credit instruments. The limitations period expires three years af- 

er the date of dishonor or 10 years after the date of the check, whichever is earlier. Teller’s 
checks, cashier’s checks, certified checks, and traveler’s checks are treated differently under 
subsection (d) because they are commonly treated as cash equivalents. A great delay in pre- 
senting a cashier’s check for payment in most cases will occur because the check was 
mislaid during that period. The person to whom traveler’s checks are issued may hold them 
indefinitely as a safe form of cash for use in an emergency. There is no compelling reason 
or barring the claim of the owner of the cashier's check or traveler's check. Under subsec- 
ion (d) the claim is never barred because the three-year limitations period does not start to 
un until demand for payment is made. The limitations period in subsection (d) in effect ap- 
plies only to cases in which there is a dispute about the legitimacy of the claim of the 
person demanding payment. 

4. Subsection (e) covers certificates of deposit. The limitations period of six years doesn't 
start to run until the depositor demands payment. Most certificates of deposit are payable 
on demand even if they state a due date. The effect of a demand for payment before matu- 

ity is usually that the bank will pay, but that a penalty will be assessed against the depos- 
itor in the form of a reduction in the amount of interest that is paid. Subsection (e) also 
provides for cases in which the bank has no obligation to pay until the due date. In that 
case the limitations period doesn't start to run until there is a demand for payment in ef- 
ect and the due date has passed. 

5. Subsection (f) applies to accepted drafts other than certified checks. When a draft is ac- 
cepted it is in effect turned into a note of the acceptor. In almost all cases the acceptor will 
agree to pay at a definite time. Subsection (f) states that in that case the six-year limita- 

ions period starts to run on the due date. In the rare case in which the obligation of the 
acceptor is payable on demand, the six-year limitations period starts to run at the date o 
he acceptance. 

6. Subsection (g) covers warranty and conversion cases and other actions to enforce 
obligations or rights arising under Article 3. A three-year period is stated and subsection 
(g) follows general law in stating that the period runs from the time the cause of action 
accrues. Since the traditional term “cause of action” may have been replaced in some states 
by “claim for relief" or some equivalent term, the words “cause of action” have been 
bracketed to indicate that the words may be replaced by an appropriate substitute to 
conform to local practice. 

7. One of the most significant differences between this Article and the Convention on 
nternational Bills of Exchange and International Promissory Notes is that the statute o 
imitation under the Convention generally is only four years, rather than the six years 
provided by this section. See Convention Article 84. Amendments approved by the Perma- 
ent Editorial Board for Uniform Commercial Code November 2, 2002. 


§ 3-119. Notice of Right to Defend Action. 

In an action for breach of an obligation for which a third person is 
answerable over pursuant to this Article or Article 4, the defendant may 
give the third person notice of the litigation in a record, and the person 
notified may then give similar notice to any other person who is answer- 
able over. If the notice states (i) that the person notified may come in and 
defend and (ii) that failure to do so will bind the person notified in an ac- 
ion later brought by the person giving the notice as to any determination 
of fact common to the two litigations, the person notified is so bound un- 
less after seasonable receipt of the notice the person notified does come in 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
This section is a restatement of former Section 3-803. 


346 


NEGOTIABLE INSTRUMENTS 


PART 2. NEGOTIATION, TRANSFER, AND 
INDORSEMENT 


§ 3-201. Negotiation. 


(a) “Negotiation” means a transfer of possession, whether voluntary or 
involuntary, of an instrument by a person other than the issuer to a person 
ho thereby becomes its holder. 


(b) Except for negotiation by a remitter, if an instrument is payable to 
an identified person, negotiation requires transfer of possession of the 
instrument and its indorsement by the holder. If an instrument is payable 

o bearer, it may be negotiated by transfer of possession alone. 


Official Comment 

1. Subsections (a) and (b) are based in part on subsection (1) of former Section 3-202. 
person can become holder of an instrument when the instrument is issued to that person, 
or the status of holder can arise as the result of an event that occurs after issuance. 
“Negotiation” is the term used in Article 3 to describe this post-issuance event. Normally, 
negotiation occurs as the result of a voluntary transfer of possession of an instrument by a 
holder to another person who becomes the holder as a result of the transfer. Negotiation 
always requires a change in possession of the instrument because nobody can be a holder 

ithout possessing the instrument, either directly or through an agent. But in some cases 

he transfer of possession is involuntary and in some cases the person transferring posses- 

sion is not a holder. In defining “negotiation” former Section 3-202(1) used the word 
"transfer," an undefined term, and “delivery,” defined in Section 1-201(14) to mean volun- 
ary change of possession. Instead, subsections (a) and (b) use the term "transfer of posses- 
sion" and, subsection (a) states that negotiation can occur by an involuntary transfer o 
possession. For example, if an instrument is payable to bearer and it is stolen by Thief or is 
ound by Finder, Thief or Finder becomes the holder of the instrument when possession is 
obtained. In this case there is an involuntary transfer of possession that results in negotia- 
ion to Thief or Finder. 

2. In most cases negotiation occurs by a transfer of possession by a holder or remitter. 
Remitter transactions usually involve a cashier's or teller's check. For example, Buyer buys 
goods from Seller and pays for them with a cashier's check of Bank that Buyer buys from 
Bank. The check is issued by Bank when it is delivered to Buyer, regardless of whether the 
check is payable to Buyer or to Seller. Section 3-105(a). If the check is payable to Buyer, 
negotiation to Seller is done by delivery of the check to Seller after it is indorsed by Buyer. 
It is more common, however, that the check when issued will be payable to Seller. In that 
case Buyer is referred to as the “remitter.” Section 3-103(a)(15). The remitter, although not 
a party to the check, is the owner of the check until ownership is transferred to Seller by 
delivery. This transfer is a negotiation because Seller becomes the holder of the check when 
Seller obtains possession. In some cases Seller may have acted fraudulently in obtaining 
possession of the check. In those cases Buyer may be entitled to rescind the transfer to 
Seller because of the fraud and assert a claim of ownership to the check under Section 
3-306 against Seller or a subsequent transferee of the check. Section 3-202(b) provides for 

escission of negotiation, and that provision applies to rescission by a remitter as well as by 
a holder. 
3. Other sections of Article 3 may modify the rule stated in the first sentence of subsec- 
ion (b). See for example, Sections 3-404, 3-405 and 3-406. 


$ 3-202. Negotiation Subject to Rescission. 

(a) Negotiation is effective even if obtained (i) from an infant, a corpora- 
ion exceeding its powers, or a person without capacity, (ii) by fraud, 
duress, or mistake, or (iii) in breach of duty or as part of an illegal 
ransaction. 


(b) To the extent permitted by other law, negotiation may be rescinded 
or may be subject to other remedies, but those remedies may not be as- 
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serted against a subsequent holder in due course or a person paying the 
instrument in good faith and without knowledge of facts that are a basis 
for rescission or other remedy. 


Official Comment 

1. This section is based on former Section 3-207. Subsection (2) of former Section 3-207 
prohibited rescission of a negotiation against holders in due course. Subsection (b) o 
Section 3-202 extends this protection to payor banks. 

2. Subsection (a) applies even though the lack of capacity or the illegality, is of a character 

hich goes to the essence of the transaction and makes it entirely void. It is inherent in the 
character of negotiable instruments that any person in possession of an instrument which 
by its terms is payable to that person or to bearer is a holder and may be dealt with by 
anyone as a holder. The principle finds its most extreme application in the well settled rule 
hat a holder in due course may take the instrument even from a thief and be protected 
against the claim of the rightful owner. The policy of subsection (a) is that any person to 

hom an instrument is negotiated is a holder until the instrument has been recovered from 
hat person's possession. The remedy of a person with a claim to an instrument is to re- 
cover the instrument by replevin or otherwise; to impound it or to enjoin its enforcement, 
collection or negotiation; to recover its proceeds from the holder; or to intervene in any ac- 
ion brought by the holder against the obligor. As provided in Section 3-305(c), the claim o 
he claimant is not a defense to the obligor unless the claimant defends the action. 

3. There can be no rescission or other remedy against a holder in due course or a person 

ho pays in good faith and without notice, even though the prior negotiation may have 
been fraudulent or illegal in its essence and entirely void. As against any other party the 
claimant may have any remedy permitted by law. This section is not intended to specify 

hat that remedy may be, or to prevent any court from imposing conditions or limitations 
such as prompt action or return of the consideration received. All such questions are left to 
he law of the particular jurisdiction. Section 3-202 gives no right that would not otherwise 
exist. The section is intended to mean that any remedies afforded by other law are cut o 
only by a holder in due course. 


§ 3-203. Transfer of Instrument; Rights Acquired by Transfer. 

(a) An instrument is transferred when it is delivered by a person other 
han its issuer for the purpose of giving to the person receiving delivery 
he right to enforce the instrument. 

(b) Transfer of an instrument, whether or not the transfer is a negotia- 
ion, vests in the transferee any right of the transferor to enforce the 

instrument, including any right as a holder in due course, but the 
ransferee cannot acquire rights of a holder in due course by a transfer, 
directly or indirectly, from a holder in due course if the transferee engaged 
in fraud or illegality affecting the instrument. 

(c) Unless otherwise agreed, if an instrument is transferred for value 
and the transferee does not become a holder because of lack of indorse- 

ent by the transferor, the transferee has a specifically enforceable right 
o the unqualified indorsement of the transferor, but negotiation of the 
instrument does not occur until the indorsement is made. 

(d) If a transferor purports to transfer less than the entire instrument, 
negotiation of the instrument does not occur. The transferee obtains no 
rights under this Article and has only the rights of a partial assignee. 


Official Comment 
1. Section 3-203 is based on former Section 3-201 which stated that a transferee received 
such rights as the transferor had. The former section was confusing because some rights o 
he transferor are not vested in the transferee unless the transfer is a negotiation. For 
example, a transferee that did not become the holder could not negotiate the instrument, a 
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ight that the transferor had. Former Section 3-201 did not define “transfer.” Subsection (a) 
defines transfer by limiting it to cases in which possession of the instrument is delivered 
or the purpose of giving to the person receiving delivery the right to enforce the instrument. 

Although transfer of an instrument might mean in a particular case that title to the 
instrument passes to the transferee, that result does not follow in all cases. The right to 
enforce an instrument and ownership of the instrument are two different concepts. A thie 

ho steals a check payable to bearer becomes the holder of the check and a person entitled 

o enforce it, but does not become the owner of the check. If the thief transfers the check to 
a purchaser the transferee obtains the right to enforce the check. If the purchaser is not a 
holder in due course, the owner’s claim to the check may be asserted against the purchaser. 
Ownership rights in instruments may be determined by principles of the law of property, 
independent of Article 3, which do not depend upon whether the instrument was transferred 

nder Section 3-203. Moreover, a person who has an ownership right in an instrument 
might not be a person entitled to enforce the instrument. For example, suppose X is the 
owner and holder of an instrument payable to X. X sells the instrument to Y but is unable 
o deliver immediate possession to Y. Instead, X signs a document conveying all of X’s 
ight, title, and interest in the instrument to Y. Although the document may be effective to 
give Y a claim to ownership of the instrument, Y is not a person entitled to enforce the 
instrument until Y obtains possession of the instrument. No transfer of the instrument oc- 
curs under Section 3-203(a) until it is delivered to Y. 

An instrument is a reified right to payment. The right is represented by the instrument 
itself. The right to payment is transferred by delivery of possession of the instrument “by a 
person other than its issuer for the purpose of giving to the person receiving delivery the 

ight to enforce the instrument.” The quoted phrase excludes issue of an instrument, 
defined in Section 3-105, and cases in which a delivery of possession is for some purpose 
other than transfer of the right to enforce. For example, if a check is presented for payment 
by delivering the check to the drawee, no transfer of the check to the drawee occurs because 
here is no intent to give the drawee the right to enforce the check. 

2. Subsection (b) states that transfer vests in the transferee any right of the transferor to 
enforce the instrument “including any right as a holder in due course.” If the transferee is 

ot a holder because the transferor did not indorse, the transferee is nevertheless a person 
entitled to enforce the instrument under Section 3-301 if the transferor was a holder at the 
ime of transfer. Although the transferee is not a holder, under subsection (b) the transferee 
obtained the rights of the transferor as holder. Because the transferee’s rights are deriva- 
ive of the transferor’s rights, those rights must be proved. Because the transferee is not a 
holder, there is no presumption under Section 3-308 that the transferee, by producing the 
instrument, is entitled to payment. The instrument, by its terms, is not payable to the 
ransferee and the transferee must account for possession of the unindorsed instrument by 
proving the transaction through which the transferee acquired it. Proof of a transfer to the 
ransferee by a holder is proof that the transferee has acquired the rights of a holder. At 
hat point the transferee is entitled to the presumption under Section 3-308. 
Under subsection (b) a holder in due course that transfers an instrument transfers those 
ights as a holder in due course to the purchaser. The policy is to assure the holder in due 
course a free market for the instrument. There is one exception to this rule stated in the 
concluding clause of subsection (b). A person who is party to fraud or illegality affecting the 
instrument is not permitted to wash the instrument clean by passing it into the hands of a 
holder in due course and then repurchasing it. 

3. Subsection (c) applies only to a transfer for value. It applies only if the instrument is 
payable to order or specially indorsed to the transferor. The transferee acquires, in the 
absence of a contrary agreement, the specifically enforceable right to the indorsement o 

he transferor. Unless otherwise agreed, it is a right to the general indorsement of the 
ransferor with full liability as indorser, rather than to an indorsement without recourse. 

he question may arise if the transferee has paid in advance and the indorsement is omit- 
ed fraudulently or through oversight. A transferor who is willing to indorse only without 
ecourse or unwilling to indorse at all should make those intentions clear before transfer. 

he agreement of the transferee to take less than an unqualified indorsement need not be 
an express one, and the understanding may be implied from conduct, from past practice, or 
rom the circumstances of the transaction. Subsection (c) provides that there is no negotia- 
ion of the instrument until the indorsement by the transferor is made. Until that time the 
ransferee does not become a holder, and if earlier notice of a defense or claim is received, 
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he transferee does not qualify as a holder in due course under Section 3-302. 

4. The operation of Section 3-203 is illustrated by the following cases. In each case Payee, 
by fraud, induced Maker to issue a note to Payee. The fraud is a defense to the obligation o 
Maker to pay the note under Section 3-305(a)(2). 

Case # 1. Payee negotiated the note to X who took as a holder in due course. After 
the instrument became overdue X negotiated the note to Y who had notice of the fraud. 

Y succeeds to X's rights as a holder in due course and takes free of Maker's defense o 

fraud. 

Case # 2. Payee negotiated the note to X who took as a holder in due course. Payee 
then repurchased the note from X. Payee does not succeed to X's rights as a holder in due 
course and is subject to Maker's defense of fraud. 

Case # 3. Payee negotiated the note to X who took as a holder in due course. X sold 
the note to Purchaser who received possession. The note, however, was indorsed to X and 
X failed to indorse it. Purchaser is a person entitled to enforce the instrument under 
Section 3-301 and succeeds to the rights of X as holder in due course. Purchaser is not a 
holder, however, and under Section 3-308 Purchaser will have to prove the transaction 
with X under which the rights of X as holder in due course were acquired. 

Case # 4. Payee sold the note to Purchaser who took for value, in good faith and 
without notice of the defense of Maker. Purchaser received possession of the note but 
Payee neglected to indorse it. Purchaser became a person entitled to enforce the instru- 
ment but did not become the holder because of the missing indorsement. If Purchaser 
received notice of the defense of Maker before obtaining the indorsement of Payee, 
Purchaser cannot become a holder in due course because at the time notice was received 
the note had not been negotiated to Purchaser. If indorsement by Payee was made after 
Purchaser received notice, Purchaser had notice of the defense when it became the 
holder. 

5. Subsection (d) restates former Section 3-202(3). The cause of action on an instrument 
cannot be split. Any indorsement which purports to convey to any party less than the 
entire amount of the instrument is not effective for negotiation. This is true of either “Pay 
A one-half," or *Pay A two-thirds and B one-third." Neither A nor B becomes a holder. On 
he other hand an indorsement reading merely *Pay A and P" is effective, since it transfers 
he entire cause of action to A and B as tenants in common. An indorsement purporting to 
convey less than the entire instrument does, however, operate as a partial assignment o 
he cause of action. Subsection (d) makes no attempt to state the legal effect of such an as- 
signment, which is left to other law. A partial assignee of an instrument has rights only to 
he extent the applicable law gives rights, either at law or in equity, to a partial assignee. 

6. The rules for transferring instruments set out in this section are similar to the rules in 
Article 13 of the Convention on International Bills of Exchange and International Promis- 

ory Notes. Amendments approved by the Permanent Editorial Board for Uniform Com- 

ercial Code November 2, 2002. 


§ 3-204. Indorsement. 

(a) “Indorsement” means a signature, other than that of a signer as 

aker, drawer, or acceptor, that alone or accompanied by other words is 

ade on an instrument for the purpose of (i) negotiating the instrument, 
(i1) restricting payment of the instrument, or (iii) incurring indorser's li- 
ability on the instrument, but regardless of the intent of the signer, a 
signature and its accompanying words is an indorsement unless the ac- 
companying words, terms of the instrument, place of the signature, or 
other circumstances unambiguously indicate that the signature was made 
for a purpose other than indorsement. For the purpose of determining 

hether a signature is made on an instrument, a paper affixed to the 
instrument is a part of the instrument. 

(b) “Indorser” means a person who makes an indorsement. 

(c) For the purpose of determining whether the transferee of an instru- 

ent is a holder, an indorsement that transfers a security interest in the 
instrument is effective as an unqualified indorsement of the instrument. 
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mame of the holder, indorsement may be made by the holder in the name 
stated in the instrument or in the holder’s name or both, but signature in 
both names may be required by a person paying or taking the instrument 
for value or collection. 


Official Comment 

1. Subsection (a) is a definition of “indorsement,” a term which was not defined in former 

rticle 3. Indorsement is defined in terms of the purpose of the signature. If a blank or 
special indorsement is made to give rights as a holder to a transferee the indorsement is 
made for the purpose of negotiating the instrument. Subsection (a)(i). If the holder of a 
check has an account in the drawee bank and wants to be sure that payment of the check 

ill be made by credit to the holder’s account, the holder can indorse the check by signing 
he holder’s name with the accompanying words “for deposit only” before presenting the 
check for payment to the drawee bank. In that case the purpose of the quoted words is to 

estrict payment of the instrument. Subsection (a)(ii). If X wants to guarantee payment of a 
note signed by Y as maker, X can do so by signing X’s name to the back of the note as an 
indorsement. This indorsement is known as an anomalous indorsement (Section 3-205(d)) 
and is made for the purpose of incurring indorser's liability on the note. Subsection (a)(iii). 
In some cases an indorsement may serve more than one purpose. For example, if the holder 
of a check deposits it to the holder’s account in a depositary bank for collection and indorses 

he check by signing the holder's name with the accompanying words “for deposit only" the 
purpose of the indorsement is both to negotiate the check to the depositary bank and to re- 
strict payment of the check. 

The “but” clause of the first sentence of subsection (a) elaborates on former Section 3-402. 
In some cases it may not be clear whether a signature was meant to be that of an indorser, 
a party to the instrument in some other capacity such as drawer, maker or acceptor, or a 
person who was not signing as a party. The general rule is that a signature is an indorse- 
ment if the instrument does not indicate an unambiguous intent of the signer not to sign as 
an indorser. Intent may be determined by words accompanying the signature, the place o 
signature, or other circumstances. For example, suppose a depositary bank gives cash for a 
check properly indorsed by the payee. The bank requires the payee’s employee to sign the 
pack of the check as evidence that the employee received the cash. If the signature consists 
only of the initials of the employee it is not reasonable to assume that it was meant to be 
an indorsement. If there was a full signature but accompanying words indicated that it was 
meant as a receipt for the cash given for the check, it is not an indorsement. If the signature 
is not qualified in any way and appears in the place normally used for indorsements, it may 
be an indorsement even though the signer intended the signature to be a receipt. To take 
another example, suppose the drawee of a draft signs the draft on the back in the space 

sually used for indorsements. No words accompany the signature. Since the drawee has 
no reason to sign a draft unless the intent is to accept the draft, the signature is effective 
as an acceptance. Custom and usage may be used to determine intent. For example, by 
ong-established custom and usage, a signature in the lower right hand corner of an instru- 
ment indicates an intent to sign as the maker of a note or the drawer of a draft. Any simi- 
ar clear indication of an intent to sign in some other capacity or for some other purpose 
may establish that a signature is not an indorsement. For example, if the owner of a 

raveler’s check countersigns the check in the process of negotiating it, the countersignature 
is not an indorsement. The countersignature is a condition to the issuer’s obligation to pay 
and its purpose is to provide a means of verifying the identify of the person negotiating the 
raveler’s check by allowing comparison of the specimen signature and the countersignature. 

he countersignature is not necessary for negotiation and the signer does not incur 
indorser’s liability. See Comment 2 to Section 3-106. 

The last sentence of subsection (a) is based on subsection (2) of former Section 3-202. An 
indorsement on an allonge is valid even though there is sufficient space on the instrument 
or an indorsement. 

2. Assume that Payee indorses a note to Creditor as security for a debt. Under subsection 
(b) of Section 3-203 Creditor takes Payee’s rights to enforce or transfer the instrument 
subject to the limitations imposed by Article 9. Subsection (c) of Section 3-204 makes clear 
hat Payee’s indorsement to Creditor, even though it mentions creation of a security inter- 


351 


UNIFORM COMMERCIAL CODE 


est, is an unqualified indorsement that gives to Creditor the right to enforce the note as its 


3. Subsection (d) is a restatement of former Section 3-203. Section 3-110(a) states that an 
instrument is payable to the person intended by the person signing as or in the name or 
behalf of the issuer even if that person is identified by a name that is not the true name o 
he person. In some cases the name used in the instrument is a misspelling of the correct 
name and in some cases the two names may be entirely different. The payee may indorse in 
he name used in the instrument, in the payee's correct name, or in both. In each case the 
indorsement is effective. But because an indorsement in a name different from that used in. 
he instrument may raise a question about its validity and an indorsement in a name that 
is not the correct name of the payee may raise a problem of identifying the indorser, the ac- 
cepted commercial practice is to indorse in both names. Subsection (d) allows a person pay- 
ing or taking the instrument for value or collection to require indorsement in both names. 


$ 3-205. Special Indorsement; Blank Indorsement; Anomalous 
Indorsement. 

(a) If an indorsement is made by the holder of an instrument, whether 
payable to an identified person or payable to bearer, and the indorsement 
identifies a person to whom it makes the instrument payable, it is a 
*special indorsement." When specially indorsed, an instrument becomes 
payable to the identified person and may be negotiated only by the indorse- 

ent of that person. The principles stated in Section 3-110 apply to special 
indorsements. 

(b) If an indorsement is made by the holder of an instrument and it is 
not a special indorsement, it is a “blank indorsement.” When indorsed in 
blank, an instrument becomes payable to bearer and may be negotiated by 
ransfer of possession alone until specially indorsed. 


(c) The holder may convert a blank indorsement that consists only of a 
signature into a special indorsement by writing, above the signature of the 
indorser, words identifying the person to whom the instrument is made 


(d) “Anomalous indorsement” means an indorsement made by a person 
ho is not the holder of the instrument. An anomalous indorsement does 
not affect the manner in which the instrument may be negotiated. 


Official Comment 

1. Subsection (a) is based on subsection (1) of former Section 3-204. It states the test of a 
special indorsement to be whether the indorsement identifies a person to whom the instru- 
ment is payable. Section 3-110 states rules for identifying the payee of an instrument. 
Section 3-205(a) incorporates the principles stated in Section 3-110 in identifying an 
indorsee. The language of Section 3-110 refers to language used by the issuer of the 
instrument. When that section is used with respect to an indorsement, Section 3-110 must 
be read as referring to the language used by the indorser. 

2. Subsection (b) is based on subsection (2) of former Section 3-204. An indorsement 
made by the holder is either a special or blank indorsement. If the indorsement is made by 
a holder and is not a special indorsement, it is a blank indorsement. For example, the 
holder of an instrument, intending to make a special indorsement, writes the words *Pay to 

he order of" without completing the indorsement by writing the name of the indorsee. The 
holder's signature appears under the quoted words. The indorsement is not a special 
indorsement because it does not identify a person to whom it makes the instrument payable. 
Since it is not a special indorsement it is a blank indorsement and the instrument is pay- 
able to bearer. The result is analogous to that of a check in which the name of the payee is 
eft blank by the drawer. In that case the check is payable to bearer. See the last paragraphs 
of Comment 2 to Section 3-115. 

A blank indorsement is usually the signature of the indorser on the back of the instru- 
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ment without other words. Subsection (c) is based on subsection (3) of former Section 3-204. 
A “restrictive indorsement” described in Section 3-206 can be either a blank indorsement or 
a special indorsement. “Pay to T, in trust for B” is a restrictive indorsement. It is also a 
special indorsement because it identifies T as the person to whom the instrument is payable. 
“For deposit only” followed by the signature of the payee of a check is a restrictive 
indorsement. It is also a blank indorsement because it does not identify the person to whom 
he instrument is payable. 

3. The only effect of an “anomalous indorsement,” defined in subsection (d), is to make 
he signer liable on the instrument as an indorser. Such an indorsement is normally made 
by an accommodation party. Section 3-419. 

4. Articles 14 and 16 of the Convention on International Bills of Exchange and 
nternational Promissory Notes includes similar rules for blank and special indorsements. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 2, 2002. 


$ 3-206. Restrictive Indorsement. 

(a) An indorsement limiting payment to a particular person or otherwise 
prohibiting further transfer or negotiation of the instrument is not effec- 

ive to prevent further transfer or negotiation of the instrument. 

(b) An indorsement stating a condition to the right of the indorsee to 
receive payment does not affect the right of the indorsee to enforce the 
instrument. A person paying the instrument or taking it for value or col- 
lection may disregard the condition, and the rights and liabilities of that 
person are not affected by whether the condition has been fulfilled. 

(c) If an instrument bears an indorsement (i) described in Section 

-201(b), or (ii) in blank or to a particular bank using the words “for de- 
posit," *for collection," or other words indicating a purpose of having the 


instrument collected by a bank for the indorser or for a particular account, 
he following rules apply: 

(1) A person, other than a bank, who purchases the instrument when 
so indorsed converts the instrument unless the amount paid for the 
instrument is received by the indorser or applied consistently with the 
indorsement. 


(2) A depositary bank that purchases the instrument or takes it for 
collection when so indorsed converts the instrument unless the amount 
paid by the bank with respect to the instrument is received by the in- 
dorser or applied consistently with the indorsement. 

(3) A payor bank that is also the depositary bank or that takes the 
instrument for immediate payment over the counter from a person other 
than a collecting bank converts the instrument unless the proceeds o 
the instrument are received by the indorser or applied consistently with 
the indorsement. 

(4) Except as otherwise provided in paragraph (3), a payor bank or 
intermediary bank may disregard the indorsement and is not liable i 
the proceeds of the instrument are not received by the indorser or ap- 
plied consistently with the indorsement. 

(d) Except for an indorsement covered by subsection (c), if an instrument 
bears an indorsement using words to the effect that payment is to be made 
o the indorsee as agent, trustee, or other fiduciary for the benefit of the 
indorser or another person, the following rules apply: 

(1) Unless there is notice of breach of fiduciary duty as provided in 
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Section 3-307, a person who purchases the instrument from the indorsee 
or takes the instrument from the indorsee for collection or payment may 
pay the proceeds of payment or the value given for the instrument to the 
indorsee without regard to whether the indorsee violates a fiduciary 
duty to the indorser. 


(2) A subsequent transferee of the instrument or person who pays the 
instrument is neither given notice nor otherwise affected by the restric- 
tion in the indorsement unless the transferee or payor knows that the fi- 
duciary dealt with the instrument or its proceeds in breach of fiduciary 
duty. 


(e) The presence on an instrument of an indorsement to which this sec- 
ion applies does not prevent a purchaser of the instrument from becoming 
a holder in due course of the instrument unless the purchaser is a converter 
nder subsection (c) or has notice or knowledge of breach of fiduciary duty 
as stated in subsection (d). 


(f) In an action to enforce the obligation of a party to pay the instru- 

ent, the obligor has a defense if payment would violate an indorsement 
o which this section applies and the payment is not permitted by this 
section. 


Official Comment 

1. This section replaces former Sections 3-205 and 3-206 and clarifies the law of restric- 
ive indorsements. 

2. Subsection (a) provides that an indorsement that purports to limit further transfer or 
negotiation is ineffective to prevent further transfer or negotiation. If a payee indorses “Pay 
A only,” A may negotiate the instrument to subsequent holders who may ignore the restric- 
ion on the indorsement. Subsection (b) provides that an indorsement that states a condi- 
ion to the right of a holder to receive payment is ineffective to condition payment. Thus if a 
payee indorses “Pay A if A ships goods complying with our contract,” the right of A to 
enforce the instrument is not affected by the condition. In the case of a note, the obligation 
of the maker to pay A is not affected by the indorsement. In the case of a check, the drawee 
can pay A without regard to the condition, and if the check is dishonored the drawer is li- 
able to pay A. If the check was negotiated by the payee to A in return for a promise to 
perform a contract and the promise was not kept, the payee would have a defense or 
counterclaim against A if the check were dishonored and A sued the payee as indorser, but 
he payee would have that defense or counterclaim whether or not the condition to the 

ight of A was expressed in the indorsement. Former Section 3-206 treated a conditional 
indorsement like indorsements for deposit or collection. In revised Article 3, Section 3-206(b) 
ejects that approach and makes the conditional indorsement ineffective with respect to 
parties other than the indorser and indorsee. Since the indorsements referred to in subsec- 
ions (a) and (b) are not effective as restrictive indorsements, they are no longer described 
as restrictive indorsements. 

3. The great majority of restrictive indorsements are those that fall within subsection (c) 

hich continues previous law. The depositary bank or the payor bank, if it takes the check 
or immediate payment over the counter, must act consistently with the indorsement, but 
an intermediary bank or payor bank that takes the check from a collecting bank is not af- 
ected by the indorsement. Any other person is also bound by the indorsement. For example, 
suppose a check is payable to X, who indorses in blank but writes above the signature the 

ords *For deposit only." The check is stolen and is cashed at a grocery store by the thief. 
he grocery store indorses the check and deposits it in Depositary Bank. The account of the 
grocery store is credited and the check is forwarded to Payor Bank which pays the check. 
nder subsection (c), the grocery store and Depositary Bank are converters of the check 
because X did not receive the amount paid for the check. Payor Bank and any intermediary 
bank in the collection process are not liable to X. This Article does not displace the law o 
aiver as it may apply to restrictive indorsements. The circumstances under which a re- 
strictive indorsement may be waived by the person who made it is not determined by this 
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4. Subsection (d) replaces subsection (4) of former Section 3-206. Suppose Payee indorses 
a check “Pay to T in trust for B.” T indorses in blank and delivers it to (a) Holder for value; 
(b) Depositary Bank for collection; or (c) Payor Bank for payment. In each case these takers 
can safely pay T so long as they have no notice under Section 3-307 of any breach of fidu- 
ciary duty that T may be committing. For example, under subsection €& (b)* of Section 
3-307 these takers have notice of a breach of trust if the check was taken in any transac- 
ion known by the taker to be for T's personal benefit. Subsequent transferees of the check 

om Holder or Depositary Bank are not affected by the restriction unless they have knowl- 
edge that T dealt with the check in breach of trust. 

5. Subsection (f) allows a restrictive indorsement to be used as a defense by a person 
obliged to pay the instrument if that person would be liable for paying in violation of the 
indorsement. 


§ 3-207. Reacquisition. 

Reacquisition of an instrument occurs if it is transferred to a former 
holder, by negotiation or otherwise. A former holder who reacquires the 
instrument may cancel indorsements made after the reacquirer first 
became a holder of the instrument. If the cancellation causes the instru- 

ent to be payable to the reacquirer or to bearer, the reacquirer may 
negotiate the instrument. An indorser whose indorsement is canceled is 
discharged, and the discharge is effective against any subsequent holder. 


Official Comment 
Section 3-207 restates former Section 3-208. Reacquisition refers to cases in which a for- 
mer holder reacquires the instrument either by negotiation from the present holder or by a 
ransfer other than negotiation. If the reacquisition is by negotiation, the former holder 
eacquires the status of holder. Although Section 3-207 allows the holder to cancel all 
indorsements made after the holder first acquired holder status, cancellation is not 
necessary. Status of holder is not affected whether or not cancellation is made. But if the 
eacquisition is not the result of negotiation the former holder can obtain holder status onl 

by striking the former holder’s indorsement and any subsequent indorsements. The latter 
case is an exception to the general rule that if an instrument is payable to an identified 
person, the indorsement of that person is necessary to allow a subsequent transferee to 
obtain the status of holder. Reacquisition without indorsement by the person to whom the 

instrument is payable is illustrated by two examples: 

Case # 1. X, a former holder, buys the instrument from Y, the present holder. Y 
delivers the instrument to X but fails to indorse it. Negotiation does not occur because 
the transfer of possession did not result in X’s becoming holder. Section 3-201(a). The 
instrument by its terms is payable to Y, not to X. But X can obtain the status of holder 
by striking X’s indorsement and all subsequent indorsements. When these indorsements 
are struck, the instrument by its terms is payable either to X or to bearer, depending 
upon how X originally became holder. In either case X becomes holder. Section 1-201(20). 

Case # 2. X, the holder of an instrument payable to X, negotiates it to Y by special 
indorsement. The negotiation is part of an underlying transaction between X and Y. The 
underlying transaction is rescinded by agreement of X and Y, and Y returns the instru- 
ment without Y's indorsement. The analysis is the same as that in Case # 1. X can obtain. 
holder status by cancelling X's indorsement to Y. 

In Case # 1 and Case # 2, X acquired ownership of the instrument after reacquisition, but 
X's title was clouded because the instrument by its terms was not payable to X. Normally, 
X can remedy the problem by obtaining Y's indorsement, but in some cases X may not be 
able to conveniently obtain that indorsement. Section 3-207 is a rule of convenience which 
elieves X of the burden of obtaining an indorsement that serves no substantive purpose. 
he effect of cancellation of any indorsement under Section 3-207 is to nullify it. Thus, the 
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person whose indorsement is canceled is relieved of indorser's liability. Since cancellation is 
notice of discharge, discharge is effective even with respect to the rights of a holder in due 
course. Sections 3-601 and 3-604. 


PART 3. ENFORCEMENT OF INSTRUMENTS 


§ 3-301. Person Entitled to Enforce Instrument. 


“Person entitled to enforce” an instrument means (i) the holder of the 
instrument, (ii) a nonholder in possession of the instrument who has the 
rights of a holder, or (iii) a person not in possession of the instrument who 
is entitled to enforce the instrument pursuant to Section 3-309 or 3-418(d). 
A person may be a person entitled to enforce the instrument even though 
he person is not the owner of the instrument or is in wrongful possession 
of the instrument. 


Official Comment 

This section replaces former Section 3-301 that stated the rights of a holder. The rights 
stated in former Section 3-301 to transfer, negotiate, enforce, or discharge an instrument 
are stated in other sections of Article 3. In revised Article 3, Section 3-301 defines “person 
entitled to enforce” an instrument. The definition recognizes that enforcement is not limited 
o holders. The quoted phrase includes a person enforcing a lost or stolen instrument. 
Section 3-309. It also includes a person in possession of an instrument who is not a holder. 
A nonholder in possession of an instrument includes a person that acquired rights of a 
holder by subrogation or under Section 3-203(a). K-alse-cineludes-any-other-person—whe 


t also includes both a remitter that has received an instrument from the issuer but has not 
yet transferred or negotiated the instrument to another person and also any other person 
who under applicable law is a successor to the holder or otherwise acquires the holder’s 

ights. Amendments approved by the Permanent Editorial Board for Uniform Commercial 
Code November 2, 2002. 


§ 3-302. Holder in Due Course. 


(a) Subject to subsection (c) and Section 3-106(d), “holder in due course” 

eans the holder of an instrument if: 

(1) the instrument when issued or negotiated to the holder does not 
bear such apparent evidence of forgery or alteration or is not otherwise 
so irregular or incomplete as to call into question its authenticity; and 

(2) the holder took the instrument (i) for value, (ii) in good faith, (iii) 
without notice that the instrument is overdue or has been dishonored or 
that there is an uncured default with respect to payment of another 
instrument issued as part of the same series, (iv) without notice that the 
instrument contains an unauthorized signature or has been altered, (v) 
without notice of any claim to the instrument described in Section 3-306, 
and (vi) without notice that any party has a defense or claim in recoup- 
ment described in Section 3-305(a). 

(b) Notice of discharge of a party, other than discharge in an insolvency 
proceeding, is not notice of a defense under subsection (a), but discharge is 
effective against a person who became a holder in due course with notice o 

he discharge. Public filing or recording of a document does not of itsel 
constitute notice of a defense, claim in recoupment, or claim to the 
instrument. 

(c) Except to the extent a transferor or predecessor in interest has rights 
as a holder in due course, a person does not acquire rights of a holder in 
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due course of an instrument taken (i) by legal process or by purchase in an 
execution, bankruptcy, or creditor’s sale or similar proceeding, (ii) by 
purchase as part of a bulk transaction not in ordinary course of business o 
he transferor, or (iii) as the successor in interest to an estate or other 
organization. 


(d) If, under Section 3-303(a)(1), the promise of performance that is the 
consideration for an instrument has been partially performed, the holder 
ay assert rights as a holder in due course of the instrument only to the 
fraction of the amount payable under the instrument equal to the value o 
he partial performance divided by the value of the promised performance. 


|. (e) If (i) the person entitled to enforce an instrument has only a security 


ent has a defense, claim in recoupment, or claim to the instrument that 
ay be asserted against the person who granted the security interest, the 
person entitled to enforce the instrument may assert rights as a holder in| 
due course only to an amount payable under the instrument which, at the 
ime of enforcement of the instrument, does not exceed the amount of the 
npaid obligation secured. 


(f) To be effective, notice must be received at a time and in a manner 
hat gives a reasonable opportunity to act on it. 


(g) This section is subject to any law limiting status as a holder in due 
course in particular classes of transactions. 


Official Comment 

1. Subsection (a)(1) is a return to the N.LL. rule that the taker of an irregular or 
incomplete instrument is not a person the law should protect against defenses of the 
obligor or claims of prior owners. This reflects a policy choice against extending the holder 
in due course doctrine to an instrument that is so incomplete or irregular “as to call into 
question its authenticity." The term “authenticity” is used to make it clear that the ir- 

egularity or incompleteness must indicate that the instrument may not be what it purports 
0 be. Persons who purchase or pay such instruments should do so at their own risk. Under 
subsection (1) of former Section 3-304, irregularity or incompleteness gave a purchaser no- 
ice of a claim or defense. But it was not clear from that provision whether the claim or 
defense had to be related to the irregularity or incomplete aspect of the instrument. This 
ambiguity is not present in subsection (a)(1). 

2. Subsection (a)(2) restates subsection (1) of former Section 3-302. Section 3-305(a) 
makes a distinction between defenses to the obligation to pay an instrument and claims in 
ecoupment by the maker or drawer that may be asserted to reduce the amount payable on 
he instrument. Because of this distinction, which was not made in former Article 3, the 
eference in subsection (a)(2)(vi) is to both a defense and a claim in recoupment. Notice o 
orgery or alteration is stated separately because forgery and alteration are not technically 

defenses under subsection (a) of Section 3-305. 

3. Discharge is also separately treated in the first sentence of subsection (b). Except for 
discharge in an insolvency proceeding, which is specifically stated to be a real defense in 
Section 3-305(a)(1), discharge is not expressed in Article 3 as a defense and is not included 
in Section 3-305(a)(2). Discharge is effective against anybody except a person having rights 
of a holder in due course who took the instrument without notice of the discharge. Notice o 
discharge does not disqualify a person from becoming a holder in due course. For example, 
a check certified after it is negotiated by the payee may subsequently be negotiated to a 
holder. If the holder had notice that the certification occurred after negotiation by the 
payee, the holder necessarily had notice of the discharge of the payee as indorser. Section 
3-415(d). Notice of that discharge does not prevent the holder from becoming a holder in 
due course, but the discharge is effective against the holder. Section 3-601(b). Notice of a 
defense under Section 3-305(a)(1) of a maker, drawer or acceptor based on a bankruptcy 
discharge is different. There is no reason to give holder in due course status to a person 
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ith notice of that defense. The second sentence of subsection (b) is from former Section 
3-304(5). 

4. Professor Britton in his treatise Bills and Notes 309 (1961) stated: *A substantial 
umber of decisions before the [N.I.L.] indicates that at common law there was nothing in 
he position of the payee as such which made it impossible for him to be a holder in due 
course." The courts were divided, however, about whether the payee of an instrument could 
be a holder in due course under the N.I.L.. Some courts read N.I.L. $ 52(4) to mean that a 
person could be a holder in due course only if the instrument was “negotiated” to that 
person. N.I.L. $ 30 stated that “an instrument is negotiated when it is transferred from one 
person to another in such manner as to constitute the transferee the holder thereof." 
Normally, an instrument is “issued” to the payee; it is not transferred to the payee. N.I.L. 
§ 191 defined “issue” as the “first delivery of the instrument * * * to a person who takes it 
as a holder." Thus, some courts concluded that the payee never could be a holder in due 
course. Other courts concluded that there was no evidence that the N.I.L. was intended to 
change the common law rule that the payee could be a holder in due course. Professor Brit- 
on states on p. 318: “The typical situations which raise the [issue] are those where the 
defense of a maker is interposed because of fraud by a [maker who is] principal debtor 
* * * against a surety co-maker, or where the defense of fraud by a purchasing remitter is 
interposed by the drawer of the instrument against the good faith purchasing payee." 

Former Section 3-302(2) stated: “A payee may be a holder in due course." This provision. 
as intended to resolve the split of authority under the N.I.L.. It made clear that there was 
o intent to change the common-law rule that allowed a payee to become a holder in due 

course. See Comment 2 to former Section 3-302. But there was no need to put subsection 
(2) in former Section 3-302 because the split in authority under the N.I.L. was caused b 
he particular wording of N.I.L. $ 52(4). The troublesome language in that section was not 
epeated in former Article 3 nor is it repeated in revised Article 3. Former Section 3-302(2) 
has been omitted in revised Article 3 because it is surplusage and may be misleading. The 
payee of an instrument can be a holder in due course, but use of the holder-in-due-course 
doctrine by the payee of an instrument is not the normal situation. 

The primary importance of the concept of holder in due course is with respect to asser- 
ion of defenses or claims in recoupment (Section 3-305) and of claims to the instrument 

(Section 3-306). The holder-in-due-course doctrine assumes the following case as typical. 
Obligor issues a note or check to Obligee. Obligor is the maker of the note or drawer of the 
check. Obligee is the payee. Obligor has some defense to Obligor's obligation to pay the 
instrument. For example, Obligor issued the instrument for goods that Obligee promised to 
deliver. Obligee never delivered the goods. The failure of Obligee to deliver the goods is a 
defense. Section 3-303(b). Although Obligor has a defense against Obligee, if the instru- 
ment is negotiated to Holder and the requirements of subsection (a) are met, Holder may 
enforce the instrument against Obligor free of the defense. Section 3-305(b). In the typical 
case the holder in due course is not the payee of the instrument. Rather, the holder in due 
course is an immediate or remote transferee of the payee. If Obligor in our example is the 
only obligor on the check or note, the holder-in-due-course doctrine is irrelevant in 
determining rights between Obligor and Obligee with respect to the instrument. 

But in a small percentage of cases it is appropriate to allow the payee of an instrument 
o assert rights as a holder in due course. The cases are like those referred to in the quota- 
ion from Professor Britton referred to above, or other cases in which conduct of some third 

party is the basis of the defense of the issuer of the instrument. The following are examples: 
Case # 1. Buyer pays for goods bought from Seller by giving to Seller a cashier's 
check bought from Bank. Bank has a defense to its obligation to pay the check because 

Buyer bought the check from Bank with a check known to be drawn on an account with 

insufficient funds to cover the check. If Bank issued the check to Buyer as payee and 

Buyer indorsed it over to Seller, it is clear that Seller can be a holder in due course tak- 

ing free of the defense if Seller had no notice of the defense. Seller is a transferee of the 

check. There is no good reason why Seller's position should be any different if Bank drew 
the check to the order of Seller as payee. In that case, when Buyer took delivery of the 
check from Bank, Buyer became the owner of the check even though Buyer was not the 
holder. Buyer was a remitter. Section 3-103(a)(15). At that point nobody was the holder. 

When Buyer delivered the check to Seller, ownership of the check was transferred to 

Seller who also became the holder. This is a negotiation. Section 3-201. The rights o 

Seller should not be affected by the fact that in one case the negotiation to Seller was by 
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a holder and in the other case the negotiation was by a remitter. Moreover, it should be 
irrelevant whether Bank delivered the check to Buyer and Buyer delivered it to Seller or 
whether Bank delivered it directly to Seller. In either case Seller can be a holder in due 
course that takes free of Bank’s defense. 

Case # 2. X fraudulently induces Y to join X in a spurious venture to purchase a 
business. The purchase is to be financed by a bank loan for part of the price. Bank lends 
money to X and Y by deposit in a joint account of X and Y who sign a note payable to 
Bank for the amount of the loan. X then withdraws the money from the joint account and 
absconds. Bank acted in good faith and without notice of the fraud of X against Y. Bank 
is payee of the note executed by Y, but its right to enforce the note against Y should not! 
be affected by the fact that Y was induced to execute the note by the fraud of X. Bank can 
be a holder in due course that takes free of the defense of Y. Case # 2 is similar to Case # 
1. In each case the payee of the instrument has given value to the person committing the 
fraud in exchange for the obligation of the person against whom the fraud was committed. 
In each case the payee was not party to the fraud and had no notice of it. 

Suppose in Case # 2 that the note does not meet the requirements of Section 3-104(a) and 
hus is not a negotiable instrument covered by Article 3. In that case, Bank cannot be a 
holder in due course but the result should be the same. Bank’s rights are determined by 
general principles of contract law. Restatement Second, Contracts $ 164(2) governs the 
case. If Y is induced to enter into a contract with Bank by a fraudulent misrepresentation 
by X, the contract is voidable by Y unless Bank “in good faith and without reason to know 
of the misrepresentation either gives value or relies materially on the transaction." Com- 
ment e to $ 164(2) states: 

"This is the same principle that protects an innocent person who purchases goods or commercial 

paper in good faith, without notice and for value from one who obtained them from the original 

owner by a misrepresentation. See Uniform Commercial Code $8 2-403(1), 3-305. In the cases that 
fall within [$ 164(2) ], however, the innocent person deals directly with the recipient of the misrep- 
resentation, which is made by one not a party to the contract." 

The same result follows in Case # 2 if Y had been induced to sign the note as an accom- 
modation party (Section 3-419). If Y signs as co-maker of a note for the benefit of X, Y is a 
surety with respect to the obligation of X to pay the note but is liable as maker of the note 

o pay Bank. Section 3-419(b). If Bank is a holder in due course, the fraud of X cannot be 
asserted against Bank under Section 3-305(b). But the result is the same without resort to 
holder-in-due-course doctrine. If the note is not a negotiable instrument governed by Article 
3, general rules of suretyship apply. Restatement, Security $ 119 states that the surety (Y) 
cannot assert a defense against the creditor (Bank) based on the fraud of the principal (X) 
if the creditor ^without knowledge of the fraud * * * extended credit to the principal on the 
security of the surety’s promise * * *.” The underlying principle of § 119 is the same as 

hat of $ 164(2) of Restatement Second, Contracts. 

Case # 3. Corporation draws a check payable to Bank. The check is given to an officer o 
Corporation who is instructed to deliver it to Bank in payment of a debt owed by Corpora- 

ion to Bank. Instead, the officer, intending to defraud Corporation, delivers the check to 
Bank in payment of the officer's personal debt, or the check is delivered to Bank for deposit 

o the officer's personal account. If Bank obtains payment of the check, Bank has received 
unds of Corporation which have been used for the personal benefit of the officer. Corpora- 

ion in this case will assert a claim to the proceeds of the check against Bank. If Bank was 

a holder in due course of the check it took the check free of Corporation's claim. Section 
3-306. The issue in this case is whether Bank had notice of the claim when it took the 
check. If Bank knew that the officer was a fiduciary with respect to the check, the issue is 
governed by Section 3-307. 

Case 3t 4. Employer, who owed money to X, signed a blank check and delivered it to Secre- 

ary with instructions to complete the check by typing in X's name and the amount owed to 

. Secretary fraudulently completed the check by typing in the name of Y, a creditor to 

hom Secretary owed money. Secretary then delivered the check to Y in payment o 
Secretary's debt. Y obtained payment of the check. This case is similar to Case # 3. Since 
Secretary was authorized to complete the check, Employer is bound by Secretary's act in 
making the check payable to Y. The drawee bank properly paid the check. Y received funds 
of Employer which were used for the personal benefit of Secretary. Employer asserts a 
claim to these funds against Y. If Y is a holder in due course, Y takes free of the claim. 

ether Y is a holder in due course depends upon whether Y had notice of Employer's 
claim. 
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5. Subsection (c) is based on former Section 3-302(3). Like former Section 3-302(3), 
subsection (c) is intended to state existing case law. It covers a few situations in which the 
purchaser takes an instrument under unusual circumstances. The purchaser is treated as a 
successor in interest to the prior holder and can acquire no better rights. But if the prior 
holder was a holder in due course, the purchaser obtains rights of a holder in due course. 

Subsection (c) applies to a purchaser in an execution sale or sale in bankruptcy. It ap- 

plies equally to an attaching creditor or any other person who acquires the instrument by 
egal process or to a representative, such as an executor, administrator, receiver or as- 
signee for the benefit of creditors, who takes the instrument as part of an estate. Subsec- 
ion (c) applies to bulk purchases lying outside of the ordinary course of business of the 
seller. For example, it applies to the purchase by one bank of a substantial part of the 
paper held by another bank which is threatened with insolvency and seeking to liquidate 
its assets. Subsection (c) would also apply when a new partnership takes over for value all 
of the assets of an old one after a new member has entered the firm, or to a reorganized or 
consolidated corporation taking over the assets of a predecessor. 

In the absence of controlling state law to the contrary, subsection (c) applies to a sale by 
a state bank commissioner of the assets of an insolvent bank. However, subsection (c) may 
be preempted by federal law if the Federal Deposit Insurance Corporation takes over an 
insolvent bank. Under the governing federal law, the FDIC and similar financial institution 
insurers are given holder in due course status and that status is also acquired by their as- 
signees under the shelter doctrine. 

6. Subsections (d) and (e) clarify two matters not specifically addressed by former Article 
3: 


Case # 5. Payee negotiates a $1,000 note to Holder who agrees to pay $900 for it. Af- 
ter paying $500, Holder learns that Payee defrauded Maker in the transaction giving 
rise to the note. Under subsection (d) Holder may assert rights as a holder in due course 
to the extent of $555.55 ($500 + $900 = .555 x $1,000 = $555.55). This formula rewards 
Holder with a ratable portion of the bargained for profit. 

Case # 6. Payee negotiates a note of Maker for $1,000 to Holder as security for pay- 


ment of Payee’s debt to Holder of $600. Maker has a defense which is good against Payee 
but of which Holder has no notice. Subsection (e) applies. Holder may assert rights as a 
holder in due course only to the extent of $600. Payee does not get the benefit of the 
holder-in-due-course status of Holder. With respect to $400 of the note, Maker may as- 
sert any rights that Maker has against Payee. A different result follows if the payee of a 
note negotiated it to a person who took it as a holder in due course and that person 
pledged the note as security for a debt. Because the defense cannot be asserted against 
the pledgor, the pledgee can assert rights as a holder in due course for the full amount o 
the note for the benefit of both the pledgor and the pledgee. 
7. There is a large body of state statutory and case law restricting the use of the holder 
in due course doctrine in consumer transactions as well as some business transactions that 
aise similar issues. Subsection (g) subordinates Article 3 to that law and any other similar 
aw that may evolve in the future. Section 3-106(d) also relates to statutory or administra- 
ive law intended to restrict use of the holder-in-due-course doctrine. See Comment 3 to 
Section 3-106. 
8. The status of holder in due course resembles the status of protected holder under Article 
9 of the Convention on International Bills of Exchange and International Promissory 
otes. The requirements for being a protected holder under Article 29 generally track those 
of Section 3-302. Amendments approved by the Permanent Editorial Board for Uniform 
Commercial Code November 2, 2002. 


§ 3-303. Value and Consideration. 
(a) An instrument is issued or transferred for value if: 


(1) the instrument is issued or transferred for a promise of perfor- 
mance, to the extent the promise has been performed; 


(2) the transferee acquires a security interest or other lien in the 
instrument other than a lien obtained by judicial proceeding; 


(3) the instrument is issued or transferred as payment of, or as secu- 
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rity for, an antecedent claim against any person, whether or not the 
claim is due; 
(4) the instrument is issued or transferred in exchange for a negotia- 
ble instrument; or 
(5) the instrument is issued or transferred in exchange for the incur- 
ring of an irrevocable obligation to a third party by the person taking 
the instrument. 
(b) “Consideration” means any consideration sufficient to support a 
simple contract. The drawer or maker of an instrument has a defense i 
he instrument is issued without consideration. If an instrument is issued 
for a promise of performance, the issuer has a defense to the extent perfor- 
ance of the promise is due and the promise has not been performed. If an 
instrument is issued for value as stated in subsection (a), the instrument 
is also issued for consideration. 


Official Comment 
1. Subsection (a) is a restatement of former Section 3-303 and subsection (b) replaces for- 
mer Section 3-408. The distinction between value and consideration in Article 3 is a very 
ne one. Whether an instrument is taken for value is relevant to the issue of whether a 
holder is a holder in due course. If an instrument is not issued for consideration the issuer 
has a defense to the obligation to pay the instrument. Consideration is defined in subsec- 
ion (b) as “any consideration sufficient to support a simple contract.” The definition o 
alue in Section 1-201(44), which doesn't apply to Article 3, includes “any consideration suf- 
cient to support a simple contract." Thus, outside Article 3, anything that is consideration 
is also value. A different rule applies in Article 3. Subsection (b) of Section 3-303 states that 
if an instrument is issued for value it is also issued for consideration. 

Case # 1. X owes Y $1,000. The debt is not represented by a note. Later X issues a 
note to Y for the debt. Under subsection (a)(3) X's note is issued for value. Under subsec- 
tion (b) the note is also issued for consideration whether or not, under contract law, Y is 
deemed to have given consideration for the note. 

Case # 2. X issues a check to Y in consideration of Y's promise to perform services in 
the future. Although the executory promise is consideration for issuance of the check it is 
value only to the extent the promise is performed. Subsection (a)(1). 

Case # 3. X issues a note to Y in consideration of Y's promise to perform services. If at 
the due date of the note Y's performance is not yet due, Y may enforce the note because it 
was issued for consideration. But if at the due date of the note, Y's performance is due 
and has not been performed, X has a defense. Subsection (b). 

2. Subsection (a), which defines value, has primary importance in cases in which the is- 
sue is whether the holder of an instrument is a holder in due course and particularly to 
cases in which the issuer of the instrument has a defense to the instrument. Suppose 
Buyer and Seller signed a contract on April 1 for the sale of goods to be delivered on May 1. 
Payment of 50% of the price of the goods was due upon signing of the contract. On April 1 
Buyer delivered to Seller a check in the amount due under the contract. The check was 
drawn by X to Buyer as payee and was indorsed to Seller. When the check was presented 
or payment to the drawee on April 2, it was dishonored because X had stopped payment. 
At that time Seller had not taken any action to perform the contract with Buyer. If X has a 
defense on the check, the defense can be asserted against Seller who is not a holder in due 
course because Seller did not give value for the check. Subsection (a)(1). The policy basis for 
subsection (a)(1) is that the holder who gives an executory promise of performance will not 
suffer an out-of-pocket loss to the extent the executory promise is unperformed at the time 
he holder learns of dishonor of the instrument. When Seller took delivery of the check on 

pril 1, Buyer's obligation to pay 50% of the price on that date was suspended, but when 
he check was dishonored on April 2 the obligation revived. Section 3-310(b). If payment for 
goods is due at or before delivery and the buyer fails to make the payment, the seller is 
excused from performing the promise to deliver the goods. Section 2-703. Thus, Seller is 
protected from an out-of-pocket loss even if the check is not enforceable. Holder-in-due- 
course status is not necessary to protect Seller. 
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3. Subsection (a)(2) equates value with the obtaining of a security interest or a nonjudicial 
ien in the instrument. The term “security interest” covers Article 9 cases in which an 
instrument is taken as collateral as well as bank collection cases in which a bank acquires 
a security interest under Section 4-210. The acquisition of a common-law or statutory 
banker's lien is also value under subsection (a)(2). An attaching creditor or other person 

ho acquires a lien by judicial proceedings does not give value for the purposes of subsec- 
ion (a)(2). 

4. Subsection (a)(3) follows former Section 3-303(b) in providing that the holder takes for 
alue if the instrument is taken in payment of or as security for an antecedent claim, even 
hough there is no extension of time or other concession, and whether or not the claim is 

due. Subsection (a)(3) applies to any claim against any person; there is no requirement that 

he claim arise out of contract. In particular the provision is intended to apply to an instru- 
ment given in payment of or as security for the debt of a third person, even though no 
concession is made in return. 

5. Subsection (a)(4) and (5) restate former Section 3-303(c). They state generally 
ecognized exceptions to the rule that an executory promise is not value. A negotiable 

instrument is value because it carries the possibility of negotiation to a holder in due 
course, after which the party who gives it is obliged to pay. The same reasoning applies to 
any irrevocable commitment to a third person, such as a letter of credit issued when an 
instrument is taken. 

6. The term “promise” in paragraph (a)(1) is used in the phrase “promise of performance’ 
and for that reason does not have the specialized meaning given that term in Section 3-103(a) 
(12). See Section 1-201 (*Changes from Former Law"). No inference should be drawn from 
the decision to use the phrase “promise of performance," although the phrase does include 
the word *promise," which has the specialized definition set forth in Section 3-103. Indeed, 
that is true even though “undertaking” is used instead of “promise” in Section 3-104(a)(3). 

ee Section 3-104 comment 1 (explaining the use of the term “undertaking” in Section 3-104 
to avoid use of the defined term “promise”). Amendments approved by the Permanent Edito- 
ial Board for Uniform Commercial Code November 2, 2002. 


§ 3-304. Overdue Instrument. 


(a) An instrument payable on demand becomes overdue at the earliest o 
he following times: 

(1) on the day after the day demand for payment is duly made; 

(2) if the instrument is a check, 90 days after its date; or 

(3) if the instrument is not a check, when the instrument has been 
outstanding for a period of time after its date which is unreasonably 
long under the circumstances of the particular case in light of the nature 
of the instrument and usage of the trade. 

(b) With respect to an instrument payable at a definite time the follow- 
ing rules apply: 

(1) If the principal is payable in installments and a due date has not 
been accelerated, the instrument becomes overdue upon default under 
the instrument for nonpayment of an installment, and the instrument 
remains overdue until the default is cured. 

(2) If the principal is not payable in installments and the due date has 
not been accelerated, the instrument becomes overdue on the day after 
the due date. 

(3) If a due date with respect to principal has been accelerated, the 
instrument becomes overdue on the day after the accelerated due date. 
(c) Unless the due date of principal has been accelerated, an instrument 

does not become overdue if there is default in payment of interest but no 
default in payment of principal. 
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Official Comment 

1. To be a holder in due course, one must take without notice that an instrument is 
overdue. Section 3-302(a)(2)(iii). Section 3-304 replaces subsection (3) of former Section 
3-304. For the sake of clarity it treats demand and time instruments separately. Subsection 
(a) applies to demand instruments. A check becomes stale after 90 days. 

Under former Section 3-304(3)(c), a holder that took a demand note had notice that it 

as overdue if it was taken *more than a reasonable length of time after its issue." In 
substitution for this test, subsection (a)(3) requires the trier of fact to look at both the cir- 
cumstances of the particular case and the nature of the instrument and trade usage. 

ether a demand note is stale may vary a great deal depending on the facts of the partic- 
lar case. 

2. Subsections (b) and (c) cover time instruments. They follow the distinction made under 
ormer Article 3 between defaults in payment of principal and interest. In subsection (b) 
installment instruments and single payment instruments are treated separately. If an 
installment is late, the instrument is overdue until the default is cured. 


$ 3-305. Defenses and Claims in Recoupment. 

(a) Except as otherwise provided in this section, the right to enforce the 
obligation of a party to pay an instrument is subject to the following: 

(1) a defense of the obligor based on (i) infancy of the obligor to the 
extent it is a defense to a simple contract, (ii) duress, lack of legal capa- 
city, or illegality of the transaction which, under other law, nullifies the 
obligation of the obligor, (iii) fraud that induced the obligor to sign the 
instrument with neither knowledge nor reasonable opportunity to learn 
of its character or its essential terms, or (iv) discharge of the obligor in 
insolvency proceedings; 

(2) a defense of the obligor stated in another section of this Article or a 
defense of the obligor that would be available if the person entitled to 
enforce the instrument were enforcing a right to payment under a simple 
contract; and 

(3) a claim in recoupment of the obligor against the original payee o 
the instrument if the claim arose from the transaction that gave rise to 
the instrument; but the claim of the obligor may be asserted against a 
transferee of the instrument only to reduce the amount owing on the 
instrument at the time the action is brought. 

(b) The right of a holder in due course to enforce the obligation of a party 
o pay the instrument is subject to defenses of the obligor stated in subsec- 
ion (a)(1), but is not subject to defenses of the obligor stated in subsection 
(a)(2) or claims in recoupment stated in subsection (a)(3) against a person 
other than the holder. 

(c) Except as stated in subsection (d), in an action to enforce the obliga- 
ion of a party to pay the instrument, the obligor may not assert against 
he person entitled to enforce the instrument a defense, claim in recoup- 

ent, or claim to the instrument (Section 3-306) of another person, but the 
other person's claim to the instrument may be asserted by the obligor i 
he other person is joined in the action and personally asserts the claim| 
against the person entitled to enforce the instrument. An obligor is not 
obliged to pay the instrument if the person seeking enforcement of the 

instrument does not have rights of a holder in due course and the obligor 
proves that the instrument is a lost or stolen instrument. 


(d) In an action to enforce the obligation of an accommodation party to 
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pay an instrument, the accommodation party may assert against the 
person entitled to enforce the instrument any defense or claim in recoup- 

ent under subsection (a) that the accommodated party could assert 
against the person entitled to enforce the instrument, except the defenses 
of discharge in insolvency proceedings, infancy, and lack of legal capacity. 

(e) In a consumer transaction, if law other than this article requires that 
an instrument include a statement to the effect that the rights of a holder 
or transferee are subject to a claim or defense that the issuer could assert 
against the original payee, and the instrument does not include such a 
statement: 

(1) the instrument has the same effect as if the instrument included 
such a statement; 

(2) the issuer may assert against the holder or transferee all claims 
and defenses that would have been available if the instrument included 
such a statement; and 

(3) the extent to which claims may be asserted against the holder or 
transferee is determined as if the instrument included such a statement. 
(f) This section is subject to law other than this article that establishes a 

different rule for consumer transactions. 


egislative Note: If a consumer protection law in this state addresses the same issue as 
ubsection (g), it should be examined for consistency with subsection (g) and, if inconsistent, 
hould be amended. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. Subsection (a) states the defenses to the obligation of a party to pay the instrument. 

Subsection (a)(1) states the “real defenses” that may be asserted against any person entitled 
o enforce the instrument. 

Subsection (a)(1)(i) allows assertion of the defense of infancy against a holder in due 

course, even though the effect of the defense is to render the instrument voidable but not 
oid. The policy is one of protection of the infant even at the expense of occasional loss to 
an innocent purchaser. No attempt is made to state when infancy is available as a defense 
or the conditions under which it may be asserted. In some jurisdictions it is held that an 
infant cannot rescind the transaction or set up the defense unless the holder is restored to 
he position held before the instrument was taken which, in the case of a holder in due 
course, is normally impossible. In other states an infant who has misrepresented age may 
be estopped to assert infancy. Such questions are left to other law, as an integral part o 
he policy of each state as to the protection of infants. 

Subsection (a)(1)(ii) covers mental incompetence, guardianship, ultra vires acts or lack o 
corporate capacity to do business, or any other incapacity apart from infancy. Such incapac- 
ity is largely statutory. Its existence and effect is left to the law of each state. If under the 
state law the effect is to render the obligation of the instrument entirely null and void, the 
defense may be asserted against a holder in due course. If the effect is merely to render the 
obligation voidable at the election of the obligor, the defense is cut off. 

Duress, which is also covered by subsection (a)(ii), is a matter of degree. An instrument 
signed at the point of a gun is void, even in the hands of a holder in due course. One signed 
under threat to prosecute the son of the maker for theft may be merely voidable, so that 
he defense is cut off. Illegality is most frequently a matter of gambling or usury, but may| 
arise in other forms under a variety of statutes. The statutes differ in their provisions and 

he interpretations given them. They are primarily a matter of local concern and local 
policy. All such matters are therefore left to the local law. If under that law the effect of the 
duress or the illegality is to make the obligation entirely null and void, the defense may be 
asserted against a holder in due course. Otherwise it is cut off. 
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Subsection (a)(1)(iii) refers to “real” or “essential” fraud, sometimes called fraud in the es- 
sence or fraud in the factum, as effective against a holder in due course. The common il- 
ustration is that of the maker who is tricked into signing a note in the belief that it is 
merely a receipt or some other document. The theory of the defense is that the signature on 
he instrument is ineffective because the signer did not intend to sign such an instrument 
at all. Under this provision the defense extends to an instrument signed with knowledge 
hat it is a negotiable instrument, but without knowledge of its essential terms. The test o 
he defense is that of excusable ignorance of the contents of the writing signed. The party 
must not only have been in ignorance, but must also have had no reasonable opportunity to 
obtain knowledge. In determining what is a reasonable opportunity all relevant factors are 
o be taken into account, including the intelligence, education, business experience, and 
ability to read or understand English of the signer. Also relevant is the nature of the 
epresentations that were made, whether the signer had good reason to rely on the 
epresentations or to have confidence in the person making them, the presence or absence 
of any third person who might read or explain the instrument to the signer, or any other 
possibility of obtaining independent information, and the apparent necessity, or lack of it, 
or acting without delay. Unless the misrepresentation meets this test, the defense is cut 
off by a holder in due course. 

Subsection (a)(1)(iv) states specifically that the defense of discharge in insolvency proceed- 
ings is not cut off when the instrument is purchased by a holder in due course. “Insolvency 
proceedings” is defined in Section 1-201(22) and it includes bankruptcy whether or not the 
debtor is insolvent. Subsection (2)(e) of former Section 3-305 is omitted. The substance o 
hat provision is stated in Section 3-601(b). 

2. Subsection (a)(2) states other defenses that, pursuant to subsection (b), are cut off by a. 
holder in due course. These defenses comprise those specifically stated in Article 3 and 
hose based on common law contract principles. Article 3 defenses are nonissuance of the 
instrument, conditional issuance, and issuance for a special purpose (Section 3-105(b)); fail- 
ure to countersign a traveler's check (Section 3-106(c)); modification of the obligation by a 
separate agreement (Section 3-117); payment that violates a restrictive indorsement (Section 
3-206(f)); instruments issued without consideration or for which promised performance has 

ot been given (Section 3-303(b)), and breach of warranty when a draft is accepted (Section. 
3-417(b)). The most prevalent common law defenses are fraud, misrepresentation or mistake 
in the issuance of the instrument. In most cases the holder in due course will be an imme- 
diate or remote transferee of the payee of the instrument. In most cases the holder-in-due- 
course doctrine is irrelevant if defenses are being asserted against the payee of the instru- 
ment, but in a small number of cases the payee of the instrument may be a holder in due 
course. Those cases are discussed in Comment 4 to Section 3-302. 

Assume Buyer issues a note to Seller in payment of the price of goods that Seller 
raudulently promises to deliver but which are never delivered. Seller negotiates the note 
o Holder who has no notice of the fraud. If Holder is a holder in due course, Holder is not 
subject to Buyer's defense of fraud. But in some cases an original party to the instrument is 
a holder in due course. For example, Buyer fraudulently induces Bank to issue a cashier's 
check to the order of Seller. The check is delivered by Bank to Seller, who has no notice o 
he fraud. Seller can be a holder in due course and can take the check free of Bank's 
defense of fraud. This case is discussed as Case # 1 in Comment 4 to Section 3-302. Former 
Section 3-305 stated that a holder in due course takes free of defenses of *any party to the 
instrument with whom the holder has not dealt." The meaning of this language was not at 
all clear and if read literally could have produced the wrong result. In the hypothetical 
case, it could be argued that Seller *dealt" with Bank because Bank delivered the check to 
Seller. But it is clear that Seller should take free of Bank's defense against Buyer regard- 
ess of whether Seller took delivery of the check from Buyer or from Bank. The quoted 
anguage is not included in Section 3-305. It is not necessary. If Buyer issues an instru- 
ment to Seller and Buyer has a defense against Seller, that defense can obviously be 
asserted. Buyer and Seller are the only people involved. The holder-in-due-course doctrine 


involved. Its essence is that the holder in due course does not have to suffer the conse- 
quences of a defense of the obligor on the instrument that arose from an occurrence with a 
hird party. 

3. Subsection (a)(3) is concerned with claims in recoupment which can be illustrated by 
he following example. Buyer issues a note to the order of Seller in exchange for a promise 
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of Seller to deliver specified equipment. If Seller fails to deliver the equipment or delivers 
equipment that is rightfully rejected, Buyer has a defense to the note because the perfor- 
mance that was the consideration for the note was not rendered. Section 3-303(b). This 
defense is included in Section 3-305(a)(2). That defense can always be asserted against 
Seller. This result is the same as that reached under former Section 3-408. 
But suppose Seller delivered the promised equipment and it was accepted by Buyer. The 
equipment, however, was defective. Buyer retained the equipment and incurred expenses 
ith respect to its repair. In this case, Buyer does not have a defense under Section 3-303(b). 
Seller delivered the equipment and the equipment was accepted. Under Article 2, Buyer is 
obliged to pay the price of the equipment which is represented by the note. But Buyer may 
have a claim against Seller for breach of warranty. If Buyer has a warranty claim, the 
claim may be asserted against Seller as a counterclaim or as a claim in recoupment to 
educe the amount owing on the note. It is not relevant whether Seller is or is not a holder 
in due course of the note or whether Seller knew or had notice that Buyer had the war- 
anty claim. It is obvious that holder-in-due-course doctrine cannot be used to allow Seller 
o cut off a warranty claim that Buyer has against Seller. Subsection (b) specifically covers 
his point by stating that a holder in due course is not subject to a “claim in recoupment 
* * * against a person other than the holder." 
Suppose Seller negotiates the note to Holder. If Holder had notice of Buyer's warranty 


(3)) but only as a claim in recoupment, i.e. to reduce the amount owed on the note. If the 

arranty claim is $1,000 and the unpaid note is $10,000, Buyer owes $9,000 to Holder. I 

he warranty claim is more than the unpaid amount of the note, Buyer owes nothing to 

Holder, but Buyer cannot recover the unpaid amount of the warranty claim from Holder. I 
Buyer had already partially paid the note, Buyer is not entitled to recover the amounts 
paid. The claim can be used only as an offset to amounts owing on the note. If Holder had 
no notice of Buyer's claim and otherwise qualifies as a holder in due course, Buyer may not 
assert the claim against Holder. Section 3-305(b). 

The result under Section 3-305 is consistent with the result reached under former Article 
3, but the rules for reaching the result are stated differently. Under former Article 3 Buyer 
could assert rights against Holder only if Holder was not a holder in due course, and 
Holder's status depended upon whether Holder had notice of a defense by Buyer. Courts 
have held that Holder had that notice if Holder had notice of Buyer's warranty claim. The 

ationale under former Article 3 was "failure of consideration." This rationale does not 
distinguish between cases in which the seller fails to perform and those in which the buyer 
accepts the performance of seller but makes a claim against the seller because the perfor- 
mance is faulty. The term “failure of consideration" is subject to varying interpretations 
and is not used in Article 3. The use of the term “claim in recoupment” in Section 3-305(a) 
(3) is a more precise statement of the nature of Buyer’s right against Holder. The use of the 
erm does not change the law because the treatment of a defense under subsection (a)(2) 
and a claim in recoupment under subsection (a)(3) is essentially the same. 

Under former Article 3, case law was divided on the issue of the extent to which an 
obligor on a note could assert against a transferee who is not a holder in due course a debt 
or other claim that the obligor had against the original payee of the instrument. Some 
courts limited claims to those that arose in the transaction that gave rise to the note. This 
is the approach taken in Section 3-305(a)(3). Other courts allowed the obligor on the note to 
use any debt or other claim, no matter how unrelated to the note, to offset the amount 
owed on the note. Under current judicial authority and non-UCC statutory law, there will 
be many cases in which a transferee of a note arising from a sale transaction will not 
qualify as a holder in due course. For example, applicable law may require the use of a note 

o which there cannot be a holder in due course. See Section 3-106(d) and Comment 3 to 
Section 3-106. It is reasonable to provide that the buyer should not be denied the right to 
assert claims arising out of the sale transaction. Subsection (a)(3) is based on the belie 

hat it is not reasonable to require the transferee to bear the risk that wholly unrelated 

claims may also be asserted. The determination of whether a claim arose from the transac- 
ion that gave rise to the instrument is determined by law other than this Article and thus 
may vary as local law varies. 

4. Subsection (c) concerns claims and defenses of a person other than the obligor on the 
instrument. It applies principally to cases in which an obligation is paid with the instru- 
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ment of a third person. For example, Buyer buys goods from Seller and negotiates to Seller 
a cashier’s check issued by Bank in payment of the price. Shortly after delivering the check 
o Seller, Buyer learns that Seller had defrauded Buyer in the sale transaction. Seller may 
enforce the check against Bank even though Seller is not a holder in due course. Bank has 
o defense to its obligation to pay the check and it may not assert defenses, claims in 
ecoupment, or claims to the instrument of Buyer, except to the extent permitted by the 
“but” clause of the first sentence of subsection (c). Buyer may have a claim to the instru- 
ment under Section 3-306 based on a right to rescind the negotiation to Seller because o 
Seller’s fraud. Section 3-202(b) and Comment 2 to Section 3-201. Bank cannot assert that 
claim unless Buyer is joined in the action in which Seller is trying to enforce payment o 
he check. In that case Bank may pay the amount of the check into court and the court will 
decide whether that amount belongs to Buyer or Seller. The last sentence of subsection (c) 
allows the issuer of an instrument such as a cashier’s check to refuse payment in the rare 
case in which the issuer can prove that the instrument is a lost or stolen instrument and 
he person seeking enforcement does not have rights of a holder in due course. 

5. Subsection (d) applies to instruments signed for accommodation (Section 3-419) and 

his subsection equates the obligation of the accommodation party to that of the accom- 
modated party. The accommodation party can assert whatever defense or claim the accom- 
modated party had against the person enforcing the instrument. The only exceptions are 
discharge in bankruptcy, infancy and lack of capacity. The same rule does not apply to an 
indorsement by a holder of the instrument in negotiating the instrument. The indorser, as 
ransferor, makes a warranty to the indorsee, as transferee, that no defense or claim in 
ecoupment is good against the indorser. Section 3-416(a)(4). Thus, if the indorsee sues the 
indorser because of dishonor of the instrument, the indorser may not assert the defense or 
claim in recoupment of the maker or drawer against the indorsee. 

Section 3-305(d) must be read in conjunction with Section 3-605, which provides rules 
(usually referred to as suretyship defenses) for determining when the obligation of an ac- 
commodation party is discharged, in whole or in part, because of some act or omission of a 
person entitled to enforce the instrument. To the extent a rule stated in Section 3-605 is in- 
consistent with Section 3-305(d), the Section 3-605 rule governs. For example, Section 
3-605(a) provides rules for determining when and to what extent a discharge of the accom- 
modated party under Section 3-604 will discharge the accommodation party. As explained 
in Comment 2 to Section 3-605, discharge of the accommodated party is normally part of a 
settlement under which the holder of a note accepts partial payment from an accom- 
modated party who is financially unable to pay the entire amount of the note. If the holder 

hen brings an action against the accommodation party to recover the remaining unpaid 
amount of the note, the accommodation party cannot use Section 3-305(d) to nullify Section 
3-605(a) by asserting the discharge of the accommodated party as a defense. On the other 
hand, suppose the accommodated party is a buyer of goods who issued the note to the seller 

ho took the note for the buyer's obligation to pay for the goods. Suppose the buyer has a 
claim for breach of warranty with respect to the goods against the seller and the warranty 
claim may be asserted against the holder of the note. The warranty claim is a claim in 

ecoupment. If the holder and the accommodated party reach a settlement under which the 
holder accepts payment less than the amount of the note in full satisfaction of the note and 
he warranty claim, the accommodation party could defend an action on the note by the 
holder by asserting the accord and satisfaction under Section 3-305(d). There is no conflict 

ith Section 3-605(a) because that provision is not intended to apply to settlement o 
disputed claims. 

6. Subsection (e) is added to clarify the treatment of an instrument that omits the notice 
currently required by the Federal Trade Commission Rule related to certain consumer 
credit sales and consumer purchase money loans (16 C.F.R. Part 433). This subsection. 
adopts the view that the instrument should be treated as if the language required by the 
FTC Rule were present. It is based on the language describing that rule in Section 3-106(d) 
and the analogous provision in Section 9-404(d). 

7. Subsection (f) is modeled on Sections 9-403(e) and 9-404(c). It ensures that Section 
3-305 is interpreted to accommodate relevant consumer-protection laws. The absence o 
such a provision from other sections in Article 3 should not justify any inference about the 
meaning of those sections. 

8. Articles 28 and 30 of the Convention on International Bills of Exchange and 
International Promissory Notes includes a similar dichotomy, with a narrower group of de- 
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enses available against a protected holder under Articles 28(1) and 30 than are available 
under Article 28(2) against a holder that is not a protected holder. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
02. 


§ 3-306. Claims to an Instrument. 

A person taking an instrument, other than a person having rights of a 
holder in due course, is subject to a claim of a property or possessory right 
in the instrument or its proceeds, including a claim to rescind a negotia- 

ion and to recover the instrument or its proceeds. A person having rights 
of a holder in due course takes free of the claim to the instrument. 


Official Comment 

This section expands on the reference to “claims to” the instrument mentioned in former 
Sections 3-305 and 3-306. Claims covered by the section include not only claims to owner- 
ship but also any other claim of a property or possessory right. It includes the claim to a 
ien or the claim of a person in rightful possession of an instrument who was wrongfully 
deprived of possession. Also included is a claim based on Section 3-202(b) for rescission of a 
negotiation of the instrument by the claimant. Claims to an instrument under Section 
3-306 are different from claims in recoupment referred to in Section 3-305(a)(3). The rule of 
this section is similar to the rule of Article 30(2) of the Convention on International Bills o, 

xchange and International Promissory Notes. Amendments approved by the Permanent 

ditorial Board for Uniform Commercial Code November 2, 2002. 


§ 3-307. Notice of Breach of Fiduciary Duty. 
(a) In this section: 

(1) “Fiduciary” means an agent, trustee, partner, corporate officer or 
director, or other representative owing a fiduciary duty with respect to 
an instrument. 

(2) “Represented person” means the principal, beneficiary, partner- 
ship, corporation, or other person to whom the duty stated in paragraph 
(1) is owed. 

(b) If (13) an instrument is taken from a fiduciary for payment or collec- 
ion or for value, (ii) the taker has knowledge of the fiduciary status of the 
fiduciary, and (iii) the represented person makes a claim to the instrument 
or its proceeds on the basis that the transaction of the fiduciary is a breach 
of fiduciary duty, the following rules apply: 

(1) Notice of breach of fiduciary duty by the fiduciary is notice of the 
claim of the represented person. 

(2) In the case of an instrument payable to the represented person or 
the fiduciary as such, the taker has notice of the breach of fiduciary duty 
if the instrument is (i) taken in payment of or as security for a debt 
known by the taker to be the personal debt of the fiduciary, (ii) taken in 
a transaction known by the taker to be for the personal benefit of the fi- 
duciary, or (iii) deposited to an account other than an account of the fi- 
duciary, as such, or an account of the represented person. 

(3) If an instrument is issued by the represented person or the fidu- 
ciary as such, and made payable to the fiduciary personally, the taker 
does not have notice of the breach of fiduciary duty unless the taker 
knows of the breach of fiduciary duty. 
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(4) If an instrument is issued by the represented person or the fidu- 
ciary as such, to the taker as payee, the taker has notice of the breach o 
fiduciary duty if the instrument is (i) taken in payment of or as security 
for a debt known by the taker to be the personal debt of the fiduciary, 
(ii) taken in a transaction known by the taker to be for the personal ben- 
efit of the fiduciary, or (iii) deposited to an account other than an ac- 
count of the fiduciary, as such, or an account of the represented person. 


Official Comment 

1. This section states rules for determining when a person who has taken an instrument 

om a fiduciary has notice of a breach of fiduciary duty that occurs as a result of the trans- 
action with the fiduciary. Former Section 3-304(2) and (4)(e) related to this issue, but those 
provisions were unclear in their meaning. Section 3-307 is intended to clarify the law by 
stating rules that comprehensively cover the issue of when the taker of an instrument has 
notice of breach of a fiduciary duty and thus notice of a claim to the instrument or its 
proceeds. 

2. Subsection (a) defines the terms “fiduciary” and “represented person” and the introduc- 
ory paragraph of subsection (b) describes the transaction to which the section applies. The 
basic scenario is one in which the fiduciary in effect embezzles money of the represented 
person by applying the proceeds of an instrument that belongs to the represented person to 
he personal use of the fiduciary. The person dealing with the fiduciary may be a depositary 
bank that takes the instrument for collection or a bank or other person that pays value for 
he instrument. The section also covers a transaction in which an instrument is presented 
or payment to a payor bank that pays the instrument by giving value to the fiduciary. 
Subsections (b)(2), (3), and (4) state rules for determining when the person dealing with the 

duciary has notice of breach of fiduciary duty. Subsection (b)(1) states that notice o 
breach of fiduciary duty is notice of the represented person's claim to the instrument or its 
proceeds. 

Under Section 3-306, a person taking an instrument is subject to a claim to the instru- 
ment or its proceeds, unless the taker has rights of a holder in due course. Under Section 
3-302(a)(2)(v), the taker cannot be a holder in due course if the instrument was taken with 
notice of a claim under Section 3-306. Section 3-307 applies to cases in which a represented 
person is asserting a claim because a breach of fiduciary duty resulted in a misapplication 
of the proceeds of an instrument. The claim of the represented person is a claim described 
in Section 3-306. Section 3-307 states rules for determining when a person taking an 
instrument has notice of the claim which will prevent assertion of rights as a holder in due 
course. It also states rules for determining when a payor bank pays an instrument with no- 

ice of breach of fiduciary duty. 

Section 3-307(b) applies only if the person dealing with the fiduciary “has knowledge o 
he fiduciary status of the fiduciary.” Notice which does not amount to knowledge is not 
enough to cause Section 3-307 to apply. ^Knowledge" is defined in Section 1-201(25). In 
most cases, the “taker” referred to in Section 3-307 will be a bank or other organization. 
Knowledge of an organization is determined by the rules stated in Section 1-201(27). In 
many cases, the individual who receives and processes an instrument on behalf of the orga- 

ization that is the taker of the instrument *for payment or collection or for value" is a 
clerk who has no knowledge of any fiduciary status of the person from whom the instru- 
ment is received. In such cases, Section 3-307 doesn't apply because, under Section 
1-201(27), knowledge of the organization is determined by the knowledge of the “individual 
conducting that transaction," i.e. the clerk who receives and processes the instrument. 
Furthermore, paragraphs (2) and (4) each require that the person acting for the organiza- 
ion have knowledge of facts that indicate a breach of fiduciary duty. In the case of an 
instrument taken for deposit to an account, the knowledge is found in the fact that the de- 
posit is made to an account other than that of the represented person or a fiduciary account 
or benefit of that person. In other cases the person acting for the organization must know 
hat the instrument is taken in payment or as security for a personal debt of the fiduciary 
or for the personal benefit of the fiduciary. For example, if the instrument is being used to 
buy goods or services, the person acting for the organization must know that the goods or 
services are for the personal benefit of the fiduciary. The requirement that the taker have 

owledge rather than notice is meant to limit Section 3-307 to relatively uncommon cases 
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in which the person who deals with the fiduciary knows all the relevant facts: the fiduciary 
status and that the proceeds of the instrument are being used for the personal debt or ben- 
efit of the fiduciary or are being paid to an account that is not an account of the represented 
person or of the fiduciary, as such. Mere notice of these facts is not enough to put the taker 
on notice of the breach of fiduciary duty and does not give rise to any duty of investigation 
by the taker. 

3. Subsection (b)(2) applies to instruments payable to the represented person or the fidu- 
ciary as such. For example, a check payable to Corporation is indorsed in the name o 
Corporation by Doe as its President. Doe gives the check to Bank as partial repayment of a 
personal loan that Bank had made to Doe. The check was indorsed either in blank or to 
Bank. Bank collects the check and applies the proceeds to reduce the amount owed on Doe’s 
oan. If the person acting for Bank in the transaction knows that Doe is a fiduciary and 
hat the check is being used to pay a personal obligation of Doe, subsection (b)(2) applies. I 
Corporation has a claim to the proceeds of the check because the use of the check by Doe 

as a breach of fiduciary duty, Bank has notice of the claim and did not take the check as a 
holder in due course. The same result follows if Doe had indorsed the check to himsel 
before giving it to Bank. Subsection (b)(2) follows Uniform Fiduciaries Act § 4 in providing 
hat if the instrument is payable to the fiduciary, as such, or to the represented person, the 

aker has notice of a claim if the instrument is negotiated for the fiduciary’s personal debt. 
If fiduciary funds are deposited to a personal account of the fiduciary or to an account that 
is not an account of the represented person or of the fiduciary, as such, there is a split o 
authority concerning whether the bank is on notice of a breach of fiduciary duty. Subsec- 
ion (b)(2)(ii) states that the bank is given notice of breach of fiduciary duty because of the 
deposit. The Uniform Fiduciaries Act § 9 states that the bank is not on notice unless it has 
owledge of facts that makes its receipt of the deposit an act of bad faith. 

The rationale of subsection (b)(2) is that it is not normal for an instrument payable to the 
epresented person or the fiduciary, as such, to be used for the personal benefit of the 
duciary. It is likely that such use reflects an unlawful use of the proceeds of the 

instrument. If the fiduciary is entitled to compensation from the represented person for ser- 
ices rendered or for expenses incurred by the fiduciary the normal mode of payment is by 
a check drawn on the fiduciary account to the order of the fiduciary. 

4. Subsection (b)(3) is based on Uniform Fiduciaries Act § 6 and applies when the instru- 
ment is drawn by the represented person or the fiduciary as such to the fiduciary personally. 

he term “personally” is used as it is used in the Uniform Fiduciaries Act to mean that the 

instrument is payable to the payee as an individual and not as a fiduciary. For example, 
Doe as President of Corporation writes a check on Corporation’s account to the order of Doe 
personally. The check is then indorsed over to Bank as in Comment 3. In this case there is 
no notice of breach of fiduciary duty because there is nothing unusual about the transaction. 
Corporation may have owed Doe money for salary, reimbursement for expenses incurred 
or the benefit of Corporation, or for any other reason. If Doe is authorized to write checks 
on behalf of Corporation to pay debts of Corporation, the check is a normal way of paying a 
debt owed to Doe. Bank may assume that Doe may use the instrument for his personal 
benefit. 

5. Subsection (b)(4) can be illustrated by a hypothetical case. Corporation draws a check 
payable to an organization. X, an officer or employee of Corporation, delivers the check to a 
person acting for the organization. The person signing the check on behalf of Corporation is 
X or another person. If the person acting for the organization in the transaction knows that 
X is a fiduciary, the organization is on notice of a claim by Corporation if it takes the 
instrument under the same circumstances stated in subsection (b)(2). If the organization is 
a bank and the check is taken in repayment of a personal loan of the bank to X, the case is 
ike the case discussed in Comment 3. It is unusual for Corporation, the represented 
person, to pay a personal debt of Doe by issuing a check to the bank. It is more likely that 

he use of the check by Doe reflects an unlawful use of the proceeds of the check. The same 

analysis applies if the check is made payable to an organization in payment of goods or 
services. If the person acting for the organization knew of the fiduciary status of X and that 
he goods or services were for X’s personal benefit, the organization is on notice of a claim 
by Corporation to the proceeds of the check. See the discussion in the last paragraph o 
Comment 2. 


§ 3-308. Proof of Signatures and Status as Holder in Due Course. 
(a) In an action with respect to an instrument, the authenticity of, and 
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authority to make, each signature on the instrument is admitted unless 
specifically denied in the pleadings. If the validity of a signature is denied 
in the pleadings, the burden of establishing validity is on the person claim- 
ing validity, but the signature is presumed to be authentic and authorized 
nless the action is to enforce the liability of the purported signer and the 
signer is dead or incompetent at the time of trial of the issue of validity o 
he signature. If an action to enforce the instrument is brought against a 
person as the undisclosed principal of a person who signed the instrument 
as a party to the instrument, the plaintiff has the burden of establishing 
hat the defendant is liable on the instrument as a represented person 
nder Section 3-402(a). 

(b) If the validity of signatures is admitted or proved and there is compli- 
ance with subsection (a), a plaintiff producing the instrument is entitled to 
payment if the plaintiff proves entitlement to enforce the instrument under 
Section 3-301, unless the defendant proves a defense or claim in 
recoupment. If a defense or claim in recoupment is proved, the right to 
payment of the plaintiff is subject to the defense or claim, except to the 
extent the plaintiff proves that the plaintiff has rights of a holder in due 
course which are not subject to the defense or claim. 


Official Comment 

1. Section 3-308 is a modification of former Section 3-307. The first two sentences o 
subsection (a) are a restatement of former Section 3-307(1). The purpose of the requirement 
of a specific denial in the pleadings is to give the plaintiff notice of the defendant's claim o 
orgery or lack of authority as to the particular signature, and to afford the plaintiff an op- 
portunity to investigate and obtain evidence. If local rules of pleading permit, the denial 
may be on information and belief, or it may be a denial of knowledge or information suf- 

cient to form a belief. It need not be under oath unless the local statutes or rules require 

erification. In the absence of such specific denial the signature stands admitted, and is not 
in issue. Nothing in this section is intended, however, to prevent amendment of the plead- 
ing in a proper case. 

The question of the burden of establishing the signature arises only when it has been put 
in issue by specific denial. “Burden of establishing" is defined in Section 1-201. The burden 
is on the party claiming under the signature, but the signature is presumed to be authentic 
and authorized except as stated in the second sentence of subsection (a). “Presumed” is 
defined in Section 1-201 and means that until some evidence is introduced which would 
support a finding that the signature is forged or unauthorized, the plaintiff is not required 

o prove that it is valid. The presumption rests upon the fact that in ordinary experience 
orged or unauthorized signatures are very uncommon, and normally any evidence is 

ithin the control of, or more accessible to, the defendant. The defendant is therefore 
equired to make some sufficient showing of the grounds for the denial before the plainti 
is required to introduce evidence. The defendant's evidence need not be sufficient to require 
a directed verdict, but it must be enough to support the denial by permitting a finding in 
he defendant's favor. Until introduction of such evidence the presumption requires a find- 
ing for the plaintiff. Once such evidence is introduced the burden of establishing the 
signature by a preponderance of the total evidence is on the plaintiff. The presumption does 

ot arise if the action is to enforce the obligation of a purported signer who has died or 
become incompetent before the evidence is required, and so is disabled from obtaining or 
introducing it. “Action” is defined in Section 1-201 and includes a claim asserted against 
he estate of a deceased or an incompetent. 

The last sentence of subsection (a) is a new provision that is necessary to take into ac- 
count Section 3-402(a) that allows an undisclosed principal to be liable on an instrument 
signed by an authorized representative. In that case the person enforcing the instrument 
must prove that the undisclosed principal is liable. 

2. Subsection (b) restates former Section 3-307(2) and (3). Once signatures are proved or 
admitted a holder, by mere production of the instrument, proves “entitlement to enforce the 
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instrument” because under Section 3-301 a holder is a person entitled to enforce the 
instrument. Any other person in possession of an instrument may recover only if that 
person has the rights of a holder. Section 3-301. That person must prove a transfer giving 
hat person such rights under Section 3-203(b) or that such rights were obtained by subroga- 
ion or succession. 

If a plaintiff producing the instrument proves entitlement to enforce the instrument, ei- 
her as a holder or a person with rights of a holder, the plaintiff is entitled to recovery un- 
ess the defendant proves a defense or claim in recoupment. Until proof of a defense or 
claim in recoupment is made, the issue as to whether the plaintiff has rights of a holder in 
due course does not arise. In the absence of a defense or claim in recoupment, any person 
entitled to enforce the instrument is entitled to recover. If a defense or claim in recoupment 
is proved, the plaintiff may seek to cut off the defense or claim in recoupment by proving 
hat the plaintiff is a holder in due course or that the plaintiff has rights of a holder in due 

course under Section 3-203(b) or by subrogation or succession. All elements of Section 
3-302(a) must be proved. 

Nothing in this section is intended to say that the plaintiff must necessarily prove rights 
as a holder in due course. The plaintiff may elect to introduce no further evidence, in which 
case a verdict may be directed for the plaintiff or the defendant, or the issue of the defense 
or claim in recoupment may be left to the trier of fact, according to the weight and suffi- 
ciency of the defendant's evidence. The plaintiff may elect to rebut the defense or claim in 

ecoupment by proof to the contrary, in which case a verdict may be directed for either 
party or the issue may be for the trier of fact. Subsection (b) means only that if the plainti 
claims the rights of a holder in due course against the defense or claim in recoupment, the 
plaintiff has the burden of proof on that issue. 


$ 3-309. Enforcement of Lost, Destroyed, or Stolen Instrument. 


(a) A person not in possession of an instrument is entitled to enforce the 
instrument if: 


(1) the person seeking to enforce the instrument: 


(A) was entitled to enforce the instrument when loss of possession 
occurred; or 
(B) has directly or indirectly acquired ownership of the instrument 
from a person who was entitled to enforce the instrument when loss o 
possession occurred; 
(2) the loss of possession was not the result of a transfer by the person 
or a lawful seizure; and 
(3) the person cannot reasonably obtain possession of the instrument 
because the instrument was destroyed, its whereabouts cannot be 
determined, or it is in the wrongful possession of an unknown person or 
a person that cannot be found or is not amenable to service of process. 
(b) A person seeking enforcement of an instrument under subsection (a) 
ust prove the terms of the instrument and the person’s right to enforce 
he instrument. If that proof is made, Section 3-308 applies to the case as 
if the person seeking enforcement had produced the instrument. The court 
ay not enter judgment in favor of the person seeking enforcement unless 


any reasonable means. 
As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
1. Section 3-309 is a modification of former Section 3-804. The rights stated are those o 
"a person entitled to enforce the instrument" at the time of loss rather than those of an 
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"owner" as in former Section 3-804. Under subsection (b), judgment to enforce the instru- 
ment cannot be given unless the court finds that the defendant will be adequately protected 
against a claim to the instrument by a holder that may appear at some later time. The 
court is given discretion in determining how adequate protection is to be assured. Former 
Section 3-804 allowed the court to “require security indemnifying the defendant against 
oss." Under Section 3-309 adequate protection is a flexible concept. For example, there is 
substantial risk that a holder in due course may make a demand for payment if the instru- 
ment was payable to bearer when it was lost or stolen. On the other hand if the instrument 
as payable to the person who lost the instrument and that person did not indorse the 
instrument, no other person could be a holder of the instrument. In some cases there is risk 
of loss only if there is doubt about whether the facts alleged by the person who lost the 
instrument are true. Thus, the type of adequate protection that is reasonable in the circum- 
stances may depend on the degree of certainty about the facts in the case. 

2. Subsection (a) is intended to reject the result in Dennis Joslin Co. v. Robinson 
Broadcasting Corp., 977 F. Supp. 491 (D.D.C. 1997). A transferee of a lost instrument need 
prove only that its transferor was entitled to enforce, not that the transferee was in posses- 
sion at the time the instrument was lost. The protections of subsection (a) should also be 
available when instruments are lost during transit, because whatever the precise status o 
ownership at the point of loss, either the sender or the receiver ordinarily would have been 
entitled to enforce the instrument during the course of transit. The amendments to subsec- 

ion (a) are not intended to alter in any way the rules that apply to the preservation o 
checks in connection with truncation or any other expedited method of check collection or 
processing. 

3. A security interest may attach to the right of a person not in possession of an instru- 
ment to enforce the instrument. Although the secured party may not be the owner of the 
instrument, the secured party may nevertheless be entitled to exercise its debtor's right to 
enforce the instrument by resorting to its collection rights under the circumstances 
described in Section 9-607. This section does not address whether the person required to 
pay the instrument owes any duty to a secured party that is not itself the owner of the 
instrument. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


$ 3-310. Effect of Instrument on Obligation for Which Taken. 

(a) Unless otherwise agreed, if a certified check, cashier's check, or 
eller's check is taken for an obligation, the obligation is discharged to the 
same extent discharge would result if an amount of money equal to the 
amount of the instrument were taken in payment of the obligation. Dis- 
charge of the obligation does not affect any liability that the obligor may 
have as an indorser of the instrument. 


(b) Unless otherwise agreed and except as provided in subsection (a), if a 
note or an uncertified check is taken for an obligation, the obligation is 
suspended to the same extent the obligation would be discharged if an 
amount of money equal to the amount of the instrument were taken, and 
he following rules apply: 

(1) In the case of an uncertified check, suspension of the obligation 
continues until dishonor of the check or until it is paid or certified. Pay- 
ment or certification of the check results in discharge of the obligation to 
the extent of the amount of the check. 

(2) In the case of a note, suspension of the obligation continues until 
dishonor of the note or until it is paid. Payment of the note results in 
discharge of the obligation to the extent of the payment. 

(3) Except as provided in paragraph (4), if the check or note is 
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dishonored and the obligee of the obligation for which the instrument 
was taken is the person entitled to enforce the instrument, the obligee 
may enforce either the instrument or the obligation. In the case of an 
instrument of a third person which is negotiated to the obligee by the 
obligor, discharge of the obligor on the instrument also discharges the 
obligation. 

(4) If the person entitled to enforce the instrument taken for an obliga- 
tion is a person other than the obligee, the obligee may not enforce the 
obligation to the extent the obligation is suspended. If the obligee is the 
person entitled to enforce the instrument but no longer has possession o 
it because it was lost, stolen, or destroyed, the obligation may not be 
enforced to the extent of the amount payable on the instrument, and to 
that extent the obligee’s rights against the obligor are limited to enforce- 
ment of the instrument. 


(c) If an instrument other than one described in subsection (a) or (b) is 
aken for an obligation, the effect is (i) that stated in subsection (a) if the 
instrument is one on which a bank is liable as maker or acceptor, or (ii) 
hat stated in subsection (b) in any other case. 


Official Comment 
1. Section 3-310 is a modification of former Section 3-802. As a practical matter, applica- 
ion of former Section 3-802 was limited to cases in which a check or a note was given for 
an obligation. Subsections (a) and (b) of Section 3-310 are therefore stated in terms o 
checks and notes in the interests of clarity. Subsection (c) covers the rare cases in which 
some other instrument is given to pay an obligation. 
2. Subsection (a) deals with the case in which a certified check, cashier’s check or teller’s 
check is given in payment of an obligation. In that case the obligation is discharged unless 
here is an agreement to the contrary. Subsection (a) drops the exception in former Section 
3-802 for cases in which there is a right of recourse on the instrument against the obligor. 
nder former Section 3-802(1)(a) the obligation was not discharged if there was a right o 
ecourse on the instrument against the obligor. Subsection (a) changes this result. The 
nderlying obligation is discharged, but any right of recourse on the instrument is 
preserved. 
3. Subsection (b) concerns cases in which an uncertified check or a note is taken for an 


person is given in payment of the obligation. Subsection (b) preserves the rule under former 
Section 3-802(1)(b) that the buyer’s obligation to pay the price is suspended, but subsection 
(b) spells out the effect more precisely. If the check or note is dishonored, the seller may sue 
on either the dishonored instrument or the contract of sale if the seller has possession o 
he instrument and is the person entitled to enforce it. If the right to enforce the instru- 
ment is held by somebody other than the seller, the seller can’t enforce the right to pay- 
ment of the price under the sales contract because that right is represented by the instru- 
ment which is enforceable by somebody else. Thus, if the seller sold the note or the check to 
a holder and has not reacquired it after dishonor, the only right that survives is the right 
o enforce the instrument. What that means is that even though the suspension of the 
obligation may end upon dishonor under paragraph (b)(1), the obligation is not revived in 
the circumstances described in paragraph (b)(4). Amendments approved by the Permanent 

ditorial Board for Uniform Commercial Code November 2, 2002. 

The last sentence of subsection (b)(3) applies to cases in which an instrument of another 
person is indorsed over to the obligee in payment of the obligation. For example, Buyer 
delivers an uncertified personal check of X payable to the order of Buyer to Seller in pay- 
ment of the price of goods. Buyer indorses the check over to Seller. Buyer is liable on the 
check as indorser. If Seller neglects to present the check for payment or to deposit it for col- 
ection within 30 days of the indorsement, Buyer’s liability as indorser is discharged. 
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Section 3-415(e). Under the last sentence of Section 3-310(b)(3) Buyer is also discharged on 
he obligation to pay for the goods. 

4. There was uncertainty concerning the applicability of former Section 3-802 to the case 
in which the check given for the obligation was stolen from the payee, the payee’s signature 

as forged, and the forger obtained payment. The last sentence of subsection (b)(4) ad- 
dresses this issue. If the payor bank pays a holder, the drawer is discharged on the underly- 
ing obligation because the check was paid. Subsection (b)(1). If the payor bank pays a 
person not entitled to enforce the instrument, as in the hypothetical case, the suspension o 
he underlying obligation continues because the check has not been paid. Section 3-602(a). 

he payee’s cause of action is against the depositary bank or payor bank in conversion 
under Section 3-420 or against the drawer under Section 3-309. In the latter case, the 
drawer’s obligation under Section 3-414(b) is triggered by dishonor which occurs because 
he check is unpaid. Presentment for payment to the drawee is excused under Section 
3-504(a)(i) and, under Section 3-502(e), dishonor occurs without presentment if the check is 

ot paid. The payee cannot merely ignore the instrument and sue the drawer on the 
underlying contract. This would impose on the drawer the risk that the check when stolen 

as indorsed in blank or to bearer. 

A similar analysis applies with respect to lost instruments that have not been paid. If a 
creditor takes a check of the debtor in payment of an obligation, the obligation is suspended 
nder the introductory paragraph of subsection (b). If the creditor then loses the check, 

hat are the creditor’s rights? The creditor can request the debtor to issue a new check and 
in many cases, the debtor will issue a replacement check after stopping payment on the lost 
check. In that case both the debtor and creditor are protected. But the debtor is not obliged 
o issue a new check. If the debtor refuses to issue a replacement check, the last sentence o 
subsection (b)(4) applies. The creditor may not enforce the obligation of debtor for which 
he check was taken. The creditor may assert only rights on the check. The creditor can 
proceed under Section 3-309 to enforce the obligation of the debtor, as drawer, to pay the 
check. 

5. Subsection (c) deals with rare cases in which other instruments are taken for 
obligations. If a bank is the obligor on the instrument, subsection (a) applies and the 
obligation is discharged. In any other case subsection (b) applies. 


§ 3-311. Accord and Satisfaction by Use of Instrument. 

(a) If a person against whom a claim is asserted proves that (i) that 
person in good faith tendered an instrument to the claimant as full satis- 
faction of the claim, (ii) the amount of the claim was unliquidated or subject 

o a bona fide dispute, and (iii) the claimant obtained payment of the 
instrument, the following subsections apply. 

(b) Unless subsection (c) applies, the claim is discharged if the person 
against whom the claim is asserted proves that the instrument or an ac- 
companying written communication contained a conspicuous statement to 

he effect that the instrument was tendered as full satisfaction of the 
claim. 

(c) Subject to subsection (d), a claim is not discharged under subsection 
(b) if either of the following applies: 

(1) The claimant, if an organization, proves that (i) within a reason- 
able time before the tender, the claimant sent a conspicuous statement 
to the person against whom the claim is asserted that communications 
concerning disputed debts, including an instrument tendered as full sat- 
isfaction of a debt, are to be sent to a designated person, office, or place, 
and (ii) the instrument or accompanying communication was not received 
by that designated person, office, or place. 

(2) The claimant, whether or not an organization, proves that within 
90 days after payment of the instrument, the claimant tendered repay- 
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ment of the amount of the instrument to the person against whom the 
claim is asserted. This paragraph does not apply if the claimant is an or- 
ganization that sent a statement complying with paragraph (1)(i). 


(d) A claim is discharged if the person against whom the claim is as- 
serted proves that within a reasonable time before collection of the instru- 
ent was initiated, the claimant, or an agent of the claimant having direct 
responsibility with respect to the disputed obligation, knew that the instru- 
ent was tendered in full satisfaction of the claim. 


Official Comment 

1. This section deals with an informal method of dispute resolution carried out by use o 
a negotiable instrument. In the typical case there is a dispute concerning the amount that 
is owed on a claim. 

Case # 1. The claim is for the price of goods or services sold to a consumer who as- 
serts that he or she is not obliged to pay the full price for which the consumer was billed 
because of a defect or breach of warranty with respect to the goods or services. 

Case # 2. A claim is made on an insurance policy. The insurance company alleges that 
it is not liable under the policy for the amount of the claim. 
In either case the person against whom the claim is asserted may attempt an accord and 
satisfaction of the disputed claim by tendering a check to the claimant for some amount 
ess than the full amount claimed by the claimant. A statement will be included on the 
check or in a communication accompanying the check to the effect that the check is offered 
as full payment or full satisfaction of the claim. Frequently, there is also a statement to the 
effect that obtaining payment of the check is an agreement by the claimant to a settlement 
of the dispute for the amount tendered. Before enactment of revised Article 3, the case law 
as in conflict over the question of whether obtaining payment of the check had the effect 
of an agreement to the settlement proposed by the debtor. This issue was governed by a 
common law rule, but some courts hold that the common law was modified by former Sec- 
ion 1-207 which they interpreted as applying to full settlement checks. 

2. Comment d. to Restatement of Contracts, Section 281 discusses the full satisfaction 
check and the applicable common law rule. In a case like Case # 1, the buyer can propose a 
settlement of the disputed bill by a clear notation on the check indicating that the check is 

endered as full satisfaction of the bill. Under the common law rule the seller, by obtaining 
payment of the check accepts the offer of compromise by the buyer. The result is the same 
if the seller adds a notation to the check indicating that the check is accepted under protest 
or in only partial satisfaction of the claim. Under the common law rule the seller can refuse 
he check or can accept it subject to the condition stated by the buyer, but the seller can’t 
accept the check and refuse to be bound by the condition. The rule applies only to an unliq- 

idated claim or a claim disputed in good faith by the buyer. The dispute in the courts was 

hether Section 1-207 changed the common law rule. The Restatement states that section 
“need not be read as changing this well-established rule.” 

3. As part of the revision of Article 3, Section 1-207 has been amended to add subsection 

(2) stating that Section 1-207 “does not apply to an accord and satisfaction.” Because o 
hat amendment and revised Article 3, Section 3-311 governs full satisfaction checks. 
Section 3-311 follows the common law rule with some minor variations to reflect modern 
business conditions. In cases covered by Section 3-311 there will often be an individual on 
one side of the dispute and a business organization on the other. This section is not designed 
o favor either the individual or the business organization. In Case # 1 the person seeking 
he accord and satisfaction is an individual. In Case # 2 the person seeking the accord and 
satisfaction is an insurance company. Section 3-311 is based on a belief that the common 
aw rule produces a fair result and that informal dispute resolution by full satisfaction 
checks should be encouraged. 

4. Subsection (a) states three requirements for application of Section 3-311. “Good faith” 
in subsection (a)(i) is defined in Section 3-103(a)(6) as not only honesty in fact, but the ob- 
servance of reasonable commercial standards of fair dealing. The meaning of “fair dealing” 

ill depend upon the facts in the particular case. For example, suppose an insurer tenders 
a check in settlement of a claim for personal injury in an accident clearly covered by the in- 
surance policy. The claimant is necessitous and the amount of the check is very small in re- 
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rier of fact determines that the insurer was taking unfair advantage of the claimant, an 

accord and satisfaction would not result from payment of the check because of the absence 
of good faith by the insurer in making the tender. Another example of lack of good faith is 
ound in the practice of some business debtors in routinely printing full satisfaction 
anguage on their check stocks so that all or a large part of the debts of the debtor are paid 
by checks bearing the full satisfaction language, whether or not there is any dispute with 
he creditor. Under such a practice the claimant cannot be sure whether a tender in full 
satisfaction is or is not being made. Use of a check on which full satisfaction language was 
affixed routinely pursuant to such a business practice may prevent an accord and satisfac- 
ion on the ground that the check was not tendered in good faith under subsection (a)(i). 

Section 3-311 does not apply to cases in which the debt is a liquidated amount and not 
subject to a bona fide dispute. Subsection (a)(ii). Other law applies to cases in which a 
debtor is seeking discharge of such a debt by paying less than the amount owed. For the 
purpose of subsection (a)(iii) obtaining acceptance of a check is considered to be obtaining 
payment of the check. 

The person seeking the accord and satisfaction must prove that the requirements o 
subsection (a) are met. If that person also proves that the statement required by subsection 
(b) was given, the claim is discharged unless subsection (c) applies. Normally the statement 

equired by subsection (b) is written on the check. Thus, the canceled check can be used to 
prove the statement as well as the fact that the claimant obtained payment of the check. 
Subsection (b) requires a “conspicuous” statement that the instrument was tendered in full 
satisfaction of the claim. “Conspicuous” is defined in Section 1-201(10). The statement is 
conspicuous if “it is so written that a reasonable person against whom it is to operate ought 
o have noticed it.” If the claimant can reasonably be expected to examine the check, almost 
any statement on the check should be noticed and is therefore conspicuous. In cases in 

hich the claimant is an individual the claimant will receive the check and will normally 
indorse it. Since the statement concerning tender in full satisfaction normally will appear 
above the space provided for the claimant’s indorsement of the check, the claimant “ought 
o have noticed” the statement. 

5. Subsection (c)(1) is a limitation on subsection (b) in cases in which the claimant is an 
organization. It is designed to protect the claimant against inadvertent accord and 
satisfaction. If the claimant is an organization payment of the check might be obtained 

ithout notice to the personnel of the organization concerned with the disputed claim. 
Some business organizations have claims against very large numbers of customers. 
Examples are department stores, public utilities and the like. These claims are normally 
paid by checks sent by customers to a designated office at which clerks employed by the 
claimant or a bank acting for the claimant process the checks and record the amounts paid. 
If the processing office is not designed to deal with communications extraneous to recording 

he amount of the check and the account number of the customer, payment of a full satis- 
action check can easily be obtained without knowledge by the claimant of the existence o 
he full satisfaction statement. This is particularly true if the statement is written on the 
everse side of the check in the area in which indorsements are usually written. Normally, 
he clerks of the claimant have no reason to look at the reverse side of checks. Indorsement 
by the claimant normally is done by mechanical means or there may be no indorsement at 
all. Section 4-205(a). Subsection (c)(1) allows the claimant to protect itself by advising 
customers by a conspicuous statement that communications regarding disputed debts must 
be sent to a particular person, office, or place. The statement must be given to the customer 

ithin a reasonable time before the tender is made. This requirement is designed to assure 
hat the customer has reasonable notice that the full satisfaction check must be sent to a 
particular place. The reasonable time requirement could be satisfied by a notice on the bill- 
ing statement sent to the customer. If the full satisfaction check is sent to the designated 
destination and the check is paid, the claim is discharged. If the claimant proves that the 
check was not received at the designated destination the claim is not discharged unless 
subsection (d) applies. 

6. Subsection (c)(2) is also designed to prevent inadvertent accord and satisfaction. It can 
be used by a claimant other than an organization or by a claimant as an alternative to 
subsection (c)(1). Some organizations may be reluctant to use subsection (c)(1) because it 
may result in confusion of customers that causes checks to be routinely sent to the special 
designated person, office, or place. Thus, much of the benefit of rapid processing of checks 
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may be lost. An organization that chooses not to send a notice complying with subsection 
(c)(1)\G) may prevent an inadvertent accord and satisfaction by complying with subsection 
(c)(2). If the claimant discovers that it has obtained payment of a full satisfaction check, it 
may prevent an accord and satisfaction if, within 90 days of the payment of the check, the 
claimant tenders repayment of the amount of the check to the person against whom the 
claim is asserted. 

7. Subsection (c) is subject to subsection (d). If a person against whom a claim is asserted 
proves that the claimant obtained payment of a check known to have been tendered in full 
satisfaction of the claim by “the claimant or an agent of the claimant having direct 

esponsibility with respect to the disputed obligation,” the claim is discharged even if (i) the 

check was not sent to the person, office, or place required by a notice complying with 
subsection (c)(1), or (ii) the claimant tendered repayment of the amount of the check in 
compliance with subsection (c)(2). 

A claimant knows that a check was tendered in full satisfaction of a claim when the 
claimant “has actual knowledge” of that fact. Section 1-201(25). Under Section 1-201(27), i 

he claimant is an organization, it has knowledge that a check was tendered in full satis- 
action of the claim when that fact is 

“brought to the attention of the individual conducting that transaction, and in any event when it 

would have been brought to his attention if the organization had exercised due diligence. An orga- 

nization exercises due diligence if it maintains reasonable routines for communicating significant 

information to the person conducting the transaction and there is reasonable compliance with the 

routines. Due diligence does not require an individual acting for the organization to communicate 

information unless such communication is part of his regular duties or unless he has reason to 

know of the transaction and that the transaction would be materially affected by the information.” 

ith respect to an attempted accord and satisfaction the “individual conducting that trans- 
action” is an employee or other agent of the organization having direct responsibility with 
espect to the dispute. For example, if the check and communication are received by a col- 
ection agency acting for the claimant to collect the disputed claim, obtaining payment o 
he check will result in an accord and satisfaction even if the claimant gave notice, pursu- 
ant to subsection (c)(1), that full satisfaction checks be sent to some other office. Similarly, 
if a customer asserting a claim for breach of warranty with respect to defective goods 
purchased in a retail outlet of a large chain store delivers the full satisfaction check to the 
manager of the retail outlet at which the goods were purchased, obtaining payment of the 
check will also result in an accord and satisfaction. On the other hand, if the check is 
mailed to the chief executive officer of the chain store subsection (d) would probably not be 
satisfied. The chief executive officer of a large corporation may have general responsibility 
or operations of the company, but does not normally have direct responsibility for resolv- 
ing a small disputed bill to a customer. A check for a relatively small amount mailed to a 
high executive officer of a large organization is not likely to receive the executive’s personal 
attention. Rather, the check would normally be routinely sent to the appropriate office for 
deposit and credit to the customer’s account. If the check does receive the personal atten- 
ion of the high executive officer and the officer is aware of the full-satisfaction language, 
collection of the check will result in an accord and satisfaction because subsection (d) 
applies. In this case the officer has assumed direct responsibility with respect to the 
disputed transaction. 

If a full satisfaction check is sent to a lock box or other office processing checks sent to 

he claimant, it is irrelevant whether the clerk processing the check did or did not see the 

statement that the check was tendered as full satisfaction of the claim. Knowledge of the 
clerk is not imputed to the organization because the clerk has no responsibility with re- 
spect to an accord and satisfaction. Moreover, there is no failure of “due diligence” under 
Section 1-201(27) if the claimant does not require its clerks to look for full satisfaction 
statements on checks or accompanying communications. Nor is there any duty of the claim- 
ant to assign that duty to its clerks. Section 3-311(c) is intended to allow a claimant to 
avoid an inadvertent accord and satisfaction by complying with either subsection (c)(1) or 
(2) without burdening the check-processing operation with extraneous and wasteful ad- 
ditional duties. 

8. In some cases the disputed claim may have been assigned to a finance company or 
bank as part of a financing arrangement with respect to accounts receivable. If the account 
debtor was notified of the assignment, the claimant is the assignee of the account receiv- 
able and the “agent of the claimant" in subsection (d) refers to an agent of the assignee. 
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§ 3-312. Lost, Destroyed, or Stolen Cashier’s Check, Teller’s 
Check, or Certified Check." 

(a) In this section: 

(1) “Check” means a cashier's check, teller’s check, or certified check. 

(2) “Claimant” means a person who claims the right to receive the 
amount of a cashier’s check, teller’s check, or certified check that was 
lost, destroyed, or stolen. 

(3) *Declaration of loss" means a statement, made in a record under 
penalty of perjury, to the effect that (i) the declarer lost possession of a 
check, (ii) the declarer is the drawer or payee of the check, in the case o 
a certified check, or the remitter or payee of the check, in the case of a 
cashier's check or teller's check, (iii) the loss of possession was not the 
result of a transfer by the declarer or a lawful seizure, and (iv) the 
declarer cannot reasonably obtain possession of the check because the 
check was destroyed, its whereabouts cannot be determined, or it is in 
the wrongful possession of an unknown person or a person that cannot 
be found or is not amenable to service of process. 

(4) *Obligated bank" means the issuer of a cashier's check or teller's 
check or the acceptor of a certified check. 

(b) A claimant may assert a claim to the amount of a check by a com- 
munication to the obligated bank describing the check with reasonable 
certainty and requesting payment of the amount of the check, if (1) the 
claimant is the drawer or payee of a certified check or the remitter or 
payee of a cashier's check or teller's check, (ii) the communication contains 
or is accompanied by a declaration of loss of the claimant with respect to 
he check, (iii) the communication is received at a time and in a manner 
affording the bank a reasonable time to act on it before the check is paid, 
and (iv) the claimant provides reasonable identification if requested by the 
obligated bank. Delivery of a declaration of loss is a warranty of the truth 
of the statements made in the declaration. If a claim is asserted in compli- 
ance with this subsection, the following rules apply: 

(1) The claim becomes enforceable at the later of (1) the time the claim 
is asserted, or (ii) the 90th day following the date of the check, in the 
case of a cashier's check or teller's check, or the 90th day following the 
date of the acceptance, in the case of a certified check. 

(2) Until the claim becomes enforceable, it has no legal effect and the 
obligated bank may pay the check or, in the case of a teller's check, may 
permit the drawee to pay the check. Payment to a person entitled to 
enforce the check discharges all liability of the obligated bank with re- 
spect to the check. 

(3) If the claim becomes enforceable before the check is presented for 
payment, the obligated bank is not obliged to pay the check. 

(4) When the claim becomes enforceable, the obligated bank becomes 


[Section 3-312] recommended for enactment in all states in| 

*[Section 3-312 was not adopted as August 1991 by the National Conference o 
part of the 1990 Official Text of Revised Commissioners on Uniform State Laws.] 
Article 3. It was officially approved and 
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obliged to pay the amount of the check to the claimant if payment of the 
check has not been made to a person entitled to enforce the check. 
Subject to Section 4-302(a)(1), payment to the claimant discharges all li- 
ability of the obligated bank with respect to the check. 


(c) If the obligated bank pays the amount of a check to a claimant under 
subsection (b)(4) and the check is presented for payment by a person hav- 
ing rights of a holder in due course, the claimant is obliged to (i) refund 

he payment to the obligated bank if the check is paid, or (ii) pay the 
amount of the check to the person having rights of a holder in due course 
if the check is dishonored. 


(d) If a claimant has the right to assert a claim under subsection (b) and 
is also a person entitled to enforce a cashier’s check, teller’s check, or certi- 
fied check which is lost, destroyed, or stolen, the claimant may assert 
rights with respect to the check either under this section or Section 3-309. 


Added in 1991 and amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. This section applies to cases in which a cashier's check, teller's check, or certified check 
is lost, destroyed, or stolen. In one typical case a customer of a bank closes his or her ac- 
count and takes a cashier's check or teller's check of the bank as payment of the amount o 
he account. The customer may be moving to a new area and the check is to be used to open 
à bank account in that area. In such a case the check will normally be payable to the 
customer. In another typical case a cashier's check or teller's check is bought from a bank 
or the purpose of paying some obligation of the buyer of the check. In such a case the 
check may be made payable to the customer and then negotiated to the creditor by 
indorsement. But often, the payee of the check is the creditor. In the latter case the 
customer is a remitter. The section covers loss of the check by either the remitter or the 
payee. The section also covers loss of a certified check by either the drawer or payee. 

Under Section 3-309 a person seeking to enforce a lost, destroyed, or stolen cashier's 
check or teller's check may be required by the court to give adequate protection to the issu- 
ing bank against loss that might occur by reason of the claim by another person to enforce 
he check. This might require the posting of an expensive bond for the amount of the check. 

he purpose of Section 3-312 is to offer a person who loses such a check a means of getting 

efund of the amount of the check within a reasonable period of time without the expense 
of posting a bond and with full protection of the obligated bank. 

2. A claim to the amount of a lost, destroyed, or stolen cashier's check, teller's check, or 
certified check may be made under subsection (b) if the following requirements of that 
subsection are met. First, a claim may be asserted only by the drawer or payee of a certi- 

ed check or the remitter or payee of a cashier’s check or teller's check. An indorsee of a 

check is not covered because the indorsee is not an original party to the check or a remitter. 
Limitation to an original party or remitter gives the obligated bank the ability to determine, 
at the time it becomes obligated on the check, the identity of the person or persons who can 
assert a claim with respect to the check. The bank is not faced with having to determine 
he rights of some person who was not a party to the check at that time or with whom the 
bank had not dealt. If a cashier's check is issued to the order of the person who purchased 
it from the bank and that person indorses it over to a third person who loses the check, the 
hird person may assert rights to enforce the check under Section 3-309 but has no rights 
under Section 3-312. 

Second, the claim must be asserted by a communication to the obligated bank describing 
he check with reasonable certainty and requesting payment of the amount of the check. 
"Obligated bank" is defined in subsection (a)(4). Third, the communication must be received 
in time to allow the obligated bank to act on the claim before the check is paid, and the 
claimant must provide reasonable identification if requested. Subsections (b)(iii) and (iv). 
Fourth, the communication must contain or be accompanied by a declaration of loss 
described in subsection (b). This declaration is an affidavit or other writing made under 


380 


NEGOTIABLE INSTRUMENTS 


penalty of perjury alleging the loss, destruction, or theft of the check and stating that the 
declarer is a person entitled to assert a claim, i.e. the drawer or payee of a certified check 
or the remitter or payee of a cashier’s check or teller’s check. 

A claimant who delivers a declaration of loss makes a warranty of the truth of the state- 
ments made in the declaration. The warranty is made to the obligated bank and anybody 

ho has a right to enforce the check. If the declaration of loss falsely alleges loss of a 
cashier’s check that did not in fact occur, a holder of the check who was unable to obtain 
payment because subsection (b)(3) and (4) caused the obligated bank to dishonor the check 

ould have a cause of action against the declarer for breach of warranty. 

The obligated bank may not impose additional requirements on the claimant to assert a 
claim under subsection (b). For example, the obligated bank may not require the posting o 
a bond or other form of security. Section 3-312(b) states the procedure for asserting claims 
covered by the section. Thus, procedures that may be stated in other law for stating claims 

o property do not apply and are displaced within the meaning of Section 1-103. 

3. A claim asserted under subsection (b) does not have any legal effect, however, until the 
date it becomes enforceable, which cannot be earlier than 90 days after the date of a 
cashier's check or teller's check or 90 days after the date of acceptance of a certified check. 

hus, if a lost check is presented for payment within the 90-day period, the bank may pay 
a person entitled to enforce the check without regard to the claim and is discharged of all 
iability with respect to the check. This ensures the continued utility of cashier's checks, 
eller's checks, and certified checks as cash equivalents. Virtually all such checks are pre- 
sented for payment within 90 days. 

If the claim becomes enforceable and payment has not been made to a person entitled to 
enforce the check, the bank becomes obligated to pay the amount of the check to the 
claimant. Subsection (b)(4). When the bank becomes obligated to pay the amount of the 
check to the claimant, the bank is relieved of its obligation to pay the check. Subsection 
(b)(3). Thus, any person entitled to enforce the check, including even a holder in due course, 
oses the right to enforce the check after a claim under subsection (b) becomes enforceable. 

If the obligated bank pays the claimant under subsection (b)(4), the bank is discharged o 
all liability with respect to the check. The only exception is the unlikely case in which the 
obligated bank subsequently incurs liability under Section 4-302(a)(1) with respect to the 
check. For example, Obligated Bank is the issuer of a cashier's check and, after a claim 
becomes enforceable, it pays the claimant under subsection (b)(4). Later the check is pre- 
sented to Obligated Bank for payment over the counter. Under subsection (b)(3), Obligated 
Bank is not obliged to pay the check and may dishonor the check by returning it to the 
person who presented it for payment. But the normal rules of check collection are not af- 

ected by Section 3-312. If Obligated Bank retains the check beyond midnight of the day o 
presentment without settling for it, it becomes accountable for the amount of the check 
nder Section 4-302(a)(1) even though it had no obligation to pay the check. 

An obligated bank that pays the amount of a check to a claimant under subsection (b)(4) 
is discharged of all liability on the check so long as the assertion of the claim meets the 

equirements of subsection (b) discussed in Comment 2. This is important in cases of fraud- 
ulent declarations of loss. For example, if the claimant falsely alleges a loss that in fact did 

ot occur, the bank, subject to Section 1-203, may rely on the declaration of loss. On the 
other hand, a claim may be asserted only by a person described in subsection (b)(i). Thus, 
he bank is discharged under subsection (a)(4) only if it pays such a person. Although it is 
highly unlikely, it is possible that more than one person could assert a claim under subsec- 
ion (b) to the amount of a check. Such a case could occur if one of the claimants makes a 
alse declaration of loss. The obligated bank is not required to determine whether a claim- 
ant who complies with subsection (b) is acting wrongfully. The bank may utilize procedures 
outside this Article, such as interpleader, under which the conflicting claims may be 
adjudicated. 

Although it is unlikely that a lost check would be presented for payment after the claim- 
ant was paid by the bank under subsection (b)(4), it is possible for it to happen. Suppose 

he declaration of loss by the claimant fraudulently alleged a loss that in fact did not occur. 
If the claimant negotiated the check, presentment for payment would occur shortly after 
negotiation in almost all cases. Thus, a fraudulent declaration of loss is not likely to occur 
nless the check is negotiated after the 90-day period has already expired or shortly before 
expiration. In such a case the holder of the check, who may not have noticed the date of the 
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check, is not entitled to payment from the obligated bank if the check is presented for pay- 
ment after the claim becomes enforceable. Subsection (b)(3). The remedy of the holder who 
is denied payment in that case is an action against the claimant under subsection (c) if the 
holder is a holder in due course, or for breach of warranty under subsection (b). The holder 
tee also have common law remedies against the claimant under the law of restitution or 
raud. 
4. 'The following cases illustrate the operation of Section 3-312: 

Case # 1. Obligated Bank (OB) certified a check drawn by its customer, Drawer (D), 
payable to Payee (P). Two days after the check was certified, D lost the check and then 
asserted a claim pursuant to subsection (b). The check had not been presented for pay- 
ment when D’s claim became enforceable 90 days after the check was certified. Under 
subsection (b)(4), at the time D’s claim became enforceable OB became obliged to pay D 
the amount of the check. If the check is later presented for payment, OB may refuse to 
pay the check and has no obligation to anyone to pay the check. Any obligation owed by; 
D to P, for which the check was intended as payment, is unaffected because the check 
was never delivered to P. 

Case # 2. Obligated Bank (OB) issued a teller's check to Remitter (R) payable to Payee 
(P). R delivered the check to P in payment of an obligation. P lost the check and then as- 
serted a claim pursuant to subsection (b). To carry out P's order, OB issued an order pur- 
suant to Section 4-403(a) to the drawee of the teller's check to stop payment of the check 
effective on the 90th day after the date of the teller's check. The check was not presented 
for payment. On the 90th day after the date of the teller’s check P's claim becomes en- 
forceable and OB becomes obliged to pay P the amount of the check. As in Case # 1, OB 
has no further liability with respect to the check to anyone. When R delivered the check 
to P, R's underlying obligation to P was discharged under Section 3-310. Thus, R suffered 
no loss. Since P received the amount of the check, P also suffered no loss except with re- 
spect to the delay in receiving the amount of the check. 

Case # 3. Obligated Bank (OB) issued a cashier's check to its customer, Payee (P). 
Two days after issue, the check was stolen from P who then asserted a claim pursuant to 
subsection (b). Ten days after issue, the check was deposited by X in an account in De- 
positary Bank (DB). X had found the check and forged the indorsement of P. DB promptly 
presented the check to OB and obtained payment on behalf of X. On the 90th day after 
the date of the check P's claim becomes enforceable and P is entitled to receive the 
amount of the check from OB. Subsection (b)(4). Although the check was presented for 
payment before P's claim becomes enforceable, OB is not discharged. Because of the 
forged indorsement X was not a holder and neither was DB. Thus, neither is a person 
entitled to enforce the check (Section 3-301) and OB is not discharged under Section 
3-602(a). Thus, under subsection (b)(4), because OB did not pay a person entitled to 
enforce the check, OB must pay P. OB’s remedy is against DB for breach of warranty 
under Section 4-208(a)(1). As an alternative to the remedy under Section 3-312, P could 
recover from DB for conversion under Section 3-420(a). 

Case # 4. Obligated Bank (OB) issued a cashier’s check to its customer, Payee (P). P 
made an unrestricted blank indorsement of the check and mailed the check to P's bank 
for deposit to P's account. The check was never received by P's bank. When P discovered 
the loss, P asserted a claim pursuant to subsection (b). X found the check and deposited. 
it in X's account in Depositary Bank (DB) after indorsing the check. DB presented the 
check for payment before the end of the 90-day period after its date. OB paid the check. 
Because of the unrestricted blank indorsement by P, X became a holder of the check. DB 
also became a holder. Since the check was paid before P's claim became enforceable and 
payment was made to a person entitled to enforce the check, OB is discharged of all li- 
ability with respect to the check. Subsection (b)(2). Thus, P is not entitled to payment 
from OB. Subsection (b)(4) doesn't apply. 

Case # 5. Obligated Bank (OB) issued a cashier's check to its customer, Payee (P). P 
made an unrestricted blank indorsement of the check and mailed the check to P's bank 
for deposit to P's account. The check was never received by P's bank. When P discovered 
the loss, P asserted a claim pursuant to subsection (b). At the end of the 90-day period 
after the date of the check, OB paid the amount of the check to P under subsection (b)(4). 
X then found the check and deposited it to X's account in Depositary Bank (DB). DB pre- 
sented the check to OB for payment. OB is not obliged to pay the check. Subsection 
(b)(4). If OB dishonors the check, DB’s remedy is to charge back X’s account. Section 
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4-214(a). Although P, as an indorser, would normally have liability to DB under Section 
3-415(a) because the check was dishonored, P is released from that liability under Section 
3-415(e) because collection of the check was initiated more than 30 days after the 
indorsement. DB has a remedy only against X. A depositary bank that takes a cashier's 
check that cannot be presented for payment before expiration of the 90-day period after 
its date is on notice that the check might not be paid because of the possibility of a claim. 
asserted under subsection (b) which would excuse the issuer of the check from paying the 
check. Thus, the depositary bank cannot safely release funds with respect to the check 
until it has assurance that the check has been paid. DB cannot be a holder in due course 
of the check because it took the check when the check was overdue. Section 3-304(a)(2). 
Thus, DB has no action against P under subsection (c). 

Case # 6. Obligated Bank (OB) issued a cashier’s check payable to bearer and delivered 
it to its customer, Remitter (R). R held the check for 90 days and then wrongfully as- 
serted a claim to the amount of the check under subsection (b). The declaration of loss 
fraudulently stated that the check was lost. R received payment from OB under subsec- 
tion (b)(4). R then negotiated the check to X for value. X presented the check to OB for 
payment. Although OB, under subsection (b)(2), was not obliged to pay the check, OB 
paid X by mistake. OB’s teller did not notice that the check was more than 90 days old 
and was not aware that OB was not obliged to pay the check. If X took the check in good 
faith, OB may not recover from X. Section 3-418(c). OB's remedy is to recover from R for 
fraud or for breach of warranty in making a false declaration of loss. Subsection (b). 


PART 4. LIABILITY OF PARTIES 


$ 3-401. Signature. 

(a) A person is not liable on an instrument unless (i) the person signed 
he instrument, or (ii) the person is represented by an agent or representa- 
ive who signed the instrument and the signature is binding on the 


represented person under Section 3-402. 
(b) A signature may be made (i) manually or by means of a device or 
achine, and (ii) by the use of any name, including a trade or assumed 
name, or by a word, mark, or symbol executed or adopted by a person with 
present intention to authenticate a writing. 


Official Comment 

1. Obligation on an instrument depends on a signature that is binding on the obligor. 

he signature may be made by the obligor personally or by an agent authorized to act for 
he obligor. Signature by agents is covered by Section 3-402. It is not necessary that the 
name of the obligor appear on the instrument, so long as there is a signature that binds the 
obligor. Signature includes an indorsement. 

2. A signature may be handwritten, typed, printed or made in any other manner. It need 

ot be subscribed, and may appear in the body of the instrument, as in the case of “I, John 
Doe, promise to pay * * * " without any other signature. It may be made by mark, or even 
by thumbprint. It may be made in any name, including any trade name or assumed name, 
however false and fictitious, which is adopted for the purpose. Parol evidence is admissible 
o identify the signer, and when the signer is identified the signature is effective. Indorse- 
ment in a name other than that of the indorser is governed by Section 3-204(d). 

This section is not intended to affect any other law requiring a signature by mark to be 

itnessed, or any signature to be otherwise authenticated, or requiring any form of proof. 


§ 3-402. Signature by Representative. 

(a) If a person acting, or purporting to act, as a representative signs an 
instrument by signing either the name of the represented person or the 
name of the signer, the represented person is bound by the signature to 
he same extent the represented person would be bound if the signature 

ere on a simple contract. If the represented person is bound, the signature 
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of the representative is the “authorized signature of the represented 
person” and the represented person is liable on the instrument, whether or 
not identified in the instrument. 
(b) If a representative signs the name of the representative to an instru- 
ent and the signature is an authorized signature of the represented 
person, the following rules apply: 

(1) If the form of the signature shows unambiguously that the 
signature is made on behalf of the represented person who is identified 
in the instrument, the representative is not liable on the instrument. 

(2) Subject to subsection (c), if (i) the form of the signature does not 
show unambiguously that the signature is made in a representative 
capacity or (ii) the represented person is not identified in the instru- 
ment, the representative is liable on the instrument to a holder in due 
course that took the instrument without notice that the representative 
was not intended to be liable on the instrument. With respect to any 
other person, the representative is liable on the instrument unless the 
representative proves that the original parties did not intend the repre- 
sentative to be liable on the instrument. 


(c) If a representative signs the name of the representative as drawer o 
a check without indication of the representative status and the check is 
payable from an account of the represented person who is identified on the 
check, the signer is not liable on the check if the signature is an autho- 
rized signature of the represented person. 


Official Comment 


1. Subsection (a) states when the represented person is bound on an instrument if the 
instrument is signed by a representative. If under the law of agency the represented person 

ould be bound by the act of the representative in signing either the name of the 

epresented person or that of the representative, the signature is the authorized signature 

of the represented person. Former Section 3-401(1) stated that “no person is liable on an 
instrument unless his signature appears thereon.” This was interpreted as meaning that 
an undisclosed principal is not liable on an instrument. This interpretation provided an 
exception to ordinary agency law that binds an undisclosed principal on a simple contract. 

It is questionable whether this exception was justified by the language of former Article 3 
and there is no apparent policy justification for it. The exception is rejected by subsection 
(a) which returns to ordinary rules of agency. If P, the principal, authorized A, the agent, to 
borrow money on P’s behalf and A signed A’s name to a note without disclosing that the 
signature was on behalf of P, A is liable on the instrument. But if the person entitled to 
enforce the note can also prove that P authorized A to sign on P’s behalf, why shouldn’t P 
also be liable on the instrument? To recognize the liability of P takes nothing away from 
he utility of negotiable instruments. Furthermore, imposing liability on P has the merit o 
making it impossible to have an instrument on which nobody is liable even though it was 
authorized by P. That result could occur under former Section 3-401(1) if an authorized 
agent signed “as agent" but the note did not identify the principal. If the dispute was be- 
ween the agent and the payee of the note, the agent could escape liability on the note by 
proving that the agent and the payee did not intend that the agent be liable on the note 

hen the note was issued. Former Section 3-403(2)(b). Under the prevailing interpretation 
of former Section 3-401(1), the principal was not liable on the note under former 3-401(1) 
because the principal's name did not appear on the note. Thus, nobody was liable on the 

ote even though all parties knew that the note was signed by the agent on behalf of the 
principal. Under Section 3-402(a) the principal would be liable on the note. 

2. Subsection (b) concerns the question of when an agent who signs an instrument on 
behalf of a principal is bound on the instrument. The approach followed by former Section 
3-403 was to specify the form of signature that imposed or avoided liability. This approach 

as unsatisfactory. There are many ways in which there can be ambiguity about a 
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signature. It is better to state a general rule. Subsection (b)(1) states that if the form of the 
signature unambiguously shows that it is made on behalf of an identified represented 
person (for example, “P, by A, Treasurer”) the agent is not liable. This is a workable stan- 
dard for a court to apply. Subsection (b)(2) partly changes former Section 3-403(2). Subsec- 
ion (b)(2) relates to cases in which the agent signs on behalf of a principal but the form o 
he signature does not fall within subsection (b)(1). The following cases are illustrative. In 
each case John Doe is the authorized agent of Richard Roe and John Doe signs a note on 
behalf of Richard Roe. In each case the intention of the original parties to the instrument is 
hat Roe is to be liable on the instrument but Doe is not to be liable. 
Case # 1. Doe signs “John Doe” without indicating in the note that Doe is signing as 
agent. The note does not identify Richard Roe as the represented person. 
Case # 2. Doe signs “John Doe, Agent” but the note does not identify Richard Roe as 
the represented person. 
Case # 3. The name “Richard Roe” is written on the note and immediately below that 
name Doe signs “John Doe” without indicating that Doe signed as agent. 
In each case Doe is liable on the instrument to a holder in due course without notice that 
Doe was not intended to be liable. In none of the cases does Doe’s signature unambiguously 
show that Doe was signing as agent for an identified principal. A holder in due course 
should be able to resolve any ambiguity against Doe. 

But the situation is different if a holder in due course is not involved. In each case Roe is 
iable on the note. Subsection (a). If the original parties to the note did not intend that Doe 

also be liable, imposing liability on Doe is a windfall to the person enforcing the note. 

nder subsection (b)(2) Doe is prima facie liable because his signature appears on the note 
and the form of the signature does not unambiguously refute personal liability. But Doe 
can escape liability by proving that the original parties did not intend that he be liable on 
he note. This is a change from former Section 3-403(2)(a). 

A number of cases under former Article 3 involved situations in which an agent signed 
he agent’s name to a note, without qualification and without naming the person 
epresented, intending to bind the principal but not the agent. The agent attempted to 

prove that the other party had the same intention. Some of these cases involved mistake, 

and in some there was evidence that the agent may have been deceived into signing in that 

manner. In some of the cases the court refused to allow proof of the intention of the parties 

and imposed liability on the agent based on former Section 3-403(2)(a) even though both 

parties to the instrument may have intended that the agent not be liable. Subsection (b)(2) 

changes the result of those cases, and is consistent with Section 3-117 which allows oral or 
ritten agreements to modify or nullify apparent obligations on the instrument. 

Former Section 3-403 spoke of the represented person being “named” in the instrument. 
Section 3-402 speaks of the represented person being “identified” in the instrument. This 
change in terminology is intended to reject decisions under former Section 3-403(2) requir- 
ing that the instrument state the legal name of the represented person. 

3. Subsection (c) is directed at the check cases. It states that if the check identifies the 

epresented person the agent who signs on the signature line does not have to indicate 
agency status. Virtually all checks used today are in personalized form which identify the 
person on whose account the check is drawn. In this case, nobody is deceived into thinking 
hat the person signing the check is meant to be liable. This subsection is meant to over- 
ule cases decided under former Article 3 such as Griffin v. Ellinger, 538 S.W.2d 97 (Texas 
1976). 


§ 3-403. Unauthorized Signature. 

(a) Unless otherwise provided in this Article or Article 4, an unautho- 
rized signature is ineffective except as the signature of the unauthorized 
signer in favor of a person who in good faith pays the instrument or takes 
it for value. An unauthorized signature may be ratified for all purposes o 

his Article. 


(b) If the signature of more than one person is required to constitute the 
authorized signature of an organization, the signature of the organization 
is unauthorized if one of the required signatures is lacking. 
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(c) The civil or criminal liability of a person who makes an unauthorized 
signature is not affected by any provision of this Article which makes the 
nauthorized signature effective for the purposes of this Article. 


Official Comment 

1. “Unauthorized” signature is defined in Section 1-201(43) as one that includes a forgery 
as well as a signature made by one exceeding actual or apparent authority. Former Section 
3-404(1) stated that an unauthorized signature was inoperative as the signature of the 
person whose name was signed unless that person “is precluded from denying it.” Under 
ormer Section 3-406 if negligence by the person whose name was signed contributed to an 
unauthorized signature, that person “is precluded from asserting the * * * lack o 
authority.” Both of these sections were applied to cases in which a forged signature ap- 
peared on an instrument and the person asserting rights on the instrument alleged that 
he negligence of the purported signer contributed to the forgery. Since the standards for li- 
ability between the two sections differ, the overlap between the sections caused confusion. 
Section 3-403(a) deals with the problem by removing the preclusion language that ap- 
peared in former Section 3-404. 

2. The except clause of the first sentence of subsection (a) states the generally accepted. 
ule that the unauthorized signature, while it is wholly inoperative as that of the person 

hose name is signed, is effective to impose liability upon the signer or to transfer any| 
ights that the signer may have in the instrument. The signer's liability is not in damages 
or breach of warranty of authority, but is full liability on the instrument in the capacity in 
hich the signer signed. It is, however, limited to parties who take or pay the instrument 
in good faith; and one who knows that the signature is unauthorized cannot recover from 
he signer on the instrument. 

3. The last sentence of subsection (a) allows an unauthorized signature to be ratified. 
Ratification is a retroactive adoption of the unauthorized signature by the person whose 
name is signed and may be found from conduct as well as from express statements. For 
example, it may be found from the retention of benefits received in the transaction with 

owledge of the unauthorized signature. Although the forger is not an agent, ratification 
is governed by the rules and principles applicable to ratification of unauthorized acts of an 
agent. 

Ratification is effective for all purposes of this Article. The unauthorized signature 
becomes valid so far as its effect as a signature is concerned. Although the ratification may| 

elieve the signer of liability on the instrument, it does not of itself relieve the signer of li- 
ability to the person whose name is signed. It does not in any way affect the criminal law. 
No policy of the criminal law prevents a person whose name is forged to assume liability to 
others on the instrument by ratifying the forgery, but the ratification cannot affect the 
ights of the state. While the ratification may be taken into account with other relevant 
acts in determining punishment, it does not relieve the signer of criminal liability. 

4. Subsection (b) clarifies the meaning of *unauthorized" in cases in which an instrument 
contains less than all of the signatures that are required as authority to pay a check. 
udicial authority was split on the issue whether the one-year notice period under former 
Section 4-406(4) (now Section 4-406(f)) barred a customer's suit against a payor bank that 
paid a check containing less than all of the signatures required by the customer to autho- 
ize payment of the check. Some cases took the view that if a customer required that a 
check contain the signatures of both A and B to authorize payment and only A signed, 
here was no unauthorized signature within the meaning of that term in former Section 
4-406(4) because A's signature was neither unauthorized nor forged. The other cases cor- 
ectly pointed out that it was the customer's signature at issue and not that of A; hence, 
he customer's signature was unauthorized if all signatures required to authorize payment 
of the check were not on the check. Subsection (b) follows the latter line of cases. The same 
analysis applies if A forged the signature of B. Because the forgery is not effective as a 
signature of B, the required signature of B is lacking. 

Subsection (b) refers to “the authorized signature of an organization.” The definition o 
"organization" in Section 1-201(28) is very broad. It covers not only commercial entities but 
also *two or more persons having a joint or common interest." Hence subsection (b) would 
apply when a husband and wife are both required to sign an instrument. 


$ 3-404. Impostors; Fictitious Payees. 
(a) If an impostor, by use of the mails or otherwise, induces the issuer o 
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ent or a person authorized to act for the payee, an indorsement of the 
instrument by any person in the name of the payee is effective as the 
indorsement of the payee in favor of a person who, in good faith, pays the 
instrument or takes it for value or for collection. 

(b) If (i) a person whose intent determines to whom an instrument is 
payable (Section 3-110(a) or (b)) does not intend the person identified as 
payee to have any interest in the instrument, or (ii) the person identified 
as payee of an instrument is a fictitious person, the following rules apply 

ntil the instrument is negotiated by special indorsement: 
(1) Any person in possession of the instrument is its holder. 
(2) An indorsement by any person in the name of the payee stated in 

the instrument is effective as the indorsement of the payee in favor of a 

person who, in good faith, pays the instrument or takes it for value or 

for collection. 

(c) Under subsection (a) or (b), an indorsement is made in the name of a 
payee if (i) it is made in a name substantially similar to that of the payee 
or (ii) the instrument, whether or not indorsed, is deposited in a depositary 
bank to an account in a name substantially similar to that of the payee. 

(d) With respect to an instrument to which subsection (a) or (b) applies, 
if a person paying the instrument or taking it for value or for collection 
fails to exercise ordinary care in paying or taking the instrument and that 
failure substantially contributes to loss resulting from payment of the 


instrument, the person bearing the loss may recover from the person fail- 
ing to exercise ordinary care to the extent the failure to exercise ordinary 
care contributed to the loss. 


Official Comment 
1. Under former Article 3, the impostor cases were governed by former Section 3-405(1)(a) 
and the fictitious payee cases were governed by Section 3-405(1)(b). Section 3-404 replaces 
ormer Section 3-405(1)(a) and (b) and modifies the previous law in some respects. Former 
Section 3-405 was read by some courts to require that the indorsement be in the exact 
ame of the named payee. Revised Article 3 rejects this result. Section 3-404(c) requires 
only that the indorsement be made in a name “substantially similar" to that of the payee. 
Subsection (c) also recognizes the fact that checks may be deposited without indorsement. 
Section 4-205(a). 
Subsection (a) changes the former law in a case in which the impostor is impersonating 
an agent. Under former Section 3-405(1)(a), if Impostor impersonated Smith and induced 
he drawer to draw a check to the order of Smith, Impostor could negotiate the check. I 
Impostor impersonated Smith, the president of Smith Corporation, and the check was pay- 
able to the order of Smith Corporation, the section did not apply. See the last paragraph o 
Comment 2 to former Section 3-405. In revised Article 3, Section 3-404(a) gives Impostor 
he power to negotiate the check in both cases. 
2. Subsection (b) is based in part on former Section 3-405(1)(b) and in part on N.LL. 
§ 9(3). It covers cases in which an instrument is payable to a fictitious or nonexisting 
person and to cases in which the payee is a real person but the drawer or maker does not 
intend the payee to have any interest in the instrument. Subsection (b) applies to any 
instrument, but its primary importance is with respect to checks of corporations and other 
organizations. It also applies to forged check cases. The following cases illustrate subsec- 
ion (b): 
Case # 1. Treasurer is authorized to draw checks in behalf of Corporation. Treasurer 
fraudulently draws a check of Corporation payable to Supplier Co., a non-existent 
company. Subsection (b) applies because Supplier Co. is a fictitious person and because 
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tion (b)(1) Treasurer, as the person in possession of the check, becomes the holder of the 
check. Treasurer indorses the check in the name “Supplier Co.” and deposits it in Depos- 
itary Bank. Under subsection (b)(2) and (c)(i), the indorsement is effective to make De- 
positary Bank the holder and therefore a person entitled to enforce the instrument. 
Section 3-301. 

Case # 2. Same facts as Case # 1 except that Supplier Co. is an actual company that 
does business with Corporation. If Treasurer intended to steal the check when the check 
was drawn, the result in Case # 2 is the same as the result in Case # 1. Subsection (b) 
applies because Treasurer did not intend Supplier Co. to have any interest in the check. 
It does not make any difference whether Supplier Co. was or was not a creditor o 
Corporation when the check was drawn. If Treasurer did not decide to steal the check 
until after the check was drawn, the case is covered by Section 3-405 rather than Section 
3-404(b), but the result is the same. See Case # 6 in Comment 3 to Section 3-405. 

Case # 3. Checks of Corporation must be signed by two officers. President and Trea- 
surer both sign a check of Corporation payable to Supplier Co., a company that does busi- 
ness with Corporation from time to time but to which Corporation does not owe any 
money. Treasurer knows that no money is owed to Supplier Co. and does not intend that 
Supplier Co. have any interest in the check. President believes that money is owed to 
Supplier Co. Treasurer obtains possession of the check after it is signed. Subsection (b) 
applies because Treasurer is *a person whose intent determines to whom an instrument 
is payable" and Treasurer does not intend Supplier Co. to have any interest in the check. 
Treasurer becomes the holder of the check and may negotiate it by indorsing it in the 
name “Supplier Co." 

Case # 4. Checks of Corporation are signed by a check-writing machine. Names o 
payees of checks produced by the machine are determined by information entered into 
the computer that operates the machine. Thief, a person who is not an employee or other 
agent of Corporation, obtains access to the computer and causes the check-writing 
machine to produce a check payable to Supplier Co., a non-existent company. Subsection! 
(b)(ii) applies. Thief then obtains possession of the check. At that point Thief becomes the 
holder of the check because Thief is the person in possession of the instrument. Subsec- 
tion (b)(1). Under Section 3-301 Thief, as holder, is the “person entitled to enforce the 
instrument" even though Thief does not have title to the check and is in wrongful posses- 
sion of it. Thief indorses the check in the name “Supplier Co.” and deposits it in an ac- 
count in Depositary Bank which Thief opened in the name “Supplier Co.” Depositary 
Bank takes the check in good faith and credits the “Supplier Co.” account. Under subsec- 
tion (b)(2) and (c)(i), the indorsement is effective. Depositary Bank becomes the holder 
and the person entitled to enforce the check. The check is presented to the drawee bank 
for payment and payment is made. Thief then withdraws the credit to the account. Al- 
though the check was issued without authority given by Corporation, the drawee bank is 
entitled to pay the check and charge Corporation’s account if there was an agreement 
with Corporation allowing the bank to debit Corporation’s account for payment of checks 
produced by the check-writing machine whether or not authorized. The indorsement is 
also effective if Supplier Co. is a real person. In that case subsection (b)(i) applies. Under 
Section 3-110(b) Thief is the person whose intent determines to whom the check is pay- 
able, and Thief did not intend Supplier Co. to have any interest in the check. When the 
drawee bank pays the check, there is no breach of warranty under Section 3-417(a)(1) or 
4-208(a)(1) because Depositary Bank was a person entitled to enforce the check when it 
was forwarded for payment. 

Case # 5. Thief, who is not an employee or agent of Corporation, steals check forms o 
Corporation. John Doe is president of Corporation and is authorized to sign checks on 
behalf of Corporation as drawer. Thief draws a check in the name of Corporation as 
drawer by forging the signature of Doe. Thief makes the check payable to the order o 
Supplier Co. with the intention of stealing it. Whether Supplier Co. is a fictitious person 
or a real person, Thief becomes the holder of the check and the person entitled to enforce 
it. The analysis is the same as that in Case # 4. Thief deposits the check in an account in 
Depositary Bank which Thief opened in the name “Supplier Co." Thief either indorses the 
check in a name other than *Supplier Co." or does not indorse the check at all. Under 
Section 4-205(a) a depositary bank may become holder of a check deposited to the ac- 
count of a customer if the customer was a holder, whether or not the customer indorses. 
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Subsection (c)(ii) treats deposit to an account in a name substantially similar to that o 
the payee as the equivalent of indorsement in the name of the payee. Thus, the deposit is 
an effective indorsement of the check. Depositary Bank becomes the holder of the check 
and the person entitled to enforce the check. If the check is paid by the drawee bank, 
there is no breach of warranty under Section 3-417(a)(1) or 4-208(a)(1) because Deposi- 
tary Bank was a person entitled to enforce the check when it was forwarded for payment 
and, unless Depositary Bank knew about the forgery of Doe’s signature, there is no 

breach of warranty under Section 3-417(a)(3) or 4-208(a)(3). Because the check was a 

forged check the drawee bank is not entitled to charge Corporation’s account unless 

Section 3-406 or Section 4-406 applies. 

3. In cases governed by subsection (a) the dispute will normally be between the drawer o 
he check that was obtained by the impostor and the drawee bank that paid it. The drawer 
is precluded from obtaining recredit of the drawer's account by arguing that the check was 
paid on a forged indorsement so long as the drawee bank acted in good faith in paying the 
check. Cases governed by subsection (b) are illustrated by Cases # 1 through # 5 in Com- 
ment 2. In Cases # 1, # 2, and # 3 there is no forgery of the check, thus the drawer of the 
check takes the loss if there is no lack of good faith by the banks involved. Cases # 4 and # 
5 are forged check cases. Depositary Bank is entitled to retain the proceeds of the check i 
it didn't know about the forgery. Under Section 3-418 the drawee bank is not entitled to re- 
cover from Depositary Bank on the basis of payment by mistake because Depositary Bank 

ook the check in good faith and gave value for the check when the credit given for the 

check was withdrawn. And there is no breach of warranty under Section 3-417(a)(1) or (3) 

or 4-208(a)(1) or (3). Unless Section 3-406 applies the loss is taken by the drawee bank if a 

orged check is paid, and that is the result in Case # 5. In Case # 4 the loss is taken by 

Corporation, the drawer, because an agreement between Corporation and the drawee bank 

allowed the bank to debit Corporation's account despite the unauthorized use of the check- 
riting machine. 

If a check payable to an impostor, fictitious payee, or payee not intended to have an 
interest in the check is paid, the effect of subsections (a) and (b) is to place the loss on the 
drawer of the check rather than on the drawee or the depositary bank that took the check 
or collection. Cases governed by subsection (a) always involve fraud, and fraud is almost 
always involved in cases governed by subsection (b). The drawer is in the best position to 
avoid the fraud and thus should take the loss. This is true in Case # 1, Case # 2, and Case 
# 3. But in some cases the person taking the check might have detected the fraud and thus 
have prevented the loss by the exercise of ordinary care. In those cases, if that person failed 

0 exercise ordinary care, it is reasonable that that person bear loss to the extent the fail- 
re contributed to the loss. Subsection (d) is intended to reach that result. It allows the 
person who suffers loss as a result of payment of the check to recover from the person who 
ailed to exercise ordinary care. In Case # 1, Case # 2, and Case # 3, the person suffering 
he loss is Corporation, the drawer of the check. In each case the most likely defendant is 
he depositary bank that took the check and failed to exercise ordinary care. In those cases, 
he drawer has a cause of action against the offending bank to recover a portion of the loss. 

he amount of loss to be allocated to each party is left to the trier of fact. Ordinary care is 
defined in Section 3-103(a)(9). An example of the type of conduct by a depositary bank that 
could give rise to recovery under subsection (d) is discussed in Comment 4 to Section 3-405. 

hat comment addresses the last sentence of Section 3-405(b) which is similar to Section 
3-404(d). 

In Case # 1, Case # 2, and Case # 3, there was no forgery of the drawer’s signature. But 
cases involving checks payable to a fictitious payee or a payee not intended to have an 
interest in the check are often forged check cases as well. Examples are Case # 4 and Case 
# 5. Normally, the loss in forged check cases is on the drawee bank that paid the check. 
Case # 5 is an example. In Case # 4 the risk with respect to the forgery is shifted to the 
drawer because of the agreement between the drawer and the drawee bank. The doctrine 
hat prevents a drawee bank from recovering payment with respect to a forged check if the 
payment was made to a person who took the check for value and in good faith is 
incorporated into Section 3-418 and Sections 3-417(a)(3) and 4-208(a)(3). This doctrine is 
based on the assumption that the depositary bank normally has no way of detecting the 
orgery because the drawer is not that bank's customer. On the other hand, the drawee 
bank, at least in some cases, may be able to detect the forgery by comparing the signature 
on the check with the specimen signature that the drawee has on file. But in some forged 
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check cases the depositary bank is in a position to detect the fraud. Those cases typically 
involve a check payable to a fictitious payee or a payee not intended to have an interest in 
he check. Subsection (d) applies to those cases. If the depositary bank failed to exercise 
ordinary care and the failure substantially contributed to the loss, the drawer in Case # 4 
or the drawee bank in Case # 5 has a cause of action against the depositary bank under 
subsection (d). Comment 4 to Section 3-405 can be used as a guide to the type of conduct 
hat could give rise to recovery under Section 3-404(d). 


$ 3-405. Employer's Responsibility for Fraudulent Indorsement by 
Employee. 
(a) In this section: 

(1) *Employee" includes an independent contractor and employee of an 
independent contractor retained by the employer. 

(2) “Fraudulent indorsement” means (i) in the case of an instrument 
payable to the employer, a forged indorsement purporting to be that o 
the employer, or (ii) in the case of an instrument with respect to which 
the employer is the issuer, a forged indorsement purporting to be that o 
the person identified as payee. 

(3) “Responsibility” with respect to instruments means authority (i) to 
sign or indorse instruments on behalf of the employer, (ii) to process 
instruments received by the employer for bookkeeping purposes, for de- 
posit to an account, or for other disposition, (iii) to prepare or process 
instruments for issue in the name of the employer, (iv) to supply infor- 
mation determining the names or addresses of payees of instruments to 
be issued in the name of the employer, (v) to control the disposition o 
instruments to be issued in the name of the employer, or (vi) to act 
otherwise with respect to instruments in a responsible capacity. 
“Responsibility” does not include authority that merely allows an em- 
ployee to have access to instruments or blank or incomplete instrument 
forms that are being stored or transported or are part of incoming or 
outgoing mail, or similar access. 

(b) For the purpose of determining the rights and liabilities of a person 

ho, in good faith, pays an instrument or takes it for value or for collec- 
ion, if an employer entrusted an employee with responsibility with re- 
spect to the instrument and the employee or a person acting in concert 

ith the employee makes a fraudulent indorsement of the instrument, the 
indorsement is effective as the indorsement of the person to whom the 
instrument is payable if it is made in the name of that person. If the 
person paying the instrument or taking it for value or for collection fails to 
exercise ordinary care in paying or taking the instrument and that failure 
substantially contributes to loss resulting from the fraud, the person bear- 
ing the loss may recover from the person failing to exercise ordinary care 
o the extent the failure to exercise ordinary care contributed to the loss. 

(c) Under subsection (b), an indorsement is made in the name of the 
person to whom an instrument is payable if (i) it is made in a name 
substantially similar to the name of that person or (ii) the instrument, 

hether or not indorsed, is deposited in a depositary bank to an account in 
a name substantially similar to the name of that person. 


Official Comment 


1. Section 3-405 is addressed to fraudulent indorsements made by an employee with re- 
spect to instruments with respect to which the employer has given responsibility to the 
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employee. It covers two categories of fraudulent indorsements: indorsements made in the 
ame of the employer to instruments payable to the employer and indorsements made in 
he name of payees of instruments issued by the employer. This section applies to instru- 
ments generally but normally the instrument will be a check. Section 3-405 adopts the 
principle that the risk of loss for fraudulent indorsements by employees who are entrusted 
ith responsibility with respect to checks should fall on the employer rather than the bank 
hat takes the check or pays it, if the bank was not negligent in the transaction. Section 
3-405 is based on the belief that the employer is in a far better position to avoid the loss by 
care in choosing employees, in supervising them, and in adopting other measures to prevent 
orged indorsements on instruments payable to the employer or fraud in the issuance o 
instruments in the name of the employer. If the bank failed to exercise ordinary care, 
subsection (b) allows the employer to shift loss to the bank to the extent the bank's failure 
o exercise ordinary care contributed to the loss. “Ordinary care" is defined in Section 
3-103(a)(9). The provision applies regardless of whether the employer is negligent. 

The first category of cases governed by Section 3-405 are those involving indorsements 
made in the name of payees of instruments issued by the employer. In this category, 
Section 3-405 includes cases that were covered by former Section 3-405(1)(c). The scope o 
Section 3-405 in revised Article 3 is, however, somewhat wider. It covers some cases not 
covered by former Section 3-405(1)(c) in which the entrusted employee makes a forged 
indorsement to a check drawn by the employer. An example is Case # 6 in Comment 3. 
Moreover, a larger group of employees is included in revised Section 3-405. The key provi- 
sion is the definition of “responsibility” in subsection (a)(1) which identifies the kind o 

esponsibility delegated to an employee which will cause the employer to take responsibil- 
ity for the fraudulent acts of that employee. An employer can insure this risk by employee 
delity bonds. 

The second category of cases governed by Section 3-405—fraudulent indorsements of the 
name of the employer to instruments payable to the employer—were covered in former 
Article 3 by Section 3-406. Under former Section 3-406, the employer took the loss only i 

egligence of the employer could be proved. Under revised Article 3, Section 3-406 need not 
be used with respect to forgeries of the employer's indorsement. Section 3-405 imposes the 
oss on the employer without proof of negligence. 

2. With respect to cases governed by former Section 3-405(1)(c), Section 3-405 is more 
avorable to employers in one respect. The bank was entitled to the preclusion provided by; 
ormer Section 3-405(1)(c) if it took the check in good faith. The fact that the bank acted 
egligently did not shift the loss to the bank so long as the bank acted in good faith. Under 
evised Section 3-405 the loss may be recovered from the bank to the extent the failure o 
he bank to exercise ordinary care contributed to the loss. 

3. Section 3-404(b) and Section 3-405 both apply to cases of employee fraud. Section 

3-404(b) is not limited to cases of employee fraud, but most of the cases to which it applies 

ill be cases of employee fraud. The following cases illustrate the application of Section 
3-405. In each case it is assumed that the bank that took the check acted in good faith and 

as not negligent. 

Case # 1. Janitor, an employee of Employer, steals a check for a very large amount 
payable to Employer after finding it on a desk in one of Employer's offices. Janitor forges 
Employer's indorsement on the check and obtains payment. Since Janitor was not 
entrusted with “responsibility” with respect to the check, Section 3-405 does not apply. 
Section 3-406 might apply to this case. The issue would be whether Employer was 
negligent in safeguarding the check. If not, Employer could assert that the indorsement 
was forged and bring an action for conversion against the depositary or payor bank 
under Section 3-420. 

Case st 2. X is Treasurer of Corporation and is authorized to write checks on behalf o 
Corporation by signing X's name as Treasurer. X draws a check in the name of Corpora- 
tion and signs X's name as Treasurer. The check is made payable to X. X then indorses 
the check and obtains payment. Assume that Corporation did not owe any money to X 
and did not authorize X to write the check. Although the writing of the check was not au- 
thorized, Corporation is bound as drawer of the check because X had authority to sign 
checks on behalf of Corporation. This result follows from agency law and Section 3-402(a). 
Section 3-405 does not apply in this case because there is no forged indorsement. X was 
payee of the check so the indorsement is valid. Section 3-110(a). 

Case # 3. The duties of Employee, a bookkeeper, include posting the amounts o 
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checks payable to Employer to the accounts of the drawers of the checks. Employee steals 
a check payable to Employer which was entrusted to Employee and forges Employer’s 
indorsement. The check is deposited by Employee to an account in Depositary Bank 
which Employee opened in the same name as Employer, and the check is honored by the 
drawee bank. The indorsement is effective as Employer’s indorsement because Employee’s 
duties include processing checks for bookkeeping purposes. Thus, Employee is entrusted 
with “responsibility” with respect to the check. Neither Depositary Bank nor the drawee 
bank is liable to Employer for conversion of the check. The same result follows if Em- 
ployee deposited the check in the account in Depositary Bank without indorsement. 
Section 4-205(a). Under subsection (c) deposit in a depositary bank in an account in a 
name substantially similar to that of Employer is the equivalent of an indorsement in the 
name of Employer. 

Case # 4. Employee’s duties include stamping Employer’s unrestricted blank indorse- 
ment on checks received by Employer and depositing them in Employer’s bank account. 
After stamping Employer’s unrestricted blank indorsement on a check, Employee steals 
the check and deposits it in Employee’s personal bank account. Section 3-405 doesn’t ap- 
ply because there is no forged indorsement. Employee is authorized by Employer to 
indorse Employer’s checks. The fraud by Employee is not the indorsement but rather the 
theft of the indorsed check. Whether Employer has a cause of action against the bank in. 
which the check was deposited is determined by whether the bank had notice of the 
breach of fiduciary duty by Employee. The issue is determined under Section 3-307. 

Case # 5. The computer that controls Employer's check-writing machine was 
programmed to cause a check to be issued to Supplier Co. to which money was owed by 
Employer. The address of Supplier Co. was included in the information in the computer. 
Employee is an accounts payable clerk whose duties include entering information into 
the computer. Employee fraudulently changed the address of Supplier Co. in the com- 
puter data bank to an address of Employee. The check was subsequently produced by the 
check-writing machine and mailed to the address that Employee had entered into the 
computer. Employee obtained possession of the check, indorsed it in the name of Supplier 
Co, and deposited it to an account in Depositary Bank which Employee opened in the 
name “Supplier Co." The check was honored by the drawee bank. The indorsement is ef- 
fective under Section 3-405(b) because Employee's duties allowed Employee to supply in- 
formation determining the address of the payee of the check. An employee that is 
entrusted with duties that enable the employee to determine the address to which a 
check is to be sent controls the disposition of the check and facilitates forgery of the 
indorsement. The employer is held responsible. The drawee may debit the account o 
Employer for the amount of the check. There is no breach of warranty by Depositary 
Bank under Section 3-417(a)(1) or 4-208(a)(1). 

Case # 6. Treasurer is authorized to draw checks in behalf of Corporation. Treasurer 
draws a check of Corporation payable to Supplier Co., a company that sold goods to 
Corporation. The check was issued to pay the price of these goods. At the time the check 
was signed Treasurer had no intention of stealing the check. Later, Treasurer stole the 
check, indorsed it in the name “Supplier Co.” and obtained payment by depositing it to 
an account in Depositary Bank which Treasurer opened in the name “Supplier Co.”. The 
indorsement is effective under Section 3-405(b). Section 3-404(b) does not apply to this 
case. 

Case # 7. Checks of Corporation are signed by Treasurer in behalf of Corporation as 
drawer. Clerk's duties include the preparation of checks for issue by Corporation. Clerk 
prepares a check payable to the order of Supplier Co. for Treasurer's signature. Clerk 
fraudulently informs Treasurer that the check is needed to pay a debt owed to Supplier 
Co, a company that does business with Corporation. No money is owed to Supplier Co. 
and Clerk intends to steal the check. Treasurer signs it and returns it to Clerk for 
mailing. Clerk does not indorse the check but deposits it to an account in Depositary 
Bank which Clerk opened in the name “Supplier Co.”. The check is honored by the 
drawee bank. Section 3-404(b)(i) does not apply to this case because Clerk, under Section 
3-110(a), is not the person whose intent determines to whom the check is payable. But 
Section 3-405 does apply and it treats the deposit by Clerk as an effective indorsement by 
Clerk because Clerk was entrusted with responsibility with respect to the check. If Sup- 
plier Co. is a fictitious person Section 3-404(b)(ii) applies. But the result is the same. 
Clerk's deposit is treated as an effective indorsement of the check whether Supplier Co. 
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is a fictitious or a real person or whether money was or was not owing to Supplier Co. 

The drawee bank may debit the account of Corporation for the amount of the check and 

there is no breach of warranty by Depositary Bank under Section 3-417(1)(a). 

4. The last sentence of subsection (b) is similar to subsection (d) of Section 3-404 which is 
discussed in Comment 3 to Section 3-404. In Case # 5, Case # 6, or Case # 7 the depositary 
bank may have failed to exercise ordinary care when it allowed the employee to open an ac- 
count in the name “Supplier Co.," to deposit checks payable to “Supplier Co." in that ac- 
count, or to withdraw funds from that account that were proceeds of checks payable to Sup- 
plier Co. Failure to exercise ordinary care is to be determined in the context of all the facts 

elating to the bank's conduct with respect to the bank's collection of the check. If the trier 
of fact finds that there was such a failure and that the failure substantially contributed to 
oss, it could find the depositary bank liable to the extent the failure contributed to the loss. 
he last sentence of subsection (b) can be illustrated by an example. Suppose in Case # 5 
hat the check is not payable to an obscure “Supplier Co." but rather to a well-known 
ational corporation. In addition, the check is for a very large amount of money. Before 
depositing the check, Employee opens an account in Depositary Bank in the name of the 
corporation and states to the person conducting the transaction for the bank that Employee 
is manager of a new office being opened by the corporation. Depositary Bank opens the ac- 
count without requiring Employee to produce any resolutions of the corporation's board o 
directors or other evidence of authorization of Employee to act for the corporation. A few 
days later, the check is deposited, the account is credited, and the check is presented for 
payment. After Depositary Bank receives payment, it allows Employee to withdraw the 
credit by a wire transfer to an account in a bank in a foreign country. The trier of fact could 
nd that Depositary Bank did not exercise ordinary care and that the failure to exercise 
ordinary care contributed to the loss suffered by Employer. The trier of fact could allow 
ecovery by Employer from Depositary Bank for all or part of the loss suffered by Employer. 


As amended in 2005. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


$ 3-406. Negligence Contributing to Forged Signature or 
Alteration of Instrument. 


(a) A person whose failure to exercise ordinary care substantially 
contributes to an alteration of an instrument or to the making of a forged 
signature on an instrument is precluded from asserting the alteration or 

he forgery against a person who, in good faith, pays the instrument or 
akes it for value or for collection. 


(b) Under subsection (a), if the person asserting the preclusion fails to 
exercise ordinary care in paying or taking the instrument and that failure 
substantially contributes to loss, the loss is allocated between the person 
precluded and the person asserting the preclusion according to the extent 

o which the failure of each to exercise ordinary care contributed to the 


(c) Under subsection (a), the burden of proving failure to exercise 
ordinary care is on the person asserting the preclusion. Under subsection 
(b), the burden of proving failure to exercise ordinary care is on the person 


Official Comment 
1. Section 3-406(a) is based on former Section 3-406. With respect to alteration, Section 
3-406 adopts the doctrine of Young v. Grote, 4 Bing. 253 (1827), which held that a drawer 
ho so negligently draws an instrument as to facilitate its material alteration is liable to a 
drawee who pays the altered instrument in good faith. Under Section 3-406 the doctrine is 
expanded to apply not only to drafts but to all instruments. It includes in the protected 
class any “person who, in good faith, pays the instrument or takes it for value or for 
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collection.” Section 3-406 rejects decisions holding that the maker of a note owes no duty o 
care to the holder because at the time the instrument is issued there is no contract between 
hem. By issuing the instrument and “setting it afloat upon a sea of strangers” the maker 
or drawer voluntarily enters into a relation with later holders which justifies imposition o 
a duty of care. In this respect an instrument so negligently drawn as to facilitate alteration 
does not differ in principle from an instrument containing blanks which may be filled. 
nder Section 3-407 a person paying an altered instrument or taking it for value, in good 
aith and without notice of the alteration may enforce rights with respect to the instrument 
according to its original terms. If negligence of the obligor substantially contributes to an 
alteration, this section gives the holder or the payor the alternative right to treat the 
altered instrument as though it had been issued in the altered form. 

No attempt is made to define particular conduct that will constitute “failure to exercise 
ordinary care [that] substantially contributes to an alteration.” Rather, “ordinary care” is 
defined in Section 3-103(a)(9) in general terms. The question is left to the court or the jury 
or decision in the light of the circumstances in the particular case including reasonable 
commercial standards that may apply. 

Section 3-406 does not make the negligent party liable in tort for damages resulting from 
he alteration. If the negligent party is estopped from asserting the alteration the person 
aking the instrument is fully protected because the taker can treat the instrument as hav- 

ing been issued in the altered form. 

2. Section 3-406 applies equally to a failure to exercise ordinary care that substantially 
contributes to the making of a forged signature on an instrument. Section 3-406 refers to 
“forged signature” rather than “unauthorized signature” that appeared in former Section 
3-406 because it more accurately describes the scope of the provision. Unauthorized 
signature is a broader concept that includes not only forgery but also the signature of an 
agent which does not bind the principal under the law of agency. The agency cases are 
esolved independently under agency law. Section 3-406 is not necessary in those cases. 

The “substantially contributes” test of former Section 3-406 is continued in this section in. 
preference to a “direct and proximate cause” test. The “substantially contributes” test is 
meant to be less stringent than a “direct and proximate cause” test. Under the less stringent 
est the preclusion should be easier to establish. Conduct “substantially contributes” to a 
material alteration or forged signature if it is a contributing cause of the alteration or 
signature and a substantial factor in bringing it about. The analysis of “substantially 
contributes” in former Section 3-406 by the court in Thompson Maple Products v. Citizens 
National Bank of Corry, 234 A.2d 32 (Pa.Super.Ct.1967), states what is intended by the use 
of the same words in revised Section 3-406(b). Since Section 3-404(d) and Section 3-405(b) 
also use the words “substantially contributes” the analysis of these words also applies to 
hose provisions. 

3. The following cases illustrate the kind of conduct that can be the basis of a preclusion 
under Section 3-406(a): 

Case # 1. Employer signs checks drawn on Employer’s account by use of a rubber 
stamp of Employer’s signature. Employer keeps the rubber stamp along with Employer’s 
personalized blank check forms in an unlocked desk drawer. An unauthorized person 
fraudulently uses the check forms to write checks on Employer’s account. The checks are 
signed by use of the rubber stamp. If Employer demands that Employer’s account in the 
drawee bank be recredited because the forged check was not properly payable, the 
drawee bank may defend by asserting that Employer is precluded from asserting the 
forgery. The trier of fact could find that Employer failed to exercise ordinary care to 
safeguard the rubber stamp and the check forms and that the failure substantially 
contributed to the forgery of Employer’s signature by the unauthorized use of the rubber 
stamp. 

Case # 2. An insurance company draws a check to the order of Sarah Smith in pay- 
ment of a claim of a policyholder, Sarah Smith, who lives in Alabama. The insurance 
company also has a policyholder with the same name who lives in Illinois. By mistake, 
the insurance company mails the check to the Illinois Sarah Smith who indorses the 
check and obtains payment. Because the payee of the check is the Alabama Sarah Smith, 
the indorsement by the Illinois Sarah Smith is a forged indorsement. Section 3-110(a). 
The trier of fact could find that the insurance company failed to exercise ordinary care 
when it mailed the check to the wrong person and that the failure substantially 
contributed to the making of the forged indorsement. In that event the insurance company 
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could be precluded from asserting the forged indorsement against the drawee bank that 
honored the check. 

Case # 3. A company writes a check for $10. The figure “10” and the word “ten” are 
typewritten in the appropriate spaces on the check form. A large blank space is left after 


lar to that used on the check, writes the word “thousand” after the word “ten” 
comma and three zeros after the figure “10”. The drawee bank in good faith pays $10,000 
when the check is presented for payment and debits the account of the drawer in that 
amount. The trier of fact could find that the drawer failed to exercise ordinary care in 
writing the check and that the failure substantially contributed to the alteration. In that 
case the drawer is precluded from asserting the alteration against the drawee if the 
check was paid in good faith. 
4. Subsection (b) differs from former Section 3-406 in that it adopts a concept of compara- 
ive negligence. If the person precluded under subsection (a) proves that the person assert- 
ing the preclusion failed to exercise ordinary care and that failure substantially contributed. 
o the loss, the loss may be allocated between the two parties on a comparative negligence 
basis. In the case of a forged indorsement the litigation is usually between the payee of the 
check and the depositary bank that took the check for collection. An example is a case like 
Case # 1 of Comment 3 to Section 3-405. If the trier of fact finds that Employer failed to 
exercise ordinary care in safeguarding the check and that the failure substantially 
contributed to the making of the forged indorsement, subsection (a) of Section 3-406 applies. 
If Employer brings an action for conversion against the depositary bank that took the 
checks from the forger, the depositary bank could assert the preclusion under subsection 
(a). But suppose the forger opened an account in the depositary bank in a name identical to 
hat of Employer, the payee of the check, and then deposited the check in the account. 
Subsection (b) may apply. There may be an issue whether the depositary bank should have 
been alerted to possible fraud when a new account was opened for a corporation shortly 
before a very large check payable to a payee with the same name is deposited. Circum- 
stances surrounding the opening of the account may have suggested that the corporation to 
hich the check was payable may not be the same as the corporation for which the account 
as opened. If the trier of fact finds that collecting the check under these circumstances 
as a failure to exercise ordinary care, it could allocate the loss between the depositary 
bank and Employer, the payee. 


§ 3-407. Alteration. 

(a) “Alteration” means (i) an unauthorized change in an instrument that 
purports to modify in any respect the obligation of a party, or (ii) an unau- 
horized addition of words or numbers or other change to an incomplete 
instrument relating to the obligation of a party. 

(b) Except as provided in subsection (c), an alteration fraudulently made 
discharges a party whose obligation is affected by the alteration unless 
hat party assents or is precluded from asserting the alteration. No other 
alteration discharges a party, and the instrument may be enforced accord- 
ing to its original terms. 

(c) A payor bank or drawee paying a fraudulently altered instrument or 
a person taking it for value, in good faith and without notice of the 
alteration, may enforce rights with respect to the instrument (i) according 
o its original terms, or (ii) in the case of an incomplete instrument altered 
by unauthorized completion, according to its terms as completed. 


Official Comment 
1. This provision restates former Section 3-407. Former Section 3-407 defined a “mate- 
ial” alteration as any alteration that changes the contract of the parties in any respect. 
Revised Section 3-407 refers to such a change as an alteration. As under subsection (2) o 
ormer Section 3-407, discharge because of alteration occurs only in the case of an alteration 
audulently made. There is no discharge if a blank is filled in the honest belief that it is 
authorized or if a change is made with a benevolent motive such as a desire to give the 
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obligor the benefit of a lower interest rate. Changes favorable to the obligor are unlikely to 
be made with any fraudulent intent, but if such an intent is found the alteration may oper- 
ate as a discharge. 
Discharge is a personal defense of the party whose obligation is modified and anyone 
hose obligation is not affected is not discharged. But if an alteration discharges a party 
here is also discharge of any party having a right of recourse against the discharged party 
because the obligation of the party with the right of recourse is affected by the alteration. 
Assent to the alteration given before or after it is made will prevent the party from assert- 
ing the discharge. The phrase “or is precluded from asserting the alteration" in subsection. 
(b) recognizes the possibility of an estoppel or other ground barring the defense which does 
ot rest on assent. 
2. Under subsection (c) a person paying a fraudulently altered instrument or taking it for 
alue, in good faith and without notice of the alteration, is not affected by a discharge 
under subsection (b). The person paying or taking the instrument may assert rights with 
espect to the instrument according to its original terms or, in the case of an incomplete 
instrument that is altered by unauthorized completion, according to its terms as completed. 
If blanks are filled or an incomplete instrument is otherwise completed, subsection (c) 
places the loss upon the party who left the instrument incomplete by permitting enforce- 
ment in its completed form. This result is intended even though the instrument was stolen 
om the issuer and completed after the theft. 


§ 3-408. Drawee Not Liable on Unaccepted Draft. 


A check or other draft does not of itself operate as an assignment o 
funds in the hands of the drawee available for its payment, and the drawee 
is not liable on the instrument until the drawee accepts it. 


Official Comment 

1. This section is a restatement of former Section 3-409(1). Subsection (2) of former Sec- 
ion 3-409 is deleted as misleading and superfluous. Comment 3 says of subsection (2): “It 
is intended to make it clear that this section does not in any way affect any liability which. 
may arise apart from the instrument.” In reality subsection (2) did not make anything clear 
and was a source of confusion. If all it meant was that a bank that has not certified a check 
may engage in other conduct that might make it liable to a holder, it stated the obvious 
and was superfluous. Section 1-103 is adequate to cover those cases. 

2. Liability with respect to drafts may arise under other law. For example, Section 4-302 
imposes liability on a payor bank for late return of an item. 


§ 3-409. Acceptance of Draft; Certified Check. 


(a) “Acceptance” means the drawee’s signed agreement to pay a draft as 
presented. It must be written on the draft and may consist of the drawee’s 
signature alone. Acceptance may be made at any time and becomes effec- 

ive when notification pursuant to instructions is given or the accepted 
draft is delivered for the purpose of giving rights on the acceptance to any 


(b) A draft may be accepted although it has not been signed by the 
drawer, is otherwise incomplete, is overdue, or has been dishonored. 

(c) If a draft is payable at a fixed period after sight and the acceptor fails 

o date the acceptance, the holder may complete the acceptance by supply- 
ing a date in good faith. 

(d) “Certified check” means a check accepted by the bank on which it is 
drawn. Acceptance may be made as stated in subsection (a) or by a writing 
on the check which indicates that the check is certified. The drawee of a 
check has no obligation to certify the check, and refusal to certify is not 
dishonor of the check. 


396 


NEGOTIABLE INSTRUMENTS 


Official Comment 

1. The first three subsections of Section 3-409 are a restatement of former Section 3-410. 
Subsection (d) adds a definition of certified check which is a type of accepted draft. 

2. Subsection (a) states the generally recognized rule that the mere signature of the 
drawee on the instrument is a sufficient acceptance. Customarily the signature is written 

ertically across the face of the instrument, but since the drawee has no reason to sign for 
any other purpose a signature in any other place, even on the back of the instrument, is 
sufficient. It need not be accompanied by such words as “Accepted,” “Certified,” or “Good.” It 
must not, however, bear any words indicating an intent to refuse to honor the draft. The 
ast sentence of subsection (a) states the generally recognized rule that an acceptance writ- 
en on the draft takes effect when the drawee notifies the holder or gives notice according 
o instructions. 

3. The purpose of subsection (c) is to provide a definite date of payment if none appears 
on the instrument. An undated acceptance of a draft payable “thirty days after sight" is 
incomplete. Unless the acceptor writes in a different date the holder is authorized to 
complete the acceptance according to the terms of the draft by supplying a date o 
acceptance. Any date supplied by the holder is effective if made in good faith. 

4. 'The last sentence of subsection (d) states the generally recognized rule that in the 
absence of agreement a bank is under no obligation to certify a check. A check is a demand 
instrument calling for payment rather than acceptance. The bank may be liable for breach. 
of any agreement with the drawer, the holder, or any other person by which it undertakes 
o certify. Its liability is not on the instrument, since the drawee is not so liable until 
acceptance. Section 3-408. Any liability is for breach of the separate agreement. 


$ 3-410. Acceptance Varying Draft. 
(a) If the terms of a drawee's acceptance vary from the terms of the draft 


(b) The terms of a draft are not varied by an acceptance to pay at a par- 
icular bank or place in the United States, unless the acceptance states 
hat the draft is to be paid only at that bank or place. 


(c) If the holder assents to an acceptance varying the terms of a draft, 
he obligation of each drawer and indorser that does not expressly assent 
o the acceptance is discharged. 


Official Comment 

1. This section is a restatement of former Section 3-412. It applies to conditional ac- 
ceptances, acceptances for part of the amount, acceptances to pay at a different time from 
hat required by the draft, or to the acceptance of less than all of the drawees. It applies to 
any other engagement changing the essential terms of the draft. If the drawee makes a 

aried acceptance the holder may either reject it or assent to it. The holder may reject by 
insisting on acceptance of the draft as presented. Refusal by the drawee to accept the draft 
as presented is dishonor. In that event the drawee is not bound by the varied acceptance 
and is entitled to have it canceled. 

If the holder assents to the varied acceptance, the drawee's obligation as acceptor is ac- 
cording to the terms of the varied acceptance. Under subsection (c) the effect of the holder's 
assent is to discharge any drawer or indorser who does not also assent. The assent of the 
drawer or indorser must be affirmatively expressed. Mere failure to object within a reason- 
able time is not assent which will prevent the discharge. 

2. Under subsection (b) an acceptance does not vary from the terms of the draft if it 
provides for payment at any particular bank or place in the United States unless the accep- 

ance states that the draft is to be paid only at such bank or place. Section 3-501(b)(1) 
states that if an instrument is payable at a bank in the United States presentment must be 
made at the place of payment (Section 3-111) which in this case is at the designated bank. 


§ 3-411. Refusal to Pay Cashier's Checks, Teller's Checks, and 
Certified Checks. 


(a) In this section, “obligated bank" means the acceptor of a certified 
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check or the issuer of a cashier’s check or teller’s check bought from the 


(b) If the obligated bank wrongfully (i) refuses to pay a cashier’s check or 
certified check, (ii) stops payment of a teller’s check, or (iii) refuses to pay 
a dishonored teller’s check, the person asserting the right to enforce the 
check is entitled to compensation for expenses and loss of interest result- 
ing from the nonpayment and may recover consequential damages if the 
obligated bank refuses to pay after receiving notice of particular circum- 
stances giving rise to the damages. 


(c) Expenses or consequential damages under subsection (b) are not re- 
coverable if the refusal of the obligated bank to pay occurs because (i) the 
bank suspends payments, (ii) the obligated bank asserts a claim or defense 
of the bank that it has reasonable grounds to believe is available against 
he person entitled to enforce the instrument, (iii) the obligated bank has a 
reasonable doubt whether the person demanding payment is the person 
entitled to enforce the instrument, or (iv) payment is prohibited by law. 


Official Comment 

1. In some cases a creditor may require that the debt be paid by an obligation of a bank. 

he debtor may comply by obtaining certification of the debtor's check, but more frequently 
he debtor buys from a bank a cashier's check or teller's check payable to the creditor. The 
check is taken by the creditor as a cash equivalent on the assumption that the bank will 
pay the check. Sometimes, the debtor wants to retract payment by inducing the obligated 
bank not to pay. The typical case involves a dispute between the parties to the transaction 
in which the check is given in payment. In the case of a certified check or cashier's check, 
he bank can safely pay the holder of the check despite notice that there may be an adverse 
claim to the check (Section 3-602). It is also clear that the bank that sells a teller's check 
has no duty to order the bank on which it is drawn not to pay it. A debtor using any o 
hese types of checks has no right to stop payment. Nevertheless, some banks will refuse 
payment as an accommodation to a customer. Section 3-411 is designed to discourage this 
practice. 

2. The term “obligated bank” refers to the issuer of the cashier's check or teller’s check 
and the acceptor of the certified check. If the obligated bank wrongfully refuses to pay, it is 
iable to pay for expenses and loss of interest resulting from the refusal to pay. There is no 
express provision for attorney's fees, but attorney's fees are not meant to be necessarily 
excluded. They could be granted because they fit within the language “expenses * * * 
esulting from the nonpayment." In addition the bank may be liable to pay consequential 
damages if it has notice of the particular circumstances giving rise to the damages. 

3. Subsection (c) provides that expenses or consequential damages are not recoverable i 
he refusal to pay is because of the reasons stated. The purpose is to limit that recovery to 
cases in which the bank refuses to pay even though its obligation to pay is clear and it is 
able to pay. Subsection (b) applies only if the refusal to honor the check is wrongful. If the 
bank is not obliged to pay there is no recovery. The bank may assert any claim or defense 
hat it has, but normally the bank would not have a claim or defense. In the usual case it is 
a remitter that is asserting a claim to the check on the basis of a rescission of negotiation 
o the payee under Section 3-202. See Comment 2 to Section 3-201. The bank can assert 
hat claim if there is compliance with Section 3-305(c), but the bank is not protected from 
damages under subsection (b) if the claim of the remitter is not upheld. In that case, the 
bank is insulated from damages only if payment is enjoined under Section 3-602(b)(1). 
Subsection (c)(iii) refers to cases in which the bank may have a reasonable doubt about the 
identity of the person demanding payment. For example, a cashier's check is payable to 
"Supplier Co." The person in possession of the check presents it for payment over the 
counter and claims to be an officer of Supplier Co. The bank may refuse payment until it 
has been given adequate proof that the presentment in fact is being made for Supplier Co., 
he person entitled to enforce the check. 


$ 3-412. Obligation of Issuer of Note or Cashier's Check. 
The issuer of a note or cashier’s check or other draft drawn on the drawer 
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is obliged to pay the instrument (i) according to its terms at the time it 
as issued or, if not issued, at the time it first came into possession of a 
holder, or (ii) if the issuer signed an incomplete instrument, according to 
its terms when completed, to the extent stated in Sections 3-115 and 3-407. 
he obligation is owed to a person entitled to enforce the instrument or to 
an indorser who paid the instrument under Section 3-415. 


Official Comment 
1. The obligations of the maker, acceptor, drawer, and indorser are stated in four sepa- 
ate sections. Section 3-412 states the obligation of the maker of a note and is consistent 
ith former Section 3-413(1). Section 3-412 also applies to the issuer of a cashier’s check or 
other draft drawn on the drawer. Under former Section 3-118(a), since a cashier’s check or 
other draft drawn on the drawer was “effective as a note,” the drawer was liable under for- 
mer Section 3-413(1) as a maker. Under Sections 3-103(a)(8) and 3-104(f) a cashier’s check 
or other draft drawn on the drawer is treated as a draft to reflect common commercial us- 
age, but the liability of the drawer is stated by Section 3-412 as being the same as that o 
he maker of a note rather than that of the drawer of a draft. Thus, Section 3-412 does not 
in substance change former law. 
2. Under Section 3-105(b) nonissuance of either a complete or incomplete instrument is a 
defense by a maker or drawer against a person that is not a holder in due course. 
3. The obligation of the maker may be modified in the case of alteration if, under Section 
3-406, the maker is precluded from asserting the alteration. 
4. The rule of this section is similar to the rule of Article 39 of the Convention on 
nternational Bills of Exchange and International Promissory Notes. Amendments approved. 
by the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 


$ 3-413. Obligation of Acceptor. 


(a) The acceptor of a draft is obliged to pay the draft (i) according to its 
erms at the time it was accepted, even though the acceptance states that 
he draft is payable “as originally drawn" or equivalent terms, (ii) if the ac- 

ceptance varies the terms of the draft, according to the terms of the draft 
as varied, or (iii) if the acceptance is of a draft that is an incomplete instru- 

ent, according to its terms when completed, to the extent stated in Sections 
9-115 and 3-407. The obligation is owed to a person entitled to enforce the 
draft or to the drawer or an indorser who paid the draft under Section 
3-414 or 3-415. 

(b) If the certification of a check or other acceptance of a draft states the 
amount certified or accepted, the obligation of the acceptor is that amount. 
If (i) the certification or acceptance does not state an amount, (ii) the 
amount of the instrument is subsequently raised, and (iii) the instrument 
is then negotiated to a holder in due course, the obligation of the acceptor 
is the amount of the instrument at the time it was taken by the holder in| 
due course. 


Official Comment 

Subsection (a) is consistent with former Section 3-413(1). Subsection (b) has primary 
importance with respect to certified checks. It protects the holder in due course of a certi- 
ed check that was altered after certification and before negotiation to the holder in due 
course. A bank can avoid liability for the altered amount by stating on the check the 
amount the bank agrees to pay. The subsection applies to other accepted drafts as well. The 
ule of this section is similar to the rule of Articles 41 of the Convention on International 
Bills of Exchange and International Promissory Notes. Articles 42 and 43 of the Convention 
include more detailed rules that in many respects do not have parallels in this Article. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 2, 2002. 
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§ 3-414. Obligation of Drawer. 

(a) This section does not apply to cashier’s checks or other drafts drawn 
on the drawer. 

(b) If an unaccepted draft is dishonored, the drawer is obliged to pay the 
draft (i) according to its terms at the time it was issued or, if not issued, at 
he time it first came into possession of a holder, or (ii) if the drawer 
signed an incomplete instrument, according to its terms when completed, 
o the extent stated in Sections 3-115 and 3-407. The obligation is owed to 
a person entitled to enforce the draft or to an indorser who paid the draft 

nder Section 3-415. 

(c) If a draft is accepted by a bank, the drawer is discharged, regardless 
of when or by whom acceptance was obtained. 

(d) If a draft is accepted and the acceptor is not a bank, the obligation o 
he drawer to pay the draft if the draft is dishonored by the acceptor is the 
same as the obligation of an indorser under Section 3-415(a) and (c). 

(e) If a draft states that it is drawn “without recourse” or otherwise 
disclaims liability of the drawer to pay the draft, the drawer is not liable 

nder subsection (b) to pay the draft if the draft is not a check. A disclaimer 
of the liability stated in subsection (b) is not effective if the draft is a 
check. 

(f) If G) a check is not presented for payment or given to a depositary 
bank for collection within 30 days after its date, (ii) the drawee suspends 
payments after expiration of the 30-day period without paying the check, 
and (iii) because of the suspension of payments, the drawer is deprived o 


funds maintained with the drawee to cover payment of the check, the 
drawer to the extent deprived of funds may discharge its obligation to pay 
he check by assigning to the person entitled to enforce the check the 
rights of the drawer against the drawee with respect to the funds. 


Official Comment 

1. Subsection (a) excludes cashier’s checks because the obligation of the issuer of a 
cashier’s check is stated in Section 3-412. 

2. Subsection (b) states the obligation of the drawer on an unaccepted draft. It replaces 
ormer Section 3-413(2). The requirement under former Article 3 of notice of dishonor or 
protest has been eliminated. Under revised Article 3, notice of dishonor is necessary only 

ith respect to indorser’s liability. The liability of the drawer of an unaccepted draft is 
reated as a primary liability. Under former Section 3-102(1)(d) the term “secondary party” 

as used to refer to a drawer or indorser. The quoted term is not used in revised Article 3. 
he effect of a draft drawn without recourse is stated in subsection (e). 

3. Under subsection (c) the drawer is discharged of liability on a draft accepted by a bank 
egardless of when acceptance was obtained. This changes former Section 3-411(1) which 
provided that the drawer is discharged only if the holder obtains acceptance. Holders that 
have a bank obligation do not normally rely on the drawer to guarantee the bank’s solvency. 
A holder can obtain protection against the insolvency of a bank acceptor by a specific 
guaranty of payment by the drawer or by obtaining an indorsement by the drawer. Section 
3-205(d). 

4. Subsection (d) states the liability of the drawer if a draft is accepted by a drawee other 
han a bank and the acceptor dishonors. The drawer of an unaccepted draft is the only 
party liable on the instrument. The drawee has no liability on the draft. Section 3-408. 

en the draft is accepted, the obligations change. The drawee, as acceptor, becomes pri- 

marily liable and the drawer’s liability is that of a person secondarily liable as a guarantor 
of payment. The drawer’s liability is identical to that of an indorser, and subsection (d) 
states the drawer’s liability that way. The drawer is liable to pay the person entitled to 
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case is discharged if notice of dishonor is required by Section 3-503 and is not given in 
compliance with that section. A drawer that pays has a right of recourse against the 
acceptor. Section 3-413(a). 

5. Subsection (e) does not permit the drawer of a check to avoid liability under subsection 
(b) by drawing the check without recourse. There is no legitimate purpose served by issuing 
a check on which nobody is liable. Drawing without recourse is effective to disclaim liability 
of the drawer if the draft is not a check. Suppose, in a documentary sale, Seller draws a 
draft on Buyer for the price of goods shipped to Buyer. The draft is payable upon delivery 

o the drawee of an order bill of lading covering the goods. Seller delivers the draft with the 
bill of lading to Finance Company that is named as payee of the draft. If Seller draws 

ithout recourse Finance Company takes the risk that Buyer will dishonor. If Buyer 
dishonors, Finance Company has no recourse against Seller but it can obtain reimburse- 
ment by selling the goods which it controls through the bill of lading. 

6. Subsection (f) is derived from former Section 3-502(1)(b). It is designed to protect the 
drawer of a check against loss resulting from suspension of payments by the drawee bank 

hen the holder of the check delays collection of the check. For example, X writes a check 
payable to Y for $1,000. The check is covered by funds in X’s account in the drawee bank. 
delays initiation of collection of the check for more than 30 days after the date of the check. 

he drawee bank suspends payments after the 30-day period and before the check is pre- 
sented for payment. If the $1,000 of funds in X’s account have not been withdrawn, X has a 
claim for those funds against the drawee bank and, if subsection (e) were not in effect, X 

ould be liable to Y on the check because the check was dishonored. Section 3-502(e). If the 
suspension of payments by the drawee bank will result in payment to X of less than the full 
amount of the $1,000 in the account or if there is a significant delay in payment to X, X will 
suffer a loss which would not have been suffered if Y had promptly initiated collection o 
he check. In most cases, X will not suffer any loss because of the existence of federal bank 
deposit insurance that covers accounts up to $100,000. Thus, subsection (e) has relatively 
ittle importance. There might be some cases, however, in which the account is not fully 
insured because it exceeds $100,000 or because the account doesn’t qualify for deposit 
insurance. Subsection (f) retains the phrase “deprived of funds maintained with the drawee” 
appearing in former Section 3-502(1)(b). The quoted phrase applies if the suspension o 
payments by the drawee prevents the drawer from receiving the benefit of funds which 

ould have paid the check if the holder had been timely in initiating collection. Thus, any 
significant delay in obtaining full payment of the funds is a deprivation of funds. The 
drawer can discharge drawer’s liability by assigning rights against the drawee with respect 
o the funds to the holder. 

7. The obligation of the drawer under this section is similar to the obligation of the 
drawer under Article 38 of the Convention on International Bills of Exchange and 
nternational Promissory Notes. Amendments approved by the Permanent Editorial Board 
or Uniform Commercial Code November 2, 2002. 


§ 3-415. Obligation of Indorser. 

(a) Subject to subsections (b), (c), (d), (e) and to Section 3-419(d), if an 
instrument is dishonored, an indorser is obliged to pay the amount due on 
he instrument (i) according to the terms of the instrument at the time it 

as indorsed, or (ii) if the indorser indorsed an incomplete instrument, ac- 
cording to its terms when completed, to the extent stated in Sections 3-115 
and 3-407. The obligation of the indorser is owed to a person entitled to 
enforce the instrument or to a subsequent indorser who paid the instru- 

ent under this section. 

(b) If an indorsement states that it is made “without recourse” or 
otherwise disclaims liability of the indorser, the indorser is not liable 
nder subsection (a) to pay the instrument. 

(c) If notice of dishonor of an instrument is required by Section 3-503 
and notice of dishonor complying with that section is not given to an in- 
dorser, the liability of the indorser under subsection (a) is discharged. 
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(d) If a draft is accepted by a bank after an indorsement is made, the li- 
ability of the indorser under subsection (a) is discharged. 


(e) If an indorser of a check is liable under subsection (a) and the check 
is not presented for payment, or given to a depositary bank for collection, 

ithin 30 days after the day the indorsement was made, the liability of the 
indorser under subsection (a) is discharged. 


As amended in 1993. 


Official Comment 

1. Subsections (a) and (b) restate the substance of former Section 3-414(1). Subsection (2) 
of former Section 3-414 has been dropped because it is superfluous. Although notice of dis- 
honor is not mentioned in subsection (a), it must be given in some cases to charge an 
indorser. It is covered in subsection (c). Regulation CC § 229.35(b) provides that a bank 
handling a check for collection or return is liable to a bank that subsequently handles the 
check to the extent the latter bank does not receive payment for the check. This liability 
applies whether or not the bank incurring the liability indorsed the check. 

2. Section 3-503 states when notice of dishonor is required and how it must be given. I 
equired notice of dishonor is not given in compliance with Section 3-503, subsection (c) o 
Section 3-415 states that the effect is to discharge the indorser’s obligation. 

3. Subsection (d) is similar in effect to Section 3-414(c) if the draft is accepted by a bank 
after the indorsement is made. See Comment 3 to Section 3-414. If a draft is accepted by a 
bank before the indorsement is made, the indorser incurs the obligation stated in subsec- 
ion (a). 

4. Subsection (e) modifies former Sections 3-503(2)(b) and 3-502(1)(a) by stating a 30-day 
ather than a seven-day period, and stating it as an absolute rather than a presumptive 
period. 

5. As stated in subsection (a), the obligation of an indorser to pay the amount due on the 
instrument is generally owed not only to a person entitled to enforce the instrument but 
also to a subsequent indorser who paid the instrument. But if the prior indorser and the 
subsequent indorser are both anomalous indorsers, this rule does not apply. In that case, 
Section 3-116 applies. Under Section 3-116(a), the anomalous indorsers are jointly and sev- 
erally liable and if either pays the instrument the indorser who pays has a right of contri- 
bution against the other. Section 3-116(b). The right to contribution in Section 3-116(b) is 
subject to “agreement of the affected parties.” Suppose the subsequent indorser can prove 
an agreement with the prior indorser under which the prior indorser agreed to treat the 
subsequent indorser as a guarantor of the obligation of the prior indorser. Rights of the two 
indorsers between themselves would be governed by the agreement. Under suretyship law, 
he subsequent indorser under such an agreement is referred to as a sub-surety. Under the 
agreement, if the subsequent indorser pays the instrument there is a right to reimburse- 
ment from the prior indorser; if the prior indorser pays the instrument, there is no right o 

ecourse against the subsequent indorser. See PEB Commentary No. 11, dated February 
10, 1994 [Appendix A, infra]. 

6. The rule of this section is similar to the rule of Article 44 of the Convention on 
nternational Bills of Exchange and International Promissory Notes. Amendments approved 
by the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 


§ 3-416. Transfer Warranties. 


(a) A person who transfers an instrument for consideration warrants to 
he transferee and, if the transfer is by indorsement, to any subsequent 
ransferee that: 

(1) the warrantor is a person entitled to enforce the instrument; 
(2) all signatures on the instrument are authentic and authorized; 
(3) the instrument has not been altered; 


(4) the instrument is not subject to a defense or claim in recoupment 
of any party which can be asserted against the warrantor; 
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(5) the warrantor has no knowledge of any insolvency proceeding com- 
menced with respect to the maker or acceptor or, in the case of an unac- 
cepted draft, the drawer; and 

(6) with respect to a remotely-created consumer item, that the person 
on whose account the item is drawn authorized the issuance of the item 
in the amount for which the item is drawn. 

(b) A person to whom the warranties under subsection (a) are made and 
ho took the instrument in good faith may recover from the warrantor as 
damages for breach of warranty an amount equal to the loss suffered as a 
result of the breach, but not more than the amount of the instrument plus 
expenses and loss of interest incurred as a result of the breach. 
(c) The warranties stated in subsection (a) cannot be disclaimed with re- 
spect to checks. Unless notice of a claim for breach of warranty is given to 
he warrantor within 30 days after the claimant has reason to know of the 
breach and the identity of the warrantor, the liability of the warrantor 
nder subsection (b) is discharged to the extent of any loss caused by the 
delay in giving notice of the claim. 
(d) A [cause of action] for breach of warranty under this section accrues 
hen the claimant has reason to know of the breach. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. Subsection (a) is taken from subsection (2) of former Section 3-417. Subsections (3) and 
(4) of former Section 3-417 are deleted. Warranties under subsection (a) in favor of the im- 
mediate transferee apply to all persons who transfer an instrument for consideration 

hether or not the transfer is accompanied by indorsement. Any consideration sufficient to 
support a simple contract will support those warranties. If there is an indorsement the 

arranty runs with the instrument and the remote holder may sue the indorser-warrantor 
directly and thus avoid a multiplicity of suits. 

2. Since the purpose of transfer (Section 3-203(a)) is to give the transferee the right to 
enforce the instrument, subsection (a)(1) is a warranty that the transferor is a person 
entitled to enforce the instrument (Section 3-301). Under Section 3-203(b) transfer gives 

he transferee any right of the transferor to enforce the instrument. Subsection (a)(1) is in 
effect a warranty that there are no unauthorized or missing indorsements that prevent the 
ransferor from making the transferee a person entitled to enforce the instrument. 

3. The rationale of subsection (a)(4) is that the transferee does not undertake to buy an 
instrument that is not enforceable in whole or in part, unless there is a contrary agreement. 
Even if the transferee takes as a holder in due course who takes free of the defense or 

claim in recoupment, the warranty gives the transferee the option of proceeding against the 

ransferor rather than litigating with the obligor on the instrument the issue of the holder- 

in-due-course status of the transferee. Subsection (3) of former Section 3-417 which limits 
his warranty is deleted. The rationale is that while the purpose of a “no recourse” indorse- 
ment is to avoid a guaranty of payment, the indorsement does not clearly indicate an intent 
o disclaim warranties. 

4. Under subsection (a)(5) the transferor does not warrant against difficulties of collec- 
ion, impairment of the credit of the obligor or even insolvency. The transferee is expected 
o determine such questions before taking the obligation. If insolvency proceedings as 

defined in Section 1-201(22) have been instituted against the party who is expected to pay 
and the transferor knows it, the concealment of that fact amounts to a fraud upon the 
ransferee, and the warranty against knowledge of such proceedings is provided accordingly. 

5. Transfer warranties may be disclaimed with respect to any instrument except a check. 
Between the immediate parties disclaimer may be made by agreement. In the case of an in- 
dorser, disclaimer of transferor’s liability, to be effective, must appear in the indorsement 

ith words such as “without warranties” or some other specific reference to warranties. But 
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in the case of a check, subsection (c) of Section 3-416 provides that transfer warranties can- 
not be disclaimed at all. In the check collection process the banking system relies on these 
arranties. 

6. Subsection (b) states the measure of damages for breach of warranty. There is no 
express provision for attorney’s fees, but attorney’s fees are not meant to be necessarily 
excluded. They could be granted because they fit within the phrase “expenses * * * incurred 
as a result of the breach.” The intention is to leave to other state law the issue as to when 
attorney’s fees are recoverable. 

7. Since the traditional term “cause of action” may have been replaced in some states by 
“claim for relief" or some equivalent term, the words “cause of action" in subsection (d) have 
been bracketed to indicate that the words may be replaced by an appropriate substitute to 
conform to local practice. 

8. Subsection (a)(6) is based on a number of nonuniform amendments designed to ad- 
dress concerns about certain kinds of check fraud. The provision implements a limited 

ejection of Price v. Neal, 97 Eng. Rep. 871 (K.B. 1762), so that in certain circumstances 

(those involving remotely-created consumer items) the payor bank can use a warranty 
claim to absolve itself of responsibility for honoring an unauthorized item. The provision 
ests on the premise that monitoring by depositary banks can control this type of fraud 
more effectively than any practices readily available to payor banks. The provision expressly 
includes both the case in which the consumer does not authorize the item at all and also 
he case in which the consumer authorizes the item but in an amount different from the 
amount in which the item is drawn. Similar provisions appear in Sections 3-417, 4-207, and 
4-208. 

The provision supplements applicable federal law, which requires telemarketers who 
submit instruments for payment to obtain the customer's “express verifiable authorization,” 

hich may be either in writing or tape recorded and must be made available upon request 

o the customer's bank. Federal Trade Commission's Telemarketing Sales Rule, 16 C.F.R. 
§ 310.3(a)(3), implementing the Telemarketing and Consumer Fraud and Abuse Prevention) 

ct, 15 U.S.C. $8 6101-6108. Some states also have consumer-protection laws governing 
authorization of instruments in telemarketing transactions. See, e.g., 9 Vt. Stat. Ann. 
§ 2464. 

9. Article 45 of the Convention on International Bills of Exchange and International 
Promissory Notes includes warranties that are similar (except for the warranty in subsec- 

ion (a)(6)). 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


§ 3-417. Presentment Warranties. 

(a) If an unaccepted draft is presented to the drawee for payment or ac- 
ceptance and the drawee pays or accepts the draft, (i) the person obtaining 
payment or acceptance, at the time of presentment, and (ii) a previous 

ransferor of the draft, at the time of transfer, warrant to the drawee mak- 
ing payment or accepting the draft in good faith that: 

(1) the warrantor is, or was, at the time the warrantor transferred the 
draft, a person entitled to enforce the draft or authorized to obtain pay- 
ment or acceptance of the draft on behalf of a person entitled to enforce 
the draft; 

(2) the draft has not been altered; 

(3) the warrantor has no knowledge that the signature of the drawer 
of the draft is unauthorized; and 

(4) with respect to any remotely-created consumer item, that the 
person on whose account the item is drawn authorized the issuance o 
the item in the amount for which the item is drawn. 
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(b) A drawee making payment may recover from any warrantor damages 
for breach of warranty equal to the amount paid by the drawee less the 
amount the drawee received or is entitled to receive from the drawer 
because of the payment. In addition, the drawee is entitled to compensa- 
ion for expenses and loss of interest resulting from the breach. The right 
of the drawee to recover damages under this subsection is not affected by 
any failure of the drawee to exercise ordinary care in making payment. I 
he drawee accepts the draft, breach of warranty is a defense to the obliga- 
ion of the acceptor. If the acceptor makes payment with respect to the 
draft, the acceptor is entitled to recover from any warrantor for breach o 

arranty the amounts stated in this subsection. 

(c) If a drawee asserts a claim for breach of warranty under subsection 
(a) based on an unauthorized indorsement of the draft or an alteration o 
he draft, the warrantor may defend by proving that the indorsement is ef- 


Section 3-406 or 4-406 from asserting against the drawee the unauthorized 
indorsement or alteration. 


(d) If G) a dishonored draft is presented for payment to the drawer or an 
indorser or (ii) any other instrument is presented for payment to a party 
obliged to pay the instrument, and (iii) payment is received, the following 
rules apply: 

(1) The person obtaining payment and a prior transferor of the instru- 
ment warrant to the person making payment in good faith that the war- 
rantor is, or was, at the time the warrantor transferred the instrument, 
a person entitled to enforce the instrument or authorized to obtain pay- 
ment on behalf of a person entitled to enforce the instrument. 


(2) The person making payment may recover from any warrantor for 
breach of warranty an amount equal to the amount paid plus expenses 
and loss of interest resulting from the breach. 


(e) The warranties stated in subsections (a) and (d) cannot be disclaimed 

ith respect to checks. Unless notice of a claim for breach of warranty is 
given to the warrantor within 30 days after the claimant has reason to 
know of the breach and the identity of the warrantor, the liability of the 

arrantor under subsection (b) or (d) is discharged to the extent of any 
loss caused by the delay in giving notice of the claim. 


(f) A [cause of action] for breach of warranty under this section accrues 
hen the claimant has reason to know of the breach. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
1. This section replaces subsection (1) of former Section 3-417. The former provision was 
difficult to understand because it purported to state in one subsection all warranties given 
o any person paying any instrument. The result was a provision replete with exceptions 
hat could not be readily understood except after close scrutiny of the language. In revised 
Section 3-417, presentment warranties made to drawees of uncertified checks and other 
naccepted drafts are stated in subsection (a). All other presentment warranties are stated 
in subsection (d). 
2. Subsection (a) states three warranties. Subsection (a)(1) in effect is a warranty that 
here are no unauthorized or missing indorsements. “Person entitled to enforce” is defined 
in Section 3-301. Subsection (a)(2) is a warranty that there is no alteration. Subsection 
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(a)(3) is a warranty of no knowledge that there is a forged drawer’s signature. Subsection 
(a) states that the warranties are made to the drawee and subsections (b) and (c) identify 
he drawee as the person entitled to recover for breach of warranty. There is no warranty 
made to the drawer under subsection (a) when presentment is made to the drawee. War- 
anty to the drawer is governed by subsection (d) and that applies only when presentment 
or payment is made to the drawer with respect to a dishonored draft. In Sun ‘N Sand, Inc. 
. United California Bank, 582 P.2d 920 (Cal.1978), the court held that under former Sec- 
ion 3-417(1) a warranty was made to the drawer of a check when the check was presented 
o the drawee for payment. The result in that case is rejected. 

3. Subsection (a)(1) retains the rule that the drawee does not admit the authenticity o 
indorsements and subsection (a)(3) retains the rule of Price v. Neal, 3 Burr. 1354 (1762), 
hat the drawee takes the risk that the drawer's signature is unauthorized unless the 
person presenting the draft has knowledge that the drawer's signature is unauthorized. 

nder subsection (a3) the warranty of no knowledge that the drawer's signature is unau- 
horized is also given by prior transferors of the draft. 

4. Subsection (d) applies to presentment for payment in all cases not covered by subsec- 
ion (a). It applies to presentment of notes and accepted drafts to any party obliged to pay 
he instrument, including an indorser, and to presentment of dishonored drafts if made to 
he drawer or an indorser. In cases covered by subsection (d), there is only one warranty 
and it is the same as that stated in subsection (a)(1). There are no warranties comparable 
o subsections (a)(2) and (a)(3) because they are appropriate only in the case of present- 
ment to the drawee of an unaccepted draft. With respect to presentment of an accepted. 
draft to the acceptor, there is no warranty with respect to alteration or knowledge that the 
signature of the drawer is unauthorized. Those warranties were made to the drawee when 
he draft was presented for acceptance (Section 3-417(a)(2) and (3)) and breach of that war- 
anty is a defense to the obligation of the drawee as acceptor to pay the draft. If the drawee 
pays the accepted draft the drawee may recover the payment from any warrantor who was 
in breach of warranty when the draft was accepted. Section 3-417(b). Thus, there is no ne- 
cessity for these warranties to be repeated when the accepted draft is presented for 
payment. Former Section 3-417(1)(b)(iii) and (c)(iii) are not included in revised Section 
3-417 because they are unnecessary. Former Section 3-417(1)(c)(iv) is not included because 
it is also unnecessary. The acceptor should know what the terms of the draft were at the 
ime acceptance was made. 

If presentment is made to the drawer or maker, there is no necessity for a warranty 
concerning the signature of that person or with respect to alteration. If presentment is 
made to an indorser, the indorser had itself warranted authenticity of signatures and that 
he instrument was not altered. Section 3-416(a)(2) and (3). 

5. The measure of damages for breach of warranty under subsection (a) is stated in 
subsection (b). There is no express provision for attorney's fees, but attorney's fees are not 
meant to be necessarily excluded. They could be granted because they fit within the 
anguage “expenses * * * resulting from the breach.” Subsection (b) provides that the right 
of the drawee to recover for breach of warranty is not affected by a failure of the drawee to 
exercise ordinary care in paying the draft. This provision follows the result reached under 
ormer Article 3 in Hartford Accident & Indemnity Co. v. First Pennsylvania Bank, 859 
F.2d 295 (3d Cir.1988). 

6. Subsection (c) applies to checks and other unaccepted drafts. It gives to the warrantor 
he benefit of rights that the drawee has against the drawer under Section 3-404, 3-405, 
3-406, or 4-406. If the drawer's conduct contributed to a loss from forgery or alteration, the 
drawee should not be allowed to shift the loss from the drawer to the warrantor. 

7. The first sentence of subsection (e) recognizes that checks are normally paid by 
automated means and that payor banks rely on warranties in making payment. Thus, it is 
not appropriate to allow disclaimer or warranties appearing on checks that normally will 

ot be examined by the payor bank. The second sentence requires a breach of warranty 
claim to be asserted within 30 days after the drawee learns of the breach and the identity 
of the warrantor. 

8. Since the traditional term “cause of action" may have been replaced in some states by 
“claim for relief" or some equivalent term, the words “cause of action” in subsection (f) have 
been bracketed to indicate that the words may be replaced by an appropriate substitute to 
conform to local practice. 
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9. For discussion of subsection (a)(4), see Comment 8 to Section 3-416. 


As amended in 2002. 
See Appendix Q for material relating to changes in Official Comment in 
002. 


§ 3-418. Payment or Acceptance by Mistake. 

(a) Except as provided in subsection (c), if the drawee of a draft pays or 
accepts the draft and the drawee acted on the mistaken belief that (i) pay- 

ent of the draft had not been stopped pursuant to Section 4-403 or (ii) 
he signature of the drawer of the draft was authorized, the drawee may 
recover the amount of the draft from the person to whom or for whose ben- 
efit payment was made or, in the case of acceptance, may revoke the 
acceptance. Rights of the drawee under this subsection are not affected by 
failure of the drawee to exercise ordinary care in paying or accepting the 
draft. 


(b) Except as provided in subsection (c), if an instrument has been paid 
or accepted by mistake and the case is not covered by subsection (a), the 
person paying or accepting may, to the extent permitted by the law govern- 
ing mistake and restitution, (i) recover the payment from the person to 

hom or for whose benefit payment was made or (ii) in the case of accep- 

ance, may revoke the acceptance. 


(c) The remedies provided by subsection (a) or (b) may not be asserted 
against a person who took the instrument in good faith and for value or 

ho in good faith changed position in reliance on the payment or 
acceptance. This subsection does not limit remedies provided by Section 
3-417 or 4-407. 


(d) Notwithstanding Section 4-215, if an instrument is paid or accepted 
by mistake and the payor or acceptor recovers payment or revokes accep- 
ance under subsection (a) or (b), the instrument is deemed not to have 
been paid or accepted and is treated as dishonored, and the person from 

hom payment is recovered has rights as a person entitled to enforce the 
dishonored instrument. 


Official Comment 
1. This section covers payment or acceptance by mistake and replaces former Section 
3-418. Under former Article 3, the remedy of a drawee that paid or accepted a draft by 
mistake was based on the law of mistake and restitution, but that remedy was not specifi- 
cally stated. It was provided by Section 1-103. Former Section 3-418 was simply a limita- 
ion on the unstated remedy under the law of mistake and restitution. Under revised 
Article 3, Section 3-418 specifically states the right of restitution in subsections (a) and (b). 
Subsection (a) allows restitution in the two most common cases in which the problem is 
presented: payment or acceptance of forged checks and checks on which the drawer has 
stopped payment. If the drawee acted under a mistaken belief that the check was not 
orged or had not been stopped, the drawee is entitled to recover the funds paid or to 
evoke the acceptance whether or not the drawee acted negligently. But in each case, by 
irtue of subsection (c), the drawee loses the remedy if the person receiving payment or ac- 
ceptance was a person who took the check in good faith and for value or who in good faith 
changed position in reliance on the payment or acceptance. Subsections (a) and (c) are con- 
sistent with former Section 3-418 and the rule of Price v. Neal. The result in the two cases 
covered by subsection (a) is that the drawee in most cases will not have a remedy against 
he person paid because there is usually a person who took the check in good faith and for 
alue or who in good faith changed position in reliance on the payment or acceptance. 

2. If a check has been paid by mistake and the payee receiving payment did not give 
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alue for the check or did not change position in reliance on the payment, the drawee bank 
is entitled to recover the amount of the check under subsection (a) regardless of how the 
check was paid. The drawee bank normally pays a check by a credit to an account of the 
collecting bank that presents the check for payment. The payee of the check normally 
eceives the payment by a credit to the payee’s account in the depositary bank. But in some 
cases the payee of the check may have received payment directly from the drawee bank by 
presenting the check for payment over the counter. In those cases the payee is entitled to 
eceive cash, but the payee may prefer another form of payment such as a cashier’s check 
or teller’s check issued by the drawee bank. Suppose Seller contracted to sell goods to 
Buyer. The contract provided for immediate payment by Buyer and delivery of the goods 20 
days after payment. Buyer paid by mailing a check for $10,000 drawn on Bank payable to 
Seller. The next day Buyer gave a stop payment order to Bank with respect to the check 
Buyer had mailed to Seller. A few days later Seller presented Buyer’s check to Bank for 
payment over the counter and requested a cashier’s check as payment. Bank issued and 
delivered a cashier’s check for $10,000 payable to Seller. The teller failed to discover 
Buyer’s stop order. The next day Bank discovered the mistake and immediately advised 
Seller of the facts. Seller refused to return the cashier’s check and did not deliver any goods 
o Buyer. 

Under Section 4-215, Buyer’s check was paid by Bank at the time it delivered its cashier’s 
check to Seller. See Comment 3 to Section 4-215. Bank is obliged to pay the cashier’s check 
and has no defense to that obligation. The cashier’s check was issued for consideration 
because it was issued in payment of Buyer's check. Although Bank has no defense on its 
cashier’s check it may have a right to recover $10,000, the amount of Buyer’s check, from 
Seller under Section 3-418(a). Bank paid Buyer’s check by mistake. Seller did not give 

alue for Buyer’s check because the promise to deliver goods to Buyer was never performed. 
Section 3-303(a)(1). And, on these facts, Seller did not change position in reliance on the 
payment of Buyer’s check. Thus, the first sentence of Section 3-418(c) does not apply and 
Seller is obliged to return $10,000 to Bank. Bank is obliged to pay the cashier’s check but it 
has a counterclaim against Seller based on its rights under Section 3-418(a). This claim can 
be asserted against Seller, but it cannot be asserted against some other person with rights 
of a holder in due course of the cashier’s check. A person without rights of a holder in due 
course of the cashier’s check would take subject to Bank’s claim against Seller because it is 
a claim in recoupment. Section 3-305(a)(3). 

If Bank recovers from Seller under Section 3-418(a), the payment of Buyer’s check is 
reated as unpaid and dishonored. Section 3-418(d). One consequence is that Seller may 
enforce Buyer’s obligation as drawer to pay the check. Section 3-414. Another consequence 
is that Seller’s rights against Buyer on the contract of sale are also preserved. Under 
Section 3-310(b) Buyer's obligation to pay for the goods was suspended when Seller took 
Buyer's check and remains suspended until the check is either dishonored or paid. Under 
Section 3-31005X2) 3-310(b)(1)* the obligation is discharged when the check is paid. Since 
Section 3-418(d) treats Buyer's check as unpaid and dishonored, Buyer's obligation is not 
discharged and suspension of the obligation terminates. Under Section 3-310(b)(3), Seller 
may enforce either the contract of sale or the check subject to defenses and claims of Buyer. 

If Seller had released the goods to Buyer before learning about the stop order, Bank 

ould have no recovery against Seller under Section 3-418(a) because Seller in that case 
gave value for Buyer's check. Section 3-418(c). In this case Bank's sole remedy is under 
Section 4-407 by subrogation. 

3. Subsection (b) covers cases of payment or acceptance by mistake that are not covered 
by subsection (a). It directs courts to deal with those cases under the law governing mistake 
and restitution. Perhaps the most important class of cases that falls under subsection (b), 
because it is not covered by subsection (a), is that of payment by the drawee bank of a 
check with respect to which the bank has no duty to the drawer to pay either because the 
drawer has no account with the bank or because available funds in the drawer's account 
are not sufficient to cover the amount of the check. With respect to such a case, under 
Restatement of Restitution $ 29, if the bank paid because of a mistaken belief that there 


[Section 3-418] rected by Permanent Editorial Board action 
November 1992. 
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he bank is entitled to restitution. But § 29 is subject to Restatement of Restitution § 33 

hich denies restitution if the holder of the check receiving payment paid value in good 
aith for the check and had no reason to know that the check was paid by mistake when 
payment was received. 

The result in some cases is clear. For example, suppose Father gives Daughter a check 

or $10,000 as a birthday gift. The check is drawn on Bank in which both Father and 
Daughter have accounts. Daughter deposits the check in her account in Bank. An employee 
of Bank, acting under the belief that there were available funds in Father’s account to 
cover the check, caused Daughter’s account to be credited for $10,000. In fact, Father’s ac- 
count was overdrawn and Father did not have overdraft privileges. Since Daughter received 
he check gratuitously there is clear unjust enrichment if she is allowed to keep the $10,000 
and Bank is unable to obtain reimbursement from Father. Thus, Bank should be permitted 
o reverse the credit to Daughter’s account. But this case is not typical. In most cases the 
emedy of restitution will not be available because the person receiving payment of the 
check will have given value for it in good faith. 

In some cases, however, it may not be clear whether a drawee bank should have a right 
of restitution. For example, a check-kiting scheme may involve a large number of checks 
drawn on a number of different banks in which the drawer’s credit balances are based on 
uncollected funds represented by fraudulently drawn checks. No attempt is made in Section 
3-418 to state rules for determining the conflicting claims of the various banks that may be 

ictimized by such a scheme. Rather, such cases are better resolved on the basis of general 
principles of law and the particular facts presented in the litigation. 

4. The right of the drawee to recover a payment or to revoke an acceptance under Section. 
3-418 is not affected by the rules under Article 4 that determine when an item is paid. 
Even though a payor bank may have paid an item under Section 4-215, it may have a right 

o recover the payment under Section 3-418. National Savings & Trust Co. v. Park Corp., 
722 F.2d 1303 (6th Cir.1983), cert. denied, 466 U.S. 939 (1984), correctly states the law on 
he issue under former Article 3. Revised Article 3 does not change the previous law. 


$ 3-419. Instruments Signed for Accommodation. 

(a) If an instrument is issued for value given for the benefit of a party to 

he instrument (“accommodated party") and another party to the instru- 

ent (“accommodation party") signs the instrument for the purpose o 
incurring liability on the instrument without being a direct beneficiary o 

he value given for the instrument, the instrument is signed by the accom- 
odation party “for accommodation." 

(b) An accommodation party may sign the instrument as maker, drawer, 
acceptor, or indorser and, subject to subsection (d), is obliged to pay the 
instrument in the capacity in which the accommodation party signs. The 
obligation of an accommodation party may be enforced notwithstanding 
any statute of frauds and whether or not the accommodation party receives 
consideration for the accommodation. 

(c) A person signing an instrument is presumed to be an accommodation 
party and there is notice that the instrument is signed for accommodation 
if the signature is an anomalous indorsement or is accompanied by words 


he obligation of another party to the instrument. Except as provided in 
Section 3-605, the obligation of an accommodation party to pay the instru- 
ent is not affected by the fact that the person enforcing the obligation 
had notice when the instrument was taken by that person that the accom- 
odation party signed the instrument for accommodation. 
(d) If the signature of a party to an instrument is accompanied by words 
indicating unambiguously that the party is guaranteeing collection rather 
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han payment of the obligation of another party to the instrument, the 
signer is obliged to pay the amount due on the instrument to a person 
entitled to enforce the instrument only if (i) execution of judgment against 
he other party has been returned unsatisfied, (ii) the other party is 
insolvent or in an insolvency proceeding, (iii) the other party cannot be 
served with process, or (iv) it is otherwise apparent that payment cannot 
be obtained from the other party. 


(e) If the signature of a party to an instrument is accompanied by words 
indicating that the party guarantees payment or the signer signs the 
instrument as an accommodation party in some other manner that does 
not unambiguously indicate an intention to guarantee collection rather 
han payment, the signer is obliged to pay the amount due on the instru- 

ent to a person entitled to enforce the instrument in the same circum- 
stances as the accommodated party would be obliged, without prior resort 
o the accommodated party by the person entitled to enforce the 
instrument. 


(f) An accommodation party who pays the instrument is entitled to 
reimbursement from the accommodated party and is entitled to enforce 
he instrument against the accommodated party. In proper circumstances, 
an accommodation party may obtain relief that requires the accommodated 
party to perform its obligations on the instrument. An accommodated 
party that pays the instrument has no right of recourse against, and is not 
entitled to contribution from, an accommodation party. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
1. Section 3-419 replaces former Section 3-415 and 3-416. An accommodation party is a 
person who signs an instrument to benefit the accommodated party either by signing at the 
ime value is obtained by the accommodated party or later, and who is not a direct benefi- 
ciary of the value obtained. An accommodation party will usually be a co-maker or anoma- 
ous indorser. Subsection (a) distinguishes between direct and indirect benefit. For example, 
if X cosigns a note of Corporation that is given for a loan to Corporation, X is an accom- 
modation party if no part of the loan was paid to X or for X's direct benefit. This is true 
even though X may receive indirect benefit from the loan because X is employed by Corpora- 
ion or is a stockholder of Corporation, or even if X is the sole stockholder so long as 
Corporation and X are recognized as separate entities. 

2. It does not matter whether an accommodation party signs gratuitously either at the 
ime the instrument is issued or after the instrument is in the possession of a holder. 
Subsection (b) of Section 3-419 takes the view stated in Comment 3 to former Section 3-415 
hat there need be no consideration running to the accommodation party: *The obligation o 
he accommodation party is supported by any consideration for which the instrument is 
aken before it is due. Subsection (2) is intended to change occasional decisions holding that 
here is no sufficient consideration where an accommodation party signs a note after it is in 
he hands of a holder who has given value. The [accommodation] party is liable to the 

holder in such a case even though there is no extension of time or other concession." 

3. As stated in Comment 1, whether a person is an accommodation party is a question o 
act. But it is almost always the case that a co-maker who signs with words of guaranty af- 
er the signature is an accommodation party. The same is true of an anomalous indorser. 

In either case a person taking the instrument is put on notice of the accommodation status 
of the co-maker or indorser. This is relevant to Section 3-605(e). But, under subsection (c), 
signing with words of guaranty or as an anomalous indorser also creates a presumption 
hat the signer is an accommodation party. A party challenging accommodation party 
status would have to rebut this presumption by producing evidence that the signer was in 
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act a direct beneficiary of the value given for the instrument. 
An accommodation party is always a surety. A surety who is not a party to the instru- 
ment, however, is not an accommodation party. For example, if M issues a note payable to 
he order of P, and S signs a separate contract in which S agrees to pay P the amount o 
he instrument if it is dishonored, S is a surety but is not an accommodation party. In such 
a case, S's rights and duties are determined under the general law of suretyship. In unusual 
cases two parties to an instrument may have a surety relationship that is not governed by 

rticle 3 because the requirements of Section 3-419(a) are not met. In those cases the gen- 
eral law of suretyship applies to the relationship. See PEB Commentary No. 11, dated Feb- 
uary 10, 1994 [Appendix A, infra]. 

4. Subsection (b) states that an accommodation party is liable on the instrument in the 
capacity in which the party signed the instrument. In most cases that capacity will be ei- 

her that of a maker or indorser of a note. But subsection (d) provides a limitation on 
subsection (b). If the signature of the accommodation party is accompanied by words 
indicating unambiguously that the party is guaranteeing collection rather than payment o 
he instrument, liability is limited to that stated in subsection (d), which is based on former 
Section 3-416(2). 

Former Article 3 was confusing because the obligation of a guarantor was covered both in. 
Section 3-415 and in Section 3-416. The latter section suggested that a signature ac- 
companied by words of guaranty created an obligation distinct from that of an accommoda- 

ion party. Revised Article 3 eliminates that confusion by stating in Section 3-419 the 

obligation of a person who uses words of guaranty. Portions of former Section 3-416 are 
preserved. Former Section 3-416(2) is reflected in Section 3-419(d) and former Section 
3-416(4) is reflected in Section 3-419(c). Words added to an anomalous indorsement indicat- 
ing that payment of the instrument is guaranteed by the indorser do not change the li- 
ability of the indorser as stated in Section 3-415. This is a change from former Section 
3-416(5). See PEB Commentary No. 11, supra. 

5. Subsection (e) like former Section 3-415(5), provides that an accommodation party that 
pays the instrument is entitled to enforce the instrument against the accommodated party. 
Since the accommodation party that pays the instrument is entitled to enforce the instru- 
ment against the accommodated party, the accommodation party also obtains rights to any 
security interest or other collateral that secures payment of the instrument. Subsection (e) 
also provides that an accommodation party that pays the instrument is entitled to 

eimbursement from the accommodated party. See PEB Commentary No. 11, supra. 

6. In occasional cases, the accommodation party might pay the instrument even though 

he accommodated party had a defense to its obligation that was available to the accom- 
modation party under Section 3-305(d). In such cases, the accommodation party's right to 
eimbursement may conflict with the accommodated party's right to raise its defense. For 
example, suppose the accommodation party pays the instrument without being aware o 
he defense. In that case the accommodation party should be entitled to reimbursement. 
Suppose the accommodation party paid the instrument with knowledge of the defense. In 
hat case, to the extent of the defense, reimbursement ordinarily would not be justified, but 
under some circumstances reimbursement may be justified depending upon the facts of the 
case. The resolution of this conflict is left to the general law of suretyship. Section 1-103. 
See PEB Commentary No. 11, supra. 

7. Section 3-419, along with Section 3-116(a) and (b), Section 3-305(d) and Section 3-605, 
provides rules governing the rights of accommodation parties. In addition, except to the 
extent that it is displaced by provisions of this Article, the general law of suretyship also 
applies to the rights of accommodation parties. Section 1-103. See PEB Commentary No. 
11, supra. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


$ 3-420. Conversion of Instrument. 


(a) The law applicable to conversion of personal property applies to 
instruments. Àn instrument is also converted if it is taken by transfer, 
other than a negotiation, from a person not entitled to enforce the instru- 
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ent or a bank makes or obtains payment with respect to the instrument 
for a person not entitled to enforce the instrument or receive payment. An 
action for conversion of an instrument may not be brought by (i) the issuer 
or acceptor of the instrument or (ii) a payee or indorsee who did not receive 
delivery of the instrument either directly or through delivery to an agent 
or a co-payee. 

(b) In an action under subsection (a), the measure of liability is presumed 
o be the amount payable on the instrument, but recovery may not exceed 
he amount of the plaintiffs interest in the instrument. 


(c) A representative, other than a depositary bank, who has in good faith 
dealt with an instrument or its proceeds on behalf of one who was not the 
person entitled to enforce the instrument is not liable in conversion to that 
person beyond the amount of any proceeds that it has not paid out. 


Official Comment 

1. Section 3-420 is a modification of former Section 3-419. The first sentence of Section 
3-420(a) states a general rule that the law of conversion applicable to personal property 
also applies to instruments. Paragraphs (a) and (b) of former Section 3-419(1) are deleted 
as inappropriate in cases of noncash items that may be delivered for acceptance or payment 
in collection letters that contain varying instructions as to what to do in the event o 
nonpayment on the day of delivery. It is better to allow such cases to be governed by the 
general law of conversion that would address the issue of when, under the circumstances 
prevailing, the presenter's right to possession has been denied. The second sentence o 
Section 3-420(a) states that an instrument is converted if it is taken by transfer other than 
a negotiation from a person not entitled to enforce the instrument or taken for collection or 
payment from a person not entitled to enforce the instrument or receive payment. This cov- 
ers cases in which a depositary or payor bank takes an instrument bearing a forged 
indorsement. It also covers cases in which an instrument is payable to two persons and the 

wo persons are not alternative payees, e.g. a check payable to John and Jane Doe. Under 
Section 3-110(d) the check can be negotiated or enforced only by both persons acting jointly. 

hus, neither payee acting without the consent of the other, is a person entitled to enforce 
he instrument. If John indorses the check and Jane does not, the indorsement is not effec- 
ive to allow negotiation of the check. If Depositary Bank takes the check for deposit to 
ohn's account, Depositary Bank is liable to Jane for conversion of the check if she did not 
consent to the transaction. John, acting alone, is not the person entitled to enforce the 
check because John is not the holder of the check. Section 3-110(d) and Comment 4 to 
Section 3-110. Depositary Bank does not get any greater rights under Section 4-205(1). If it 
acted for John as its customer, it did not become holder of the check under that provision 
because John, its customer, was not a holder. 

Under former Article 3, the cases were divided on the issue of whether the drawer of a 
check with a forged indorsement can assert rights against a depositary bank that took the 
check. The last sentence of Section 3-420(a) resolves the conflict by following the rule stated 
in Stone & Webster Engineering Corp. v. First National Bank & Trust Co., 184 N.E.2d 358 
(Mass.1962). There is no reason why a drawer should have an action in conversion. The 
check represents an obligation of the drawer rather than property of the drawer. The 
drawer has an adequate remedy against the payor bank for recredit of the drawer's account 
or unauthorized payment of the check. 

There was also a split of authority under former Article 3 on the issue of whether a payee 

ho never received the instrument is a proper plaintiff in a conversion action. The typical 
case was one in which a check was stolen from the drawer or in which the check was 
mailed to an address different from that of the payee and was stolen after it arrived at that 
address. The thief forged the indorsement of the payee and obtained payment by depositing 
he check to an account in a depositary bank. The issue was whether the payee could bring 
an action in conversion against the depositary bank or the drawee bank. In revised Article 
3, under the last sentence of Section 3-420(a), the payee has no conversion action because 

he check was never delivered to the payee. Until delivery, the payee does not have any 
interest in the check. The payee never became the holder of the check nor a person entitled 
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o enforce the check. Section 3-301. Nor is the payee injured by the fraud. Normally the 
drawer of a check intends to pay an obligation owed to the payee. But if the check is never 
delivered to the payee, the obligation owed to the payee is not affected. If the check falls 
into the hands of a thief who obtains payment after forging the signature of the payee as 
an indorsement, the obligation owed to the payee continues to exist after the thief receives 
payment. Since the payee’s right to enforce the underlying obligation is unaffected by the 
raud of the thief, there is no reason to give any additional remedy to the payee. The 
drawer of the check has no conversion remedy, but the drawee is not entitled to charge the 
drawer’s account when the drawee wrongfully honored the check. The remedy of the drawee 
is against the depositary bank for breach of warranty under Section 3-417(a)(1) or 4-208(a) 
(1). The loss will fall on the person who gave value to the thief for the check. 

The situation is different if the check is delivered to the payee. If the check is taken for 
an obligation owed to the payee, the last sentence of Section 3-310(b)(4) provides that the 
obligation may not be enforced to the extent of the amount of the check. The payee’s rights 
are restricted to enforcement of the payee’s rights in the instrument. In this event the 
payee is injured by the theft and has a cause of action for conversion. 

The payee receives delivery when the check comes into the payee’s possession, as for 
example when it is put into the payee’s mailbox. Delivery to an agent is delivery to the 
payee. If a check is payable to more than one payee, delivery to one of the payees is deemed 
o be delivery to all of the payees. Occasionally, the person asserting a conversion cause o 
action is an indorsee rather than the original payee. If the check is stolen before the check 
can be delivered to the indorsee and the indorsee’s indorsement is forged, the analysis is 
similar. For example, a check is payable to the order of A. A indorses it to B and puts it 
into an envelope addressed to B. The envelope is never delivered to B. Rather, Thief steals 
he envelope, forges B's indorsement to the check and obtains payment. Because the check 

as never delivered to B, the indorsee, B has no cause of action for conversion, but A does 
have such an action. A is the owner of the check. B never obtained rights in the check. If A 
intended to negotiate the check to B in payment of an obligation, that obligation was not 
affected by the conduct of Thief. B can enforce that obligation. Thief stole A’s property not 
B’s. 

2. Subsection (2) of former Section 3-419 is amended because it is not clear why the for- 
mer law distinguished between the liability of the drawee and that of other converters. 

y should there be a conclusive presumption that the liability is face amount if a drawee 
efuses to pay or return an instrument or makes payment on a forged indorsement, while 
he liability of a maker who does the same thing is only presumed to be the face amount? 
Moreover, it was not clear under former Section 3-419(2) what face amount meant. If a note 
or $10,000 is payable in a year at 10% interest, it is common to refer to $10,000 as the face 
amount, but if the note is converted the loss to the owner also includes the loss of interest. 
In revised Article 3, Section 3-420(b), by referring to “amount payable on the instrument,” 
allows the full amount due under the instrument to be recovered. 

The “but” clause in subsection (b) addresses the problem of conversion actions in multiple 
payee checks. Section 3-110(d) states that an instrument cannot be enforced unless all 
payees join in the action. But an action for conversion might be brought by a payee having 
no interest or a limited interest in the proceeds of the check. This clause prevents such a 
plaintiff from receiving a windfall. An example is a check payable to a building contractor 
and a supplier of building material. The check is not payable to the payees alternatively. 
Section 3-110(d). The check is delivered to the contractor by the owner of the building. Sup- 
pose the contractor forges supplier’s signature as an indorsement of the check and receives 
he entire proceeds of the check. The supplier should not, without qualification, be able to 

ecover the entire amount of the check from the bank that converted the check. Depending 

pon the contract between the contractor and the supplier, the amount of the check may be 
due entirely to the contractor, in which case there should be no recovery, entirely to the 
supplier, in which case recovery should be for the entire amount, or part may be due to one 
and the rest to the other, in which case recovery should be limited to the amount due to the 
supplier. 

3. Subsection (3) of former Section 3-419 drew criticism from the courts, that saw no rea- 
son why a depositary bank should have the defense stated in the subsection. See Knesz v. 
Central Jersey Bank & Trust Co., 477 A.2d 806 (N.J.1984). The depositary bank is 

ltimately liable in the case of a forged indorsement check because of its warranty to the 
payor bank under Section 4-208(a)(1) and it is usually the most convenient defendant in 
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cases involving multiple checks drawn on different banks. There is no basis for requiring 
he owner of the check to bring multiple actions against the various payor banks and to 
equire those banks to assert warranty rights against the depositary bank. In revised 

rticle 3, the defense provided by Section 3-420(c) is limited to collecting banks other than 
he depositary bank. If suit is brought against both the payor bank and the depositary 
bank, the owner, of course, is entitled to but one recovery. 


PART 5. DISHONOR 


§ 3-501. Presentment. 

(a) “Presentment” means a demand made by or on behalf of a person 
entitled to enforce an instrument (i) to pay the instrument made to the 
drawee or a party obliged to pay the instrument or, in the case of a note or 
accepted draft payable at a bank, to the bank, or (ii) to accept a draft made 

o the drawee. 


(b) The following rules are subject to Article 4, agreement of the parties, 
and clearing-house rules and the like: 


(1) Presentment may be made at the place of payment of the instru- 
ment and must be made at the place of payment if the instrument is 
payable at a bank in the United States; may be made by any com- 
mercially reasonable means, including an oral, written, or electronic 
communication; is effective when the demand for payment or acceptance 
is received by the person to whom presentment is made; and is effective 
if made to any one of two or more makers, acceptors, drawees, or other 
payors. 

(2) Upon demand of the person to whom presentment is made, the 
person making presentment must (i) exhibit the instrument, (ii) give 
reasonable identification and, if presentment is made on behalf of an- 
other person, reasonable evidence of authority to do so, and (iii) sign a 
receipt on the instrument for any payment made or surrender the instru- 
ment if full payment is made. 


(3) Without dishonoring the instrument, the party to whom present- 
ment is made may (i) return the instrument for lack of a necessary 
indorsement, or (ii) refuse payment or acceptance for failure of the pre- 
sentment to comply with the terms of the instrument, an agreement o 
the parties, or other applicable law or rule. 


(4) The party to whom presentment is made may treat presentment as 
occurring on the next business day after the day of presentment if the 
party to whom presentment is made has established a cut-off hour not 
earlier than 2 p.m. for the receipt and processing of instruments pre- 
sented for payment or acceptance and presentment is made after the 
cut-off hour. 


Official Comment 

Subsection (a) defines presentment. Subsection (b)(1) states the place and manner o 
presentment. Electronic presentment is authorized. The communication of the demand for 
payment or acceptance is effective when received. Subsection (b)(2) restates former Section 
3-505. Subsection (b)(2)(i) allows the person to whom presentment is made to require exhi- 
bition of the instrument, unless the parties have agreed otherwise as in an electronic pre- 
sentment agreement. Former Section 3-507(3) is the antecedent of subsection (b)(3)(1). 
Since a payor must decide whether to pay or accept on the day of presentment, subsection 
(b)(4) allows the payor to set a cut-off hour for receipt of instruments presented. 
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§ 3-502. Dishonor. 
(a) Dishonor of a note is governed by the following rules: 

(1) If the note is payable on demand, the note is dishonored if present- 
ment is duly made to the maker and the note is not paid on the day o 
presentment. 

(2) If the note is not payable on demand and is payable at or through a 
bank or the terms of the note require presentment, the note is dishonored 
if presentment is duly made and the note is not paid on the day it 
becomes payable or the day of presentment, whichever is later. 

(3) If the note is not payable on demand and paragraph (2) does not 
apply, the note is dishonored if it is not paid on the day it becomes 
payable. 

(b) Dishonor of an unaccepted draft other than a documentary draft is 
governed by the following rules: 

(1) If a check is duly presented for payment to the payor bank 
otherwise than for immediate payment over the counter, the check is 
dishonored if the payor bank makes timely return of the check or sends 
timely notice of dishonor or nonpayment under Section 4-301 or 4-302, 
or becomes accountable for the amount of the check under Section 4-302. 

(2) If a draft is payable on demand and paragraph (1) does not apply, 
the draft is dishonored if presentment for payment is duly made to the 
drawee and the draft is not paid on the day of presentment. 

(3) If a draft is payable on a date stated in the draft, the draft is 
dishonored if (i) presentment for payment is duly made to the drawee 
and payment is not made on the day the draft becomes payable or the 
day of presentment, whichever is later, or (ii) presentment for accep- 
tance is duly made before the day the draft becomes payable and the 
draft is not accepted on the day of presentment. 

(4) If a draft is payable on elapse of a period of time after sight or ac- 
ceptance, the draft is dishonored if presentment for acceptance is duly 
made and the draft is not accepted on the day of presentment. 

(c) Dishonor of an unaccepted documentary draft occurs according to the 
rules stated in subsection (b)(2), (3), and (4), except that payment or accep- 
ance may be delayed without dishonor until no later than the close of the 
hird business day of the drawee following the day on which payment or 
acceptance is required by those paragraphs. 
(d) Dishonor of an accepted draft is governed by the following rules: 

(1) If the draft is payable on demand, the draft is dishonored if pre- 
sentment for payment is duly made to the acceptor and the draft is not 
paid on the day of presentment. 

(2) If the draft is not payable on demand, the draft is dishonored i 
presentment for payment is duly made to the acceptor and payment is 
not made on the day it becomes payable or the day of presentment, 
whichever is later. 

(e) In any case in which presentment is otherwise required for dishonor 
nder this section and presentment is excused under Section 3-504, dis- 
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(f) If a draft is dishonored because timely acceptance of the draft was not 

ade and the person entitled to demand acceptance consents to a late ac- 
ceptance, from the time of acceptance the draft is treated as never having 
been dishonored. 


Official Comment 

1. Section 3-415 provides that an indorser is obliged to pay an instrument if the instru- 

ment is dishonored and is discharged if the indorser is entitled to notice of dishonor and no- 

ice is not given. Under Section 3-414, the drawer is obliged to pay an unaccepted draft if it 
is dishonored. The drawer, however, is not entitled to notice of dishonor except to the 
extent required in a case governed by Section 3-414(d). Part 5 tells when an instrument is 
dishonored (Section 3-502) and what it means to give notice of dishonor (Section 3-503). 
Often dishonor does not occur until presentment (Section 3-501), and frequently present- 
ment and notice of dishonor are excused (Section 3-504). 

2. In the great majority of cases presentment and notice of dishonor are waived with re- 
spect to notes. In most cases a formal demand for payment to the maker of the note is not 
contemplated. Rather, the maker is expected to send payment to the holder of the note on 

he date or dates on which payment is due. If payment is not made when due, the holder 
usually makes a demand for payment, but in the normal case in which presentment is 
aived, demand is irrelevant and the holder can proceed against indorsers when payment 
is not received. Under former Article 3, in the small minority of cases in which presentment 
and dishonor were not waived with respect to notes, the indorser was discharged from li- 
ability (former Section 3-502(1)(a)) unless the holder made presentment to the maker on 
he exact day the note was due (former Section 3-503(1)(c)) and gave notice of dishonor to 
he indorser before midnight of the third business day after dishonor (former Section 
3-508(2)). These provisions are omitted from Revised Article 3 as inconsistent with practice 
hich seldom involves face-to-face dealings. 

3. Subsection (a) applies to notes. Subsection (a)(1) applies to notes payable on demand. 
Dishonor requires presentment, and dishonor occurs if payment is not made on the day o 
presentment. There is no change from previous Article 3. Subsection (a)(2) applies to notes 
payable at a definite time if the note is payable at or through a bank or, by its terms, pre- 
sentment is required. Dishonor requires presentment, and dishonor occurs if payment is 
not made on the due date or the day of presentment if presentment is made after the due 
date. Subsection (a)(3) applies to all other notes. If the note is not paid on its due date it is 
dishonored. This allows holders to collect notes in ways that make sense commercially 


n-paid-and; under Seetion 3-502(b)), the cheek is dishonored. The fact that the bank is 
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4. poor (b) applies to 2 04 "drafts res hh documentary drafts. Subsection 
(b)(1) applies to checks. Except for checks presented for immediate payment over the counter, 
which are covered by subsection (b)(2), dishonor occurs according to rules stated in Article 4. 
Those rules contemplate four separate situations that warrant discussion. The first two situ- 
ations arise in the normal course of affairs, in which the drawee bank makes settlement for 
the amount of the check to the presenting bank. In the first situation, the drawee bank under 

ection 4-301 recovers this settlement if it returns the check by its midnight deadline 
(Section 4-104). In that case the check is not paid and dishonor occurs under Section 3-502(b) 
(1). The second situation arises if the drawee bank has made such a settlement and does not 

eturn the check or give notice of dishonor or nonpayment within the midnight deadline. In 

that case, the settlement becomes final payment of the check under Section 4-215. Because 

the drawee bank already has paid such an item, it cannot be “accountable” for the item 

under the terms of Section 4-302(a)(1). Thus, no dishonor occurs regardless of whether the 

drawee bank retains the check indefinitely or for some reason returns the check after its 
idnight deadline. 

The third and fourth situations arise less commonly, in cases in which the drawee bank 
does not settle for the check when it is received. Under Section 4-302 if the drawee bank is 

ot also the depositary bank and retains the check without settling for it beyond midnight of 
the day it is presented for payment, the bank at that point becomes *accountable" for the 
amount of the check, i.e., it is obliged to pay the amount of the check. If the drawee bank is 
also the depositary bank, the bank becomes accountable for the amount of the check if the 
bank does not pay the check or return it or send notice of dishonor by its midnight deadline. 

ence, if the drawee bank is also the depositary bank and does not either settle for the check 
when it is received (a settlement that would ripen into final payment if the drawee bank 
ailed to take action to recover the settlement by its midnight deadline) or return the check or 
an appropriate notice by its midnight deadline, the drawee bank will become accountable for 
the amount of the check under Section 4-302. Thus, in all cases in which the drawee bank 
becomes accountable under Section 4-302, the check has not been paid (either by a settlement 
that became unrecoverable or otherwise) and thus, under Section 3-502(b)(1), the check is 
dishonored. 

The fact that a bank that is accountable for the amount of the check under Section 4-302 
is obliged to pay the check does not mean that the check has been paid. Indeed, because each 
of the paragraphs of Section 4-302(b) is limited by its terms to situations in which a bank 

as not paid the item, a drawee bank will be accountable under Section 4-302 only in situa- 
tions in which it has not previously paid the check. Section 3-502(b)(1) reflects the view that 
a. person presenting a check is entitled to payment, not just the ability to hold the drawee ac- 
ountable under Section 4-302. If that payment is not made in a timely manner, the check is 
dishonored. 

Regulation CC Section 229.36(d) provides that settlement between banks for the forward 

ollection of checks is final. The relationship of that section to Articles 3 and 4 is discussed 
in the Commentary to that section. Amendments approved by the Permanent Editorial 
Board for Uniform Commercial Code November 2, 2002. 

Subsection (b)(2) applies to demand drafts other than those governed by subsection (b)(1). 
It covers checks presented for immediate payment over the counter and demand drafts 
other than checks. Dishonor occurs if presentment for payment is made and payment is not 
made on the day of presentment. 

Subsection (b)(3) and (4) applies to time drafts. An unaccepted time draft differs from a 

ime note. The maker of a note knows that the note has been issued, but the drawee of a 
draft may not know that a draft has been drawn on it. Thus, with respect to drafts, pre- 
sentment for payment or acceptance is required. Subsection (b)(3) applies to drafts payable 
on a date stated in the draft. Dishonor occurs if presentment for payment is made and pay- 
ment is not made on the day the draft becomes payable or the day of presentment if pre- 
sentment is made after the due date. The holder of an unaccepted draft payable on a stated 
date has the option of presenting the draft for acceptance before the day the draft becomes 
payable to establish whether the drawee is willing to assume liability by accepting. Under 
subsection (b)(3)(ii) dishonor occurs when the draft is presented and not accepted. Subsec- 
ion (b)(4) applies to unaccepted drafts payable on elapse of a period of time after sight or 
acceptance. If the draft is payable 30 days after sight, the draft must be presented for ac- 
ceptance to start the running of the 30-day period. Dishonor occurs if it is not accepted. The 
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ules in subsection (b)(3) and (4) follow former Section 3-501(1)(a). 

5. Subsection (c) gives drawees an extended period to pay documentary drafts because o 
he time that may be needed to examine the documents. The period prescribed is that given 
by Section 5-112 in cases in which a letter of credit is involved. 

6. Subsection (d) governs accepted drafts. If the acceptor’s obligation is to pay on demand 
he rule, stated in subsection (d)(1), is the same as for that of a demand note stated in 


7. Subsection (e) is a limitation on subsection (a)(1) and (2), subsection (b), subsection (c), 
and subsection (d). Each of those provisions states dishonor as occurring after presentment. 
If presentment is excused under Section 3-504, dishonor occurs under those provisions 

ithout presentment if the instrument is not duly accepted or paid. 

8. Under subsection (b)(3)üi) and (4) if a draft is presented for acceptance and the draft is 
not accepted on the day of presentment, there is dishonor. But after dishonor, the holder 
may consent to late acceptance. In that case, under subsection (f), the late acceptance cures 

he dishonor. The draft is treated as never having been dishonored. If the draft is 
subsequently presented for payment and payment is refused dishonor occurs at that time. 


§ 3-503. Notice of Dishonor. 

(a) The obligation of an indorser stated in Section 3-415(a) and the 
obligation of a drawer stated in Section 3-414(d) may not be enforced un- 
less (i) the indorser or drawer is given notice of dishonor of the instrument 
complying with this section or (ii) notice of dishonor is excused under 
Section 3-504(b). 

(b) Notice of dishonor may be given by any person; may be given by any 
commercially reasonable means, including an oral, written, or electronic 
communication; and is sufficient if it reasonably identifies the instrument 
and indicates that the instrument has been dishonored or has not been 
paid or accepted. Return of an instrument given to a bank for collection is 
sufficient notice of dishonor. 

(c) Subject to Section 3-504(c), with respect to an instrument taken for 
collection by a collecting bank, notice of dishonor must be given (i) by the 
bank before midnight of the next banking day following the banking day 
on which the bank receives notice of dishonor of the instrument, or (ii) by 
any other person within 30 days following the day on which the person 
receives notice of dishonor. With respect to any other instrument, notice o 
dishonor must be given within 30 days following the day on which dis- 
honor occurs. 


Official Comment 
1. Subsection (a) is consistent with former Section 3-501(2)(a), but notice of dishonor is no 
onger relevant to the liability of a drawer except for the case of a draft accepted by an ac- 
ceptor other than a bank. Comments 2 and 4 to Section 3-414. There is no reason why 
drawers should be discharged on instruments they draw until payment or acceptance. They 
are entitled to have the instrument presented to the drawee and dishonored (Section 
3-414(b)) before they are liable to pay, but no notice of dishonor need be made to them as a 
condition of liability. Subsection (b), which states how notice of dishonor is given, is based 
on former Section 3-508(3). 
2. Subsection (c) replaces former Section 3-508(2). It differs from that section in that it 
provides a 30-day period for a person other than a collecting bank to give notice of dishonor 
ather than the three-day period allowed in former Article 3. Delay in giving notice of dis- 
honor may be excused under Section 3-504(c). 


§ 3-504. Excused Presentment and Notice of Dishonor. 
(a) Presentment for payment or acceptance of an instrument is excused 
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if (i) the person entitled to present the instrument cannot with reasonable 
diligence make presentment, (ii) the maker or acceptor has repudiated an 
obligation to pay the instrument or is dead or in insolvency proceedings, 
(iii) by the terms of the instrument presentment is not necessary to enforce 
he obligation of indorsers or the drawer, (iv) the drawer or indorser whose 
obligation is being enforced has waived presentment or otherwise has no 
reason to expect or right to require that the instrument be paid or ac- 
cepted, or (v) the drawer instructed the drawee not to pay or accept the 
draft or the drawee was not obligated to the drawer to pay the draft. 

(b) Notice of dishonor is excused if (i) by the terms of the instrument no- 
ice of dishonor is not necessary to enforce the obligation of a party to pay 
he instrument, or (ii) the party whose obligation is being enforced waived 

motice of dishonor. A waiver of presentment is also a waiver of notice o 
dishonor. 

(c) Delay in giving notice of dishonor is excused if the delay was caused 
by circumstances beyond the control of the person giving the notice and 
he person giving the notice exercised reasonable diligence after the cause 

of the delay ceased to operate. 


Official Comment 


Section 3-504 is largely a restatement of former Section 3-511. Subsection (4) of former 
Section 3-511 is replaced by Section 3-502(f). 


§ 3-505. Evidence of Dishonor. 


(a) The following are admissible as evidence and create a presumption o 
dishonor and of any notice of dishonor stated: 


(1) a document regular in form as provided in subsection (b) which 
purports to be a protest; 


(2) a purported stamp or writing of the drawee, payor bank, or pre- 
senting bank on or accompanying the instrument stating that accep- 
tance or payment has been refused unless reasons for the refusal are 
stated and the reasons are not consistent with dishonor; 


(3) a book or record of the drawee, payor bank, or collecting bank, kept 
in the usual course of business which shows dishonor, even if there is no 
evidence of who made the entry. 


(b) A protest is a certificate of dishonor made by a United States consul 
or vice consul, or a notary public or other person authorized to administer 
oaths by the law of the place where dishonor occurs. It may be made upon 
information satisfactory to that person. The protest must identify the 
instrument and certify either that presentment has been made or, if not 

ade, the reason why it was not made, and that the instrument has been 
dishonored by nonacceptance or nonpayment. The protest may also certify 

hat notice of dishonor has been given to some or all parties. 


Official Comment 

Protest is no longer mandatory and must be requested by the holder. Even if requested, 
protest is not a condition to the liability of indorsers or drawers. Protest is a service 
provided by the banking system to establish that dishonor has occurred. Like other services 
provided by the banking system, it will be available if market incentives, inter-bank agree- 
ments, or governmental regulations require it, but liabilities of parties no longer rest on it. 
Protest may be a requirement for liability on international drafts governed by foreign law 

hich this Article cannot affect. 
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PART 6. DISCHARGE AND PAYMENT 


§ 3-601. Discharge and Effect of Discharge. 

(a) The obligation of a party to pay the instrument is discharged as 
stated in this Article or by an act or agreement with the party which 

ould discharge an obligation to pay money under a simple contract. 

(b) Discharge of the obligation of a party is not effective against a person 
acquiring rights of a holder in due course of the instrument without notice 
of the discharge. 


Official Comment 

Subsection (a) replaces subsections (1) and (2) of former Section 3-601. Subsection (b) 
estates former Section 3-602. Notice of discharge is not treated as notice of a defense that 
prevents holder in due course status. Section 3-302(b). Discharge is effective against a 
holder in due course only if the holder had notice of the discharge when holder in due 
course status was acquired. For example, if an instrument bearing a canceled indorsement 
is taken by a holder, the holder has notice that the indorser has been discharged. Thus, the 

discharge is effective against the holder even if the holder is a holder in due course. 


§ 3-602. Payment. 
(a) Subject to subsection (e), an instrument is paid to the extent pay- 
ment is made by or on behalf of a party obliged to pay the instrument, and 
o a person entitled to enforce the instrument. To the extent of the pay- 
ent, the obligation of the party obliged to pay the instrument is 
discharged even though payment is made with knowledge of a claim to the 
instrument under Section 3-306 by another person. 

(b) Subject to subsection (e), a note is paid to the extent payment is 
made by or on behalf of a party obliged to pay the note to a person that 
formerly was entitled to enforce the note only if at the time of the payment 

he party obliged to pay has not received adequate notification that the 

mote has been transferred and that payment is to be made to the 
ransferee. A notification is adequate only if it is signed by the transferor 
or the transferee; reasonably identifies the transferred note; and provides 
an address at which payments subsequently are to be made. Upon request, 
a transferee shall seasonably furnish reasonable proof that the note has 
been transferred. Unless the transferee complies with the request, a pay- 
ment to the person that formerly was entitled to enforce the note is effec- 
ive for purposes of subsection (c) even if the party obliged to pay the note 
has received a notification under this paragraph. 

(c) Subject to subsection (e), to the extent of a payment under subsec- 

ions (a) and (b), the obligation of the party obliged to pay the instrument 
is discharged even though payment is made with knowledge of a claim to 
he instrument under Section 3-306 by another person. 

(d) Subject to subsection (e), a transferee, or any party that has acquired 
rights in the instrument directly or indirectly from a transferee, including 
any such party that has rights as a holder in due course, is deemed to 
have notice of any payment that is made under subsection (b) after the 
date that the note is transferred to the transferee but before the party 
obliged to pay the note receives adequate notification of the transfer. 

(e) The obligation of a party to pay the instrument is not discharged 

nder subsections (a) through (d) if: 
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against the party receiving payment and (i) payment is made with 
knowledge by the payor that payment is prohibited by injunction or sim- 
ilar process of a court of competent jurisdiction, or (ii) in the case of an 
instrument other than a cashier's check, teller's check, or certified check, 
the party making payment accepted, from the person having a claim to 
the instrument, indemnity against loss resulting from refusal to pay the 
person entitled to enforce the instrument; or 

(2) the person making payment knows that the instrument is a stolen 
instrument and pays a person it knows is in wrongful possession of the 
instrument. 

(f) As used in this section, “signed,” with respect to a record that is not a 
riting, includes the attachment to or logical association with the record o 
an electronic symbol, sound, or process with the present intent to adopt or 

accept the record. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
1. This section replaces former Section 3-603(1). The phrase *claim to the instrument" in 
subsection (a) means, by reference to Section 3-306, a claim of ownership or possession and 

ot a claim in recoupment. Subsection (e)(1)(ii) is added to conform to Section 3-411. 
Section 3-411 is intended to discourage an obligated bank from refusing payment of a 
cashier's check, certified check or dishonored teller's check at the request of a claimant to 
he check who provided the bank with indemnity against loss. See Comment 1 to Section 
3-411. An obligated bank that refuses payment under those circumstances not only remains 
iable on the check but may also be liable to the holder of the check for consequential 
damages. Section 3-602(e)(1)(@i) and Section 3-411, read together, change the rule of former 
Section 3-603(1) with respect to the obligation of the obligated bank on the check. Payment 
o the holder of a cashier's check, teller's check, or certified check discharges the obligation 
of the obligated bank on the check to both the holder and the claimant even though 
indemnity has been given by the person asserting the claim. If the obligated bank pays the 
check in violation of an agreement with the claimant in connection with the indemnity 
agreement, any liability that the bank may have for violation of the agreement is not 
governed by Article 3, but is left to other law. This section continues the rule that the 
obligor is not discharged on the instrument if payment is made in violation of an injunction 
against payment. See Section 3-411(c)(iv). 

2. Subsection (a) covers payments made in a traditional manner, to the person entitled to 
enforce the instrument. Subsection (b), which provides an alternative method of payment, 
deals with the situation in which a person entitled to enforce the instrument transfers the 
instrument without giving notice to parties obligated to pay the instrument. If that hap- 
pens and one of those parties subsequently makes a payment to the transferor, the pay- 
ment is effective even though it is not made to the person entitled to enforce the instrument. 

nlike the earlier version of Section 3-602, this rule is consistent with Section 9-406(a), 
Restatement of Mortgages § 5.5, and Restatement of Contracts § 338(1). 

3. In determining the party to whom a payment is made for purposes of this section, 
courts should look to traditional rules of agency. Thus, if the original payee of a note 
ransfers ownership of the note to a third party but continues to service the obligation, the 
aw of agency might treat payments made to the original payee as payments made to the 
hird party. 

4. Subsection (d) assures that the discharge provided by subsection (c) is effective against 
the transferee and those whose rights derive from the transferee. By deeming those persons 
to have notice of any payment made under subsection (b), subsection (d) gives those persons 
"notice of the discharge" within the meaning of Section 3-302(b). Accordingly, the discharge 
is effective against those persons, even if any of them has the rights of a holder in due 

ourse. Compare Section 3-601(b). The deemed notice provided by subsection (d) does not, 
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owever, prevent a person from becoming or acquiring the rights of, a holder in due course. 

ee Section 3-302(b). Thus, such a person does not become subject to other defenses described 
in Section 3-305(a)(2), claims in recoupment described in Section 3-305(a)(3), or claims to 
the instrument under Section 3-306. A transferee can prevent payment to the transferor from 
discharging the obligation on the note by assuring that each person who is obligated on the 

ote receives adequate notification pursuant to subsection (b) prior to making a payment. 
Amendment approved by the Permanent Editorial Board for Uniform Commercial Code 
October 31, 2003. 


As amended in 2002 and 2003. 


See Appendix Q for material relating to changes in Official Comment in 
02. 


$ 3-603. Tender of Payment. 

(a) If tender of payment of an obligation to pay an instrument is made to 
a person entitled to enforce the instrument, the effect of tender is governed 
by principles of law applicable to tender of payment under a simple 
contract. 

(b) If tender of payment of an obligation to pay an instrument is made to 
a person entitled to enforce the instrument and the tender is refused, 
here is discharge, to the extent of the amount of the tender, of the obliga- 

ion of an indorser or accommodation party having a right of recourse with 
respect to the obligation to which the tender relates. 

(c) If tender of payment of an amount due on an instrument is made to a 
person entitled to enforce the instrument, the obligation of the obligor to 
pay interest after the due date on the amount tendered is discharged. I 
presentment is required with respect to an instrument and the obligor is 
able and ready to pay on the due date at every place of payment stated in 

he instrument, the obligor is deemed to have made tender of payment on 
he due date to the person entitled to enforce the instrument. 


Official Comment 
Section 3-603 replaces former Section 3-604. Subsection (a) generally incorporates the 
aw of tender of payment applicable to simple contracts. Subsections (b) and (c) state partic- 
lar rules. Subsection (b) replaces former Section 3-604(2). Under subsection (b) refusal of a 
ender of payment discharges any indorser or accommodation party having a right of re- 
course against the party making the tender. Subsection (c) replaces former Section 3-604(1) 
and (3). 


$ 3-604. Discharge by Cancellation or Renunciation. 

(a) A person entitled to enforce an instrument, with or without 
consideration, may discharge the obligation of a party to pay the instru- 

ent (i) by an intentional voluntary act, such as surrender of the instru- 

ent to the party, destruction, mutilation, or cancellation of the instru- 

ent, cancellation or striking out of the party's signature, or the addition 
of words to the instrument indicating discharge, or (ii) by agreeing not to 
sue or otherwise renouncing rights against the party by a signed record. 

(b) Cancellation or striking out of an indorsement pursuant to subsec- 

ion (a) does not affect the status and rights of a party derived from the 
indorsement. 

(c) In this section, “signed,” with respect to a record that is not a writing, 
includes the attachment to or logical association with the record of an 
electronic symbol, sound, or process with the present intent to adopt or ac- 
cept the record. 
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As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 
Section 3-604 replaces former Section 3-605. 


§ 3-605. Discharge of Secondary Obligors. 

(a) If a person entitled to enforce an instrument releases the obligation 
of a principal obligor in whole or in part, and another party to the instru- 
ment is a secondary obligor with respect to the obligation of that principal 
obligor, the following rules apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. Unless the terms of the release preserve the secondary obligor’s 
recourse, the principal obligor is discharged, to the extent of the release, 
from any other duties to the secondary obligor under this article. 

(2) Unless the terms of the release provide that the person entitled to 
enforce the instrument retains the right to enforce the instrument 
against the secondary obligor, the secondary obligor is discharged to the 
same extent as the principal obligor from any unperformed portion of its 
obligation on the instrument. If the instrument is a check and the obliga- 
tion of the secondary obligor is based on an indorsement of the check, 
the secondary obligor is discharged without regard to the language or 
circumstances of the discharge or other release. 

(3) If the secondary obligor is not discharged under paragraph (2), the 
secondary obligor is discharged to the extent of the value of the 
consideration for the release, and to the extent that the release would 
otherwise cause the secondary obligor a loss. 

(b) If a person entitled to enforce an instrument grants a principal obligor 
an extension of the time at which one or more payments are due on the 
instrument and another party to the instrument is a secondary obligor 

ith respect to the obligation of that principal obligor, the following rules 
apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. Unless the terms of the extension preserve the secondary 
obligor’s recourse, the extension correspondingly extends the time for 
performance of any other duties owed to the secondary obligor by the 
principal obligor under this article. 

(2) The secondary obligor is discharged to the extent that the exten- 
sion would otherwise cause the secondary obligor a loss. 

(3) To the extent that the secondary obligor is not discharged under 
paragraph (2), the secondary obligor may perform its obligations to a 
person entitled to enforce the instrument as if the time for payment had 
not been extended or, unless the terms of the extension provide that the 
person entitled to enforce the instrument retains the right to enforce the 
instrument against the secondary obligor as if the time for payment had 
not been extended, treat the time for performance of its obligations as 
having been extended correspondingly. 

(c) If a person entitled to enforce an instrument agrees, with or without 
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consideration, to a modification of the obligation of a principal obligor 
other than a complete or partial release or an extension of the due date 
and another party to the instrument is a secondary obligor with respect to 
he obligation of that principal obligor, the following rules apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. The modification correspondingly modifies any other duties 
owed to the secondary obligor by the principal obligor under this article. 

(2) The secondary obligor is discharged from any unperformed portion 
of its obligation to the extent that the modification would otherwise 
cause the secondary obligor a loss. 

(3) To the extent that the secondary obligor is not discharged under 
paragraph (2), the secondary obligor may satisfy its obligation on the 
instrument as if the modification had not occurred, or treat its obligation 
on the instrument as having been modified correspondingly. 

(d) If the obligation of a principal obligor is secured by an interest in col- 
lateral, another party to the instrument is a secondary obligor with respect 

o that obligation, and a person entitled to enforce the instrument impairs 
he value of the interest in collateral, the obligation of the secondary 
obligor is discharged to the extent of the impairment. The value of an 
interest in collateral is impaired to the extent the value of the interest is 
reduced to an amount less than the amount of the recourse of the second- 
ary obligor, or the reduction in value of the interest causes an increase in 
he amount by which the amount of the recourse exceeds the value of the 
interest. For purposes of this subsection, impairing the value of an interest 
in collateral includes failure to obtain or maintain perfection or recorda- 
ion of the interest in collateral, release of collateral without substitution 
of collateral of equal value or equivalent reduction of the underlying obliga- 
ion, failure to perform a duty to preserve the value of collateral owed, 
nder Article 9 or other law, to a debtor or other person secondarily liable, 
and failure to comply with applicable law in disposing of or otherwise 
enforcing the interest in collateral. 

(e) A secondary obligor is not discharged under subsections (a)(3), (b), 
(c), or (d) unless the person entitled to enforce the instrument knows that 
he person is a secondary obligor or has notice under Section 3-419(c) that 
he instrument was signed for accommodation. 

(f) A secondary obligor is not discharged under this section if the second- 
ary obligor consents to the event or conduct that is the basis of the dis- 
charge, or the instrument or a separate agreement of the party provides 
for waiver of discharge under this section specifically or by general 
language indicating that parties waive defenses based on suretyship or 
impairment of collateral. Unless the circumstances indicate otherwise, 
consent by the principal obligor to an act that would lead to a discharge 

nder this section constitutes consent to that act by the secondary obligor 
if the secondary obligor controls the principal obligor or deals with the 
person entitled to enforce the instrument on behalf of the principal obligor. 

(g) A release or extension preserves a secondary obligor’s recourse if the 

erms of the release or extension provide that: 


(1) the person entitled to enforce the instrument retains the right to 
enforce the instrument against the secondary obligor; and 
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(2) the recourse of the secondary obligor continues as if the release or 

extension had not been granted. 

(h) Except as otherwise provided in subsection (i), a secondary obligor 
asserting discharge under this section has the burden of persuasion both 

ith respect to the occurrence of the acts alleged to harm the secondary 
obligor and loss or prejudice caused by those acts. 

(i) If the secondary obligor demonstrates prejudice caused by an impair- 

ent of its recourse, and the circumstances of the case indicate that the 
amount of loss is not reasonably susceptible of calculation or requires proo 
of facts that are not ascertainable, it is presumed that the act impairing 
recourse caused a loss or impairment equal to the liability of the secondary 
obligor on the instrument. In that event, the burden of persuasion as to 
any lesser amount of the loss is on the person entitled to enforce the 
instrument. 


As amended in 2002. 
See Appendix Q for material relating to changes in text in 2002. 


Official Comment 

1. This section contains rules that are applicable when a secondary obligor (as defined in 
Section 3-103(a)(17)) is a party to an instrument. These rules essentially parallel modern 
interpretations of the law of suretyship and guaranty that apply when a secondary obligor 
is not a party to an instrument. See generally Restatement of the Law, Third, Suretyship 
and Guaranty (1996). Of course, the rules in this section do not resolve all possible issues 
concerning the rights and duties of the parties. In the event that a situation is presented 

hat is not resolved by this section (or the other related sections of this Article), the resolu- 
ion may be provided by the general law of suretyship because, pursuant to Section 1-103, 
hat law is applicable unless displaced by provisions of this Act. 

2. Like the law of suretyship and guaranty, Section 3-605 provides secondary obligors 

ith defenses that are not available to other parties to instruments. The general operation 
of Section 3-605, and its relationship to the law of suretyship and guaranty, can be il- 
ustrated by an example. Bank agrees to lend $10,000 to Borrower, but only if Backer also 
is liable for repayment of the loan. The parties could consummate that transaction in three 
different ways. First, if Borrower and Backer incurred those obligations with contracts not 
governed by this Article (such as a note that is not an instrument for purposes of this 
Article), the general law of suretyship and guaranty would be applicable. Under modern 

omenclature, Bank is the “obligee,” Borrower is the “principal obligor,” and Backer is the 
“secondary obligor.” See Restatement of Suretyship and Guaranty § 1. Then assume that 
Bank and Borrower agree to a modification of their rights and obligations after the note is 
signed. For example, they might agree that Borrower may repay the loan at some date af- 
er the due date, or that Borrower may discharge its repayment obligation by paying Bank 
$3,000 rather than $10,000. Alternatively, suppose that Bank releases collateral that Bor- 
ower has given to secure the loan. Under the law of suretyship and guaranty, the second- 
ary obligor may be discharged under certain circumstances if these modifications of the 
obligations between Bank (the obligee) and Borrower (the principal obligor) are made 
ithout the consent of Backer (the secondary obligor). The rights that the secondary obligor 
has to a discharge of its liability in such cases commonly are referred to as suretyship 
defenses. The extent of the discharge depends upon the particular circumstances. See 

estatement of Suretyship and Guaranty $8 37, 39-44. 

A second possibility is that the parties might decide to evidence the loan by a negotiable 
instrument. In that scenario, Borrower signs a note under which Borrower is obliged to pay 
$10,000 to the order of Bank on a due date stated in the note. Backer becomes liable for the 

epayment obligation by signing the note as a co-maker or indorser. In either case the note 
is signed for accommodation, Backer is an accommodation party, and Borrower is the ac- 
commodated party. See Section 3-419 (describing the obligations of accommodation parties). 
For purposes of Section 3-605, Backer is also a “secondary obligor” and Borrower is a 
“principal obligor,” as those terms are defined in Section 3-103. Because Backer is a party 
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o the instrument, its rights to a discharge based on any modification of obligations be- 
ween Bank and Borrower are governed by Section 3-605 rather than by the general law o 
suretyship and guaranty. Within Section 3-605, subsection (a) describes the consequences 
of a release of Borrower, subsection (b) describes the consequences of an extension of time, 
and subsection (c) describes the consequences of other modifications. 

The third possibility is that Borrower would use an instrument governed by this Article 
o evidence its repayment obligation, but Backer's obligation would be created in some way 

other than by becoming party to that instrument. In that case, Backer's rights are 
determined by suretyship and guaranty law rather than by this Article. See Comment 3 to 
Section 3-419. 

A person also can acquire secondary liability without having been a secondary obligor at 

he time that the principal obligation was created. For example, a transferee of real or 
personal property that assumes the obligation of the transferor as maker of a note secured 
by the property becomes by operation of law a principal obligor, with the transferor becom- 
ing a secondary obligor. Restatement of Suretyship and Guaranty § 2(e); Restatement o 

ortgages § 5.1. Article 3 does not determine the effect of the release of the transferee in 
hat case because the assuming transferee is not a “party” to the instrument as defined in 
Section 3-103(a)(10). Section 3-605(a) does not apply then because the holder has not 
discharged the obligation of a “principal obligor,” a term defined in Section 3-103(a)(11). 

hus, the resolution of that question is governed by the law of suretyship. See Restatement 
of Suretyship and Guaranty § 39. 

3. Section 3-605 is not, however, limited to the conventional situation of the accommoda- 
ion party discussed in Comment 2. It also applies in four other situations. First, it applies 
o indorsers of notes who are not accommodation parties. Unless an indorser signs without 
ecourse, the indorser’s liability under Section 3-415(a) is functionally similar to that of a 

guarantor of payment. For example, if Bank in the second hypothetical discussed in Com- 
ment 2 indorsed the note and transferred it to Second Bank, Bank is liable to Second Bank 
in the event of dishonor of the note by Borrower. Section 3-415(a). Because of that second- 
ary liability as indorser, Bank qualifies as a “secondary obligor” under Section 3-103(a)(17) 
and has the same rights under Section 3-605 as an accommodation party. 

Second, a similar analysis applies to the drawer of a draft that is accepted by a party 
hat is not a bank. Under Section 3-414(d), that drawer has liability on the same terms as 

an indorser under Section 3-415(a). Thus, the drawer in that case is a “secondary obligor” 
nder Section 3-103(a)(17) and has rights under Section 3-605 to that extent. 

Third, a similar principle justifies application of Section 3-605 to persons who indorse a 
check. Assume that Drawer draws a check to the order of Payee. Payee then indorses the 
check and transfers it to Transferee. If Transferee presents the check and it is dishonored, 

ransferee may recover from Drawer under Section 3-414 or Payee under Section 3-415. 
Because of that secondary liability as an indorser, Payee is a secondary obligor under 
Section 3-103(a)(17). Drawer is a “principal obligor” under Section 3-103(a)(11). As noted in 
Comment 4, below, however, Section 3-605(a)(3) will discharge indorsers of checks in some 
cases in which other secondary obligors will not be discharged by this section. 

Fourth, this section also deals with the rights of co-makers of instruments, even when 
hose co-makers do not qualify as accommodation parties. The co-makers' rights of contri- 
bution under Section 3-116 make each co-maker a secondary obligor to the extent of that 
ight of contribution. 

4. Subsection (a) is based on Restatement of Suretyship and Guaranty § 39. It addresses 
he effects of a release of the principal obligor by the person entitled to enforce the 

instrument. Paragraph (a)(1) governs the effect of that release on the principal obligor's 
duties to the secondary obligor; paragraphs (a)(2) and (a)(3) govern the effect of that release 
on the secondary obligor's duties to the person entitled to enforce the instrument. 

With respect to the duties of the principal obligor, the release of course cannot affect 
obligations of the principal obligor with respect to payments that the secondary obligor al- 

eady has made. But with respect to future payments by the secondary obligor, paragraph 
(a)(1) (based on Restatement of Suretyship and Guaranty § 39(a)) provides that the principal 
obligor is discharged, to the extent of the release, from any other duties to the secondary 
obligor. That rule is appropriate because otherwise the discharge granted to the principal 
obligor would be illusory: it would have obtained a release from a person entitled to enforce 

hat instrument, but it would be directly liable for the same sum to the secondary obligor i 
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he secondary obligor later complied with its secondary obligation to pay the instrument. 
his discharge does not occur, though, if the terms of the release effect a “preservation o 
ecourse” as described in subsection (g). See Comment 10, below. 

The discharge under paragraph (a)(1) of the principal obligor’s duties to the secondary 
obligor is broad, applying to all duties under this article. This includes not only the principal 
obligor’s liability as a party to an instrument (as a maker, drawer or indorser under 
Sections 3-412 through 3-415) but also obligations under Sections 3-116 and 3-419. 

Paragraph (a)(2) is based closely on Restatement of Suretyship and Guaranty § 39(b). It 
articulates a default rule that the release of a principal obligor also discharges the second- 
ary obligor, to the extent of the release granted to the principal obligor, from any 
unperformed portion of its obligation on the instrument. The discharge of the secondary 
obligor under paragraph (a)(2) is phrased more narrowly than the discharge of the principal 
obligor is phrased under paragraph (a)(1) because, unlike principal obligors, the only 
obligations of secondary obligors in Article 3 are “on the instrument” as makers or indorsers. 

The parties can opt out of that rule by including a contrary statement in the terms of the 

elease. The provision does not contemplate that any “magic words” are necessary. Thus, 

discharge of the secondary obligor under paragraph (a)(2) is avoided not only if the terms o 
he release track the statutory language (e.g., the person entitled to enforce the instrument 
“retains the right to enforce the instrument” against the secondary obligor), or if the terms 
of the release effect a preservation of recourse under subsection (g), but also if the terms o 
he release include a simple statement that the parties intend to “release the principal 
obligor but not the secondary obligor” or that the person entitled to enforce the instrument 
“reserves its rights” against the secondary obligor. At the same time, because paragraph 
(a)(2) refers to the “terms of the release,” extrinsic circumstances cannot be used to estab- 
ish that the parties intended the secondary obligor to remain obligated. If a release of the 
principal obligor includes such a provision, the secondary obligor is, nonetheless, discharged 
o the extent of the consideration that is paid for the release; that consideration is treated 
as a payment in partial satisfaction of the instrument. 

Notwithstanding language in the release that prevents discharge of the secondary obligor 
under paragraph (a)(2), paragraph (a)(3) discharges the secondary obligor from its obliga- 

ion to a person entitled to enforce the instrument to the extent that the release otherwise 

ould cause the secondary obligor a loss. The rationale for that provision is that a release 
of the principal obligor changes the economic risk for which the secondary obligor 
contracted. This risk may be increased in two ways. First, by releasing the principal 
obligor, the person entitled to enforce the instrument has eliminated the likelihood o 
uture payments by the principal obligor that would lessen the obligation of the secondary 
obligor. Second, unless the release effects a preservation of the secondary obligor’s recourse, 
he release eliminates the secondary obligor’s claims against the principal obligor with re- 
spect to any future payment by the secondary obligor. The discharge provided by this 
paragraph prevents that increased risk from causing the secondary obligor a loss. More- 
over, permitting releases to be negotiated between the principal obligor and the person 
entitled to enforce the instrument without regard to the consequences to the secondary 
obligor would create an undue risk of opportunistic behavior by the obligee and principal 
obligor. That concern is lessened, and the discharge is not provided by paragraph (a)(3), i 
he secondary obligor has consented to the release or is deemed to have consented to it 
nder subsection (f) (which presumes consent by a secondary obligor to actions taken by a 
principal obligor if the secondary obligor controls the principal obligor or deals with the 
person entitled to enforce the instrument on behalf of the principal obligor). See Comment 
9, below. 

Subsection (a) (and Restatement Section 39(b), the concepts of which it follows quite 
closely) is designed to facilitate negotiated workouts between a creditor and a principal 
obligor, so long as they are not at the expense of a secondary obligor who has not consented 

o the arrangement (either specifically or by waiving its rights to discharge under this 
section). Thus, for example, the provision facilitates an arrangement in which the principal 
obligor pays some portion of a guaranteed obligation, the person entitled to enforce the 
instrument grants a release to the principal obligor in exchange for that payment, and the 
person entitled to enforce the instrument pursues the secondary obligor for the remainder 
of the obligation. Under paragraph (a)(2), the person entitled to enforce the instrument 
may pursue the secondary obligor despite the release of the principal obligor so long as the 

erms of the release provide for this result. Under paragraph (a)(3), though, the secondary 
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obligor will be protected against any loss it might suffer by reason of that release (if the 
secondary obligor has not waived discharge under subsection (f)). It should be noted that 
he obligee may be able to minimize the risk of such loss (and, thus, of the secondary 
obligor’s discharge) by giving the secondary obligor prompt notice of the release even 
hough such notice is not required. 

The foregoing principles are illustrated by the following cases: 

Case 1. D borrows $1000 from C. The repayment obligation is evidenced by a note is- 
sued by D, payable to the order of C. S is an accommodation indorser of the note. As the 
due date of the note approaches, it becomes obvious that D cannot pay the full amount o 
the note and may soon be facing bankruptcy. C, in order to collect as much as possible 
from D and lessen the need to seek recovery from S, agrees to release D from its obliga- 
tion under the note in exchange for $100 in cash. The agreement to release D is silent as 
to the effect of the release on S. Pursuant to Section 3-605(a)(2), the release of D 
discharges S from its obligations to C on the note. 

Case 2. Same facts as Case 1, except that the terms of the release provide that C 
retains its rights to enforce the instrument against S. D is discharged from its obligations 
to S pursuant to Section 3-605(a)(1), but S is not discharged from its obligations to C pur- 
suant to Section 3-605(a)(2). However, if S could have recovered from D any sum it paid 
to C (had D not been discharged from its obligation to S), S has been harmed by the 
release and is discharged pursuant to Section 3-605(a)(3) to the extent of that harm. 

Case 3. Same facts as Case 1, except that the terms of the release provide that C 
retains its rights to enforce the instrument against S and that S retains its recourse 
against D. Under subsection (g), the release effects a preservation of recourse. Thus, S is 
not discharged from its obligations to C pursuant to Section 3-605(a)(2) and D is not 
discharged from its obligations to S pursuant to Section 3-605(a)(1). Because S's claims 
against D are preserved, S will not suffer the kind of loss described in Case 2. If no other 
loss is suffered by S as a result of the release, S is not discharged pursuant to this 
section. 

Case 4. Same facts as Case 3, except that D had made arrangements to work at a 
second job in order to earn the money to fulfill its obligations on the note. When C 
released D, however, D canceled the plans for the second job. While S still retains its re- 
course against D, S may be discharged from its obligation under the instrument to the 
extent that D's decision to forgo the second job causes S a loss because forgoing the job 
renders D unable to fulfill its obligations to S under Section 3-419. 

Subsection (a) reflects a change from former Section 3-605(b), which provided categori- 
cally that the release of a principal obligor by the person entitled to enforce the instrument 
did not discharge a secondary obligor's obligation on the instrument and assumed that the 

elease also did not discharge the principal obligor's obligations to the secondary obligor 
under Section 3-419. The rule under subsection (a) is much closer to the policy of the 

estatement of Suretyship and Guaranty than was former Section 3-605(b). The change, 
however, is likely to affect only a narrow category of cases. First, as discussed above, 
Section 3-605 applies only to transactions in which the payment obligation is represented 
by a negotiable instrument, and, within that set of transactions, only to those transactions 
in which the secondary obligation is incurred by indorsement or cosigning, not to transac- 
ions that involve a separate document of guaranty. See Comment 2, above. Second, as 
provided in subsection (f) secondary obligors cannot obtain a discharge under subsection 
(a) in any transaction in which they have consented to the challenged conduct. Thus, 
subsection (a) will not apply to any transaction that includes a provision waiving surety- 
ship defenses (a provision that is almost universally included in commercial loan 
documentation) or to any transaction in which the creditor obtains the consent of the sec- 
ondary obligor at the time of the release. 

The principal way in which subsection (a) goes beyond the policy of Restatement $ 39 is 


context, it seems likely that continuing responsibility for the indorser often would be so in- 
consistent with the expectations of the parties as to create a windfall for the creditor and 
an unfair surprise for the indorser. Thus, the statute implements a simple rule that grants 
a complete discharge. The creditor, of course, can avoid that rule by contracting with the 
secondary obligor for a different result at the time that the creditor grants the release to 
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5. Subsection (b) is based on Restatement of Suretyship and Guaranty § 40 and relates to 
extensions of the due date of the instrument. An extension of time to pay a note is often 
beneficial to the secondary obligor because the additional time may enable the principal 
obligor to obtain the funds to pay the instrument. In some cases, however, the extension 
may cause loss to the secondary obligor, particularly if deterioration of the financial condi- 
ion of the principal obligor reduces the amount that the secondary obligor is able to re- 
cover on its right of recourse when default occurs. For example, suppose that the instru- 
ment is an installment note and the principal debtor is temporarily short of funds to pay a 
monthly installment. The payee agrees to extend the due date of the installment for a 
month or two to allow the debtor to pay when funds are available. Paragraph (b)(2) provides 
hat an extension of time results in a discharge of the secondary obligor, but only to the 
extent that the secondary obligor proves that the extension caused loss. See subsection (h) 
(discussing the burden of proof under Section 3-605). Thus, if the extension is for a long pe- 

iod, the secondary obligor might be able to prove that during the period of extension the 
principal obligor became insolvent, reducing the value of the right of recourse of the second- 
ary obligor. In such a case, paragraph (b)(2) discharges the secondary obligor to the extent 
of that harm. Although not required to notify the secondary obligor of the extension, the 
payee can minimize the risk of loss by the secondary obligor by giving the secondary obligor 
prompt notice of the extension; prompt notice can enhance the likelihood that the second- 
ary obligor’s right of recourse can remain valuable, and thus can limit the likelihood that 
he secondary obligor will suffer a loss because of the extension. See Restatement of Surety- 
hip and Guaranty Section 38 comment b. 

If the secondary obligor is not discharged under paragraph (b)(2) (either because it would 
not suffer a loss by reason of the extension or because it has waived its right to discharge 
pursuant to subsection (f)), it is important to understand the effect of the extension on the 

ights and obligations of the secondary obligor. Consider the following cases: 

Case 5. A borrows money from Lender and issues a note payable to the order o 
Lender that is due on April 1, 2002. B signs the note for accommodation at the request o 
Lender. B signed the note either as co-maker or as an anomalous indorser. In either case 
Lender subsequently makes an agreement with A extending the due date of A’s obliga- 
tion to pay the note to July 1, 2002. In either case B did not agree to the extension, and 
the extension did not address Lender’s rights against B. Under paragraph (b)(1), A’s 
obligations to B under this article are also extended to July 1, 2002. Under paragraph 
(bY(3), if B is not discharged, B may treat its obligations to Lender as also extended, or 
may pay the instrument on the original due date. 

Case 6. Same facts as Case 5, except that the extension agreement includes a state- 
ment that the Lender retains its right to enforce the note against B on its original terms. 
Under paragraph (b)(3), B is liable on the original due date, but under paragraph (b)(1), 
A's obligations to B under Section 3-419 are not due until July 1, 2002. 

Case 7. Same facts as Case 5, except that the extension agreement includes a state- 
ment that the Lender retains its right to enforce the note against B on its original terms 
and B retains its recourse against A as though no extension had been granted. Under 
paragraph (b)(3), B is liable on the original due date. Under paragraph (b)(1), A's obliga- 
tions to B under Section 3-419 are not extended. 

Under section 3-605(b), the results in Case 5 and Case 7 are identical to the results that 
ollow from the law of suretyship and guaranty. See Restatement of Suretyship and Guaranty 
§ 40. The situation in Case 6 is not specifically addressed in the Restatement, but the reso- 
ution in this Section is consistent with the concepts of suretyship and guaranty law as 

eflected in the Restatement. If the secondary obligor is called upon to pay on the due date, 
it may be difficult to quantify the extent to which the extension has impaired the right o 
ecourse of the secondary obligor at that time. Still, the secondary obligor does have a right 
o make a claim against the obligee at that time. As a practical matter a suit making such 
a claim should establish the facts relevant to the extent of the impairment. See Restatement 
of Suretyship and Guaranty § 3'1(4). 

As a practical matter, an extension of the due date will normally occur only when the 
principal obligor is unable to pay on the due date. The interest of the secondary obligor 
normally is to acquiesce in the willingness of the person entitled to enforce the instrument 

o wait for payment from the principal obligor rather than to pay right away and rely on an 
action against the principal obligor that may have little or no value. But in unusual cases 
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he secondary obligor may prefer to pay the holder on the original due date so as to avoid 
continuing accrual of interest. In such cases, the secondary obligor may do so. See 
paragraph (b)(3). If the terms of the extension provide that the person entitled to enforce 
he instrument retains its right to enforce the instrument against the secondary obligor on 
he original due date, though, those terms are effective and the secondary obligor may not 
delay payment until the extended due date. Unless the extension agreement effects a pres- 
ervation of recourse, however, the secondary obligor may not proceed against the principal 
obligor under Section 3-419 until the extended due date. See paragraph (b)(1). To the 
extent that delay causes loss to the secondary obligor it is discharged under paragraph 


ment on the original due date, it always has the right to pay the instrument on that date, 
and perhaps minimize its loss by doing so. The secondary obligor is not precluded, however, 
rom asserting its rights to discharge under Section 3-605(b)(2) if it does not exercise that 
option. The critical issue is whether the extension caused the secondary obligor a loss by 
increasing the difference between its cost of performing its obligation on the instrument 
and the amount recoverable from the principal obligor under this Article. The decision by 
he secondary obligor not to exercise its option to pay on the original due date may, under 
he circumstances, be a factor to be considered in the determination of that issue, especiall 

if the secondary obligor has been given prompt notice of the extension (as discussed above). 

6. Subsection (c) is based on Restatement of Suretyship and Guaranty § 41. It is a residual 

provision, which applies to modifications of the obligation of the principal obligor that are 
not covered by subsections (a) and (b). Under subsection (c)(1), a modification of the obliga- 
ion of the principal obligor on the instrument (other than a release covered by subsection 
(a) or an extension of the due date covered by subsection (b)), will correspondingly modify 
he duties of the principal obligor to the secondary obligor. Under subsection (c2), such a 
modification also will result in discharge of the secondary obligor to the extent the modifica- 
ion causes loss to the secondary obligor. To the extent that the secondary obligor is not 
discharged and the obligation changes the amount of money payable on the instrument, or 
he timing of such payment, subsection (c)(3) provides the secondary obligor with a choice: 
it may satisfy its obligation on the instrument as if the modification had not occurred, or it 
may treat its obligation to pay the instrument as having been modified in a manner corre- 
sponding to the modification of the principal obligor's obligation. 

The following cases illustrate the application of subsection (c): 

Case 8. Corporation borrows money from Lender and issues a note payable to Lender. 
X signs the note as an accommodation party for Corporation. The note refers to a loan 
agreement under which the note was issued, which states various events of default 
that allow Lender to accelerate the due date of the note. Among the events of default 
are breach of covenants not to incur debt beyond specified limits and not to engage in 
any line of business substantially different from that currently carried on by 
Corporation. Without consent of X, Lender agrees to modify the covenants to allow 
Corporation to enter into a new line of business that X considers to be risky, and to 
incur debt beyond the limits specified in the loan agreement to finance the new 
venture. This modification discharges X to the extent that the modification otherwise 
would cause X a loss. 

Case 9. Corporation borrows money from Lender and issues a note payable to Lender 
in the amount of $100,000. X signs the note as an accommodation party for 
Corporation. The note calls for 60 equal monthly payments of interest and principal. 
Before the first payment is made, Corporation and Lender agree to modify the note by 
changing the repayment schedule to require four annual payments of interest only, 
followed by a fifth payment of interest and the entire $100,000 principal balance. To 
the extent that the modification does not discharge X, X has the option of fulfilling its 
obligation on the note in accordance with the original terms or the modified terms. 

7. Subsection (d) is based on Restatement of Suretyship and Guaranty § 42 and deals with 
he discharge of secondary obligors by impairment of collateral. The last sentence of subsec- 
ion (d) states four common examples of what is meant by impairment. Because it uses the 
erm "includes," the provision allows a court to find impairment in other cases as well. 
here is extensive case law on impairment of collateral. The secondary obligor is discharged 
o the extent that the secondary obligor proves that impairment was caused by a person 

entitled to enforce the instrument. For example, assume that the payee of a secured note 
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ails to perfect the security interest. The collateral is owned by the principal obligor who 
subsequently files in bankruptcy. As a result of the failure to perfect, the security interest 
is not enforceable in bankruptcy. If the payee were to obtain payment from the secondary 
obligor, the secondary obligor would be subrogated to the payee’s security interest in the 
collateral under Section 3-419 and general principles of suretyship law. See Restatement of 
uretyship and Guaranty $ 28(1)(c). In this situation, though, the value of the security 
interest is impaired completely because the security interest is unenforceable. Thus, the 
secondary obligor is discharged from its obligation on the note to the extent of that 
impairment. If the value of the collateral impaired is as much or more than the amount o 
he note, and if there will be no recovery on the note as an unsecured claim, there is a 
complete discharge. Subsection (d) applies whether the collateral is personalty or realty, 
henever the obligation in question is in the form of a negotiable instrument. 
8. Subsection (e) is based on the former Section 3-605(h). The requirement of knowledge 
in the first clause is consistent with Section 9-628. The requirement of notice in the second 
clause is consistent with Section 3-419(c). 
9. The importance of the suretyship defenses provided in Section 3-605 is greatly 
diminished by the fact that the right to discharge can be waived as provided in subsection 
(f). The waiver can be effectuated by a provision in the instrument or in a separate 
agreement. It is standard practice to include such a waiver of suretyship defenses in notes 
prepared by financial institutions or other commercial creditors. Thus, Section 3-605 will 
esult in the discharge of an accommodation party on a note only in the occasional case in 
hich the note does not include such a waiver clause and the person entitled to enforce the 

note nevertheless takes actions that would give rise to a discharge under this section 
ithout obtaining the consent of the secondary obligor. 

Because subsection (f) by its terms applies only to a discharge “under this section,” 
subsection (f) does not operate to waive a defense created by other law (such as the law 
governing enforcement of security interests under Article 9) that cannot be waived under 
hat law. See, e.g., Section 9-602. 

The last sentence of subsection (f) creates an inference of consent on the part of the sec- 
ondary obligor whenever the secondary obligor controls the principal obligor or deals with 
he creditor on behalf of the principal obligor. That sentence is based on Restatement o 

uretyship and Guaranty § 48(2). 

10. Subsection (g) explains the criteria for determining whether the terms of a release or 
extension preserve the secondary obligor’s recourse, a concept of importance in the applica- 
ion of subsections (a) and (b). First, the terms of the release or extension must provide 
hat the person entitled to enforce the instrument retains the right to enforce the instru- 
ment against the secondary obligor. Second, the terms of the release or extension must 
provide that the recourse of the secondary obligor against the principal obligor continues as 
hough the release or extension had not been granted. Those requirements are drawn from 

estatement of Suretyship and Guaranty § 38. 

11. Subsections (h) and (i) articulate rules for the burden of persuasion under Section 

3-605. Those rules are based on Restatement of Suretyship and Guaranty § 49. 


As amended in 2002. 


[1 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


ADDENDUM TO REVISED ARTICLE 3 


Notes to Legislative Counsel 
1. If revised Article 3 is adopted in your state, the reference in Section 2-511 to Section 
3-802 should be changed to Section 3-310. 
2. If revised Article 3 is adopted in your state and the Uniform Fiduciaries Act is also in. 
effect in your state, you may want to consider amending Uniform Fiduciaries Act $ 9 to 
conform to Section 3-307(b)(2)(iii) and (4)(ii). See Official Comment 3 to Section 3-307. 


CONFORMING AMENDMENTS TO ARTICLES 1 AND 4 
See Appendices H and I. 


ARTICLE 4. 
BANK DEPOSITS AND COLLECTIONS’ 


PART 1. GENERAL PROVISIONS AND 
DEFINITIONS 


4-101. Short Title. 

4-102. Applicability. 

4-103. Variation by Agreement; Measure of Damages; Action Constituting 
Ordinary Care. 

4-104. Definitions and Index of Definitions. 

4-105. Definitions of Types of Banks. 

4-106. Payable Through or Payable at Bank: Collecting Bank. 

4-107. Separate Office of Bank. 

4-108. Time of Receipt of Items. 

4-109. Delays. 

4-110. Electronic Presentment. 

4-111. Statute of Limitations. 


PART 2. COLLECTION OF ITEMS: DEPOSITARY 
AND COLLECTING BANKS 


4-201. Status of Collecting Bank as Agent and Provisional Status of Credits; 
Applicability of Article; Item Indorsed “Pay Any Bank". 

4-202. Responsibility for Collection or Return; When Action Timely. 

4-203. Effect of Instructions. 

4-204. Methods of Sending and Presenting; Sending Directly to Payor Bank. 

4-205. Depositary Bank Holder of Unindorsed Item. 

4-206. Transfer Between Banks. 

4-207. Transfer Warranties. 

4-208. Presentment Warranties. 

4-209. Encoding and Retention Warranties. 

4-210. Security Interest of Collecting Bank in Items, Accompanying Documents 
and Proceeds. 

4-211. When Bank Gives Value for Purposes of Holder in Due Course. 

4-212. Presentment by Notice of Item Not Payable by, Through, or at Bank; 
Liability of Drawer or Indorser. 

4-213. Medium and Time of Settlement by Bank. 

4-214. Right of Charge-Back or Refund; Liability of Collecting Bank: Return of 
Item. 

4-215. Final Payment of Item by Payor Bank; When Provisional Debits and 
Credits Become Final; When Certain Credits Become Available for 
Withdrawal. 


*Article 4 was amended in 1990 and with Prefatory Note and list of drafting com- 
2002. For the 1990 amendments, see Ap- mittee members, see Appendix Q. 
pendix I. For the 2002 Amendments, along 
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$ 4-216. Insolvency and Preference. 


PART 3. COLLECTION OF ITEMS: PAYOR BANKS 


$ 4-301. Deferred Posting; Recovery of Payment by Return of Items; Time of 
Dishonor; Return of Items by Payor Bank. 

§ 4-302. Payor Bank's Responsibility for Late Return of Item. 

$ 4-303. When Items Subject to Notice, Stop-Payment Order, Legal Process, or 
Setoff; Order in Which Items May Be Charged or Certified. 


PART 4. RELATIONSHIP BETWEEN PAYOR BANK 
AND ITS CUSTOMER 


4-401. When Bank May Charge Customer's Account. 

4-402. Bank's Liability to Customer for Wrongful Dishonor; Time of 
Determining Insufficiency of Account. 

4-403. Customer's Right to Stop Payment; Burden of Proof of Loss. 

4-404. Bank Not Obliged to Pay Check More Than Six Months Old. 

4-405. Death or Incompetence of Customer. 

4-406. Customer's Duty to Discover and Report Unauthorized Signature or 
Alteration. 

4-407. Payor Bank's Right to Subrogation on Improper Payment. 


PART 5. COLLECTION OF DOCUMENTARY 
DRAFTS 


4-501. Handling of Documentary Drafts; Duty to Send for Presentment and to 
Notify Customer of Dishonor. 

4-502. Presentment of *On Arrival" Drafts. 

4-503. Responsibility of Presenting Bank for Documents and Goods; Report of 
Reasons for Dishonor; Referee in Case of Need. 

4-504. Privilege of Presenting Bank to Deal With Goods; Security Interest for 
Expenses. 


PART 1. GENERAL PROVISIONS AND DEFINITIONS 


$ 4-101. Short Title. 


This Article may be cited as Uniform Commercial Code—Bank Deposits 
and Collections. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. The great number of checks handled by banks and the country-wide nature of the 
bank collection process require uniformity in the law of bank collections. There is needed a 
niform statement of the principal rules of the bank collection process with ample provision 
or flexibility to meet the needs of the large volume handled and the changing needs and 

conditions that are bound to come with the years. This Article meets that need. 
2. In 1950 at the time Article 4 was drafted, 6.7 billion checks were written annually. By 
he time of the 1990 revision of Article 4 annual volume was estimated by the American 
Bankers Association to be about 50 billion checks. The banking system could not have 
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coped with this increase in check volume had it not developed in the late 1950s and early 
1960s an automated system for check collection based on encoding checks with machine- 
eadable information by Magnetic Ink Character Recognition (MICR). An important goal o 
he 1990 revision of Article 4 is to promote the efficiency of the check collection process by 
making the provisions of Article 4 more compatible with the needs of an automated system 
and, by doing so, increase the speed and lower the cost of check collection for those who 

rite and receive checks. An additional goal of the 1990 revision of Article 4 is to remove 
any statutory barriers in the Article to the ultimate adoption of programs allowing the pre- 
sentment of checks to payor banks by electronic transmission of information captured from 
he MICR line on the checks. The potential of these programs for saving the time and 
inner of transporting the huge volume of checks from depositary to payor banks is 
evident. 

3. Article 4 defines rights between parties with respect to bank deposits and collections. 
It is not a regulatory statute. It does not regulate the terms of the bank-customer agree- 
ment, nor does it prescribe what constraints different jurisdictions may wish to impose on 

hat relationship in the interest of consumer protection. The revisions in Article 4 are 
intended to create a legal framework that accommodates automation and truncation for the 
benefit of all bank customers. This may raise consumer problems which enacting jurisdic- 
ions may wish to address in individual legislation. For example, with respect to Section 
4-401(c), jurisdictions may wish to examine their unfair and deceptive practices laws to 
determine whether they are adequate to protect drawers who postdate checks from 
nscrupulous practices that may arise on the part of persons who induce drawers to issue 
postdated checks in the erroneous belief that the checks will not be immediately payable. 
other example arises from the fact that under various truncation plans customers will 
no longer receive their cancelled checks and will no longer have the cancelled check to 
prove payment. Individual legislation might provide that a copy of a bank statement along 
ith a copy of the check is prima facie evidence of payment. 


§ 4-102. Applicability. 

(a) To the extent that items within this Article are also within Articles 3 
and 8, they are subject to those Articles. If there is conflict, this Article 
governs Article 3, but Article 8 governs this Article. 


(b) The liability of a bank for action or non-action with respect to an 
item handled by it for purposes of presentment, payment, or collection is 
governed by the law of the place where the bank is located. In the case o 
action or non-action by or at a branch or separate office of a bank, its li- 
ability is governed by the law of the place where the branch or separate of- 
fice is located. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. The rules of Article 3 governing negotiable instruments, their transfer, and the 
contracts of the parties thereto apply to the items collected through banking channels 

herever no specific provision is found in this Article. In the case of conflict, this Article 
governs. See Section 3-102(b). 

Bonds and like instruments constituting investment securities under Article 8 may also 
be handled by banks for collection purposes. Various sections of Article 8 prescribe rules o 
ransfer some of which (see Seetiens-8-304—and-8-306 Sections 8-108 and 8-304) may 
conflict with provisions of this Article (Sections 4-205, 4-207, and 4-208). In the case o 
conflict, Article 8 governs. Amendments approved by the Permanent Editorial Board for 
Uniform Commercial Code November 4, 1995. 

Section 4-210 deals specifically with overlapping problems and possible conflicts between 
his Article and Article 9. However, similar reconciling provisions are not necessary in the 
case of Articles 5 and 7. Sections 4-301 and 4-302 are consistent with Section 5-112. In the 
case of Article 7 documents of title frequently accompany items but they are not themselves 
items. See Section 4-104(a)(9). 
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In Clearfield Trust Co. v. United States, 318 U.S. 363 (1943), the Court held that if the 

nited States is a party to an instrument, its rights and duties are governed by federal 
common law in the absence of a specific federal statute or regulation. In United States v. 
Kimbell Foods, Inc., 440 U.S. 715 (1979), the Court stated a three-pronged test to ascertain 

hether the federal common-law rule should follow the state rule. In most instances courts 
under the Kimbell test have shown a willingness to adopt UCC rules in formulating federal 
common law on the subject. In Kimbell the Court adopted the priorities rules of Article 9. 

In addition, applicable federal law may supersede provisions of this Article. One federal 
aw that does so is the Expedited Funds Availability Act, 12 U.S.C. § 4001 et seq., and its 
implementing Regulation CC, 12 CFR Pt. 229. In some instances this law is alluded to in. 

he statute, e.g., Section 4-215(e) and (f). In other instances, although not referred to in this 

rticle, the provisions of the EFAA and Regulation CC control with respect to checks. For 
example, except between the depositary bank and its customer, all settlements are final 
and not provisional (Regulation CC, Section 229.36(d)), and the midnight deadline may be 
extended (Regulation CC, Section 229.30(c)). The comments to this Article suggest in most 
instances the relevant Regulation CC provisions. 

2. Subsection (b) is designed to state a workable rule for the solution of otherwise vexa- 
ious problems of the conflicts of laws: 

a. The routine and mechanical nature of bank collections makes it imperative that one 
aw govern the activities of one office of a bank. The requirement found in some cases that 
o hold an indorser notice must be given in accordance with the law of the place of indorse- 

ment, since that method of notice became an implied term of the indorser's contract, is 
more theoretical than practical. 

b. Adoption of what is in essence a tort theory of the conflict of laws is consistent with the 
general theory of this Article that the basic duty of a collecting bank is one of good faith 
and the exercise of ordinary care. Justification lies in the fact that, in using an ambulatory 
instrument, the drawer, payee, and indorsers must know that action will be taken with re- 
spect to it in other jurisdictions. This is especially pertinent with respect to the law of the 
place of payment. 

c. The phrase “action or non-action with respect to any item handled by it for purposes o 
presentment, payment, or collection" is intended to make the conflicts rule of subsection (b) 
apply from the inception of the collection process of an item through all phases of deposit, 
orwarding, presentment, payment and remittance or credit of proceeds. Specifically the 
subsection applies to the initial act of a depositary bank in receiving an item and to the 
incidents of such receipt. The conflicts rule of Weissman v. Banque De Bruxelles, 254 N.Y. 
488, 173 N.E. 835 (1930), is rejected. The subsection applies to questions of possible vicari- 
ous liability of a bank for action or non-action of sub-agents (see Section 4-202(c)), and tests 
hese questions by the law of the state of the location of the bank which uses the sub-agent. 

he conflicts rule of St. Nicholas Bank of New York v. State Nat. Bank, 128 N.Y. 26, 27 
N.E. 849, 13 L.R.A. 241 (1891), is rejected. The subsection applies to action or non-action o 
a payor bank in connection with handling an item (see Sections 4-215(a), 4-301, 4-302, 
4-303) as well as action or non-action of a collecting bank (Sections 4-201 through 4-216); to 
action or non-action of a bank which suspends payment or is affected by another bank 
suspending payment (Section 4-216); to action or non-action of a bank with respect to an 
item under the rule of Part 4 of Article 4. 

d. In a case in which subsection (b) makes this Article applicable, Section 4-103(a) leaves 
open the possibility of an agreement with respect to applicable law. This freedom of agree- 
ment follows the general policy of Section 1-105. 


$ 4-103. Variation by Agreement; Measure of Damages; Action 
Constituting Ordinary Care. 
(a) The effect of the provisions of this Article may be varied by agree- 
ent, but the parties to the agreement cannot disclaim a bank's 
responsibility for its lack of good faith or failure to exercise ordinary care 
or limit the measure of damages for the lack or failure. However, the par- 
ies may determine by agreement the standards by which the bank's 
responsibility is to be measured if those standards are not manifestly 
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(c) Action or non-action approved by this Article or pursuant to Federal 

eserve regulations or operating circulars is the exercise of ordinary care 
and, in the absence of special instructions, action or non-action consistent 

ith clearing-house rules and the like or with a general banking usage not 
disapproved by this Article, is prima facie the exercise of ordinary care. 

(d) The specification or approval of certain procedures by this Article is 
mot disapproval of other procedures that may be reasonable under the 
circumstances. 

(e) The measure of damages for failure to exercise ordinary care in 
handling an item is the amount of the item reduced by an amount that 
could not have been realized by the exercise of ordinary care. If there is 
also bad faith it includes any other damages the party suffered as a 
proximate consequence. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. Section 1-102 states the general principles and rules for variation of the effect of this 

ct by agreement and the limitations to this power. Section 4-103 states the specific rules 
or variation of Article 4 by agreement and also certain standards of ordinary care. In view 
of the technical complexity of the field of bank collections, the enormous number of items 
handled by banks, the certainty that there will be variations from the normal in each day’s 

ork in each bank, the certainty of changing conditions and the possibility of developing 
improved methods of collection to speed the process, it would be unwise to freeze present 
methods of operation by mandatory statutory rules. This section, therefore, permits within 
ide limits variation of the effect of provisions of the Article by agreement. 

2. Subsection (a) confers blanket power to vary all provisions of the Article by agree- 
ments of the ordinary kind. The agreements may not disclaim a bank’s responsibility for its 
own lack of good faith or failure to exercise ordinary care and may not limit the measure o 
damages for the lack or failure, but this subsection like Section 1-102(3) approves the 
practice of parties determining by agreement the standards by which the responsibility is 

o be measured. In the absence of a showing that the standards manifestly are unreason- 

able, the agreement controls. Owners of items and other interested parties are not affected 
by agreements under this subsection unless they are parties to the agreement or are bound 
by adoption, ratification, estoppel or the like. 

As here used “agreement” has the meaning given to it by Section 1-201(3). The agree- 
ment may be direct, as between the owner and the depositary bank; or indirect, as in the 
case in which the owner authorizes a particular type of procedure and any bank in the col- 
ection chain acts pursuant to such authorization. It may be with respect to a single item; 
or to all items handled for a particular customer, e.g., a general agreement between the de- 
positary bank and the customer at the time a deposit account is opened. Legends on deposit 

ickets, collection letters and acknowledgments of items, coupled with action by the affected 

party constituting acceptance, adoption, ratification, estoppel or the like, are agreements i 
hey meet the tests of the definition of “agreement.” See Section 1-201(3). First Nat. Bank 
of Denver v. Federal Reserve Bank, 6 F.2d 339 (8th Cir.1925) (deposit slip); Jefferson 
County Bldg. Ass’n v. Southern Bank & Trust Co., 225 Ala. 25, 142 So. 66 (1932) (signature 
card and deposit slip); Semingson v. Stock Yards Nat. Bank, 162 Minn. 424, 203 N.W. 412 
(1925) (passbook); Farmers State Bank v. Union Nat. Bank, 42 N.D. 449, 454, 173 N.W. 
789, 790 (1919) (acknowledgment of receipt of item). 

3. Subsection (a) (subject to its limitations with respect to good faith and ordinary care) 
goes far to meet the requirements of flexibility. However, it does not by itself confer fully ef- 
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business day and that the parties interested in each item include the owner of the item, the 
drawer (if it is a check), all nonbank indorsers, the payor bank and from one to five or more 
collecting banks, it is obvious that it is impossible, practically, to obtain direct agreements 
rom all of these parties on all items. In total, the interested parties constitute virtually 
every adult person and business organization in the United States. On the other hand they 
may become bound to agreements on the principle that collecting banks acting as agents 
have authority to make binding agreements with respect to items being handled. This 
conclusion was assumed but was not flatly decided in Federal Reserve Bank of Richmond v. 
Malloy, 264 U.S. 160, at 167, 44 S.Ct. 296, at 298, 68 L.Ed. 617, 31 A.L.R. 1261 (1924). 

To meet this problem subsection (b) provides that official or quasi-official rules of collec- 
ion, that is Federal Reserve regulations and operating circulars, clearing-house rules, and 
he like, have the effect of agreements under subsection (a), whether or not specifically as- 

sented to by all parties interested in items handled. Consequently, such official or quasi- 
official rules may, standing by themselves but subject to the good faith and ordinary care 
imitations, vary the effect of the provisions of Article 4. 

Federal Reserve regulations. Various sections of the Federal Reserve Act (12 U.S.C. § 221 
et seq.) authorize the Board of Governors of the Federal Reserve System to direct the 
Federal Reserve banks to exercise bank collection functions. For example, Section 16 (12 

.S.C. § 248(0)) authorizes the Board to require each Federal Reserve bank to exercise the 
unctions of a clearing house for its members and Section 13 (12 U.S.C. § 342) authorizes 

each Federal Reserve bank to receive deposits from nonmember banks solely for the 
purposes of exchange or of collection. Under this statutory authorization the Board has is- 
sued Regulation J (Subpart A—Collection of Checks and Other Items). Under the suprem- 
acy clause of the Constitution, federal regulations prevail over state statutes. Moreover, the 
Expedited Funds Availability Act, 12 U.S.C. Section 4007(b) provides that the Act and 
Regulation CC, 12 CFR 229, supersede “any provision of the law of any State, including the 

niform Commercial Code as in effect in such State, which is inconsistent with this chapter 
or such regulations.” See Comment 1 to Section 4-102. 

Federal Reserve operating circulars. The regulations of the Federal Reserve Board autho- 

ize the Federal Reserve banks to promulgate operating circulars covering operating details. 
Regulation J, for example, provides that “Each Reserve Bank shall receive and handle 
items in accordance with this subpart, and shall issue operating circulars governing the 
details of its handling of items and other matters deemed appropriate by the Reserve 
Bank.” This Article recognizes that “operating circulars” issued pursuant to the regulations 
and concerned with operating details as appropriate may, within their proper sphere, vary 
he effect of the Article. 

Clearing-House Rules. Local clearing houses have long issued rules governing the details 
of clearing; hours of clearing, media of remittance, time for return of mis-sent items and 
he like. The case law has recognized these rules, within their proper sphere, as binding on 
affected parties and as appropriate sources for the courts to look to in filling out details o 
bank collection law. Subsection (b) in recognizing clearing-house rules as a means o 
preserving flexibility continues the sensible approach indicated in the cases. Included in 
he term *clearing houses" are county and regional clearing houses as well as those within 
a single city or town. There is, of course, no intention of authorizing a local clearing house 
or a group of clearing houses to rewrite the basic law generally. The term “clearing-house 

ules" should be understood in the light of functions the clearing houses have exercised in 
he past. 

And the like. This phrase is to be construed in the light of the foregoing. “Federal Reserve 
egulations and operating circulars" cover rules and regulations issued by public or quasi- 

public agencies under statutory authority. *Clearing-house rules" cover rules issued by a 
group of banks which have associated themselves to perform through a clearing house some 
of their collection, payment and clearing functions. Other agencies or associations of this 

ind may be established in the future whose rules and regulations could be appropriately; 
ooked on as constituting means of avoiding absolute statutory rigidity. The phrase “and 
he like" leaves open possibilities for future development. An agreement between a number 
of banks or even all the banks in an area simply because they are banks, would not o 
itself, by virtue of the phrase “and the like," meet the purposes and objectives of subsection 
(b). 

4. Under this Article banks come under the general obligations of the use of good faith. 
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and the exercise of ordinary care. “Good faith” is defined in Section 1-201(b)(20). The term 
“ordinary care” is defined in Section 3-103(a)(9). These definitions are made to apply to 
Article 4 by Section 4-104(c). Section 4-202 states respects in which collecting banks must 

se ordinary care. Subsection (c) of Section 4-103 provides that action or non-action ap- 
proved by the Article or pursuant to Federal Reserve regulations or operating circulars con- 
stitutes the exercise of ordinary care. Federal Reserve regulations and operating circulars 
ee an affirmative standard of ordinary care equally with the provisions of Article 4 
itself. 

Subsection (c) further provides that, absent special instructions, action or non-action con- 
sistent with clearing-house rules and the like or with a general banking usage not disap- 
proved by the Article, prima facie constitutes the exercise of ordinary care. Clearing-house 

ules and the phrase “and the like” have the significance set forth above in these Comments. 
he term “general banking usage” is not defined but should be taken to mean a general us- 
age common to banks in the area concerned. See Section 1-205(2). In a case in which the 
adjective “general” is used, the intention is to require a usage broader than a mere practice 
between two or three banks but it is not intended to require a usage broader than a mere 
practice between two or three banks but it is not intended to require anything as broad as 
a country-wide usage. A usage followed generally throughout a state, a substantial portion 
of a state, a metropolitan area or the like would certainly be sufficient. Consistently with 
he principle of Section 1-205(3), action or non-action consistent with clearing-house rules 
or the like or with banking usages prima facie constitutes the exercise of ordinary care. 
However, the phrase “in the absence of special instructions” affords owners of items an op- 
portunity to prescribe other standards and although there may be no direct supervision or 
control of clearing houses or banking usages by official supervisory authorities, the 
confirmation of ordinary care by compliance with these standards is prima facie only, thus 
conferring on the courts the ultimate power to determine ordinary care in any case in 
hich it should appear desirable to do so. The prima facie rule does, however, impose on 
he party contesting the standards to establish that they are unreasonable, arbitrary or 
nfair as used by the particular bank. 

5. Subsection (d), in line with the flexible approach required for the bank collection pro- 
cess is designed to make clear that a novel procedure adopted by a bank is not to be 
considered unreasonable merely because that procedure is not specifically contemplated by 

his Article or by agreement, or because it has not yet been generally accepted as a bank 
usage. Changing conditions constantly call for new procedures and someone has to use the 
new procedure first. If this procedure is found to be reasonable under the circumstances, 
provided, of course, that it is not inconsistent with any provision of the Article or other law 
or agreement, the bank which has followed the new procedure should not be found to have 
ailed in the exercise of ordinary care. 

6. Subsection (e) sets forth a rule for determining the measure of damages for failure to 
exercise ordinary care which, under subsection (a), cannot be limited by agreement. In the 
absence of bad faith the maximum recovery is the amount of the item concerned. The term 
“bad faith” is not defined; the connotation is the absence of good faith (Section 3-103). When 
it is established that some part or all of the item could not have been collected even by the 
use of ordinary care the recovery is reduced by the amount that would have been in any 


is to be tested by the ordinary rules applied in comparable cases. Of course, it continues to 
be as necessary under subsection (e) as it has been under ordinary common law principles 
hat, before the damage rule of the subsection becomes operative, liability of the bank and 
some loss to the customer or owner must be established. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


$ 4-104. Definitions and Index of Definitions. 


(a) In this Article, unless the context otherwise requires: 

(1) “Account” means any deposit or credit account with a bank, includ- 
ing a demand, time, savings, passbook, share draft, or like account, 
other than an account evidenced by a certificate of deposit; 
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(2) *Afternoon" means the period of a day between noon and midnight; 

(3) *Banking day" means the part of a day on which a bank is open to 
the public for carrying on substantially all of its banking functions; 

(4) *Clearing house" means an association of banks or other payors 
regularly clearing items; 

(5) *Customer" means a person having an account with a bank or for 
whom a bank has agreed to collect items, including a bank that 
maintains an account at another bank; 

(6) “Documentary draft" means a draft to be presented for acceptance 
or payment if specified documents, certificated securities (Section 8-102) 
or instructions for uncertificated securities (Section 8-102), or other cer- 
tificates, statements, or the like are to be received by the drawee or 
other payor before acceptance or payment of the draft; 

(7) *Draft" means a draft as defined in Section 3-104 or an item, other 
than an instrument, that is an order; 

(8) “Drawee” means a person ordered in a draft to make payment; 

(9) “Item” means an instrument or a promise or order to pay money 
handled by a bank for collection or payment. The term does not include 
a payment order governed by Article 4A or a credit or debit card slip; 

(10) *Midnight deadline" with respect to a bank is midnight on its next 
banking day following the banking day on which it receives the relevant 
item or notice or from which the time for taking action commences to 
run, whichever is later; 

(11) “Settle” means to pay in cash, by clearing-house settlement, in a 
charge or credit or by remittance, or otherwise as agreed. A settlement 
may be either provisional or final; 

(12) *Suspends payments" with respect to a bank means that it has 
been closed by order of the supervisory authorities, that a public officer 
has been appointed to take it over, or that it ceases or refuses to make 
payments in the ordinary course of business. 

(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


" Agreement for electronic presentment" Section 4-110. 
“Collecting bank" Section 4-105. 
“Depositary bank” Section 4-105. 
“Intermediary bank” Section 4-105. 
“Payor bank” Section 4-105. 
“Presenting bank” Section 4-105. 
“Presentment notice” Section 4-110. 


(c) “Control” as provided in Section 7-106 and the following definitions in 
other Articles apply to this Article: 


“Acceptance” Section 3-409. 
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“Alteration” 

“Cashier’s check” 
“Certificate of deposit” 
“Certified check” 

“Check” 

“Holder in due course” 
“Instrument” 

“Notice of dishonor” 
“Order” 

“Ordinary care” 

“Person entitled to enforce” 
“Presentment” 

“Promise” 

“Prove” 

“Record” 
“Remotely-Created consumer item” 
“Teller’s check” 


Section 3-407. 
Section 3-104. 
Section 3-104. 
Section 3-409. 
Section 3-104. 
Section 3-302. 
Section 3-104. 
Section 3-503. 
Section 3-103. 
Section 3-103. 
Section 3-301. 
Section 3-501. 
Section 3-103. 
Section 3-103. 
Section 3-103. 
Section 3-103. 
Section 3-104. 


“Unauthorized signature” Section 3-403. 


(d) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 1990, 1994, 2001, 2002 and 2003. 
See Appendix I for material relating to changes in text in 1990. 
See Appendix K for material relating to changes in text in 1994. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


See Appendix Q for material relating to changes in text in 2002. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Paragraph (a)(1): “Account” is defined to include both asset accounts in which a 
customer has deposited money and accounts from which a customer may draw on a line o 
credit. The limiting factor is that the account must be in a bank. 

2. Paragraph (a)(3): *Banking day." Under this definition that part of a business day 

hen a bank is open only for limited functions, e.g., to receive deposits and cash checks, 
but with loan, bookkeeping and other departments closed, is not part of a banking day. 

3. Paragraph (a)(4): *Clearing house." Occasionally express companies, governmental 
agencies and other nonbanks deal directly with a clearing house; hence the definition does 

ot limit the term to an association of banks. 

4. Paragraph (a)(5): “Customer.” It is to be noted that this term includes a bank carrying 
an account with another bank as well as the more typical nonbank customer or depositor. 

5. Paragraph (a)(6): “Documentary draft" applies even though the documents do not ac- 
company the draft but are to be received by the drawee or other payor before acceptance or 
payment of the draft. Documents may be either in electronic or tangible form. See Article 5, 
Section 5-102, Comment 2 and Article 1, Section 1-201 (definition of *document of title"). 

6. Paragraph (a)(7): *Draft" is defined in Section 3-104 as a form of instrument. Since 
Article 4 applies to items that may not fall within the definition of instrument, the term is 
defined here to include an item that is a written order to pay money, even though the item 
may not qualify as an instrument. The term “order” is defined in Section 3-103. 
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7. Paragraph (a)(8): “Drawee” is defined in Section 3-103 in terms of an Article 3 draft 

hich is a form of instrument. Here “drawee” is defined in terms of an Article 4 draft which 
includes items that may not be instruments. 

8. Paragraph (a)(9): “Item” is defined broadly to include an instrument, as defined in 
Section 3-104, as well as promises or orders that may not be within the definition o 
“instrument.” The terms “promise” and “order” are defined in Section 3-103. A promise is a 

ritten undertaking to pay money. An order is a written instruction to pay money. But see 
Section 4-110(c). Since bonds and other investment securities under Article 8 may be 

ithin the term “instrument” or “promise,” they are items and when handled by banks for 
collection are subject to this Article. See Comment 1 to Section 4-102. The functional 
imitation on the meaning of this term is the willingness of the banking system to handle 
he instrument, undertaking or instruction for collection or payment. 

9. Paragraph (a)(10): “Midnight deadline.” The use of this phrase is an example of the 
more mechanical approach used in this Article. Midnight is selected as a termination point 
or time limit to obtain greater uniformity and definiteness than would be possible from 
other possible terminating points, such as the close of the banking day or business day. 

10. Paragraph (a)(11): The term “settle” has substantial importance throughout Article 4. 
In the American Bankers Association Bank Collection Code, in deferred posting statutes, in 
Federal Reserve regulations and operating circulars, in clearing-house rules, in agreements 
between banks and customers and in legends on deposit tickets and collection letters, there 
is repeated reference to “conditional” or “provisional” credits or payments. Tied in with this 
concept of creditors or payments being in some way tentative, has been a related but some- 

hat different problem as to when an item is “paid” or “finally paid” either to determine the 

elative priority of the item as against attachments, stop-payment orders and the like or in 
insolvency situations. There has been extensive litigation in the various states on these 
problems. To a substantial extent the confusion, the litigation and even the resulting court 
decisions fail to take into account that in the collection process some debits or credits are 
provisional or tentative and others are final and that very many debits or credits are provi- 
sional or tentative for awhile but later become final. Similarly, some cases fail to recognize 
hat within a single bank, particularly a payor bank, each item goes through a series o 
processes and that in a payor bank most of these processes are preliminary to the basic act 
of payment or “final payment.” 

The term “settle” is used as a convenient term to characterize a broad variety o 
conditional, provisional, tentative and also final payments of items. Such a comprehensive 
erm is needed because it is frequently difficult or unnecessary to determine whether a par- 
icular action is tentative or final or when a particular credit shifts from the tentative class 
o the final class. Therefore, its use throughout the Article indicates that in that particular 
context it is unnecessary or unwise to determine whether the debit or the credit or the pay- 
ment is tentative or final. However, if qualified by the adjective “provisional” its tentative 
nature is intended, and if qualified by the adjective “final” its permanent nature is intended. 

Examples of the various types of settlement contemplated by the term include payments 
in cash; the efficient but somewhat complicated process of payment through the adjustment 
and offsetting of balances through clearing houses; debit or credit entries in accounts be- 
ween banks; the forwarding of various types of remittance instruments, sometimes to 
cover a particular item but more frequently to cover an entire group of items received on a 
particular day. 

11. Paragraph (a)(12): “Suspends payments.” This term is designed to afford an objective 
est to determine when a bank is no longer operating as a part of the banking system. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


§ 4-105. Definitions of Types of Banks. 
In this Article: 


(1) “Bank” means a person engaged in the business of banking, includ- 
ing a savings bank, savings and loan association, credit union, or trust 
company;] 
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(2) “Depositary bank” means the first bank to take an item even though 
it is also the payor bank, unless the item is presented for immediate 
payment over the counter; 


(3) “Payor bank” means a bank that is the drawee of a draft; 


(4) “Intermediary bank” means a bank to which an item is transferred 
in course of collection except the depositary or payor bank; 


(5) “Collecting bank” means a bank handling an item for collection 
except the payor bank; 


(6) “Presenting bank” means a bank presenting an item except a payor 
bank. 

Legislative Note: A jurisdiction that enacts this statute that has not yet enacted the revised 
version of UCC Article 1 should leave the definition of “Bank” in Section 4-105(1). Section 
4-105(1) is reserved for that purpose. A jurisdiction that has adopted or simultaneously 
adopts the revised Article 1 should delete the definition of “Bank” from Section 4-105(1), but 

hould leave those numbers “reserved.” If jurisdictions follow the numbering suggested here, 

the subsections will have the same numbering in all jurisdictions that have adopted these 
amendments (whether they have or have not adopted the revised version of UCC Article 1). 
n either case, they should change the title of the section, as indicated in these revisions, so 
that all jurisdictions will have the same title for the section. 


As amended in 1990 and 2002. 


See Appendix I for material relating to changes in text in 1990. See Ap- 
pendix R for material relating to changes in text in 2002. 


Official Comment 

1. The definitions in general exclude a bank to which an item is issued, as this bank does 

ot take by transfer except in the particular case covered in which the item is issued to a 

payee for collection, as in the case in which a corporation is transferring balances from one 

account to another. Thus, the definition of “depositary bank” does not include the bank to 

hich a check is made payable if a check is given in payment of a mortgage. This bank has 

he status of a payee under Article 3 on Negotiable Instruments and not that of a collecting 
bank. 

2. Paragraph (1): “Bank” is defined in Section 1-201(4) as meaning “any person engaged 
in the business of banking.” The definition in paragraph (1) makes clear that “bank” 
includes savings banks, savings and loan associations, credit unions and trust companies, 
in addition to the commercial banks commonly denoted by use of the term “bank.” 

3. Paragraph (2): A bank that takes an “on us” item for collection, for application to a 
customer’s loan, or first handles the item for other reasons is a depositary bank even 
hough it is also the payor bank. However, if the holder presents the item for immediate 
payment over the counter, the payor bank is not a depositary bank. 

4. Paragraph (3): The definition of “payor bank” is clarified by use of the term “drawee.’ 

hat term is defined in Section 4-104 as meaning *a person ordered in a draft to make 
payment." An “order” is defined in Section 3-103 as meaning “a written instruction to pay 
money . . .. An authorization to pay is not an order unless the person authorized to pay is 
also instructed to pay." The definition of order is incorporated into Article 4 by Section 
4-104(c). Thus a payor bank is one instructed to pay in the item. A bank does not become a 
payor bank by being merely authorized to pay or by being given an instruction to pay not 
contained in the item. 

5. Paragraph (4): The term “intermediary bank" includes the last bank in the collection 
process if the drawee is not a bank. Usually the last bank is also a presenting bank. 


^| 


$ 4-106. Payable Through or Payable at Bank: Collecting Bank. 

(a) If an item states that it is ^payable through" a bank identified in the 
item, (1) the item designates the bank as a collecting bank and does not by 
itself authorize the bank to pay the item, and (ii) the item may be pre- 
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ALTERNATIVE A 
(b) If an item states that it is ^payable at" a bank identified in the item, 
he item is equivalent to a draft drawn on the bank. 


ALTERNATIVE B 
(b) If an item states that it is ^payable at" a bank identified in the item, 


payment only by or through the bank. 


(c) If a draft names a nonbank drawee and it is unclear whether a bank 
named in the draft is a co-drawee or a collecting bank, the bank is a col- 
lecting bank. 


As added in 1990. 
See Appendix I for material relating to adoption of section in 1990. 
Official Comment 


1. This section replaces former Sections 3-120 and 3-121. Some items are made “payable 
hrough" a particular bank. Subsection (a) states that such language makes the bank a col- 
ecting bank and not a payor bank. An item identifying a “payable through" bank can be 
presented for payment to the drawee only by the “payable through" bank. The item cannot 
be presented to the drawee over the counter for immediate payment or by a collecting bank 
other than the *payable through" bank. 

2. Subsection (b) retains the alternative approach of the present law. Under Alternative 
A a note payable at a bank is the equivalent of a draft drawn on the bank and the midnight 

deadline provisions of Sections 4-301 and 4-302 apply. Under Alternative B a “payable at” 
bank is in the same position as a “payable through” bank under subsection (a). 

3. Subsection (c) rejects the view of some cases that a bank named below the name of a 
drawee is itself a drawee. The commercial understanding is that this bank is a collecting 
bank and is not accountable under Section 4-302 for holding an item beyond its deadline. 

he liability of the bank is governed by Sections 4-202(a) and 4-103(e). 


$ 4-107. Separate Office of Bank. 


A branch or separate office of a bank is a separate bank for the purpose 

of computing the time within which and determining the place at or to 
hich action may be taken or notices or orders shall be given under this 
ticle and under Article 3. 


As amended in 1962 and 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. A rule with respect to the status of a branch or separate office of a bank as a part o 
any statute on bank collections is highly desirable if not absolutely necessary. However, 
practices in the operations of branches and separate offices vary substantially in the differ- 
ent states and it has not been possible to find any single rule that is logically correct, fair in 
all situations and workable under all different types of practices. The decision not to draft 
he section with greater specificity leaves to the courts the resolution of the issues arising 
under this section on the basis of the facts of each case. 

2. In many states and for many purposes a branch or separate office of the bank should 
be treated as a separate bank. Many branches function as separate banks in the handling 
and payment of items and require time for doing so similar to that of a separate bank. This 
is particularly true if branch banking is permitted throughout a state or in different towns 
and cities. Similarly, if there is this separate functioning a particular branch or separate of- 

ce is the only proper place for various types of action to be taken or orders or notices to be 
given. Examples include the drawing of a check on a particular branch by a customer 
hose account is carried at that branch; the presentment of that same check at that 
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branch; the issuance of an order to the branch to stop payment on the check. 

3. Section 1 of the American Bankers Association Bank Collection Code provided simply: 
“A branch or office of any such bank shall be deemed a bank.” Although this rule appears to 
be brief and simple, as applied to particular sections of the ABA Code it produces illogical 
and, in some cases, unreasonable results. For example, under Section 11 of the ABA Code 
it seems anomalous for one branch of a bank to have charged an item to the account of the 
drawer and another branch to have the power to elect to treat the item as dishonored. Sim- 
ilar logical problems would flow from applying the same rule to Article 4. Warranties by 
one branch to another branch under Sections 4-207 and 4-208 (each considered a separate 
bank) do not make sense. 

4. Assuming that it is not desirable to make each branch a separate bank for all purposes, 
his section provides that a branch or separate office is a separate bank for certain purposes. 
In so doing the single legal entity of the bank as a whole is preserved, thereby carrying 

ith it the liability of the institution as a whole on such obligations as it may be under. On 
he other hand, in cases in which the Article provides a number of time limits for different 
ypes of action by banks, if a branch functions as a separate bank, it should have the time 
imits available to a separate bank. Similarly if in its relations to customers a branch func- 
ions as a separate bank, notices and orders with respect to accounts of customers of the 
branch should be given at the branch. For example, whether a branch has notice sufficient 

o affect its status as a holder in due course of an item taken by it should depend upon 

hat notice that branch has received with respect to the item. Similarly the receipt of a 
stop-payment order at one branch should not be notice to another branch so as to impair 
he right of the second branch to be a holder in due course of the item, although in circum- 
stances in which ordinary care requires the communication of a notice or order to the 
proper branch of a bank, the notice or order would be effective at the proper branch from 
he time it was or should have been received. See Section 1-201(27). 

5. The bracketed language (“maintaining its own deposit ledger”) in former Section 4-106 
is deleted. Today banks keep records on customer accounts by electronic data storage. This 
has led most banks with branches to centralize to some degree their record keeping. The 
place where records are kept has little meaning if the information is electronically stored 
and is instantly retrievable at all branches of the bank. Hence, the inference to be drawn 

om the deletion of the bracketed language is that where record keeping is done is no lon- 
ger an important factor in determining whether a branch is a separate bank. 


$ 4-108. Time of Receipt of Items. 

(a) For the purpose of allowing time to process items, prove balances, 
and make the necessary entries on its books to determine its position for 
he day, a bank may fix an afternoon hour of 2 P.M. or later as a cuto 
hour for the handling of money and items and the making of entries on its 


(b) An item or deposit of money received on any day after a cutoff hour 
so fixed or after the close of the banking day may be treated as being 
received at the opening of the next banking day. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. Each of the huge volume of checks processed each day must go through a series of ac- 
counting procedures that consume time. Many banks have found it necessary to establish a 
cutoff hour to allow time for these procedures to be completed within the time limits 
imposed by Article 4. Subsection (a) approves a cutoff hour of this type provided it is not 
earlier than 2 P.M. Subsection (b) provides that if such a cutoff hour is fixed, items received 
after the cutoff hour may be treated as being received at the opening of the next banking 
day. If the number of items received either through the mail or over the counter tends to 
aper off radically as the afternoon hours progress, a 2 P.M. cutoff hour does not involve a 
arge portion of the items received but at the same time permits a bank using such a cuto 
hour to leave its doors open later in the afternoon without forcing into the evening the 
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completion of its settling and proving process. 

2. The provision in subsection (b) that items or deposits received after the close of the 
banking day may be treated as received at the opening of the next banking day is important, 
in cases in which a bank closes at twelve or one o'clock, e.g., on a Saturday, but continues 
0 receive some items by mail or over the counter if, for example, it opens Saturday evening 
or the limited purpose of receiving deposits and cashing checks. 


$ 4-109. Delays. 


(a) Unless otherwise instructed, a collecting bank in a good faith effort to 
secure payment of a specific item drawn on a payor other than a bank, and 

ith or without the approval of any person involved, may waive, modify, or 
extend time limits imposed or permitted by this [Act] for a period not 
exceeding two additional banking days without discharge of drawers or 
indorsers or liability to its transferor or a prior party. 


(b) Delay by a collecting bank or payor bank beyond time limits 
prescribed or permitted by this [Act] or by instructions is excused if (1) the 
delay is caused by interruption of communication or computer facilities, 
suspension of payments by another bank, war, emergency conditions, fail- 

re of equipment, or other circumstances beyond the control of the bank, 
and (ii) the bank exercises such diligence as the circumstances require. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. Sections 4-202(b), 4-214, 4-301, and 4-302 prescribe various time limits for the handling 
of items. These are the limits of time within which a bank, in fulfillment of its obligation to 
exercise ordinary care, must handle items entrusted to it for collection or payment. Under 
Section 4-103 they may be varied by agreement or by Federal Reserve regulations or 
operating circular, clearing-house rules, or the like. Subsection (a) permits a very limited 
extension of these time limits. It authorizes a collecting bank to take additional time in at- 
empting to collect drafts drawn on nonbank payors with or without the approval of any 
interested party. The right of a collecting bank to waive time limits under subsection (a) 
does not apply to checks. The two-day extension can only be granted in a good faith effort to 
secure payment and only with respect to specific items. It cannot be exercised if the 
customer instructs otherwise. Thus limited the escape provision should afford a limited 
degree of flexibility in special cases but should not interfere with the overall requirement 
and objective of speedy collections. 

2. An extension granted under subsection (a) is without discharge of drawers or indorsers. 
It therefore extends the times for presentment or payment as specified in Article 3. 

3. Subsection (b) is another escape clause from time limits. This clause operates not only 

ith respect to time limits imposed by the Article itself but also time limits imposed by: 
special instructions, by agreement or by Federal regulations or operating circulars, clearing- 
house rules or the like. The latter time limits are “permitted” by the Code. For example, a 
payor bank that fails to make timely return of a dishonored item may be accountable for 
he amount of the item. Subsection (b) excuses a bank from this liability when its failure to 
meet its midnight deadline resulted from, for example, a computer breakdown that was be- 
yond the control of the bank, so long as the bank exercised the degree of diligence that the 
circumstances required. In Port City State Bank v. American National Bank, 486 F.2d 196 
(10th Cir.1973), the court held that a bank exercised sufficient diligence to be excused 
under this subsection. If delay is sought to be excused under this subsection, the bank has 
he burden of proof on the issue of whether it exercised “such diligence as the circum- 
stances require." The subsection is consistent with Regulation CC, Section 229.38(e). 


$ 4-110. Electronic Presentment. 


(a) “Agreement for electronic presentment” means an agreement, 
clearing-house rule, or Federal Reserve regulation or operating circular, 
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providing that presentment of an item may be made by transmission of an| 
image of an item or information describing the item (“presentment notice”) 
rather than delivery of the item itself. The agreement may provide for 
procedures governing retention, presentment, payment, dishonor, and 
other matters concerning items subject to the agreement. 

(b) Presentment of an item pursuant to an agreement for presentment is 

ade when the presentment notice is received. 

(c) If presentment is made by presentment notice, a reference to “item” 
or “check” in this Article means the presentment notice unless the context 
otherwise indicates. 


As added in 1990. 
See Appendix I for material relating to adoption of section in 1990. 


Official Comment 

1. “An agreement for electronic presentment” refers to an agreement under which pre- 
sentment may be made to a payor bank by a presentment notice rather than by present- 
ment of the item. Under imaging technology now under development, the presentment no- 
ice might be an image of the item. The electronic presentment agreement may provide 
hat the item may be retained by a depositary bank, other collecting bank, or even a 
customer of the depositary bank, or it may provide that the item will follow the present- 
ment notice. The identifying characteristic of an electronic presentment agreement is that 
presentment occurs when the presentment notice is received. “An agreement for electronic 
presentment” does not refer to the common case of retention of items by payor banks 
because the item itself is presented to the payor bank in these cases. Payor bank check 
etention is a matter of agreement between payor banks and their customers. Provisions on 
payor bank check retention are found in Section 4-406(b). 

2. The assumptions under which the electronic presentment amendments are based are 
as follows: No bank will participate in an electronic presentment program without an 
agreement. These agreements may be either bilateral (Section 4-103(a)), under which two 
banks that frequently do business with each other may agree to depositary bank check 
etention, or multilateral (Section 4-103(b)), in which large segments of the banking 
industry may participate in such a program. In the latter case, federal or other uniform 
egulatory standards would likely supply the substance of the electronic presentment 
agreement, the application of which could be triggered by the use of some form of identifier 
on the item. Regulation CC, Section 229.36(c) authorizes truncation agreements but forbids 
hem from extending return times or otherwise varying requirements of the part of Regula- 
ion CC governing check collection without the agreement of all parties interested in the 
check. For instance, an extension of return time could damage a depositary bank which 
must make funds available to its customers under mandatory availability schedules. The 
Expedited Funds Availability Act, 12 U.S.C. Section 4008(b)(2), directs the Federal Reserve 
Board to consider requiring that banks provide for check truncation. 

3. The parties affected by an agreement for electronic presentment, with the exception o 
he customer, can be expected to protect themselves. For example, the payor bank can 
probably be expected to limit its risk of loss from drawer forgery by limiting the dollar 
amount of eligible items (Federal Reserve program), by reconcilement agreements (ABA 
Safekeeping program), by insurance (credit union share draft program), or by other means. 
Because agreements will exist, only minimal amendments are needed to make clear that 
he UCC does not prohibit electronic presentment. 


$ 4-111. Statute of Limitations. 
An action to enforce an obligation, duty, or right arising under this 
ticle must be commenced within three years after the [cause of action] 
accrues. 


As added in 1990. 
See Appendix I for material relating to adoption of section in 1990. 
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Official Comment 
This section conforms to the period of limitations set by Section 3-118(g) for actions for 
breach of warranty and to enforce other obligations, duties or rights arising under Article 
3. Bracketing “cause of action" recognizes that some states use a different term, such as 
"claim for relief." 


PART 2. COLLECTION OF ITEMS: DEPOSITARY AND 
COLLECTING BANKS 


$ 4-201. Status of Collecting Bank as Agent and Provisional 
Status of Credits; Applicability of Article; Item Indorsed 
*Pay Any Bank". 

(a) Unless a contrary intent clearly appears and before the time that a 
settlement given by a collecting bank for an item is or becomes final, the 
bank, with respect to an item, is an agent or sub-agent of the owner of the 
item and any settlement given for the item is provisional. This provision 
applies regardless of the form of indorsement or lack of indorsement and 
even though credit given for the item is subject to immediate withdrawal 
as of right or is in fact withdrawn; but the continuance of ownership of an 
item by its owner and any rights of the owner to proceeds of the item are 
subject to rights of a collecting bank, such as those resulting from outstand- 
ing advances on the item and rights of recoupment or setoff. If an item is 
handled by banks for purposes of presentment, payment, collection, or 
return, the relevant provisions of this Article apply even though action o 
he parties clearly establishes that a particular bank has purchased the 
item and is the owner of it. 


(b) After an item has been indorsed with the words “pay any bank" or 
he like, only a bank may acquire the rights of a holder until the item has 


(1) returned to the customer initiating collection; or 
(2) specially indorsed by a bank to a person who is not a bank. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. This section states certain basic rules of the bank collection process. One basic rule, 
appearing in the last sentence of subsection (a), is that, to the extent applicable, the provi- 
sions of the Article govern without regard to whether a bank handling an item owns the 
item or is an agent for collection. Historically, much time has been spent and effort 
expended in determining or attempting to determine whether a bank was a purchaser of an 
item or merely an agent for collection. See discussion of this subject and cases cited in 11 
A.L.R. 1043, 16 A.L.R. 1084, 42 A.L.R. 492, 68 A.L.R. 725, 99 A.L.R. 486. See also Section 4 
of the American Bankers Association Bank Collection Code. The general approach o 

rticle 4, similar to that of other articles, is to provide, within reasonable limits, rules or 
answers to major problems known to exist in the bank collection process without regard to 
questions of status and ownership but to keep general principles such as status and owner- 
ship available to cover residual areas not covered by specific rules. In line with this ap- 
proach, the last sentence of subsection (a) says in effect that Article 4 applies to practically 
every item moving through banks for the purpose of presentment, payment or collection. 

2. Within this general rule of broad coverage, the first two sentences of subsection (a) 
state a rule of agency status. ^Unless a contrary intent clearly appears" the status of a col- 
ecting bank is that of an agent or sub-agent for the owner of the item. Although as 
indicated in Comment 1 it is much less important under Article 4 to determine status than 
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has been the case heretofore, status may have importance in some residual areas not 
covered by specific rules. Further, since status has been considered so important in the 
past, to omit all reference to it might cause confusion. The status of agency “applies regard- 
ess of the form of indorsement or lack of indorsement and even though credit given for the 
item is subject to immediate withdrawal as of right or is in fact withdrawn.” Thus ques- 
ions heretofore litigated as to whether ordinary indorsements “for deposit,” “for collection” 
or in blank have the effect of creating an agency status or a purchase, no longer have sig- 

ificance in varying the prima facie rule of agency. Similarly, the nature of the credit given 
or an item or whether it is subject to immediate withdrawal as of right or is in fact 

ithdrawn, does not alter the agency status. See A.L.R. references supra in Comment 1. 

A contrary intent can change agency status but this must be clear. An example of a clear 
contrary intent would be if collateral papers established or the item bore a legend stating 
hat the item was sold absolutely to the depositary bank. 

3. The prima facie agency status of collecting banks is consistent with prevailing law and 
practice today. Section 2 of the American Bankers Association Bank Collection Code so 
provided. Legends on deposit tickets, collection letters and acknowledgments of items and 
Federal Reserve operating circulars consistently so provide. The status is consistent with 

ights of charge-back (Section 4-214 and Section 11 of the ABA Code) and risk of loss in the 
event of insolvency (Section 4-216 and Section 13 of the ABA Code). The right of charge- 
back with respect to checks is limited by Regulation CC, Section 226.36(d). 
4. Affirmative statement of a prima facie agency status for collecting banks requires 
certain limitations and qualifications. Under current practices substantially all bank collec- 
ions sooner or later merge into bank credits, at least if collection is effected. Usually, this 
akes place within a few days of the initiation of collection. An intermediary bank receives 

nal collection and evidences the result of its collection by a *credit" on its books to the de- 
positary bank. The depositary bank evidences the results of its collection by a “credit” in 
he account of its customer. As used in these instances the term “credit” clearly indicates a 
debtor-creditor relationship. At some stage in the bank collection process the agency status 
of a collecting bank changes to that of debtor, a debtor of its customer. Usually at about the 
same time it also becomes a creditor for the amount of the item, a creditor of some 
intermediary, payor or other bank. Thus the collection is completed, all agency aspects are 
erminated and the identity of the item has become completely merged in bank accounts, 
hat of the customer with the depositary bank and that of one bank with another. 
Although Section 4-215(a) provides that an item is finally paid when the payor bank 
akes or fails to take certain action with respect to the item, the final payment of the item 
may or may not result in the simultaneous final settlement for the item in the case of all 
prior parties. If a series of provisional debits and credits for the item have been entered in 
accounts between banks, the final payment of the item by the payor bank may result in the 
automatic firming up of all these provisional debits and credits under Section 4-215(c), and 
he consequent receipt of final settlement for the item by each collecting bank and the 
customer of the depositary bank simultaneously with such action of the payor bank. 
However, if the payor bank or some intermediary bank accounts for the item with a remit- 
ance draft, the next prior bank usually does not receive final settlement for the item until 
he remittance draft finally clears. See Section 4-213(c). The first sentence of subsection (a) 
provides that the agency status of a collecting bank (whether intermediary or depositary) 
continues until the settlement given by it for the item is or becomes final. In the case of the 
series of provisional credits covered by Section 4-215(c), this could be simultaneously with 
he final payment of the item by the payor bank. In cases in which remittance drafts are 

sed or in straight noncash collections, this would not be until the times specified in 
Sections 4-213(c) and 4-215(d). With respect to checks Regulation CC Sections 229.31(c), 
229.32(b) and 229.36(d) provide that all settlements between banks are final in both the 
orward collection and return of checks. 

Under Section 4-213(a) settlements for items may be made by any means agreed to by 
he parties. Since it is impossible to contemplate all the kinds of settlements that will be 
tilized, no attempt is made in Article 4 to provide when settlement is final in all cases. 
he guiding principle is that settlements should be final when the presenting person has 
eceived usable funds. Section 4-213(c) and (d) and Section 4-215(c) provide when final 

settlement occurs with respect to certain kinds of settlement, but these provisions are not 
intended to be exclusive. 

A number of practical results flow from the rule continuing the agency status of a collect- 
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ing bank until its settlement for the item is or becomes final, some of which are specifically: 
set forth in this Article. One is that risk of loss continues in the owner of the item rather 
han the agent bank. See Section 4-214. Offsetting rights favorable to the owner are that 
pending such final settlement, the owner has the preference rights of Section 4-216 and the 
direct rights of Section 4-302 against the payor bank. It also follows from this rule that the 
dollar limitations of Federal Deposit Insurance are measured by the claim of the owner o 
he item rather than that of the collecting bank. With respect to checks, rights of the par- 
ies in insolvency are determined by Regulation CC Section 229.39 and the liability of a 
bank handling a check to a subsequent bank that does not receive payment because o 
suspension of payments by another bank is stated in Regulation CC Section 229.35(b). 

5. In those cases in which some period of time elapses between the final payment of the 
item by the payor bank and the time that the settlement of the collecting bank is or 
becomes final, e.g., if the payor bank or an intermediary bank accounts for the item with a 
emittance draft or in straight noncash collections, the continuance of the agency status o 
he collecting bank necessarily carries with it the continuance of the owner's status as 
principal. The second sentence of subsection (a) provides that whatever rights the owner 
has to proceeds of the item are subject to the rights of collecting banks for outstanding ad- 

ances on the item and other valid rights, if any. The rule provides a sound rule to govern 
cases of attempted attachment of proceeds of a non-cash item in the hands of the payor 
bank as property of the absent owner. If a collecting bank has made an advance on an item 

hich is still outstanding, its right to obtain reimbursement for this advance should be 
superior to the rights of the owner to the proceeds or to the rights of a creditor of the 
owner. An intentional crediting of proceeds of an item to the account of a prior bank known 
o be insolvent, for the purpose of acquiring a right of setoff, would not produce a valid 
setoff. See 8 Zollman, Banks and Banking (1936) Sec. 5443. 

6. This section and Article 4 as a whole represent an intentional abandonment of the ap- 
proach to bank collection problems appearing in Section 4 of the American Bankers As- 
sociation Bank Collection Code. Because the tremendous volume of items handled makes 
impossible the examination by all banks of all indorsements on all items and thus in fact 
his examination is not made, except perhaps by depositary banks, it is unrealistic to base 
he rights and duties of all banks in the collection chain on variations in the form o 
indorsements. It is anomalous to provide throughout the ABA Code that the prima facie 
status of collecting banks is that of agent or sub-agent but in Section 4 to provide that 
subsequent holders (sub-agents) shall have the right to rely on the presumption that the 
bank of deposit (the primary agent) is the owner of the item. It is unrealistic, particularly 
in this background, to base rights and duties on status of agent or owner. Thus Section 
4-201 makes the pertinent provisions of Article 4 applicable to substantially all items 
handled by banks for presentment, payment or collection, recognizes the prima facie status 
of most banks as agents, and then seeks to state appropriate limits and some attributes to 
he general rules so expressed. 

7. Subsection (b) protects the ownership rights with respect to an item indorsed “pay any 
bank or banker” or in similar terms of a customer initiating collection or of any bank 
acquiring a security interest under Section 4-210, in the event the item is subsequently 
acquired under improper circumstances by a person who is not a bank and transferred by 
hat person to another person, whether or not a bank. Upon return to the customer initiat- 
ing collection of an item so indorsed, the indorsement may be cancelled (Section 3-207). 
bank holding an item so indorsed may transfer the item out of banking channels by special 
indorsement; however, under Section 4-103(e), the bank would be liable to the owner of the 
item for any loss resulting therefrom if the transfer had been made in bad faith or with 
ack of ordinary care. If briefer and more simple forms of bank indorsements are developed 

nder Section 4-206 (e.g., the use of bank transit numbers in lieu of present lengthy forms 
of bank indorsements), a depositary bank having the transit number “X100” could make 
subsection (b) operative by indorsements such as “Pay any bank—X100." Regulation CC 
Section 229.35(c) states the effect of an indorsement on a check by a bank. 


§ 4-202. Responsibility for Collection or Return; When Action 
Timely. 
(a) A collecting bank must exercise ordinary care in: 
(1) presenting an item or sending it for presentment; 
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(2) sending notice of dishonor or nonpayment or returning an item 
other than a documentary draft to the bank’s transferor after learning 
that the item has not been paid or accepted, as the case may be; 

(3) settling for an item when the bank receives final settlement; and 

(4) notifying its transferor of any loss or delay in transit within a rea- 
sonable time after discovery thereof. 

(b) A collecting bank exercises ordinary care under subsection (a) by tak- 
ing proper action before its midnight deadline following receipt of an item, 
motice, or settlement. Taking proper action within a reasonably longer 

ime may constitute the exercise of ordinary care, but the bank has the 
burden of establishing timeliness. 

(c) Subject to subsection (a)(1), a bank is not liable for the insolvency, 
neglect, misconduct, mistake, or default of another bank or person or for 
loss or destruction of an item in the possession of others or in transit. 


As amended in 1990. 


See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. Subsection (a) states the basic responsibilities of a collecting bank. Of course, under 
Section 1-203 a collecting bank is subject to the standard requirement of good faith. By 
subsection (a) it must also use ordinary care in the exercise of its basic collection tasks. By 
Section 4-103(a) neither requirement may be disclaimed. 

2. If the bank makes presentment itself, subsection (a)(1) requires ordinary care with re- 
spect both to the time and manner of presentment. (Sections 3-501 and 4-212.) If it forwards 
he item to be presented the subsection requires ordinary care with respect to routing 
(Section 4-204), and also in the selection of intermediary banks or other agents. 

3. Subsection (a) describes types of basic action with respect to which a collecting bank 
must use ordinary care. Subsection (b) deals with the time for taking action. It first 
prescribes the general standard for timely action, namely, for items received on Monday, 
proper action (such as forwarding or presenting) on Monday or Tuesday is timely. Although 

nder current “production line" operations banks customarily move items along on regular 
schedules substantially briefer than two days, the subsection states an outside time within 

hich a bank may know it has taken timely action. To provide flexibility from this stan- 
dard norm, the subsection further states that action within a reasonably longer time may 
be timely but the bank has the burden of proof. In the case of time items, action after the 
midnight deadline, but sufficiently in advance of maturity for proper presentation, is a 
clear example of a “reasonably longer time" that is timely. The standard of requiring action 
ot later than Tuesday in the case of Monday items is also subject to possibilities of varia- 
ion under the general provisions of Section 4-103, or under the special provisions regard- 
ing time of receipt of items (Section 4-108), and regarding delays (Section 4-109). This 
subsection (b) deals only with collecting banks. The time limits applicable to payor banks 
appear in Sections 4-301 and 4-302. 

4. At common law the so-called New York collection rule subjected the initial collecting 
bank to liability for the actions of subsequent banks in the collection chain; the so-called 
Massachusetts rule was that each bank, subject to the duty of selecting proper intermediar- 
ies, was liable only for its own negligence. Subsection (c) adopts the Massachusetts rule. 
But since this is stated to be subject to subsection (a)(1) a collecting bank remains 

esponsible for using ordinary care in selecting properly qualified intermediary banks and 
agents and in giving proper instructions to them. Regulation CC Section 229.36(d) states 
he liability of a bank during the forward collection of checks. 


$ 4-203. Effect of Instructions. 

Subject to Article 3 concerning conversion of instruments (Section 3-420) 
and restrictive indorsements (Section 3-206), only a collecting bank's trans- 
feror can give instructions that affect the bank or constitute notice to it, 
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and a collecting bank is not liable to prior parties for any action taken pur- 
suant to the instructions or in accordance with any agreement with its 
ransferor. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

This section adopts a “chain of command" theory which renders it unnecessary for an 
intermediary or collecting bank to determine whether its transferor is “authorized” to give 
he instructions. Equally the bank is not put on notice of any “revocation of authority" or 
“lack of authority” by notice received from any other person. The desirability of speed in the 
collection process and the fact that, by reason of advances made, the transferor may have 
he paramount interest in the item requires the rule. 

The section is made subject to the provisions of Article 3 concerning conversion of instru- 
ments (Section 3-420) and restrictive indorsements (Section 3-206). Of course instructions 
rom or an agreement with its transferor does not relieve a collecting bank of its general 
obligation to exercise good faith and ordinary care. See Section 4-103(a). If in any particu- 
ar case a bank has exercised good faith and ordinary care and is relieved of responsibility 
by reason of instructions of or an agreement with its transferor, the owner of the item may| 
still have a remedy for loss against the transferor (another bank) if such transferor has 
given wrongful instructions. 

The rules of the section are applied only to collecting banks. Payor banks always have 
he problem of making proper payment of an item; whether such payment is proper should 
be based upon all of the rules of Articles 3 and 4 and all of the facts of any particular case, 
and should not be dependent exclusively upon instructions from or an agreement with a 
person presenting the item. 


$ 4-204. Methods of Sending and Presenting; Sending Directly to 
Payor Bank. 
(a) A collecting bank shall send items by a reasonably prompt method, 
aking into consideration relevant instructions, the nature of the item, the 
number of those items on hand, the cost of collection involved, and the 
ethod generally used by it or others to present those items. 
(b) A collecting bank may send: 
(1) an item directly to the payor bank; 
(2) an item to a nonbank payor if authorized by its transferor; and 
(3) an item other than documentary drafts to a nonbank payor, if au- 
thorized by Federal Reserve regulation or operating circular, clearing- 
house rule, or the like. 
(c) Presentment may be made by a presenting bank at a place where the 
payor bank or other payor has requested that presentment be made. 


As amended in 1962 and 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

1. Subsection (a) prescribes the general standards applicable to proper sending or 
orwarding of items. Because of the many types of methods available and the desirability o 
preserving flexibility any attempt to prescribe limited or precise methods is avoided. 

2. Subsection (b)(1) codifies the practice of direct mail, express, messenger or like pre- 
sentment to payor banks. The practice is now country-wide and is justified by the need for 
speed, the general responsibility of banks, Federal Deposit Insurance protection and other 

easons. 

3. Full approval of the practice of direct sending is limited to cases in which a bank is a 
payor. Since nonbank drawees or payors may be of unknown responsibility, substantial 
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isks may be attached to placing in their hands the instruments calling for payments from 
hem. This is obviously so in the case of documentary drafts. However, in some cities prac- 
ices have long existed under clearing-house procedures to forward certain types of items to 
certain nonbank payors. Examples include insurance loss drafts drawn by field agents on 
home offices. For the purpose of leaving the door open to legitimate practices of this kind, 
subsection (b)(3) affirmatively approves direct sending of any item other than documentary 
drafts to any nonbank payor, if authorized by Federal Reserve regulation or operating 
circular, clearing-house rule or the like. 

On the other hand subsection (b)(2) approves sending any item directly to a nonbank 
payor if authorized by a collecting bank’s transferor. This permits special instructions or 
agreements out of the norm and is consistent with the “chain of command” theory o 
Section 4-203. However, if a transferor other than the owner of the item, e.g., a prior col- 
ecting bank, authorizes a direct sending to a nonbank payor, such transferor assumes 
esponsibility for the propriety or impropriety of such authorization. 

4. Section 3-501(b) provides where presentment may be made. This provision is expressly 
subject to Article 4. Section 4-204(c) specifically approves presentment by a presenting 
bank at any place requested by the payor bank or other payor. The time when a check is 
eceived by a payor bank for presentment is governed by Regulation CC Section 229.36(b). 


§ 4-205. Depositary Bank Holder of Unindorsed Item. 
If a customer delivers an item to a depositary bank for collection: 


(1) the depositary bank becomes a holder of the item at the time it 
receives the item for collection if the customer at the time of delivery 
was a holder of the item, whether or not the customer indorses the item, 
and, if the bank satisfies the other requirements of Section 3-302, it is a 
holder in due course; and 


(2) the depositary bank warrants to collecting banks, the payor bank 
or other payor, and the drawer that the amount of the item was paid to 
the customer or deposited to the customer’s account. 


As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 

Section 3-201(b) provides that negotiation of an instrument payable to order requires 
indorsement by the holder. The rule of former Section 4-205(1) was that the depositary 
bank may supply a missing indorsement of its customer unless the item contains the words 
“payee’s indorsement required” or the like. The cases have differed on the status of the de- 
positary bank as a holder if it fails to supply its customer’s indorsement. Marine Midland 
Bank, N.A. v. Price, Miller, Evans & Flowers, 446 N.Y.S.2d 797 (N.Y.App.Div. 4th 
Dept.1981), rev'd, 455 N.Y.S.2d 565 (N.Y.1982). It is common practice for depositary banks 
o receive unindorsed checks under so-called “lock-box” agreements from customers who 
eceive a high volume of checks. No function would be served by requiring a depositary 
bank to run these items through a machine that would supply the customer's indorsement 
except to afford the drawer and the subsequent banks evidence that the proceeds of the 
item reached the customer's account. Paragraph (1) provides that the depositary bank 
becomes a holder when it takes the item for deposit if the depositor is a holder. Whether it 
supplies the customer's indorsement is immaterial. Paragraph (2) satisfies the need for a 
eceipt of funds by the depositary bank by imposing on that bank a warranty that it paid 
he customer or deposited the item to the customer's account. This warranty runs not only 
o collecting banks and to the payor bank or nonbank drawee but also to the drawer, afford- 
ing protection to these parties that the depositary bank received the item and applied it to 
he benefit of the holder. 


$ 4-206. Transfer Between Banks. 


Any agreed method that identifies the transferor bank is sufficient for 
he item's further transfer to another bank. 
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As amended in 1990. 
See Appendix I for material relating to changes in text in 1990. 


Official Comment 


This section is designed to permit the simplest possible form of transfer from one bank to 
another, once an item gets in the bank collection chain, provided only identity of the trans- 
eror bank is preserved. This is important for tracing purposes and if recourse is necessary. 
However, since the responsibilities of the various banks appear in the Article it becomes 
nnecessary to have liability or responsibility depend on more formal indorsements. Sim- 
plicity in the form of transfer is conducive to speed. If the transfer is between banks, this 
section takes the place of the more formal requirements of Section 3-201. 


§ 4-207. Transfer Warranties. 

(a) A customer or collecting bank that transfers an item and receives a 
settlement or other consideration warrants to the transferee and to any 
subsequent collecting bank that: 

(1) the warrantor is a person entitled to enforce the item; 

(2) all signatures on the item are authentic and authorized; 

(3) the item has not been altered; 

(4) the item is not subject to a defense or claim in recoupment (Section 
9-305(a)) of any party that can be asserted against the warrantor; 

(5) the warrantor has no knowledge of any insolvency proceeding com- 
menced with respect to the maker or acceptor or, in the case of an unac- 
cepted draft, the drawer; and 

(6) with respect to any remotely-created consumer item, that the 
person on whose account the item is drawn authorized the issuance o 
the item in the amount for which the item is drawn. 

(b) If an item is dishonored, a customer or collecting bank transferring 
he item and receiving settlement or other consideration is obliged to pay 
he amount due on the item (i) according to the terms of the item at the 
ime it was transferred, or (ii) if the transfer was of an incomplete item, 
according to its terms when completed as stated in Sections 3-115 and 
3-407. The obligation of a transferor is owed to the transferee and to any 
subsequent collecting bank that takes the item in good faith. A transferor 
cannot disclaim its obligation under this subsection by an indorsement 
stating that it is made ^without recourse" or otherwise disclaiming liability. 

(c) A person to whom the warranties under subsection (a) are made and 

ho took the item in good faith may recover from the warrantor as dam- 
ages for breach of warranty an amount equal to the loss suffered as a 

result of the breach, but not more than the amount of the item plus expen- 
ses and loss of interest incurred as a result of the breach. 

(d) The warranties stated in subsection (a) cannot be disclaimed with re- 
spect to checks. Unless notice of a claim for breach of warranty is given to 

he warrantor within 30 days after the claimant has reason to know of the 
breach and the identity of the warrantor, the warrantor is discharged to 
he extent of any loss caused by the delay in giving notice of the claim. 

(e) A cause of action for breach of warranty under this section accrues 

hen the claimant has reason to know of the breach. 


As added in 1990 and amended in 2002. 


See Appendix I for material relating to adoption of section in 1990. See Ap- 
pendix R for material relating to changes in text in 2002. 
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Official Comment 
1. Except for subsection (b), this section conforms to Section 3-416 and extends its cover- 
age to items. The substance of this section is discussed in the Comment to Section 3-416. 
Subsection (b) provides that customers or collecting banks that transfer items, whether by 
indorsement or not, undertake to pay the item if the item is dishonored. This obligation 
cannot be disclaimed by a “without recourse” indorsement or otherwise. With respect to 
checks, Regulation CC Section 229.34 states the warranties made by paying and returning 


2. For an explanation of subsection (a)(6), see comment 8 to Section 3-416. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
02. 


§ 4-208. Presentment Warranties. 

(a) If an unaccepted draft is presented to the drawee for payment or ac- 
ceptance and the drawee pays or accepts the draft, (i) the person obtaining 
payment or acceptance, at the time of presentment, and (ii) a previous 

ransferor of the draft, at the time of transfer, warrant to the drawee that 
pays or accepts the draft in good faith that: 

(1) the warrantor is, or was, at the time the warrantor transferred the 
draft, a person entitled to enforce the draft or authorized to obtain pay- 
ment or acceptance of the draft on behalf of a person entitled to enforce 
the draft; 

(2) the draft has not been altered; and 

(3) the warrantor has no knowledge that the signature of the purported 
drawer of the draft is unauthorized; and 

(4) with respect to any remotely-created consumer item, that the 
person on whose account the item is drawn authorized the issuance o 
the item in the amount for which the item is drawn. 

(b) A drawee making payment may recover from a warrantor damages 
for breach of warranty equal to the amount paid by the drawee less the 
amount the drawee received or is entitled to receive from the drawer 
because of the payment. In addition, the drawee is entitled to compensa- 

ion for expenses and loss of interest resulting from the breach. The right 

of the drawee to recover damages under this subsection is not affected by 
any failure of the drawee to exercise ordinary care in making payment. I 
he drawee accepts the draft (i) breach of warranty is a defense to the 
obligation of the acceptor, and (ii) if the acceptor makes payment with re- 
spect to the draft, the acceptor is entitled to recover from a warrantor for 
breach of warranty the amounts stated in this subsection. 

(c) If a drawee asserts a claim for breach of warranty under subsection 
(a) based on an unauthorized indorsement of the draft or an alteration o 

he draft, the warrantor may defend by proving that the indorsement is ef- 

fective under Section 3-404 or 3-405 or the drawer is precluded under 
Section 3-406 or 4-406 from asserting against the drawee the unauthorized 
indorsement or alteration. 

(d) If G) a dishonored draft is presented for payment to the drawer or an 
indorser or (ii) any other item is presented for payment to a party obliged 

o pay the item, and the item is paid, the person obtaining payment and a 
prior transferor of the item warrant to the person making payment in good 
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faith that the warrantor is, or was, at the time the warrantor transferred 
he item, a person entitled to enforce the item or authorized to obtain pay- 

ent on behalf of a person entitled to enforce the item. The person making 
payment may recover from any warrantor for breach of warranty an 
amount equal to the amount paid plus expenses and loss of interest result- 
ing from the breach. 

(e) The warranties stated in subsections (a) and (d) cannot be disclaimed 

ith respect to checks. Unless notice of a claim for breach of warranty is 
given to the warrantor within 30 days after the claimant has reason to 
know of the breach and the identity of the warrantor, the warrantor is 
discharged to the extent of any loss caused by the delay in giving notice o 
he claim. 

(f) A cause of action for breach of warranty under this section accrues 

hen the claimant has reason to know of the breach. 


As added in 1990 and amended in 2002. 


See Appendix I for material relating to adoption of section in 1990. See Ap- 
pendix R for material relating to changes in text in 2002. 
Official Comment 

1. This section conforms to Section 3-417 and extends its coverage to items. The substance 
of this section is discussed in the Comment to Section 3-417. “Draft” is defined in Section 
4-104 as including an item that is an order to pay so as to make clear that the term “draft” 
in Article 4 may include items that are not instruments within Section 3-104. 

2. For an explanation of subsection (a)(4), see comment 8 to Section 3-416. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


$ 4-209. Encoding and Retention Warranties. 


(a) A person who encodes information on or with respect to an item after 
issue warrants to any subsequent collecting bank and to the payor bank or 
other payor that the information is correctly encoded. If the customer of a 
depositary bank encodes, that bank also makes the warranty. 

(b) A person who undertakes to retain an item pursuant to an agree- 

ent for electronic presentment warrants to any subsequent collecting 
bank and to the payor bank or other payor that retention and presentment 
of the item comply with the agreement. If a customer of a depositary bank 

ndertakes to retain an item, that bank also makes this warranty. 

(c) A person to whom warranties are made under this section and who 

ook the item in good faith may recover from the warrantor as damages for 
breach of warranty an amount equal to the loss suffered as a result of the 
breach, plus expenses and loss of interest incurred as a result of the breach. 


As added in 1990. 
See Appendix I for material relating to adoption of section in 1990. 


Official Comment 
1. Encoding and retention warranties are included in Article 4 because they are unique 
o the bank collection process. These warranties are breached only by the person doing the 
encoding or retaining the item and not by subsequent banks handling the item. Encoding 
and check retention may be done by customers who are payees of a large volume of checks; 
hence, this section imposes warranties on customers as well as banks. If a customer encodes 
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or retains, the depositary bank is also liable for any breach of this warranty. 

2. A misencoding of the amount on the MICR line is not an alteration under Section 
3-407(a) which defines alteration as changing the contract of the parties. If a drawer wrote 
a check for $2,500 and the depositary bank encoded $25,000 on the MICR line, the payor 
bank could debit the drawer’s account for only $2,500. This subsection would allow the 
payor bank to hold the depositary bank liable for the amount paid out over $2,500 without 

rst pursuing the person who received payment. Intervening collecting banks would not be 
iable to the payor bank for the depositary bank’s error. If a drawer wrote a check for 
$25,000 and the depositary bank encoded $2,500, the payor bank becomes liable for the full 
amount of the check. The payor bank’s rights against the depositary bank depend on 

hether the payor bank has suffered a loss. Since the payor bank can debit the drawer’s ac- 
count for $25,000, the payor bank has a loss only to the extent that the drawer’s account is 
ess than the full amount of the check. There is no requirement that the payor bank pursue 
collection against the drawer beyond the amount in the drawer’s account as a condition to 
he payor bank's action against the depositary bank for breach of warranty. See Georgia 
Railroad Bank & Trust Co. v. First National Bank & Trust, 229 S.E.2d 482 (Ga.App.1976), 
affd, 235 S.E.2d 1 (Ga.1977), and First National Bank of Boston v. Fidelity Bank, National 
Association, 724 F.Supp. 1168 (E.D.Pa.1989). 

3. A person retaining items under an electronic presentment agreement (Section 4-110) 

arrants that it has complied with the terms of the agreement regarding its possession o 
he item and its sending a proper presentment notice. If the keeper is a customer, its de- 
positary bank also makes this warranty. 


$ 4-210. Security Interest of Collecting Bank in Items, 
Accompanying Documents and Proceeds. 

(a) A collecting bank has a security interest in an item and any ac- 
companying documents or the proceeds of either: 

(1) in case of an item deposited in an account, to the extent to which 
credit given for the item has been withdrawn or applied; 

(2) in case of an item for which it has given credit available for with- 
drawal as of right, to the extent of the credit given, whether or not the 
credit is drawn upon or there is a right of charge-back; or 

(3) if it makes an advance on or against the item. 

(b) If credit given for several items received at one time or pursuant to a 
single agreement is withdrawn or applied in part, the security interest 
remains upon all the items, any accompanying documents or the proceeds 
of either. For the purpose of this section, credits first given are first 

ithdrawn. 

(c) Receipt by a collecting bank of a final settlement for an item is a 
realization on its security interest in the item, accompanying documents, 
and proceeds. So long as the bank does not receive final settlement for the 
item or give up possession of the item or possession or control of the ac- 
companying documents for purposes other than collection, the security 
interest continues to that extent and is subject to Article 9, but: 

(1) no security agreement is necessary to make the security interest 
enforceable (Section 9-203(b)(3)(A)); 

(2) no filing is required to perfect the security interest; and 


(3) the security interest has priority over conflicting perfected security 
interests in the item, accompanying documents, or proceeds. 


As amended in 1999, 1999 and 2003. 


See Appendix I for material relating to changes made to text to 1990. 
See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
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See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Subsection (a) states a rational rule for the interest of a bank in an item. The customer 
of the depositary bank is normally the owner of the item and the several collecting banks 
are agents of the customer (Section 4-201). A collecting agent may properly make advances 
on the security of paper held for collection, and acquires at common law a possessory lien 
or these advances. Subsection (a) applies an analogous principle to a bank in the collection 
chain which extends credit on items in the course of collection. The bank has a security 
interest to the extent stated in this section. To the extent of its security interest it is a 
holder for value (Sections 3-303, 4-211) and a holder in due course if it satisfies the other 

equirements for that status (Section 3-302). Subsection (a) does not derogate from the 
banker's general common law lien or right of setoff against indebtedness owing in deposit, 
accounts. See Section 1-103. Rather subsection (a) specifically implements and extends the 
principle as a part of the bank collection process. 

2. Subsection (b) spreads the security interest of the bank over all items in a single de- 
posit or received under a single agreement and a single giving of credit. It also adopts the 
“first-in, first-out” rule. 

3. Collection statistics establish that the vast majority of items handled for collection are 
in fact collected. The first sentence of subsection (c) reflects the fact that in the normal case 

he bank's security interest is self-liquidating. The remainder of the subsection correlates 
he security interest with the provisions of Article 9, particularly for use in the cases o 
noncollection in which the security interest may be important. 


$ 4-211. When Bank Gives Value for Purposes of Holder in Due 
Course. 
For purposes of determining its status as a holder in due course, a bank 
has given value to the extent it has a security interest in an item, if the 


bank otherwise complies with the requirements of Section 3-302 on what 
constitutes a holder in due course. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 
The section completes the thought of the previous section and makes clear that a security: 
interest in an item is “value” for the purpose of determining the holder’s status as a holder 
in due course. The provision is in accord with the prior law (N.I.L. Section 27) and with 
rticle 3 (Section 3-303). The section does not prescribe a security interest under Section 
4-210 as a test of “value” generally because the meaning of “value” under other Articles is 
adequately defined in Section 1-201. 


$ 4-212. Presentment by Notice of Item Not Payable by, Through, 
or at Bank; Liability of Drawer or Indorser. 

(a) Unless otherwise instructed, a collecting bank may present an item 
not payable by, through, or at a bank by sending to the party to accept or 
pay a record providing notice that the bank holds the item for acceptance 
or payment. The notice must be sent in time to be received on or before the 
day when presentment is due and the bank must meet any requirement o 

he party to accept or pay under Section 3-501 by the close of the bank's 
next banking day after it knows of the requirement. 

(b) If presentment is made by notice and payment, acceptance, or request 
for compliance with a requirement under Section 3-501 is not received by 

he close of business on the day after maturity or, in the case of demand 
items, by the close of business on the third banking day after notice was 
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sent, the presenting bank may treat the item as dishonored and charge 
any drawer or indorser by sending it notice of the facts. 


As amended in 1990 and 2002. 
See Appendix I for material relating to changes made in text in 1990. See 
Appendix R for material relating to changes made in text in 2002. 
Official Comment 

1. This section codifies a practice extensively followed in presentation of trade acceptances 
and documentary and other drafts drawn on nonbank payors. It imposes a duty on the 
payor to respond to the notice of the item if the item is not to be considered dishonored. No- 
ice of such a dishonor charges drawers and indorsers. Presentment under this section is 
good presentment under Article 3. See Section 3-501. 

2. A drawee not receiving notice is not, of course, liable to the drawer for wrongful 
dishonor. 

3. A bank so presenting an instrument must be sufficiently close to the drawee to be able 
o exhibit the instrument on the day it is requested to do so or the next business day at the 
atest. 


§ 4-213. Medium and Time of Settlement by Bank. 
(a) With respect to settlement by a bank, the medium and time of settle- 
ent may be prescribed by Federal Reserve regulations or circulars, 
clearing-house rules, and the like, or agreement. In the absence of such 
prescription: 

(1) the medium of settlement is cash or credit to an account in a 
Federal Reserve bank of or specified by the person to receive settlement; 
and 

(2) the time of settlement, is: 

(i) with respect to tender of settlement by cash, a cashier’s check, or 
teller’s check, when the cash or check is sent or delivered; 
(ii) with respect to tender of settlement by credit in an account in a 

Federal Reserve Bank, when the credit is made; 

(iii) with respect to tender of settlement by a credit or debit to an ac- 

count in a bank, when the credit or debit is made or, in the case o 

tender of settlement by authority to charge an account, when the 

authority is sent or delivered; or 
(iv) with respect to tender of settlement by a funds transfer, when 
payment is made pursuant to Section 4A-406(a) to the person receiv- 
ing settlement. 
(b) If the tender of settlement is not by a medium authorized by subsec- 
ion (a) or the time of settlement is not fixed by subsection (a), no settle- 
ment occurs until the tender of settlement is accepted by the person receiv- 
ing settlement. 
(c) If settlement for an item is made by cashier’s check or teller’s check 
and the person receiving settlement, before its midnight deadline: 

(1) presents or forwards the check for collection, settlement is final 
when the check is finally paid; or 

(2) fails to present or forward the check for collection, settlement is 
final at the midnight deadline of the person receiving settlement. 

(d) If settlement for an item is made by giving authority to charge the 
account of the bank giving settlement in the bank receiving settlement, 
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As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. Subsection (a) sets forth the medium of settlement that the person receiving settle- 
ment must accept. In nearly all cases the medium of settlement will be determined by 
agreement or by Federal Reserve regulations and circulars, clearing-house rules, and the 
ike. In the absence of regulations, rules or agreement, the person receiving settlement may 
demand cash or credit in a Federal Reserve bank. If the person receiving settlement does 
ot have an account in a Federal Reserve bank, it may specify the account of another bank 
in a Federal Reserve bank. In the unusual case in which there is no agreement on the 
medium of settlement and the bank making settlement tenders settlement other than cash 
or Federal Reserve bank credit, no settlement has occurred under subsection (b) unless the 
person receiving settlement accepts the settlement tendered. For example, if a payor bank, 

ithout agreement, tenders a teller's check, the bank receiving the settlement may reject 
he check and return it to the payor bank or it may accept the check as settlement. 

2. In several provisions of Article 4 the time that a settlement occurs is relevant. Subsec- 
ion (a) sets out a general rule that the time of settlement, like the means of settlement, 
may be prescribed by agreement. In the absence of agreement, the time of settlement for 
ender of the common agreed media of settlement is that set out in subsection (a)(2). The 
ime of settlement by cash, cashier's or teller's check or authority to charge an account is 
he time the cash, check or authority is sent, unless presentment is over the counter in 

hich case settlement occurs upon delivery to the presenter. If there is no agreement on 
he time of settlement and the tender of settlement is not made by one of the media set out 
in subsection (a), under subsection (b) the time of settlement is the time the settlement is 
accepted by the person receiving settlement. 
3. Subsections (c) and (d) are special provisions for settlement by remittance drafts and 
authority to charge an account in the bank receiving settlement. The relationship between 
nal settlement and final payment under Section 4-215 is addressed in subsection (b) o 
Section 4-215. With respect to settlement by cashier's checks or teller's checks, other than 
in response to over-the-counter presentment, the bank receiving settlement can keep the 
isk that the check will not be paid on the bank tendering the check in settlement by acting 
o initiate collection of the check within the midnight deadline of the bank receiving 
settlement. If the bank fails to initiate settlement before its midnight deadline, final settle- 
ment occurs at the midnight deadline, and the bank receiving settlement assumes the risk 
hat the check will not be paid. If there is no agreement that permits the bank tendering 
settlement to tender a cashier's or teller's check, subsection (b) allows the bank receiving 
he check to reject it, and, if it does, no settlement occurs. However, if the bank accepts the 
check, settlement occurs and the time of final settlement is governed by subsection (c). 

With respect to settlement by tender of authority to charge the account of the bank mak- 
ing settlement in the bank receiving settlement, subsection (d) provides that final settle- 
ment does not take place until the account charged has available funds to cover the amount 
of the item. If there is no agreement that permits the bank tendering settlement to tender 
an authority to charge an account as settlement, subsection (b) allows the bank receiving 
he tender to reject it. However, if the bank accepts the authority, settlement occurs and 
he time of final settlement is governed by subsection (d). 


$ 4-214. Right of Charge-Back or Refund; Liability of Collecting 
Bank: Return of Item. 


(a) If a collecting bank has made provisional settlement with its customer 
for an item and fails by reason of dishonor, suspension of payments by a 
bank, or otherwise to receive settlement for the item which is or becomes 
final, the bank may revoke the settlement given by it, charge back the 
amount of any credit given for the item to its customer's account, or obtain 
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refund from its customer, whether or not it is able to return the item, if by 
its midnight deadline or within a longer reasonable time after it learns the 
facts it returns the item or sends notification of the facts. If the return or 
motice is delayed beyond the bank’s midnight deadline or a longer reason- 
able time after it learns the facts, the bank may revoke the settlement, 
charge back the credit, or obtain refund from its customer, but it is liable 
for any loss resulting from the delay. These rights to revoke, charge back, 
and obtain refund terminate if and when a settlement for the item received 
by the bank is or becomes final. 

(b) A collecting bank returns an item when it is sent or delivered to the 
bank's customer or transferor or pursuant to its instructions. 

(c) A depositary bank that is also the payor may charge back the amount 
of an item to its customer’s account or obtain refund in accordance with 
he section governing return of an item received by a payor bank for credit 
on its books (Section 4-301). 


(d) The right to charge back is not affected by: 
(1) previous use of a credit given for the item; or 
(2) failure by any bank to exercise ordinary care with respect to the 
item, but a bank so failing remains liable. 
(e) A failure to charge back or claim refund does not affect other rights 
of the bank against the customer or any other party. 
(f) If credit is given in dollars as the equivalent of the value of an item 
payable in foreign money, the dollar amount of any charge-back or refund 
ust be calculated on the basis of the bank-offered spot rate for the foreign 


oney prevailing on the day when the person entitled to the charge-back 
or refund learns that it will not receive payment in ordinary course. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. Under current bank practice, in a major portion of cases banks make provisional 
settlement for items when they are first received and then await subsequent determination 
of whether the item will be finally paid. This is the principal characteristic of what are 

eferred to in banking parlance as “cash items." Statistically, this practice of settling 
provisionally first and then awaiting final payment is justified because the vast majority o 
such cash items are finally paid, with the result that in this great preponderance of cases it 
becomes unnecessary for the banks making the provisional settlements to make any fur- 
her entries. In due course the provisional settlements become final simply with the lapse 
of time. However, in those cases in which the item being collected is not finally paid or if for 

arious reasons the bank making the provisional settlement does not itself receive final 
payment, provision is made in subsection (a) for the reversal of the provisional settlements, 
charge-back of provisional credits and the right to obtain refund. 

2. Various causes of a bank's not receiving final payment, with the resulting right o 
charge-back or refund, are stated or suggested in subsection (a). These include dishonor o 
he original item; dishonor of a remittance instrument given for it; reversal of a provisional 
credit for the item; suspension of payments by another bank. The causes stated are il- 
ustrative; the right of charge-back or refund is stated to exist whether the failure to 

eceive final payment in ordinary course arises through one of them “or otherwise." 

3. The right of charge-back or refund exists if a collecting bank has made a provisional 
settlement for an item with its customer but terminates if and when a settlement received 
by the bank for the item is or becomes final. If the bank fails to receive such a final settle- 
ment the right of charge-back or refund must be exercised promptly after the bank learns 
he facts. The right exists (if so promptly exercised) whether or not the bank is able to 
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eturn the item. The second sentence of subsection (a) adopts the view of Appliance Buyers 
Credit Corp. v. Prospect National Bank, 708 F.2d 290 (7th Cir.1983), that if the midnight 
deadline for returning an item or giving notice is not met, a collecting bank loses its rights 
only to the extent of damages for any loss resulting from the delay. 

4. Subsection (b) states when an item is returned by a collecting bank. Regulation CC, 
Section 229.31 preempts this subsection with respect to checks by allowing direct return to 

he depositary bank. Because a returned check may follow a different path than in forward 

collection, settlement given for the check is final and not provisional except as between the 
depositary bank and its customer. Regulation CC Section 229.36(d). See also Regulations 
CC Sections 229.31(c) and 229.32(b). Thus owing to the federal preemption, this subsection 
applies only to noncheck items. 

5. The rule of subsection (d) relating to charge-back (as distinguished from claim for 

efund) applies irrespective of the cause of the nonpayment, and of the person ultimately li- 
able for nonpayment. Thus charge-back is permitted even if nonpayment results from the 
depositary bank's own negligence. Any other rule would result in litigation based upon a 
claim for wrongful dishonor of other checks of the customer, with potential damages far in 
excess of the amount of the item. Any other rule would require a bank to determine difficult 
questions of fact. The customer's protection is found in the general obligation of good faith 
(Sections 1-203 and 4-103). If bad faith is established the customer's recovery “includes 
other damages, if any, suffered by the party as a proximate consequence" (Section 4-103(e); 
see also Section 4-402). 

6. It is clear that the charge-back does not relieve the bank from any liability for failure 

o exercise ordinary care in handling the item. The measure of damages for such failure is 
stated in Section 4-103(e). 

7. Subsection (f) states a rule fixing the time for determining the rate of exchange if there 
is a charge-back or refund of a credit given in dollars for an item payable in a foreign 
currency. Compare Section 3-107. Fixing such a rule is desirable to avoid disputes. If in any 
case the parties wish to fix a different time for determining the rate of exchange, they may 
do so by agreement. 


$ 4-215. Final Payment of Item by Payor Bank; When Provisional 
Debits and Credits Become Final; When Certain Credits 
Become Available for Withdrawal. 


(a) An item is finally paid by a payor bank when the bank has first done 
any of the following: 
(1) paid the item in cash; 
(2) settled for the item without having a right to revoke the settlement 
under statute, clearing-house rule, or agreement; or 
(3) made a provisional settlement for the item and failed to revoke the 
settlement in the time and manner permitted by statute, clearing-house 
rule, or agreement. 

(b) If provisional settlement for an item does not become final, the item 
is not finally paid. 

(c) If provisional settlement for an item between the presenting and 
payor banks is made through a clearing house or by debits or credits in an 
account between them, then to the extent that provisional debits or credits 
for the item are entered in accounts between the presenting and payor 
banks or between the presenting and successive prior collecting banks 
seriatim, they become final upon final payment of the item by the payor 
bank. 

(d) If a collecting bank receives a settlement for an item which is or 
becomes final, the bank is accountable to its customer for the amount o 
he item and any provisional credit given for the item in an account with 
its customer becomes final. 
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(e) Subject to (i) applicable law stating a time for availability of funds 
and (ii) any right of the bank to apply the credit to an obligation of the 
customer, credit given by a bank for an item in a customer's account 
becomes available for withdrawal as of right: 

(1) if the bank has received a provisional settlement for the item, 
when the settlement becomes final and the bank has had a reasonable 
time to receive return of the item and the item has not been received 
within that time; 

(2) if the bank is both the depositary bank and the payor bank, and 
the item is finally paid, at the opening of the bank's second banking day 
following receipt of the item. 

(f) Subject to applicable law stating a time for availability of funds and 
any right of a bank to apply a deposit to an obligation of the depositor, a 
deposit of money becomes available for withdrawal as of right at the open- 
ing of the bank's next banking day after receipt of the deposit. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. By the definition and use of the term “settle” (Section 4-104(a)(11)) this Article recog- 

izes that various debits or credits, remittances, settlements or payments given for an item 
may be either provisional or final, that settlements sometimes are provisional and 
sometimes are final and sometimes are provisional for awhile but later become final. 
Subsection (a) defines when settlement for an item constitutes final payment. 

Final payment of an item is important for a number of reasons. It is one of several fac- 
ors determining the relative priorities between items and notices, stop-payment orders, 
egal process and setoffs (Section 4-303). It is the “end of the line" in the collection process 

and the “turn around” point commencing the return flow of proceeds. It is the point at 

hich many provisional settlements become final. See Section 4-215(c). Final payment o 
an item by the payor bank fixes preferential rights under Section 4-216. 

2. If an item being collected moves through several states, e.g., is deposited for collection. 
in California, moves through two or three California banks to the Federal Reserve Bank o 
San Francisco, to the Federal Reserve Bank of Boston, to a payor bank in Maine, the collec- 

ion process involves the eastward journey of the item from California to Maine and the 
estward journey of the proceeds from Maine to California. Subsection (a) recognizes that 
nal payment does not take place, in this hypothetical case, on the journey of the item 

eastward. It also adopts the view that neither does final payment occur on the journey 
estward because what in fact is journeying westward are proceeds of the item. 

3. Traditionally and under various decisions payment in cash of an item by a payor bank 
has been considered final payment. Subsection (a)(1) recognizes and provides that payment 
of an item in cash by a payor bank is final payment. 

4. Section 4-104(a)(11) defines “settle” as meaning “to pay in cash, by clearing-house 
settlement, in a charge or credit or by remittance, or otherwise as agreed. A settlement 
may be either provisional or final.” Subsection (a)(2) of Section 4-215 provides that an item 
is finally paid by a payor bank when the bank has “settled for the item without having a 

ight to revoke the settlement under statute, clearing-house rule or agreement." Former 
subsection (1)(b) is modified by subsection (a)(2) to make clear that a payor bank cannot 
make settlement provisional by unilaterally reserving a right to revoke the settlement. The 
ight must come from a statute (e.g., Section 4-301), clearing-house rule or other agreement. 
Subsection (a2) provides in effect that if the payor bank finally settles for an item this 
constitutes final payment of the item. The subsection operates if nothing has occurred and 

o situation exists making the settlement provisional. If under statute, clearing-house rule 
or agreement, a right of revocation of the settlement exists, the settlement is provisional. 
Conversely, if there is an absence of a right to revoke under statute, clearing-house rule or 
agreement, the settlement is final and such final settlement constitutes final payment o 
he item. 
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A primary example of a statutory right on the part of the payor bank to revoke a settle- 
ment is the right to revoke conferred by Section 4-301. The underlying theory and reason 
or deferred posting statutes (Section 4-301) is to require a settlement on the date of receipt 
of an item but to keep that settlement provisional with the right to revoke prior to the 
midnight deadline. In any case in which Section 4-301 is applicable, any settlement by the 
payor bank is provisional solely by virtue of the statute, subsection (a)(2) of Section 4-215 
does not operate, and such provisional settlement does not constitute final payment of the 
item. With respect to checks, Regulation CC Section 229.36(d) provides that settlement be- 
ween banks for the forward collection of checks is final. The relationship of this provision 

o Article 4 is discussed in the Commentary to that section. 

A second important example of a right to revoke a settlement is that arising under 
clearing-house rules. It is very common for clearing-house rules to provide that items 
exchanged and settled for in a clearing (e.g., before 10:00 a.m. on Monday) may be returned 
and the settlements revoked up to but not later than 2:00 p.m. on the same day (Monday) 
or under deferred posting at some hour on the next business day (e.g., 2:00 p.m. Tuesday). 

nder this type of rule the Monday morning settlement is provisional and being provi- 
sional does not constitute a final payment of the item. 

An example of an agreement allowing the payor bank to revoke a settlement is a case in 

hich the payor bank is also the depositary bank and has signed a receipt or duplicate de- 
posit ticket or has made an entry in a passbook acknowledging receipt, for credit to the ac- 
count of A, of a check drawn on it by B. If the receipt, deposit ticket, passbook or other 
agreement with A is to the effect that any credit so entered is provisional and may be 

evoked pending the time required by the payor bank to process the item to determine if it 
is in good form and there are funds to cover it, the agreement keeps the receipt or credit 
provisional and avoids its being either final settlement or final payment. 

The most important application of subsection (a)(2) is that in which presentment of an 
item has been made over the counter for immediate payment. In this case Section 4-301(a) 
does not apply to make the settlement provisional, and final payment has occurred unless a 

ule or agreement provides otherwise. 

5. Former Section 4-213(1)(c) provided that final payment occurred when the payor bank 
completed the “process of posting." The term was defined in former Section 4-109. In the 
present Article, Section 4-109 has been deleted and the process-of-posting test has been 
abandoned in Section 4-215(a) for determining when final payment is made. Difficulties in 
determining when the events described in former Section 4-109 take place make the 
process-of-posting test unsuitable for a system of automated check collection or electronic 
presentment. 

6. The last sentence of former Section 4-213(1) is deleted as an unnecessary source o 
confusion. Initially the view that payor bank may be accountable for, that is, liable for the 
amount of, an item that it has already paid seems incongruous. This is particularly true in 

he light of the language formerly found in Section 4-302 stating that the payor bank can 

defend against liability for accountability by showing that it has already settled for the 
item. But, at least with respect to former Section 4-213(1)(c), such a provision was needed 
because under the process-of-posting test a payor bank may have paid an item without set- 
ling for it. Now that Article 4 has abandoned the process-of-posting test, the sentence is no 
onger needed. If the payor bank has neither paid the item nor returned it within its 
midnight deadline, the payor bank is accountable under Section 4-302. 

7. Subsection (a)(3) covers the situation in which the payor bank makes a provisional 

settlement for an item, and this settlement becomes final at a later time by reason of the 
ailure of the payor bank to revoke it in the time and manner permitted by statute, clearing- 
house rule or agreement. An example of this type of situation is the clearing-house settle- 
ment referred to in Comment 4. In the illustration there given if the time limit for the 
eturn of items received in the Monday morning clearing is 2:00 p.m. on Tuesday and the 
provisional settlement has not been revoked at that time in a manner permitted by the 
clearing-house rules, the provisional settlement made on Monday morning becomes final at 
2:00 p.m. on Tuesday. Subsection (a)(3) provides specifically that in this situation the item 
is finally paid at 2:00 p.m. Tuesday. If on the other hand a payor bank receives an item in 
he mail on Monday and makes some provisional settlement for the item on Monday, it has 
until midnight on Tuesday to return the item or give notice and revoke any settlement 

nder Section 4-301. In this situation subsection (a)(3) of Section 4-215 provides that if the 
provisional settlement made on Monday is not revoked before midnight on Tuesday as 
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o checks, Regulation CC Section 229.30(c) allows an extension of the midnight deadline 
under certain circumstances. If a bank does not expeditiously return a check liability may 
accrue under Regulation CC Section 229.38. For the relationship of that liability to 

esponsibility under this Article, see Regulation CC Sections 229.30 and 229.38. 

8. Subsection (b) relates final settlement to final payment under Section 4-215. For 
example, if a payor bank makes provisional settlement for an item by sending a cashier’s or 
eller’s check and that settlement fails to become final under Section 4-213(c), subsection 
(b) provides that final payment has not occurred. If the item is not paid, the drawer remains 
iable, and under Section 4-302(a) the payor bank is accountable unless it has returned the 
item before its midnight deadline. In this regard, subsection (b) is an exception to subsec- 
ion (a)(3). Even if the payor bank has not returned an item by its midnight deadline there 
is still no final payment if provisional settlement had been made and settlement failed to 
become final. However, if presentment of the item was over the counter for immediate pay- 
ment, final payment has occurred under Section 4-215(a)(2). Subsection (b) does not apply 
because the settlement was not provisional. Section 4-301(a). In this case the presenting 
person, often the payee of the item, has the right to demand cash or the cash equivalent o 
ederal reserve credit. If the presenting person accepts another medium of settlement such 
as a cashier’s or teller’s check, the presenting person takes the risk that the payor bank 
may fail to pay a cashier’s check because of insolvency or that the drawee of a teller’s check 
may dishonor it. 

9. Subsection (c) states the country-wide usage that when the item is finally paid by the 
payor bank under subsection (a) this final payment automatically without further action 
“firms up” other provisional settlements made for it. However, the subsection makes clear 
hat this “firming up” occurs only if the settlement between the presenting and payor banks 

as made either through a clearing house or by debits and credits in accounts between 

hem. It does not take place if the payor bank remits for the item by sending some form o 

emittance instrument. Further, the “firming up” continues only to the extent that provi- 
sional debits and credits are entered seriatim in accounts between banks which are succes- 
sive to the presenting bank. The automatic “firming up” is broken at any time that any col- 
ecting bank remits for the item by sending a remittance draft, because final payment to 

he remittee then usually depends upon final payment of the remittance draft. 

10. Subsection (d) states the general rule that if a collecting bank receives settlement for 
an item which is or becomes final, the bank is accountable to its customer for the amount o 
he item. One means of accounting is to remit to its customer the amount it has received on 
he item. If previously it gave to its customer a provisional credit for the item in an account 
its receipt of final settlement for the item “firms up” this provisional credit and makes it 

nal. When this credit given by it so becomes final, in the usual case its agency status 

erminates and it becomes a debtor to its customer for the amount of the item. See Section 

4-201(a). If the accounting is by a remittance instrument or authorization to charge further 

ime will usually be required to complete its accounting (Section 4-213). 

11. Subsection (e) states when certain credits given by a bank to its customer become 
available for withdrawal as of right. Subsection (e)(1) deals with the situation in which a 
bank has given a credit (usually provisional) for an item to its customer and in turn has 
eceived a provisional settlement for the item from an intermediary or payor bank to which 
it has forwarded the item. In this situation before the provisional credit entered by the col- 
ecting bank in the account of its customer becomes available for withdrawal as of right, it 
is not only necessary that the provisional settlement received by the bank for the item 
becomes final but also that the collecting bank has a reasonable time to receive return o 
he item and the item has not been received within that time. How much time is “reason- 
able" for these purposes will of course depend on the distance the item has to travel and 
he number of banks through which it must pass (having in mind not only travel time by 

egular lines of transmission but also the successive midnight deadlines of the several 
banks) and other pertinent facts. Also, if the provisional settlement received is some form 
of a remittance instrument or authorization to charge, the “reasonable” time depends on 

he identity and location of the payor of the remittance instrument, the means for clearing 
such instrument, and other pertinent facts. With respect to checks Regulation CC Sections 
229.10—229.13 or similar applicable state law (Section 229.20) control. This is also time for 

he situation described in Comment 12. 

12. Subsection (e)(2) deals with the situation of a bank that is both a depositary bank 
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and a payor bank. The subsection recognizes that if A and B are both customers of a 
depositary-payor bank and A deposits B's check on the depositary-payor in A's account on 
Monday, time must be allowed to permit the check under the deferred posting rules o 
Section 4-301 to reach the bookkeeper for B's account at some time on Tuesday, and, i 
here are insufficient funds in B's account, to reverse or charge back the provisional credit 
in A's account. Consequently this provisional credit in A's account does not become avail- 
able for withdrawal as of right until the opening of business on Wednesday. If it is 
determined on Tuesday that there are insufficient funds in B's account to pay the check, 
he credit to A's account can be reversed on Tuesday. On the other hand if the item is in 
act paid on Tuesday, the rule of subsection (e)(2) is desirable to avoid uncertainty and pos- 
sible disputes between the bank and its customer as to exactly what hour within the day 
he credit is available. 


$ 4-216. Insolvency and Preference. 

(a) If an item is in or comes into the possession of a payor or collecting 
bank that suspends payment and the item has not been finally paid, the 
item must be returned by the receiver, trustee, or agent in charge of the 
closed bank to the presenting bank or the closed bank's customer. 

(b) If a payor bank finally pays an item and suspends payments without 

aking a settlement for the item with its customer or the presenting bank 

hich settlement is or becomes final, the owner of the item has a preferred 
claim against the payor bank. 

(c) If a payor bank gives or a collecting bank gives or receives a provi- 
sional settlement for an item and thereafter suspends payments, the 
suspension does not prevent or interfere with the settlement's becoming 
final if the finality occurs automatically upon the lapse of certain time or 
he happening of certain events. 


(d) If a collecting bank receives from subsequent parties settlement for 
an item, which settlement is or becomes final and the bank suspends pay- 

ents without making a settlement for the item with its customer which 
settlement is or becomes final, the owner of the item has a preferred claim 
against the collecting bank. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. The underlying purpose of the provisions of this section is not to confer upon banks, 
holders of items or anyone else preferential positions in the event of bank failures over gen- 

eral depositors or any other creditors of the failed banks. The purpose is to fix as definitel 
as possible the cut-off point of time for the completion or cessation of the collection process 
in the case of items that happen to be in the process at the time a particular bank suspends 
payments. It must be remembered that in bank collections as a whole and in the handling 
of items by an individual bank, items go through a whole series of processes. It must also 
be remembered that at any particular point of time a particular bank (at least one of any 
size) is functioning as a depositary bank for some items, as an intermediary bank for oth- 
ers, as a presenting bank for still others and as a payor bank for still others, and that when 
it suspends payments it will have close to its normal load of items working through its 
arious processes. For the convenience of receivers, owners of items, banks, and in fact 
substantially everyone concerned, it is recognized that at the particular moment of time 
hat a bank suspends payment, a certain portion of the items being handled by it have 
progressed far enough in the bank collection process that it is preferable to permit them to 
continue the remaining distance, rather than to send them back and reverse the many 
entries that have been made or the steps that have been taken with respect to them. 
herefore, having this background and these purposes in mind, the section states what 
items must be turned backward at the moment suspension intervenes and what items have 
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progressed far enough that the collection process with respect to them continues, with the 
esulting necessary statement of rights of various parties flowing from this prescription o 
he cut-off time. 
2. The rules stated are similar to those stated in the American Bankers Association Bank 
Collection Code, but with the abandonment of any theory of trust. On the other hand, some 
aw previous to this Act may be relevant. See Note, Uniform Commercial Code: Stopping 
Payment of an Item Deposited with an Insolvent Depositary Bank, 40 Okla.L.Rev. 689 
(1987). Although for practical purposes Federal Deposit Insurance affects materially the 
esult of bank failures on holders of items and banks, no attempt is made to vary the rules 
of the section by reason of such insurance. 
3. It is recognized that in view of Jennings v. United States Fidelity & Guaranty Co., 294 
.S. 216, 55 S.Ct. 394, 79 L.Ed. 869, 99 A.L.R. 1248 (1935), amendment of the National 
Bank Act would be necessary to have this section apply to national banks. But there is no 
eason why it should not apply to others. See Section 1-108. 


PART 3. COLLECTION OF ITEMS: PAYOR BANKS 


§ 4-301. Deferred Posting; Recovery of Payment by Return of 
Items; Time of Dishonor; Return of Items by Payor Bank. 
(a) If a payor bank settles for a demand item other than a documentary 
draft presented otherwise than for immediate payment over the counter 
before midnight of the banking day of receipt, the payor bank may revoke 
he settlement and recover the settlement if, before it has made final pay- 
ent and before its midnight deadline, it 
(1) returns the item; 
(2) returns an image of the item, if the party to which the return is 


made has entered into an agreement to accept an image as a return o 
the item and the image is returned in accordance with that agreement; 
or 


(3) sends a record providing notice of dishonor or nonpayment if the 
item is unavailable for return. 

(b) If a demand item is received by a payor bank for credit on its books, 
it may return the item or send notice of dishonor and may revoke any 
credit given or recover the amount thereof withdrawn by its customer, if it 
acts within the time limit and in the manner specified in subsection (a). 

(c) Unless previous notice of dishonor has been sent, an item is 
dishonored at the time when for purposes of dishonor it is returned or no- 

ice sent in accordance with this section. 

(d) An item is returned: 

(1) as to an item presented through a clearing house, when it is 
delivered to the presenting or last collecting bank or to the clearing 
house or is sent or delivered in accordance with clearing-house rules; or 

(2) in all other cases, when it is sent or delivered to the bank’s 
customer or transferor or pursuant to instructions. 


As amended in 1990 and 2002. 


See Appendix I for material relating to changes made in text in 1990. See 
Appendix R for material relating to changes made in text in 2002. 
Official Comment 


1. The term “deferred posting” appears in the caption of Section 4-301. This refers to the 
practice permitted by statute in most of the states before the UCC under which a payor 
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bank receives items on one day but does not post the items to the customer's account until 
he next day. Items dishonored were then returned after the posting on the day after 
eceipt. Under Section 4-301 the concept of “deferred posting" merely allows a payor bank 

hat has settled for an item on the day of receipt to return a dishonored item on the next 
day before its midnight deadline, without regard to when the item was actually posted. 

ith respect to checks Regulation CC Section 229.30(c) extends the midnight deadline 
under the UCC under certain circumstances. See the Commentary to Regulation CC Sec- 

ion 229.38(d) on the relationship between the UCC and Regulation CC on settlement. 

2. The function of this section is to provide the circumstances under which a payor bank 
hat has made timely settlement for an item may return the item and revoke the settle- 
ment so that it may recover any settlement made. These circumstances are: (1) the item 
must be a demand item other than a documentary draft; (2) the item must be presented 
otherwise than for immediate payment over the counter; and (3) the payor bank must 

eturn the item (or give notice if the item is unavailable for return) before its midnight 
deadline and before it has paid the item. With respect to checks, see Regulation CC Section 
229.31(f) on notice in lieu of return and Regulation CC Section 229.33 as to the different 
equirement of notice of nonpayment. An instance of when an item may be unavailable for 
eturn arises under a collecting bank check retention plan under which presentment is 
made by a presentment notice and the item is retained by the collecting bank. Section 
4-215(a)(2) provides that final payment occurs if the payor bank has settled for an item 

ithout a right to revoke the settlement under statute, clearing-house rule or agreement. 
In any case in which Section 4-301(a) is applicable, the payor bank has a right to revoke 
he settlement by statute; therefore, Section 4-215(a)(2) is inoperable, and the settlement is 
provisional. Hence, if the settlement is not over the counter and the payor bank settles in a 
manner that does not constitute final payment, the payor bank can revoke the settlement 
by returning the item before its midnight deadline. 

3. The relationship of Section 4-301(a) to final settlement and final payment under 
Section 4-215 is illustrated by the following case. Depositary Bank sends by mail an item to 
Payor Bank with instructions to settle by remitting a teller's check drawn on a bank in the 
city where Depositary Bank is located. Payor Bank sends the teller's check on the day the 
item was presented. Having made timely settlement, under the deferred posting provisions 
of Section 4-301(a), Payor Bank may revoke that settlement by returning the item before 
its midnight deadline. If it fails to return the item before its midnight deadline, it has 

nally paid the item if the bank on which the teller's check was drawn honors the check. 
But if the teller's check is dishonored there has been no final settlement under Section 
4-213(c) and no final payment under Section 4-215(b). Since the Payor Bank has neither 
paid the item nor made timely return, it is accountable for the item under Section 4-302(a). 

4. The time limits for action imposed by subsection (a) are adopted by subsection (b) for 
cases in which the payor bank is also the depositary bank, but in this case the requirement 
of a settlement on the day of receipt is omitted. 

5. Subsection (c) fixes a base point from which to measure the time within which notice o 
dishonor must be given. See Section 3-503. 

6. Subsection (d) leaves banks free to agree upon the manner of returning items but 

“returned.” For definition of “sent” as used in 


item has not been “finally paid” under Section 4-215(a). If it has been, this provision has no 
operation. 

7. The fact that an item has been paid under proposed Section 4-215 does not preclude 
he payor bank from asserting rights of restitution or revocation under Section 3-418. 
National Savings and Trust Co. v. Park Corp., 722 F.2d 1303 (6th Cir.1983), cert. denied, 
466 U.S. 939 (1984), is the correct interpretation of the present law on this issue. 

8. Paragraph (a)(2) is designed to facilitate electronic check-processing by authorizing the 
payor bank to return an image of the item instead of the actual item. It applies only when 
he payor bank and the party to which the return has been made have agreed that the 
payor bank can make such a return and when the return complies with the agreement. The 


rom contending that the payor bank missed its midnight deadline because it failed to 
eturn the actual item in a timely manner. If the payor bank missed its midnight deadline, 
payment would have become final under Section 4-215 and the depositary bank would have 
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ost its right of chargeback under Section 4-214. Of course, the depositary bank might enter 
into an agreement with its depositor to resolve that problem, but it is not clear that agree- 
ments by banks with their customers can resolve all such issues. In any event, paragraph 
(a)(2) should eliminate the need for such agreements. The provision rests on the premise 
hat it is inappropriate to penalize a payor bank simply because it returns the actual item 
a few business days after the midnight deadline of the payor bank sent notice before that 
deadline to a collecting bank that had agreed to accept such notices. 
Nothing in paragraph (a)(2) authorizes the payor bank to destroy the check. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


§ 4-302. Payor Bank’s Responsibility for Late Return of Item. 
(a) If an item is presented to and received by a payor bank, the bank is 
accountable for the amount of: 

(1) a demand item, other than a documentary draft, whether properly 
payable or not, if the bank, in any case in which it is not also the depos- 
itary bank, retains the item beyond midnight of the banking day o 
receipt without settling for it or, whether or not it is also the depositary 
bank, does not pay or return the item or send notice of dishonor until af- 
ter its midnight deadline; or 

(2) any other properly payable item unless, within the time allowed 
for acceptance or payment of that item, the bank either accepts or pays 
the item or returns it and accompanying documents. 

(b) The liability of a payor bank to pay an item pursuant to subsection 


(a) is subject to defenses based on breach of a presentment warranty (Section 

-208) or proof that the person seeking enforcement of the liability pre- 
sented or transferred the item for the purpose of defrauding the payor 
bank. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 
1. Subsection (a)(1) continues the former law distinguishing between cases in which the 


“on us” items the payor bank is accountable if it 
etains the item beyond its midnight deadline without settling for it. If the payor bank is 
not the depositary bank it is accountable if it retains the item beyond midnight of the bank- 
ing day of receipt without settling for it. It may avoid accountability either by settling for 
he item on the day of receipt and returning the item before its midnight deadline under 
Section 4-301 or by returning the item on the day of receipt. This rule is consistent with 
he deferred posting practice authorized by Section 4-301 which allows the payor bank to 
make provisional settlement for an item on the day of receipt and to revoke that settlement 
by returning the item on the next day. With respect to checks, Regulation CC Section 
229.36(d) provides that settlements between banks for forward collection of checks are final 
hen made. See the Commentary on that provision for its effect on the UCC. 
2. If the settlement given by the payor bank does not become final, there has been no 
payment under Section 4-215(b), and the payor bank giving the failed settlement is ac- 
countable under subsection (a)(1) of Section 4-302. For instance, the payor bank makes pro- 


bank is accountable on the item. The general principle is that unless settlement provides 
he presenting bank with usable funds, settlement has failed and the payor bank is ac- 
countable for the amount of the item. On the other hand, if the payor bank makes a settle- 
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ment for the item that becomes final under Section 4-215, the item has been paid and thus 
the payor bank is not accountable for the item under this Section. Amendments approved by 
the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 

3. Subsection (b) is an elaboration of the deleted introductory language of former Section 
4-302: “In the absence of a valid defense such as breach of a presentment warranty (subsec- 
ion (1) of Section 4-207), settlement effected or the like. . .." A payor bank can defend an 
action against it based on accountability by showing that the item contained a forged 
indorsement or a fraudulent alteration. Subsection (b) drops the ambiguous “or the like" 
anguage and provides that the payor bank may also raise the defense of fraud. Decisions 
hat hold an accountable bank's liability to be *absolute" are rejected. A payor bank that 
makes a late return of an item should not be liable to a defrauder operating a check kiting 
scheme. In Bank of Leumi Trust Co. v. Bally's Park Place Inc., 528 F.Supp. 349 (S.D.N.Y. 
1981), and American National Bank v. Foodbasket, 497 P.2d 546 (Wyo.1972), banks that 

ere accountable under Section 4-302 for missing their midnight deadline were successful 
in defending against parties who initiated collection knowing that the check would not be 
paid. The “settlement effected" language is deleted as unnecessary. If a payor bank is ac- 
countable for an item it is liable to pay it. If it has made final payment for an item, it is no 
onger accountable for the item. 


$ 4-303. When Items Subject to Notice, Stop-Payment Order, Legal 
Process, or Setoff; Order in Which Items May Be Charged 

or Certified. 
(a) Any knowledge, notice, or stop-payment order received by, legal pro- 
cess served upon, or setoff exercised by a payor bank comes too late to 
erminate, suspend, or modify the bank's right or duty to pay an item or to 
charge its customer's account for the item if the knowledge, notice, stop- 
payment order, or legal process is received or served and a reasonable time 
for the bank to act thereon expires or the setoff is exercised after the earli- 

est of the following: 

(1) the bank accepts or certifies the item; 

(2) the bank pays the item in cash; 

(3) the bank settles for the item without having a right to revoke the 
settlement under statute, clearing-house rule, or agreement; 

(4) the bank becomes accountable for the amount of the item under 
Section 4-302 dealing with the payor bank's responsibility for late return 
of items; or 

(5) with respect to checks, a cutoff hour no earlier than one hour after 
the opening of the next banking day after the banking day on which the 
bank received the check and no later than the close of that next banking 
day or, if no cutoff hour is fixed, the close of the next banking day after 
the banking day on which the bank received the check. 

(b) Subject to subsection (a), items may be accepted, paid, certified, or 
charged to the indicated account of its customer in any order. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 
1. While a payor bank is processing an item presented for payment, it may receive knowl- 
edge or a legal notice affecting the item, such as knowledge or a notice that the drawer has 
led a petition in bankruptcy or made an assignment for the benefit of creditors; may 
eceive an order of the drawer stopping payment on the item; may have served on it an at- 
achment of the account of the drawer; or the bank itself may exercise a right of seto 
against the drawer's account. Each of these events affects the account of the drawer and 


469 


UNIFORM COMMERCIAL CODE 


may eliminate or freeze all or part of whatever balance is available to pay the item. Subsec- 
ion (a) states the rule for determining the relative priorities between these various legal 
events and the item. 

2. The rule is that if any one of several things has been done to the item or if it has 
eached any one of several stages in its processing at the time the knowledge, notice, stop- 
payment order or legal process is received or served and a reasonable time for the bank to 
act thereon expires or the setoff is exercised, the knowledge, notice, stop-payment order, 
egal process or setoff comes too late, the item has priority and a charge to the customer’s 
account may be made and is effective. With respect to the effect of the customer’s bank- 
uptcy, the bank’s rights are governed by Bankruptcy Code Section 542(c) which codifies 
he result of Bank of Marin v. England, 385 U.S. 99 (1966). Section 4-405 applies to the 
death or incompetence of the customer. 

3. Once a payor bank has accepted or certified an item or has paid the item in cash, the 
event has occurred that determines priorities between the item and the various legal 
events usually described as the “four legals.” Paragraphs (1) and (2) of subsection (a) so 
provide. If a payor bank settles for an item presented over the counter for immediate pay- 
ment by a cashier’s check or teller’s check which the presenting person agrees to accept, 
paragraph (3) of subsection (a) would control and the event determining priority has 
occurred. Because presentment was over the counter, Section 4-301(a) does not apply to 
give the payor bank the statutory right to revoke the settlement. Thus the requirements o 
paragraph (3) have been met unless a clearing-house rule or agreement of the parties 
provides otherwise. 

4. In the usual case settlement for checks is by entries in bank accounts. Since the 
process-of-posting test has been abandoned as inappropriate for automated check collection, 
he determining event for priorities is a given hour on the day after the item is received. 
(Paragraph (5) of subsection (a).) The hour may be fixed by the bank no earlier than one 
hour after the opening on the next banking day after the bank received the check and no 
ater than the close of that banking day. If an item is received after the payor bank’s regu- 
ar Section 4-108 cutoff hour, it is treated as received the next banking day. If a bank 

eceives an item after its regular cutoff hour on Monday and an attachment is levied at 
noon on Tuesday, the attachment is prior to the item if the bank had not before that hour 
aken the action described in paragraphs (1), (2), and (3) of subsection (a). The Commen- 
ary to Regulation CC Section 229.36(d) explains that even though settlement by a paying 
bank for a check is final for Regulation CC purposes, the paying bank’s right to return the 
check before its midnight deadline under the UCC is not affected. 

5. Another event conferring priority for an item and a charge to the customer’s account 
based upon the item is stated by the language “become accountable for the amount of the 
item under Section 4-302 dealing with the payor bank’s responsibility for late return o 
items.” Expiration of the deadline under Section 4-302 with resulting accountability by the 
payor bank for the amount of the item, establishes priority of the item over notices, stop- 
payment orders, legal process or setoff. 

6. In the case of knowledge, notice, stop-payment orders and legal process the effective 
ime for determining whether they were received too late to affect the payment of an item 
and a charge to the customer’s account by reason of such payment, is receipt plus a reason- 
able time for the bank to act on any of these communications. Usually a relatively short 
ime is required to communicate to the accounting department advice of one of these events 
but certainly some time is necessary. Compare Sections 1-201(27) and 4-403. In the case o 
setoff the effective time is when the setoff is actually made. 

7. As between one item and another no priority rule is stated. This is justified because o 
he impossibility of stating a rule that would be fair in all cases, having in mind the almost 
infinite number of combinations of large and small checks in relation to the available bal- 
ance on hand in the drawer's account; the possible methods of receipt; and other variables. 
Further, the drawer has drawn all the checks, the drawer should have funds available to 
meet all of them and has no basis for urging one should be paid before another; and the 
holders have no direct right against the payor bank in any event, unless of course, the bank 
has accepted, certified or finally paid a particular item, or has become liable for it under 
Section 4-302. Under subsection (b) the bank has the right to pay items for which it is itsel 
iable ahead of those for which it is not. 
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PART 4. RELATIONSHIP BETWEEN PAYOR BANK 
AND ITS CUSTOMER 


$ 4-401. When Bank May Charge Customer's Account. 

(a) A bank may charge against the account of a customer an item that is 
properly payable from the account even though the charge creates an 
overdraft. An item is properly payable if it is authorized by the customer 
and is in accordance with any agreement between the customer and bank. 

(b) A customer is not liable for the amount of an overdraft if the customer 
neither signed the item nor benefited from the proceeds of the item. 

(c) A bank may charge against the account of a customer a check that is 
otherwise properly payable from the account, even though payment was 

ade before the date of the check, unless the customer has given notice to 

he bank of the postdating describing the check with reasonable certainty. 
he notice is effective for the period stated in Section 4-403(b) for stop- 
payment orders, and must be received at such time and in such manner as 
o afford the bank a reasonable opportunity to act on it before the bank 
akes any action with respect to the check described in Section 4-303. If a 
bank charges against the account of a customer a check before the date 
stated in the notice of postdating, the bank is liable for damages for the 
loss resulting from its act. The loss may include damages for dishonor o 
subsequent items under Section 4-402. 

(d) A bank that in good faith makes payment to a holder may charge the 
indicated account of its customer according to: 


(1) the original terms of the altered item; or 

(2) the terms of the completed item, even though the bank knows the 
item has been completed unless the bank has notice that the completion 
was improper. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. An item is properly payable from a customer's account if the customer has authorized 
he payment and the payment does not violate any agreement that may exist between the 
bank and its customer. For an example of a payment held to violate an agreement with a 
customer, see Torrance National Bank v. Enesco Federal Credit Union, 285 P.2d 737 (Cal. 

pp.1955). An item drawn for more than the amount of a customer's account may be 
properly payable. Thus under subsection (a) a bank may charge the customer's account for 
an item even though payment results in an overdraft. An item containing a forged drawer's 
signature or forged indorsement is not properly payable. Concern has arisen whether a 
bank may require a customer to execute a stop-payment order when the customer notifies 
he bank of the loss of an unindorsed or specially indorsed check. Since such a check cannot 
be properly payable from the customer's account, it is inappropriate for a bank to require 
stop-payment order in such a case. 

2. Subsection (b) adopts the view of case authority holding that if there is more than one 
customer who can draw on an account, the nonsigning customer is not liable for an overdraft 

nless that person benefits from the proceeds of the item. 

3. Subsection (c) is added because the automated check collection system cannot accom- 
modate postdated checks. A check is usually paid upon presentment without respect to the 
date of the check. Under the former law, if a payor bank paid a postdated check before its 
stated date, it could not charge the customer's account because the check was not “properly 
payable." Hence, the bank might have been liable for wrongfully dishonoring subsequent 
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prematurely paid. Under subsection (c) a customer wishing to postdate a check must notify 

he payor bank of its postdating in time to allow the bank to act on the customer's notice 
before the bank has to commit itself to pay the check. If the bank fails to act on the 
customer's timely notice, it may be liable for damages for the resulting loss which may 
include damages for dishonor of subsequent items. This Act does not regulate fees that 
banks charge their customers for a notice of postdating or other services covered by the Act, 
but under principles of law such as unconscionability or good faith and fair dealing, courts 
have reviewed fees and the bank's exercise of a discretion to set fees. Perdue v. Crocker 
National Bank, 38 Cal.3d 913 (1985) (unconscionability); Best v. United Bank of Oregon, 
739 P.2d 554, 562—566 (1987) (good faith and fair dealing). In addition, Section 1-203 
provides that every contract or duty within this Act imposes an obligation of good faith in 
its performance or enforcement. 

4. Section 3-407(c) states that a payor bank or drawee which pays a fraudulently altered 
instrument in good faith and without notice of the alteration may enforce rights with re- 
spect to the instrument according to its original terms or, in the case of an incomplete 
instrument altered by unauthorized completion, according to its terms as completed. 
Section 4-401(d) follows the rule stated in Section 3-407(c) by applying it to an altered item 
and allows the bank to enforce rights with respect to the altered item by charging the 
customer’s account. 


§ 4-402. Bank’s Liability to Customer for Wrongful Dishonor; 
Time of Determining Insufficiency of Account. 

(a) Except as otherwise provided in this Article, a payor bank wrongfully 
dishonors an item if it dishonors an item that is properly payable, but a 
bank may dishonor an item that would create an overdraft unless it has 
agreed to pay the overdraft. 

(b) A payor bank is liable to its customer for damages proximately caused 


by the wrongful dishonor of an item. Liability is limited to actual damages 
proved and may include damages for an arrest or prosecution of the 


damages are proximately caused by the wrongful dishonor is a question o 
fact to be determined in each case. 


(c) A payor bank’s determination of the customer’s account balance on 

hich a decision to dishonor for insufficiency of available funds is based 

ay be made at any time between the time the item is received by the 
payor bank and the time that the payor bank returns the item or gives no- 
ice in lieu of return, and no more than one determination need be made. 
If, at the election of the payor bank, a subsequent balance determination is 

ade for the purpose of reevaluating the bank’s decision to dishonor the 
item, the account balance at that time is determinative of whether a dis- 
honor for insufficiency of available funds is wrongful. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. Subsection (a) states positively what has been assumed under the original Article: that 

if a bank fails to honor a properly payable item it may be liable to its customer for wrongful 
dishonor. Under subsection (b) the payor bank’s wrongful dishonor of an item gives rise to a 
statutory cause of action. Damages may include consequential damages. Confusion has 
esulted from the attempts of courts to reconcile the first and second sentences of former 

Section 4-402. The second sentence implied that the bank was liable for some form of dam- 
ages other than those proximately caused by the dishonor if the dishonor was other than by 
mistake. But nothing in the section described what these noncompensatory damages might 
be. Some courts have held that in distinguishing between mistaken dishonors and 
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onmistaken dishonors, the so-called “trader” rule has been retained that allowed a 
“merchant or trader" to recover substantial damages for wrongful dishonor without proof o 
damages actually suffered. Comment 3 to former Section 4-402 indicated that this was not 

he intent of the drafters. White & Summers, Uniform Commercial Code, Section 18-4 
(1988), states: "The negative implication is that when wrongful dishonors occur not ‘through 
mistake’ but willfully, the court may impose damages greater than ‘actual damages' . . .. 
Certainly the reference to ‘mistake’ in the second sentence of 4-402 invites a court to adopt 

he relevant pre-Code distinction." Subsection (b) by deleting the reference to mistake in 

he second sentence precludes any inference that Section 4-402 retains the “trader” rule. 
ether a bank is liable for noncompensatory damages, such as punitive damages, must be 
decided by Section 1-103 and Section 1-106 (“by other rule of law”). 

2. Wrongful dishonor is different from “failure to exercise ordinary care in handling an 
item," and the measure of damages is that stated in this section, not that stated in Section 
4-103(e). By the same token, if a dishonor comes within this section, the measure of dam- 
ages of this section applies and not another measure of damages. If the wrongful refusal o 
he beneficiary's bank to make funds available from a funds transfer causes the beneficiary's 
check to be dishonored, no specific guidance is given as to whether recovery is under this 
section or Article 4A. In each case this issue must be viewed in its factual context, and it 

as thought unwise to seek to establish certainty at the cost of fairness. 

3. The second and third sentences of subsection (b) reject decisions holding that as a mat- 

er of law the dishonor of a check is not the *proximate cause" of the arrest and prosecution 
of the customer and leave to determination in each case as a question of fact whether the 
dishonor is or may be the “proximate cause." 

4. Banks commonly determine whether there are sufficient funds in an account to pay an. 
item after the close of banking hours on the day of presentment when they post debit and 
credit items to the account. The determination is made on the basis of credits available for 

ithdrawal as of right or made available for withdrawal by the bank as an accommodation 

o its customer. When it is determined that payment of the item would overdraw the ac- 
count, the item may be returned at any time before the bank's midnight deadline the fol- 
owing day. Before the item is returned new credits that are withdrawable as of right may 
have been added to the account. Subsection (c) eliminates uncertainty under Article 4 as to 

hether the failure to make a second determination before the item is returned on the day 
ollowing presentment is a wrongful dishonor if new credits were added to the account on 

hat day that would have covered the amount of the check. 

5. Section 4-402 has been construed to preclude an action for wrongful dishonor by a 
plaintiff other than the bank's customer. Loucks v. Albuquerque National Bank, 418 P.2d 
191 (N.Mex.1966). Some courts have allowed a plaintiff other than the customer to sue 

hen the customer is a business entity that is one and the same with the individual or 
individuals operating it. Murdaugh Volkswagen, Inc. v. First National Bank, 801 F.2d 719 
(4th Cir.1986) and Karsh v. American City Bank, 113 Cal.App.3d 419, 169 Cal.Rptr. 851 
(1980). However, where the wrongful dishonor impugns the reputation of an operator of the 
business, the issue is not merely, as the court in Koger v. East First National Bank, 443 
So.2d 141 (Fla.App.1983), put it, one of a literal versus a liberal interpretation of Section 
4-402. Rather the issue is whether the statutory cause of action in Section 4-402 displaces, 
in accordance with Section 1-103, any cause of action that existed at common law in a 
person who is not the customer whose reputation was damaged. See Marcum v. Security 

rust and Savings Co., 221 Ala. 419, 129 So. 74 (1930). While Section 4-402 should not be 
interpreted to displace the latter cause of action, the section itself gives no cause of action. 

o other than a “customer,” however that definition is construed, and thus confers no cause 
of action on the holder of a dishonored item. First American National Bank v. Commerce 

nion Bank, 692 S.W.2d 642 (Tenn.App.1985). 


$ 4-403. Customer's Right to Stop Payment; Burden of Proof of 
Loss. 


(a) A customer or any person authorized to draw on the account if there 
is more than one person may stop payment of any item drawn on the 
customer's account or close the account by an order to the bank describing 

he item or account with reasonable certainty received at a time and in a 
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anner that affords the bank a reasonable opportunity to act on it before 
any action by the bank with respect to the item described in Section 4-303. 
If the signature of more than one person is required to draw on an ac- 
count, any of these persons may stop payment or close the account. 

(b) A stop-payment order is effective for six months, but it lapses after 
14 calendar days if the original order was oral and was not confirmed in a 
record within that period. A stop-payment order may be renewed for ad- 
ditional six-month periods by a record given to the bank within a period 
during which the stop-payment order is effective. 

(c) The burden of establishing the fact and amount of loss resulting from 
he payment of an item contrary to a stop-payment order or order to close 
an account is on the customer. The loss from payment of an item contrary 

o a stop-payment order may include damages for dishonor of subsequent 
items under Section 4-402. 


As amended in 1990 and 2002. 


See Appendix I for material relating to changes made in text in 1990. See 
Appendix R for material relating to changes made in text in 2002. 


Official Comment 

1. The position taken by this section is that stopping payment or closing an account is a 
service which depositors expect and are entitled to receive from banks notwithstanding its 
difficulty, inconvenience and expense. The inevitable occasional losses through failure to 
stop or close should be borne by the banks as a cost of the business of banking. 

2. Subsection (a) follows the decisions holding that a payee or indorsee has no right to 
stop payment. This is consistent with the provision governing payment or satisfaction. See 
Section 3-602. The sole exception to this rule is found in Section 4-405 on payment after no- 

ice of death, by which any person claiming an interest in the account can stop payment. 

3. Payment is commonly stopped only on checks; but the right to stop payment is not 
imited to checks, and extends to any item payable by any bank. If the maker of a note pay- 
able at a bank is in a position analogous to that of a drawer (Section 4-106) the maker may 
stop payment of the note. By analogy the rule extends to drawees other than banks. 

4. A cashier's check or teller’s check purchased by a customer whose account is debited in. 
payment for the check is not a check drawn on the customer’s account within the meaning 
of subsection (a); hence, a customer purchasing a cashier’s check or teller’s check has no 

ight to stop payment of such a check under subsection (a). If a bank issuing a cashier’s 
check or teller’s check refuses to pay the check as an accommodation to its customer or for 
other reasons, its liability on the check is governed by Section 3-411. There is no right to 
stop payment after certification of a check or other acceptance of a draft, and this is true no 
matter who procures the certification. See Sections 3-411 and 4-303. The acceptance is the 
drawee’s own engagement to pay, and it is not required to impair its credit by refusing pay- 
ment for the convenience of the drawer. 

5. Subsection (a) makes clear that if there is more than one person authorized to draw on 

a customer's account any one of them can stop payment of any check drawn on the account 
or can order the account closed. Moreover, if there is a customer, such as a corporation, 
hat requires its checks to bear the signatures of more than one person, any of these 
persons may stop payment on a check. In describing the item, the customer, in the absence 
of a contrary agreement, must meet the standard of what information allows the bank 
under the technology then existing to identify the item with reasonable certainty. 

6. Under subsection (b), a stop-payment order is effective after the order, whether written 
or oral, is received by the bank and the bank has a reasonable opportunity to act on it. I 
he order is written it remains in effect for six months from that time. If the order is oral it 
apses after 14 days unless there is written confirmation. If there is written confirmation 

ithin the 14-day period, the six-month period dates from the giving of the oral order. A 
stop-payment order may be renewed any number of times by written notice given during a 
six-month period while a stop order is in effect. A new stop-payment order may be given af- 

er a six-month period expires, but such a notice takes effect from the date given. When a 
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stop-payment order expires it is as though the order had never been given, and the payor 
bank may pay the item in good faith under Section 4-404 even though a stop-payment or- 
der had once been given. 

7. A payment in violation of an effective direction to stop payment is an improper pay- 

ment, even though it is made by mistake or inadvertence. Any agreement to the contrary is 
invalid under Section 4-103(a) if in paying the item over the stop-payment order the bank 
has failed to exercise ordinary care. An agreement to the contrary which is imposed upon a 
customer as part of a standard form contract would have to be evaluated in the light of the 
general obligation of good faith. Sections 1-203 and 4-104(c). The drawee is, however, 
entitled to subrogation to prevent unjust enrichment (Section 4-407); retains common law; 
defenses, e.g., that by conduct in recognizing the payment the customer has ratified the 
bank's action in paying over a stop-payment order (Section 1-103); and retains common law 
ights, e.g., to recover money paid under a mistake under Section 3-418. It has sometimes 
been said that payment cannot be stopped against a holder in due course, but the state- 
ment is inaccurate. The payment can be stopped but the drawer remains liable on the 
instrument to the holder in due course (Sections 3-305, 3-414) and the drawee, if it pays, 
becomes subrogated to the rights of the holder in due course against the drawer. Section 
4-407. The relationship between Sections 4-403 and 4-407 is discussed in the comments to 
Section 4-407. Any defenses available against a holder in due course remain available to 
he drawer, but other defenses are cut off to the same extent as if the holder were bringing 
he action. 


$ 4-404. Bank Not Obliged to Pay Check More Than Six Months 
Old. 


A bank is under no obligation to a customer having a checking account 
o pay a check, other than a certified check, which is presented more than 
six months after its date, but it may charge its customer’s account for a 
payment made thereafter in good faith. 


Official Comment 

This section incorporates a type of statute that had been adopted in 26 jurisdictions 
before the Code. The time limit is set at six months because banking and commercial 
practice regards a check outstanding for longer than that period as stale, and a bank will 
ormally not pay such a check without consulting the depositor. It is therefore not required 
o do so, but is given the option to pay because it may be in a position to know, as in the 
case of dividend checks, that the drawer wants payment made. 

Certified checks are excluded from the section because they are the primary obligation o 
he certifying bank (Sections 3-409 and 3-413). The obligation runs directly to the holder o 
he check. The customer's account was presumably charged when the check was certified. 


$ 4-405. Death or Incompetence of Customer. 

(a) A payor or collecting bank's authority to accept, pay, or collect an 
item or to account for proceeds of its collection, if otherwise effective, is not 
rendered ineffective by incompetence of a customer of either bank existing 
at the time the item is issued or its collection is undertaken if the bank 
does not know of an adjudication of incompetence. Neither death nor in- 
competence of a customer revokes the authority to accept, pay, collect, or 
account until the bank knows of the fact of death or of an adjudication o 
incompetence and has reasonable opportunity to act on it. 

(b) Even with knowledge, a bank may for 10 days after the date of death 
pay or certify checks drawn on or before that date unless ordered to stop 
payment by a person claiming an interest in the account. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 
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Official Comment 

1. Subsection (a) follows existing decisions holding that a drawee (payor) bank is not li- 
able for the payment of a check before it has notice of the death or incompetence of the 
drawer. The justice and necessity of the rule are obvious. A check is an order to pay which 

he bank must obey under penalty of possible liability for dishonor. Further, with the 
remendous volume of items handled any rule that required banks to verify the continued 
ife and competency of drawers would be completely unworkable. 

One or both of these same reasons apply to other phases of the bank collection and pay- 
ment process and the rule is made wide enough to apply to these other phases. It applies to 
all kinds of “items”; to “customers” who own items as well as “customers” who draw or 
make them; to the function of collecting items as well as the function of accepting or paying 

hem; to the carrying out of instructions to account for proceeds even though these may 
involve transfers to third parties; to depositary and intermediary banks as well as payor 
banks; and to incompetency existing at the time of the issuance of an item or the com- 
mencement of the collection or payment process as well as to incompetency occurring 
hereafter. Further, the requirement of actual knowledge makes inapplicable the rule o 
some cases that an adjudication of incompetency is constructive notice to all the world 
because obviously it is as impossible for banks to keep posted on such adjudications (in the 
absence of actual knowledge) as it is to keep posted as to death of immediate or remote 
customers. 

2. Subsection (b) provides a limited period after death during which a bank may continue 

o pay checks (as distinguished from other items) even though it has notice. The purpose o 
he provision, as of the existing statutes, is to permit holders of checks drawn and issued 
shortly before death to cash them without the necessity of filing a claim in probate. The 
justification is that these checks normally are given in immediate payment of an obligation, 
hat there is almost never any reason why they should not be paid, and that filing in 
probate is a useless formality, burdensome to the holder, the executor, the court and the 
bank. 

This section does not prevent an executor or administrator from recovering the payment 

rom the holder of the check. It is not intended to affect the validity of any gift causa mortis 
or other transfer in contemplation of death, but merely to relieve the bank of liability for 
he payment. 

3. Any surviving relative, creditor or other person who claims an interest in the account 
may give a direction to the bank not to pay checks, or not to pay a particular check. Such 
notice has the same effect as a direction to stop payment. The bank has no responsibility to 
determine the validity of the claim or even whether it is *colorable." But obviously anyone 

ho has an interest in the estate, including the person named as executor in a will, even i 

he will has not yet been admitted to probate, is entitled to claim an interest in the account. 


$ 4-406. Customer's Duty to Discover and Report Unauthorized 
Signature or Alteration. 
(a) A bank that sends or makes available to a customer a statement o 
account showing payment of items for the account shall either return or 
ake available to the customer the items paid or provide information in 
he statement of account sufficient to allow the customer reasonably to 
identify the items paid. The statement of account provides sufficient infor- 


(b) If the items are not returned to the customer, the person retaining 
he items shall either retain the items or, if the items are destroyed, 

aintain the capacity to furnish legible copies of the items until the expira- 
ion of seven years after receipt of the items. A customer may request an 
item from the bank that paid the item, and that bank must provide in a 
reasonable time either the item or, if the item has been destroyed or is not 
otherwise obtainable, a legible copy of the item. 

(c) If a bank sends or makes available a statement of account or items 
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pursuant to subsection (a), the customer must exercise reasonable prompt- 
ness in examining the statement or the items to determine whether any| 
payment was not authorized because of an alteration of an item or because 
a purported signature by or on behalf of the customer was not authorized. 
If, based on the statement or items provided, the customer should reason- 
ably have discovered the unauthorized payment, the customer must 
promptly notify the bank of the relevant facts. 


(d) If the bank proves that the customer failed, with respect to an item, 
o comply with the duties imposed on the customer by subsection (c), the 
customer is precluded from asserting against the bank: 


(1) the customer's unauthorized signature or any alteration on the 
item, if the bank also proves that it suffered a loss by reason of the fail- 
ure; and 


(2) the customer's unauthorized signature or alteration by the same 
wrongdoer on any other item paid in good faith by the bank if the pay- 
ment was made before the bank received notice from the customer of the 
unauthorized signature or alteration and after the customer had been 
afforded a reasonable period of time, not exceeding 30 days, in which to 
examine the item or statement of account and notify the bank. 


(e) If subsection (d) applies and the customer proves that the bank failed 
o exercise ordinary care in paying the item and that the failure 
substantially contributed to loss, the loss is allocated between the customer 
precluded and the bank asserting the preclusion according to the extent to 
hich the failure of the customer to comply with subsection (c) and the 
failure of the bank to exercise ordinary care contributed to the loss. If the 
customer proves that the bank did not pay the item in good faith, the 
preclusion under subsection (d) does not apply. 


(f) Without regard to care or lack of care of either the customer or the 
bank, a customer who does not within one year after the statement or 
items are made available to the customer (subsection (a)) discover and 
report the customer's unauthorized signature on or any alteration on the 
item is precluded from asserting against the bank the unauthorized 
signature or alteration. If there is a preclusion under this subsection, the 
payor bank may not recover for breach of warranty under Section 4-208 

ith respect to the unauthorized signature or alteration to which the 
preclusion applies. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Revised Official Comment 

1. Under subsection (a), if a bank that has paid a check or other item for the account of a 
customer makes available to the customer a statement of account showing payment of the 
item, the bank must either return the item to the customer or provide a description of the 
item sufficient to allow the customer to identify it. Under subsection (c), the customer has a 
duty to exercise reasonable promptness in examining the statement or the returned item to 
discover any unauthorized signature of the customer or any alteration and to promptly 
notify the bank if the customer should reasonably have discovered the unauthorized 
signature or alteration. 

The duty stated in subsection (c) becomes operative only if the “bank sends or makes 
available a statement of account or items pursuant to subsection (a)." A bank is not under a 
duty to send a statement of account or the paid items to the customer; but, if it does not do 
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so, the customer does not have any duties under subsection (c). 
Under subsection (a), a statement of account must provide information “sufficient to al- 
ow the customer reasonably to identify the items paid.” If the bank supplies its customer 
ith an image of the paid item, it complies with this standard. But a safe harbor rule is 
provided. The bank complies with the standard of providing “sufficient information” if “the 
item is described by item number, amount, and date of payment.” This means that the 
customer’s duties under subsection (c) are triggered if the bank sends a statement of ac- 
count complying with the safe harbor rule without returning the paid items. A bank does 
ot have to return the paid items unless it has agreed with the customer to do so. Whether 
here is such an agreement depends upon the particular circumstances. See Section 1-201(3). 
If the bank elects to provide the minimum information that is “sufficient” under subsection 
(a) and, as a consequence, the customer could not “reasonably have discovered the unautho- 
ized payment,” there is no preclusion under subsection (d). If the customer made a record 
of the issued checks on the check stub or carbonized copies furnished by the bank in the 
checkbook, the customer should usually be able to verify the paid items shown on the state- 
ment of account and discover any unauthorized or altered checks. But there could be 
exceptional circumstances. For example, if a check is altered by changing the name of the 
payee, the customer could not normally detect the fraud unless the customer is given the 
paid check or the statement of account discloses the name of the payee of the altered check. 
If the customer could not “reasonably have discovered the unauthorized payment” under 
subsection (c) there would not be a preclusion under subsection (d). 
The safe harbor provided by subsection (a) serves to permit a bank, based on the state o 
existing technology, to trigger the customer’s duties under subsection (c) by providing a 
“statement of account showing payment of items” without having to return the paid items, 
in any case in which the bank has not agreed with the customer to return the paid items. 
he safe harbor does not, however, preclude a customer under subsection (d) from asserting 
its unauthorized signature or an alteration against a bank in those circumstances in which 
under subsection (c) the customer should not “reasonably have discovered the unauthorized 
payment.” Whether the customer has failed to comply with its duties under subsection (c) is 
determined on a case-by-case basis. 
The provision in subsection (a) that a statement of account contains “sufficient informa- 
ion if the item is described by item number, amount, and date of payment” is based upon 
he existing state of technology. This information was chosen because it can be obtained by 
he bank's computer from the check's MICR line without examination of the items involved. 
he other two items of information that the customer would normally want to know—the 
ame of the payee and the date of the item—cannot currently be obtained from the MICR 
ine. The safe harbor rule is important in determining the feasibility of payor or collecting 
bank check retention plans. A customer who keeps a record of checks written, e.g., on the 
check stubs or carbonized copies of the checks supplied by the bank in the checkbook, will 

sually have sufficient information to identify the items on the basis of item number, 
amount, and date of payment. But customers who do not utilize these record-keeping 
methods may not. The policy decision is that accommodating customers who do not keep 
adequate records is not as desirable as accommodating customers who keep more careful 
ecords. This policy results in less cost to the check collection system and thus to all 
customers of the system. It is expected that technological advances such as image process- 
ing may make it possible for banks to give customers more information in the future in a 
manner that is fully compatible with automation or truncation systems. At that time the 
Permanent Editorial Board may wish to make recommendations for an amendment revis- 
ing the safe harbor requirements in the light of those advances. 

2. Subsection (d) states the consequences of a failure by the customer to perform its duty 
nder subsection (c) to report an alteration or the customer’s unauthorized signature. 

Subsection (d)(1) applies to the unauthorized payment of the item to which the duty to 
eport under subsection (c) applies. If the bank proves that the customer “should reason- 
ably have discovered the unauthorized payment” (See Comment 1) and did not notify the 
bank, the customer is precluded from asserting against the bank the alteration or the 
customer’s unauthorized signature if the bank proves that it suffered a loss as a result o 
he failure of the customer to perform its subsection (c) duty. Subsection (d)(2) applies to 
cases in which the customer fails to report an unauthorized signature or alteration with re- 
spect to an item in breach of the subsection (c) duty (See Comment 1) and the bank 
subsequently pays other items of the customer with respect to which there is an alteration 
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or unauthorized signature of the customer and the same wrongdoer is involved. If the pay- 
ment of the subsequent items occurred after the customer has had a reasonable time (not 
exceeding 30 days) to report with respect to the first item and before the bank received no- 
ice of the unauthorized signature or alteration of the first item, the customer is precluded 
rom asserting the alteration or unauthorized signature with respect to the subsequent 
items. 

If the customer is precluded in a single or multiple item unauthorized payment situation 

nder subsection (d), but the customer proves that the bank failed to exercise ordinary care 
in paying the item or items and that the failure substantially contributed to the loss, 
subsection (e) provides a comparative negligence test for allocating loss between the 
customer and the bank. Subsection (e) also states that, if the customer proves that the 
bank did not pay the item in good faith, the preclusion under subsection (d) does not apply. 

Subsection (d)(2) changes former subsection (2)(b) by adopting a 30-day period in place o 
a 14-day period. Although the 14-day period may have been sufficient when the original 

ersion of Article 4 was drafted in the 1950s, given the much greater volume of checks at 
he time of the revision, a longer period was viewed as more appropriate. The rule o 
subsection (d)(2) follows pre-Code case law that payment of an additional item or items 
bearing an unauthorized signature or alteration by the same wrongdoer is a loss suffered 
by the bank traceable to the customer's failure to exercise reasonable care (See Comment 1) 
in examining the statement and notifying the bank of objections to it. One of the most seri- 
ous consequences of failure of the customer to comply with the requirements of subsection 
(c) is the opportunity presented to the wrongdoer to repeat the misdeeds. Conversely, one o 
he best ways to keep down losses in this type of situation is for the customer to promptly 
examine the statement and notify the bank of an unauthorized signature or alteration so 
hat the bank will be alerted to stop paying further items. Hence, the rule of subsection 
(d)(2) is prescribed, and to avoid dispute a specific time limit, 30 days, is designated for 
cases to which the subsection applies. These considerations are not present if there are no 
osses resulting from the payment of additional items. In these circumstances, a reasonable 
period for the customer to comply with its duties under subsection (c) would depend on the 
circumstances (Section 1-204(2)) and the subsection (d)(2) time limit should not be imported 
by analogy into subsection (c). 

3. Subsection (b) applies if the items are not returned to the customer. Check retention 
plans may include a simple payor bank check retention plan or the kind of check retention 
plan that would be authorized by a truncation agreement in which a collecting bank or the 
payee may retain the items. Even after agreeing to a check retention plan, a customer may 

eed to see one or more checks for litigation or other purposes. The customer's request for 
he check may always be made to the payor bank. Under subsection (b) retaining banks 
may destroy items but must maintain the capacity to furnish legible copies for seven years. 
A legible copy may include an image of an item. This Act does not define the length of the 
easonable period of time for a bank to provide the check or copy of the check. What is rea- 
sonable depends on the capacity of the bank and the needs of the customer. This Act does 
not specify sanctions for failure to retain or furnish the items or legible copies; this is left to 
other laws regulating banks. See Comment 3 to Section 4-101. Moreover, this Act does not 
egulate fees that banks charge their customers for furnishing items or copies or other ser- 
ices covered by the Act, but under principles of law such as unconscionability or good faith 
and fair dealing, courts have reviewed fees and the bank's exercise of a discretion to set 
ees. Perdue v. Crocker National Bank, 38 Cal.3d 913 (1985) (unconscionability); Best v. 

nited Bank of Oregon, 739 P.2d 554, 562-566 (1987) (good faith and fair dealing). In addi- 
ion, Section 1-203 provides that every contract or duty within this Act imposes an obliga- 
ion of good faith in its performance or enforcement. 

4. Subsection (e) replaces former subsection (3) and poses a modified comparative 
negligence test for determining liability. See the discussion on this point in the Comments 

o Sections 3-404, 3-405, and 3-406. The term “good faith" is defined in Section 1-201(b)(20) 
as including “observance of reasonable commercial standards of fair dealing." The connota- 
ion of this standard is fairness and not absence of negligence. 

“ordinary care" used in subsection (e) is defined in Section 3-103(a)(7), made 
applicable to Article 4 by Section 4-104(c), inati 
bank is not required if its procedure is reasonable and is commonly followed by other com- 
parable banks in the area. The case law is divided on this issue. The definition of “ordinary 
care" in Section 3-103 rejects those authorities that hold, in effect, that failure to use sight 
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examination is negligence as a matter of law. The effect of the definition of “ordinary care” 
on Section 4-406 is only to provide that in the small percentage of cases in which a 
customer’s failure to examine its statement or returned items has led to loss under subsec- 
ion (d) a bank should not have to share that loss solely because it has adopted an 
automated collection or payment procedure in order to deal with the great volume of items 
at a lower cost to all customers. 

5. Several changes are made in former Section 4-406(5). First, former subsection (5) is 
deleted and its substance is made applicable only to the one-year notice preclusion in for- 
mer subsection (4) (subsection (f)). Thus if a drawer has not notified the payor bank of an 
unauthorized check or material alteration within the one-year period, the payor bank may 
not choose to recredit the drawer’s account and pass the loss to the collecting banks on the 

heory of breach of warranty. Second, the reference in former subsection (4) to unautho- 
ized indorsements is deleted. Section 4-406 imposes no duties on the drawer to look for un- 
authorized indorsements. Section 4-111 sets out a statute of limitations allowing a customer 
a three-year period to seek a credit to an account improperly charged by payment of an 
item bearing an unauthorized indorsement. Third, subsection (c) is added to Section 4-208 
o assure that if a depositary bank is sued for breach of a presentment warranty, it can 
efend by showing that the drawer is precluded by Section 3-406 or Section 4-406(c) and 
(d). Revisions approved by the Permanent Editorial Board for the Uniform Commercial 
Code, March 16, 1991. 


As amended in 2002. 


See Appendix Q for material relating to changes in Official Comment in 
2002. 


§ 4-407. Payor Bank's Right to Subrogation on Improper 
Payment. 


If a payor bank has paid an item over the order of the drawer or maker 

o stop payment, or after an account has been closed, or otherwise under 

circumstances giving a basis for objection by the drawer or maker, to 

prevent unjust enrichment and only to the extent necessary to prevent loss 

o the bank by reason of its payment of the item, the payor bank is 
subrogated to the rights 


(1) of any holder in due course on the item against the drawer or 
maker; 


(2) of the payee or any other holder of the item against the drawer or 
maker either on the item or under the transaction out of which the item 
arose; and 


(3) of the drawer or maker against the payee or any other holder o 
the item with respect to the transaction out of which the item arose. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. Section 4-403 states that a stop-payment order or an order to close an account is bind- 
ing on a bank. If a bank pays an item over such an order it is prima facie liable, but under 
subsection (c) of Section 4-403 the burden of establishing the fact and amount of loss from 
such payment is on the customer. A defense frequently interposed by a bank in an action 
against it for wrongful payment over a stop-payment order is that the drawer or maker suf- 
ered no loss because it would have been liable to a holder in due course in any event. On 
his argument some cases have held that payment cannot be stopped against a holder in 
due course. Payment can be stopped, but if it is, the drawer or maker is liable and the 
sound rule is that the bank is subrogated to the rights of the holder in due course. The pre- 
amble and paragraph (1) of this section state this rule. 

2. Paragraph (2) also subrogates the bank to the rights of the payee or other holder 
against the drawer or maker either on the item or under the transaction out of which it 
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arose. It may well be that the payee is not a holder in due course but still has good rights 
against the drawer. These may be on the check but also may not be as, for example, where 
he drawer buys goods from the payee and the goods are partially defective so that the 
payee is not entitled to the full price, but the goods are still worth a portion of the contract 
price. If the drawer retains the goods it is obligated to pay a part of the agreed price. If the 
bank has paid the check it should be subrogated to this claim of the payee against the 
drawer. 

3. Paragraph (3) subrogates the bank to the rights of the drawer or maker against the 
payee or other holder with respect to the transaction out of which the item arose. If, for 
example, the payee was a fraudulent salesman inducing the drawer to issue a check for 
defective securities, and the bank pays the check over a stop-payment order but reimburses 

he drawer for such payment, the bank should have a basis for getting the money back 
om the fraudulent salesman. 

4. The limitations of the preamble prevent the bank itself from getting any double 

ecovery or benefits out of its subrogation rights conferred by the section. 

5. The spelling out of the affirmative rights of the bank in this section does not destroy 
other existing rights (Section 1-103). Among others these may include the defense of a 
payor bank that by conduct in recognizing the payment a customer has ratified the bank's 
action in paying in disregard of a stop-payment order or right to recover money paid under 
a mistake. 


PART 5. COLLECTION OF DOCUMENTARY DRAFTS 


$ 4-501. Handling of Documentary Drafts; Duty to Send for 
Presentment and to Notify Customer of Dishonor. 

A bank that takes a documentary draft for collection shall present or 
send the draft and accompanying documents for presentment and, upon 
learning that the draft has not been paid or accepted in due course, shall 
seasonably notify its customer of the fact even though it may have 
discounted or bought the draft or extended credit available for withdrawal 
as of right. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

This section states the duty of a bank handling a documentary draft for a customer. 
"Documentary draft" is defined in Section 4-104. The duty stated exists even if the bank 
has bought the draft. This is because to the customer the draft normally represents an 
nderlying commercial transaction, and if that is not going through as planned the 
customer should know it promptly. An electronic document of title may be presented 
hrough allowing access to the document or delivery of the document. Article 1, Section 
1-201 (definition of “delivery”). 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 4-502. Presentment of *On Arrival" Drafts. 

If a draft or the relevant instructions require presentment ^on arrival", 
‘when goods arrive" or the like, the collecting bank need not present until 
in its judgment a reasonable time for arrival of the goods has expired. 


honor; the bank must notify its transferor of the refusal but need not pres- 
ent the draft again until it is instructed to do so or learns of the arrival o 
he goods. 
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As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

The section is designed to establish a definite rule for “on arrival” drafts. The term 
includes not only drafts drawn payable “on arrival” but also drafts forwarded with instruc- 
ions to present “on arrival.” The term refers to the arrival of the relevant goods. Unless a 
bank has actual knowledge of the arrival of the goods, as for example, when it is the 
“notify” party on the bill of lading, the section only requires the exercise of such judgment 
in estimating time as a bank may be expected to have. Commonly the buyer-drawee will 

ant the goods and will therefore call for the documents and take up the draft when they 
do arrive. 


§ 4-503. Responsibility of Presenting Bank for Documents and 
Goods; Report of Reasons for Dishonor; Referee in Case 
of Need. 

Unless otherwise instructed and except as provided in Article 5, a bank 
presenting a documentary draft: 

(1) must deliver the documents to the drawee on acceptance of the 
draft if it is payable more than three days after presentment; otherwise, 
only on payment; and 

(2) upon dishonor, either in the case of presentment for acceptance or 
presentment for payment, may seek and follow instructions from any 
referee in case of need designated in the draft or, if the presenting bank 
does not choose to utilize the referee’s services, it must use diligence and 
good faith to ascertain the reason for dishonor, must notify its transferor 
of the dishonor and of the results of its effort to ascertain the reasons 
therefor, and must request instructions. 
owever the presenting bank is under no obligation with respect to goods 

represented by the documents except to follow any reasonable instructions 

seasonably received; it has a right to reimbursement for any expense 
incurred in following instructions and to prepayment of or indemnity for 
hose expenses. 


As amended in 1990. 
See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

1. This section states the rules governing, in the absence of instructions, the duty of the 
presenting bank in case either of honor or of dishonor of a documentary draft. The section 
should be read in connection with Section 2-514 on when documents are deliverable on ac- 
ceptance, when on payment. In the case of a dishonor of the draft, the bank, subject to 
Section 4-504, must return possession or control of the documents to its principal. 

2. If the draft is drawn under a letter of credit, Article 5 controls. See Sections 5-109 
hrough 5-114. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


§ 4-504. Privilege of Presenting Bank to Deal With Goods; 
Security Interest for Expenses. 


(a) A presenting bank that, following the dishonor of a documentary 
draft, has seasonably requested instructions but does not receive them 
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in any reasonable manner. 


(b) For its reasonable expenses incurred by action under subsection (a) 
he presenting bank has a lien upon the goods or their proceeds, which 
ay be foreclosed in the same manner as an unpaid seller's lien. 


As amended in 1990. 


See Appendix I for material relating to changes made in text in 1990. 


Official Comment 

The section gives the presenting bank, after dishonor, a privilege to deal with the goods 
in any commercially reasonable manner pending instructions from its transferor and, i 
still unable to communicate with its principal after a reasonable time, a right to realize its 
expenditures as if foreclosing on an unpaid seller's lien (Section 2-706). The provision 
includes situations in which storage of goods or other action becomes commercially neces- 
sary pending receipt of any requested instructions, even if the requested instructions are 
ater received. 

The “reasonable manner" referred to means one reasonable in the light of business fac- 
ors and the judgment of a business man. 


ARTICLE 44A. 
FUNDS TRANSFERS’ 


PART 1. SUBJECT MATTER AND DEFINITIONS 


44-101. Short Title. 

44-102. Subject Matter. 

44-103. Payment Order— Definitions. 

4A-104. Funds Transfer—Definitions. 

4A-105. Other Definitions. 

4A-106. Time Payment Order Is Received. 

4A-107. Federal Reserve Regulations and Operating Circulars. 

4A-108. Exclusion of Consumer Transactions Governed by Federal Law. 


PART 2. ISSUE AND ACCEPTANCE OF PAYMENT 
ORDER 


4A-201. Security Procedure. 

4A-202. Authorized and Verified Payment Orders. 

4A-203. Unenforceability of Certain Verified Payment Orders. 

4A-204. Refund of Payment and Duty of Customer to Report With Respect to 
Unauthorized Payment Order. 

4A-205. Erroneous Payment Orders. 

4A-206. Transmission of Payment Order Through Funds-Transfer or Other 
Communication System. 

4A-207. Misdescription of Beneficiary. 

4A-208. Misdescription of Intermediary Bank or Beneficiary’s Bank. 

4A-209. Acceptance of Payment Order. 

4A-210. Rejection of Payment Order. 

4A-211. Cancellation and Amendment of Payment Order. 

4A-212. Liability and Duty of Receiving Bank Regarding Unaccepted Payment 
Order. 


PART 3. EXECUTION OF SENDER’S PAYMENT 
ORDER BY RECEIVING BANK 


4A-301. Execution and Execution Date. 

4A-302. Obligations of Receiving Bank in Execution of Payment Order. 

4A-303. Erroneous Execution of Payment Order. 

4A-304. Duty of Sender to Report Erroneously Executed Payment Order. 

4A-305. Liability for Late or Improper Execution or Failure to Execute 
Payment Order. 


PART 4. PAYMENT 


"This article was approved by the Uniform State Laws and the American Law 
National Conference of Commissioners on Institute in 1989. 
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. Payment Date. 

. Obligation of Sender to Pay Receiving Bank. 

. Payment by Sender to Receiving Bank. 

. Obligation of Beneficiary's Bank to Pay and Give Notice to 


Beneficiary. 


. Payment by Beneficiary's Bank to Beneficiary. 
. Payment by Originator to Beneficiary; Discharge of Underlying 


Obligation. 


PART 5. MISCELLANEOUS PROVISIONS 


4A-501. 
4A-502. 


4A-503. 
4A-504. 


4A-505. 
4A-506. 
4A-507. 


Variation by Agreement and Effect of Funds-Transfer System Rule. 
Creditor Process Served on Receiving Bank; Setoff by Beneficiary’s 
Bank. 

Injunction or Restraining Order With Respect to Funds Transfer. 
Order in Which Items and Payment Orders May Be Charged to 
Account; Order of Withdrawals From Account. 

Preclusion of Objection to Debit of Customer’s Account. 

Rate of Interest. 

Choice of Law. 
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PREFATORY NOTE 
The National Conference of Commissioners on Uniform State laws and The American 
Law Institute have approved a new Article 4A to the Uniform Commercial Code. Com- 
ments that follow each of the sections of the statute are intended as official comments. 
hey explain in detail the purpose and meaning of the various sections and the policy 
considerations on which they are based. 


Description of transaction covered by Article 4A. 

There are a number of mechanisms for making payments through the banking system. 
Most of these mechanisms are covered in whole or part by state or federal statutes. In 
erms of number of transactions, payments made by check or credit card are the most com- 
mon payment methods. Payment by check is covered by Articles 3 and 4 of the UCC and 
some aspects of payment by credit card are covered by federal law. In recent years electronic 
unds transfers have been increasingly common in consumer transactions. For example, in 
some cases a retail customer can pay for purchases by use of an access or debit card 
inserted in a terminal at the retail store that allows the bank account of the customer to be 
instantly debited. Some aspects of these point-of-sale transactions and other consumer pay- 
ments that are effected electronically are covered by a federal statute, the Electronic Fund 

ransfer Act (EFTA). If any part of a funds transfer is covered by EFTA, the entire funds 
ransfer is excluded from Article 4A. 

Another type of payment, commonly referred to as a wholesale wire transfer, is the pri- 
mary focus of Article 4A. Payments that are covered by Article 4A are overwhelmingly be- 
ween business or financial institutions. The dollar volume of payments made by wire 
ransfer far exceeds the dollar volume of payments made by other means. The volume o 
payments by wire transfer over the two principal wire payment systems—the Federal 
Reserve wire transfer network (Fedwire) and the New York Clearing House Interbank Pay- 
ments Systems (CHIPS)—exceeds one trillion dollars per day. Most payments carried out 
by use of automated clearing houses are consumer payments covered by EFTA and therefore 

ot covered by Article 4A. There is, however, a significant volume of nonconsumer ACH 
payments that closely resemble wholesale wire transfers. These payments are also covered 
by Article 4A. 

There is some resemblance between payments made by wire transfer and payments 
made by other means such as paper-based checks and credit cards or electronically-based 
consumer payments, but there are also many differences. Article 4A excludes from its 
coverage these other payment mechanisms. Article 4A follows a policy of treating the trans- 
action that it covers—a “funds transfer"—as a unique method of payment that is governed 
by unique principles of law that address the operational and policy issues presented by this 

ind of payment. 

The funds transfer that is covered by Article 4A is not a complex transaction and can be 


487 


UNIFORM COMMERCIAL CODE 


or discussion. X, a debtor, wants to pay an obligation owed to Y. Instead of delivering to 
a negotiable instrument such as a check or some other writing such as a credit card slip 
hat enables Y to obtain payment from a bank, X transmits an instruction to X's bank to 
credit a sum of money to the bank account of Y. In most cases X’s bank and Y’s bank are 
different banks. X’s bank may carry out X’s instruction by instructing Y’s bank to credit Y’s 
account in the amount that X requested. The instruction that X issues to its bank is a “pay- 
ment order.” X is the “sender” of the payment order and X’s bank is the “receiving bank” 
ith respect to X’s order. Y is the “beneficiary” of X’s order. When X’s bank issues an 
instruction to Y's bank to carry out X's payment order, X’s bank “executes” X's order. The 
instruction of X’s bank to Y’s bank is also a payment order. With respect to that order, X’s 
bank is the sender, Y’s bank is the receiving bank, and Y is the beneficiary. The entire 
series of transactions by which X pays Y is knows as the “funds transfer.” With respect to 
he funds transfer, X is the “originator,” X’s bank is the “originator’s bank,” Y is the “bene- 
ciary” and Y’s bank is the “beneficiary’s bank.” In more complex transactions there are 
one or more additional banks known as “intermediary banks” between X’s bank and Y’s 
bank. In the funds transfer the instruction contained in the payment order of X to its bank 
is carried out by a series of payment orders by each bank in the transmission chain to the 
ext bank in the chain until Y’s bank receives a payment order to make the credit to Y’s 
account. In most cases, the payment order of each bank to the next bank in the chain is 
ransmitted electronically, and often the payment order of X to its bank is also transmitted 
electronically, but the means of transmission does not have any legal significance. A pay- 
ment order may be transmitted by any means, and in some cases the payment order is 
ransmitted by a slow means such as first class mail. To reflect this fact, the broader term 
“funds transfer” rather than the narrower term “wire transfer” is used in Article 4A to de- 
scribe the overall payment transaction. 
Funds transfers are divided into two categories determined by whether the instruction to 
pay is given by the person making payment or the person receiving payment. If the instruc- 
ion is given by the person making the payment, the transfer is commonly referred to as a 
“credit transfer.” If the instruction is given by the person receiving payment, the transfer is 


commonly referred to as a “debit transfer.” Article 4A governs credit transfers and excludes 
debit transfers. 


y is Article 4A needed? 
There is no comprehensive body of law that defines the rights and obligations that arise 
rom wire transfers. Some aspects of wire transfers are governed by rules of the principal 
ransfer systems. Transfers made by Fedwire are governed by Federal Reserve Regulation 
and transfers over CHIPS are governed by the CHIPS rules. Transfers made by means o 
automated clearing houses are governed by uniform rules adopted by various associations 
of banks in various parts of the nation or by Federal Reserve rules or operating circulars. 
But the various funds transfer system rules apply to only limited aspects of wire transfer 
ransactions. The resolution of the many issues that are not covered by funds transfer 
system rules depends on contracts of the parties, to the extent that they exist, or principles 
of law applicable to other payment mechanisms that might be applied by analogy. The 
esult is a great deal of uncertainty. There is no consensus about the juridical nature of a 

ire transfer and consequently of the rights and obligations that are created. Article 4A is 
intended to provide the comprehensive body of law that we do not have today. 


Characteristics of a funds transfer. 

There are a number of characteristics of funds transfers covered by Article 4A that have 
influenced the drafting of the statute. The typical funds transfer involves a large amount o 
money. Multimillion dollar transactions are commonplace. The originator of the transfer 
and the beneficiary are typically sophisticated business or financial organizations. High 
speed is another predominant characteristic. Most funds transfers are completed on the 
same day, even in complex transactions in which there are several intermediary banks in 
he transmission chain. A funds transfer is a highly efficient substitute for payments made 
by the delivery of paper instruments. Another characteristic is extremely low cost. A 
ransfer that involves many millions of dollars can be made for a price of a few dollars. 
Price does not normally vary very much or at all with the amount of the transfer. This 
system of pricing may not be feasible if the bank is exposed to very large liabilities in con- 

ection with the transaction. The pricing system assumes that the price reflects primarily 
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he cost of the mechanical operation performed by the bank, but in fact, a bank may have 
more or less potential liability with respect to a funds transfer depending upon the amount 
of the transfer. Risk of loss to banks carrying out a funds transfer may arise from a variety 
of causes. In some funds transfers, there may be extensions of very large amounts of credit 
or short periods of time by the banks that carry out a funds transfer. If a payment order is 
issued to the beneficiary's bank, it is normal for the bank to release funds to the beneficiary 
immediately. Sometimes, payment to the beneficiary's bank by the bank that issued the or- 
der to the beneficiary's bank is delayed until the end of the day. If that payment is not 
eceived because of the insolvency of the bank that is obliged to pay, the beneficiary's bank 
may suffer a loss. There is also risk of loss if a bank fails to execute the payment order of a 
customer, or if the order is executed late. There also may be an error in the payment order 
issued by a bank that is executing the payment order of its customer. For example, the er- 
or might relate to the amount to be paid or to the identity of the person to be paid. 
Because the dollar amounts involved in funds transfers are so large, the risk of loss i 
something goes wrong in a transaction may also be very large. A major policy issue in the 
drafting of Article 4A is that of determining how risk of loss is to be allocated given the 
price structure in the industry. 


Concept of acceptance and effect of acceptance by the beneficiary's bank. 
Rights and obligations under Article 4A arise as the result of “acceptance” of a payment 
order by the bank to which the order is addressed. Section 4A-209. The effect of acceptance 
aries depending upon whether the payment order is issued to the beneficiary's bank or to 
a bank other than the beneficiary's bank. Acceptance by the beneficiary's bank is 
particularly important because it defines when the beneficiary's bank becomes obligated to 
he beneficiary to pay the amount of the payment order. Although Article 4A follows 
convention in using the term “funds transfer" to identify the payment from X to Y that is 


hen Y's bank accepts the payment order that X's bank issued to Y's bank to execute X's 
order. If the funds transfer was carried out by use of one or more intermediary banks be- 
ween X's bank and Y's bank, Y's bank becomes indebted to Y when Y's bank accepts the 
payment order issued to it by an intermediary bank. The funds transfer is completed when 
his debt is incurred. Acceptance, the event that determines when the debt of Y's bank to 
arises, occurs (i) when Y's bank pays Y or notifies Y of receipt of the payment order, or (ii) 

hen Y's bank receives payment from the bank that issued a payment order to Y's bank. 

The only obligation of the beneficiary's bank that results from acceptance of a payment 
order is to pay the amount of the order to the beneficiary. No obligation is owed to either 
he sender of the payment order accepted by the beneficiary's bank or to the originator o 
he funds transfer. The obligation created by acceptance by the beneficiary's bank is for the 
benefit of the beneficiary. The purpose of the sender's payment order is to effect payment by 
he originator to the beneficiary and that purpose is achieved when the beneficiary's bank 
accepts the payment order. Section 4A-405 states rules for determining when the obligation 
of the beneficiary's bank to the beneficiary has been paid. 


Acceptance by a bank other than the beneficiary's bank. 
In the funds transfer described above, what is the obligation of X's bank when it receives 
X's payment order? Funds transfers by a bank on behalf of its customer are made pursuant 
o an agreement or arrangement that may or may not be reduced to a formal document 
signed by the parties. It is probably true that in most cases there is either no express 
agreement or the agreement addresses only some aspects of the transaction. Substantial 
isk is involved in funds transfers and a bank may not be willing to give this service to all 
customers, and may not be willing to offer it to any customer unless certain safeguards 
against loss such as security procedures are in effect. Funds transfers often involve the giv- 
ing of credit by the receiving bank to the customer, and that also may involve an agreement. 
hese considerations are reflected in Article 4A by the principle that, in the absence of a 
contrary agreement, a receiving bank does not incur liability with respect to a payment or- 
der until it accepts it. If X and X's bank in the hypothetical case had an agreement that 
obliged the bank to act on X's payment orders and the bank failed to comply with the 
agreement, the bank can be held liable for breach of the agreement. But apart from any 
obligation arising by agreement, the bank does not incur any liability with respect to X's 
payment order until the bank accepts the order. X's payment order is treated by Article 4A 
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as a request by X to the bank to take action that will cause X’s payment order to be carried 
out. That request can be accepted by X’s bank by “executing” X’s payment order. Execution 
occurs when X’s bank sends a payment order to Y’s bank intended by X’s bank to carry out 
he payment order of X. X’s bank could also execute X's payment order by issuing a pay- 
ment order to an intermediary bank instructing the intermediary bank to instruct Y’s bank 
o make the credit to Y’s account. In that case execution and acceptance of X’s order occur 
hen the payment order of X's bank is sent to the intermediary bank. When X’s bank 
executes X’s payment order the bank is entitled to receive payment from X and may debit 
an authorized account of X. If X’s bank does not execute X’s order and the amount of the 
order is covered by a withdrawable credit balance in X’s authorized account, the bank must 
pay X interest on the money represented by X’s order unless X is given prompt notice o 
ejection of the order. Section 4A-210(b). 


Bank error in funds transfers. 

If a bank, other than the beneficiary’s bank, accepts a payment order, the obligations and 
iabilities are owed to the originator of the funds transfer. Assume in the example stated 
above, that X’s bank executes X’s payment order by issuing a payment order to an 
intermediary bank that executes the order of X’s bank by issuing a payment order to Y’s 
bank. The obligations of X’s bank with respect to execution are owed to X. The obligations 
of the intermediary bank with respect to execution are also owed to X. Section 4A-302 
states standards with respect to the time and manner of execution of payment orders. 
Section 4A-305 states the measure of damages for improper execution. It also states that a 
eceiving bank is liable for damages if it fails to execute a payment order that it was 
obliged by express agreement to execute. In each case consequential damages are not recov- 
erable unless an express agreement of the receiving bank provides for them. The policy 
basis for this limitation is discussed in Comment 2 to Section 4A-305. 

Error in the consummation of a funds transfer is not uncommon. There may be a discrep- 
ancy in the amount that the originator orders to be paid to the beneficiary and the amount 
hat the beneficiary’s bank is ordered to pay. For example, if the originator’s payment order 
instructs payment of $100,000 and the payment order of the originator’s bank instructs 
payment of $1,000,000, the originator’s bank is entitled to receive only $100,000 from the 
originator and has the burden of recovering the additional $900,000 paid to the beneficiary 
by mistake. In some cases the originator’s bank or an intermediary bank instructs payment 
o a beneficiary other than the beneficiary stated in the originator’s payment order. If the 

rong beneficiary is paid the bank that issued the erroneous payment order is not entitled 
o receive payment of the payment order that it executed and has the burden of recovering 
he mistaken payment. The originator is not obliged to pay its payment order. Section 
4A-303 and Section 4A-207 state rules for determining the rights and obligations of the 

arious parties to the funds transfer in these cases and in other typical cases in which er- 
or is made. 

Pursuant to Section 4A-402(c) the originator is excused from the obligation to pay the 
originator’s bank if the funds transfer is not completed, i.e. payment by the originator to 
he beneficiary is not made. Payment by the originator to the beneficiary occurs when the 
beneficiary's bank accepts a payment order for the benefit of the beneficiary of the 
originator’s payment order. Section 4A-406. If for any reason that acceptance does not oc- 
cur, the originator is not required to pay the payment order that it issued or, if it already 
paid, is entitled to refund of the payment with interest. This “money-back guarantee” is an 
important protection of the originator of a funds transfer. The same rule applies to any 
other sender in the funds transfer. Each sender’s obligation to pay is excused if the 
beneficiary's bank does not accept a payment order for the benefit of the beneficiary of that 
sender’s order. There is an important exception to this rule. It is common practice for the 
originator of a funds transfer to designate the intermediary bank or banks through which 
he funds transfer is to be routed. The originator's bank is required by Section 4A-302 to 
ollow the instruction of the originator with respect to intermediary banks. If the 
originator’s bank sends a payment order to the intermediary bank designated in the 
originator’s order and the intermediary bank causes the funds transfer to miscarry by fail- 
ing to execute the payment order or by instructing payment to the wrong beneficiary, the 
originator’s bank is not required to pay its payment order and if it has already paid it is 
entitled to recover payment from the intermediary bank. This remedy is normally ade- 
quate, but if the originator’s bank already paid its order and the intermediary bank has 
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suspended payments or is not permitted by law to refund payment, the originator's bank 

ill suffer a loss. Since the originator required the originator's bank to use the failed 
intermediary bank, Section 4A-402(e) provides that in this case the originator is obliged to 
pay its payment order and has a claim against the intermediary bank for the amount of the 
order. The same principle applies to any other sender that designates a subsequent 
intermediary bank. 


nauthorized payment orders. 

An important issue addressed in Section 4A-202 and Section 4A-203 is how the risk o 
oss from unauthorized payment orders is to be allocated. In a large percentage of cases, 
he payment order of the originator of the funds transfer is transmitted electronically to 
he originator's bank. In these cases it may not be possible for the bank to know whether 
he electronic message has been authorized by its customer. To ensure that no unautho- 
ized person is transmitting messages to the bank, the normal practice is to establish secu- 
ity procedures that usually involve the use of codes or identifying numbers or words. If the 
bank accepts a payment order that purports to be that of its customer after verifying its 
authenticity by complying with a security procedure agreed to by the customer and the 
bank, the customer is bound to pay the order even if it was not authorized. But there is an 
important limitation on this rule. The bank is entitled to payment in the case of an unau- 
horized order only if the court finds that the security procedure was a commercially rea- 
sonable method of providing security against unauthorized payment orders. The customer 
can also avoid liability if it can prove that the unauthorized order was not initiated by an 
employee or other agent of the customer having access to confidential security information 
or by a person who obtained that information from a source controlled by the customer. The 
policy issues are discussed in the comments following Section 44-203. If the bank accepts 
an unauthorized payment order without verifying it in compliance with a security proce- 
dure, the loss falls on the bank. 

Security procedures are also important in cases of error in the transmission of payment 
orders. There may be an error by the sender in the amount of the order, or a sender may 
ransmit a payment order and then erroneously transmit a duplicate of the order. Normally, 
he sender is bound by the payment order even if it is issued by mistake. But in some cases 
an error of this kind can be detected by a security procedure. Although the receiving bank 
is not obliged to provide a security procedure for the detection of error, if such a procedure 
is agreed to by the bank Section 4A-205 provides that if the error is not detected because 
he receiving bank does not comply with the procedure, any resulting loss is borne by the 
bank failing to comply with the security procedure. 


Insolvency losses. 

Some payment orders do not involve the granting of credit to the sender by the receiving 
bank. In those cases, the receiving bank accepts the sender's order at the same time the 
bank receives payment of the order. This is true of a transfer of funds by Fedwire or o 
cases in which the receiving bank can debit a funded account of the sender. But in some 
cases the granting of credit is the norm. This is true of a payment order over CHIPS. In a 
CHIPS transaction the receiving bank usually will accept the order before receiving pay- 
ment from the sending bank. Payment is delayed until the end of the day when settlement 
is made through the Federal Reserve System. If the receiving bank is an intermediary 
bank, it will accept by issuing a payment order to another bank and the intermediary bank 
is obliged to pay that payment order. If the receiving bank is the beneficiary's bank, the 
bank usually will accept by releasing funds to the beneficiary before the bank has received 
payment. If a sending bank suspends payments before settling its liabilities at the end o 
he day, the financial stability of banks that are net creditors of the insolvent bank may 
also be put into jeopardy, because the dollar volume of funds transfers between the banks 
may be extremely large. With respect to two banks that are dealing with each other in a 
series of transactions in which each bank is sometimes a receiving bank and sometimes a 
sender, the risk of insolvency can be managed if amounts payable as a sender and amounts 

eceivable as a receiving bank are roughly equal. But if these amounts are significantly out 
of balance, a net creditor bank may have a very significant credit risk during the day before 
settlement occurs. The Federal Reserve System and the banking community are greatly 
concerned with this risk, and various measures have been instituted to reduce this credit 
exposure. Article 4A also addresses this problem. A receiving bank can always avoid this 
isk by delaying acceptance of a payment order until after the bank has received payment. 


491 


UNIFORM COMMERCIAL CODE 


For example, if the beneficiary’s bank credits the beneficiary’s account it can avoid accep- 

ance by not notifying the beneficiary of the receipt of the order or by notifying the benefi- 
ciary that the credit may not be withdrawn until the beneficiary’s bank receives payment. 
But if the beneficiary’s bank releases funds to the beneficiary before receiving settlement, 
he result in a funds transfer other than a transfer by means of an automated clearing 
house or similar provisional settlement system is that the beneficiary's bank may not re- 
cover the funds if it fails to receive settlement. This rule encourages the banking system to 
impose credit limitations on banks that issue payment orders. These limitations are al- 
eady in effect. CHIPS has also proposed a loss-sharing plan to be adopted for implementa- 
ion in the second half of 1990 under which CHIPS participants will be required to provide 
unds necessary to complete settlement of the obligations of one or more participants that 
are unable to meet settlement obligations. Under this plan, it will be a virtual certainty 
hat there will be settlement on CHIPS in the event of failure by a single bank. Section 
4A-403(b) and (c) are also addressed to reducing risks of insolvency. Under these provisions 
he amount owed by a failed bank with respect to payment orders it issued is the net 
amount owing after setting off amounts owed to the failed bank with respect to payment 
orders it received. This rule allows credit exposure to be managed by limitations on the net 
debit position of a bank. 


International transfers. 

The major international legal document dealing with the subject of electronic funds 
ransfers is the Model Law on International Credit Transfers adopted in 1992 by the 

nited Nations Commission on International Trade Law. It covers basically the same type 
of transaction as does Article 4A, although it requires the funds transferred to have an 
international component. The Model Law and Article 4A basically live together in harmony, 
but to the extent there are differences they must be recognized and, to the extent possible, 
avoided or adjusted by agreement. See PEB Commentary No. 13, dated February 16, 1994 
[Appendix A, infra]. 


PART 1. SUBJECT MATTER AND DEFINITIONS 


§ 4A-101. Short Title. 


This Article may be cited as Uniform Commercial Code—Funds 
ransfers. 


§ 4A-102. Subject Matter. 


Except as otherwise provided in Section 4A-108, this Article applies to 
funds transfers defined in Section 4A-104. 


Official Comment 
Article 4A governs a specialized method of payment referred to in the Article as a funds 
ransfer but also commonly referred to in the commercial community as a wholesale wire 
ransfer. A funds transfer is made by means of one or more payment orders. The scope o 
rticle 4A is determined by the definitions of “payment order” and “funds transfer” found 
in Section 4A-103 and Section 4A-104. 

The funds transfer governed by Article 4A is in large part a product of recent and develop- 
ing technological changes. Before this Article was drafted there was no comprehensive body 
of law—statutory or judicial—that defined the juridical nature of a funds transfer or the 

ights and obligations flowing from payment orders. Judicial authority with respect to 
unds transfers is sparse, undeveloped and not uniform. Judges have had to resolve disputes 
by referring to general principles of common law or equity, or they have sought guidance in 
statutes such as Article 4 which are applicable to other payment methods. But attempts to 
define rights and obligations in funds transfers by general principles or by analogy to rights 
and obligations in negotiable instrument law or the law of check collection have not been 
satisfactory. 

In the drafting of Article 4A, a deliberate decision was made to write on a clean slate and 

o treat a funds transfer as a unique method of payment to be governed by unique rules 
hat address the particular issues raised by this method of payment. A deliberate decision 


492 


as also made to use precise and detailed rules to assign responsibility, define behavioral 
norms, allocate risks and establish limits on liability, rather than to rely on broadly stated, 
exible principles. In the drafting of these rules, a critical consideration was that the vari- 
ous parties to funds transfers need to be able to predict risk with certainty, to insure 
against risk, to adjust operational and security procedures, and to price funds transfer ser- 
ices appropriately. This consideration is particularly important given the very large 
amounts of money that are involved in funds transfers. 
Funds transfers involve competing interests—those of the banks that provide funds 
ransfer services and the commercial and financial organizations that use the services, as 
ell as the public interest. These competing interests were represented in the drafting pro- 
cess and they were thoroughly considered. The rules that emerged represent a careful and 
delicate balancing of those interests and are intended to be the exclusive means of determin- 
ing the rights, duties and liabilities of the affected parties in any situation covered by par- 
icular provisions of the Article. Consequently, resort to principles of law or equity outside 
of Article 4A is not appropriate to create rights, duties and liabilities inconsistent with 
hose stated in this Article. 


$ 44-103. Payment Order—Definitions. 
(a) In this Article: 

(1) *Payment order" means an instruction of a sender to a receiving 
bank, transmitted orally, electronically, or in writing, to pay, or to cause 
another bank to pay, a fixed or determinable amount of money to a ben- 
eficiary if: 

(i) the instruction does not state a condition to payment to the bene- 
ficiary other than time of payment, 

(ii) the receiving bank is to be reimbursed by debiting an account of, 
or otherwise receiving payment from, the sender, and 

(iii) the instruction is transmitted by the sender directly to the 
receiving bank or to an agent, funds-transfer system, or communica- 
tion system for transmittal to the receiving bank. 

(2) “Beneficiary” means the person to be paid by the beneficiary’s bank. 

(3) “Beneficiary’s bank" means the bank identified in a payment order 
in which an account of the beneficiary is to be credited pursuant to the 
order or which otherwise is to make payment to the beneficiary if the or- 
der does not provide for payment to an account. 

(4) *Receiving bank" means the bank to which the sender's instruction 
is addressed. 

(5) *Sender" means the person giving the instruction to the receiving 
bank. 

(b) If an instruction complying with subsection (a)(1) is to make more 
han one payment to a beneficiary, the instruction is a separate payment 
order with respect to each payment. 

(c) A payment order is issued when it is sent to the receiving bank. 


Official Comment 
This section is discussed in the Comment following Section 4A-104. 


$8 4A-104. Funds Transfer—Definitions. 
In this Article: 


(a) *Funds transfer" means the series of transactions, beginning with 
the originator's payment order, made for the purpose of making pay- 
ment to the beneficiary of the order. The term includes any payment or- 
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der issued by the originator’s bank or an intermediary bank intended to 
carry out the originator’s payment order. A funds transfer is completed 
by acceptance by the beneficiary’s bank of a payment order for the bene- 
fit of the beneficiary of the originator’s payment order. 


(b) “Intermediary bank” means a receiving bank other than the 
originator’s bank or the beneficiary’s bank. 

(c) “Originator” means the sender of the first payment order in a funds 
transfer. 

(d) “Originator’s bank” means (i) the receiving bank to which the pay- 
ment order of the originator is issued if the originator is not a bank, or 
(ii) the originator if the originator is a bank. 


Official Comment 
1. Article 4A governs a method of payment in which the person making payment (the 
“originator”) directly transmits an instruction to a bank either to make payment to the 
person receiving payment (the “beneficiary”) or to instruct some other bank to make pay- 
ment to the beneficiary. The payment from the originator to the beneficiary occurs when 
he bank that is to pay the beneficiary becomes obligated to pay the beneficiary. There are 
wo basic definitions: “Payment order” stated in Section 4A-103 and “Funds transfer” stated 
in Section 4A-104. These definitions, other related definitions, and the scope of Article 4A 
can best be understood in the context of specific fact situations. Consider the following 
cases: 
Case #1. X, which has an account in Bank A, instructs that bank to pay $1,000,000 to Y’s 
account in Bank A. Bank A carries out X’s instruction by making a credit of $1,000,000 to 
’s account and notifying Y that the credit is available for immediate withdrawal. The 
instruction by X to Bank A is a “payment order” which was issued when it was sent to 
Bank A. Section 4A-103(a)(1) and (c). X is the “sender” of the payment order and Bank A is 
he “receiving bank.” Section 4A-103(a)(5) and (a)(4). Y is the “beneficiary” of the payment 
order and Bank A is the “beneficiary’s bank.” Section 4A-103(a)(2) and (a)(3). When Bank A 
notified Y of receipt of the payment order, Bank A “accepted” the payment order. Section 
4A-209(b)(1). When Bank A accepted the order it incurred an obligation to Y to pay the 
amount of the order. Section 4A-404(a). When Bank A accepted X’s order, X incurred an 
obligation to pay Bank A the amount of the order. Section 4A-402(b). Payment from X to 
Bank A would normally be made by a debit to X's account in Bank A. Section 4A-403(aX(3). 
At the time Bank A incurred the obligation to pay Y, payment of $1,000,000 by X to Y was 
also made. Section 4A-406(a). Bank A paid Y when it gave notice to Y of a withdrawable 
credit of $1,000,000 to Y’s account. Section 4A-405(a). The overall transaction, which 
comprises the acts of X and Bank A, in which the payment by X to Y is accomplished is 
eferred to as the “funds transfer.” Section 4A-104(a). In this case only one payment order 
as involved in the funds transfer. A one-payment-order funds transfer is usually referred 
o as a “book transfer” because the payment is accomplished by the receiving bank’s debit- 
ing the account of the sender and crediting the account of the beneficiary in the same bank. 
, in addition to being the sender of the payment order to Bank A, is the “originator” of the 
unds transfer. Section 4A-104(c). Bank A is the “originator’s bank” in the funds transfer as 
ell as the beneficiary’s bank. Section 4A-104(d). 
Case #2. Assume the same facts as in Case #1 except that X instructs Bank A to pay 
$1,000,000 to Y’s account in Bank B. With respect to this payment order, X is the sender, 
is the beneficiary, and Bank A is the receiving bank. Bank A carries out X’s order by 
instructing Bank B to pay $1,000,000 to Y’s account. This instruction is a payment order in 
hich Bank A is the sender, Bank B is the receiving bank, and Y is the beneficiary. When 
Bank A issued its payment order to Bank B, Bank A “executed” X’s order. Section 4A- 
301(a). In the funds transfer, X is the originator, Bank A is the originator’s bank, and Bank 
B is the beneficiary’s bank. When Bank A executed X’s order, X incurred an obligation to 
pay Bank A the amount of the order. Section 4A-402(c). When Bank B accepts the payment 
order issued to it by Bank A, Bank B incurs an obligation to Y to pay the amount of the or- 
der (Section 4A-404(a)) and Bank A incurs an obligation to pay Bank B. Section 4A-402(b). 
Acceptance by Bank B also results in payment of $1,000,000 by X to Y. Section 4A-406(a). 
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In this case two payment orders are involved in the funds transfer. 

Case #3. Assume the same facts as in Case #2 except that Bank A does not execute X's 
payment order by issuing a payment order to Bank B. One bank will not normally act to 
carry out a funds transfer for another bank unless there is a preexisting arrangement be- 

ween the banks for transmittal of payment orders and settlement of accounts. For example, 
if Bank B is a foreign bank with which Bank A has no relationship, Bank A can utilize a 
bank that is a correspondent of both Bank A and Bank B. Assume Bank A issues a pay- 
ment order to Bank C to pay $1,000,000 to Y's account in Bank B. With respect to this or- 


$1,000,000 to Y's account in Bank B. With respect to Bank C's payment order, Bank C is 
he sender, Bank B is the receiving bank, and Y is the beneficiary. Payment of $1,000,000 
by X to Y occurs when Bank B accepts the payment order issued to it by Bank C. In this 
case the funds transfer involves three payment orders. In the funds transfer, X is the 
originator, Bank A is the originator's bank, Bank B is the beneficiary's bank, and Bank C is 
an “intermediary bank." Section 4A-104(b). In some cases there may be more than one 
intermediary bank, and in those cases each intermediary bank is treated like Bank C in 
Case #3. 
As the three cases demonstrate, a payment under Article 4A involves an overall transac- 
ion, the funds transfer, in which the originator, X, is making payment to the beneficiary, 
, but the funds transfer may encompass a series of payment orders that are issued in or- 
der to effect the payment initiated by the originator's payment order. 
In some cases the originator and the beneficiary may be the same person. This will occur, 
or example, when a corporation orders a bank to transfer funds from an account of the 
corporation in that bank to another account of the corporation in that bank or in some 
other bank. In some funds transfers the first bank to issue a payment order is a bank that 
is executing a payment order of a customer that is not a bank. In this case the customer is 
he originator. In other cases, the first bank to issue a payment order is not acting for a 
customer, but is making a payment for its own account. In that event the first bank to is- 
sue a payment order is the originator as well as the originator's bank. 
2. “Payment order" is defined in Section 4A-103(a)(1) as an instruction to a bank to pay, 
or to cause another bank to pay, a fixed or determinable amount of money. The bank to 
hich the instruction is addressed is known as the “receiving bank." Section 4A-103(a)(4). 
“Bank” is defined in Section 4A-105(a)(2). The effect of this definition is to limit Article 4A 
o payments made through the banking system. A transfer of funds made by an entity 
outside the banking system is excluded. A transfer of funds through an entity other than a 
bank is usually a consumer transaction involving relatively small amounts of money and a 
single contract carried out by transfers of cash or a cash equivalent such as a check. Typi- 
cally, the transferor delivers cash or a check to the company making the transfer, which 
agrees to pay a like amount to a person designated by the transferor. Transactions covered 
by Article 4A typically involve very large amounts of money in which several transactions 
involving several banks may be necessary to carry out the payment. Payments are normally 
made by debits or credits to bank accounts. Originators and beneficiaries are almost always 
business organizations and the transfers are usually made to pay obligations. Moreover, 
hese transactions are frequently done on the basis of very short-term credit granted by the 
eceiving bank to the sender of the payment order. Wholesale wire transfers involve policy 
questions that are distinct from those involved in consumer-based transactions by 
nonbanks. 
3. Further limitations on the scope of Article 4A are found in the three requirements 
ound in subparagraphs (i), (ii), and (iii) of Section 4A-103(a)(1). Subparagraph (i) states 
hat the instruction to pay is a payment order only if it “does not state a condition to pay- 
ment to the beneficiary other than time of payment.” An instruction to pay a beneficiary 
sometimes is subject to a requirement that the beneficiary perform some act such as 
delivery of documents. For example, a New York bank may have issued a letter of credit in 
avor of X, a California seller of goods to be shipped to the New York bank’s customer in 
New York. The terms of the letter of credit provide for payment to X if documents are pre- 
sented to prove shipment of the goods. Instead of providing for presentment of the docu- 
ments to the New York bank, the letter of credit states that they may be presented to a 
California bank that acts as an agent for payment. The New York bank sends an instruc- 
ion to the California bank to pay X upon presentation of the required documents. The 
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instruction is not covered by Article 4A because payment to the beneficiary is conditional 
upon receipt of shipping documents. The function of banks in a funds transfer under Article 
4A is comparable to the role of banks in the collection and payment of checks in that it is 
essentially mechanical in nature. The low price and high speed that characterize funds 
ransfers reflect this fact. Conditions to payment by the California bank other than time o 
payment impose responsibilities on that bank that go beyond those in Article 4A funds 
ransfers. Although the payment by the New York bank to X under the letter of credit is 
ot covered by Article 4A, if X is paid by the California bank, payment of the obligation o 
he New York bank to reimburse the California bank could be made by an Article 4A funds 
ransfer. In such a case there is a distinction between the payment by the New York bank 
o X under the letter of credit and the payment by the New York bank to the California 
bank. For example, if the New York bank pays its reimbursement obligation to the Califor- 
ia bank by a Fedwire naming the California bank as beneficiary (see Comment 1 to 
Section 4A-107), payment is made to the California bank rather than to X. That payment is 
governed by Article 4A and it could be made either before or after payment by the Califor- 
ia bank to X. The payment by the New York bank to X under the letter of credit is not 
governed by Article 4A and it occurs when the California bank, as agent of the New York 
bank, pays X. No payment order was involved in that transaction. In this example, if the 
New York bank had erroneously sent an instruction to the California bank unconditionall 
instructing payment to X, the instruction would have been an Article 4A payment order. I 
he payment order was accepted (Section 4A-209(b)) by the California bank, a payment by 
he New York bank to X would have resulted (Section 4A-406(a)). But Article 4A would not 
prevent recovery of funds from X on the basis that X was not entitled to retain the funds 
under the law of mistake and restitution, letter of credit law or other applicable law. 
4. Transfers of funds made through the banking system are commonly referred to as ei- 
her “credit” transfers or “debit” transfers. In a credit transfer the instruction to pay is 
given by the person making payment. In a debit transfer the instruction to pay is given by 
he person receiving payment. The purpose of subparagraph (ii) of subsection (a)(1) o 
Section 4A-103 is to include credit transfers in Article 4A and to exclude debit transfers. 
All of the instructions to pay in the three cases described in Comment 1 fall within 
subparagraph (ii) Take Case #2 as an example. With respect to X's instruction given to 
Bank A, Bank A will be reimbursed by debiting X's account or otherwise receiving payment 
rom X. With respect to Bank A's instruction to Bank B, Bank B will be reimbursed by 
eceiving payment from Bank A. In a debit transfer, a creditor, pursuant to authority from 
he debtor, is enabled to draw on the debtor's bank account by issuing an instruction to pay 
o the debtor's bank. If the debtor's bank pays, it will be reimbursed by the debtor rather 
han by the person giving the instruction. For example, the holder of an insurance policy 
may pay premiums by authorizing the insurance company to order the policyholder's bank 
o pay the insurance company. The order to pay may be in the form of a draft covered by 
Article 3, or it might be an instruction to pay that is not an instrument under that Article. 
he bank receives reimbursement by debiting the policyholder's account. Or, a subsidiary 
corporation may make payments to its parent by authorizing the parent to order the 
subsidiary's bank to pay the parent from the subsidiary's account. These transactions are 
ot covered by Article 4A because subparagraph (2) is not satisfied. Article 4A is limited to 
ransactions in which the account to be debited by the receiving bank is that of the person 
in whose name the instruction is given. 
If the beneficiary of a funds transfer is the originator of the transfer, the transfer is 
governed by Article 4A if it is a credit transfer in form. If it is in the form of a debit 
ransfer it is not governed by Article 4A. For example, Corporation has accounts in Bank A 
and Bank B. Corporation instructs Bank A to pay to Corporation's account in Bank B. The 
unds transfer is governed by Article 4A. Sometimes, Corporation will authorize Bank B to 
draw on Corporation's account in Bank A for the purpose of transferring funds into 
Corporation's account in Bank B. If Corporation also makes an agreement with Bank A 
under which Bank A is authorized to follow instructions of Bank B, as agent of Corpora- 
ion, to transfer funds from Customer's account in Bank A, the instruction of Bank B is a 
payment order of Customer and is governed by Article 4A. This kind of transaction is 
known in the wire-transfer business as a *drawdown transfer." If Corporation does not 
make such an agreement with Bank A and Bank B instructs Bank A to make the transfer, 
he order is in form a debit transfer and is not governed by Article 4A. These debit transfers 
are normally ACH transactions in which Bank A relies on Bank B's warranties pursuant to 
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ACH rules, including the warranty that the transfer is authorized. 

5. The principal effect of subparagraph (iii) of subsection (a) of Section 44-103 is to 
exclude from Article 4A payments made by check or credit card. In those cases the instruc- 
ion of the debtor to the bank on which the check is drawn or to which the credit card slip 
is to be presented is contained in the check or credit card slip signed by the debtor. The 
instruction is not transmitted by the debtor directly to the debtor's bank. Rather, the 
instruction is delivered or otherwise transmitted by the debtor to the creditor who then 
presents it to the bank either directly or through bank collection channels. These payments 
are governed by Articles 3 and 4 and federal law. There are, however, limited instances in 

hich the paper on which a check is printed can be used as the means of transmitting a 
payment order that is covered by Article 4A. Assume that Originator instructs Originator's 
Bank to pay $10,000 to the account of Beneficiary in Beneficiary's Bank. Since the amount 
of Originator's payment order is small, if Originator's Bank and Beneficiary's Bank do not 
have an account relationship, Originator's Bank may execute Originator's order by issuing 
a teller’s check payable to Beneficiary's Bank for $10,000 along with instructions to credit 
Beneficiary's account in that amount. The instruction to Beneficiary's Bank to credit 
Beneficiary's account is a payment order. The check is the means by which Originator's 
Bank pays its obligation as sender of the payment order. The instruction of Originator's 
Bank to Beneficiary's Bank might be given in a letter accompanying the check or it may be 

ritten on the check itself. In either case the instruction to Beneficiary’s Bank is a pay- 
ment order but the check itself (which is an order to pay addressed to the drawee rather 
han to Beneficiarys Bank) is an instrument under Article 3 and is not a payment order. 

he check can be both the means by which Originator’s Bank pays its obligation under 
§ 4A-402(b) to Beneficiary's Bank and the means by which the instruction to Beneficiary's 
Bank is transmitted. 

6. Most payments covered by Article 4A are commonly referred to as wire transfers and 
usually involve some kind of electronic transmission, but the applicability of Article 4A 
does not depend upon the means used to transmit the instruction of the sender. Transmis- 
sion may be by letter or other written communication, oral communication or electronic 
communication. An oral communication is normally given by telephone. Frequently the 
message is recorded by the receiving bank to provide evidence of the transaction, but apart 
rom problems of proof there is no need to record the oral instruction. Transmission of an 
instruction may be a direct communication between the sender and the receiving bank or 
hrough an intermediary such as an agent of the sender, a communication system such as 
international cable, or a funds transfer system such as CHIPS, SWIFT or an automated 
clearing house. 


$ 4A-105. Other Definitions. 


(a) In this Article: 

(1) *Authorized account" means a deposit account of a customer in a 
bank designated by the customer as a source of payment of payment 
orders issued by the customer to the bank. If a customer does not so des- 
ignate an account, any account of the customer is an authorized account 
if payment of a payment order from that account is not inconsistent with 
a restriction on the use of that account. 

(2) *Bank" means a person engaged in the business of banking and 
includes a savings bank, savings and loan association, credit union, and 
trust company. A branch or separate office of a bank is a separate bank 
for purposes of this Article. 

(3) *Customer" means a person, including a bank, having an account 
with a bank or from whom a bank has agreed to receive payment orders. 

(4) *Funds-transfer business day" of a receiving bank means the part 
of a day during which the receiving bank is open for the receipt, process- 
ing, and transmittal of payment orders and cancellations and amend- 
ments of payment orders. 
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(5) “Funds-transfer system” means a wire transfer network, automated 
clearing house, or other communication system of a clearing house or 
other association of banks through which a payment order by a bank 
may be transmitted to the bank to which the order is addressed. 

(6) [reserved] 

(7) “Prove” with respect to a fact means to meet the burden o 
establishing the fact (Section 1-201(b)(8)). 

(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


“Acceptance” Section 4A-209 
“Beneficiary” Section 4A-103 
“Beneficiary’s bank” Section 4A-103 
“Executed” Section 4A-301 
“Execution date” Section 4A-301 
“Funds transfer” Section 4A-104 
“Funds-transfer system rule” Section 4A-501 
“Intermediary bank” Section 4A-104 
“Originator” Section 4A-104 
“Originator’s bank” Section 4A-104 


“Payment by beneficiary's bank to Section 4A-405 
beneficiary” 


“Payment by originator to beneficiary” Section 4A-406 
“Payment by sender to receiving bank” Section 4A-403 
“Payment date” Section 4A-401 
“Payment order” Section 4A-103 
“Receiving bank” Section 4A-103 
“Security procedure” Section 4A-201 
“Sender” Section 4A-103 


(c) The following definitions in Article 4 apply to this Article: 


“Clearing house” Section 4-104 
“Item” Section 4-104 
“Suspends payments” Section 4-104 


(d) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


Official Comment 
1. The definition of “bank” in subsection (a)(2) includes some institutions that are not 
commercial banks. The definition reflects the fact that many financial institutions now 
perform functions previously restricted to commercial banks, including acting on behalf o 
customers in funds transfers. Since many funds transfers involve payment orders to or 
rom foreign countries the definition also covers foreign banks. The definition also includes 
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Federal Reserve Banks. Funds transfers carried out by Federal Reserve Banks are 
described in Comments 1 and 2 to Section 4A-107. 

2. Funds transfer business is frequently transacted by banks outside of general banking 
hours. Thus, the definition of banking day in Section 4-104(1)(c) cannot be used to describe 

hen a bank is open for funds transfer business. Subsection (a)(4) defines a new term, 
"funds transfer business day,” which is applicable to Article 4A. The definition states, “is 
open for the receipt, processing, and transmittal of payment orders and cancellations and 
amendments of payment orders." In some cases it is possible to electronically transmit pay- 
ment orders and other communications to a receiving bank at any time. If the receiving 
bank is not open for the processing of an order when it is received, the communication is 
stored in the receiving bank's computer for retrieval when the receiving bank is open for 
processing. The use of the conjunctive makes clear that the defined term is limited to the 
period during which all functions of the receiving bank can be performed, i.e., receipt, 
processing, and transmittal of payment orders, cancellations and amendments. 

3. Subsection (a)(5) defines “funds transfer system." The term includes a system such as 
CHIPS which provides for transmission of a payment order as well as settlement of the 
obligation of the sender to pay the order. It also includes automated clearing houses, oper- 
ated by a clearing house or other association of banks, which process and transmit payment 
orders of banks to other banks. In addition the term includes organizations that provide 
only transmission services such as SWIFT. The definition also includes the wire transfer 
network and automated clearing houses of Federal Reserve Banks. Systems of the Federal 
Reserve Banks, however, are treated differently from systems of other associations o 
banks. Funds transfer systems other than systems of the Federal Reserve Banks are 
reated in Article 4A as a means of communication of payment orders between participat- 
ing banks. Section 4A-206. The Comment to that section and the Comment to Section 
4A-107 explain how Federal Reserve Banks function under Article 4A. Funds transfer 
systems are also able to promulgate rules binding on participating banks that, under 
Section 4A-501, may supplement or in some cases may even override provisions of Article 
4A. 

4. Subsection (d) incorporates definitions stated in Article 1 as well as principles o 
construction and interpretation stated in that Article. Included is Section 1-103. The last 
paragraph of the Comment to Section 4A-102 is addressed to the issue of the extent to 

hich general principles of law and equity should apply to situations covered by provisions 
of Article 4A. 


$ 4A-106. Time Payment Order Is Received. 


(a) The time of receipt of a payment order or communication cancelling 
or amending a payment order is determined by the rules applicable to 
receipt of a notice stated in Section 1-202. A receiving bank may fix a cut- 
off time or times on a funds-transfer business day for the receipt and 
processing of payment orders and communications cancelling or amending 
payment orders. Different cut-off times may apply to payment orders, 
cancellations, or amendments, or to different categories of payment orders, 
cancellations, or amendments. A cut-off time may apply to senders gener- 
ally or different cut-off times may apply to different senders or categories 
of payment orders. If a payment order or communication cancelling or 
amending a payment order is received after the close of a funds-transfer 


ness day, the receiving bank may treat the payment order or communica- 
ion as received at the opening of the next funds-transfer business day. 

(b) If this Article refers to an execution date or payment date or states a 
day on which a receiving bank is required to take action, and the date or 
day does not fall on a funds-transfer business day, the next day that is a 
funds-transfer business day is treated as the date or day stated, unless the 
contrary is stated in this Article. 
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As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


Official Comment 
The time that a payment order is received by a receiving bank usually defines the pay- 
ment date or the execution date of a payment order. Section 4A-401 and Section 4A-301. 
he time of receipt of a payment order, or communication cancelling or amending a pay- 
ment order is defined in subsection (a) by reference to the rules stated in Section 1-202. 
hus, time of receipt is determined by the same rules that determine when a notice is 
eceived. Time of receipt, however, may be altered by a cut-off time. 


As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 


§ 4A-107. Federal Reserve Regulations and Operating Circulars. 


Regulations of the Board of Governors of the Federal Reserve System 
and operating circulars of the Federal Reserve Banks supersede any incon- 
sistent provision of this Article to the extent of the inconsistency. 


Official Comment 

1. Funds transfers under Article 4A may be made, in whole or in part, by payment orders 
hrough a Federal Reserve Bank in what is usually referred to as a transfer by Fedwire. I 
Bank A, which has an account in Federal Reserve Bank X, wants to pay $1,000,000 to 
Bank B, which has an account in Federal Reserve Bank Y, Bank A can issue an instruction 
o Reserve Bank X requesting a debit of $1,000,000 to Bank A’s Reserve account and an 
equal credit to Bank B’s Reserve account. Reserve Bank X will debit Bank A’s account and 

ill credit the account of Reserve Bank Y. Reserve Bank X will issue an instruction to 
Reserve Bank Y requesting a debit of $1,000,000 to the account of Reserve Bank X and an 
equal credit to Bank B’s account in Reserve Bank Y. Reserve Bank Y will make the 
equested debit and credit and will give Bank B an advice of credit. The definition of “bank” 
in Section 4A-105(a)(2) includes both Reserve Bank X and Reserve Bank Y. Bank A’s 
instruction to Reserve Bank X to pay money to Bank B is a payment order under Section 
4A-103(a)(1). Bank A is the sender and Reserve Bank X is the receiving bank. Bank B is 
he beneficiary of Bank A's order and of the funds transfer. Bank A is the originator of the 
unds transfer and is also the originator’s bank. Section 4A-104(c) and (d). Reserve Bank X, 
an intermediary bank under Section 4A-104(b), executes Bank A’s order by sending a pay- 
ment order to Reserve Bank Y instructing that bank to credit the Federal Reserve account 
of Bank B. Reserve Bank Y is the beneficiary’s bank. 

Suppose the transfer of funds from Bank A to Bank B is part of a larger transaction in 

hich Originator, a customer of Bank A, wants to pay Beneficiary, a customer of Bank B. 
Originator issues a payment order to Bank A to pay $1,000,000 to the account of Benefi- 
ciary in Bank B. Bank A may execute Originator’s order by means of Fedwire which 
simultaneously transfers $1,000,000 from Bank A to Bank B and carries a message instruct- 
ing Bank B to pay $1,000,000 to the account of Y. The Fedwire transfer is carried out as 
described in the previous paragraph, except that the beneficiary of the funds transfer is 
Beneficiary rather than Bank B. Reserve Bank X and Reserve Bank Y are intermediary 
banks. When Reserve Bank Y advises Bank B of the credit to its Federal Reserve account it 

ill also instruct Bank B to pay to the account of Beneficiary. The instruction is a payment 
order to Bank B which is the beneficiary’s bank. When Reserve Bank Y advises Bank B o 
he credit to its Federal Reserve account Bank B receives payment of the payment order is- 
sued to it by Reserve Bank Y. Section 4A-403(a)(1). The payment order is automatically ac- 
cepted by Bank B at the time it receives the payment order of Reserve Bank Y. Section 4A- 
209(b)(2). At the time of acceptance by Bank B payment by Originator to Beneficiary also 
occurs. Thus, in a Fedwire transfer, payment to the beneficiary’s bank, acceptance by the 
beneficiary's bank and payment by the originator to the beneficiary all occur simultaneously 
by operation of law at the time the payment order to the beneficiary’s bank is received. 

If Originator orders payment to the account of Beneficiary in Bank C rather than Bank 
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and may not be able to make payment directly to Bank C. In that case, Bank A could send 
a Fedwire instructing Bank B to instruct Bank C to pay Beneficiary. The analysis is the 
same as the previous case except that Bank B is an intermediary bank and Bank C is the 
beneficiary's bank. 

2. A funds transfer can also be made through a Federal Reserve Bank in an automated 
clearing house transaction. In a typical case, Originator instructs Originator’s Bank to pay 
o the account of Beneficiary in Beneficiary’s Bank. Originator’s instruction to pay a partic- 
lar beneficiary is transmitted to Originator’s Bank along with many other instructions for 
payment to other beneficiaries by many different beneficiary’s banks. All of these instruc- 
ions are contained in a magnetic tape or other electronic device. Transmission of instruc- 
ions to the various beneficiary's banks requires that Originator’s instructions be processed 
and repackaged with instructions of other originators so that all instructions to a particular 
beneficiary's bank are transmitted together to that bank. The repackaging is done in 
processing centers usually referred to as automated clearing houses. Automated clearing 
houses are operated either by Federal Reserve Banks or by other associations of banks. I 
Originator’s Bank chooses to execute Originator's instructions by transmitting them to a 
Federal Reserve Bank for processing by the Federal Reserve Bank, the transmission to the 
Federal Reserve Bank results in the issuance of payment orders by Originator’s Bank to 
he Federal Reserve Bank, which is an intermediary bank. Processing by the Federal 
Reserve Bank will result in the issuance of payment orders by the Federal Reserve Bank to 
Beneficiarys Bank as well as payment orders to other beneficiarys banks making pay- 
ments to carry out Originator's instructions. 

3. Although the terms of Article 4A apply to funds transfers involving Federal Reserve 
Banks, federal preemption would make ineffective any Article 4A provision that conflicts 

ith federal law. The payments activities of the Federal Reserve Banks are governed by 
egulations of the Federal Reserve Board and by operating circulars issued by the Reserve 
Banks themselves. In some instances, the operating circulars are issued pursuant to a 
Federal Reserve Board regulation. In other cases, the Reserve Bank issues the operating 
circular under its own authority under the Federal Reserve Act, subject to review by the 
Federal Reserve Board. Section 4A-107 states that Federal Reserve Board regulations and 
operating circulars of the Federal Reserve Banks supersede any inconsistent provision o 

rticle 4A to the extent of the inconsistency. Federal Reserve Board regulations, being 
alid exercises of regulatory authority pursuant to a federal statute, take precedence over 
state law if there is an inconsistency. Childs v. Federal Reserve Bank of Dallas, 719 F.2d 
812 (5th Cir.1983), reh. den. 724 F.2d 127 (5th Cir.1984). Section 4A-107 treats operating 
circulars as having the same effect whether issued under the Reserve Bank's own authority 
or under a Federal Reserve Board regulation. 


$ 44-108. Exclusion of Consumer Transactions Governed by 
Federal Law. 


This Article does not apply to a funds transfer any part of which is 
governed by the Electronic Fund Transfer Act of 1978 (Title XX, Public 
Law 95-630, 92 Stat. 3728, 

o time. 


Official Comment 
The Electronic Fund Transfer Act of 1978 is a federal statute that covers a wide variety 
of electronic funds transfers involving consumers. The types of transfers covered by the 
ederal statute are essentially different from the wholesale wire transfers that are the pri- 
mary focus of Article 4A. Section 4A-108 excludes a funds transfer from Article 4A if any 
part of the transfer is covered by the federal law. Existing procedures designed to comply 
ith federal law will not be affected by Article 4A. The effect of Section 4A-108 is to make 
rticle 4A and EFTA mutually exclusive. For example, if a funds transfer is to a consumer 
account in the beneficiary's bank and the funds transfer is made in part by use of Fedwire 
and in part by means of an automated clearing house, EFTA applies to the ACH part of the 
ransfer but not to the Fedwire part. Under Section 44-108, Article 4A does not apply to 
any part of the transfer. However, in the absence of any law to govern the part of the funds 
ransfer that is not subject to EFTA, a court might apply appropriate principles from 
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rticle 4A by analogy. 


PART 2. ISSUE AND ACCEPTANCE OF PAYMENT 
ORDER 


§ 4A-201. Security Procedure. 


“Security procedure” means a procedure established by agreement of a 
customer and a receiving bank for the purpose of (i) verifying that a pay- 

ent order or communication amending or cancelling a payment order is 
hat of the customer, or (ii) detecting error in the transmission or the 
content of the payment order or communication. A security procedure may 
require the use of algorithms or other codes, identifying words or numbers, 
encryption, callback procedures, or similar security devices. Comparison o 
a signature on a payment order or communication with an authorized 
specimen signature of the customer is not by itself a security procedure. 


Official Comment 
A large percentage of payment orders and communications amending or cancelling pay- 
ment orders are transmitted electronically and it is standard practice to use security 
procedures that are designed to assure the authenticity of the message. Security procedures 
can also be used to detect error in the content of messages or to detect payment orders that 
are transmitted by mistake as in the case of multiple transmission of the same payment 
order. Security procedures might also apply to communications that are transmitted by 
elephone or in writing. Section 4A-201 defines these security procedures. The definition o 
security procedure limits the term to a procedure *established by agreement of a customer 
and a receiving bank.” The term does not apply to procedures that the receiving bank may 
ollow unilaterally in processing payment orders. The question of whether loss that may| 
esult from the transmission of a spurious or erroneous payment order will be borne by the 
eceiving bank or the sender or purported sender is affected by whether a security proce- 
dure was or was not in effect and whether there was or was not compliance with the 
procedure. Security procedures are referred to in Sections 44-202 and 44-203, which deal 
ith authorized and verified payment orders, and Section 4A-205, which deals with errone- 
ous payment orders. 


$ 4A-202. Authorized and Verified Payment Orders. 

(a) A payment order received by the receiving bank is the authorized or- 
der of the person identified as sender if that person authorized the order or 
is otherwise bound by it under the law of agency. 

(b) If a bank and its customer have agreed that the authenticity of pay- 

ent orders issued to the bank in the name of the customer as sender will 
be verified pursuant to a security procedure, a payment order received by 

he receiving bank is effective as the order of the customer, whether or not 

authorized, if (i) the security procedure is a commercially reasonable 

ethod of providing security against unauthorized payment orders, and 
(ii) the bank proves that it accepted the payment order in good faith and in 
compliance with the security procedure and any written agreement or 
instruction of the customer restricting acceptance of payment orders is- 


instruction that violates a written agreement with the customer or notice 
of which is not received at a time and in a manner affording the bank a 
reasonable opportunity to act on it before the payment order is accepted. 
(c) Commercial reasonableness of a security procedure is a question o 
law to be determined by considering the wishes of the customer expressed 
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o the bank, the circumstances of the customer known to the bank, includ- 
ing the size, type, and frequency of payment orders normally issued by the 
customer to the bank, alternative security procedures offered to the 
customer, and security procedures i in general use by customers and receiv- 
ing banks similarly situated. A security procedure is deemed to be com- 

ercially reasonable if (i) the security procedure was chosen by the 
customer after the bank offered, and the customer refused, a security pro- 
cedure that was commercially reasonable for that customer, and (ii) the 
customer expressly agreed in writing to be bound by any payment order, 

hether or not authorized, issued in its name and accepted by the bank in 
compliance with the security procedure chosen by the customer. 

(d) The term “sender” in this Article includes the customer in whose 
name a payment order is issued if the order is the authorized order of the 
customer under subsection (a), or it is effective as the order of the customer 

nder subsection (b). 

(e) This section applies to amendments and cancellations of payment 
orders to the same extent it applies to payment orders. 

(f) Except as provided in this section and in Section 4A-203(a)(1), rights 
and obligations arising under this section or Section 4A-203 may not be 

aried by agreement. 


Official Comment 
This section is discussed in the Comment following Section 4A-203. 


$ 44-203. Unenforceability of Certain Verified Payment Orders. 


(a) If an accepted payment order is not, under Section 4A-202(a), an au- 
horized order of a customer identified as sender, but is effective as an or- 
der of the customer pursuant to Section 4A-202(b), the following rules 
apply: 
(1) By express written agreement, the receiving bank may limit the 
extent to which it is entitled to enforce or retain payment of the pay- 
ment order. 


(2) The receiving bank is not entitled to enforce or retain payment o 
the payment order if the customer proves that the order was not caused, 
directly or indirectly, by a person (1) entrusted at any time with duties to 
act for the customer with respect to payment orders or the security pro- 
cedure, or (ii) who obtained access to transmitting facilities of the 
customer or who obtained, from a source controlled by the customer and 
without authority of the receiving bank, information facilitating breach 
of the security procedure, regardless of how the information was obtained 
or whether the customer was at fault. Information includes any access 
device, computer software, or the like. 


(b) This section applies to amendments of payment orders to the same 
extent it applies to payment orders. 


Official Comment 
1. Some person will always be identified as the sender of a payment order. Acceptance o 
he order by the receiving bank is based on a belief by the bank that the order was autho- 
ized by the person identified as the sender. If the receiving bank is the beneficiary's bank 
acceptance means that the receiving bank is obliged to pay the beneficiary. If the receiving 
bank is not the beneficiary's bank, acceptance means that the receiving bank has executed 
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he sender’s order and is obliged to pay the bank that accepted the order issued in execu- 
ion of the sender's order. In either case the receiving bank may suffer a loss unless it is 
entitled to enforce payment of the payment order that it accepted. If the person identified 
as the sender of the order refuses to pay on the ground that the order was not authorized 
by that person, what are the rights of the receiving bank? In the absence of a statute or 
agreement that specifically addresses the issue, the question usually will be resolved by the 
aw of agency. In some cases, the law of agency works well. For example, suppose the 
eceiving bank executes a payment order given by means of a letter apparently written by 
a corporation that is a customer of the bank and apparently signed by an officer of the 
corporation. If the receiving bank acts solely on the basis of the letter, the corporation is 
not bound as the sender of the payment order unless the signature was that of the officer 
and the officer was authorized to act for the corporation in the issuance of payment orders, 
or some other agency doctrine such as apparent authority or estoppel causes the corpora- 
ion to be bound. Estoppel can be illustrated by the following example. Suppose P is aware 
hat A, who is unauthorized to act for P, has fraudulently misrepresented to T that A is au- 
horized to act for P. T believes A and is about to rely on the misrepresentation. If P does 
ot notify T of the true facts although P could easily do so, P may be estopped from denying 
A's lack of authority. A similar result could follow if the failure to notify T is the result o 
negligence rather than a deliberate decision. Restatement, Second, Agency § 8B. Other eq- 
uitable principles such as subrogation or restitution might also allow a receiving bank to 
ecover with respect to an unauthorized payment order that it accepted. In Gatoil (U.S.A.), 
Inc. v. Forest Hill State Bank, 1 U.C.C.Rep.Serv.2d 171 (D.Md.1986), a joint venturer not 
authorized to order payments from the account of the joint venture, ordered a funds transfer 
rom the account. The transfer paid a bona fide debt of the joint venture. Although the 
ransfer was unauthorized the court refused to require recredit of the account because the 
joint venture suffered no loss. The result can be rationalized on the basis of subrogation o 
he receiving bank to the right of the beneficiary of the funds transfer to receive the pay- 
ment from the joint venture. 

But in most cases these legal principles give the receiving bank very little protection in. 
he case of an authorized payment order. Cases like those just discussed are not typical o 
he way that most payment orders are transmitted and accepted, and such cases are likely 
0 become even less common. Given the large amount of the typical payment order, a 

prudent receiving bank will be unwilling to accept a payment order unless it has assurance 
hat the order is what it purports to be. This assurance is normally provided by security 
procedures described in Section 4A-201. 

In a very large percentage of cases covered by Article 4A, transmission of the payment 
order is made electronically. The receiving bank may be required to act on the basis of a 
message that appears on a computer screen. Common law concepts of authority of agent to 
bind principal are not helpful. There is no way of determining the identity or the authority 
of the person who caused the message to be sent. The receiving bank is not relying on the 
authority of any particular person to act for the purported sender. The case is not compara- 
ble to payment of a check by the drawee bank on the basis of a signature that is forged. 
Rather, the receiving bank relies on a security procedure pursuant to which the authentic- 
ity of the message can be "tested" by various devices which are designed to provide certainty: 
hat the message is that of the sender identified in the payment order. In the wire transfer 
business the concept of “authorized” is different from that found in agency law. In that 
business a payment order is treated as the order of the person in whose name it is issued i 
it is properly tested pursuant to a security procedure and the order passes the test. 

Section 4A-202 reflects the reality of the wire transfer business. A person in whose name 
a payment order is issued is considered to be the sender of the order if the order is “autho- 

ized" as stated in subsection (a) or if the order is *verified" pursuant to a security proce- 
dure in compliance with subsection (b). If subsection (b) does not apply, the question o 

hether the customer is responsible for the order is determined by the law of agency. The 
issue is one of actual or apparent authority of the person who caused the order to be issued 
in the name of the customer. In some cases the law of agency might allow the customer to 
be bound by an unauthorized order if conduct of the customer can be used to find an estop- 
pel against the customer to deny that the order was unauthorized. If the customer is bound 
by the order under any of these agency doctrines, subsection (a) treats the order as autho- 
ized and thus the customer is deemed to be the sender of the order. In most cases, however, 
subsection (b) will apply. In that event there is no need to make an agency law analysis to 
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determine authority. Under Section 4A-202, the issue of liability of the purported sender o 
he payment order will be determined by agency law only if the receiving bank did not 
comply with subsection (b). 

2. The scope of Section 4A-202 can be illustrated by the following cases. Case #1. A pay- 
ment order purporting to be that of Customer is received by Receiving Bank but the order 

as fraudulently transmitted by a person who had no authority to act for Customer. Case 
#2. An authentic payment order was sent by Customer, but before the order was received 
by Receiving Bank the order was fraudulently altered by an unauthorized person to change 

he beneficiary. Case #3. An authentic payment order was received by Receiving Bank, but 
before the order was executed by Receiving Bank a person who had no authority to act for 
Customer fraudulently sent a communication purporting to amend the order by changing 
he beneficiary. In each case Receiving Bank acted on the fraudulent communication by ac- 
cepting the payment order. These cases are all essentially similar and they are treated 
identically by Section 4A-202. In each case Receiving Bank acted on a communication that 
it thought was authorized by Customer when in fact the communication was fraudulent. 
No distinction is made between Case #1 in which Customer took no part at all in the trans- 
action and Case #2 and Case #3 in which an authentic order was fraudulently altered or 
amended by an unauthorized person. If subsection (b) does not apply, each case is governed 
by subsection (a). If there are no additional facts on which an estoppel might be found, 
Customer is not responsible in Case #1 for the fraudulently issued payment order, in Case 
#2 for the fraudulent alteration or in Case #3 for the fraudulent amendment. Thus, in each 
case Customer is not liable to pay the order and Receiving Bank takes the loss. The only 
emedy of Receiving Bank is to seek recovery from the person who received payment as 
beneficiary of the fraudulent order. If there was verification in compliance with subsection 
(b), Customer will take the loss unless Section 4A-203 applies. 
3. Subsection (b) of Section 4A-202 is based on the assumption that losses due to fraudu- 
ent payment orders can best be avoided by the use of commercially reasonable security 
procedures, and that the use of such procedures should be encouraged. The subsection is 
designed to protect both the customer and the receiving bank. A receiving bank needs to be 
able to rely on objective criteria to determine whether it can safely act on a payment order. 
Employees of the bank can be trained to “test” a payment order according to the various 
steps specified in the security procedure. The bank is responsible for the acts of these 
employees. Subsection (b)(ii) requires the bank to prove that it accepted the payment order 
in good faith and “in compliance with the security procedure." If the fraud was not detected. 
because the bank's employee did not perform the acts required by the security procedure, 
he bank has not complied. Subsection (b)(ii) also requires the bank to prove that it complied 
ith any agreement or instruction that restricts acceptance of payment orders issued in the 
name of the customer. A customer may want to protect itself by imposing limitations on ac- 
ceptance of payment orders by the bank. For example, the customer may prohibit the bank 
rom accepting a payment order that is not payable from an authorized account, that 
exceeds the credit balance in specified accounts of the customer, or that exceeds some other 
amount. Another limitation may relate to the beneficiary. The customer may provide the 
bank with a list of authorized beneficiaries and prohibit acceptance of any payment order to 
a beneficiary not appearing on the list. Such limitations may be incorporated into the secu- 
ity procedure itself or they may be covered by a separate agreement or instruction. In ei- 
her case, the bank must comply with the limitations if the conditions stated in subsection 
(b) are met. Normally limitations on acceptance would be incorporated into an agreement 
between the customer and the receiving bank, but in some cases the instruction might be 
unilaterally given by the customer. If standing instructions or an agreement state limita- 
ions on the ability of the receiving bank to act, provision must be made for later modifica- 
ion of the limitations. Normally this would be done by an agreement that specifies partic- 
ular procedures to be followed. Thus, subsection (b) states that the receiving bank is not 
equired to follow an instruction that violates a written agreement. The receiving bank is 
ot bound by an instruction unless it has adequate notice of it. Subsections (25), (26) and 
(27) of Section 1-201 apply. 

Subsection (b)(i) assures that the interests of the customer will be protected by providing 
an incentive to a bank to make available to the customer a security procedure that is com- 
mercially reasonable. If a commercially reasonable security procedure is not made available 

o the customer, subsection (b) does not apply. The result is that subsection (a) applies and 
he bank acts at its peril in accepting a payment order that may be unauthorized. Prudent 
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except for those in which personal contact between the customer and the bank eliminates 
he possibility of an unauthorized order. The burden of making available commercially rea- 
sonable security procedures is imposed on receiving banks because they generally determine 
hat security procedures can be used and are in the best position to evaluate the efficacy o 
procedures offered to customers to combat fraud. The burden on the customer is to supervise 
its employees to assure compliance with the security procedure and to safeguard 
confidential security information and access to transmitting facilities so that the security 
procedure cannot be breached. 
4. The principal issue that is likely to arise in litigation involving subsection (b) is 
hether the security procedure in effect when a fraudulent payment order was accepted 
as commercially reasonable. The concept of what is commercially reasonable in a given 
case is flexible. Verification entails labor and equipment costs that can vary greatly depend- 
ing upon the degree of security that is sought. A customer that transmits very large 
numbers of payment orders in very large amounts may desire and may reasonably expect 
o be provided with state-of-the-art procedures that provide maximum security. But the 
expense involved may make use of a state-of-the-art procedure infeasible for a customer 
hat normally transmits payment orders infrequently or in relatively low amounts. Another 
ariable is the type of receiving bank. It is reasonable to require large money center banks 
o make available state-of-the-art security procedures. On the other hand, the same require- 
ment may not be reasonable for a small country bank. A receiving bank might have several 
security procedures that are designed to meet the varying needs of different customers. The 
ype of payment order is another variable. For example, in a wholesale wire transfer, each 
payment order is normally transmitted electronically and individually. A testing procedure 
ill be individually applied to each payment order. In funds transfers to be made by means 
of an automated clearing house many payment orders are incorporated into an electronic 
device such as a magnetic tape that is physically delivered. Testing of the individual pay- 
ment orders is not feasible. Thus, a different kind of security procedure must be adopted to 
ake into account the different mode of transmission. 
The issue of whether a particular security procedure is commercially reasonable is a 
question of law. Whether the receiving bank complied with the procedure is a question o 
act. It is appropriate to make the finding concerning commercial reasonability a matter o 
aw because security procedures are likely to be standardized in the banking industry and 
a question of law standard leads to more predictability concerning the level of security that 
a bank must offer to its customers. The purpose of subsection (b) is to encourage banks to 
institute reasonable safeguards against fraud but not to make them insurers against fraud. 
A security procedure is not commercially unreasonable simply because another procedure 
might have been better or because the judge deciding the question would have opted for a 
more stringent procedure. The standard is not whether the security procedure is the best 
available. Rather it is whether the procedure is reasonable for the particular customer and 
he particular bank, which is a lower standard. On the other hand, a security procedure 
hat fails to meet prevailing standards of good banking practice applicable to the particular 
bank should not be held to be commercially reasonable. Subsection (c) states factors to be 
considered by the judge in making the determination of commercial reasonableness. 
Sometimes an informed customer refuses a security procedure that is commercially reason- 
able and suitable for that customer and insists on using a higher-risk procedure because it 
is more convenient or cheaper. In that case, under the last sentence of subsection (c), the 
customer has voluntarily assumed the risk of failure of the procedure and cannot shift the 
oss to the bank. But this result follows only if the customer expressly agrees in writing to 
assume that risk. It is implicit in the last sentence of subsection (c) that a bank that ac- 
cedes to the wishes of its customer in this regard is not acting in bad faith by so doing so 
ong as the customer is made aware of the risk. In all cases, however, a receiving bank can- 
not get the benefit of subsection (b) unless it has made available to the customer a security 
procedure that is commercially reasonable and suitable for use by that customer. In most 
cases, the mutual interest of bank and customer to protect against fraud should lead to 
agreement to a security procedure which is commercially reasonable. 
5. The effect of Section 4a-202(b) is to place the risk of loss on the customer if an unau- 
horized payment order is accepted by the receiving bank after verification by the bank in 
compliance with a commercially reasonable security procedure. An exception to this result 
is provided by Section 4A-203(a)(2). The customer may avoid the loss resulting from such a 
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described in that subsection. Breach of a commercially reasonable security procedure 
equires that the person committing the fraud have knowledge of how the procedure works 
and knowledge of codes, identifying devices, and the like. That person may also need access 
o transmitting facilities through an access device or other software in order to breach the 
security procedure. This confidential information must be obtained either from a source 
controlled by the customer or from a source controlled by the receiving bank. If the customer 
can prove that the person committing the fraud did not obtain the confidential information 

om an agent or former agent of the customer or from a source controlled by the customer, 
he loss is shifted to the bank. *Prove" is defined in Section 4A-105(a)(7). Because of bank 
egulation requirements, in this kind of case there will always be a criminal investigation 
as well as an internal investigation of the bank to determine the probable explanation for 
he breach of security. Because a funds transfer fraud usually will involve a very large 
amount of money, both the criminal investigation and the internal investigation are likely 
o be thorough. In some cases there may be an investigation by bank examiners as well. 
Frequently, these investigations will develop evidence of who is at fault and the cause o 
he loss. The customer will have access to evidence developed in these investigations and 
hat evidence can be used by the customer in meeting its burden of proof. 

6. The effect of Section 4A-202(b) may also be changed by an agreement meeting the 
equirements of Section 4A-203(a)(1). Some customers may be unwilling to take all or part 
of the risk of loss with respect to unauthorized payment orders even if all of the require- 
ments of Section 4A-202(b) are met. By virtue of Section 4A-203(a)(1), a receiving bank may 
assume all of the risk of loss with respect to unauthorized payment orders or the customer 
and bank may agree that losses from unauthorized payment orders are to be divided as 
provided in the agreement. 

7. In a large majority of cases the sender of a payment order is a bank. In many cases in 

hich there is a bank sender, both the sender and the receiving bank will be members of a 
unds transfer system over which the payment order is transmitted. Since Section 4A-202(f) 
does not prohibit a funds transfer system rule from varying rights and obligations under 
Section 4A-202, a rule of the funds transfer system can determine how loss due to an unau- 
horized payment order from a participating bank to another participating bank is to be 
allocated. A funds transfer system rule, however, cannot change the rights of a customer 
hat is not a participating bank. $ 4A-501(b). Section 4A-202(f) also prevents variation by 
agreement except to the extent stated. 


$ 4A-204. Refund of Payment and Duty of Customer to Report 
With Respect to Unauthorized Payment Order. 

(a) If a receiving bank accepts a payment order issued in the name of its 
customer as sender which is (1) not authorized and not effective as the or- 
der of the customer under Section 44-202, or (ii) not enforceable, in whole 
or in part, against the customer under Section 44-203, the bank shall 
refund any payment of the payment order received from the customer to 

he extent the bank is not entitled to enforce payment and shall pay inter- 

est on the refundable amount calculated from the date the bank received 
payment to the date of the refund. However, the customer is not entitled 
o interest from the bank on the amount to be refunded if the customer 
fails to exercise ordinary care to determine that the order was not autho- 
rized by the customer and to notify the bank of the relevant facts within a 
reasonable time not exceeding 90 days after the date the customer received 
notification from the bank that the order was accepted or that the 
customer's account was debited with respect to the order. The bank is not 
entitled to any recovery from the customer on account of a failure by the 
customer to give notification as stated in this section. 

(b) Reasonable time under subsection (a) may be fixed by agreement as 
stated in Section 1-302(b), but the obligation of a receiving bank to refund 
payment as stated in subsection (a) may not otherwise be varied by 
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As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


Official Comment 

1. With respect to unauthorized payment orders, in a very large percentage of cases a 
commercially reasonable security procedure will be in effect. Section 4A-204 applies only to 
cases in which (i) no commercially reasonable security procedure is in effect, (ii) the bank 
did not comply with a commercially reasonable security procedure that was in effect, (iii) 
he sender can prove, pursuant to Section 4A-203(a)(2), that the culprit did not obtain 
confidential security information controlled by the customer, or (iv) the bank, pursuant to 
Section 4A-203(a)(1) agreed to take all or part of the loss resulting from an unauthorized 
payment order. In each of these cases the bank takes the risk of loss with respect to an un- 
authorized payment order because the bank is not entitled to payment from the customer 

ith respect to the order. The bank normally debits the customer’s account or otherwise 
eceives payment from the customer shortly after acceptance of the payment order. Subsec- 
ion (a) of Section 4A-204 states that the bank must recredit the account or refund payment 
o the extent the bank is not entitled to enforce payment. 

2. Section 4A-204 is designed to encourage a customer to promptly notify the receiving 
bank that it has accepted an unauthorized payment order. Since cases of unauthorized pay- 
ment orders will almost always involve fraud, the bank’s remedy is normally to recover 
rom the beneficiary of the unauthorized order if the beneficiary was party to the fraud. 

his remedy may not be worth very much and it may not make any difference whether or 

ot the bank promptly learns about the fraud. But in some cases prompt notification may 
make it easier for the bank to recover some part of its loss from the culprit. The customer 

ill routinely be notified of the debit to its account with respect to an unauthorized order or 

ill otherwise be notified of acceptance of the order. The customer has a duty to exercise 
ordinary care to determine that the order was unauthorized after it has received notifica- 
ion from the bank, and to advise the bank of the relevant facts within a reasonable time 

ot exceeding 90 days after receipt of notification. Reasonable time is not defined and it 
may depend on the facts of the particular case. If a payment order for $1,000,000 is wholly 
unauthorized, the customer should normally discover it in far less than 90 days. If a 
$1,000,000 payment order was authorized but the name of the beneficiary was fraudulently 
changed, a much longer period may be necessary to discover the fraud. But in any event, i 
he customer delays more than 90 days the customer’s duty has not been met. The only 
consequence of a failure of the customer to perform this duty is a loss of interest on the 
efund payable by the bank. A customer that acts promptly is entitled to interest from the 
ime the customer’s account was debited or the customer otherwise made payment. The 
ate of interest is stated in Section 4A-506. If the customer fails to perform the duty, no 
interest is recoverable for any part of the period before the bank learns that it accepted an. 
unauthorized order. But the bank is not entitled to any recovery from the customer based 
on negligence for failure to inform the bank. Loss of interest is in the nature of a penalty on 
he customer designed to provide an incentive for the customer to police its account. There 
is no intention to impose a duty on the customer that might result in shifting loss from the 
unauthorized order to the customer. 


$ 4A-205. Erroneous Payment Orders. 

(a) If an accepted payment order was transmitted pursuant to a security 
procedure for the detection of error and the payment order (i) erroneously 
instructed payment to a beneficiary not intended by the sender, (ii) errone- 
ously instructed payment in an amount greater than the amount intended 
by the sender, or (iii) was an erroneously transmitted duplicate of a pay- 

ent order previously sent by the sender, the following rules apply: 

(1) If the sender proves that the sender or a person acting on behalf o 
the sender pursuant to Section 4A-206 complied with the security proce- 
dure and that the error would have been detected if the receiving bank 
had also complied, the sender is not obliged to pay the order to the 
extent stated in paragraphs (2) and (3). 
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(2) If the funds transfer is completed on the basis of an erroneous pay- 
ment order described in clause (i) or (iii) of subsection (a), the sender is 
not obliged to pay the order and the receiving bank is entitled to recover 
from the beneficiary any amount paid to the beneficiary to the extent al- 
lowed by the law governing mistake and restitution. 

(3) If the funds transfer is completed on the basis of a payment order 
described in clause (ii) of subsection (a), the sender is not obliged to pay 
the order to the extent the amount received by the beneficiary is greater 
than the amount intended by the sender. In that case, the receiving 
bank is entitled to recover from the beneficiary the excess amount 
received to the extent allowed by the law governing mistake and 
restitution. 

(b) If (1) the sender of an erroneous payment order described in subsec- 
ion (a) is not obliged to pay all or part of the order, and (ii) the sender 
receives notification from the receiving bank that the order was accepted 
by the bank or that the sender's account was debited with respect to the 
order, the sender has a duty to exercise ordinary care, on the basis of in- 
formation available to the sender, to discover the error with respect to the 
order and to advise the bank of the relevant facts within a reasonable 
ime, not exceeding 90 days, after the bank's notification was received by 
he sender. If the bank proves that the sender failed to perform that duty, 
he sender is liable to the bank for the loss the bank proves it incurred as 
a result of the failure, but the liability of the sender may not exceed the 
amount of the sender's order. 


(c) This section applies to amendments to payment orders to the same 


extent it applies to payment orders. 


Official Comment 
1. This section concerns error in the content or in the transmission of payment orders. It 
deals with three kinds of error. Case #1. The order identifies a beneficiary not intended by 
he sender. For example, Sender intends to wire funds to a beneficiary identified only by an 
account number. The wrong account number is stated in the order. Case #2. The error is in 
he amount of the order. For example, Sender intends to wire $1,000 to Beneficiary. 

hrough error, the payment order instructs payment of $1,000,000. Case #3. A payment or- 
der is sent to the receiving bank and then, by mistake, the same payment order is sent to 
he receiving bank again. In Case #3, the receiving bank may have no way of knowing 

hether the second order is a duplicate of the first or is another order. Similarly, in Case 
#1 and Case #2, the receiving bank may have no way of knowing that the error exists. In 
each case, if this section does not apply and the funds transfer is completed, Sender is 
obliged to pay the order. Section 44-402. Sender's remedy, based on payment by mistake, is 
o recover from the beneficiary that received payment. 

Sometimes, however, transmission of payment orders of the sender to the receiving bank 
is made pursuant to a security procedure designed to detect one or more of the errors 
described above. Since “security procedure" is defined by Section 44-201 as “a procedure 
established by agreement of a customer and a receiving bank for the purpose of * * * 
detecting error * * *," Section 4A-205 does not apply if the receiving bank and the customer 
did not agree to the establishment of a procedure for detecting error. A security procedure 
may be designed to detect an account number that is not one to which Sender normally 
makes payment. In that case, the security procedure may require a special verification that 
payment to the stated account number was intended. In the case of dollar amounts, the se- 
curity procedure may require different codes for different dollar amounts. If a $1,000,000 
payment order contains a code that is inappropriate for that amount, the error in amount 
should be detected. In the case of duplicate orders, the security procedure may require that 
each payment order be identified by a number or code that applies to no other order. If the 

umber or code of each payment order received is registered in a computer base, the receiv- 
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ing bank can quickly identify a duplicate order. The three cases covered by this section are 
essentially similar. In each, if the error is not detected, some beneficiary will receive funds 
hat the beneficiary was not intended to receive. If this section applies, the risk of loss with 
espect to the error of the sender is shifted to the bank which has the burden of recovering 
he funds from the beneficiary. The risk of loss is shifted to the bank only if the sender 
proves that the error would have been detected if there had been compliance with the pro- 
cedure and that the sender (or an agent under Section 4A-206) complied. In the case of a 
duplicate order or a wrong beneficiary, the sender doesn’t have to pay the order. In the case 
of an overpayment, the sender does not have to pay the order to the extent of the 
overpayment. If subsection (a)(1) applies, the position of the receiving bank is comparable 
o that of a receiving bank that erroneously executes a payment order as stated in Section. 
4A-303. However, failure of the sender to timely report the error is covered by Section 
4A-205(b) rather than by Section 4A-304 which applies only to erroneous execution under 
Section 4A-303. A receiving bank to which the risk of loss is shifted by subsection (a)(1) or 
(2) is entitled to recover the amount erroneously paid to the beneficiary to the extent al- 
owed by the law of mistake and restitution. Rights of the receiving bank against the bene- 
ciary are similar to those of a receiving bank that erroneously executes a payment order 
as stated in Section 4A-303. Those rights are discussed in Comment 2 to Section 4A-303. 
2. A security procedure established for the purpose of detecting error is not effective un- 
ess both sender and receiving bank comply with the procedure. Thus, the bank undertakes 
a duty of complying with the procedure for the benefit of the sender. This duty is recognized 
in subsection (a)(1). The loss with respect to the sender’s error is shifted to the bank if the 
bank fails to comply with the procedure and the sender (or an agent under Section 4A-206) 
does comply. Although the customer may have been negligent in transmitting the errone- 
ous payment order, the loss is put on the bank on a last-clear-chance theory. A similar 
analysis applies to subsection (b). If the loss with respect to an error is shifted to the receiv- 
ing bank and the sender is notified by the bank that the erroneous payment order was ac- 
cepted, the sender has a duty to exercise ordinary care to discover the error and notify the 
bank of the relevant facts within a reasonable time not exceeding 90 days. If the bank can 
prove that the sender failed in this duty it is entitled to compensation for the loss incurred 
as a result of the failure. Whether the bank is entitled to recover from the sender depends 

pon whether the failure to give timely notice would have made any difference. If the bank 
could not have recovered from the beneficiary that received payment under the erroneous 
payment order even if timely notice had been given, the sender’s failure to notify did not 
cause any loss of the bank. 

3. Section 4A-205 is subject to variation by agreement under Section 4A-501. Thus, if a 
eceiving bank and its customer have agreed to a security procedure for detection of error, 
he liability of the receiving bank for failing to detect an error of the customer as provided 
in Section 4A-205 may be varied as provided in an agreement of the bank and the customer. 


§ 4A-206. Transmission of Payment Order Through Funds- 
Transfer or Other Communication System. 

(a) If a payment order addressed to a receiving bank is transmitted to a 
funds-transfer system or other third-party communication system for 
ransmittal to the bank, the system is deemed to be an agent of the sender 
for the purpose of transmitting the payment order to the bank. If there is a 
discrepancy between the terms of the payment order transmitted to the 
system and the terms of the payment order transmitted by the system to 
he bank, the terms of the payment order of the sender are those transmit- 
ed by the system. This section does not apply to a funds-transfer system 
of the Federal Reserve Banks. 

(b) This section applies to cancellations and amendments of payment 
orders to the same extent it applies to payment orders. 


Official Comment 
1. A payment order may be issued to a receiving bank directly by delivery of a writing or 
electronic device or by an oral or electronic communication. If an agent of the sender is 
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ransmitted by the agent on the basis of agency law. Section 4A-206 is an application o 
hat principle to cases in which a funds transfer or communication system acts as an 
intermediary in transmitting the sender's order to the receiving bank. The intermediary is 
deemed to be an agent of the sender for the purpose of transmitting payment orders and re- 
ated messages for the sender. Section 4A-206 deals with error by the intermediary. 

2. Transmission by an automated clearing house of an association of banks other than 
he Federal Reserve Banks is an example of a transaction covered by Section 4A-206. Sup- 
pose Originator orders Originator's Bank to cause a large number of payments to be made 

o many accounts in banks in various parts of the country. These payment orders are 
electronically transmitted to Originator’s Bank and stored in an electronic device that is 
held by Originator’s Bank. Or, transmission of the various payment orders is made by 
delivery to Originator's Bank of an electronic device containing the instruction to the bank. 
In either case the terms of the various payment orders by Originator are determined by the 
information contained in the electronic device. In order to execute the various orders, the 
information in the electronic device must be processed. For example, if some of the orders 
are for payments to accounts in Bank X and some to accounts in Bank Y, Originator's Bank 

ill execute these orders of Originator by issuing a series of payment orders to Bank 
covering all payments to accounts in that bank, and by issuing a series of payment orders 
o Bank Y covering all payments to accounts in that bank. The orders to Bank X may be 
ransmitted together by means of an electronic device, and those to Bank Y may be included 
in another electronic device. Typically, this processing is done by an automated clearing 
house acting for a group of banks including Originator's Bank. The automated clearing 
house is a funds transfer system. Section 4A-105(a)(5). Originator's Bank delivers 
Originator's electronic device or transmits the information contained in the device to the 
unds transfer system for processing into payment orders of Originators Bank to the ap- 
propriate beneficiary's banks. The processing may result in an erroneous payment order. 
Originator's Bank, by use of Originator's electronic device, may have given information to 
he funds transfer system instructing payment of $100,000 to an account in Bank X, but 
because of human error or an equipment malfunction the processing may have converted 
hat instruction into an instruction to Bank X to make a payment of $1,000,000. Under 
Section 4A-206, Originators Bank issued a payment order for $1,000,000 to Bank X when 
he erroneous information was sent to Bank X. Originator's Bank is responsible for the er- 

or of the automated clearing house. The liability of the funds transfer system that made 
he error is not governed by Article 4A. It is left to the law of contract, a funds transfer 
system rule, or other applicable law. 

In the hypothetical case just discussed, if the automated clearing house is operated by a. 
Federal Reserve Bank, the analysis is different. Section 4A-206 does not apply. Originator's 
Bank will execute Originator's payment orders by delivery or transmission of the electronic 
information to the Federal Reserve Bank for processing. The result is that Originator's 
Bank has issued payment orders to the Federal Reserve Bank which, in this case, is acting 
as an intermediary bank. When the Federal Reserve Bank has processed the information 
given to it by Originator's Bank it will issue payment orders to the various beneficiary's 
banks. If the processing results in an erroneous payment order, the Federal Reserve Bank 
has erroneously executed the payment order of Originator's Bank and the case is governed 
by Section 4A-303. 


$ 4A-207. Misdescription of Beneficiary. 

(a) Subject to subsection (b), if, in a payment order received by the 
beneficiary's bank, the name, bank account number, or other identification 
of the beneficiary refers to a nonexistent or unidentifiable person or ac- 
count, no person has rights as a beneficiary of the order and acceptance o 
he order cannot occur. 


(b) If a payment order received by the beneficiary's bank identifies the 
beneficiary both by name and by an identifying or bank account number 
and the name and number identify different persons, the following rules 
apply: 

(1) Except as otherwise provided in subsection (c), if the beneficiary's 
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bank does not know that the name and number refer to different persons, 

it may rely on the number as the proper identification of the beneficiary 

of the order. The beneficiary’s bank need not determine whether the 
name and number refer to the same person. 

(2) If the beneficiary’s bank pays the person identified by name or 
knows that the name and number identify different persons, no person 
has rights as beneficiary except the person paid by the beneficiary’s 
bank if that person was entitled to receive payment from the originator 
of the funds transfer. If no person has rights as beneficiary, acceptance 
of the order cannot occur. 

(c) If (3) a payment order described in subsection (b) is accepted, (ii) the 
originator’s payment order described the beneficiary inconsistently by 
name and number, and (iii) the beneficiary's bank pays the person identi- 
fied by number as permitted by subsection (b)(1), the following rules apply: 


(1) If the originator is a bank, the originator is obliged to pay its order. 


(2) If the originator is not a bank and proves that the person identified 
by number was not entitled to receive payment from the originator, the 
originator is not obliged to pay its order unless the originator's bank 
proves that the originator, before acceptance of the originator's order, 
had notice that payment of a payment order issued by the originator 
might be made by the beneficiary's bank on the basis of an identifying or 
bank account number even if it identifies a person different from the 
named beneficiary. Proof of notice may be made by any admissible 
evidence. The originator’s bank satisfies the burden of proof if it proves 
that the originator, before the payment order was accepted, signed a 
writing stating the information to which the notice relates. 


(d) In a case governed by subsection (b)(1), if the beneficiary’s bank 
rightfully pays the person identified by number and that person was not 
entitled to receive payment from the originator, the amount paid may be 
recovered from that person to the extent allowed by the law governing| 

istake and restitution as follows: 


(1) If the originator is obliged to pay its payment order as stated in 
subsection (c), the originator has the right to recover. 


(2) If the originator is not a bank and is not obliged to pay its payment 
order, the originator's bank has the right to recover. 


Official Comment 

1. Subsection (a) deals with the problem of payment orders issued to the beneficiary's 
bank for payment to nonexistent or unidentifiable persons or accounts. Since it is not pos- 
sible in that case for the funds transfer to be completed, subsection (a) states that the order 
cannot be accepted. Under Section 4A-402(c), a sender of a payment order is not obliged to 
pay its order unless the beneficiary's bank accepts a payment order instructing payment to 
he beneficiary of that sender's order. Thus, if the beneficiary of a funds transfer is nonexis- 
ent or unidentifiable, each sender in the funds transfer that has paid its payment order is 
entitled to get its money back. 

2. Subsection (b), which takes precedence over subsection (a), deals with the problem o 
payment orders in which the description of the beneficiary does not allow identification o 
he beneficiary because the beneficiary is described by name and by an identifying number 
or an account number and the name and number refer to different persons. A very large 
percentage of payment orders issued to the beneficiary's bank by another bank are processed 
by automated means using machines capable of reading orders on standard formats that 
identify the beneficiary by an identifying number or the number of a bank account. The 
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processing of the order by the beneficiary's bank and the crediting of the beneficiary's ac- 
count are done by use of the identifying or bank account number without human reading o 
he payment order itself. The process is comparable to that used in automated payment o 
checks. The standard format, however, may also allow the inclusion of the name of the ben- 
eficiary and other information which can be useful to the beneficiary's bank and the benefi- 
ciary but which plays no part in the process of payment. If the beneficiary's bank has both 
he account number and name of the beneficiary supplied by the originator of the funds 
ransfer, it is possible for the beneficiary's bank to determine whether the name and 
umber refer to the same person, but if a duty to make that determination is imposed on 
he beneficiary's bank the benefits of automated payment are lost. Manual handling of pay- 
ment orders is both expensive and subject to human error. If payment orders can be 
handled on an automated basis there are substantial economies of operation and the pos- 
sibility of clerical error is reduced. Subsection (b) allows banks to utilize automated process- 
ing by allowing banks to act on the basis of the number without regard to the name if the 
bank does not know that the name and number refer to different persons. *Know" is defined 
in Section 1-201(25) to mean actual knowledge, and Section 1-201(27) states rules for 
determining when an organization has knowledge of information received by the 
organization. The time of payment is the pertinent time at which knowledge or lack o 
owledge must be determined. 

Although the clear trend is for beneficiary's banks to process payment orders by 
automated means, Section 4A-207 is not limited to cases in which processing is done by 
automated means. A bank that processes by semi-automated means or even manually may 

ely on number as stated in Section 4A-207. 

In cases covered by subsection (b) the erroneous identification would in virtually all cases 
be the identifying or bank account number. In the typical case the error is made by the 
originator of the funds transfer. The originator should know the name of the person who is 

0 receive payment and can further identify that person by an address that would normally 
be known to the originator. It is not unlikely, however, that the originator may not be sure 

hether the identifying or account number refers to the person the originator intends to 
pay. Subsection (b)(1) deals with the typical case in which the beneficiary's bank pays on 
he basis of the account number and is not aware at the time of payment that the named 
beneficiary is not the holder of the account which was paid. In some cases the false number 

ill be the result of error by the originator. In other cases fraud is involved. For example, 
Doe is the holder of shares in Mutual Fund. Thief, impersonating Doe, requests redemption 
of the shares and directs Mutual Fund to wire the redemption proceeds to Doe's account 
#12345 in Beneficiary's Bank. Mutual Fund originates a funds transfer by issuing a pay- 
ment order to Originator's Bank to make the payment to Doe's account #12345 in 
Beneficiary's Bank. Originator's Bank executes the order by issuing a conforming payment 
order to Beneficiary’s Bank which makes payment to account #12345. That account is the 
account of Roe rather than Doe. Roe might be a person acting in concert with Thief or Roe 
might be an innocent third party. Assume that Roe is a gem merchant that agreed to sell 
gems to Thief who agreed to wire the purchase price to Roe's account in Beneficiary's Bank. 
Roe believed that the credit to Roe's account was a transfer of funds from Thief and released 

he gems to Thief in good faith in reliance on the payment. The case law is unclear on the 
esponsibility of a beneficiary's bank in carrying out a payment order in which the 
identification of the beneficiary by name and number is conflicting. See Securities Fund 
Services, Inc. v. American National Bank, 542 F.Supp. 323 (N.D.111.1982) and Bradford 

rust Co. v. Texas American Bank, 790 F.2d 407 (5th Cir.1986). Section 4A-207 resolves 
he issue. 

If Beneficiary's Bank did not know about the conflict between the name and number, 
subsection (b)(1) applies. Beneficiary's Bank has no duty to determine whether there is a 
conflict and it may rely on the number as the proper identification of the beneficiary of the 
order. When it accepts the order, it is entitled to payment from Originator's Bank. Section 
4A-402(b). On the other hand, if Beneficiarys Bank knew about the conflict between the 

ame and number and nevertheless paid Roe, subsection (b)(2) applies. Under that provi- 
sion, acceptance of the payment order of Originator’s Bank did not occur because there is 
no beneficiary of that order. Since acceptance did not occur Originator's Bank is not obliged 

o pay Beneficiary's Bank. Section 4A-402(b). Similarly, Mutual Fund is excused from its 
obligation to pay Originator's Bank. Section 4A-402(c). Thus, Beneficiary's Bank takes the 
oss. Its only cause of action is against Thief. Roe is not obliged to return the payment to 


513 


UNIFORM COMMERCIAL CODE 


he beneficiary’s bank because Roe received the payment in good faith and for value. Article 
4A makes irrelevant the issue of whether Mutual Fund was or was not negligent in issuing 
its payment order. 

3. Normally, subsection (b)(1) will apply to the hypothetical case discussed in Comment 
2. Beneficiary’s Bank will pay on the basis of the number without knowledge of the conflict. 
In that case subsection (c) places the loss on either Mutual Fund or Originator’s Bank. It is 
not unfair to assign the loss to Mutual Fund because it is the person who dealt with the 
imposter and it supplied the wrong account number. It could have avoided the loss if it had 

ot used an account number that it was not sure was that of Doe. Mutual Fund, however, 
may not have been aware of the risk involved in giving both name and number. Subsection 
(c) is designed to protect the originator, Mutual Fund, in this case. Under that subsection, 
he originator is responsible for the inconsistent description of the beneficiary if it had no- 
ice that the order might be paid by the beneficiary’s bank on the basis of the number. I 
he originator is a bank, the originator always has that responsibility. The rationale is that 
any bank should know how payment orders are processed and paid. If the originator is not 
a bank, the originator’s bank must prove that its customer, the originator, had notice. No- 
ice can be proved by any admissible evidence, but the bank can always prove notice by 
providing the customer with a written statement of the required information and obtaining 
he customer's signature to the statement. That statement will then apply to any payment 
order accepted by the bank thereafter. The information need not be supplied more than 
once. 

In the hypothetical case if Originator’s Bank made the disclosure stated in the last 
sentence of subsection (c)(2), Mutual Fund must pay Originator’s Bank. Under subsection 
(d)(1), Mutual Fund has an action to recover from Roe if recovery from Roe is permitted by 

he law governing mistake and restitution. Under the assumed facts Roe should be entitled 
o keep the money as a person who took it in good faith and for value since it was taken as 
payment for the gems. In that case, Mutual Fund’s only remedy is against Thief. If Roe was 
ot acting in good faith, Roe has to return the money to Mutual Fund. If Originator’s Bank 
does not prove that Mutual Fund had notice as stated in subsection (c)(2), Mutual Fund is 
not required to pay Originator’s Bank. Thus, the risk of loss falls on Originator’s Bank 
hose remedy is against Roe or Thief as stated above. Subsection (d)(2). 


§ 4A-208. Misdescription of Intermediary Bank or Beneficiary’s 
Bank. 


(a) This subsection applies to a payment order identifying an intermedi- 
ary bank or the beneficiary’s bank only by an identifying number. 

(1) The receiving bank may rely on the number as the proper 
identification of the intermediary or beneficiary’s bank and need not 
determine whether the number identifies a bank. 

(2) The sender is obliged to compensate the receiving bank for any loss 
and expenses incurred by the receiving bank as a result of its reliance 
on the number in executing or attempting to execute the order. 

(b) This subsection applies to a payment order identifying an intermedi- 
ary bank or the beneficiary’s bank both by name and an identifying number 
if the name and number identify different persons. 

(1) If the sender is a bank, the receiving bank may rely on the number 
as the proper identification of the intermediary or beneficiary’s bank i 
the receiving bank, when it executes the sender’s order, does not know 
that the name and number identify different persons. The receiving 
bank need not determine whether the name and number refer to the 
same person or whether the number refers to a bank. The sender is 
obliged to compensate the receiving bank for any loss and expenses 
incurred by the receiving bank as a result of its reliance on the number 
in executing or attempting to execute the order. 

(2) If the sender is not a bank and the receiving bank proves that the 


sender, before the payment order was accepted, had notice that the 
receiving bank might rely on the number as the proper identification o 
the intermediary or beneficiary's bank even if it identifies a person dif- 
ferent from the bank identified by name, the rights and obligations o 
the sender and the receiving bank are governed by subsection (b)(1), as 
though the sender were a bank. Proof of notice may be made by any 
admissible evidence. The receiving bank satisfies the burden of proof if it 
proves that the sender, before the payment order was accepted, signed a 
writing stating the information to which the notice relates. 


(3) Regardless of whether the sender is a bank, the receiving bank 
may rely on the name as the proper identification of the intermediary or 
beneficiary's bank if the receiving bank, at the time it executes the 
sender's order, does not know that the name and number identify differ- 
ent persons. The receiving bank need not determine whether the name 
and number refer to the same person. 


(4) If the receiving bank knows that the name and number identify 
different persons, reliance on either the name or the number in execut- 
ing the sender's payment order is a breach of the obligation stated in 
Section 4A-302(a)(1). 


Official Comment 

1. This section addresses an issue similar to that addressed by Section 4A-207. Because 
of automation in the processing of payment orders, a payment order may identify the 
beneficiary's bank or an intermediary bank by an identifying number. The bank identified 
by number might or might not also be identified by name. The following two cases il- 
ustrate Section 4A-208(a) and (b): 

Case #1. Originator's payment order to Originator’s Bank identifies the beneficiary’s bank 
as Bank A and instructs payment to Account #12345 in that bank. Originator’s Bank 
executes Originator’s order by issuing a payment order to Intermediary Bank. In the pay- 
ment order of Originator’s Bank the beneficiary’s bank is identified as Bank A but is also 
identified by number, #67890. The identifying number refers to Bank B rather than Bank 

. If processing by Intermediary Bank of the payment order of Originator's Bank is done by 
automated means, Intermediary Bank, in executing the order, will rely on the identifying 
number and will issue a payment order to Bank B rather than Bank A. If there is an Ac- 
count #12345 in Bank B, the payment order of Intermediary Bank would normally be ac- 
cepted and payment would be made to a person not intended by Originator. In this case, 
Section 4A-208(b)(1) puts the risk of loss on Originator's Bank. Intermediary Bank may 

ely on the number #67890 as the proper identification of the beneficiary's bank. Intermedi- 
ary Bank has properly executed the payment order of Originator's Bank. By using the 

rong number to describe the beneficiary's bank, Originator's Bank has improperly exe- 
cuted Originator’s payment order because the payment order of Originator’s Bank provides 
or payment to the wrong beneficiary, the holder of Account #12345 in Bank B rather than 
he holder of Account #12345 in Bank A. Section 4A-302(a)(1) and Section 4A-303(c). 
Originator's Bank is not entitled to payment from Originator but is required to pay 
Intermediary Bank. Section 4A-303(c) and Section 4A-402(c). Intermediary Bank is also 
entitled to compensation for any loss and expenses resulting from the error by Originator's 
Bank. 

If there is no Account 4123465 in Bank B, the result is that there is no beneficiary of the 
payment order issued by Originators Bank and the funds transfer will not be completed. 
Originator's Bank is not entitled to payment from Originator and Intermediary Bank is not 
entitled to payment from Originator’s Bank. Section 4A-402(c). Since Originator’s Bank 
improperly executed Originator's payment order it may be liable for damages under Section. 
4A-305. As stated above, Intermediary Bank is entitled to compensation for loss and expen- 
ses resulting from the error by Originator's Bank. 

Case #2. Suppose the same payment order by Originator to Originator's Bank as in Case 
#1. In executing the payment order Originator's Bank issues a payment order to Intermedi- 
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ary Bank in which the beneficiary’s bank is identified only by number, #67890. That number 
does not refer to Bank A. Rather, it identifies a person that is not a bank. If processing by 
Intermediary Bank of the payment order of Originator’s Bank is done by automated means, 
Intermediary Bank will rely on the number #67890 to identify the beneficiary’s bank. 
Intermediary Bank has no duty to determine whether the number identifies a bank. The 
unds transfer cannot be completed in this case because no bank is identified as the 
beneficiary's bank. Subsection (a) puts the risk of loss on Originator’s Bank. Originator's 
Bank is not entitled to payment from Originator. Section 4A-402(c). Originator’s Bank has 
improperly executed Originator’s payment order and may be liable for damages under 
Section 4A-305. Originator’s Bank is obliged to compensate Intermediary Bank for loss and 
expenses resulting from the error by Originator’s Bank. 

Subsection (a) also applies if #67890 identifies a bank, but the bank is not Bank A. 
Intermediary Bank may rely on the number as the proper identification of the beneficiary’s 
bank. If the bank to which Intermediary Bank sends its payment order accepts the order, 
Intermediary Bank is entitled to payment from Originator’s Bank, but Originator’s Bank is 
not entitled to payment from Originator. The analysis is similar to that in Case #1. 

2. Subsection (b)(2) of Section 4A-208 addresses cases in which an erroneous identifica- 
ion of a beneficiary’s bank or intermediary bank by name and number is made in a pay- 
ment order of a sender that is not a bank. Suppose Originator issues a payment order to 
Originator’s Bank that instructs that bank to use an intermediary bank identified as Bank 
A and by an identifying number, #67890. The identifying number refers to Bank B. Origina- 
or intended to identify Bank A as intermediary bank. If Originator’s Bank relied on the 

umber and issued a payment order to Bank B the rights of Originator’s Bank depend 

pon whether the proof of notice stated in subsection (b)(2) is made by Originator’s Bank. I 
proof is made, Originator’s Bank’s rights are governed by subsection (b)(1) of Section 4A- 
208. Originator’s Bank is not liable for breach of Section 4A-302(a)(1) and is entitled to 
compensation from Originator for any loss and expenses resulting from Originator’s error. 
If notice is not proved, Originator’s Bank may not rely on the number in executing 
Originator’s payment order. Since Originator’s Bank does not get the benefit of subsection 
(b)(1) in that case, Originator’s Bank improperly executed Originator’s payment order and 
is in breach of the obligation stated in Section 4A-302(a)(1). If notice is not given, 
Originator’s Bank can rely on the name if it is not aware of the conflict in name and 

umber. Subsection (b)(3). 

3. Although the principal purpose of Section 4A-208 is to accommodate automated 
processing of payment orders, Section 4A-208 applies regardless of whether processing is 
done by automation, semiautomated means or manually. 


§ 4A-209. Acceptance of Payment Order. 
(a) Subject to subsection (d), a receiving bank other than the beneficiary’s 
bank accepts a payment order when it executes the order. 
(b) Subject to subsections (c) and (d), a beneficiary’s bank accepts a pay- 
ent order at the earliest of the following times: 

(1) when the bank (i) pays the beneficiary as stated in Section 
4A-405(a) or 4A-405(b), or (ii) notifies the beneficiary of receipt of the or- 
der or that the account of the beneficiary has been credited with respect 
to the order unless the notice indicates that the bank is rejecting the or- 
der or that funds with respect to the order may not be withdrawn or 
used until receipt of payment from the sender of the order; 

(2) when the bank receives payment of the entire amount of the 
sender’s order pursuant to Section 4A-403(a)(1) or 4A-403(a)(2); or 

(3) the opening of the next funds-transfer business day of the bank fol- 
lowing the payment date of the order if, at that time, the amount of the 
sender’s order is fully covered by a withdrawable credit balance in an 
authorized account of the sender or the bank has otherwise received full 
payment from the sender, unless the order was rejected before that time 
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or is rejected within (i) one hour after that time, or (ii) one hour after 
the opening of the next business day of the sender following the pay- 
ment date if that time is later. If notice of rejection is received by the 
sender after the payment date and the authorized account of the sender 
does not bear interest, the bank is obliged to pay interest to the sender 
on the amount of the order for the number of days elapsing after the 
payment date to the day the sender receives notice or learns that the or- 
der was not accepted, counting that day as an elapsed day. If the 
withdrawable credit balance during that period falls below the amount 
of the order, the amount of interest payable is reduced accordingly. 


(c) Acceptance of a payment order cannot occur before the order is 


ion (b)(2) or (b)(3) if the beneficiary of the payment order does not have an 
account with the receiving bank, the account has been closed, or the receiv- 
ing bank is not permitted by law to receive credits for the beneficiary's 
account. 


(d) A payment order issued to the originators bank cannot be accepted 
ntil the payment date if the bank is the beneficiary's bank, or the execu- 
ion date if the bank is not the beneficiary's bank. If the originator's banki 

executes the originators payment order before the execution date or pays 
he beneficiary of the originator’s payment order before the payment date 
and the payment order is subsequently canceled pursuant to Section 4A- 
211(b), the bank may recover from the beneficiary any payment received to 
he extent allowed by the law governing mistake and restitution. 


Official Comment 

1. This section treats the sender's payment order as a request by the sender to the receiv- 

ing bank to execute or pay the order and that request can be accepted or rejected by the 

eceiving bank. Section 4A-209 defines when acceptance occurs. Section 4A-210 covers 
ejection. Acceptance of the payment order imposes an obligation on the receiving bank to 
he sender if the receiving bank is not the beneficiary's bank, or to the beneficiary if the 
eceiving bank is the beneficiary's bank. These obligations are stated in Section 4A-302 and 
Section 4A-404. 

2. Acceptance by a receiving bank other than the beneficiary's bank is defined in Section 
4A-209(a). That subsection states the only way that a bank other than the beneficiary's 
bank can accept a payment order. A payment order to a bank other than the beneficiary's 
bank is, in effect, a request that the receiving bank execute the sender's order by issuing a 
payment order to the beneficiary's bank or to an intermediary bank. Normally, acceptance 
occurs at the time of execution, but there is an exception stated in subsection (d) and 
discussed in Comment 9. Execution occurs when the receiving bank “issues a payment or- 
der intended to carry out" the sender's order. Section 4A-301(a). In some cases the payment 
order issued by the receiving bank may not conform to the sender's order. For example, the 

eceiving bank might make a mistake in the amount of its order, or the order might be is- 

sued to the wrong beneficiary's bank or for the benefit of the wrong beneficiary. In all o 
hese cases there is acceptance of the sender's order by the bank when the receiving bank 
issues its order intended to carry out the sender's order, even though the bank's payment 
order does not in fact carry out the instruction of the sender. Improper execution of the 
sender's order may lead to liability to the sender for damages or it may mean that the 
sender is not obliged to pay its payment order. These matters are covered in Section 4A- 
308, Section 4A-305, and Section 4A-402. 

3. A receiving bank has no duty to accept a payment order unless the bank makes an 
agreement, either before or after issuance of the payment order, to accept it, or acceptance 
is required by a funds transfer system rule. If the bank makes such an agreement it incurs 
a contractual obligation based on the agreement and may be held liable for breach o 
contract if a failure to execute violates the agreement. In many cases a bank will enter into 
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an agreement with its customer to govern the rights and obligations of the parties with re- 
spect to payment orders issued to the bank by the customer or, in cases in which the sender 
is also a bank, there may be a funds transfer system rule that governs the obligations of a 

eceiving bank with respect to payment orders transmitted over the system. Such agree- 
ments or rules can specify the circumstances under which a receiving bank is obliged to ex- 
ecute a payment order and can define the extent of liability of the receiving bank for breach 
of the agreement or rule. Section 4A-305(d) states the liability for breach of an agreement 
0 execute a payment order. 

4. In the case of a payment order issued to the beneficiary's bank, acceptance is defined 
in Section 4A-209(b). The function of a beneficiary's bank that receives a payment order is 
different from that of a receiving bank that receives a payment order for execution. In the 
ypical case, the beneficiary's bank simply receives payment from the sender of the order, 
credits the account of the beneficiary and notifies the beneficiary of the credit. Acceptance 
by the beneficiary's bank does not create any obligation to the sender. Acceptance by the 
beneficiary's bank means that the bank is liable to the beneficiary for the amount of the 
order. Section 4A-404(a). There are three ways in which the beneficiary's bank can accept a 
payment order which are described in the following comments. 

5. Under Section 4A-209(b)(1), the beneficiary's bank can accept a payment order by pay- 
ing the beneficiary. In the normal case of crediting an account of the beneficiary, payment 
occurs when the beneficiary is given notice of the right to withdraw the credit, the credit is 
applied to a debt of the beneficiary, or *funds with respect to the order" are otherwise made 
available to the beneficiary. Section 4A-405(a). The quoted phrase covers cases in which 
unds are made available to the beneficiary as a result of receipt of a payment order for the 
benefit of the beneficiary but the release of funds is not expressed as payment of the order. 
For example, the beneficiary's bank might express a release of funds equal to the amount o 
he order as a “loan” that will be automatically repaid when the beneficiary's bank receives 
payment by the sender of the order. If the release of funds is designated as a loan pursuant 

o a routine practice of the bank, the release is conditional payment of the order rather 
han a loan, particularly if normal incidents of a loan such as the signing of a loan agree- 
ment or note and the payment of interest are not present. Such a release of funds is pay- 
ment to the beneficiary under Section 4A-405(a). Under Section 4A-405(c) the bank cannot 
ecover the money from the beneficiary if the bank does not receive payment from the 
sender of the payment order that it accepted. Exceptions to this rule are stated in $ 4A-405(d) 
and (e). The beneficiary's bank may also accept by notifying the beneficiary that the order 
has been received. “Notifies” is defined in Section 1-201(26). In some cases a beneficiary's 
bank will receive a payment order during the day but settlement of the sender's obligation 
o pay the order will not occur until the end of the day. If the beneficiary's bank wants to 
defer incurring liability to the beneficiary until the beneficiary's bank receives payment, it 
can do so. The beneficiary's bank incurs no liability to the beneficiary with respect to a pay- 
ment order that it receives until it accepts the order. If the bank does not accept pursuant 
o subsection (b)(1), acceptance does not occur until the end of the day when the beneficiary's 
bank receives settlement. If the sender settles, the payment order will be accepted under 
subsection (b)(2) and the funds will be released to the beneficiary the next morning. If the 
sender doesn't settle, no acceptance occurs. In either case the beneficiary's bank suffers no 
oss. 

6. In most cases the beneficiary’s bank will receive a payment order from another bank. 
If the sender is a bank and the beneficiary’s bank receives payment from the sender by 

nal settlement through the Federal Reserve System or a funds transfer system (Section 
4A-403(a)(1)) or, less commonly, through credit to an account of the beneficiary’s bank with 
he sender or another bank (Section 4A-403(a)(2)), acceptance by the beneficiary’s bank oc- 
curs at the time payment is made. Section 4A-209(b)(2). A minor exception to this rule is 
stated in Section 4A-209(c). Section 4A-209(b)(2) results in automatic acceptance of pay- 
ment orders issued to a beneficiary's bank by means of Fedwire because the Federal Reserve 
account of the beneficiary's bank is credited and final payment is made to that bank when 
he payment order is received. 

Subsection (b)(2) would also apply to cases in which the beneficiary's bank mistakenly 
pays a person who is not the beneficiary of the payment order issued to the beneficiary's 
bank. For example, suppose the payment order provides for immediate payment to Account 
#12345. The beneficiary’s bank erroneously credits Account #12346 and notifies the holder 
of that account of the credit. No acceptance occurs in this case under subsection (b)(1) 
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because the beneficiary of the order has not been paid or notified. The holder of Account 
#12345 is the beneficiary of the order issued to the beneficiary's bank. But acceptance will 
normally occur if the beneficiary's bank takes no other action, because the bank will 
ormally receive settlement with respect to the payment order. At that time the bank has 
accepted because the sender paid its payment order. The bank is liable to pay the holder o 
Account #12345. The bank has paid the holder of Account #12346 by mistake, and has a 
ight to recover the payment if the credit is withdrawn, to the extent provided in the law 
governing mistake and restitution. 

7. Subsection (b)(3) covers cases of inaction by the beneficiary's bank. It applies whether 
or not the sender is a bank and covers a case in which the sender and the beneficiary both 


of the sender and crediting the account of the beneficiary. Subsection (b)(3) is similar to 
subsection (b)(2) in that it bases acceptance by the beneficiary's bank on payment by the 
sender. Payment by the sender is effected by a debit to the sender’s account if the account 
balance is sufficient to cover the amount of the order. On the payment date (Section 4A- 
401) of the order the beneficiary’s bank will normally credit the beneficiary’s account and 
notify the beneficiary of receipt of the order if it is satisfied that the sender’s account bal- 
ance covers the order or is willing to give credit to the sender. In some cases, however, the 
bank may not be willing to give credit to the sender and it may not be possible for the bank 
o determine until the end of the day on the payment date whether there are sufficient good 
unds in the sender’s account. There may be various transactions during the day involving 
unds going into and out of the account. Some of these transactions may occur late in the 
day or after the close of the banking day. To accommodate this situation, subsection (b)(3) 
provides that the status of the account is determined at the opening of the next funds 
ransfer business day of the beneficiary’s bank after the payment date of the order. If the 
sender’s account balance is sufficient to cover the order, the beneficiary’s bank has a source 
of payment and the result in almost all cases is that the bank accepts the order at that 
ime if it did not previously accept under subsection (b)(1). In rare cases, a bank may want 
o avoid acceptance under subsection (b)(3) by rejecting the order as discussed in Comment 
8. 

8. Section 4A-209 is based on a general principle that a receiving bank is not obliged to 
accept a payment order unless it has agreed or is bound by a funds transfer system rule to 
do so. Thus, provision is made to allow the receiving bank to prevent acceptance of the 
order. This principle is consistently followed if the receiving bank is not the beneficiary’s 
bank. If the receiving bank is not the beneficiary's bank, acceptance is in the control of the 

eceiving bank because it occurs only if the order is executed. But in the case of the 
beneficiary's bank acceptance can occur by passive receipt of payment under subsection 
(b)(2) or (3). In the case of a payment made by Fedwire acceptance cannot be prevented. In 
other cases the beneficiary’s bank can prevent acceptance by giving notice of rejection to 
he sender before payment occurs under Section 4A-403(a)(1) or (2). A minor exception to 
he ability of the beneficiary’s bank to reject is stated in Section 4A-502(c)(3). 

Under subsection (b)(3) acceptance occurs at the opening of the next funds transfer busi- 
ness day of the beneficiary’s bank following the payment date unless the bank rejected the 
order before that time or it rejects within one hour after that time. In some cases the 
sender and the beneficiary’s bank may not be in the same time zone or the beginning of the 
business day of the sender and the funds transfer business day of the beneficiary’s bank 
may not coincide. For example, the sender may be located in California and the beneficiary’s 
bank in New York. Since in most cases notice of rejection would be communicated electroni- 
cally or by telephone, it might not be feasible for the bank to give notice before one hour af- 
er the opening of the funds transfer business day in New York because at that hour, the 
sender's business day may not have started in California. For that reason, there are 
alternative deadlines stated in subsection (b)(3). In the case stated, the bank acts in time i 
it gives notice within one hour after the opening of the business day of the sender. But i 
he notice of rejection is received by the sender after the payment date, the bank is obliged 
o pay interest to the sender if the sender's account does not bear interest. In that case the 
bank had the use of funds of the sender that the sender could reasonably assume would be 
used to pay the beneficiary. The rate of interest is stated in Section 4A-506. If the sender 
eceives notice on the day after the payment date the sender is entitled to one day's interest. 
If receipt of notice is delayed for more than one day, the sender is entitled to interest for 
each additional day of delay. 
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he originator’s bank and it refers to the following situation. On April 1, Originator instructs 
Bank A to make a payment on April 15 to the account of Beneficiary in Bank B. By mistake, 
on April 1, Bank A executes Originator’s payment order by issuing a payment order to 
Bank B instructing immediate payment to Beneficiary. Bank B credited Beneficiary’s ac- 
count and immediately released the funds to Beneficiary. Under subsection (d) no accep- 
ance by Bank A occurred on April 1 when Originator’s payment order was executed because 
acceptance cannot occur before the execution date which in this case would be April 15 or 
shortly before that date. Section 4A-301(b). Under Section 4A-402(c), Originator is not 
obliged to pay Bank A until the order is accepted and that can’t occur until the execution 
date. But Bank A is required to pay Bank B when Bank B accepted Bank A’s order on April 
1. Unless Originator and Beneficiary are the same person, in almost all cases Originator is 
paying a debt owed to Beneficiary and early payment does not injure Originator because 
Originator does not have to pay Bank A until the execution date. Section 4A-402(c). Bank A 
akes the interest loss. But suppose that on April 3, Originator concludes that no debt was 
owed to Beneficiary or that the debt was less than the amount of the payment order. Under 
Section 4A-211(b) Originator can cancel its payment order if Bank A has not accepted. I 
early execution of Originator’s payment order is acceptance, Originator can suffer a loss 
because cancellation after acceptance is not possible without the consent of Bank A and 
Bank B. Section 4A-211(c). If Originator has to pay Bank A, Originator would be required 
o seek recovery of the money from Beneficiary. Subsection (d) prevents this result and puts 
he risk of loss on Bank A by providing that the early execution does not result in accep- 
ance until the execution date. Since on April 3 Originator’s order was not yet accepted, 
Originator can cancel it under Section 4A-211(b). The result is that Bank A is not entitled 
o payment from Originator but is obliged to pay Bank B. Bank A has paid Beneficiary by 
mistake. If Originator’s payment order is cancelled, Bank A becomes the originator of an 
erroneous funds transfer to Beneficiary. Bank A has the burden of recovering payment 
rom Beneficiary on the basis of a payment by mistake. If Beneficiary received the money in 
good faith in payment of a debt owed to Beneficiary by Originator, the law of mistake and 
estitution may allow Beneficiary to keep all or part of the money received. If Originator 
owed money to Beneficiary, Bank A has paid Originator’s debt and, under the law o 
estitution, which applies pursuant to Section 1-103, Bank A is subrogated to Beneficiary’s 
ights against Originator on the debt. 
If Bank A is the Beneficiary’s bank and Bank A credited Beneficiary’s account and 
eleased the funds to Beneficiary on April 1, the analysis is similar. If Originator’s order is 
cancelled, Bank A has paid Beneficiary by mistake. The right of Bank A to recover the pay- 
ment from Beneficiary is similar to Bank A’s rights in the preceding paragraph. 


§ 4A-210. Rejection of Payment Order. 

(a) A payment order is rejected by the receiving bank by a notice o 
rejection transmitted to the sender orally, electronically, or in writing. A 
notice of rejection need not use any particular words and is sufficient if it 
indicates that the receiving bank is rejecting the order or will not execute 
or pay the order. Rejection is effective when the notice is given if transmis- 
sion is by a means that is reasonable in the circumstances. If notice o 
rejection is given by a means that is not reasonable, rejection is effective 

hen the notice is received. If an agreement of the sender and receiving 
bank establishes the means to be used to reject a payment order, (i) any 

eans complying with the agreement is reasonable and (ii) any means not 
complying is not reasonable unless no significant delay in receipt of the no- 
ice resulted from the use of the noncomplying means. 

(b) This subsection applies if a receiving bank other than the beneficiary's 
bank fails to execute a payment order despite the existence on the execu- 
ion date of a withdrawable credit balance in an authorized account of the 
sender sufficient to cover the order. If the sender does not receive notice o 
rejection of the order on the execution date and the authorized account o 


he sender does not bear interest, the bank is obliged to pay interest to the 
sender on the amount of the order for the number of days elapsing after 
he execution date to the earlier of the day the order is canceled pursuant 
o Section 4A-211(d) or the day the sender receives notice or learns that 
he order was not executed, counting the final day of the period as an 
elapsed day. If the withdrawable credit balance during that period falls 
below the amount of the order, the amount of interest is reduced 
accordingly. 

(c) If a receiving bank suspends payments, all unaccepted payment 
orders issued to it are deemed rejected at the time the bank suspends 
payments. 


(d) Acceptance of a payment order precludes a later rejection of the 
order. Rejection of a payment order precludes a later acceptance of the 
order. 


Official Comment 

1. With respect to payment orders issued to a receiving bank other than the beneficiary's 
bank, notice of rejection is not necessary to prevent acceptance of the order. Acceptance can 
occur only if the receiving bank executes the order. Section 4A-209(a). But notice of rejec- 
ion will routinely be given by such a bank in cases in which the bank cannot or is not will- 
ing to execute the order for some reason. There are many reasons why a bank doesn't exe- 
cute an order. The payment order may not clearly instruct the receiving bank because o 
some ambiguity in the order or an internal inconsistency. In some cases, the receiving bank 
may not be able to carry out the instruction because of equipment failure, credit limitations 
on the receiving bank, or some other factor which makes proper execution of the order 
infeasible. In those cases notice of rejection is a means of informing the sender of the facts 
so that a corrected payment order can be transmitted or the sender can seek alternate 
means of completing the funds transfer. The other major reason for not executing an order 
is that the sender's account is insufficient to cover the order and the receiving bank is not 

iling to give credit to the sender. If the sender's account is sufficient to cover the order 
and the receiving bank chooses not to execute the order, notice of rejection is necessary to 
prevent liability to pay interest to the sender if the case falls within Section 4A-210(b) 

hich is discussed in Comment 3. 

2. A payment order to the beneficiary's bank can be accepted by inaction of the bank. 
Section 4A-209(b)(2) and (3). To prevent acceptance under those provisions it is necessary 
or the receiving bank to send notice of rejection before acceptance occurs. Subsection (a) o 
Section 4A-210 states the rule that rejection is accomplished by giving notice of rejection. 

his incorporates the definitions in Section 1-201(26). Rejection is effective when notice is 
given if it is given by a means that is reasonable in the circumstances. Otherwise, it is ef- 
ective when the notice is received. The question of when rejection is effective is important; 
only in the relatively few cases under subsection (b)(2) and (3) in which a notice of rejection 
is necessary to prevent acceptance. The question of whether a particular means is reason- 
able depends on the facts in a particular case. In a very large percentage of cases the 
sender and the receiving bank will be in direct electronic contact with each other and in 
hose cases a notice of rejection can be transmitted instantaneously. Since time is of the es- 
sence in a large proportion of funds transfers, some quick means of transmission would 

sually be required, but this is not always the case. The parties may specify by agreement 
he means by which communication between the parties is to be made. 

3. Subsection (b) deals with cases in which a sender does not learn until after the execu- 
ion date that the sender's order has not been executed. It applies only to cases in which 
he receiving bank was assured of payment because the sender's account was sufficient to 
cover the order. Normally, the receiving bank will accept the sender's order if it is assured 
of payment, but there may be some cases in which the bank chooses to reject. Unless the 
eceiving bank had obligated itself by agreement to accept, the failure to accept is not 

rongful. There is no duty of the receiving bank to accept the payment order unless it is 
obliged to accept by express agreement. Section 4A-212. But even if the bank has not acted 

rongfully, the receiving bank had the use of the sender's money that the sender could rea- 
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earns that the order was not accepted the sender is denied the use of that money. Subsec- 
ion (b) obliges the receiving bank to pay interest to the sender as restitution unless the 
sender receives notice of rejection on the execution date. The time of receipt of notice is 
determined pursuant to § 1-201(27). The rate of interest is stated in Section 4A-506. If the 
sender receives notice on the day after the execution date, the sender is entitled to one 
day’s interest. If receipt of notice is delayed for more than one day, the sender is entitled to 
interest for each additional day of delay. 

4. Subsection (d) treats acceptance and rejection as mutually exclusive. If a payment or- 
der has been accepted, rejection of that order becomes impossible. If a payment order has 
been rejected it cannot be accepted later by the receiving bank. Once notice of rejection has 
been given, the sender may have acted on the notice by making the payment through other 
channels. If the receiving bank wants to act on a payment order that it has rejected it has 
o obtain the consent of the sender. In that case the consent of the sender would amount to 
he giving of a second payment order that substitutes for the rejected first order. If the 

eceiving bank suspends payments (Section 4-104(1)(k)), subsection (c) provides that unac- 
cepted payment orders are deemed rejected at the time suspension of payments occurs. 
his prevents acceptance by passage of time under Section 4A-209(b)(3). 


§ 4A-211. Cancellation and Amendment of Payment Order. 

(a) A communication of the sender of a payment order cancelling or 
amending the order may be transmitted to the receiving bank orally, 
electronically, or in writing. If a security procedure is in effect between the 
sender and the receiving bank, the communication is not effective to cancel 
or amend the order unless the communication is verified pursuant to the 
security procedure or the bank agrees to the cancellation or amendment. 

(b) Subject to subsection (a), a communication by the sender cancelling 
or amending a payment order is effective to cancel or amend the order i 
notice of the communication is received at a time and in a manner afford- 
ing the receiving bank a reasonable opportunity to act on the communica- 

ion before the bank accepts the payment order. 

(c) After a payment order has been accepted, cancellation or amendment 
of the order is not effective unless the receiving bank agrees or a funds- 

ransfer system rule allows cancellation or amendment without agreement 
of the bank. 

(1) With respect to a payment order accepted by a receiving bank 
other than the beneficiary’s bank, cancellation or amendment is not ef- 
fective unless a conforming cancellation or amendment of the payment 
order issued by the receiving bank is also made. 

(2) With respect to a payment order accepted by the beneficiary’s bank, 
cancellation or amendment is not effective unless the order was issued 
in execution of an unauthorized payment order, or because of a mistake 
by a sender in the funds transfer which resulted in the issuance of a 
payment order (i) that is a duplicate of a payment order previously is- 
sued by the sender, (ii) that orders payment to a beneficiary not entitled 
to receive payment from the originator, or (iii) that orders payment in 
an amount greater than the amount the beneficiary was entitled to 
receive from the originator. If the payment order is canceled or amended, 
the beneficiary’s bank is entitled to recover from the beneficiary any 
amount paid to the beneficiary to the extent allowed by the law govern- 
ing mistake and restitution. 

(d) An unaccepted payment order is canceled by operation of law at the 


522 


close of the fifth funds-transfer business day of the receiving bank after 
he execution date or payment date of the order. 
(e) A canceled payment order cannot be accepted. If an accepted pay- 
ent order is canceled, the acceptance is nullified and no person has any 


der is deemed to be cancellation of the original order at the time of amend- 

nent and issue of a new payment order in the amended form at the same 
ime. 

(f) Unless otherwise provided in an agreement of the parties or in a 


ent order, agrees to cancellation or amendment of the order by the sender 
or is bound by a funds-transfer system rule allowing cancellation or amend- 
ent without the bank's agreement, the sender, whether or not cancella- 
ion or amendment is effective, is liable to the bank for any loss and expen- 
ses, including reasonable attorney's fees, incurred by the bank as a result 
of the cancellation or amendment or attempted cancellation or amendment. 


(g) A payment order is not revoked by the death or legal incapacity o 
he sender unless the receiving bank knows of the death or of an adjudica- 
ion of incapacity by a court of competent jurisdiction and has reasonable 
opportunity to act before acceptance of the order. 


(h) A funds-transfer system rule is not effective to the extent it conflicts 
ith subsection (c)(2). 


Official Comment 
1. This section deals with cancellation and amendment of payment orders. It states the 
conditions under which cancellation or amendment is both effective and rightful. There is 
o concept of wrongful cancellation or amendment of a payment order. If the conditions 
stated in this section are not met the attempted cancellation or amendment is not effective. 
If the stated conditions are met the cancellation or amendment is effective and rightful. 

he sender of a payment order may want to withdraw or change the order because the 
sender has had a change of mind about the transaction or because the payment order was 
erroneously issued or for any other reason. One common situation is that of multiple trans- 
mission of the same order. The sender that mistakenly transmits the same order twice 

ants to correct the mistake by cancelling the duplicate order. Or, a sender may have 
intended to order a payment of $1,000,000 but mistakenly issued an order to pay 
$10,000,000. In this case the sender might try to correct the mistake by cancelling the or- 
der and issuing another order in the proper amount. Or, the mistake could be corrected by 
amending the order to change it to the proper amount. Whether the error is corrected by 
amendment or cancellation and reissue the net result is the same. This result is stated in 
he last sentence of subsection (e). 

2. Subsection (a) allows a cancellation or amendment of a payment order to be com- 
municated to the receiving bank “orally, electronically, or in writing." The quoted phrase is 
consistent with the language of Section 4A-103(a) applicable to payment orders. Cancella- 

ions and amendments are normally subject to verification pursuant to security procedures 
o the same extent as payment orders. Subsection (a) recognizes this fact by providing that 
in cases in which there is a security procedure in effect between the sender and the receiv- 
ing bank the bank is not bound by a communication cancelling or amending an order un- 
ess verification has been made. This is necessary to protect the bank because under 
subsection (b) a cancellation or amendment can be effective by unilateral action of the 
sender. Without verification the bank cannot be sure whether the communication was or 
as not effective to cancel or amend a previously verified payment order. 

3. If the receiving bank has not yet accepted the order, there is no reason why the sender 
should not be able to cancel or amend the order unilaterally so long as the requirements o 
subsections (a) and (b) are met. If the receiving bank has accepted the order, it is possible 

o cancel or amend but only if the requirements of subsection (c) are met. 
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First consider the case of a receiving bank other than the beneficiary’s bank. If the bank 
has not yet accepted the order, the sender can unilaterally cancel or amend. The com- 
munication amending or cancelling the payment order must be received in time to allow 
he bank to act on it before the bank issues its payment order in execution of the sender's 
order. The time that the sender's communication is received is governed by Section 4a-106. 
If a payment order does not specify a delayed payment date or execution date, the order 
ill normally be executed shortly after receipt. Thus, as a practical matter, the sender will 
have very little time in which to instruct cancellation or amendment before acceptance. In 
addition, a receiving bank will normally have cut-off times for receipt of such communica- 
ions, and the receiving bank is not obliged to act on communications received after the cut- 
off hour. Cancellation by the sender after execution of the order by the receiving bank 
equires the agreement of the bank unless a funds transfer rule otherwise provides. Subsec- 
ion (c). Although execution of the sender's order by the receiving bank does not itsel 
impose liability on the receiving bank (under Section 44-402 no liability is incurred by the 
eceiving bank to pay its order until it is accepted), it would commonly be the case that ac- 
ceptance follows shortly after issuance. Thus, as a practical matter, a receiving bank that 
has executed a payment order will incur a liability to the next bank in the chain before it 
ould be able to act on the cancellation request of its customer. It is unreasonable to 
impose on the receiving bank a risk of loss with respect to a cancellation request without 
he consent of the receiving bank. 
The statute does not state how or when the agreement of the receiving bank must be 
obtained for cancellation after execution. The receiving bank's consent could be obtained at 
he time cancellation occurs or it could be based on a preexisting agreement. Or, a funds 
ransfer system rule could provide that cancellation can be made unilaterally by the sender. 
By virtue of that rule any receiving bank covered by the rule is bound. Section 4A-501. I 
he receiving bank has already executed the sender's order, the bank would not consent to 
cancellation unless the bank to which the receiving bank has issued its payment order 
consents to cancellation of that order. It makes no sense to allow cancellation of a payment 
order unless all subsequent payment orders in the funds transfer that were issued because 
of the cancelled payment order are also cancelled. Under subsection (c)(1), if a receiving 
bank consents to cancellation of the payment order after it has executed, the cancellation is 
not effective unless the receiving bank also cancels the payment order issued by the bank. 
4. With respect to a payment order issued to the beneficiary's bank, acceptance is 
particularly important because it creates liability to pay the beneficiary, it defines when the 
originator pays its obligation to the beneficiary, and it defines when any obligation for 
hich the payment is made is discharged. Since acceptance affects the rights of the origina- 
or and the beneficiary it is not appropriate to allow the beneficiary's bank to agree to 
cancellation or amendment except in unusual cases. Except as provided in subsection (c)(2), 
cancellation or amendment after acceptance by the beneficiary's bank is not possible unless 
all parties affected by the order agree. Under subsection (c)(2), cancellation or amendment 
is possible only in the four cases stated. The following examples illustrate subsection (c)(2): 
Case #1. Originator's Bank executed a payment order issued in the name of its customer 
as sender. The order was not authorized by the customer and was fraudulently issued. 
Beneficiary's Bank accepted the payment order issued by Originator's Bank. Under subsec- 
ion (c)(2) Originator's Bank can cancel the order if Beneficiary's Bank consents. It doesn't 
make any difference whether the payment order that Originator’s Bank accepted was or 
as not enforceable against the customer under Section 4A-202(b). Verification under that 
provision is important in determining whether Originator's Bank or the customer has the 
isk of loss, but it has no relevance under Section 4A-211(c)(2). Whether or not verified, the 
payment order was not authorized by the customer. Cancellation of the payment order to 
Beneficiary’s Bank causes the acceptance of Beneficiary's Bank to be nullified. Subsection 
(e). Beneficiary's Bank is entitled to recover payment from the beneficiary to the extent al- 
owed by the law of mistake and restitution. In this kind of case the beneficiary is usually a 
party to the fraud who has no right to receive or retain payment of the order. 
Case #2. Originator owed Beneficiary $1,000,000 and ordered Bank A to pay that amount 
o the account of Beneficiary in Bank B. Bank A issued a complying order to Bank B, but 
by mistake issued a duplicate order as well. Bank B accepted both orders. Under subsection 
(c)(2)0) cancellation of the duplicate order could be made by Bank A with the consent o 
Bank B. Beneficiary has no right to receive or retain payment of the duplicate payment or- 
der if only $1,000,000 was owed by Originator to Beneficiary. If Originator owed $2,000,000 
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o Beneficiary, the law of restitution might allow Beneficiary to retain the $1,000,000 paid 
by Bank B on the duplicate order. In that case Bank B is entitled to reimbursement from 
Bank A under subsection (f). 

Case #3. Originator owed $1,000,000 to X. Intending to pay X, Originator ordered Bank A 

o pay $1,000,000 to Y's account in Bank B. Bank A issued a complying payment order to 
Bank B which Bank B accepted by releasing the $1,000,000 to Y. Under subsection (c)(2)(ii) 
Bank A can cancel its payment order to Bank B with the consent of Bank B if Y was not 
entitled to receive payment from Originator. Originator can also cancel its order to Bank A 

ith Bank A's consent. Subsection (c)(1). Bank B may recover the $1,000,000 from Y unless 
he law of mistake and restitution allows Y to retain some or all of the amount paid. If no 
debt was owed to Y, Bank B should have a right of recovery. 

Case #4. Originator owed Beneficiary $10,000. By mistake Originator ordered Bank A to 
pay $1,000,000 to the account of Beneficiary in Bank B. Bank A issued a complying order to 
Bank B which accepted by notifying Beneficiary of its right to withdraw $1,000,000. Cancel- 
ation is permitted in this case under subsection (c)(2)(iii). If Bank B paid Beneficiary it is 
entitled to recover the payment except to the extent the law of mistake and restitution al- 
ows Beneficiary to retain payment. In this case Beneficiary might be entitled to retain 
$10,000, the amount of the debt owed to Beneficiary. If Beneficiary may retain $10,000, 
Bank B would be entitled to $10,000 from Bank A pursuant to subsection (f). In this case 
Originator also cancelled its order. Thus Bank A would be entitled to $10,000 from Origina- 

or pursuant to subsection (f). 

5. Unless constrained by a funds transfer system rule, a receiving bank may agree to 
cancellation or amendment of the payment order under subsection (c) but is not required to 
do so regardless of the circumstances. If the receiving bank has incurred liability as a 

esult of its acceptance of the sender’s order, there are substantial risks in agreeing to 
cancellation or amendment. This is particularly true for a beneficiary’s bank. Cancellation 
or amendment after acceptance by the beneficiary's bank can be made only in the four 
cases stated and the beneficiary’s bank may not have any way of knowing whether the 

equirements of subsection (c) have been met or whether it will be able to recover payment 
rom the beneficiary that received payment. Even with indemnity the beneficiary’s bank 
may be reluctant to alienate its customer, the beneficiary, by denying the customer the 

unds. Subsection (c) leaves the decision to the beneficiary’s bank unless the consent of the 
beneficiary's bank is not required under a funds transfer system rule or other interbank 
agreement. If a receiving bank agrees to cancellation or amendment under subsection (c)(1) 
or (2), it is automatically entitled to indemnification from the sender under subsection (f). 

he indemnification provision recognizes that a sender has no right to cancel a payment or- 
der after it is accepted by the receiving bank. If the receiving bank agrees to cancellation, it 
is doing so as an accommodation to the sender and it should not incur a risk of loss in doing 
so. 

6. Acceptance by the receiving bank of a payment order issued by the sender is compara- 
ble to acceptance of an offer under the law of contracts. Under that law the death or legal 
incapacity of an offeror terminates the offer even though the offeree has no notice of the 
death or incapacity. Restatement Second, Contracts $ 48. Comment a. to that section states 

hat the “rule seems to be a relic of the obsolete view that a contract requires a ‘meeting o 
minds,' and it is out of harmony with the modern doctrine that a manifestation of assent is 
effective without regard to actual mental assent." Subsection (g), which reverses the Re- 
statement rule in the case of a payment order, is similar to Section 4-405(1) which applies 

o checks. Subsection (g) does not address the effect of the bankruptcy of the sender of a 
payment order before the order is accepted, but the principle of subsection (g) has been 

ecognized in Bank of Marin v. England, 385 U.S. 99 (1966). Although Bankruptcy Code 
Section 542(c) may not have been drafted with wire transfers in mind, its language can be 

ead to allow the receiving bank to charge the sender's account for the amount of the pay- 
ment order if the receiving bank executed it in ignorance of the bankruptcy. 

7. Subsection (d) deals with stale payment orders. Payment orders normally are executed 
on the execution date or the day after. An order issued to the beneficiary's bank is normally 
accepted on the payment date or the day after. If a payment order is not accepted on its ex- 
ecution or payment date or shortly thereafter, it is probable that there was some problem 

ith the terms of the order or the sender did not have sufficient funds or credit to cover the 
amount of the order. Delayed acceptance of such an order is normally not contemplated, 
but the order may not have been cancelled by the sender. Subsection (d) provides for 
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cancellation by operation of law to prevent an unexpected delayed acceptance. 

8. A funds transfer system rule can govern rights and obligations between banks that are 
parties to payment orders transmitted over the system even if the rule conflicts with 

rticle 4A. In some cases, however, a rule governing a transaction between two banks can 
affect a third party in an unacceptable way. Subsection (h) deals with such a case. A funds 
ransfer system rule cannot allow cancellation of a payment order accepted by the 
beneficiary's bank if the rule conflicts with subsection (c)(2). Because rights of the benefi- 
ciary and the originator are directly affected by acceptance, subsection (c)(2) severely limits 
cancellation. These limitations cannot be altered by funds transfer system rule. 


$ 4A-212. Liability and Duty of Receiving Bank Regarding 
Unaccepted Payment Order. 

If a receiving bank fails to accept a payment order that it is obliged by 
express agreement to accept, the bank is liable for breach of the agreement 
o the extent provided in the agreement or in this Article, but does not 
otherwise have any duty to accept a payment order or, before acceptance, 
o take any action, or refrain from taking action, with respect to the order 
except as provided in this Article or by express agreement. Liability based 
on acceptance arises only when acceptance occurs as stated in Section 4A- 
209, and liability is limited to that provided in this Article. A receiving 
bank is not the agent of the sender or beneficiary of the payment order it 
accepts, or of any other party to the funds transfer, and the bank owes no 
duty to any party to the funds transfer except as provided in this Article or 
by express agreement. 


Official Comment 
With limited exceptions stated in this Article, the duties and obligations of receiving 
banks that carry out a funds transfer arise only as a result of acceptance of payment orders 
or of agreements made by receiving banks. Exceptions are stated in Section 4A-209(b)(3) 
and Section 4A-210(b). A receiving bank is not like a collecting bank under Article 4. No 
eceiving bank, whether it be an originator's bank, an intermediary bank or a beneficiary's 
bank, is an agent for any other party in the funds transfer. 


PART 3. EXECUTION OF SENDER'S PAYMENT ORDER 
BY RECEIVING BANK 


$ 44-301. Execution and Execution Date. 

(a) A payment order is *executed" by the receiving bank when it issues a 
payment order intended to carry out the payment order received by the 
bank. A payment order received by the beneficiary's bank can be accepted 
but cannot be executed. 

(b) “Execution date" of a payment order means the day on which the 
receiving bank may properly issue a payment order in execution of the 
sender's order. The execution date may be determined by instruction of the 
sender but cannot be earlier than the day the order is received and, unless 
otherwise determined, is the day the order is received. If the sender's 
instruction states a payment date, the execution date is the payment date 
or an earlier date on which execution is reasonably necessary to allow pay- 

ent to the beneficiary on the payment date. 


Official Comment 
1. The terms “executed,” “execution” and “execution date" are used only with respect to a 
payment order to a receiving bank other than the beneficiary's bank. The beneficiary's bank 
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can accept the payment order that it receives, but it does not execute the order. Execution 
efers to the act of the receiving bank in issuing a payment order "intended to carry out" 
he payment order that the bank received. A receiving bank has executed an order even i 
he order issued by the bank does not carry out the order received by the bank. For example, 
he bank may have erroneously issued an order to the wrong beneficiary, or in the wrong 
amount or to the wrong beneficiary's bank. In each of these cases execution has occurred 
but the execution is erroneous. Erroneous execution is covered in Section 44-303. 
2. *Execution date" refers to the time a payment order should be executed rather than 
he day it is actually executed. Normally the sender will not specify an execution date, but 
most payment orders are meant to be executed immediately. Thus, the execution date is 
normally the day the order is received by the receiving bank. It is common for the sender to 
specify a “payment date" which is defined in Section 4A-401 as “the day on which the 
amount of the order is payable to the beneficiary by the beneficiary's bank." Except for 
automated clearing house transfers, if a funds transfer is entirely within the United States 
and the payment is to be carried out electronically, the execution date is the payment date 
nless the order is received after the payment date. If the payment is to be carried out 
hrough an automated clearing house, execution may occur before the payment date. In an 
ACH transfer the beneficiary is usually paid one or two days after issue of the originator's 
payment order. The execution date is determined by the stated payment date and is a day 
before the payment date on which execution is reasonably necessary to allow payment on 
he payment date. A funds transfer system rule could also determine the execution date o 
orders received by the receiving bank if both the sender and the receiving bank are 
participants in the funds transfer system. The execution date can be determined by the 
payment order itself or by separate instructions of the sender or an agreement of the 
sender and the receiving bank. The second sentence of subsection (b) must be read in the 
ight of Section 4A-106 which states that if a payment order is received after the cut-o 
ime of the receiving bank it may be treated by the bank as received at the opening of the 
next funds transfer business day. 
3. Execution on the execution date is timely, but the order can be executed before or after 

he execution date. Section 4A-209(d) and Section 4A-402(c) state the consequences of early 
execution and Section 4A-305(a) states the consequences of late execution. 


$ 44-302. Obligations of Receiving Bank in Execution of Payment 
Order. 


(a) Except as provided in subsections (b) through (d), if the receiving 
bank accepts a payment order pursuant to Section 4A-209(a), the bank has 
he following obligations in executing the order: 

(1) The receiving bank is obliged to issue, on the execution date, a pay- 
ment order complying with the sender's order and to follow the sender's 
instructions concerning (i) any intermediary bank or funds-transfer 
system to be used in carrying out the funds transfer, or (ii) the means by 
which payment orders are to be transmitted in the funds transfer. If the 
originator’s bank issues a payment order to an intermediary bank, the 
originator's bank is obliged to instruct the intermediary bank according 
to the instruction of the originator. An intermediary bank in the funds 
transfer is similarly bound by an instruction given to it by the sender o 
the payment order it accepts. 


(2) If the sender's instruction states that the funds transfer is to be 
carried out telephonically or by wire transfer or otherwise indicates that 
the funds transfer is to be carried out by the most expeditious means, 
the receiving bank is obliged to transmit its payment order by the most 
expeditious available means, and to instruct any intermediary bank 
accordingly. If a sender's instruction states a payment date, the receiv- 
ing bank is obliged to transmit its payment order at a time and by means 
reasonably necessary to allow payment to the beneficiary on the pay- 
ment date or as soon thereafter as is feasible. 
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(b) Unless otherwise instructed, a receiving bank executing a payment 
order may (i) use any funds-transfer system if use of that system is rea- 
sonable in the circumstances, and (ii) issue a payment order to the 
beneficiary's bank or to an intermediary bank through which a payment 
order conforming to the sender’s order can expeditiously be issued to the 
beneficiary's bank if the receiving bank exercises ordinary care in the 
selection of the intermediary bank. A receiving bank is not required to fol- 
low an instruction of the sender designating a funds-transfer system to be 

sed in carrying out the funds transfer if the receiving bank, in good faith, 
determines that it is not feasible to follow the instruction or that following 
he instruction would unduly delay completion of the funds transfer. 


(c) Unless subsection (a)(2) applies or the receiving bank is otherwise 
instructed, the bank may execute a payment order by transmitting its pay- 
ent order by first class mail or by any means reasonable in the 
circumstances. If the receiving bank is instructed to execute the sender’s 
order by transmitting its payment order by a particular means, the receiv- 
ing bank may issue its payment order by the means stated or by any 
eans as expeditious as the means stated. 


(d) Unless instructed by the sender, (i) the receiving bank may not obtain 
payment of its charges for services and expenses in connection with the ex- 
ecution of the sender’s order by issuing a payment order in an amount 
equal to the amount of the sender’s order less the amount of the charges, 
and (ii) may not instruct a subsequent receiving bank to obtain payment o 
its charges in the same manner. 


Official Comment 

1. In the absence of agreement, the receiving bank is not obliged to execute an order o 
he sender. Section 4A-212. Section 4A-302 states the manner in which the receiving bank 
may execute the sender’s order if execution occurs. Subsection (a)(1) states the residual 
ule. The payment order issued by the receiving bank must comply with the sender’s order 
and, unless some other rule is stated in the section, the receiving bank is obliged to follow 
any instruction of the sender concerning which funds transfer system is to be used, which 
intermediary banks are to be used, and what means of transmission is to be used. The 
instruction of the sender may be incorporated in the payment order itself or may be given 
separately. For example, there may be a master agreement between the sender and receiv- 
ing bank containing instructions governing payment orders to be issued from time to time 
by the sender to the receiving bank. In most funds transfers, speed is a paramount 
consideration. A sender that wants assurance that the funds transfer will be expeditiously 
completed can specify the means to be used. The receiving bank can follow the instructions 
iterally or it can use an equivalent means. For example, if the sender instructs the receiv- 
ing bank to transmit by telex, the receiving bank could use telephone instead. Subsection 
(c). In most cases the sender will not specify a particular means but will use a general term 
such as “by wire” or “wire transfer” or “as soon as possible.” These words signify that the 
sender wants a same-day transfer. In these cases the receiving bank is required to use a 
elephonic or electronic communication to transmit its order and is also required to instruct 
any intermediary bank to which it issues its order to transmit by similar means. Subsec- 
ion (a)(2). In other cases, such as an automated clearing house transfer, a same-day 
ransfer is not contemplated. Normally the sender's instruction or the context in which the 
payment order is received makes clear the type of funds transfer that is appropriate. If the 
sender states a payment date with respect to the payment order, the receiving bank is 
obliged to execute the order at a time and in a manner to meet the payment date if that is 
easible. Subsection (a)(2). This provision would apply to many ACH transfers made to pay 
ecurring debts of the sender. In other cases, involving relatively small amounts, time may 
not be an important factor and cost may be a more important element. Fast means, such as 
elephone or electronic transmission, are more expensive than slow means such as mailing. 


528 


Subsection (c) states that in the absence of instructions the receiving bank is given discre- 

ion to decide. It may issue its payment order by first class mail or by any means reason- 
able in the circumstances. Section 44-305 states the liability of a receiving bank for breach 
of the obligations stated in Section 4A-302. 

2. Subsection (b) concerns the choice of intermediary banks to be used in completing the 
unds transfer, and the funds transfer system to be used. If the receiving bank is not 
instructed about the matter, it can issue an order directly to the beneficiary's bank or can. 
issue an order to an intermediary bank. The receiving bank also has discretion concerning 

se of a funds transfer system. In some cases it may be reasonable to use either an 
automated clearing house system or a wire transfer system such as Fedwire or CHIPS. 
Normally, the receiving bank will follow the instruction of the sender in these matters, but 
in some cases it may be prudent for the bank not to follow instructions. The sender may 
have designated a funds transfer system to be used in carrying out the funds transfer, but 
it may not be feasible to use the designated system because of some impediment such as a 
computer breakdown which prevents prompt execution of the order. The receiving bank is 
permitted to use an alternate means of transmittal in a good faith effort to execute the or- 
der expeditiously. The same leeway is not given to the receiving bank if the sender 
designates an intermediary bank through which the funds transfer is to be routed. The 
sender's designation of that intermediary bank may mean that the beneficiary's bank is 
expecting to obtain a credit from that intermediary bank and may have relied on that 
anticipated credit. If the receiving bank uses another intermediary bank the expectations 
of the beneficiary's bank may not be realized. The receiving bank could choose to route the 

ransfer to another intermediary bank and then to the designated intermediary bank i 
here were some reason such as a lack of a correspondent-bank relationship or a bilateral 
credit limitation, but the designated intermediary bank cannot be circumvented. To do so 

iolates the sender's instructions. 

3. The normal rule, under subsection (a)(1), is that the receiving bank, in executing a 
payment order, is required to issue a payment order that complies as to amount with that 
of the sender's order. In most cases the receiving bank issues an order equal to the amount 
of the sender's order and makes a separate charge for services and expenses in executing 
he sender's order. In some cases, particularly if it is an intermediary bank that is execut- 
ing an order, charges are collected by deducting them from the amount of the payment or- 
der issued by the executing bank. If that is done, the amount of the payment order ac- 
cepted by the beneficiary's bank will be slightly less than the amount of the originator's 
payment order. For example, Originator, in order to pay an obligation of $1,000,000 owed 

o Beneficiary, issues a payment order to Originators Bank to pay $1,000,000 to the ac- 
count of Beneficiary in Beneficiary's Bank. Originator's Bank issues a payment order to 
Intermediary Bank for $1,000,000 and debits Originator's account for $1,000,010. The extra 
$10 is the fee of Originators Bank. Intermediary Bank executes the payment order o 
Originators Bank by issuing a payment order to Beneficiary's Bank for $999,990, but 

nder $ 4A-402(c) is entitled to receive $1,000,000 from Originators Bank. The $10 differ- 
ence is the fee of Intermediary Bank. Beneficiary's Bank credits Beneficiary's account for 
$999,990. When Beneficiary’s Bank accepts the payment order of Intermediary Bank the 
esult is a payment of $999,990 from Originator to Beneficiary. Section 4A-406(a). If that! 
payment discharges the $1,000,000 debt, the effect is that Beneficiary has paid the charges 
of Intermediary Bank and Originator has paid the charges of Originator's Bank. Subsection 
(d) of Section 44-302 allows Intermediary Bank to collect its charges by deducting them 
rom the amount of the payment order, but only if instructed to do so by Originator's Bank. 
Originator’s Bank is not authorized to give that instruction to Intermediary Bank unless 
Originator authorized the instruction. Thus, Originator can control how the charges o 
Originator’s Bank and Intermediary Bank are to be paid. Subsection (d) does not apply to 
charges of Beneficiary’s Bank to Beneficiary. 

In the case discussed in the preceding paragraph the $10 charge is trivial in relation to 
he amount of the payment and it may not be important to Beneficiary how the charge is 
paid. But it may be very important if the $1,000,000 obligation represented the price o 
exercising a right such as an option favorable to Originator and unfavorable to Beneficiary. 
Beneficiary might well argue that it was entitled to receive $1,000,000. If the option was 
exercised shortly before its expiration date, the result could be loss of the option benefit 
because the required payment of $1,000,000 was not made before the option expired. 
Section 4A-406(c) allows Originator to preserve the option benefit. The amount received by 
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Beneficiary is deemed to be $1,000,000 unless Beneficiary demands the $10 and Originator 
does not pay it. 


§ 4A-303. Erroneous Execution of Payment Order. 


(a) A receiving bank that (i) executes the payment order of the sender by, 
issuing a payment. order in an amount greater than the amount of the 


otherwise satisfied. The bank is entitled to recover from the beneficiary o 
he erroneous order the excess payment received to the extent allowed by 
he law governing mistake and restitution. 

(b) A receiving bank that executes the payment order of the sender by is- 
suing a payment order in an amount less than the amount of the sender's 
order is entitled to payment of the amount of the sender's order under 
Section 4A-402(c) if (i) that subsection is otherwise satisfied and (ii) the 
bank corrects its mistake by issuing an additional payment order for the 
benefit of the beneficiary of the sender's order. If the error is not corrected, 
he issuer of the erroneous order is entitled to receive or retain payment 
from the sender of the order it accepted only to the extent of the amount o 
he erroneous order. This subsection does not apply if the receiving bank 
executes the sender's payment order by issuing a payment order in an 
amount less than the amount of the sender's order for the purpose o 
obtaining payment of its charges for services and expenses pursuant to 
instruction of the sender. 


(c) If a receiving bank executes the payment order of the sender by issu- 
ing a payment order to a beneficiary different from the beneficiary of the 
sender's order and the funds transfer is completed on the basis of that er- 
ror, the sender of the payment order that was erroneously executed and all 
previous senders in the funds transfer are not obliged to pay the payment 
orders they issued. The issuer of the erroneous order is entitled to recover 
from the beneficiary of the order the payment received to the extent al- 
lowed by the law governing mistake and restitution. 


Official Comment 

1. Section 44-303 states the effect of erroneous execution of a payment order by the 
eceiving bank. Under Section 4A-402(c) the sender of a payment order is obliged to pay the 
amount of the order to the receiving bank if the bank executes the order, but the obligation 
0 pay is excused if the beneficiary's bank does not accept a payment order instructing pay- 
ment to the beneficiary of the sender's order. If erroneous execution of the sender's order 
causes the wrong beneficiary to be paid, the sender is not required to pay. If erroneous exe- 
cution causes the wrong amount to be paid the sender is not obliged to pay the receiving 
bank an amount in excess of the amount of the sender's order. Section 44-303 takes prece- 
dence over Section 4A-402(c) and states the liability of the sender and the rights of the 
eceiving bank in various cases of erroneous execution. 

2. Subsections (a) and (b) deal with cases in which the receiving bank executes by issuing 
a payment order in the wrong amount. If Originator ordered Originators Bank to pay 
$1,000,000 to the account of Beneficiary in Beneficiary's Bank, but Originator’s Bank erro- 
neously instructed Beneficiary's Bank to pay $2,000,000 to Beneficiary's account, subsection 
(a) applies. If Beneficiary’ s Bank accepts the order of Originator’s Bank, Beneficiary’s Bank 
is entitled to receive $2,000,000 from Originator’s Bank, but Originator’s Bank is entitled 
o receive only $1,000,000 from Originator. Originator’s Bank is entitled to recover the 
overpayment from Beneficiary to the extent allowed by the law governing mistake and 
estitution. Originator’s Bank would normally have a right to recover the overpayment 
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rom Beneficiary, but in unusual cases the law of restitution might allow Beneficiary to 
eep all or part of the overpayment. For example, if Originator owed $2,000,000 to Benefi- 
ciary and Beneficiary received the extra $1,000,000 in good faith in discharge of the debt, 
Beneficiary may be allowed to keep it. In this case Originator's Bank has paid an obligation 
of Originator and under the law of restitution, which applies through Section 1-103, 
Originators Bank would be subrogated to Beneficiary's rights against Originator on the 
obligation paid by Originator's Bank. 

If Originators Bank erroneously executed Originator's order by instructing Beneficiary's 
Bank to pay less than $1,000,000, subsection (b) applies. If Originators Bank corrects its 
error by issuing another payment order to Beneficiary's Bank that results in payment o 
$1,000,000 to Beneficiary, Originator’s Bank is entitled to payment of $1,000,000 from 
Originator. If the mistake is not corrected, Originator's Bank is entitled to payment from 
Originator only in the amount of the order issued by Originator's Bank. 

3. Subsection (a) also applies to duplicate payment orders. Assume Originators Bank 
properly executes Originator's $1,000,000 payment order and then by mistake issues a 
second $1,000,000 payment order in execution of Originator's order. If Beneficiary's Bank 
accepts both orders issued by Originator’s Bank, Beneficiary's Bank is entitled to receive 
$2,000,000 from Originator’s Bank but Originator's Bank is entitled to receive only 
$1,000,000 from Originator. The remedy of Originator's Bank is the same as that of a 

eceiving bank that executes by issuing an order in an amount greater than the sender's 
order. It may recover the overpayment from Beneficiary to the extent allowed by the law 
governing mistake and restitution and in a proper case as stated in Comment 2 may have 
subrogation rights if it is not entitled to recover from Beneficiary. 

4. Suppose Originator instructs Originator’s Bank to pay $1,000,000 to Account #12345 
in Beneficiary’s Bank. Originator’s Bank erroneously instructs Beneficiary's Bank to pay 
$1,000,000 to Account #12346 and Beneficiary’s Bank accepted. Subsection (c) covers this 
case. Originator is not obliged to pay its payment order, but Originator’s Bank is required 

o pay $1,000,000 to Beneficiary’s Bank. The remedy of Originator’s Bank is to recover 
$1,000,000 from the holder of Account #12346 that received payment by mistake. Recovery 
based on the law of mistake and restitution is described in Comment 2. 


§ 4A-304. Duty of Sender to Report Erroneously Executed 
Payment Order. 

If the sender of a payment order that is erroneously executed as stated 
in Section 4A-308 receives notification from the receiving bank that the or- 
der was executed or that the sender’s account was debited with respect to 

he order, the sender has a duty to exercise ordinary care to determine, on 
he basis of information available to the sender, that the order was errone- 
ously executed and to notify the bank of the relevant facts within a reason- 
able time not exceeding 90 days after the notification from the bank was 
received by the sender. If the sender fails to perform that duty, the bank is 
mot obliged to pay interest on any amount refundable to the sender under 
Section 4A-402(d) for the period before the bank learns of the execution 
error. The bank is not entitled to any recovery from the sender on account 
of a failure by the sender to perform the duty stated in this section. 


Official Comment 


This section is identical in effect to Section 4A-204 which applies to unauthorized orders 
issued in the name of a customer of the receiving bank. The rationale is stated in Comment 
2 to Section 4A-204. 


$ 44-305. Liability for Late or Improper Execution or Failure to 
Execute Payment Order. 
(a) If a funds transfer is completed but execution of a payment order by 
he receiving bank in breach of Section 44-302 results in delay in payment 
o the beneficiary, the bank is obliged to pay interest to either the origina- 
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or or the beneficiary of the funds transfer for the period of delay caused 
by the improper execution. Except as provided in subsection (c), additional 
damages are not recoverable. 

(b) If execution of a payment order by a receiving bank in breach o 
Section 4A-302 results in (i) noncompletion of the funds transfer, (ii) fail- 

re to use an intermediary bank designated by the originator, or (iii) issu- 
ance of a payment order that does not comply with the terms of the pay- 

ent order of the originator, the bank is liable to the originator for its 
expenses in the funds transfer and for incidental expenses and interest 
losses, to the extent not covered by subsection (a), resulting from the 
improper execution. Except as provided in subsection (c), additional dam- 
ages are not recoverable. 

(c) In addition to the amounts payable under subsections (a) and (b), 
damages, including consequential damages, are recoverable to the extent 
provided in an express written agreement of the receiving bank. 

(d) If a receiving bank fails to execute a payment order it was obliged by 
express agreement to execute, the receiving bank is liable to the sender for 
its expenses in the transaction and for incidental expenses and interest 
losses resulting from the failure to execute. Additional damages, including 
consequential damages, are recoverable to the extent provided in an 
express written agreement of the receiving bank, but are not otherwise 
recoverable. 

(e) Reasonable attorney’s fees are recoverable if demand for compensa- 

ion under subsection (a) or (b) is made and refused before an action is 


brought on the claim. If a claim is made for breach of an agreement under 
subsection (d) and the agreement does not provide for damages, reasonable 
attorney’s fees are recoverable if demand for compensation under subsec- 
ion (d) is made and refused before an action is brought on the claim. 
(f) Except as stated in this section, the liability of a receiving bank 
nder subsections (a) and (b) may not be varied by agreement. 


Official Comment 

1. Subsection (a) covers cases of delay in completion of a funds transfer resulting from an 
execution by a receiving bank in breach of Section 4A-302(a). The receiving bank is obliged 
o pay interest on the amount of the order for the period of the delay. The rate of interest is 
stated in Section 4A-506. With respect to wire transfers (other than ACH transactions) 

ithin the United States, the expectation is that the funds transfer will be completed the 
same day. In those cases, the originator can reasonably expect that the originator's account 

ill be debited on the same day as the beneficiary's account is credited. If the funds transfer 
is delayed, compensation can be paid either to the originator or to the beneficiary. The 
normal practice is to compensate the beneficiary's bank to allow that bank to compensate 
he beneficiary by back-valuing the payment by the number of days of delay. Thus, the ben- 
eficiary is in the same position that it would have been in if the funds transfer had been 
completed on the same day. Assume on Day 1, Originator's Bank issues its payment order 
o Intermediary Bank which is received on that day. Intermediary Bank does not execute 
hat order until Day 2 when it issues an order to Beneficiary's Bank which is accepted on 
hat day. Intermediary Bank complies with subsection (a) by paying one day's interest to 
Beneficiary's Bank for the account of Beneficiary. 

2. Subsection (b) applies to cases of breach of Section 44-302 involving more than mere 
delay. In those cases the bank is liable for damages for improper execution but they are 
imited to compensation for interest losses and incidental expenses of the sender resulting 

om the breach, the expenses of the sender in the funds transfer and attorney's fees. This 
subsection reflects the judgment that imposition of consequential damages on a bank for 
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commission of an error is not justified. 

The leading common law case on the subject of consequential damages is Evra Corp. v. 
Swiss Bank Corp., 673 F.2d 951 (7th Cir.1982), in which Swiss Bank, an intermediary 
bank, failed to execute a payment order. Because the beneficiary did not receive timely pay- 
ment the originator lost a valuable ship charter. The lower court awarded the originator 
$2.1 million for lost profits even though the amount of the payment order was only $27,000. 

he Seventh Circuit reversed, in part on the basis of the common law rule of Hadley v. 
Baxendale that consequential damages may not be awarded unless the defendant is put on 

otice of the special circumstances giving rise to them. Swiss Bank may have known that 
he originator was paying the shipowner for the hire of a vessel but did not know that a 
avorable charter would be lost if the payment was delayed. *Electronic payments are not 
so unusual as to automatically place a bank on notice of extraordinary consequences if such 
a transfer goes awry. Swiss Bank did not have enough information to infer that if it lost a 
$27,000 payment order it would face liability in excess of $2 million." 673 F.2d at 956. 

If Evra means that consequential damages can be imposed if the culpable bank has no- 
ice of particular circumstances giving rise to the damages, it does not provide an accept- 
able solution to the problem of bank liability for consequential damages. In the typical case 
ransmission of the payment order is made electronically. Personnel of the receiving bank 
hat process payment orders are not the appropriate people to evaluate the risk of liability 
or consequential damages in relation to the price charged for the wire transfer service. 
Even if notice is received by higher level management personnel who could make an ap- 
propriate decision whether the risk is justified by the price, liability based on notice would 
equire evaluation of payment orders on an individual basis. This kind of evaluation is in- 
consistent with the high-speed, low-price, mechanical nature of the processing system that 
characterizes wire transfers. Moreover, in Evra the culpable bank was an intermediary 
bank with which the originator did not deal. Notice to the originator’s bank would not bind 
he intermediary bank, and it seems impractical for the originator's bank to convey notice 
of this kind to intermediary banks in the funds transfer. The success of the wholesale wire 
ransfer industry has largely been based on its ability to effect payment at low cost and 
great speed. Both of these essential aspects of the modern wire transfer system would be 
adversely affected by a rule that imposed on banks liability for consequential damages. 
banking industry amicus brief in Evra stated: “Whether banks can continue to make EFT 
services available on a widespread basis, by charging reasonable rates, depends on whether 
hey can do so without incurring unlimited consequential risks. Certainly, no bank would 
handle for $3.25 a transaction entailing potential liability in the millions of dollars." 

As the court in Evra also noted, the originator of the funds transfer is in the best position 
o evaluate the risk that a funds transfer will not be made on time and to manage that risk 
by issuing a payment order in time to allow monitoring of the transaction. The originator, 
by asking the beneficiary, can quickly determine if the funds transfer has been completed. 
If the originator has sent the payment order at a time that allows a reasonable margin for 
correcting error, no loss is likely to result if the transaction is monitored. The other 
published cases on this issue reach the Evra result. Central Coordinates, Inc. v. Morgan 
Guaranty Trust Co., 40 U.C.C.Rep.Serv. 1340 (N.Y.Sup.Ct.1985), and Gatoil (U.S.A.), Inc. 

. Forest Hill State Bank, 1 U.C.C.Rep.Serv.2d 171 (D.Md.1986). 

Subsection (c) allows the measure of damages in subsection (b) to be increased by an 
express written agreement of the receiving bank. An originator's bank might be willing to 
assume additional responsibilities and incur additional liability in exchange for a higher 
ee. 

3. Subsection (d) governs cases in which a receiving bank has obligated itself by express 
agreement to accept payment orders of a sender. In the absence of such an agreement there 
is no obligation by a receiving bank to accept a payment order. Section 44-212. The mea- 
sure of damages for breach of an agreement to accept a payment order is the same as that 
stated in subsection (b). As in the case of subsection (b), additional damages, including 
consequential damages, may be recovered to the extent stated in an express written agree- 
ment of the receiving bank. 

4. Reasonable attorney's fees are recoverable only in cases in which damages are limited 
o statutory damages stated in subsections (a), (b) and (d). If additional damages are recov- 
erable because provided for by an express written agreement, attorney's fees are not 
ecoverable. The rationale is that there is no need for statutory attorney's fees in the latter 
case, because the parties have agreed to a measure of damages which may or may not 
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provide for attorney’s fees. 
5. The effect of subsection (f) is to prevent reduction of a receiving bank’s liability under 
Section 4A-305. 


PART 4. PAYMENT 


§ 4A-401. Payment Date. 

“Payment date” of a payment order means the day on which the amount 
of the order is payable to the beneficiary by the beneficiary’s bank. The 
payment date may be determined by instruction of the sender but cannot 
be earlier than the day the order is received by the beneficiary’s bank and, 

nless otherwise determined, is the day the order is received by the 
beneficiary's bank. 


Official Comment 

“Payment date" refers to the day the beneficiary's bank is to pay the beneficiary. The pay- 
ment date may be expressed in various ways so long as it indicates the day the beneficiary, 
is to receive payment. For example, in ACH transfers the payment date is the equivalent o 
“settlement date" or “effective date." Payment date applies to the payment order issued to 
he beneficiary's bank, but a payment order issued to a receiving bank other than the 
beneficiary's bank may also state a date for payment to the beneficiary. In the latter case, 
he statement of a payment date is to instruct the receiving bank concerning time of execu- 
ion of the sender's order. Section 4A-301(b). 


§ 4A-402. Obligation of Sender to Pay Receiving Bank. 
(a) This section is subject to Sections 4A-205 and 4A-207. 
(b) With respect to a payment order issued to the beneficiary's bank, ac- 


ceptance of the order by the bank obliges the sender to pay the bank the 
amount of the order, but payment is not due until the payment date of the 
order. 


(c) This subsection is subject to subsection (e) and to Section 4A-303. 

ith respect to a payment order issued to a receiving bank other than the 
beneficiarys bank, acceptance of the order by the receiving bank obliges 
he sender to pay the bank the amount of the sender's order. Payment by; 
he sender is not due until the execution date of the sender's order. The 
obligation of that sender to pay its payment order is excused if the funds 
ransfer is not completed by acceptance by the beneficiary's bank of a pay- 

ent order instructing payment to the beneficiary of that sender's pay- 
ment order. 

(d) If the sender of a payment order pays the order and was not obliged 

o pay all or part of the amount paid, the bank receiving payment is obliged 
o refund payment to the extent the sender was not obliged to pay. Except 
as provided in Sections 4A-204 and 44-304, interest is payable on the 
refundable amount from the date of payment. 

(e) If a funds transfer is not completed as stated in subsection (c) and an 
intermediary bank is obliged to refund payment as stated in subsection (d) 
but is unable to do so because not permitted by applicable law or because 
he bank suspends payments, a sender in the funds transfer that executed 
a payment order in compliance with an instruction, as stated in Section 
4A-302(a)(1), to route the funds transfer through that intermediary bank 
is entitled to receive or retain payment from the sender of the payment or- 
der that it accepted. The first sender in the funds transfer that issued an 
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instruction requiring routing through that intermediary bank is subrogated! 
o the right of the bank that paid the intermediary bank to refund as 
stated in subsection (d). 
(f) The right of the sender of a payment order to be excused from the 
obligation to pay the order as stated in subsection (c) or to receive refund 
nder subsection (d) may not be varied by agreement. 


Official Comment 

1. Subsection (b) states that the sender of a payment order to the beneficiary’s bank must 
pay the order when the beneficiary’s bank accepts the order. At that point the beneficiary’s 
bank is obliged to pay the beneficiary. Section 4A-404(a). The last clause of subsection (b) 
covers a case of premature acceptance by the beneficiary’s bank. In some funds transfers, 
notably automated clearing house transfers, a beneficiary’s bank may receive a payment or- 
der with a payment date after the day the order is received. The beneficiary’s bank might 
accept the order before the payment date by notifying the beneficiary of receipt of the order. 
Although the acceptance obliges the beneficiary’s bank to pay the beneficiary, payment is 
not due until the payment date. The last clause of subsection (b) is consistent with that 

esult. The beneficiary’s bank is also not entitled to payment from the sender until the pay- 
ment date. 

2. Assume that Originator instructs Bank A to order immediate payment to the account 
of Beneficiary in Bank B. Execution of Originator’s payment ordered by Bank A is accep- 

ance under Section 4A-209(a). Under the second sentence of Section 4A-402(c) the accep- 
ance creates an obligation of Originator to pay Bank A the amount of the order. The last 
clause of that sentence deals with attempted funds transfers that are not completed. In 
hat event the obligation of the sender to pay its payment order is excused. Originator 
makes payment to Beneficiary when Bank B, the beneficiary’s bank, accepts a payment or- 
der for the benefit of Beneficiary. Section 4A-406(a). If that acceptance by Bank B does not 
occur, the funds transfer has miscarried because Originator has not paid Beneficiary. 
Originator doesn’t have to pay its payment order, and if it has already paid it is entitled to 
efund of the payment with interest. The rate of interest is stated in Section 4A-506. This 
“money-back guarantee” is an important protection of Originator. Originator is assured 
hat it will not lose its money if something goes wrong in the transfer. For example, risk o 
oss resulting from payment to the wrong beneficiary is borne by some bank, not by 
Originator. The most likely reason for noncompletion is a failure to execute or an erroneous 
execution of a payment order by Bank A or an intermediary bank. Bank A may have issued 
its payment order to the wrong bank or it may have identified the wrong beneficiary in its 
order. The money-back guarantee is particularly important to Originator if noncompletion 
of the funds transfer is due to the fault of an intermediary bank rather than Bank A. In 
hat case Bank A must refund payment to Originator, and Bank A has the burden o 
obtaining refund from the intermediary bank that it paid. 

Subsection (c) can result in loss if an intermediary bank suspends payments. Suppose 
Originator instructs Bank A to pay to Beneficiary's account in Bank B and to use Bank C 
as an intermediary bank. Bank A executes Originator's order by issuing a payment order to 
Bank C. Bank A pays Bank C. Bank C fails to execute the order of Bank A and suspends 
payments. Under subsections (c) and (d), Originator is not obliged to pay Bank A and is 
entitled to refund from Bank A of any payment that it may have made. Bank A is entitled 

o a refund from Bank C, but Bank C is insolvent. Subsection (e) deals with this case. Bank 
A was required to issue its payment order to Bank C because Bank C was designated as an 
intermediary bank by Originator. Section 4A-302(a)(1). In this case Originator takes the 
isk of insolvency of Bank C. Under subsection (e), Bank A is entitled to payment from 
Originator and Originator is subrogated to the right of Bank A under subsection (d) to 
efund of payment from Bank C. 

3. A payment order is not like a negotiable instrument on which the drawer or maker has 
iability. Acceptance of the order by the receiving bank creates an obligation of the sender 
o pay the receiving bank the amount of the order. That is the extent of the sender’s li- 

ability to the receiving bank and no other person has any rights against the sender with re- 
spect to the sender’s order. 
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§ 4A-403. Payment by Sender to Receiving Bank. 

(a) Payment of the sender’s obligation under Section 4A-402 to pay the 
receiving bank occurs as follows: 

(1) If the sender is a bank, payment occurs when the receiving bank 
receives final settlement of the obligation through a Federal Reserve 
Bank or through a funds-transfer system. 

(2) If the sender is a bank and the sender (i) credited an account of the 
receiving bank with the sender, or (ii) caused an account of the receiving 
bank in another bank to be credited, payment occurs when the credit is 
withdrawn or, if not withdrawn, at midnight of the day on which the 
credit is withdrawable and the receiving bank learns of that fact. 

(3) If the receiving bank debits an account of the sender with the 
receiving bank, payment occurs when the debit is made to the extent the 
debit is covered by a withdrawable credit balance in the account. 

(b) If the sender and receiving bank are members of a funds-transfer 
system that nets obligations multilaterally among participants, the receiv- 
ing bank receives final settlement when settlement is complete in accor- 
dance with the rules of the system. The obligation of the sender to pay the 
amount of a payment order transmitted through the funds-transfer system 
may be satisfied, to the extent permitted by the rules of the system, by set- 

ing off and applying against the sender’s obligation the right of the sender 
o receive payment from the receiving bank of the amount of any other 
payment order transmitted to the sender by the receiving bank through 
he funds-transfer system. The aggregate balance of obligations owed by 


each sender to each receiving bank in the funds-transfer system may be 
satisfied, to the extent permitted by the rules of the system, by setting ofi 
and applying against that balance the aggregate balance of obligations 
owed to the sender by other members of the system. The aggregate bal- 
ance is determined after the right of setoff stated in the second sentence o 
his subsection has been exercised. 


(c) If two banks transmit payment orders to each other under an agree- 
ment that settlement of the obligations of each bank to the other under 
Section 4A-402 will be made at the end of the day or other period, the total 
amount owed with respect to all orders transmitted by one bank shall be 
set off against the total amount owed with respect to all orders transmit- 

ed by the other bank. To the extent of the setoff, each bank has made pay- 
ment to the other. 


(d) In a case not covered by subsection (a), the time when payment of the 
sender's obligation under Section 4A-402(b) or 4A-402(c) occurs is governed 
by applicable principles of law that determine when an obligation is 
satisfied. 


Official Comment 

1. This section defines when a sender pays the obligation stated in Section 4A-402. If a 
group of two or more banks engage in funds transfers with each other, the participating 
banks will sometimes be senders and sometimes receiving banks. With respect to payment 
orders other than Fedwires, the amounts of the various payment orders may be credited 
and debited to accounts of one bank with another or to a clearing house account of each 
bank and amounts owed and amounts due are netted. Settlement is made through a Federal 
Reserve Bank by charges to the Federal Reserve accounts of the net debtor banks and 
credits to the Federal Reserve accounts of the net creditor banks. In the case of Fedwires 
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he sender's obligation is settled by a debit to the Federal Reserve account of the sender 
and a credit to the Federal Reserve account of the receiving bank at the time the receiving 
bank receives the payment order. Both of these cases are covered by subsection (a)(1). 

en the Federal Reserve settlement becomes final the obligation of the sender under 
Section 4A-402 is paid. 

2. In some cases a bank does not settle an obligation owed to another bank through a 

Federal Reserve Bank. This is the case if one of the banks is a foreign bank without access 

o the Federal Reserve payment system. In this kind of case, payment is usually made by; 
credits or debits to accounts of the two banks with each other or to accounts of the two 
banks in a third bank. Suppose Bank B has an account in Bank A. Bank A advises Bank B 
hat its account in Bank A has been credited $1,000,000 and that the credit is immediately 

ithdrawable. Bank A also instructs Bank B to pay $1,000,000 to the account of Benefi- 
ciary in Bank B. This case is covered by subsection (a)(2). Bank B may want to immediately 

ithdraw this credit. For example, it might do so by instructing Bank A to debit the ac- 
count and pay some third party. Payment by Bank A to Bank B of Bank A's payment order 
occurs when the withdrawal is made. Suppose Bank B does not withdraw the credit. Since 
Bank B is the beneficiary's bank, one of the effects of receipt of payment by Bank B is that 
acceptance of Bank A's payment order automatically occurs at the time of payment. Section 
4A-209(b)(2). Acceptance means that Bank B is obliged to pay $1,000,000 to Beneficiary. 
Section 4A-404(a). Subsection (a)(2) of Section 4A-403 states that payment does not occur 
until midnight if the credit is not withdrawn. This allows Bank B an opportunity to reject 
he order if it does not have time to withdraw the credit to its account and it is not willing 
o incur the liability to Beneficiary before it has use of the funds represented by the credit. 

3. Subsection (a)(3) applies to a case in which the sender (bank or nonbank) has a funded 
account in the receiving bank. If Sender has an account in Bank and issues a payment or- 
der to Bank, Bank can obtain payment from Sender by debiting the account of Sender, 

hich pays its Section 44-402 obligation to Bank when the debit is made. 

4. Subsection (b) deals with multilateral settlements made through a funds transfer 
system and is based on the CHIPS settlement system. In a funds transfer system such as 
CHIPS, which allows the various banks that transmit payment orders over the system to 
settle obligations at the end of each day, settlement is not based on individual payment 
orders. Each bank using the system engages in funds transfers with many other banks us- 
ing the system. Settlement for any participant is based on the net credit or debit position o 
hat participant with all other banks using the system. Subsection (b) is designed to make 
clear that the obligations of any sender are paid when the net position of that sender is 
settled in accordance with the rules of the funds transfer system. This provision is intended 

o invalidate any argument, based on common-law principles, that multilateral netting is 

ot valid because mutuality of obligation is not present. Subsection (b) dispenses with any 
mutuality of obligation requirements. Subsection (c) applies to cases in which two banks 
send payment orders to each other during the day and settle with each other at the end o 
he day or at the end of some other period. It is similar to subsection (b) in that it recog- 
izes that a sender's obligation to pay a payment order is satisfied by a setoff. The obliga- 
ions of each bank as sender to the other as receiving bank are obligations of the bank itsel 
and not as representative of customers. These two sections are important in the case o 
insolvency of a bank. They make clear that liability under Section 4A-402 is based on the 
net position of the insolvent bank after setoff. 

5. Subsection (d) relates to the uncommon case in which the sender doesn't have an ac- 
count relationship with the receiving bank and doesn't settle through a Federal Reserve 
Bank. An example would be a customer that pays over the counter for a payment order 
hat the customer issues to the receiving bank. Payment would normally be by cash, check 
or bank obligation. When payment occurs is determined by law outside Article 4A. 


§ 4A-404. Obligation of Beneficiary's Bank to Pay and Give Notice 
to Beneficiary. 

(a) Subject to Sections 4A-211(e), 4A-405(d), and 4A-405(e), if a 
beneficiary's bank accepts a payment order, the bank is obliged to pay the 
amount of the order to the beneficiary of the order. Payment is due on the 
payment date of the order, but if acceptance occurs on the payment date 
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after the close of the funds-transfer business day of the bank, payment is 
due on the next funds-transfer business day. If the bank refuses to pay af- 
er demand by the beneficiary and receipt of notice of particular circum- 
stances that will give rise to consequential damages as a result of nonpay- 

ent, the beneficiary may recover damages resulting from the refusal to 
pay to the extent the bank had notice of the damages, unless the bank 
proves that it did not pay because of a reasonable doubt concerning the 
right of the beneficiary to payment. 

(b) If a payment order accepted by the beneficiary’s bank instructs pay- 

ent to an account of the beneficiary, the bank is obliged to notify the ben- 
eficiary of receipt of the order before midnight of the next funds-transfer 
business day following the payment date. If the payment order does not 
instruct payment to an account of the beneficiary, the bank is required to 
otify the beneficiary only if notice is required by the order. Notice may be 


circumstances. If the bank fails to give the required notice, the bank is 
obliged to pay interest to the beneficiary on the amount of the payment or- 
der from the day notice should have been given until the day the benefi- 
ciary learned of receipt of the payment order by the bank. No other dam- 
ages are recoverable. Reasonable attorney’s fees are also recoverable i 
demand for interest is made and refused before an action is brought on the 
claim. 

(c) The right of a beneficiary to receive payment and damages as stated 
in subsection (a) may not be varied by agreement or a funds-transfer 
system rule. The right of a beneficiary to be notified as stated in subsection 


(b) may be varied by agreement of the beneficiary or by a funds-transfer 
system rule if the beneficiary is notified of the rule before initiation of the 
funds transfer. 


Official Comment 
1. The first sentence of subsection (a) states the time when the obligation of the 
beneficiary's bank arises. The second and third sentences state when the beneficiary’s bank 
must make funds available to the beneficiary. They also state the measure of damages for 
ailure, after demand, to comply. Since the Expedited Funds Availability Act, 12 U.S.C. 
4001 et seq., also governs funds availability in a funds transfer, the second and third sen- 
ences of subsection (a) may be subject to preemption by that Act. 

2. Subsection (a) provides that the beneficiary of an accepted payment order may recover 
consequential damages if the beneficiary’s bank refuses to pay the order after demand by 
he beneficiary if the bank at that time had notice of the particular circumstances giving 
ise to the damages. Such damages are recoverable only to the extent the bank had “notice 
of the damages.” The quoted phrase requires that the bank have notice of the general type 
or nature of the damages that will be suffered as a result of the refusal to pay and their 
general magnitude. There is no requirement that the bank have notice of the exact or even 
he approximate amount of the damages, but if the amount of damages is extraordinary the 
bank is entitled to notice of that fact. For example, in Evra Corp. v. Swiss Bank Corp., 673 
F.2d 951 (7th Cir.1982), failure to complete a funds transfer of only $27,000 required to 
etain rights to a very favorable ship charter resulted in a claim for more than $2,000,000 
of consequential damages. Since it is not reasonably foreseeable that a failure to make a 
elatively small payment will result in damages of this magnitude, notice is not sufficient i 
he beneficiary's bank has notice only that the $27,000 is necessary to retain rights on a 
ship charter. The bank is entitled to notice that an exceptional amount of damages will 
esult as well. For example, there would be adequate notice if the bank had been made 

aware that damages of $1,000,000 or more might result. 
3. Under the last clause of subsection (a) the beneficiary's bank is not liable for damages 
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if its refusal to pay was “because of a reasonable doubt concerning the right of the benefi- 
ciary to payment." Normally there will not be any question about the right of the benefi- 
ciary to receive payment. Normally, the bank should be able to determine whether it has 
accepted the payment order and, if it has been accepted, the first sentence of subsection (a) 
states that the bank is obliged to pay. There may be uncommon cases, however, in which 
here is doubt whether acceptance occurred. For example, if acceptance is based on receipt 
of payment by the beneficiary's bank under Section 4A-403(a)(1) or (2), there may be cases 
in which the bank is not certain that payment has been received. There may also be cases 
in which there is doubt about whether the person demanding payment is the person identi- 
ed in the payment order as beneficiary of the order. 

The last clause of subsection (a) does not apply to cases in which a funds transfer is be- 
ing used to pay an obligation and a dispute arises between the originator and the benefi- 
ciary concerning whether the obligation is in fact owed. For example, the originator may 
ry to prevent payment to the beneficiary by the beneficiary's bank by alleging that the ben- 
eficiary is not entitled to payment because of fraud against the originator or a breach o 
contract relating to the obligation. The fraud or breach of contract claim of the originator 
may be grounds for recovery by the originator from the beneficiary after the beneficiary is 
paid, but it does not affect the obligation of the beneficiary's bank to pay the beneficiary. 

nless the payment order has been cancelled pursuant to Section 4A-211(c), there is no 
excuse for refusing to pay the beneficiary and, in a proper case, the refusal may result in 
consequential damages. Except in the case of a book transfer, in which the beneficiary's 
bank is also the originator's bank, the originator of a funds transfer cannot cancel a pay- 
ment order to the beneficiary's bank, with or without the consent of that bank, because the 
originator is not the sender of that order. Thus, the beneficiary's bank may safely ignore 
any instruction by the originator to withhold payment to the beneficiary. 

4. Subsection (b) states the duty of the beneficiary's bank to notify the beneficiary o 
eceipt of the order. If acceptance occurs under Section 4A-209(b)(1) the beneficiary is 
ormally notified. Thus, subsection (b) applies primarily to cases in which acceptance oc- 

curs under Section 4A-209(b)(2) or (3). Notice under subsection (b) is not required if the 
person entitled to the notice agrees or a funds transfer system rule provides that notice is 
not required and the beneficiary is given notice of the rule. In ACH transactions the normal 
practice is not to give notice to the beneficiary unless notice is requested by the beneficiary. 

his practice can be continued by adoption of a funds transfer system rule. Subsection (a) 

is not subject to variation by agreement or by a funds transfer system rule. 


$ 4A-405. Payment by Beneficiary's Bank to Beneficiary. 

(a) If the beneficiary's bank credits an account of the beneficiary of a 
payment order, payment of the bank's obligation under Section 4A-404(a) 
occurs when and to the extent (i) the beneficiary is notified of the right to 

ithdraw the credit, (ii) the bank lawfully applies the credit to a debt o 

he beneficiary, or (iii) funds with respect to the order are otherwise made 
available to the beneficiary by the bank. 

(b) If the beneficiary's bank does not credit an account of the beneficiary 
of a payment order, the time when payment of the bank's obligation under 
Section 4A-404(a) occurs is governed by principles of law that determine 

hen an obligation is satisfied. 

(c) Except as stated in subsections (d) and (e), if the beneficiary's bank 
pays the beneficiary of a payment order under a condition to payment or 
agreement of the beneficiary giving the bank the right to recover payment 
from the beneficiary if the bank does not receive payment of the order, the 
condition to payment or agreement is not enforceable. 

(d) A funds-transfer system rule may provide that payments made to 
beneficiaries of funds transfers made through the system are provisional 

ntil receipt of payment by the beneficiary's bank of the payment order it 
accepted. A beneficiary's bank that makes a payment that is provisional 
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requires that both the beneficiary and the originator be given notice of the 
provisional nature of the payment before the funds transfer is initiated, (ii) 
he beneficiary, the beneficiary's bank and the originator's bank agreed to 
be bound by the rule, and (iii) the beneficiary’s bank did not receive pay- 

ent of the payment order that it accepted. If the beneficiary is obliged to 
refund payment to the beneficiary’s bank, acceptance of the payment order 
by the beneficiary’s bank is nullified and no payment by the originator o 
he funds transfer to the beneficiary occurs under Section 4A-406. 


(e) This subsection applies to a funds transfer that includes a payment 
order transmitted over a funds-transfer system that (i) nets obligations 

ultilaterally among participants, and (ii) has in effect a loss-sharing 
agreement among participants for the purpose of providing funds neces- 
sary to complete settlement of the obligations of one or more participants 
hat do not meet their settlement obligations. If the beneficiary’s bank in 
he funds transfer accepts a payment order and the system fails to 
complete settlement pursuant to its rules with respect to any payment or- 
der in the funds transfer, (i) the acceptance by the beneficiary's bank is 
nullified and no person has any right or obligation based on the accep- 
ance, (ii) the beneficiary's bank is entitled to recover payment from the 
beneficiary, (iii) no payment by the originator to the beneficiary occurs 
nder Section 4A-406, and (iv) subject to Section 4A-402(e), each sender in 
he funds transfer is excused from its obligation to pay its payment order 
nder Section 4A-402(c) because the funds transfer has not been completed. 


Official Comment 
1. This section defines when the beneficiary’s bank pays the beneficiary and when the 
obligation of the beneficiary's bank under Section 4A-404 to pay the beneficiary is satisfied. 
In almost all cases the bank will credit an account of the beneficiary when it receives a pay- 
ment order. In the typical case the beneficiary is paid when the beneficiary is given notice 
of the right to withdraw the credit. Subsection (a)(i). In some cases payment might be made 
o the beneficiary not by releasing funds to the beneficiary, but by applying the credit to a. 
debt of the beneficiary. Subsection (a)(ii). In this case the beneficiary gets the benefit of the 
payment order because a debt of the beneficiary has been satisfied. The two principal cases 
in which payment will occur in this manner are setoff by the beneficiary's bank and pay- 
ment of the proceeds of the payment order to a garnishing creditor of the beneficiary. These 
cases are discussed in Comment 2 to Section 4A-502. 
2. If a beneficiary's bank releases funds to the beneficiary before it receives payment from 
he sender of the payment order, it assumes the risk that the sender may not pay the 
sender's order because of suspension of payments or other reason. Subsection (c). As stated 
in Comment 5 to Section 4A-209, the beneficiary's bank can protect itself against this risk 
by delaying acceptance. But if the bank accepts the order it is obliged to pay the beneficiary. 
If the beneficiary's bank has given the beneficiary notice of the right to withdraw a credit 
made to the beneficiary's account, the beneficiary has received payment from the bank. 
Once payment has been made to the beneficiary with respect to an obligation incurred by 
he bank under Section 4A-404(a), the payment cannot be recovered by the beneficiary's 
bank unless subsection (d) or (e) applies. Thus, a right to withdraw a credit cannot be 
evoked if the right to withdraw constituted payment of the bank's obligation. This principle 
applies even if funds were released as a “loan” (see Comment 5 to Section 4A-209), or were 
eleased subject to a condition that they would be repaid in the event the bank does not 
eceive payment from the sender of the payment order, or the beneficiary agreed to return 
he payment if the bank did not receive payment from the sender. 
3. Subsection (c) is subject to an exception stated in subsection (d) which is intended to 
apply to automated clearing house transfers. ACH transfers are made in batches. A 
beneficiary's bank will normally accept, at the same time and as part of a single batch, pay- 
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ment orders with respect to many different originator’s banks. Comment 2 to Section 4A- 
206. The custom in ACH transactions is to release funds to the beneficiary early on the 
payment date even though settlement to the beneficiary's bank does not occur until later in 
he day. The understanding is that payments to beneficiaries are provisional until the 
beneficiary's bank receives settlement. This practice is similar to what happens when a de- 
positary bank releases funds with respect to a check forwarded for collection. If the check is 
dishonored the bank is entitled to recover the funds from the customer. ACH transfers are 

idely perceived as check substitutes. Section 4A-405(d) allows the funds transfer system 
o adopt a rule making payments to beneficiaries provisional. If such a rule is adopted, a 
beneficiary's bank that releases funds to the beneficiary will be able to recover the payment 
if it doesn't receive payment of the payment order that it accepted. There are two require- 
ments with respect to the funds transfer system rule. The beneficiary, the beneficiary's 
bank and the originator's bank must all agree to be bound by the rule and the rule must 
equire that both the beneficiary and the originator be given notice of the provisional 
nature of the payment before the funds transfer is initiated. There is no requirement that 
he notice be given with respect to a particular funds transfer. Once notice of the provi- 
sional nature of the payment has been given, the notice is effective for all subsequent pay- 
ments to or from the person to whom the notice was given. Subsection (d) provides only 
hat the funds transfer system rule must require notice to the beneficiary and the 
originator. The beneficiary's bank will know what the rule requires, but it has no way o 
nowing whether the originator's bank complied with the rule. Subsection (d) does not 
equire proof that the originator received notice. If the originator's bank failed to give the 
equired notice and the originator suffered as a result, the appropriate remedy is an action 
by the originator against the originator's bank based on that failure. But the beneficiary's 
bank will not be able to get the benefit of subsection (d) unless the beneficiary had notice o 
he provisional nature of the payment because subsection (d) requires an agreement by the 
beneficiary to be bound by the rule. Implicit in an agreement to be bound by a rule that 
makes a payment provisional is a requirement that notice be given of what the rule 
provides. The notice can be part of the agreement or separately given. For example, notice 
can be given by providing a copy of the system's operating rules. 

With respect to ACH transfers made through a Federal Reserve Bank acting as an 
intermediary bank, the Federal Reserve Bank is obliged under Section 4A-402(b) to pay a 
beneficiary's bank that accepts the payment order. Unlike Fedwire transfers, under current 
ACH practice a Federal Reserve Bank that processes a payment order does not obligate 
itself to pay if the originator's bank fails to pay the Federal Reserve Bank. It is assumed 
hat the Federal Reserve will use its right of preemption which is recognized in Section 
4A-107 to disclaim the Section 4A-402(b) obligation in ACH transactions if it decides to 
etain the provisional payment rule. 

4. Subsection (e) is another exception to subsection (c). It refers to funds transfer systems 
having loss-sharing rules described in the subsection. CHIPS has proposed a rule that fits 
he description. Under the CHIPS loss-sharing rule the CHIPS banks will have agreed to 
contribute funds to allow the system to settle for payment orders sent over the system dur- 
ing the day in the event that one or more banks are unable to meet their settlement 
obligations. Subsection (e) applies only if CHIPS fails to settle despite the loss-sharing rule. 
Since funds under the loss-sharing rule will be instantly available to CHIPS and will be in 
an amount sufficient to cover any failure that can be reasonably anticipated, it is extremely 
unlikely that CHIPS would ever fail to settle. Thus, subsection (e) addresses an event that 
should never occur. If that event were to occur, all payment orders made over the system 

ould be cancelled under the CHIPS rule. Thus, no bank would receive settlement, whether 
or not a failed bank was involved in a particular funds transfer. Subsection (e) provides 
hat each funds transfer in which there is a payment order with respect to which there is a 
settlement failure is unwound. Acceptance by the beneficiary's bank in each funds transfer 
is nullified. The consequences of nullification are that the beneficiary has no right to receive 
or retain payment by the beneficiary's bank, no payment is made by the originator to the 
beneficiary and each sender in the funds transfer is, subject to Section 4A-402(e), not 
obliged to pay its payment order and is entitled to refund under Section 4A-402(d) if it has 
already paid. 


$ 44-406. Payment by Originator to Beneficiary; Discharge of 
Underlying Obligation. 


(a) Subject to Sections 4A-211(e), 4A-405(d), and 4A-405(e), the origina- 
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or of a funds transfer pays the beneficiary of the originator’s payment or- 

der (i) at the time a payment order for the benefit of the beneficiary is ac- 
cepted by the beneficiary’s bank in the funds transfer and (ii) in an amount 
equal to the amount of the order accepted by the beneficiary’s bank, but 
mot more than the amount of the originator’s order. 

(b) If payment under subsection (a) is made to satisfy an obligation, the 
obligation is discharged to the same extent discharge would result from 
payment to the beneficiary of the same amount in money, unless (i) the 
payment under subsection (a) was made by a means prohibited by the 
contract of the beneficiary with respect to the obligation, (ii) the benefi- 
ciary, within a reasonable time after receiving notice of receipt of the order 
by the beneficiary’s bank, notified the originator of the beneficiary’s refusal 
of the payment, (iii) funds with respect to the order were not withdrawn by 

he beneficiary or applied to a debt of the beneficiary, and (iv) the benefi- 

ciary would suffer a loss that could reasonably have been avoided if pay- 

ent had been made by a means complying with the contract. If payment 
by the originator does not result in discharge under this section, the 
originator is subrogated to the rights of the beneficiary to receive payment 
from the beneficiary’s bank under Section 4A-404(a). 

(c) For the purpose of determining whether discharge of an obligation oc- 
curs under subsection (b), if the beneficiary's bank accepts a payment or- 
der in an amount equal to the amount of the originator’s payment order 
less charges of one or more receiving banks in the funds transfer, payment 

o the beneficiary is deemed to be in the amount of the originator’s order 
nless upon demand by the beneficiary the originator does not pay the 


beneficiary the amount of the deducted charges. 
(d) Rights of the originator or of the beneficiary of a funds transfer 
nder this section may be varied only by agreement of the originator and 
he beneficiary. 


Official Comment 

1. Subsection (a) states the fundamental rule of Article 4A that payment by the origina- 
or to the beneficiary is accomplished by providing to the beneficiary the obligation of the 
beneficiary's bank to pay. Since this obligation arises when the beneficiary's bank accepts a 
payment order, the originator pays the beneficiary at the time of acceptance and in the 
amount of the payment order accepted. 

2. In a large percentage of funds transfers, the transfer is made to pay an obligation o 
he originator. Subsection (a) states that the beneficiary is paid by the originator when the 
beneficiary's bank accepts a payment order for the benefit of the beneficiary. When that 
happens the effect under subsection (b) is to substitute the obligation of the beneficiary’s 
bank for the obligation of the originator. The effect is similar to that under Article 3 if a 
cashier’s check payable to the beneficiary had been taken by the beneficiary. Normally, pay- 
ment by funds transfer is sought by the beneficiary because it puts money into the hands o 
he beneficiary more quickly. As a practical matter the beneficiary and the originator will 
nearly always agree to the funds transfer in advance. Under subsection (b) acceptance by 
he beneficiary’s bank will result in discharge of the obligation for which payment was 
made unless the beneficiary had made a contract with respect to the obligation which did 

ot permit payment by the means used. Thus, if there is no contract of the beneficiary with 
espect to the means of payment of the obligation, acceptance by the beneficiary’s bank of a 
payment order to the account of the beneficiary can result in discharge. 

3. Suppose Beneficiary’s contract stated that payment of an obligation owed by Origina- 
or was to be made by a cashier’s check of Bank A. Instead, Originator paid by a funds 
ransfer to Beneficiary’s account in Bank B. Bank B accepted a payment order for the ben- 
efit of Beneficiary by immediately notifying Beneficiary that the funds were available for 
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ithdrawal. Before Beneficiary had a reasonable opportunity to withdraw the funds Bank 
B suspended payments. Under the unless clause of subsection (b) Beneficiary is not required 
o accept the payment as discharging the obligation owed by Originator to Beneficiary i 
Beneficiary's contract means that Beneficiary was not required to accept payment by wire 
ransfer. Beneficiary could refuse the funds transfer as payment of the obligation and could 
esort to rights under the underlying contract to enforce the obligation. The rationale is 
hat Originator cannot impose the risk of Bank B's insolvency on Beneficiary if Beneficiary 
had specified another means of payment that did not entail that risk. If Beneficiary is 
equired to accept Originator’s payment, Beneficiary would suffer a loss that would not 
have occurred if payment had been made by a cashier's check on Bank A, and Bank A has 
not suspended payments. In this case Originator will have to pay twice. It is obliged to pay 
he amount of its payment order to the bank that accepted it and has to pay the obligation 
it owes to Beneficiary which has not been discharged. Under the last sentence of subsection 
(b) Originator is subrogated to Beneficiary's right to receive payment from Bank B under 
Section 4A-404(a). 

4. Suppose Beneficiary’s contract called for payment by a Fedwire transfer to Bank B, 
but the payment order accepted by Bank B was not a Fedwire transfer. Before the funds 

ere withdrawn by Beneficiary, Bank B suspended payments. The sender of the payment 
order to Bank B paid the amount of the order to Bank B. In this case the payment by 
Originator did not comply with Beneficiary’s contract, but the noncompliance did not result 
in a loss to Beneficiary as required by subsection (b)(iv). A Fedwire transfer avoids the risk 
of insolvency of the sender of the payment order to Bank B, but it does not affect the risk 
hat Bank B will suspend payments before withdrawal of the funds by Beneficiary. Thus, 
he unless clause of subsection (b) is not applicable and the obligation owed to Beneficiary 
is discharged. 

5. Charges of receiving banks in a funds transfer normally are nominal in relationship to 
he amount being paid by the originator to the beneficiary. Wire transfers are normally 
agreed to in advance and the parties may agree concerning how these charges are to be 
divided between the parties. Subsection (c) states a rule that applies in the absence o 
agreement. In some funds transfers charges of banks that execute payment orders are col- 
ected by deducting the charges from the amount of the payment order issued by the bank, 
i.e. the bank issues a payment order that is slightly less than the amount of the payment 
order that is being executed. The process is described in Comment 3 to Section 4A-302. The 
esult in such a case is that the payment order accepted by the beneficiary’s bank will be 
slightly less than the amount of the originator’s order. Subsection (c) recognizes the 
principle that a beneficiary is entitled to full payment of a debt paid by wire transfer as a 
condition to discharge. On the other hand, subsection (c) prevents a beneficiary from deny- 
ing the originator the benefit of the payment by asserting that discharge did not occur 
because deduction of bank charges resulted in less than full payment. The typical case is 
one in which the payment is made to exercise a valuable right such as an option which is 
nfavorable to the beneficiary. Subsection (c) allows discharge notwithstanding the deduc- 
ion unless the originator fails to reimburse the beneficiary for the deducted charges after 
demand by the beneficiary. 


PART 5. MISCELLANEOUS PROVISIONS 


§ 4A-501. Variation by Agreement and Effect of Funds-Transfer 
System Rule. 

(a) Except as otherwise provided in this Article, the rights and obliga- 
ions of a party to a funds transfer may be varied by agreement of the af- 
fected party. 

(b) “Funds-transfer system rule” means a rule of an association of banks 
(i) governing transmission of payment orders by means of a funds-transfer 
system of the association or rights and obligations with respect to those 
orders, or (ii) to the extent the rule governs rights and obligations between 
banks that are parties to a funds transfer in which a Federal Reserve 

ank, acting as an intermediary bank, sends a payment order to the 
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beneficiary's bank. Except as otherwise provided in this Article, a funds- 
ransfer system rule governing rights and obligations between participat- 
ing banks using the system may be effective even if the rule conflicts with 
his Article and indirectly affects another party to the funds transfer who 
does not consent to the rule. A funds-transfer system rule may also govern 
rights and obligations of parties other than participating banks using the 
system to the extent stated in Sections 4A-404(c), 4A-405(d), and 4A- 
507(c). 


Official Comment 

1. This section is designed to give some flexibility to Article 4A. Funds transfer system 
ules govern rights and obligations between banks that use the system. They may cover a 

ide variety of matters such as form and content of payment orders, security procedures, 
cancellation rights and procedures, indemnity rights, compensation rules for delays in 
completion of a funds transfer, time and method of settlement, credit restrictions with re- 
spect to senders of payment orders and risk allocation with respect to suspension of pay- 
ments by a participating bank. Funds transfer system rules can be very effective in 
supplementing the provisions of Article 4A and in filling gaps that may be present in 
Article 4A. To the extent they do not conflict with Article 4A there is no problem with re- 
spect to their effectiveness. In that case they merely supplement Article 4A. Section 4A-501 
goes further. It states that unless the contrary is stated, funds transfer system rules can 
override provisions of Article 4A. Thus, rights and obligations of a sender bank and a 
eceiving bank with respect to each other can be different from that stated in Article 4A to 
he extent a funds transfer system rule applies. Since funds transfer system rules are 
defined as those governing the relationship between participating banks, a rule can have a 
direct effect only on participating banks. But a rule that affects the conduct of a participat- 
ing bank may indirectly affect the rights of nonparticipants such as the originator or bene- 

ciary of a funds transfer, and such a rule can be effective even though it may affect 
onparticipants without their consent. For example, a rule might prevent execution of a 
payment order or might allow cancellation of a payment order with the result that a funds 
ransfer is not completed or is delayed. But a rule purporting to define rights and obliga- 
ions of nonparticipants in the system would not be effective to alter Article 4A rights 
because the rule is not within the definition of funds transfer system rule. Rights and 
obligations arising under Article 4A may also be varied by agreement of the affected par- 
ies, except to the extent Article 4A otherwise provides. Rights and obligations arising 
under Article 4A can also be changed by Federal Reserve regulations and operating 
circulars of Federal Reserve Banks. Section 4A-107. 

2. Subsection (b)(ii) refers to ACH transfers. Whether an ACH transfer is made through 
an automated clearing house of a Federal Reserve Bank or through an automated clearing 
house of another association of banks, the rights and obligations of the originator’s bank 
and the beneficiary’s bank are governed by uniform rules adopted by various associations o 
banks in various parts of the nation. With respect to transfers in which a Federal Reserve 
Bank acts as intermediary bank these rules may be incorporated, in whole or in part, in 
operating circulars of the Federal Reserve Bank. Even if not so incorporated these rules 
can still be binding on the association banks. If a transfer is made through a Federal 
Reserve Bank, the rules are effective under subsection (b)(ii). If the transfer is not made 
hrough a Federal Reserve Bank, the association rules are effective under subsection (b)(i). 


§ 4A-502. Creditor Process Served on Receiving Bank; Setoff by 
Beneficiary’s Bank. 

(a) As used in this section, “creditor process” means levy, attachment, 
garnishment, notice of lien, sequestration, or similar process issued by or 
on behalf of a creditor or other claimant with respect to an account. 

(b) This subsection applies to creditor process with respect to an autho- 
rized account of the sender of a payment order if the creditor process is 
served on the receiving bank. For the purpose of determining rights with 
respect to the creditor process, if the receiving bank accepts the payment 


order the balance in the authorized account is deemed to be reduced by the 
amount of the payment order to the extent the bank did not otherwise 
receive payment of the order, unless the creditor process is served at a 
ime and in a manner affording the bank a reasonable opportunity to act 
on it before the bank accepts the payment order. 


(c) If a beneficiary's bank has received a payment order for payment to 
he beneficiary's account in the bank, the following rules apply: 


(1) The bank may credit the beneficiary's account. The amount credited 
may be set off against an obligation owed by the beneficiary to the bank 
or may be applied to satisfy creditor process served on the bank with re- 
spect to the account. 


(2) The bank may credit the beneficiary's account and allow with- 
drawal of the amount credited unless creditor process with respect to the 
account is served at a time and in a manner affording the bank a rea- 
sonable opportunity to act to prevent withdrawal. 


(3) If creditor process with respect to the beneficiary's account has 
been served and the bank has had a reasonable opportunity to act on it, 
the bank may not reject the payment order except for a reason unrelated 
to the service of process. 


(d) Creditor process with respect to a payment by the originator to the 
beneficiary pursuant to a funds transfer may be served only on the 
beneficiary's bank with respect to the debt owed by that bank to the 
beneficiary. Any other bank served with the creditor process is not obliged 
o act with respect to the process. 


Official Comment 

1. When a receiving bank accepts a payment order, the bank normally receives payment 
rom the sender by debiting an authorized account of the sender. In accepting the sender's 
order the bank may be relying on a credit balance in the account. If creditor process is 
served on the bank with respect to the account before the bank accepts the order but the 
bank employee responsible for the acceptance was not aware of the creditor process at the 
ime the acceptance occurred, it is unjust to the bank to allow the creditor process to take 
he credit balance on which the bank may have relied. Subsection (b) allows the bank to 
obtain payment from the sender's account in this case. Under that provision, the balance in 
he sender's account to which the creditor process applies is deemed to be reduced by the 
amount of the payment order unless there was sufficient time for notice of the service o 
creditor process to be received by personnel of the bank responsible for the acceptance. 

2. Subsection (c) deals with payment orders issued to the beneficiary's bank. The bank 
may credit the beneficiary's account when the order is received, but under Section 4A-404(a) 
he bank incurs no obligation to pay the beneficiary until the order is accepted pursuant to 
Section 4A-209(b). Thus, before acceptance, the credit to the beneficiary’s account is 
provisional. But under Section 4A-209(b) acceptance occurs if the beneficiary's bank pays 
he beneficiary pursuant to Section 4A-405(a). Under that provision, payment occurs if the 
credit to the beneficiary's account is applied to a debt of the beneficiary. Subsection (c)(1) 
allows the bank to credit the beneficiary's account with respect to a payment order and to 
accept the order by setting off the credit against an obligation owed to the bank or applying 
he credit to creditor process with respect to the account. 

Suppose a beneficiary's bank receives a payment order for the benefit of a customer. 
Before the bank accepts the order, the bank learns that creditor process has been served on 
he bank with respect to the customer's account. Normally there is no reason for a 
beneficiary's bank to reject a payment order, but if the beneficiary's account is garnished, 
he bank may be faced with a difficult choice. If it rejects the order, the garnishing creditor's 
potential recovery of funds of the beneficiary is frustrated. It may be faced with a claim by 
he creditor that the rejection was a wrong to the creditor. If the bank accepts the order, 
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he effect is to allow the creditor to seize funds of its customer, the beneficiary. Subsection 

(c)(3) gives the bank no choice in this case. It provides that it may not favor its customer 
over the creditor by rejecting the order. The beneficiary’s bank may rightfully reject only i 
here is an independent basis for rejection. 

3. Subsection (c)(2) is similar to subsection (b). Normally the beneficiary's bank will 

elease funds to the beneficiary shortly after acceptance or it will accept by releasing funds. 

Since the bank is bound by a garnishment order served before funds are released to the 
beneficiary, the bank might suffer a loss if funds were released without knowledge that a 
garnishment order had been served. Subsection (c)(2) protects the bank if it did not have 
adequate notice of the garnishment when the funds were released. 

4. A creditor may want to reach funds involved in a funds transfer. The creditor may try 

o do so by serving process on the originator's bank, an intermediary bank or the 
beneficiary's bank. The purpose of subsection (d) is to guide the creditor and the court as to 
he proper method of reaching the funds involved in a funds transfer. A creditor of the 
originator can levy on the account of the originator in the originator's bank before the funds 
ransfer is initiated, but that levy is subject to the limitations stated in subsection (b). The 
creditor of the originator cannot reach any other funds because no property of the origina- 
or is being transferred. A creditor of the beneficiary cannot levy on property of the origina- 
or and until the funds transfer is completed by acceptance by the beneficiary's bank of a. 
payment order for the benefit of the beneficiary, the beneficiary has no property interest in 
he funds transfer which the beneficiary's creditor can reach. A creditor of the beneficiary 
hat wants to reach the funds to be received by the beneficiary must serve creditor process 
on the beneficiary's bank to reach the obligation of the beneficiary's bank to pay the benefi- 
ciary which arises upon acceptance by the beneficiary's bank under Section 4A-404(a). 

5. “Creditor process” is defined in subsection (a) to cover a variety of devices by which a 
creditor of the holder of a bank account or a claimant to a bank account can seize the 
account. Procedure and nomenclature varies widely from state to state. The term used in 
Section 4A-502 is a generic term. 


$ 4A-503. Injunction or Restraining Order With Respect to Funds 
Transfer. 


For proper cause and in compliance with applicable law, a court may re- 
strain (1) a person from issuing a payment order to initiate a funds transfer, 
(ii) an originator's bank from executing the payment order of the origina- 

or, or (iii) the beneficiary's bank from releasing funds to the beneficiary or 
he beneficiary from withdrawing the funds. A court may not otherwise re- 
strain a person from issuing a payment order, paying or receiving payment 
of a payment order, or otherwise acting with respect to a funds transfer. 


Official Comment 

This section is related to Section 4A-502(d) and to Comment 4 to Section 4A-502. It is 
designed to prevent interruption of a funds transfer after it has been set in motion. The ini- 
iation of a funds transfer can be prevented by enjoining the originator or the originator's 
bank from issuing a payment order. After the funds transfer is completed by acceptance o 
a payment order by the beneficiary's bank, that bank can be enjoined from releasing funds 
o the beneficiary or the beneficiary can be enjoined from withdrawing the funds. No other 
injunction is permitted. In particular, intermediary banks are protected, and injunctions 
against the originator and the originator's bank are limited to issuance of a payment order. 
Except for the beneficiary's bank, nobody can be enjoined from paying a payment order, 
and no receiving bank can be enjoined from receiving payment from the sender of the order 
hat it accepted. 


§ 4A-504. Order in Which Items and Payment Orders May Be 
Charged to Account; Order of Withdrawals From 
Account. 


(a) If a receiving bank has received more than one payment order of the 
sender or one or more payment orders and other items that are payable 
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from the sender's account, the bank may charge the sender's account with 
respect to the various orders and items in any sequence. 


(b) In determining whether a credit to an account has been withdrawn 
by the holder of the account or applied to a debt of the holder of the ac- 
count, credits first made to the account are first withdrawn or applied. 


Official Comment 
1. Subsection (a) concerns priority among various obligations that are to be paid from the 
same account. A customer may have written checks on its account with the receiving bank 
and may have issued one or more payment orders payable from the same account. If the ac- 
count balance is not sufficient to cover all of the checks and payment orders, some checks 
may be dishonored and some payment orders may not be accepted. Although there is no 
concept of wrongful dishonor of a payment order in Article 4A in the absence of an agree- 
ment to honor by the receiving bank, some rights and obligations may depend on the 
amount in the customer's account. Section 4A-209(b)(3) and Section 4A-210(b). Whether 
dishonor of a check is wrongful also may depend upon the balance in the customer's account. 
nder subsection (a), the bank is not required to consider the competing items and pay- 
ment orders in any particular order. Rather it may charge the customer's account for the 
arious items and orders in any order. Suppose there is $12,000 in the customer's account. 
If a check for $5,000 is presented for payment and the bank receives a $10,000 payment or- 
der from the customer, the bank could dishonor the check and accept the payment order. 
Dishonor of the check is not wrongful because the account balance was less than the 
amount of the check after the bank charged the account $10,000 on account of the payment 
order. Or, the bank could pay the check and not execute the payment order because the 
amount of the order is not covered by the balance in the account. 
2. Subsection (b) follows Section 4-208(b) in using the first-in-first-out rule for determin- 
ing the order in which credits to an account are withdrawn. 


§ 4A-505. Preclusion of Objection to Debit of Customer's Account. 


If a receiving bank has received payment from its customer with respect 
o a payment order issued in the name of the customer as sender and ac- 
cepted by the bank, and the customer received notification reasonably 
identifying the order, the customer is precluded from asserting that the 
bank is not entitled to retain the payment unless the customer notifies the 
bank of the customer's objection to the payment within one year after the 
notification was received by the customer. 


Official Comment 

This section is in the nature of a statute of repose for objecting to debits made to the 
customer's account. A receiving bank that executes payment orders of a customer may have 
eceived payment from the customer by debiting the customer's account with respect to a 
payment order that the customer was not required to pay. For example, the payment order 
may not have been authorized or verified pursuant to Section 4A-202 or the funds transfer 
may not have been completed. In either case the receiving bank is obliged to refund the 
payment to the customer and this obligation to refund payment cannot be varied by| 
agreement. Section 4A-204 and Section 4A-402. Refund may also be required if the receiv- 
ing bank is not entitled to payment from the customer because the bank erroneously exe- 
cuted a payment order. Section 4A-303. A similar analysis applies to that case. Section 
4A-402(d) and (f) require refund and the obligation to refund may not be varied by 
agreement. Under 4A-505, however, the obligation to refund may not be asserted by the 
customer if the customer has not objected to the debiting of the account within one year af- 
er the customer received notification of the debit. 


$ 44-506. Rate of Interest. 

(a) If, under this Article, a receiving bank is obliged to pay interest with 
respect to a payment order issued to the bank, the amount payable may be 
determined (i) by agreement of the sender and receiving bank, or (ii) by a 
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funds-transfer system rule if the payment order is transmitted through a 
funds-transfer system. 

(b) If the amount of interest is not determined by an agreement or rule 
as stated in subsection (a), the amount is calculated by multiplying the ap- 
plicable Federal Funds rate by the amount on which interest is payable, 
and then multiplying the product by the number of days for which interest 


Funds rates published by the Federal Reserve Bank of New York for each 
of the days for which interest is payable divided by 360. The Federal 
Funds rate for any day on which a published rate is not available is the 
same as the published rate for the next preceding day for which there is a 
published rate. If a receiving bank that accepted a payment order is 
required to refund payment to the sender of the order because the funds 
ransfer was not completed, but the failure to complete was not due to any 
fault by the bank, the interest payable is reduced by a percentage equal to 
he reserve requirement on deposits of the receiving bank. 


Official Comment 

1. A receiving bank is required to pay interest on the amount of a payment order received 
by the bank in a number of situations. Sometimes the interest is payable to the sender and 
in other cases it is payable to either the originator or the beneficiary of the funds transfer. 
he relevant provisions are Section 4A-204(a), Section 4A-209(b)(3), Section 4A-210(b), 
Section 4A-305(a), Section 4A-402(d) and Section 4A-404(b). The rate of interest may be 
governed by a funds transfer system rule or by agreement as stated in subsection (a). I 
subsection (a) doesn’t apply, the rate is determined under subsection (b). Subsection (b) is 
illustrated by the following example. A bank is obliged to pay interest on $1,000,000 for 
hree days, July 3, July 4, and July 5. The published Fed Funds rate is .082 for July 3 and 
.081 for July 5. There is no published rate for July 4 because that day is not a banking day. 
he rate for July 3 applies to July 4. The applicable Fed Funds rate is .08167 (the average 
of .082, .082, and .081) divided by 360 which equals .0002268. The amount of interest pay- 
able is $1,000,000 x .0002268 x 3 = $680.40. 

2. In some cases, interest is payable in spite of the fact that there is no fault by the 
eceiving bank. The last sentence of subsection (b) applies to those cases. For example, a 
unds transfer might not be completed because the beneficiary’s bank rejected the payment 
order issued to it by the originator’s bank or an intermediary bank. Section 4A-402(c) 
provides that the originator is not obliged to pay its payment order and Section 4A-402(d) 
provides that the originator’s bank must refund any payment received plus interest. The 
equirement to pay interest in this case is not based on fault by the originator’s bank. 
Rather, it is based on restitution. Since the originator’s bank had the use of the originator’s 
money, it is required to pay the originator for the value of that use. The value of that use is 
not determined by multiplying the interest rate by the refundable amount because the 
originator’s bank is required to deposit with the Federal Reserve a percentage of the bank’s 
deposits as a reserve requirement. Since that deposit does not bear interest, the bank had 
use of the refundable amount reduced by a percentage equal to the reserve requirement. I 
he reserve requirement is 12%, the amount of interest payable by the bank under the 
ormula stated in subsection (b) is reduced by 12%. 


$ 44-507. Choice of Law. 
(a) The following rules apply unless the affected parties otherwise agree 
or subsection (c) applies: 

(1) The rights and obligations between the sender of a payment order 
and the receiving bank are governed by the law of the jurisdiction in 
which the receiving bank is located. 

(2) The rights and obligations between the beneficiary's bank and the 
beneficiary are governed by the law of the jurisdiction in which the 
beneficiary's bank is located. 
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(3) The issue of when payment is made pursuant to a funds transfer 
by the originator to the beneficiary is governed by the law of the jurisdic- 
tion in which the beneficiary's bank is located. 

(b) If the parties described in each paragraph of subsection (a) have 
ade an agreement selecting the law of a particular jurisdiction to govern 
rights and obligations between each other, the law of that jurisdiction 
coverns those rights and obligations, whether or not the payment order or 


he funds transfer bears a reasonable relation to that jurisdiction. 

(c) A funds-transfer system rule may select the law of a particular juris- 
diction to govern (i) rights and obligations between participating banks 

ith respect to payment orders transmitted or processed through the 
system, or (ii) the rights and obligations of some or all parties to a funds 
ransfer any part of which is carried out by means of the system. A choice 
of law made pursuant to clause (i) is binding on participating banks. A 
choice of law made pursuant to clause (ii) is binding on the originator, 
other sender, or a receiving bank having notice that the funds-transfer 
system might be used in the funds transfer and of the choice of law by the 
system when the originator, other sender, or receiving bank issued or ac- 
cepted a payment order. The beneficiary of a funds transfer is bound by 
he choice of law if, when the funds transfer is initiated, the beneficiary 
has notice that the funds-transfer system might be used in the funds 
ransfer and of the choice of law by the system. The law of a jurisdiction 
selected pursuant to this subsection may govern, whether or not that law 
bears a reasonable relation to the matter in issue. 


(d) In the event of inconsistency between an agreement under subsection 
(b) and a choice-of-law rule under subsection (c), the agreement under 
subsection (b) prevails. 

(e) If a funds transfer is made by use of more than one funds-transfer 
system and there is inconsistency between choice-of-law rules of the 
systems, the matter in issue is governed by the law of the selected jurisdic- 

ion that has the most significant relationship to the matter in issue. 


Official Comment 

1. Funds transfers are typically interstate or international in character. If part of a funds 
ransfer is governed by Article 4A and another part is governed by other law, the rights 
and obligations of parties to the funds transfer may be unclear because there is no clear 
consensus in various jurisdictions concerning the juridical nature of the transaction. Unless 
all of a funds transfer is governed by a single law it may be very difficult to predict the 
esult if something goes wrong in the transfer. Section 44-507 deals with this problem. 
Subsection (b) allows parties to a funds transfer to make a choice-of-law agreement. Subsec- 
ion (c) allows a funds transfer system to select the law of a particular jurisdiction to gov- 
ern funds transfers carried out by means of the system. Subsection (a) states residual rules 
if no choice of law has occurred under subsection (b) or subsection (c). 

2. Subsection (a) deals with three sets of relationships. Rights and obligations between 
he sender of a payment order and the receiving bank are governed by the law of the juris- 
diction in which the receiving bank is located. If the receiving bank is the beneficiary's 
bank the rights and obligations of the beneficiary are also governed by the law of the juris- 
diction in which the receiving bank is located. Suppose Originator, located in Canada, 
sends a payment order to Originator's Bank located in a state in which Article 4A has been 
enacted. The order is for payment to an account of Beneficiary in a bank in England. Under 
subsection (a)(1), the rights and obligations of Originator and Originator's Bank toward 
each other are governed by Article 4A if an action is brought in a court in the Article 4A 
state. If an action is brought in a Canadian court, the conflict of laws issue will be 
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determined by Canadian law which might or might not apply the law of the state in which 
Originator’s Bank is located. If that law is applied, the execution of Originator’s order will 
be governed by Article 4A, but with respect to the payment order of Originator’s Bank to 
he English bank, Article 4A may or may not be applied with respect to the rights and 
obligations between the two banks. The result may depend upon whether action is brought 
in a court in the state in which Originator’s Bank is located or in an English court. Article 
4A is binding only on a court in a state that enacts it. It can have extraterritorial effect 
only to the extent courts of another jurisdiction are willing to apply it. Subsection (c) also 
bears on the issues discussed in this Comment. 

Under Section 4A-406 payment by the originator to the beneficiary of the funds transfer 
occurs when the beneficiary’s bank accepts a payment order for the benefit of the 
beneficiary. A jurisdiction in which Article 4A is not in effect may follow a different rule or 
it may not have a clear rule. Under Section 4A-507(a)(3) the issue is governed by the law o 
he jurisdiction in which the beneficiary's bank is located. Since the payment to the benefi- 
ciary is made through the beneficiary's bank it is reasonable that the issue of when pay- 
ment occurs be governed by the law of the jurisdiction in which the bank is located. Since it 
is difficult in many cases to determine where a beneficiary is located, the location of the 
beneficiary's bank provides a more certain rule. 

3. Subsection (b) deals with choice-of-law agreements and it gives maximum freedom o 
choice. Since the law of funds transfers is not highly developed in the case law there may 
be a strong incentive to choose the law of a jurisdiction in which Article 4A is in effect 
because it provides a greater degree of certainty with respect to the rights of various 
parties. With respect to commercial transactions, it is often said that “[u]niformity and 
predictability based upon commercial convenience are the prime considerations in making 
he choice of governing law. . ..” R. Leflar, American Conflicts Law, § 185 (1977). Subsec- 
ion (b) is derived in part from recently enacted choice-of-law rules in the States of New 

ork and California. N.Y.Gen. Obligations Law 5-1401 (McKinney's 1989 Supp.) and Cali- 
ornia Civil Code § 1646.5. This broad endorsement of freedom of contract is an enhance- 
ment of the approach taken by Restatement (Second) of Conflict of Laws $ 187(b) (1971). 

he Restatement recognizes the basic right of freedom of contract, but the freedom granted 
he parties may be more limited than the freedom granted here. Under the formulation o 
he Restatement, if there is no substantial relationship to the jurisdiction whose law is 
selected and there is no “other” reasonable basis for the parties’ choice, then the selection o 
he parties need not be honored by a court. Further, if the choice is violative of a 
undamental policy of a state which has a materially greater interest than the chosen state, 
he selection could be disregarded by a court. Those limitations are not found in subsection 
(b). 

4. Subsection (c) may be the most important provision in regard to creating uniformity o 
aw in funds transfers. Most rights stated in Article 4A regard parties who are in privity o 
contract such as originator and beneficiary, sender and receiving bank, and beneficiary's 
bank and beneficiary. Since they are in privity they can make a choice of law by agreement. 
But that is not always the case. For example, an intermediary bank that improperly 
executes a payment order is not in privity with either the originator or the beneficiary. The 
ability of a funds transfer system to make a choice of law by rule is a convenient way o 
dispensing with individual agreements and to cover cases in which agreements are not 
easible. It is probable that funds transfer systems will adopt a governing law to increase 
he certainty of commercial transactions that are effected over such systems. A system rule 
might adopt the law of an Article 4A state to govern transfers on the system in order to 
provide a consistent, unitary, law governing all transfers made on the system. To the 
extent such system rules develop, individual choice-of-law agreements become unnecessary. 

Subsection (c) has broad application. A system choice of law applies not only to rights 
and obligations between banks that use the system, but may also apply to other parties to 
he funds transfer so long as some part of the transfer was carried out over the system. The 
originator and any other sender or receiving bank in the funds transfer is bound if at the 
ime it issues or accepts a payment order it had notice that the funds transfer involved use 
of the system and that the system chose the law of a particular jurisdiction. Under Section 
4A-107, the Federal Reserve by regulation could make a similar choice of law to govern 
unds transfers carried out by use of Federal Reserve Banks. Subsection (d) is a limitation 
on subsection (c). If parties have made a choice-of-law agreement that conflicts with a 
choice of law made under subsection (c), the agreement prevails. 
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5. Subsection (e) addresses the case in which a funds transfer involves more than one 
unds transfer system and the systems adopt conflicting choice-of-law rules. The rule that 
has the most significant relationship to the matter at issue prevails. For example, each 
system should be able to make a choice of law governing payment orders transmitted over 
hat system with regard to a choice of law made by another system. 


TECHNICAL AMENDMENT TO ARTICLE 1 
A state enacting Article 4A should amend Section 1-105(2) by adding the following: 
“Governing law in the Article on Funds Transfers. Section 44-507." 
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PREFATORY NOTE 
Reason for Revision 


When the original Article 5 was drafted 40 years ago, it was written for paper transac- 
ions and before many innovations in letters of credit. Now electronic and other media are 
sed extensively. Since the 50's, standby letters of credit have developed and now nearly 

$500 billion standby letters of credit are issued annually worldwide, of which $250 billion 
are issued in the United States. The use of deferred payment letters of credit has also 
greatly increased. The customs and practices for letters of credit have evolved and are 
eflected in the Uniform Customs and Practice (UCP), usually incorporated into letters o 
credit, particularly international letters of credit, which have seen four revisions since the 
1950's; the current version became effective in 1994 (UCP 500). Lastly, in a number of ar- 
eas, court decisions have resulted in conflicting rules. 

Prior to the appointment of a drafting committee, the ABA UCC Committee appointed a 
ask Force composed of knowledgeable practitioners and academics. The ABA Task Force 

studied the case law, evolving technologies and the changes in customs and practices. The 
ask Force identified a large number of issues which they discussed at some length, and 
made recommendations for revisions to Article 5. The Task Force stated in a foreword: 
“As a result of these increases and changes in usage, practice, players, and pressure, it comes as 
no surprise that there has been a sizable increase in litigation. Indeed, the approximately 62 cases 
reported in the United States in 1987 constituted double the cumulative reported cases up to 1965 


Moreover, almost forty years of hard use have revealed weaknesses, gaps and errors in the orig- 
inal statute which compromise its relevance. U.C.C. Article 5 was one of the few areas of the 
Uniform Commercial Code which did not benefit from prior codification and it should come as no 
surprise that it may require some revision . . .. 

Measured in terms of these areas which are vital to any system of commercial law, the current 
combination of statute and case law is found wanting in major respects both as to predictability 
and certainty. What is at issue here are not matters of sophistry but important issues of substance 
which have not been resolved by the current case law/code method and which admit of little likeli- 
hood of such resolution." (45 Bus. Lawyer 1521, at 1532, 1535-6)! 

The Drafting Committee began its deliberations with the Task Force Report in hand. The 
nal work of the Drafting Committee varies from many of the suggestions of the Task 
Force. 


Need for Uniformity 


Letters of Credit are a major instrument in international trade, as well as domestic 
ransactions. To facilitate its usefulness and competitiveness, it is essential that U.S. law 
be in harmony with international rules and practices, as well as flexible enough to accom- 


'The Task Force members were: Pro- S. Penton (Rosen, Wachtell & Gilbert); 
essor James E. Byrne (George Mason Uni- Richard F. Purcell (Connell, Rice & Sugar 
ersity School of Law) Chair; Professor Bo- Co.); Alan L. Bloodgood (Morgan Guaranty 
is Kozolchyk (University of Arizona College Trust Co.); Charles del Busto (Manufactur- 

Bree iene (E Barnes (Baker & Melon. ers Hanover Trust Co.); Vincent Maulella 
zie): Arthur G, Lloyd (Citibank N.A); Janis Manufacturers Hanover Trust Co.) 
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modate changes in technology and practices that have, and are, evolving. Not only should 
he rules be consistent within the United States, but they need to be substantively and 
procedurally consistent with international practices. 
Thus, the goals of the drafting effort were: 
conforming the Article 5 rules to current customs and practices; 
accommodating new forms of Letters of Credit, changes in customs and practices, 
and evolving technology, particularly the use of electronic media; 
maintaining Letters of Credit as an inexpensive and efficient instrument facilitating 
trade; and 
resolving conflicts among reported decisions. 


Process of Achieving Uniformity 


The essence of uniform law revision is to obtain a sufficient consensus and balance 
among the interests of the various participants so that universal and uniform enactment by 
he various States may be achieved. 

In part this is accomplished by extensive consultation on and broad circulation of the 
drafts from 1990, when the project began, until approval of the final draft by the American 
aw Institute (ALI) and the National Conference of Commissioners on Uniform State Laws 
(NCCUSL). 

Hundreds of groups were invited to participate in the drafting process. Twenty Advisors 

ere appointed, representing a cross-section of interested parties. In addition 20 Observers 
egularly attended drafting meetings and over 100 were on the mailing list to receive all 
drafts of the revision. 

The Drafting Committee meetings were open and all those who attended were afforded 
ull opportunity to express their views and participate in the dialogue. The Advisors and 
Observers were a balanced group with ten representatives of users (Beneficiaries and Ap- 
plicants); five representatives of governmental agencies; five representatives of the U.S. 
Council on International Banking (USCIB); seven from major banks in letter of credit 
ransactions; eight from regional banks; and seven law professors who teach and write on 
Letters of Credit. 

Nine Drafting Committee meetings were held that began Friday morning and ended 
Sunday noon. In addition, the draft was twice debated in full by NCCUSL, once by the ALI 
Council, once considered by the ALI Consultative Group and once by an ad hoc Committee 
of the Council; and reviewed and discussed by the ABA Subcommittee on Letters of Credit 
semi-annually and by several state and city bar association committees. 

The drafts were regularly reviewed and discussed in The Business Lawyer, Letter o 
Credit Update, and in other publications. 

The consensus, balance and quality achieved in this lengthy deliberative process is a 
product of not only its Reporter and the Drafting Committee, but also the faithful and 
energetic participation of the following Advisors and active participants: 


Advisors 
Professor Gerald T. McLaughlin, Loyola Law School, ABA, Section 
of Business Law 


James G. Barnes, Baker & McKenzie/U.S. Council on International 
Banking, Inc. 
Harold S. Burman, U.S. Department of State 


James E. Byrne, George Mason University, Institute of Interna- 
tional Banking Law and Practice Inc. 


Professor John Dolan, original ABA Advisor 

Henry N. Dyhouse, U.S. Central Credit Union 

David P. Goch, Treasury Management Association 

Thomas J. Greco, American Bankers Association 

Henry Harfield, Shearman & Sterling 

Oliver I. Ireland, Board of Governors of Federal Reserve Board 


James W. Kopp, Shell Oil Company/Treasury Management Associa- 
tion 

Professor Boris Kozolchyk, University of Arizona/National Law 
Center for Inter-American Free Trade, U.S. Council on 
International Banking, Inc. 

Vincent M. Maulella, Manufacturers Hanover Trust Co./U.S.Council 
on International Banking, Inc. 

Robert M. Rosenblith, National Westminster Bank 

Bradley K. Sabel, Federal Reserve Bank of New York 

Joseph H. Sommer, Federal Reserve Bank of New York 

Jamileh Soufan, American General Corporation/Treasury Manage- 
ment Association 

Dan Taylor, U.S. Council on International Banking, Inc. 

William H. Thornton, Security Pacific National Bank/California 
Bankers Association 

Paul S. Turner, Occidental Petroleum Corporation/Treasury 
Management Association 

Stanley M. Walker, Exxon Company U.S.A./Treasury Management 
Association 


Active Participants 


Michael E. Avidon, Moses & Singer/N.Y. State Bar Association, 
Banking Law Committee, Subcommittee on Letters of Credit 


Walter B. Baker, ABN AMRO Bank, N.V. 


Thomas C. Baxter, Jr., Federal Reserve Bank of New York 

Professor Amelia H. Boss, Pennsylvania Bar Association, Section o 
Corporation, Banking & Business Law, Commercial Law Com- 
mittee 


Maria A. Chanco, Bank of America, N.T. & S.A. 

Frank P. Curran, Treasury Management Association 

Carol R. Dennis, Office of Federal Procurement Policy, OFMB 

Albert J. Givray, Oklahoma Bar Association, Section of Banking & 
Commercial Law 

Sidney S. Goldstein, New York State Bar Association 

Professor Egon Guttman, The American University 


George A. Hisert, State Bar of California, Section of Business Law, 
Committee on UCC, Subcommittee on Letters of Credit 

Larry J. Jones, Mobil Oil Credit Corporation 

Carter H. Klein, Jenner & Block 

Arthur G. Lloyd, ABA, Section of Business Law, Committee on 
UCC, Subcommittee on Letters of Credit, Working Group on 
UCC Article 5 Revision 


Rebecca S. McCulloch, ABN AMRO Bank, N.V. 


Dennis L. Noah, First National Bank of Maryland/U.S. Council on 
International Banking, Inc. 


James Purvis, The Bank of California 
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James E. Roselle, First National Bank of Chicago 


R. David Whitaker, ABA, Section of Business Law, Committee on 
UCC, Subcommittee on ECP, Working Group on EDC 


Brooke Wunnicke, ABA, Section of Business Law, Committee on 
UCC, Subcommittee on Letters of Credit 


Balance of Benefits 


Uniform laws can be enacted only if there is a consensus that the benefits achieved 
advance the public interest in a manner that can be embraced by all users of the law. It ap- 
pears that as drafted, Revised Article 5 will enjoy substantial support by the participating 
interests in letter of credit transactions. 


Benefits of Revised Article 5 in General 


Independence Principle. Revised Article 5 clearly and forcefully states the indepen- 
dence of the letter of credit obligations from the underlying transactions that was 
nexpressed in, but was a fundamental predicate for, the original Article 5 (Sections 
5-103(d) and 5-108(f)). Certainty of payment, independent of other claims, setoffs or other 
causes of action, is a core element of the commercial utility of letters of credit. 

Clarifications. The revision authorizes the use of electronic technology (Sections 5-102(a) 
(14) and 5-104); expressly permits deferred payment letters of credit (Section 5-102(a)(8)) 
and two party letters of credit (Section 5-102(a)(10)); provides rules for unstated expiry 
dates (Section 5-106(c)), perpetual letters of credit (Section 5-106(d)), and non-documentary 
conditions (Section 5-108(g)); clarifies and establishes rules for successors by operation o 
aw (Sections 5-102(a)(15) and 5-113); conforms to existing practice for assignment o 
proceeds (Section 5-114); and clarifies the rules where decisions have been in conflict 
(Section 5-106, Comment 1; Section 5-108, Comments 1, 3, 4, 7, and 9; Section 5-109, 
Comments 1 and 3; Section 5-113, Comment 1; and Section 5-117, Comment 1). 


Harmonizes with International Practice 


The UCP is used in most international letters of credit and in many domestic letters o 
credit. These international practices are well known and employed by the major issuers 
and users of letters of credit. Revisions have been made to Article 5 to coordinate the 
Article 5 rules with current international practice (e.g., deferred payment obligations, rea- 
sonable time to examine documents, preclusion, non-documentary conditions, return o 
documents, and irrevocable unless stated to be revocable). 


Benefits of Revised Article 5 to Issuers 


Consequential Damages. Section 5-111 precludes consequential and punitive damages. 
It, however, provides strong incentives for Issuers to honor, including provisions for at- 
orneys fees and expenses of litigation, interest, and specific performance. If consequential 
and punitive damages were allowed, the cost of letters of credit could rise substantially. 

Statute of Limitation. Section 5-115 establishes a one year statute of limitation from 
he expiration date or from accrual of the cause of action, whichever occurs later. Because 
it is usually obvious to all when there has been a breach, a short limitation period is fair to 
potential plaintiffs. 

Choice of Law. Section 5-116 permits the issuer (or nominated party or adviser) to 
choose the law of the jurisdiction that will govern even if that law bears no relation to the 
ransaction. Absent agreement, Section 5-116 states choice of law rules. 

Assignment of Proceeds. Section 5-114 conforms more fully to existing practice and 
provides an orderly procedure for recording and accommodating assignments by consent o 
he issuer (or nominated party). 

Subrogation. Section 5-117 clarifies the subrogation rights of an Issuer who has honored 
a letter of credit. These rights of subrogation also extend to an applicant who reimburses 
and a nominated party who pays or gives value. 

Recognition of UCP. Section 5-116(c) expressly recognizes that if the UCP is 
incorporated by reference into the letter of credit, the agreement varies the provisions o 

rticle 5 with which it may conflict except for the non-variable provisions of Article 5. 
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Benefits of Revised Article 5 to Applicants 


Warranties. Section 5-110 specifies the warranties made by a beneficiary. It gives the 


Strict Compliance. Absent agreement to the contrary, the issuer must dishonor a pre- 
sentation that does not strictly comply under standard practice with the terms and condi- 
ions of the letter of credit (Section 5-108). 

Subrogation. New Section 5-117 clarifies the parties’ rights of subrogation if the letter 
of credit is honored. 

Limitations on General Disclaimers and Waivers. Section 5-103(c) limits the effect 
of general disclaimers and waivers in a letter of credit, or reimbursement or other 
agreement. 


Benefits of Revised Article 5 to Beneficiaries 


Irrevocable. A letter of credit is irrevocable unless the letter of credit expressly provides 
it is revocable (Section 5-106(a)). 

Preclusion. Section 5-108(c) now provides that the Issuer is precluded from asserting 
any discrepancy not stated in its notice timely given, except for fraud, forgery or expiration. 

Timely Examination. Section 5-108(b) requires examination and notice of any 
discrepancies within a reasonable time not to exceed the 7th business day after presenta- 
ion of the documents. 

Transfers by Operation of Law. New Section 5-113 allows a successor to a beneficiary 
by operation of law to make presentation and receive payment or acceptance. 

Damages. The damages provided are expanded and clarified. They include attorneys 
ees and expenses of litigation and payment of the full amount of the wrongfully dishonored 
or repudiated demand, with interest, without an obligation of the beneficiary to mitigate 
damages (Section 5-111). 


Revisions for Article 9 and Transition Provisions 


The draft includes suggested revisions to conform Article 9 to the Article 5 changes. 
Article 9 itself is under revision and the interface with Revised Article 5 will be more fully 
examined by the Article 9 drafting committee, as well, in light of changes to Article 9. The 
Article 9 revisions will probably not be completed until 1998-9. Revised Article 8 (1994) 
also makes changes to Article 9 so care should be taken to coordinate the changes of both 
Revised Articles 5 and 8 within each State. 

The draft also includes transition provisions and some cross reference changes in other 

rticles of the UCC. 

Lastly, there follows a table showing the changes from the original Article 5 made by the 

evisions to Article 5. 


able of Disposition of Sections in Former Article 5 


The reference to a section in revised Article 5 is to the section that refers to the issue ad- 

dressed by the section in former Article 5. If there is no comparable section in Revised 

rticle 5 to a section in former Article 5, that fact is indicated by the word “Omitted” and a 
eason is stated. 


Former Article 5 Section Revised Article 5 Section 


5-102(1) 
5-102(2) 
5-103(3) (first sentence omitted) 5-103(b) 
5-103(1)(a) 5-102(a)(10); 5-106(a); 5-102(a)(8) 
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Former Article 5 Section Revised Article 5 Section 


5-103(1)(b) 5-102(a)(6) ("Document"), and 
5-102(a)(14) (“Record”); 


“Documentary” draft or demand not used 
5-103(1)(c) 5-102(a)(9) 
5-103(1)(d) 5-102(a)(3) 
5-103(1)(e) 5-102(a)(1) 
5-103(1)(f) 5-102(a)(4) 
5-103(1)(g) (“Applicant” rather than “Customer”) 5-102(a)(2) 

Omitted as not applicable 
5-102(b) 

5-102(c) 

5-104 and 5-102(6) and (14) 


Omitted as inadvisable default rule 
Omitted (as outdated) 


Omitted (all issuers required to observe 
standard practices) 


Omitted (covered in definitions and comments) 
Omitted (covered in definitions and comments) 


Omitted (covered by other contract law) 

5-108(a) 

5-114(2)(a) 5-109(a)(1) 
5-114(2)(b) 5-109(a)(2) 
5-108(i) 

Omitted; were optional 


Omitted (covered by other law) 


Table of New Provisions 


(Provisions which were not included in former Article 5 and subjects not addressed in for- 
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Subject 
Article 5 
Section 


"Successor to a beneficiary" 5-102(15) 
Non-variable terms 5-103(c) 
Independence principle 5-103(d) 
Unstated expiry date 

Perpetual letter of credit 

Preclusion of unstated deficiencies 

Standard practice 

Independence of obligation 

Non-documentary conditions 

Standards for issuing injunction 

Transfer by operation of law 

Statute of Limitation 

Choice of law 

Subrogation 


$ 5-101. Short Title. 
This article may be cited as Uniform Commercial Code—Letters o 
Credit. 


Official Comment 

The Official Comment to the original Section 5-101 was a remarkably brief inaugural 
address. Noting that letters of credit had not been the subject of statutory enactment and 
hat the law concerning them had been developed in the cases, the Comment stated that 
Article 5 was intended “within its limited scope" to set an independent theoretical frame for 
he further development of letters of credit. That statement addressed accurately condi- 
ions as they existed when the statement was made, nearly half a century ago. Since 
Article 5 was originally drafted, the use of letters of credit has expanded and developed, 
and the case law concerning these developments is, in some respects, discordant. 

Revision of Article 5 therefore has required reappraisal both of the statutory goals and o 
he extent to which particular statutory provisions further or adversely affect achievement 
of those goals. 

The statutory goal of Article 5 was originally stated to be: (1) to set a substantive theo- 
etical frame that describes the function and legal nature of letters of credit; and (2) to 
preserve procedural flexibility in order to accommodate further development of the efficient 
se of letters of credit. A letter of credit is an idiosyncratic form of undertaking that sup- 
ports performance of an obligation incurred in a separate financial, mercantile, or other 
ransaction or arrangement. The objectives of the original and revised Article 5 are best 
achieved (1) by defining the peculiar characteristics of a letter of credit that distinguish it 
and the legal consequences of its use from other forms of assurance such as secondary 
guarantees, performance bonds, and insurance policies, and from ordinary contracts, fidu- 
ciary engagements, and escrow arrangements; and (2) by preserving flexibility through 
ariation by agreement in order to respond to and accommodate developments in custom 
and usage that are not inconsistent with the essential definitions and substantive mandates 
of the statute. No statute can, however, prescribe the manner in which such substantive 
ights and duties are to be enforced or imposed without risking stultification of wholesome 
developments in the letter of credit mechanism. Letter of credit law should remain 
esponsive to commercial reality and in particular to the customs and expectations of the 
international banking and mercantile community. Courts should read the terms of this 
article in a manner consistent with these customs and expectations. 

The subject matter in Article 5, letters of credit, may also be governed by an international 
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convention that is now being drafted by UNCITRAL, the draft Convention on Independent 
Guarantees and Standby Letters of Credit. The Uniform Customs and Practice is an 
international body of trade practice that is commonly adopted by international and domes- 
ic letters of credit and as such is the “law of the transaction” by agreement of the parties. 
rticle 5 is consistent with and was influenced by the rules in the existing version of the 
CP. In addition to the UCP and the international convention, other bodies of law apply to 
etters of credit. For example, the federal bankruptcy law applies to letters of credit with 
espect to applicants and beneficiaries that are in bankruptcy; regulations of the Federal 
Reserve Board and the Comptroller of the Currency lay out requirements for banks that is- 
sue letters of credit and describe how letters of credit are to be treated for calculating asset 
isk and for the purpose of loan limitations. In addition there is an array of anti-boycott 
and other similar laws that may affect the issuance and performance of letters of credit. All 
of these laws are beyond the scope of Article 5, but in certain circumstances they will over- 
ide Article 5. 


§ 5-102. Definitions. 
(a) In this article: 

(1) “Adviser” means a person who, at the request of the issuer, a 
confirmer, or another adviser, notifies or requests another adviser to 
notify the beneficiary that a letter of credit has been issued, confirmed, 
or amended. 

(2) “Applicant” means a person at whose request or for whose account 
a letter of credit is issued. The term includes a person who requests an 
issuer to issue a letter of credit on behalf of another if the person mak- 
ing the request undertakes an obligation to reimburse the issuer. 

(3) “Beneficiary” means a person who under the terms of a letter o 
credit is entitled to have its complying presentation honored. The term 


includes a person to whom drawing rights have been transferred under 
a transferable letter of credit. 


(4) *Confirmer" means a nominated person who undertakes, at the 
request or with the consent of the issuer, to honor a presentation under 
a letter of credit issued by another. 

(5) “Dishonor” of a letter of credit means failure timely to honor or to 
take an interim action, such as acceptance of a draft, that may be 
required by the letter of credit. 

(6) *Document" means a draft or other demand, document of title, 
investment security, certificate, invoice, or other record, statement, or 
representation of fact, law, right, or opinion (i) which is presented in a 
written or other medium permitted by the letter of credit or, unless 
prohibited by the letter of credit, by the standard practice referred to in 
Section 5-108(e) and (ii) which is capable of being examined for compli- 
ance with the terms and conditions of the letter of credit. A document 
may not be oral. 

(7) *Good faith" means honesty in fact in the conduct or transaction 
concerned. 

(8) *Honor" of a letter of credit means performance of the issuer's 
undertaking in the letter of credit to pay or deliver an item of value. Un- 
less the letter of credit otherwise provides, “honor” occurs 


(i) upon payment, 
(ii) if the letter of credit provides for acceptance, upon acceptance o 
a draft and, at maturity, its payment, or 


(iii) if the letter of credit provides for incurring a deferred obligation, 
upon incurring the obligation and, at maturity, its performance. 

(9) “Issuer” means a bank or other person that issues a letter of credit, 
but does not include an individual who makes an engagement for 
personal, family, or household purposes. 

(10) *Letter of credit" means a definite undertaking that satisfies the 
requirements of Section 5-104 by an issuer to a beneficiary at the request 
or for the account of an applicant or, in the case of a financial institu- 
tion, to itself or for its own account, to honor a documentary presenta- 
tion by payment or delivery of an item of value. 

(11) *Nominated person" means a person whom the issuer (i) 
designates or authorizes to pay, accept, negotiate, or otherwise give 
value under a letter of credit and (ii) undertakes by agreement or custom 
and practice to reimburse. 

(12) *Presentation" means delivery of a document to an issuer or 
nominated person for honor or giving of value under a letter of credit. 


(13) *Presenter" means a person making a presentation as or on behal 
of a beneficiary or nominated person. 


(14) “Record” means information that is inscribed on a tangible 
medium, or that is stored in an electronic or other medium and is retriev- 
able in perceivable form. 


(15) “Successor of a beneficiary” means a person who succeeds to 
substantially all of the rights of a beneficiary by operation of law, includ- 
ing a corporation with or into which the beneficiary has been merged or 
consolidated, an administrator, executor, personal representative, 
trustee in bankruptcy, debtor in possession, liquidator, and receiver. 


(b) Definitions in other Articles applying to this article and the sections 
in which they appear are: 


“Accept” or “Acceptance” Section 3-409 
*Va]ue" Sections 3-308, 4-211 


(c) Article 1 contains certain additional general definitions and principles 
of construction and interpretation applicable throughout this article. 


Official Comment 

1. Since no one can be a confirmer unless that person is a nominated person as defined in 
Section 5-102(a)(11), those who agree to “confirm” without the designation or authorization 
of the issuer are not confirmers under Article 5. Nonetheless, the undertakings to the ben- 
eficiary of such persons may be enforceable by the beneficiary as letters of credit issued by 

he “confirmer” for its own account or as guarantees or contracts outside of Article 5. 
2. The definition of *document" contemplates and facilitates the growing recognition o 
electronic and other nonpaper media as *documents," however, for the time being, data in 
hose media constitute documents only in certain circumstances. For example, a facsimile 
eceived by an issuer would be a document only if the letter of credit explicitly permitted it, 
if the standard practice authorized it and the letter did not prohibit it, or the agreement o 
he issuer and beneficiary permitted it. The fact that data transmitted in a nonpaper 
(unwritten) medium can be recorded on paper by a recipient's computer printer, facsimile 
machine, or the like does not under current practice render the data so transmitted a 
"document." A facsimile or S.W.I.F.T. message received directly by the issuer is in an 
electronic medium when it crosses the boundary of the issuer's place of business. One wish- 
ing to make a presentation by facsimile (an electronic medium) will have to procure the ex- 
plicit agreement of the issuer (assuming that the standard practice does not authorize it). 
rticle 5 contemplates that electronic documents may be presented under a letter of credit, 
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and the provisions of this Article should be read to apply to electronic documents as well as 
angible documents. An electronic document of title is delivered through the voluntary 
ransfer of control. Article 1, Section 1-201 (definition of *delivery"). See Article 7, Section 
7-106 on control of an electronic document. Where electronic transmissions are authorized 
either by the letter of credit nor by the practice, the beneficiary may transmit the data 
electronically to its agent who may be able to put it in written form and make a conforming 
presentation. Cf. Article 7, Section 7-105 on reissuing an electronic document in a tangible 
medium. 

3. “Good faith” continues in revised Article 5 to be defined as “honesty in fact.” “Obser- 
ance of reasonable standards of fair dealing” has not been added to the definition. The 
arrower definition of “honesty in fact” reinforces the “independence principle” in the treat- 

ment of “fraud,” “strict compliance,” “preclusion,” and other tests affecting the performance 
of obligations that are unique to letters of credit. This narrower definition—which does not 
include “fair dealing"—is appropriate to the decision to honor or dishonor a presentation o 
documents specified in a letter of credit. The narrower definition is also appropriate for 
other parts of revised Article 5 where greater certainty of obligations is necessary and is 
consistent with the goals of speed and low cost. It is important that U.S. letters of credit 
have continuing vitality and competitiveness in international transactions. 

For example, it would be inconsistent with the “independence” principle if any of the fol- 
owing occurred: (i) the beneficiary's failure to adhere to the standard of “fair dealing" in 
he underlying transaction or otherwise in presenting documents were to provide ap- 
plicants and issuers with an “unfairness” defense to dishonor even when the documents 
complied with the terms of the letter of credit; (ii) the issuer's obligation to honor in “strict 
compliance in accordance with standard practice" were changed to “reasonable compliance" 
by use of the “fair dealing" standard, or (iii) the preclusion against the issuer (Section 
5-108(d)) were modified under the “fair dealing" standard to enable the issuer later to raise 
additional deficiencies in the presentation. The rights and obligations arising from presen- 
ation, honor, dishonor and reimbursement, are independent and strict, and thus “honesty, 
in fact" is an appropriate standard. 

The contract between the applicant and beneficiary is not governed by Article 5, but by 
applicable contract law, such as Article 2 or the general law of contracts. *Good faith" in 
hat contract is defined by other law, such as Section 2-103(1)(b) or Restatement o 
Contracts 2d, § 205, which incorporate the principle of “fair dealing" in most cases, or a 
State's common law or other statutory provisions that may apply to that contract. 

The contract between the applicant and the issuer (sometimes called the “reimburse- 
ment" agreement) is governed in part by this article (e.g., Sections 5-108(1), 5-111(b), and 
5-103(c)) and partly by other law (e.g., the general law of contracts). The definition of good 
aith in Section 5-102(a)(7) applies only to the extent that the reimbursement contract is 
governed by provisions in this article; for other purposes good faith is defined by other law. 

4. Payment and acceptance are familiar modes of honor. A third mode of honor, incurring 
an unconditional obligation, has legal effects similar to an acceptance of a time draft but 
does not technically constitute an acceptance. The practice of making letters of credit avail- 
able by *deferred payment undertaking" as now provided in UCP 500 has grown up in 
other countries and spread to the United States. The definition of *honor" will accom- 
modate that practice. 

5. The exclusion of consumers from the definition of “issuer” is to keep creditors from us- 
ing a letter of credit in consumer transactions in which the consumer might be made the is- 
suer and the creditor would be the beneficiary. If that transaction were recognized under 

rticle 5, the effect would be to leave the consumer without defenses against the creditor. 

hat outcome would violate the policy behind the Federal Trade Commission Rule in 16 
CFR Part 433. In a consumer transaction, an individual cannot be an issuer where that 
person would otherwise be either the principal debtor or a guarantor. 

6. The label on a document is not conclusive; certain documents labelled “guarantees” in. 
accordance with European (and occasionally, American) practice are letters of credit. On 
he other hand, even documents that are labelled “letter of credit” may not constitute let- 
ers of credit under the definition in Section 5-102(a). When a document labelled a letter o 
credit requires the issuer to pay not upon the presentation of documents, but upon the de- 
ermination of an extrinsic fact such as applicant's failure to perform a construction 
contract, and where that condition appears on its face to be fundamental and would, i 
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ignored, leave no obligation to the issuer under the document labelled letter of credit, the 
issuer's undertaking is not a letter of credit. It is probably some form of suretyship or other 
contractual arrangement and may be enforceable as such. See Sections 5-102(a)(10) and 
5-103(d). Therefore, undertakings whose fundamental term requires an issuer to look be- 
yond documents and beyond conventional reference to the clock, calendar, and practices 


5-108(g) recognizes that certain nondocumentary conditions can be included in a letter o 
credit without denying the undertaking the status of letter of credit, that section does not 
apply to cases where the nondocumentary condition is fundamental to the issuer's 
obligation. The rules in Sections 5-102(a)(10), 5-103(d), and 5-108(g) approve the conclusion 
in Wichita Eagle & Beacon Publishing Co. v. Pacific Nat. Bank, 493 F.2d 1285 (9th Cir. 
1974). 

The adjective “definite” is taken from the UCP. It approves cases that deny letter o 
credit status to documents that are unduly vague or incomplete. See, e.g., Transparent 

roducts Corp. v. Paysaver Credit Union, 864 F.2d 60 (7th Cir.1988). Note, however, that 
no particular phrase or label is necessary to establish a letter of credit. It is sufficient if the 
undertaking of the issuer shows that it is intended to be a letter of credit. In most cases the 
parties’ intention will be indicated by a label on the undertaking itself indicating that it is 
a “letter of credit,” but no such language is necessary. 

A financial institution may be both the issuer and the applicant or the issuer and the 
beneficiary. Such letters are sometimes issued by a bank in support of the bank's own lease 
obligations or on behalf of one of its divisions as an applicant or to one of its divisions as 
beneficiary, such as an overseas branch. Because wide use of letters of credit in which the 
issuer and the applicant or the issuer and the beneficiary are the same would endanger the 

nique status of letters of credit, only financial institutions are authorized to issue them. 

In almost all cases the ultimate performance of the issuer under a letter of credit is the 
payment of money. In rare cases the issuer's obligation is to deliver stock certificates or the 
ike. The definition of letter of credit in Section 5-102(a)(10) contemplates those cases. 

7. Under the UCP any bank is a nominated bank where the letter of credit is “freely 

egotiable." A letter of credit might also nominate by the following: *We hereby engage 

ith the drawer, indorsers, and bona fide holders of drafts drawn under and in compliance 

ith the terms of this credit that the same will be duly honored on due presentation" or 
"available with any bank by negotiation." A restricted negotiation credit might be “avail- 
able with x bank by negotiation" or the like. 

Several legal consequences may attach to the status of nominated person. First, when 
he issuer nominates a person, it is authorizing that person to pay or give value and is 
authorizing the beneficiary to make presentation to that person. Unless the letter of credit 
provides otherwise, the beneficiary need not present the documents to the issuer before the 
etter of credit expires; it need only present those documents to the nominated person. 
Secondly, a nominated person that gives value in good faith has a right to payment from 
he issuer despite fraud. Section 5-109(a)(1). 

8. A “record” must be in or capable of being converted to a perceivable form. For example, 
an electronic message recorded in a computer memory that could be printed from that 
memory could constitute a record. Similarly, a tape recording of an oral conversation could 
be a record. 

9. Absent a specific agreement to the contrary, documents of a beneficiary delivered to an. 
issuer or nominated person are considered to be presented under the letter of credit to 

hich they refer, and any payment or value given for them is considered to be made under 
hat letter of credit. As the court held in Alaska Textile Co. v. Chase Manhattan Bank, 
N.A., 982 F.2d 813, 820 (2d Cir.1992), it takes a “significant showing" to make the presen- 
ation of a beneficiary's documents for “collection only" or otherwise outside letter of credit 
aw and practice. 

10. Although a successor of a beneficiary is one who succeeds “by operation of law,” some 
of the successions contemplated by Section 5-102(a)(15) will have resulted from voluntary 
action of the beneficiary such as merger of a corporation. Any merger makes the successor 
corporation the “successor of a beneficiary" even though the transfer occurs partly by opera- 
ion of law and partly by the voluntary action of the parties. The definition excludes certain 
ransfers, where no part of the transfer is “by operation of law"—such as the sale of assets 
by one company to another. 
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11. “Draft” in Article 5 does not have the same meaning it has in Article 3. For example, 
a document may be a draft under Article 5 even though it would not be a negotiable instru- 
ment, and therefore would not qualify as a draft under Section 3-104(e). 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 5-103. Scope. 


(a) This article applies to letters of credit and to certain rights and 
obligations arising out of transactions involving letters of credit. 


(b) The statement of a rule in this article does not by itself require, 
imply, or negate application of the same or a different rule to a situation| 
not provided for, or to a person not specified, in this article. 


(c) With the exception of this subsection, subsections (a) and (d), Sections 
5-102(a)(9) and (10), 5-106(d), and 5-114(d), and except to the extent 
prohibited i in Sections 1-302 and 5- 117(d), the effect of this article may be 


excusing liability or generally limiting remedies for failure to perform 
obligations is not sufficient to vary obligations prescribed by this article. 


(d) Rights and obligations of an issuer to a beneficiary or a nominated 


letter of credit arises or which underlies it, including contracts or arrange- 
ents between the issuer and the applicant and between the applicant 
and the beneficiary. 


As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


Official Comment 

1. Sections 5-102(a)(10) and 5-103 are the principal limits on the scope of Article 5. Many 
undertakings in commerce and contract are similar, but not identical to the letter of credit. 
Principal among those are “secondary,” “accessory,” or *suretyship" guarantees. Although 
he word “guarantee” is sometimes used to describe an independent obligation like that o 
he issuer of a letter of credit (most often in the case of European bank undertakings but 
occasionally in the case of undertakings of American banks), in the United States the word 
"guarantee" is more typically used to describe a suretyship transaction in which the 
"guarantor" is only secondarily liable and has the right to assert the underlying debtor's 
defenses. This article does not apply to secondary or accessory guarantees and it is 
important to recognize the distinction between letters of credit and those guarantees. It is 
often a defense to a secondary or accessory guarantor's liability that the underlying debt 
has been discharged or that the debtor has other defenses to the underlying liability. In let- 
er of credit law, on the other hand, the independence principle recognized throughout 

rticle 5 states that the issuer's liability is independent of the underlying obligation. That 
he beneficiary may have breached the underlying contract and thus have given a good 
defense on that contract to the applicant against the beneficiary is no defense for the is- 
suer's refusal to honor. Only staunch recognition of this principle by the issuers and the 
courts will give letters of credit the continuing vitality that arises from the certainty and 
speed of payment under letters of credit. To that end, it is important that the law not carry 
into letter of credit transactions rules that properly apply only to secondary guarantees or 
o other forms of engagement. 

2. Like all of the provisions of the Uniform Commercial Code, Article 5 is supplemented 
by Section 1-103 and, through it, by many rules of statutory and common law. Because this 
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o a letter of credit transaction, law beyond Article 5 will often determine rights and li- 
abilities in letter of credit transactions. Even within letter of credit law, the article is far 

om comprehensive; it deals only with “certain” rights of the parties. Particularly with re- 
spect to the standards of performance that are set out in Section 5-108, it is appropriate for 
he parties and the courts to turn to customs and practice such as the Uniform Customs 
and Practice for Documentary Credits, currently published by the International Chamber 
of Commerce as I.C.C. Pub. No. 500 (hereafter UCP). Many letters of credit specifically 
adopt the UCP as applicable to the particular transaction. Where the UCP are adopted but 
conflict with Article 5 and except where variation is prohibited, the UCP terms are permis- 
sible contractual modifications under Sections 1-302 and 5-103(c). See Section 5-116(c). 
Normally Article 5 should not be considered to conflict with practice except when a rule 
E stated in the UCP or other practice is different from a rule explicitly stated in 
Article 5. 

Except by choosing the law of a jurisdiction that has not adopted the Uniform Com- 
mercial Code, it is not possible entirely to escape the Uniform Commercial Code. Since 
incorporation of the UCP avoids only “conflicting” Article 5 rules, parties who do not wish 
o be governed by the nonconflicting provisions of Article 5 must normally either adopt the 
aw of a jurisdiction other than a State of the United States or state explicitly the rule that 
is to govern. When rules of custom and practice are incorporated by reference, they are 
considered to be explicit terms of the agreement or undertaking. 

Neither the obligation of an issuer under Section 5-108 nor that of an adviser under 
Section 5-107 is an obligation of the kind that is invariable under Section 1-102(3). Section 
5-103(c) and Comment 1 to Section 5-108 make it clear that the applicant and the issuer 
may agree to almost any provision establishing the obligations of the issuer to the applicant. 

he last sentence of subsection (c) limits the power of the issuer to achieve that result by a 
nonnegotiated disclaimer or limitation of remedy. 

What the issuer could achieve by an explicit agreement with its applicant or by a term 
hat explicitly defines its duty, it cannot accomplish by a general disclaimer. The restriction 
on disclaimers in the last sentence of subsection (c) is based more on procedural than on 
substantive unfairness. Where, for example, the reimbursement agreement provides 
explicitly that the issuer need not examine any documents, the applicant understands the 

isk it has undertaken. A term in a reimbursement agreement which states generally that 
an issuer will not be liable unless it has acted in *bad faith" or committed *gross negligence" 
is ineffective under Section 5-103(c). On the other hand, less general terms such as terms 
hat permit issuer reliance on an oral or electronic message believed in good faith to have 
been received from the applicant or terms that entitle an issuer to reimbursement when it 
honors a “substantially” though not “strictly” complying presentation, are effective. In each 
case the question is whether the disclaimer or limitation is sufficiently clear and explicit in 
eallocating a liability or risk that is allocated differently under a variable Article 5 
provision. 

Of course, no term in a letter of credit, whether incorporated by reference to practice 

ules or stated specifically, can free an issuer from a conflicting contractual obligation to its 
applicant. If, for example, an issuer promised its applicant that it would pay only against 
an inspection certificate of a particular company but failed to require such a certificate in 
its letter of credit or made the requirement only a nondocumentary condition that had to be 
disregarded, the issuer might be obliged to pay the beneficiary even though its payment 
might violate its contract with its applicant. 

3. Parties should generally avoid modifying the definitions in Section 5-102. The effect o 
such an agreement is almost inevitably unclear. To say that something is a *guarantee" in 
he typical domestic transaction is to say that the parties intend that particular legal rules 
apply to it. By acknowledging that something is a guarantee, but asserting that it is to be 
reated as a "letter of credit," the parties leave a court uncertain about where the rules on 
guarantees stop and those concerning letters of credit begin. 

4. Section 5-102(2) and (3) of Article 5 are omitted as unneeded; the omission does not 
change the law. 


As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 
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§ 5-104. Formal Requirements. 

A letter of credit, confirmation, advice, transfer, amendment, or cancella- 
ion may be issued in any form that is a record and is authenticated (i) by 
a signature or (ii) in accordance with the agreement of the parties or the 
standard practice referred to in Section 5-108(e). 


Official Comment 
1. Neither Section 5-104 nor the definition of letter of credit in Section 5-102(a)(10) 
equires inclusion of all the terms that are normally contained in a letter of credit in order 
or an undertaking to be recognized as a letter of credit under Article 5. For example, a let- 
er of credit will typically specify the amount available, the expiration date, the place 

here presentation should be made, and the documents that must be presented to entitle a 
person to honor. Undertakings that have the formalities required by Section 5-104 and 
meet the conditions specified in Section 5-102(a)(10) will be recognized as letters of credit 
even though they omit one or more of the items usually contained in a letter of credit. 

2. The authentication specified in this section is authentication only of the identity of the 
issuer, confirmer, or adviser. 

An authentication agreement may be by system rule, by standard practice, or by direct 
agreement between the parties. The reference to practice is intended to incorporate future 
developments in the UCP and other practice rules as well as those that may arise spontane- 
ously in commercial practice. 

3. Many banking transactions, including the issuance of many letters of credit, are now 
conducted mostly by electronic means. For example, S.W.I.F.T. is currently used to trans- 
mit letters of credit from issuing to advising banks. The letter of credit text so transmitted 
may be printed at the advising bank, stamped “original” and provided to the beneficiary in 

hat form. The printed document may then be used as a way of controlling and recording 
payments and of recording and authorizing assignments of proceeds or transfers of rights 
nder the letter of credit. Nothing in this section should be construed to conflict with that 
practice. 

To be a record sufficient to serve as a letter of credit or other undertaking under this sec- 

ion, data must have a durability consistent with that function. Because consideration is 
not required for a binding letter of credit or similar undertaking (Section 5-105) yet those 
ndertakings are to be strictly construed (Section 5-108), parties to a letter of credit trans- 
action are especially dependent on the continued availability of the terms and conditions o 
he letter of credit or other undertaking. By declining to specify any particular medium in 
hich the letter of credit must be established or communicated, Section 5-104 leaves room 
or future developments. 


§ 5-105. Consideration. 


Consideration is not required to issue, amend, transfer, or cancel a letter 
of credit, advice, or confirmation. 


Official Comment 
It is not to be expected that any issuer will issue its letter of credit without some form o 
emuneration. But it is not expected that the beneficiary will know what the issuer's remu- 
neration was or whether in fact there was any identifiable remuneration in a given case. 
d it might be difficult for the beneficiary to prove the issuer's remuneration. This section 
dispenses with this proof and is consistent with the position of Lord Mansfield in Pillans v. 
Van Mierop, 97 Eng.Rep. 1035 (K.B. 1765) in making consideration irrelevant. 


$ 5-106. Issuance, Amendment, Cancellation, and Duration. 

(a) A letter of credit is issued and becomes enforceable according to its 
erms against the issuer when the issuer sends or otherwise transmits it 
o the person requested to advise or to the beneficiary. A letter of credit is 

revocable only if it so provides. 

(b) After a letter of credit is issued, rights and obligations of a benefi- 

ciary, applicant, confirmer, and issuer are not affected by an amendment 


566 


or cancellation to which that person has not consented except to the extent 
he letter of credit provides that it is revocable or that the issuer may 
amend or cancel the letter of credit without that consent. 


(c) If there is no stated expiration date or other provision that determines 
its duration, a letter of credit expires one year after its stated date of issu- 
ance or, if none is stated, after the date on which it is issued. 


(d) A letter of credit that states that it is perpetual expires five years af- 
er its stated date of issuance, or if none is stated, after the date on which 
it is issued. 


Official Comment 


1. This section adopts the position taken by several courts, namely that letters of credit 
hat are silent as to revocability are irrevocable. See, e.g., Weyerhaeuser Co. v. First Nat. 
Bank, 27 UCC Rep.Serv. 777 (S.D. Iowa 1979); West Va. Hous. Dev. Fund v. Sroka, 415 
F.Supp. 1107 (W.D.Pa.1976). This is the position of the current UCP (500). Given the usual 
commercial understanding and purpose of letters of credit, revocable letters of credit offer 
nhappy possibilities for misleading the parties who deal with them. 

2. A person can consent to an amendment by implication. For example, a beneficiary that 
enders documents for honor that conform to an amended letter of credit but not to the 
original letter of credit has probably consented to the amendment. By the same token an 
applicant that has procured the issuance of a transferable letter of credit has consented to 
its transfer and to performance under the letter of credit by a person to whom the 
beneficiary's rights are duly transferred. If some, but not all of the persons involved in a 
etter of credit transaction consent to performance that does not strictly conform to the 
original letter of credit, those persons assume the risk that other nonconsenting persons 
may insist on strict compliance with the original letter of credit. Under subsection (b) those 

ot consenting are not bound. For example, an issuer might agree to amend its letter o 
credit or honor documents presented after the expiration date in the belief that the ap- 
plicant has consented or will consent to the amendment or will waive presentation after the 
original expiration date. If that belief is mistaken, the issuer is bound to the beneficiary b 

he terms of the letter of credit as amended or waived, even though it may be unable to re- 
cover from the applicant. 

In general, the rights of a recognized transferee beneficiary cannot be altered without the 
ransferee's consent, but the same is not true of the rights of assignees of proceeds from the 
beneficiary. When the beneficiary makes a complete transfer of its interest that is effective 

nder the terms for transfer established by the issuer, adviser, or other party controlling 

ransfers, the beneficiary no longer has an interest in the letter of credit, and the transferee 

steps into the shoes of the beneficiary as the one with rights under the letter of credit. 
Section 5-102(a)(3). When there is a partial transfer, both the original beneficiary and the 
ransferee beneficiary have an interest in performance of the letter of credit and each 
expects that its rights will not be altered by amendment unless it consents. 

The assignee of proceeds under a letter of credit from the beneficiary enjoys no such 
expectation. Notwithstanding an assignee's notice to the issuer of the assignment o 
proceeds, the assignee is not a person protected by subsection (b). An assignee of proceeds 
should understand that its rights can be changed or completely extinguished by amend- 
ment or cancellation of the letter of credit. An assignee's claim is precarious, for it depends 
entirely upon the continued existence of the letter of credit and upon the beneficiary's prep- 
aration and presentation of documents that would entitle the beneficiary to honor under 
Section 5-108. 

3. The issuer's right to cancel a revocable letter of credit does not free it from a duty to 
eimburse a nominated person who has honored, accepted, or undertaken a deferred obliga- 
ion prior to receiving notice of the amendment or cancellation. Compare UCP Article 8. 

4. Although all letters of credit should specify the date on which the issuer's engagement 
expires, the failure to specify an expiration date does not invalidate the letter of credit, or 
diminish or relieve the obligation of any party with respect to the letter of credit. A letter o 
credit that may be revoked or terminated at the discretion of the issuer by notice to the 
beneficiary is not “perpetual.” 
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§ 5-107. Confirmer, Nominated Person, and Adviser. 

(a) A confirmer is directly obligated on a letter of credit and has the 
rights and obligations of an issuer to the extent of its confirmation. The 
confirmer also has rights against and obligations to the issuer as if the is- 
suer were an applicant and the confirmer had issued the letter of credit at 
he request and for the account of the issuer. 

(b) A nominated person who is not a confirmer is not obligated to honor 
or otherwise give value for a presentation. 

(c) A person requested to advise may decline to act as an adviser. An 
adviser that is not a confirmer is not obligated to honor or give value for a 
presentation. An adviser undertakes to the issuer and to the beneficiary 
accurately to advise the terms of the letter of credit, confirmation, amend- 

ent, or advice received by that person and undertakes to the beneficiary 

o check the apparent authenticity of the request to advise. Even if the 
advice is inaccurate, the letter of credit, confirmation, or amendment is en- 
forceable as issued. 


(d) A person who notifies a transferee beneficiary of the terms of a letter 
of credit, confirmation, amendment, or advice has the rights and obliga- 
ions of an adviser under subsection (c). The terms in the notice to the 
ransferee beneficiary may differ from the terms in any notice to the trans- 
feror beneficiary to the extent permitted by the letter of credit, confirma- 
ion, amendment, or advice received by the person who so notifies. 


Official Comment 

1. A confirmer has the rights and obligations identified in Section 5-108. Accordingly, un- 
ess the context otherwise requires, the terms “confirmer” and “confirmation” should be 

ead into this article wherever the terms “issuer” and “letter of credit” appear. 

A confirmer that has paid in accordance with the terms and conditions of the letter o 

credit is entitled to reimbursement by the issuer even if the beneficiary committed fraud 
(see Section 5-109(a)(1)Gi)) and, in that sense, has greater rights against the issuer than 
he beneficiary has. To be entitled to reimbursement from the issuer under the typical 
confirmed letter of credit, the confirmer must submit conforming documents, but the 
confirmer's presentation to the issuer need not be made before the expiration date of the 
etter of credit. 

A letter of credit confirmation has been analogized to a guarantee of issuer performance, 

o a parallel letter of credit issued by the confirmer for the account of the issuer or the let- 
er of credit applicant or both, and to a back-to-back letter of credit in which the confirmer 
is a kind of beneficiary of the original issuer's letter of credit. Like letter of credit undertak- 
ings, confirmations are both unique and flexible, so that no one of these analogies is perfect, 
but unless otherwise indicated in the letter of credit or confirmation, a confirmer should be 
iewed by the letter of credit issuer and the beneficiary as an issuer of a parallel letter o 
credit for the account of the original letter of credit issuer. Absent a direct agreement be- 
ween the applicant and a confirmer, normally the obligations of a confirmer are to the is- 
suer not the applicant, but the applicant might have a right to injunction against a 
confirmer under Section 5-109 or warranty claim under Section 5-110, and either might 
have claims against the other under Section 5-117. 

2. No one has a duty to advise until that person agrees to be an adviser or undertakes to 
act in accordance with the instructions of the issuer. Except where there is a prior agree- 
ment to serve or where the silence of the adviser would be an acceptance of an offer to 
contract, a person's failure to respond to a request to advise a letter of credit does not in 
and of itself create any liability, nor does it establish a relationship of issuer and adviser 
between the two. Since there is no duty to advise a letter of credit in the absence of a prior 
agreement, there can be no duty to advise it timely or at any particular time. When the 
adviser manifests its agreement to advise by actually doing so (as is normally the case), the 
adviser cannot have violated any duty to advise in a timely way. This analysis is consistent 
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ith the result of Sound of Market Street v. Continental Bank International, 819 F.2d 384 
(3d Cir.1987) which held that there is no such duty. This section takes no position on the 
easoning of that case, but does not overrule the result. By advising or agreeing to advise a 
etter of credit, the adviser assumes a duty to the issuer and to the beneficiary accurately to 
eport what it has received from the issuer, but, beyond determining the apparent 
authenticity of the letter, an adviser has no duty to investigate the accuracy of the message 
it has received from the issuer. ^Checking" the apparent authenticity of the request to 
advise means only that the prospective adviser must attempt to authenticate the message 
(e.g., by “testing” the telex that comes from the purported issuer), and if it is unable to 
authenticate the message must report that fact to the issuer and, if it chooses to advise the 
message, to the beneficiary. By proper agreement, an adviser may disclaim its obligation 
under this section. 
3. An issuer may issue a letter of credit which the adviser may advise with different 
erms. The issuer may then believe that it has undertaken a certain engagement, yet the 
ext in the hands of the beneficiary will contain different terms, and the beneficiary would 
not be entitled to honor if the documents it submitted did not comply with the terms of the 
etter of credit as originally issued. On the other hand, if the adviser also confirmed the let- 
er of credit, then as a confirmer it will be independently liable on the letter of credit as ad- 
ised and confirmed. If in that situation the beneficiary’s ultimate presentation entitled it 
o honor under the terms of the confirmation but not under those in the original letter o 
credit, the confirmer would have to honor but might not be entitled to reimbursement from 
he issuer. 
4. When the issuer nominates another person to “pay,” “negotiate,” or otherwise to take 
p the documents and give value, there can be confusion about the legal status of the 
ominated person. In rare cases the person might actually be an agent of the issuer and its 
act might be the act of the issuer itself. In most cases the nominated person is not an agent 
of the issuer and has no authority to act on the issuer's behalf. Its *nomination" allows the 
beneficiary to present to it and earns it certain rights to payment under Section 5-109 that 
others do not enjoy. For example, when an issuer issues a “freely negotiable credit,” it 
contemplates that banks or others might take up documents under that credit and advance 
alue against them, and it is agreeing to pay those persons but only if the presentation to 
he issuer made by the nominated person complies with the credit. Usually there will be no 
agreement to pay, negotiate, or to serve in any other capacity by the nominated person, 
herefore the nominated person will have the right to decline to take the documents. It may 
eturn them or agree merely to act as a forwarding agent for the documents but without 
giving value against them or taking any responsibility for their conformity to the letter o 
credit. 


» 6. 


$ 5-108. Issuer's Rights and Obligations. 

(a) Except as otherwise provided in Section 5-109, an issuer shall honor 
a presentation that, as determined by the standard practice referred to in 
subsection (e), appears on its face strictly to comply with the terms and 
conditions of the letter of credit. Except as otherwise provided in Section 
5-113 and unless otherwise agreed with the applicant, an issuer shall dis- 
honor a presentation that does not appear so to comply. 

(b) An issuer has a reasonable time after presentation, but not beyond 
he end of the seventh business day of the issuer after the day of its receipt 
of documents: 

(1) to honor, 

(2) if the letter of credit provides for honor to be completed more than 
seven business days after presentation, to accept a draft or incur a 
deferred obligation, or 

(3) to give notice to the presenter of discrepancies in the presentation. 
(c) Except as otherwise provided in subsection (d), an issuer is precluded 

from asserting as a basis for dishonor any discrepancy if timely notice is 
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(d) Failure to give the notice specified in subsection (b) or to mention 
fraud, forgery, or expiration in the notice does not preclude the issuer from 
asserting as a basis for dishonor fraud or forgery as described in Section 
5-109(a) or expiration of the letter of credit before presentation. 

(e) An issuer shall observe standard practice of financial institutions 
hat regularly issue letters of credit. Determination of the issuer’s obser- 
ance of the standard practice is a matter of interpretation for the court. 
he court shall offer the parties a reasonable opportunity to present evi- 

dence of the standard practice. 

(f) An issuer is not responsible for: 

(1) the performance or nonperformance of the underlying contract, ar- 
rangement, or transaction, 

(2) an act or omission of others, or 

(3) observance or knowledge of the usage of a particular trade other 

than the standard practice referred to in subsection (e). 

(g) If an undertaking constituting a letter of credit under Section 5-102(a) 
(10) contains nondocumentary conditions, an issuer shall disregard the 
mondocumentary conditions and treat them as if they were not stated. 

(h) An issuer that has dishonored a presentation shall return the docu- 

ents or hold them at the disposal of, and send advice to that effect to, the 
presenter. 

(i) An issuer that has honored a presentation as permitted or required 
by this article: 

(1) is entitled to be reimbursed by the applicant in immediately avail- 
able funds not later than the date of its payment of funds; 


(2) takes the documents free of claims of the beneficiary or presenter; 


(3) is precluded from asserting a right of recourse on a draft under 
Sections 3-414 and 3-415; 


(4) except as otherwise provided in Sections 5-110 and 5-117, is 
precluded from restitution of money paid or other value given by mistake 
to the extent the mistake concerns discrepancies in the documents or 
tender which are apparent on the face of the presentation; and 


(5) is discharged to the extent of its performance under the letter o 
credit unless the issuer honored a presentation in which a required 
signature of a beneficiary was forged. 


Official Comment 

1. This section combines some of the duties previously included in Sections 5-114 and 
5-109. Because a confirmer has the rights and duties of an issuer, this section applies 
equally to a confirmer and an issuer. See Section 5-107(a). 

The standard of strict compliance governs the issuer’s obligation to the beneficiary and to 
he applicant. By requiring that a “presentation” appear strictly to comply, the section 
equires not only that the documents themselves appear on their face strictly to comply, 
but also that the other terms of the letter of credit such as those dealing with the time and 
place of presentation are strictly complied with. Typically, a letter of credit will provide 
hat presentation is timely if made to the issuer, confirmer, or any other nominated person 
prior to expiration of the letter of credit. Accordingly, a nominated person that has honored 
a demand or otherwise given value before expiration will have a right to reimbursement 
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om the issuer even though presentation to the issuer is made after the expiration of the 
etter of credit. Conversely, where the beneficiary negotiates documents to one who is not a 
nominated person, the beneficiary or that person acting on behalf of the beneficiary must 
make presentation to a nominated person, confirmer, or issuer prior to the expiration date. 

This section does not impose a bifurcated standard under which an issuer's right to 

eimbursement might be broader than a beneficiary's right to honor. However, the explicit 

deference to standard practice in Section 5-108(a) and (e) and elsewhere expands issuers’ 
ights of reimbursement where that practice so provides. Also, issuers can and often do 
contract with their applicants for expanded rights of reimbursement. Where that is done, 
he beneficiary will have to meet a more stringent standard of compliance as to the issuer 
han the issuer will have to meet as to the applicant. Similarly, a nominated person may 
have reimbursement and other rights against the issuer based on this article, the UCP, 
bank-to-bank reimbursement rules, or other agreement or undertaking of the issuer. These 
ights may allow the nominated person to recover from the issuer even when the nominated 
person would have no right to obtain honor under the letter of credit. 

The section adopts strict compliance, rather than the standard that commentators have 
called “substantial compliance," the standard arguably applied in Banco Español de Credito 
v. State Street Bank and Trust Company, 385 F.2d 230 (1st Cir.1967) and Flagship Cruises 

td. v. New England Merchants Nat. Bank, 569 F.2d 699 (1st Cir.1978). Strict compliance 
does not mean slavish conformity to the terms of the letter of credit. For example, standard 
practice (what issuers do) may recognize certain presentations as complying that an 
nschooled layman would regard as discrepant. By adopting standard practice as a way o 
measuring strict compliance, this article indorses the conclusion of the court in New 
Braunfels Nat. Bank v. Odiorne, 780 S.W.2d 313 (Tex.Ct.App. 1989) (beneficiary could col- 
ect when draft requested payment on ‘Letter of Credit No. 86-122-5' and letter of credit 
specified ‘Letter of Credit No. 86-122-S' holding strict compliance does not demand oppres- 
sive perfectionism). The section also indorses the result in Tosco Corp. v. Federal Deposit 
nsurance Corp., 723 F.2d 1242 (6th Cir.1983). The letter of credit in that case called for 
"drafts Drawn under Bank of Clarksville Letter of Credit Number 105." The draft pre- 
sented stated *drawn under Bank of Clarksville, Clarksville, Tennessee letter of Credit No. 
105.” The court correctly found that despite the change of upper case “L” to a lower case “I” 
and the use of the word “No.” instead of “Number,” and despite the addition of the words 
"Clarksville, Tennessee," the presentation conformed. Similarly a document addressed by a 
oreign person to General Motors as *Jeneral Motors" would strictly conform in the absence 
of other defects. 

Identifying and determining compliance with standard practice are matters of interpreta- 

ion for the court, not for the jury. As with similar rules in Sections 4A-202(c) and 2-302, it 
is hoped that there will be more consistency in the outcomes and speedier resolution o 
disputes if the responsibility for determining the nature and scope of standard practice is 
granted to the court, not to a jury. Granting the court authority to make these decisions 

ill also encourage the salutary practice of courts' granting summary judgment in circum- 
stances where there are no significant factual disputes. The statute encourages outcomes 
such as American Coleman Co. v. Intrawest Bank, 887 F.2d 1382 (10th Cir.1989), where 
summary judgment was granted. 

In some circumstances standards may be established between the issuer and the ap- 
plicant by agreement or by custom that would free the issuer from liability that it might 
otherwise have. For example, an applicant might agree that the issuer would have no dut 

hatsoever to examine documents on certain presentations (e.g., those below a certain dol- 

ar amount). Where the transaction depended upon the issuer's payment in a very short 
ime period (e.g., on the same day or within a few hours of presentation), the issuer and the 
applicant might agree to reduce the issuer's responsibility for failure to discover 
discrepancies. By the same token, an agreement between the applicant and the issuer 
might permit the issuer to examine documents exclusively by electronic or electro-optical 
means. Neither those agreements nor others like them explicitly made by issuers and ap- 
plicants violate the terms of Section 5-108(a) or (b) or Section 5-103(c). 

2. Section 5-108(a) balances the need of the issuer for time to examine the documents 
against the possibility that the examiner (at the urging of the applicant or for fear that it 

ill not be reimbursed) will take excessive time to search for defects. What is a “reasonable 

ime" is not extended to accommodate an issuer's procuring a waiver from the applicant. 
See Article 14c of the UCP. 
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Under both the UCC and the UCP the issuer has a reasonable time to honor or give 
otice. The outside limit of that time is measured in business days under the UCC and in 
banking days under the UCP, a difference that will rarely be significant. Neither business 
or banking days are defined in Article 5, but a court may find useful analogies in Regula- 
ion CC, 12 CFR 229.2, in state law outside of the Uniform Commercial Code, and in 
Article 4. 

Examiners must note that the seven-day period is not a safe harbor. The time within 

hich the issuer must give notice is the lesser of a reasonable time or seven business days. 

here there are few documents (as, for example, with the mine run standby letter o 
credit), the reasonable time would be less than seven days. If more than a reasonable time 
is consumed in examination, no timely notice is possible. What is a “reasonable time" is to 
be determined by examining the behavior of those in the business of examining documents, 
mostly banks. Absent prior agreement of the issuer, one could not expect a bank issuer to 
examine documents while the beneficiary waited in the lobby if the normal practice was to 
give the documents to a person who had the opportunity to examine those together with 
many others in an orderly process. That the applicant has not yet paid the issuer or that 

he applicant's account with the issuer is insufficient to cover the amount of the draft is not 
a basis for extension of the time period. 
This section does not preclude the issuer from contacting the applicant during its exami- 
ation; however, the decision to honor rests with the issuer, and it has no duty to seek a 
aiver from the applicant or to notify the applicant of receipt of the documents. If the is- 
suer dishonors a conforming presentation, the beneficiary will be entitled to the remedies 
nder Section 5-111, irrespective of the applicant's views. 

Even though the person to whom presentation is made cannot conduct a reasonable ex- 
amination of documents within the time after presentation and before the expiration date, 
presentation establishes the parties' rights. The beneficiary's right to honor or the issuer's 

ight to dishonor arises upon presentation at the place provided in the letter of credit even 
hough it might take the person to whom presentation has been made several days to 
determine whether honor or dishonor is the proper course. The issuer's time for honor or 
giving notice of dishonor may be extended or shortened by a term in the letter of credit. 
he time for the issuer's performance may be otherwise modified or waived in accordance 

ith Section 5-106. 

The issuer's time to inspect runs from the time of its “receipt of documents." Documents 
are considered to be received only when they are received at the place specified for presen- 

ation by the issuer or other party to whom presentation is made. “Receipt of documents” 
hen documents of title are presented must be read in light of the definition of *delivery" in| 
Article 1, Section 1-201 and the definition of “presentment” in Section 5-102(a)(12). 

Failure of the issuer to act within the time permitted by subsection (b) constitutes 
dishonor. Because of the preclusion in subsection (c) and the liability that the issuer may 
incur under Section 5-111 for wrongful dishonor, the effect of such a silent dishonor may 
ultimately be the same as though the issuer had honored, i.e., it may owe damages in the 
amount drawn but unpaid under the letter of credit. 

3. The requirement that the issuer send notice of the discrepancies or be precluded from 
asserting discrepancies is new to Article 5. It is taken from the similar provision in the 

CP and is intended to promote certainty and finality. 

The section thus substitutes a strict preclusion principle for the doctrines of waiver and 
estoppel that might otherwise apply under Section 1-103. It rejects the reasoning in Flag- 

hip Cruises Ltd. v. New England Merchants’ Nat. Bank, 569 F.2d 699 (1st Cir.1978) and 

Wing On Bank Ltd. v. American Nat. Bank & Trust Co., 457 F.2d 328 (5th Cir.1972) where 
he issuer was held to be estopped only if the beneficiary relied on the issuer's failure to 
give notice. 

Assume, for example, that the beneficiary presented documents to the issuer shortly 
before the letter of credit expired, in circumstances in which the beneficiary could not have 
cured any discrepancy before expiration. Under the reasoning of Flagship and Wing On, 

he beneficiary's inability to cure, even if it had received notice, would absolve the issuer o 
its failure to give notice. The virtue of the preclusion obligation adopted in this section is 
hat it forecloses litigation about reliance and detriment. 

Even though issuers typically give notice of the discrepancy of tardy presentation when 
presentation is made after the expiration of a credit, they are not required to give that no- 
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ice and the section permits them to raise late presentation as a defect despite their failure 
o give that notice. 

4. 'To act within a reasonable time, the issuer must normally give notice without delay af- 
er the examining party makes its decision. If the examiner decides to dishonor on the first 
day, it would be obliged to notify the beneficiary shortly thereafter, perhaps on the same 
business day. This rule accepts the reasoning in cases such as Datapoint Corp. v. M & 
Bank, 665 F.Supp. 722 (W.D.Wis.1987) and Esso Petroleum Canada, Div. of Imperial Oil, 

td. v. Security Pacific Bank, 710 F.Supp. 275 (D.Or.1989). 

The section deprives the examining party of the right simply to sit on a presentation that 
is made within seven days of expiration. The section requires the examiner to examine the 
documents and make a decision and, having made a decision to dishonor, to communicate 
promptly with the presenter. Nevertheless, a beneficiary who presents documents shortly 
before the expiration of a letter of credit runs the risk that it will never have the op- 
portunity to cure any discrepancies. 

5. Confirmers, other nominated persons, and collecting banks acting for beneficiaries can 
be presenters and, when so, are entitled to the notice provided in subsection (b). Even 
nominated persons who have honored or given value against an earlier presentation of the 
beneficiary and are themselves seeking reimbursement or honor need notice of discrepan- 
cies in the hope that they may be able to procure complying documents. The issuer has the 
obligations imposed by this section whether the issuer's performance is characterized as 
“reimbursement” of a nominated person or as “honor.” 

6. In many cases a letter of credit authorizes presentation by the beneficiary to someone 
other than the issuer. Sometimes that person is identified as a “payor” or “paying bank,” or 
as an “acceptor” or “accepting bank,” in other cases as a “negotiating bank,” and in other 
cases there will be no specific designation. The section does not impose any duties on a 
person other than the issuer or confirmer, however a nominated person or other person 
may have liability under this article or at common law if it fails to perform an express or 
implied agreement with the beneficiary. 

7. The issuer’s obligation to honor runs not only to the beneficiary but also to the 
applicant. It is possible that an applicant who has made a favorable contract with the ben- 
eficiary will be injured by the issuer’s wrongful dishonor. Except to the extent that the 
contract between the issuer and the applicant limits that liability, the issuer will have li- 
ability to the applicant for wrongful dishonor under Section 5-111 as a matter of contract 
aw. A good faith extension of the time in Section 5-108(b) by agreement between the issuer 
and beneficiary binds the applicant even if the applicant is not consulted or does not 
consent to the extension. 

The issuer’s obligation to dishonor when there is no apparent compliance with the letter 
of credit runs only to the applicant. No other party to the transaction can complain if the 
applicant waives compliance with terms or conditions of the letter of credit or agrees to a 
ess stringent standard for compliance than that supplied by this article. Except as 
otherwise agreed with the applicant, an issuer may dishonor a noncomplying presentation 
despite an applicant’s waiver. 

Waiver of discrepancies by an issuer or an applicant in one or more presentations does 
not waive similar discrepancies in a future presentation. Neither the issuer nor the benefi- 
ciary can reasonably rely upon honor over past waivers as a basis for concluding that a 
uture defective presentation will justify honor. The reasoning of Courtaulds of North 
America Inc. v. North Carolina Nat. Bank, 528 F.2d 802 (4th Cir.1975) is accepted and that 
expressed in Schweibish v. Pontchartrain State Bank, 389 So.2d 731 (La.App.1980) and 
Titanium Metals Corp. v. Space Metals, Inc., 529 P.2d 431 (Utah 1974) is rejected. 

8. The standard practice referred to in subsection (e) includes (i) international practice 
set forth in or referenced by the Uniform Customs and Practice, (ii) other practice rules 
published by associations of financial institutions, and (iii) local and regional practice. It is 
possible that standard practice will vary from one place to another. Where there are 
conflicting practices, the parties should indicate which practice governs their rights. A 
practice may be overridden by agreement or course of dealing. See Section 1-205(4). 

9. The responsibility of the issuer under a letter of credit is to examine documents and to 
make a prompt decision to honor or dishonor based upon that examination. Nondocumentar 
conditions have no place in this regime and are better accommodated under contract or 
suretyship law and practice. In requiring that nondocumentary conditions in letters o 
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credit be ignored as surplusage, Article 5 remains aligned with the UCP (see UCP 500 
Article 13c), approves cases like Pringle-Associated Mortgage Corp. v. Southern National 
Bank, 571 F.2d 871, 874 (5th Cir.1978), and rejects the reasoning in cases such as Sherwood 
& Roberts, Inc. v. First Security Bank, 682 P.2d 149 (Mont. 1984). 

Subsection (g) recognizes that letters of credit sometimes contain nondocumentary terms 
or conditions. Conditions such as a term prohibiting “shipment on vessels more than 15 
years old,” are to be disregarded and treated as surplusage. Similarly, a requirement that 

here be an award by a “duly appointed arbitrator” would not require the issuer to 
determine whether the arbitrator had been “duly appointed.” Likewise a term in a standby 
etter of credit that provided for differing forms of certification depending upon the particu- 
ar type of default does not oblige the issuer independently to determine which kind o 
default has occurred. These conditions must be disregarded by the issuer. Where the 
ondocumentary conditions are central and fundamental to the issuer’s obligation (as for 
example a condition that would require the issuer to determine in fact whether the benefi- 
ciary had performed the underlying contract or whether the applicant had defaulted) their 
inclusion may remove the undertaking from the scope of Article 5 entirely. See Section 
5-102(a)(10) and Comment 6 to Section 5-102. 

Subsection (g) would not permit the beneficiary or the issuer to disregard terms in the 
etter of credit such as place, time, and mode of presentation. The rule in subsection (g) is 
intended to prevent an issuer from deciding or even investigating extrinsic facts, but not 
rom consulting the clock, the calendar, the relevant law and practice, or its own general 

nowledge of documentation or transactions of the type underlying a particular letter o 
credit. 

Even though nondocumentary conditions must be disregarded in determining compliance 
of a presentation (and thus in determining the issuer’s duty to the beneficiary), an issuer 

hat has promised its applicant that it will honor only on the occurrence of those 

ondocumentary conditions may have liability to its applicant for disregarding the 
conditions. 

10. Subsection (f) condones an issuer’s ignorance of “any usage of a particular trade”; that 
rade is the trade of the applicant, beneficiary, or others who may be involved in the 

nderlying transaction. The issuer is expected to know usage that is commonly encountered 

in the course of document examination. For example, an issuer should know the common 
usage with respect to documents in the maritime shipping trade but would not be expected 
o understand synonyms used in a particular trade for product descriptions appearing in a 
etter of credit or an invoice. 

11. Where the issuer’s performance is the delivery of an item of value other than money, 
he applicant’s reimbursement obligation would be to make the “item of value” available to 
he issuer. 

12. An issuer is entitled to reimbursement from the applicant after honor of a forged or 
raudulent drawing if honor was permitted under Section 5-109(a). 

13. The last clause of Section 5-108(i)(5) deals with a special case in which the fraud is 
ot committed by the beneficiary, but is committed by a stranger to the transaction who 
orges the beneficiary’s signature. If the issuer pays against documents on which a required 

signature of the beneficiary is forged, it remains liable to the true beneficiary. This principle 
is applicable to both electronic and tangible documents. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 5-109. Fraud and Forgery. 
(a) If a presentation is made that appears on its face strictly to comply 
ith the terms and conditions of the letter of credit, but a required docu- 
ent is forged or materially fraudulent, or honor of the presentation would 
facilitate a material fraud by the beneficiary on the issuer or applicant: 
(1) the issuer shall honor the presentation, if honor is demanded by (1) 
a nominated person who has given value in good faith and without no- 
tice of forgery or material fraud, (ii) a confirmer who has honored its 
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confirmation in good faith, (iii) a holder in due course of a draft drawn 

under the letter of credit which was taken after acceptance by the issuer 

or nominated person, or (iv) an assignee of the issuer's or nominated 
person's deferred obligation that was taken for value and without notice 
of forgery or material fraud after the obligation was incurred by the is- 
suer or nominated person; and 

(2) the issuer, acting in good faith, may honor or dishonor the presen- 
tation in any other case. 

(b) If an applicant claims that a required document is forged or materi- 
ally fraudulent or that honor of the presentation would facilitate a mate- 
rial fraud by the beneficiary on the issuer or applicant, a court of competent 
jurisdiction may temporarily or permanently enjoin the issuer from honor- 
ing a presentation or grant similar relief against the issuer or other 
persons only if the court finds that: 


(1) the relief is not prohibited under the law applicable to an accepted 
draft or deferred obligation incurred by the issuer; 

(2) a beneficiary, issuer, or nominated person who may be adversely 
affected is adequately protected against loss that it may suffer because 
the relief is granted; 

(3) all of the conditions to entitle a person to the relief under the law 
of this State have been met; and 


(4) on the basis of the information submitted to the court, the ap- 
plicant is more likely than not to succeed under its claim of forgery or 
material fraud and the person demanding honor does not qualify for 
protection under subsection (a)(1). 


Official Comment 

1. This recodification makes clear that fraud must be found either in the documents or 
must have been committed by the beneficiary on the issuer or applicant. See Cromwell v. 
Commerce & Energy Bank, 464 So.2d 721 (La.1985). 

Secondly, it makes clear that fraud must be *material." Necessarily courts must decide 
he breadth and width of *materiality." The use of the word requires that the fraudulent 
aspect of a document be material to a purchaser of that document or that the fraudulent 
act be significant to the participants in the underlying transaction. Assume, for example, 
hat the beneficiary has a contract to deliver 1,000 barrels of salad oil. Knowing that it has 
delivered only 998, the beneficiary nevertheless submits an invoice showing 1,000 barrels. 
If two barrels in a 1,000 barrel shipment would be an insubstantial and immaterial breach 
of the underlying contract, the beneficiary's act, though possibly fraudulent, is not materi- 
ally so and would not justify an injunction. Conversely, the knowing submission of those 
invoices upon delivery of only five barrels would be materially fraudulent. The courts must 
examine the underlying transaction when there is an allegation of material fraud, for only 
by examining that transaction can one determine whether a document is fraudulent or the 
beneficiary has committed fraud and, if so, whether the fraud was material. 

Material fraud by the beneficiary occurs only when the beneficiary has no colorable right 
o expect honor and where there is no basis in fact to support such a right to honor. The 
section indorses articulations such as those stated in Intraworld Indus. v. Girard Trust 
(3d Cir.1983), and similar decisions and embraces certain decisions under Section 5-114 
hat relied upon the phrase “fraud in the transaction." Some of these decisions have been 
summarized as follows in Ground Air Transfer v. Westate's Airlines, 899 F.2d 1269, 1272—73 
(1st Cir.1990): 


We have said throughout that courts may not “normally” issue an injunc- 
tion because of an important exception to the general “no injunction" rule. 
The exception, as we also explained in Itek, 730 F.2d at 24-25, concerns 
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“fraud” so serious as to make it obviously pointless and unjust to permit the 
beneficiary to obtain the money. Where the circumstances “plainly” show that 
the underlying contract forbids the beneficiary to call a letter of credit, Itek, 
730 F.2d at 24; where they show that the contract deprives the beneficiary of 
even a “colorable” right to do so, id., at 25; where the contract and circum- 
stances reveal that the beneficiary's demand for payment has “absolutely no 
basis in fact,” id.; see Dynamics Corp. of America, 356 F.Supp. at 999; where 
the beneficiary’s conduct has “so vitiated the entire transaction that the legit- 
imate purposes of the independence of the issuer’s obligation would no longer 
be served,” Itek, 730 F.2d at 25 (quoting Roman Ceramics Corp. v. Peoples 
National Bank, 714 F.2d 1207, 1212 n.12, 1215 (8d Cir.1983) (quoting 
Intraworld Indus., 336 A.2d at 324—25)); then a court may enjoin payment. 
2. Subsection (a)(2) makes clear that the issuer may honor in the face of the applicant’s 
claim of fraud. The subsection also makes clear what was not stated in former Section 
5-114, that the issuer may dishonor and defend that dishonor by showing fraud or forgery 
of the kind stated in subsection (a). Because issuers may be liable for wrongful dishonor i 
hey are unable to prove forgery or material fraud, presumably most issuers will choose to 
honor despite applicant's claims of fraud or forgery unless the applicant procures an 
injunction. Merely because the issuer has a right to dishonor and to defend that dishonor 
by showing forgery or material fraud does not mean it has a duty to the applicant to 
dishonor. The applicant's normal recourse is to procure an injunction, if the applicant is un- 
able to procure an injunction, it will have a claim against the issuer only in the rare case in 
hich it can show that the issuer did not honor in good faith. 
3. Whether a beneficiary can commit fraud by presenting a draft under a clean letter o 
credit (one calling only for a draft and no other documents) has been much debated. Under 
he current formulation it would be possible but difficult for there to be fraud in such a 
presentation. If the applicant were able to show that the beneficiary were committing mate- 
ial fraud on the applicant in the underlying transaction, then payment would facilitate a 


should be skeptical of claims of fraud by one who has signed a “suicide” or clean credit and 
hus granted a beneficiary the right to draw by mere presentation of a draft. 

4. The standard for injunctive relief is high, and the burden remains on the applicant to 
show, by evidence and not by mere allegation, that such relief is warranted. Some courts 
have enjoined payments on letters of credit on insufficient showing by the applicant. For 
example, in Griffin Cos. v. First Nat. Bank, 374 N.W.2d 768 (Minn.App.1985), the court 
enjoined payment under a standby letter of credit, basing its decision on plaintiffs allega- 

ion, rather than competent evidence, of fraud. 

There are at least two ways to prohibit injunctions against honor under this section after 
acceptance of a draft by the issuer. First is to define honor (see Section 5-102(a)(8)) in the 
particular letter of credit to occur upon acceptance and without regard to later payment o 

he acceptance. Second is explicitly to agree that the applicant has no right to an injunction 
after acceptance—whether or not the acceptance constitutes honor. 

5. Although the statute deals principally with injunctions against honor, it also cautions 

against granting "similar relief" and the same principles apply when the applicant or issuer 
attempts to achieve the same legal outcome by injunction against presentation (see Ground, 
Air Transfer Inc. v. Westates Airlines, Inc., 899 F.2d 1269 (1st Cir.1990)), interpleader, 
declaratory judgment, or attachment. These attempts should face the same obstacles that 
ace efforts to enjoin the issuer from paying. Expanded use of any of these devices could 
hreaten the independence principle just as much as injunctions against honor. For that 
eason courts should have the same hostility to them and place the same restrictions on 
heir use as would be applied to injunctions against honor. Courts should not allow the 
"sacred cow of equity to trample the tender vines of letter of credit law." 

6. Section 5-109(a)(1) also protects specified third parties against the risk of fraud. By is- 
suing a letter of credit that nominates a person to negotiate or pay, the issuer (ultimately 
he applicant) induces that nominated person to give value and thereby assumes the risk 
hat a draft drawn under the letter of credit will be transferred to one with a status like 
hat of a holder in due course who deserves to be protected against a fraud defense. 

7. The “loss” to be protected against—by bond or otherwise under subsection (b)(2)— 
includes incidental damages. Among those are legal fees that might be incurred by the ben- 
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eficiary or issuer in defending against an injunction action. 


$ 5-110. Warranties. 
(a) If its presentation is honored, the beneficiary warrants: 

(1) to the issuer, any other person to whom presentation is made, and 
the applicant that there is no fraud or forgery of the kind described in 
Section 5-109(a); and 

(2) to the applicant that the drawing does not violate any agreement 
between the applicant and beneficiary or any other agreement intended 
by them to be augmented by the letter of credit. 

(b) The warranties in subsection (a) are in addition to warranties arising 
nder Article 3, 4, 7, and 8 because of the presentation or transfer of docu- 
ents covered by any of those articles. 


Official Comment 

1. Since the warranties in subsection (a) are not given unless a letter of credit has been 
honored, no breach of warranty under this subsection can be a defense to dishonor by the 
issuer. Any defense must be based on Section 5-108 or 5-109 and not on this section. Also, 
breach of the warranties by the beneficiary in subsection (a) cannot excuse the applicant's 
duty to reimburse. 

2. The warranty in Section 5-110(a)(2) assumes that payment under the letter of credit is 

nal. It does not run to the issuer, only to the applicant. In most cases the applicant will 
have a direct cause of action for breach of the underlying contract. This warranty has pri- 
mary application in standby letters of credit or other circumstances where the applicant is 
not a party to an underlying contract with the beneficiary. It is not a warranty that the 
statements made on the presentation of the documents presented are truthful nor is it a 

arranty that the documents strictly comply under Section 5-108(a). It is a warranty that 
he beneficiary has performed all the acts expressly and implicitly necessary under any 

nderlying agreement to entitle the beneficiary to honor. If, for example, an underlying 
sales contract authorized the beneficiary to draw only upon *due performance" and the ben- 
eficiary drew even though it had breached the underlying contract by delivering defective 
goods, honor of its draw would break the warranty. By the same token, if the underlying 
contract authorized the beneficiary to draw only upon actual default or upon its or a third 
party's determination of default by the applicant and if the beneficiary drew in violation o 
its authorization, then upon honor of its draw the warranty would be breached. In many 
cases, therefore, the documents presented to the issuer will contain inaccurate statements 
(concerning the goods delivered or concerning default or other matters), but the breach o 

arranty arises not because the statements are untrue but because the beneficiary's draw- 
ing violated its express or implied obligations in the underlying transaction. 

3. The damages for breach of warranty are not specified in Section 5-111. Courts may 

nd damage analogies in Section 2-714 in Article 2 and in warranty decisions under Articles 
3 and 4. 

Unlike wrongful dishonor cases—where the damages usually equal the amount of the 
draw—the damages for breach of warranty will often be much less than the amount of the 
draw, sometimes zero. Assume a seller entitled to draw only on proper performance of its 
sales contract. Assume it breaches the sales contract in a way that gives the buyer a right 

o damages but no right to reject. The applicant's damages for breach of the warranty in 
subsection (a)(2) are limited to the damages it could recover for breach of the contract o 
sale. Alternatively assume an underlying agreement that authorizes a beneficiary to draw 
only the “amount in default." Assume a default of $200,000 and a draw of $500,000. The 
damages for breach of warranty would be no more than $300,000. 


§ 5-111. Remedies. 


(a) If an issuer wrongfully dishonors or repudiates its obligation to pay 
oney under a letter of credit before presentation, the beneficiary, succes- 
sor, or nominated person presenting on its own behalf may recover from 
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he issuer the amount that is the subject of the dishonor or repudiation. I 
he issuer’s obligation under the letter of credit is not for the payment o 

oney, the claimant may obtain specific performance or, at the claimant’s 
election, recover an amount equal to the value of performance from the 
issuer. In either case, the claimant may also recover incidental but not 
consequential damages. The claimant is not obligated to take action to 
avoid damages that might be due from the issuer under this subsection. If, 
although not obligated to do so, the claimant avoids damages, the 
claimant’s recovery from the issuer must be reduced by the amount o 
damages avoided. The issuer has the burden of proving the amount o 
damages avoided. In the case of repudiation the claimant need not present 
any document. 

(b) If an issuer wrongfully dishonors a draft or demand presented under 
a letter of credit or honors a draft or demand in breach of its obligation to 

he applicant, the applicant may recover damages resulting from the 
breach, including incidental but not consequential damages, less any 
amount saved as a result of the breach. 

(c) If an adviser or nominated person other than a confirmer breaches an 
obligation under this article or an issuer breaches an obligation not covered 
in subsection (a) or (b), a person to whom the obligation is owed may re- 
cover damages resulting from the breach, including incidental but not 
consequential damages, less any amount saved as a result of the breach. 

o the extent of the confirmation, a confirmer has the liability of an issuer 
specified in this subsection and subsections (a) and (b). 


(d) An issuer, nominated person, or adviser who is found liable under 


subsection (a), (b), or (c) shall pay interest on the amount owed thereunder 
from the date of wrongful dishonor or other appropriate date. 
(e) Reasonable attorney’s fees and other expenses of litigation must be 
awarded to the prevailing party in an action in which a remedy is sought 
nder this article. 


(f) Damages that would otherwise be payable by a party for breach of an 
obligation under this article may be liquidated by agreement or undertak- 
ing, but only in an amount or by a formula that is reasonable in light o 

he harm anticipated. 


Official Comment 

1. The right to specific performance is new. The express limitation on the duty of the ben- 
eficiary to mitigate damages adopts the position of certain courts and commentators. 
Because the letter of credit depends upon speed and certainty of payment, it is important 
hat the issuer not be given an incentive to dishonor. The issuer might have an incentive to 
dishonor if it could rely on the burden of mitigation falling on the beneficiary, (to sell goods 
and sue only for the difference between the price of the goods sold and the amount due 
nder the letter of credit). Under the scheme contemplated by Section 5-111(a), the benefi- 
ciary would present the documents to the issuer. If the issuer wrongfully dishonored, the 
beneficiary would have no further duty to the issuer with respect to the goods covered by 
documents that the issuer dishonored and returned. The issuer thus takes the risk that the 
beneficiary will let the goods rot or be destroyed. Of course the beneficiary may have a duty 
of mitigation to the applicant arising from the underlying agreement, but the issuer would 
not have the right to assert that duty by way of defense or setoff. See Section 5-117(d). I 
he beneficiary sells the goods covered by dishonored documents or if the beneficiary sells a 
draft after acceptance but before dishonor by the issuer, the net amount so gained should 
be subtracted from the amount of the beneficiary’s damages—at least where the damage 
claim against the issuer equals or exceeds the damage suffered by the beneficiary. If, on the 
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other hand, the beneficiary suffers damages in an underlying transaction in an amount 
hat exceeds the amount of the wrongfully dishonored demand (e.g., where the letter o 
credit does not cover 100 percent of the underlying obligation), the damages avoided should 

ot necessarily be deducted from the beneficiary's claim against the issuer. In such a case, 
he damages would be the lesser of (i) the amount recoverable in the absence of mitigation 
(that is, the amount that is subject to the dishonor or repudiation plus any incidental dam- 
ages) and (ii) the damages remaining after deduction for the amount of damages actually 
avoided. 

A beneficiary need not present documents as a condition of suit for anticipatory repudia- 
ion, but if a beneficiary could never have obtained documents necessary for a presentation 
conforming to the letter of credit, the beneficiary cannot recover for anticipatory repudia- 
ion of the letter of credit. Doelger v. Battery Park Bank, 201 A.D. 515, 194 N.Y.S. 582 
(1922) and Decor by Nikkei Int'l, Inc. v. Federal Republic of Nigeria, 497 F.Supp. 893 
(S.D.N.Y.1980), aff'd, 647 F.2d 300 (2d Cir.1981), cert. denied, 454 U.S. 1148 (1982). The 
ast sentence of subsection (c) does not expand the liability of a confirmer to persons to 

hom the confirmer would not otherwise be liable under Section 5-107. 

Almost all letters of credit, including those that call for an acceptance, are “obligations to 
pay money" as that term is used in Section 5-111(a). 

2. What damages “result” from improper honor is for the courts to decide. Even though 
an issuer pays a beneficiary in violation of Section 5-108(a) or of its contract with the ap- 
plicant, it may have no liability to an applicant. If the underlying contract has been full 
performed, the applicant may not have been damaged by the issuer's breach. Such a case 

ould occur when A contracts for goods at $100 per ton, but, upon delivery, the market 
alue of conforming goods has decreased to $25 per ton. If the issuer pays over discrepan- 
cies, there should be no recovery by A for the price differential if the issuer's breach did not 
alter the applicant's obligation under the underlying contract, i.e., to pay $100 per ton for 
goods now worth $25 per ton. On the other hand, if the applicant intends to resell the goods 
and must itself satisfy the strict compliance requirements under a second letter of credit in 
connection with its sale, the applicant may be damaged by the issuer's payment despite 
discrepancies because the applicant itself may then be unable to procure honor on the let- 
er of credit where it is the beneficiary, and may be unable to mitigate its damages by; 
enforcing its rights against others in the underlying transaction. Note that an issuer found 
iable to its applicant may have recourse under Section 5-117 by subrogation to the ap- 
plicant's claim against the beneficiary or other persons. 

One who inaccurately advises a letter of credit breaches its obligation to the beneficiary, 
but may cause no damage. If the beneficiary knows the terms of the letter of credit and 
understands the advice to be inaccurate, the beneficiary will have suffered no damage as a 

esult of the adviser's breach. 

3. Since the confirmer has the rights and duties of an issuer, in general it has an issuer's 
iability, see subsection (c). The confirmer is usually a confirming bank. A confirming bank 
often also plays the role of an adviser. If it breaks its obligation to the beneficiary, the 
confirming bank may have liability as an issuer or, depending upon the obligation that was 
broken, as an adviser. For example, a wrongful dishonor would give it liability as an issuer 

nder Section 5-111(a). On the other hand a confirming bank that broke its obligation to 
advise the credit but did not commit wrongful dishonor would be treated under Section 
5-111(c). 

4. Consequential damages for breach of obligations under this article are excluded in the 
belief that these damages can best be avoided by the beneficiary or the applicant and out o 
he fear that imposing consequential damages on issuers would raise the cost of the letter| 
of credit to a level that might render it uneconomic. A fortiori punitive and exemplary dam- 
ages are excluded, however, this section does not bar recovery of consequential or even pu- 
nitive damages for breach of statutory or common law duties arising outside of this article. 

5. The section does not specify a rate of interest. It leaves the setting of the rate to the 
court. It would be appropriate for a court to use the rate that would normally apply in that 
court in other situations where interest is imposed by law. 

6. The court must award attorney's fees to the prevailing party, whether that party is an. 
applicant, a beneficiary, an issuer, a nominated person, or adviser. Since the issuer may be 
entitled to recover its legal fees and costs from the applicant under the reimbursement 
agreement, allowing the issuer to recover those fees from a losing beneficiary may also 
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protect the applicant against undeserved losses. The party entitled to attorneys’ fees has 
been described as the “prevailing party." Sometimes it will be unclear which party 
“prevailed,” for example, where there are multiple issues and one party wins on some and 
he other party wins on others. Determining which is the prevailing party is in the discre- 
ion of the court. Subsection (e) authorizes attorney’s fees in all actions where a remedy is 
sought “under this article.” It applies even when the remedy might be an injunction under 
Section 5-109 or when the claimed remedy is otherwise outside of Section 5-111. Neither an 
issuer nor a confirmer should be treated as a “losing” party when an injunction is granted 
o the applicant over the objection of the issuer or confirmer; accordingly neither should be 
iable for fees and expenses in that case. 

“Expenses of litigation” is intended to be broader than “costs.” For example, expense o 
itigation would include travel expenses of witnesses, fees for expert witnesses, and expen- 
ses associated with taking depositions. 

7. For the purposes of Section 5-111(f) “harm anticipated” must be anticipated at the 
ime when the agreement that includes the liquidated damage clause is executed or at the 
ime when the undertaking that includes the clause is issued. See Section 2A-504. 


§ 5-112. Transfer of Letter of Credit. 


(a) Except as otherwise provided in Section 5-113, unless a letter o 
credit provides that it is transferable, the right of a beneficiary to draw or 


(b) Even if a letter of credit provides that it is transferable, the issuer 
ay refuse to recognize or carry out a transfer if: 


(1) the transfer would violate applicable law; or 


(2) the transferor or transferee has failed to comply with any require- 
ment stated in the letter of credit or any other requirement relating to 
transfer imposed by the issuer which is within the standard practice 
referred to in Section 5-108(e) or is otherwise reasonable under the 
circumstances. 


Official Comment 

1. In order to protect the applicant’s reliance on the designated beneficiary, letter o 
credit law traditionally has forbidden the beneficiary to convey to third parties its right to 
draw or demand payment under the letter of credit. Subsection (a) codifies that rule. The 
erm “transfer” refers to the beneficiary’s conveyance of that right. Absent incorporation o 
he UCP (which make elaborate provision for partial transfer of a commercial letter o 
credit) or similar trade practice and absent other express indication in the letter of credit 
hat the term is used to mean something else, a term in the letter of credit indicating that 
he beneficiary has the right to transfer should be taken to mean that the beneficiary may 
convey to a third party its right to draw or demand payment. Even in that case, the issuer 
or other person controlling the transfer may make the beneficiary’s right to transfer subject 
o conditions, such as timely notification, payment of a fee, delivery of the letter of credit to 
he issuer or other person controlling the transfer, or execution of appropriate forms to doc- 
ument the transfer. A nominated person who is not a confirmer has no obligation to recog- 

ize a transfer. 
The power to establish “requirements” does not include the right absolutely to refuse to 
ecognize transfers under a transferable letter of credit. An issuer who wishes to retain the 
ight to deny all transfers should not issue transferable letters of credit or should 
incorporate the UCP. By stating its requirements in the letter of credit an issuer may 
impose any requirement without regard to its conformity to practice or reasonableness. 

ransfer requirements of issuers and nominated persons must be made known to potential 
ransferors and transferees to enable those parties to comply with the requirements. 
common method of making such requirements known is to use a form that indicates the in- 
ormation that must be provided and the instructions that must be given to enable the is- 
suer or nominated person to comply with a request to transfer. 

2. The issuance of a transferable letter of credit with the concurrence of the applicant is 
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ipso facto an agreement by the issuer and applicant to permit a beneficiary to transfer its 
drawing right and permit a nominated person to recognize and carry out that transfer 

ithout further notice to them. In international commerce, transferable letters of credit are 
often issued under circumstances in which a nominated person or adviser is expected to fa- 
cilitate the transfer from the original beneficiary to a transferee and to deal with that 
ransferee. In those circumstances it is the responsibility of the nominated person or 
adviser to establish procedures satisfactory to protect itself against double presentation or 
dispute about the right to draw under the letter of credit. Commonly such a person will 
control the transfer by requiring that the original letter of credit be given to it or by caus- 
ing a paper copy marked as an original to be issued where the original letter of credit was 
electronic. By keeping possession of the original letter of credit the nominated person or 
adviser can minimize or entirely exclude the possibility that the original beneficiary could 
properly procure payment from another bank. If the letter of credit requires presentation o 
he original letter of credit itself, no other payment could be procured. In addition to impos- 
ing whatever requirements it considers appropriate to protect itself against double pay- 
ment the person that is facilitating the transfer has a right to charge an appropriate fee for 
its activity. 

"Transfer" of a letter of credit should be distinguished from “assignment of proceeds." 

he former is analogous to a novation or a substitution of beneficiaries. It contemplates not 
merely payment to but also performance by the transferee. For example, under the typical 
erms of transfer for a commercial letter of credit, a transferee could comply with a letter o 
credit transferred to it by signing and presenting its own draft and invoice. An assignee o 
proceeds, on the other hand, is wholly dependent on the presentation of a draft and invoice 
signed by the beneficiary. 

By agreeing to the issuance of a transferable letter of credit, which is not qualified or 
imited, the applicant may lose control over the identity of the person whose performance 

ill earn payment under the letter of credit. 


$ 5-113. Transfer by Operation of Law. 

(a) A successor of a beneficiary may consent to amendments, sign and 
present documents, and receive payment or other items of value in the 
name of the beneficiary without disclosing its status as a successor. 

(b) A successor of a beneficiary may consent to amendments, sign and 
present documents, and receive payment or other items of value in its own 
name as the disclosed successor of the beneficiary. Except as otherwise 
provided in subsection (e), an issuer shall recognize a disclosed successor 
of a beneficiary as beneficiary in full substitution for its predecessor upon 
compliance with the requirements for recognition by the issuer of a transfer 
of drawing rights by operation of law under the standard practice referred 

o in Section 5-108(e) or, in the absence of such a practice, compliance with 
other reasonable procedures sufficient to protect the issuer. 

(c) An issuer is not obliged to determine whether a purported successor 
is a successor of a beneficiary or whether the signature of a purported suc- 
cessor is genuine or authorized. 

(d) Honor of a purported successors apparently complying presentation 

nder subsection (a) or (b) has the consequences specified in Section 5-108(i) 
even if the purported successor is not the successor of a beneficiary. Docu- 

ents signed in the name of the beneficiary or of a disclosed successor by a 
person who is neither the beneficiary nor the successor of the beneficiary 
are forged documents for the purposes of Section 5-109. 

(e) An issuer whose rights of reimbursement are not covered by subsec- 

ion (d) or substantially similar law and any confirmer or nominated person 

ay decline to recognize a presentation under subsection (b). 

(f) A beneficiary whose name is changed after the issuance of a letter o 
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credit has the same rights and obligations as a successor of a beneficiary 
nder this section. 


Official Comment 

This section affirms the result in Pastor v. Nat. Republic Bank of Chicago, 76 Ill.2d 139, 
390 N.E.2d 894 (111.1979) and Federal Deposit Insurance Co. v. Bank of Boulder, 911 F.2d 
1466 (10th Cir.1990). Both electronic and tangible documents may be signed. 

An issuer's requirements for recognition of a successor's status might include presenta- 
ion of a certificate of merger, a court order appointing a bankruptcy trustee or receiver, a 
certificate of appointment as bankruptcy trustee, or the like. The issuer is entitled to rely 
upon such documents which on their face demonstrate that presentation is made by a suc- 
cessor of a beneficiary. It is not obliged to make an independent investigation to determine 
he fact of succession. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 5-114. Assignment of Proceeds. 


(a) In this section, “proceeds of a letter of credit” means the cash, check, 
accepted draft, or other item of value paid or delivered upon honor or giv- 
ing of value by the issuer or any nominated person under the letter o 
credit. The term does not include a beneficiary's drawing rights or docu- 

ents presented by the beneficiary. 

(b) A beneficiary may assign its right to part or all of the proceeds of a 
letter of credit. The beneficiary may do so before presentation as a present 
assignment of its right to receive proceeds contingent upon its compliance 

ith the terms and conditions of the letter of credit. 


(c) An issuer or nominated person need not recognize an assignment o 
proceeds of a letter of credit until it consents to the assignment. 

(d) An issuer or nominated person has no obligation to give or withhold 
its consent to an assignment of proceeds of a letter of credit, but consent 

ay not be unreasonably withheld if the assignee possesses and exhibits 
he letter of credit and presentation of the letter of credit is a condition to 


(e) Rights of a transferee beneficiary or nominated person are indepen- 
dent of the beneficiary's assignment of the proceeds of a letter of credit and 
are superior to the assignee's right to the proceeds. 

(f) Neither the rights recognized by this section between an assignee and 
an issuer, transferee beneficiary, or nominated person nor the issuer's or 
nominated person's payment of proceeds to an assignee or a third person 
affect the rights between the assignee and any person other than the is- 
suer, transferee beneficiary, or nominated person. The mode of creating 
and perfecting a security interest in or granting an assignment of a 
beneficiary's rights to proceeds is governed by Article 9 or other law. 
Against persons other than the issuer, transferee beneficiary, or nominated 
person, the rights and obligations arising upon the creation of a security 
interest or other assignment of a beneficiary's right to proceeds and its 
perfection are governed by Article 9 or other law. 


Official Comment 
1. Subsection (b) expressly validates the beneficiary's present assignment of letter o 
credit proceeds if made after the credit is established but before the proceeds are realized. 
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his section adopts the prevailing usage—“assignment of proceeds"—to an assignee. That 
erminology carries with it no implication, however, that an assignee acquires no interest 
until the proceeds are paid by the issuer. For example, an “assignment of the right to 
proceeds" of a letter of credit for purposes of security that meets the requirements o 
Section 9-203(b) would constitute the present creation of a security interest in a “letter-of- 
credit right." This security interest can be perfected by control (Section 9-107). Although 
subsection (a) explains the meaning of “ ‘proceeds’ of a letter of credit,” it should be 
emphasized that those proceeds also may be Article 9 proceeds of other collateral. For 
example, if a seller of inventory receives a letter of credit to support the account that arises 
upon the sale, payments made under the letter of credit are Article 9 proceeds of the inven- 
ory, account, and any document of title covering the inventory. Thus, the secured party 

ho had a perfected security interest in that inventory, account, or document has a 
perfected security interest in the proceeds collected under the letter of credit, so long as 
hey are identifiable cash proceeds (Section 9-315(a), (d)). This perfection is continuous, 

egardless of whether the secured party perfected a security interest in the right to letter o 
credit proceeds. 

2. An assignee's rights to enforce an assignment of proceeds against an issuer and the 
priority of the assignee's rights against a nominated person or transferee beneficiary are 
governed by Article 5. Those rights and that priority are stated in subsections (c), (d), and 
(e). Note also that Section 4-210 gives first priority to a collecting bank that has given value 
or a documentary draft. 

3. By requiring that an issuer or nominated person consent to the assignment of proceeds 
of a letter of credit, subsections (c) and (d) follow more closely recognized national and 
international letter of credit practices than did prior law. In most circumstances, it has 
always been advisable for the assignee to obtain the consent of the issuer in order better to 
safeguard its right to the proceeds. When notice of an assignment has been received, issu- 
ers normally have required signatures on a consent form. This practice is reflected in the 

evision. By unconditionally consenting to such an assignment, the issuer or nominated 
person becomes bound, subject to the rights of the superior parties specified in subsection 
(e), to pay to the assignee the assigned letter of credit proceeds that the issuer or nominated 
person would otherwise pay to the beneficiary or another assignee. 

Where the letter of credit must be presented as a condition to honor and the assignee 
holds and exhibits the letter of credit to the issuer or nominated person, the risk to the is- 
suer or nominated person of having to pay twice is minimized. In such a situation, subsec- 
ion (d) provides that the issuer or nominated person may not unreasonably withhold its 
consent to the assignment. 


$ 5-115. Statute of Limitations. 


An action to enforce a right or obligation arising under this article must 
be commenced within one year after the expiration date of the relevant let- 
er of credit or one year after the [claim for relief] [cause of action] accrues, 

hichever occurs later. A [claim for relief] [cause of action] accrues when 
he breach occurs, regardless of the aggrieved party's lack of knowledge o 
he breach. 


Official Comment 
1. This section is based upon Sections 4-111 and 2-725(2). 
2. This section applies to all claims for which there are remedies under Section 5-111 and 
o other claims made under this article, such as claims for breach of warranty under 

Section 5-110. Because it covers all claims under Section 5-111, the statute of limitations 
applies not only to wrongful dishonor claims against the issuer but also to claims between 
he issuer and the applicant arising from the reimbursement agreement. These might be 
or reimbursement (issuer v. applicant) or for breach of the reimbursement contract by 

rongful honor (applicant v. issuer). 

3. The statute of limitations, like the rest of the statute, applies only to a letter of credit 
issued on or after the effective date and only to transactions, events, obligations, or duties 
arising out of or associated with such a letter. If a letter of credit was issued before the ef- 
ective date and an obligation on that letter of credit was breached after the effective date, 
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he complaining party could bring its suit within the time that would have been permitted 
prior to the adoption of Section 5-115 and would not be limited by the terms of Section 
5-115. 


§ 5-116. Choice of Law and Forum. 

(a) The liability of an issuer, nominated person, or adviser for action or 
omission is governed by the law of the jurisdiction chosen by an agreement 
in the form of a record signed or otherwise authenticated by the affected 
parties in the manner provided in Section 5-104 or by a provision in the 
person’s letter of credit, confirmation, or other undertaking. The jurisdic- 

ion whose law is chosen need not bear any relation to the transaction. 

(b) Unless subsection (a) applies, the liability of an issuer, nominated 
person, or adviser for action or omission is governed by the law of the ju- 
risdiction in which the person is located. The person is considered to be lo- 
cated at the address indicated in the person’s undertaking. If more than 
one address is indicated, the person is considered to be located at the ad- 
dress from which the person’s undertaking was issued. For the purpose o 
jurisdiction, choice of law, and recognition of interbranch letters of credit, 
but not enforcement of a judgment, all branches of a bank are considered 
separate juridical entities and a bank is considered to be located at the 
place where its relevant branch is considered to be located under this 
subsection. 


(c) Except as otherwise provided in this subsection, the liability of an is- 
suer, nominated person, or adviser is governed by any rules of custom or 
practice, such as the Uniform Customs and Practice for Documentary 
Credits, to which the letter of credit, confirmation, or other undertaking is 
expressly made subject. If (i) this article would govern the liability of an is- 
suer, nominated person, or adviser under subsection (a) or (b), (ii) the rele- 

ant undertaking incorporates rules of custom or practice, and (iii) there is 
conflict between this article and those rules as applied to that undertak- 
ing, those rules govern except to the extent of any conflict with the nonvari- 
able provisions specified in Section 5-103(c). 


(d) If there is conflict between this article and Article 3, 4, 4A, or 9, this 
article governs. 


(e) The forum for settling disputes arising out of an undertaking within 
his article may be chosen in the manner and with the binding effect that 
coverning law may be chosen in accordance with subsection (a). 


Official Comment 

1. Although it would be possible for the parties to agree otherwise, the law normally 
chosen by agreement under subsection (a) and that provided in the absence of agreement 
under subsection (b) is the substantive law of a particular jurisdiction not including the 
choice of law principles of that jurisdiction. Thus, two parties, an issuer and an applicant, 
both located in Oklahoma might choose the law of New York. Unless they agree otherwise, 
he section anticipates that they wish the substantive law of New York to apply to their 
ransaction and they do not intend that a New York choice of law principle might direct a 
court to Oklahoma law. By the same token, the liability of an issuer located in New York is 
governed by New York substantive law—in the absence of agreement—even in circum- 
stances in which choice of law principles found in the common law of New York might 
direct one to the law of another State. Subsection (b) states the relevant choice of law 
principles and it should not be subordinated to some other choice of law rule. Within the 
States of the United States renvoi will not be a problem once every jurisdiction has enacted 
Section 5-116 because every jurisdiction will then have the same choice of law rule and in a 
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particular case all choice of law rules will point to the same substantive law. 

Subsection (b) does not state a choice of law rule for the “liability of an applicant.” 
However, subsection (b) does state a choice of law rule for the liability of an issuer, 

ominated person, or adviser, and since some of the issues in suits by applicants against 
hose persons involve the "liability of an issuer, nominated person, or adviser," subsection 
(b) states the choice of law rule for those issues. Because an issuer may have liability to a 
confirmer both as an issuer (Section 5-108(a), Comment 5 to Section 5-108) and as an ap- 
plicant (Section 5-107(a), Comment 1 to Section 5-107, Section 5-108(1)), subsection (b) may 
state the choice of law rule for some but not all of the issuer's liability in a suit by a 
confirmer. 

2. Because the confirmer or other nominated person may choose different law from that 
chosen by the issuer or may be located in a different jurisdiction and fail to choose law, it is 
possible that a confirmer or nominated person may be obligated to pay (under their law) 
but will not be entitled to payment from the issuer (under its law). Similarly, the rights o 
an unreimbursed issuer, confirmer, or nominated person against a beneficiary under Section 
5-109, 5-110, or 5-117, will not necessarily be governed by the same law that applies to the 
issuer's or confirmer's obligation upon presentation. Because the UCP and other practice 
are incorporated in most international letters of credit, disputes arising from different legal 
obligations to honor have not been frequent. Since Section 5-108 incorporates standard 
practice, these problems should be further minimized—at least to the extent that the same 
practice is and continues to be widely followed. 

3. This section does not permit what is now authorized by the nonuniform Section 5-102(4) 
in New York. Under the current law in New York a letter of credit that incorporates the 
CP is not governed in any respect by Article 5. Under revised Section 5-116 letters o 
credit that incorporate the UCP or similar practice will still be subject to Article 5 in 
certain respects. First, incorporation of the UCP or other practice does not override the 
nonvariable terms of Article 5. Second, where there is no conflict between Article 5 and the 
elevant provision of the UCP or other practice, both apply. Third, practice provisions 
incorporated in a letter of credit will not be effective if they fail to comply with Section 
5-103(c). Assume, for example, that a practice provision purported to free a party from any 
iability unless it were “grossly negligent" or that the practice generally limited the reme- 
dies that one party might have against another. Depending upon the circumstances, that 

disclaimer or limitation of liability might be ineffective because of Section 5-103(c). 

Even though Article 5 is generally consistent with UCP 500, it is not necessarily consis- 
ent with other rules or with versions of the UCP that may be adopted after Article 5's revi- 
sion, or with other practices that may develop. Rules of practice incorporated in the letter 
of credit or other undertaking are those in effect when the letter of credit or other undertak- 
ing is issued. Except in the unusual cases discussed in the immediately preceding 
paragraph, practice adopted in a letter of credit will override the rules of Article 5 and the 
parties to letter of credit transactions must be familiar with practice (such as future ver- 
sions of the UCP) that is explicitly adopted in letters of credit. 

4. In several ways Article 5 conflicts with and overrides similar matters governed by 
Articles 3 and 4. For example, “draft” is more broadly defined in letter of credit practice 
han under Section 3-104. The time allowed for honor and the required notification o 
easons for dishonor are different in letter of credit practice than in the handling o 
documentary and other drafts under Articles 3 and 4. 

5. Subsection (e) must be read in conjunction with existing law governing subject matter 
jurisdiction. If the local law restricts a court to certain subject matter jurisdiction not 
including letter of credit disputes, subsection (e) does not authorize parties to choose that 
orum. For example, the parties’ agreement under Section 5-116(e) would not confer juris- 
diction on a probate court to decide a letter of credit case. 

If the parties choose a forum under subsection (e) and if—because of other law—that 
orum will not take jurisdiction, the parties' agreement or undertaking should then be 
construed (for the purpose of forum selection) as though it did not contain a clause choosing 
a particular forum. That result is necessary to avoid sentencing the parties to eternal 
purgatory where neither the chosen State nor the State which would have jurisdiction but 
or the clause will take jurisdiction—the former in disregard of the clause and the latter in 
honor of the clause. 


$ 5-117. Subrogation of Issuer, Applicant, and Nominated Person. 
(a) An issuer that honors a beneficiary's presentation is subrogated to 
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ondary obligor of the underlying obligation owed to the beneficiary and o 
he applicant to the same extent as if the issuer were the secondary obligor 
of the underlying obligation owed to the applicant. 


(b) An applicant that reimburses an issuer is subrogated to the rights o 
he issuer against any beneficiary, presenter, or nominated person to the 
same extent as if the applicant were the secondary obligor of the obliga- 
ions owed to the issuer and has the rights of subrogation of the issuer to 
he rights of the beneficiary stated in subsection (a). 


(c) A nominated person who pays or gives value against a draft or 
demand presented under a letter of credit is subrogated to the rights of: 
(1) the issuer against the applicant to the same extent as if the 
nominated person were a secondary obligor of the obligation owed to the 
issuer by the applicant; 
(2) the beneficiary to the same extent as if the nominated person were 
a secondary obligor of the underlying obligation owed to the beneficiary; 
and 
(3) the applicant to same extent as if the nominated person were a sec- 
ondary obligor of the underlying obligation owed to the applicant. 

(d) Notwithstanding any agreement or term to the contrary, the rights o 
subrogation stated in subsections (a) and (b) do not arise until the issuer 
honors the letter of credit or otherwise pays and the rights in subsection 
(c) do not arise until the nominated person pays or otherwise gives value. 


ntil then, the issuer, nominated person, and the applicant do not derive 
nder this section present or prospective rights forming the basis of a 
claim, defense, or excuse. 


Official Comment 

1. By itself this section does not grant any right of subrogation. It grants only the right 
hat would exist if the person seeking subrogation “were a secondary obligor.” (The term 
“secondary obligor” refers to a surety, guarantor, or other person against whom or whose 
property an obligee has recourse with respect to the obligation of a third party. See Restate- 
ment of the Law Third, Suretyship and Guaranty § 1 (1996).) If the secondary obligor 

ould not have a right to subrogation in the circumstances in which one is claimed under 
his section, none is granted by this section. In effect, the section does no more than to 
emove an impediment that some courts have found to subrogation because they conclude 
hat the issuer's or other claimant’s rights are “independent” of the underlying obligation. 
If, for example, a secondary obligor would not have a subrogation right because its payment 
did not fully satisfy the underlying obligation, none would be available under this section. 

he section indorses the position of Judge Becker in Tudor Development Group, Inc. v. 
United States Fidelity and Guaranty, 968 F.2d 357 (3rd Cir.1991). 

2. To preserve the independence of the letter of credit obligation and to insure that 
subrogation not be used as an offensive weapon by an issuer or others, the admonition in 
subsection (d) must be carefully observed. Only one who has completed its performance in a 
etter of credit transaction can have a right to subrogation. For example, an issuer may not 
dishonor and then defend its dishonor or assert a setoff on the ground that it is subrogated 

o another person's rights. Nor may the issuer complain after honor that its subrogation 
ights have been impaired by any good faith dealings between the beneficiary and the ap- 
plicant or any other person. Assume, for example, that the beneficiary under a standby let- 
er of credit is a mortgagee. If the mortgagee were obliged to issue a release of the mortgage 
upon payment of the underlying debt (by the issuer under the letter of credit), that release 
might impair the issuer's rights of subrogation, but the beneficiary would have no liability 
o the issuer for having granted that release. 
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$ 5-118. Security Interest of Issuer or Nominated Person. 

(a) An issuer or nominated person has a security interest in a document 
presented under a letter of credit to the extent that the issuer or nominated 
person honors or gives value for the presentation. 

(b) So long as and to the extent that an issuer or nominated person has 
not been reimbursed or has not otherwise recovered the value given with| 
respect to a security interest in a document under subsection (a), the secu- 
rity interest continues and is subject to Article 9, but: 

(1) a security agreement is not necessary to make the security interest 
enforceable under Section 9-203(b)(3); 

(2) if the document is presented in a medium other than a written or 
other tangible medium, the security interest is perfected; and 

(3) if the document is presented in a written or other tangible medium 
and is not a certificated security, chattel paper, a document of title, an 
instrument, or a letter of credit, the security interest is perfected and 
has priority over a conflicting security interest in the document so long 
as the debtor does not have possession of the document. 


As added in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
adoption of section in 1999. 


Official Comment 

1. This section gives the issuer of a letter of credit or a nominated person thereunder an 
automatic perfected security interest in a “document” (as that term is defined in Section 
5-102(a)(6)). The security interest arises only if the document is presented to the issuer or 

ominated person under the letter of credit and only to the extent of the value that is 
given. This security interest is analogous to that awarded to a collecting bank under 
Section 4-210. Subsection (b) contains special rules governing the security interest arising 
under this section. In all other respects, a security interest arising under this section is 
subject to Article 9. See Section 9-109. Thus, for example, a security interest arising under 
his section may give rise to a security interest in proceeds under Section 9-315. 

2. Subsection (b)(1) makes a security agreement unnecessary to the creation of a security 
interest under this section. Under subsection (b)(2), a security interest arising under this 
section is perfected if the document is presented in a medium other than a written or 

angible medium. Documents that are written and that are not an otherwise-defined type o 
collateral under Article 9 (e.g., an invoice or inspection certificate) may be goods, in which 
an issuer or nominated person could perfect its security interest by possession. Because the 
definition of document in Section 5-102(a)(6) includes records (e.g., electronic records) that 
may not be goods, subsection (b)(2) provides for automatic perfection (i.e., without filing or 
possession). 

Under subsection (b)(3), if the document (i) is in a written or tangible medium, (ii) is not 
a certificated security, chattel paper, a document of title, an instrument, or a letter o 
credit, and (iii) is not in the debtor's possession, the security interest is perfected and has 
priority over a conflicting security interest. If the document is a type of tangible collateral 
hat subsection (b)(3) excludes from its perfection and priority rules, the issuer or nominated 
person must comply with the normal method of perfection (e.g., possession of an instru- 
ment) and is subject to the applicable Article 9 priority rules. Documents to which subsec- 
ion (b)(3) applies may be important to an issuer or nominated person. For example, a 
confirmer who pays the beneficiary must be assured that its rights to all documents are not 
impaired. It will find it necessary to present all of the required documents to the issuer in 
order to be reimbursed. Moreover, when a nominated person sends documents to an issuer 
in connection with the nominated person's reimbursement, that activity is not a collection, 
enforcement, or disposition of collateral under Article 9. 

One purpose of this section is to protect an issuer or nominated person from claims of a 
beneficiary's creditors. It is a fallback provision inasmuch as issuers and nominated persons 
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equently may obtain and perfect security interests under the usual Article 9 rules, and, in 
many cases, the documents will be owned by the issuer, nominated person, or applicant. 


As added in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
adoption of Official Comment in 1999. 


TRANSITION PROVISIONS 


$ [ ]. Effective Date. 
This [Act] shall become effective on ———— ,199. . 


$ [ ]. Repeal. 
This [Act] [repeals] [amends] [insert citation to existing Article 5]. 


$ [ ]. Applicability. 


This [Act] applies to a letter of credit that is issued on or after the effec- 
ive date of this [Act]. This [Act] does not apply to a transaction, event, 
obligation, or duty arising out of or associated with a letter of credit that 
as issued before the effective date of this [Act]. 


$ [ ]. Savings Clause. 


A transaction arising out of or associated with a letter of credit that was 
issued before the effective date of this [Act] and the rights, obligations, and 
interests flowing from that transaction are governed by any statute or 
other law amended or repealed by this [Act] as if repeal or amendment 
had not occurred and may be terminated, completed, consummated, or 
enforced under that statute or other law. 


CONFORMING AMENDMENTS TO ARTICLES 1, 2, AND 9 


See Appendix M, infra. 


REPEALER OF ARTICLE 6 BULK TRANSFERS 
AND [REVISED] ARTICLE 6 BULK SALES 
(STATES TO SELECT ONE ALTERNATIVE)' 


ALTERNATIVE A 


ALTERNATIVE B 
$ 6-101. Short Title. 
6-102. Definitions and Index of Definitions. 
6-103. Applicability of Article. 
6-104. Obligations of Buyer. 
6-105. Notice to Claimants. 
6-106. Schedule of Distribution. 
6-107. Liability for Noncompliance. 
6-108. Bulk Sales by Auction; Bulk Sales Conducted by Liquidator. 
6-109. What Constitutes Filing; Duties of Filing Officer; Information From 
Filing Officer. 
6-110. Limitation of Actions. 


“Article 6 was repealed in 1989, anda Comments of Article 6 as they existed prior 
evised version was approved in 1989 as an to repeal/revision in 1989, see Appendix E. 
alternative to repeal. For text and Official 
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PREFATORY NOTE 

Background. Bulk sale legislation originally was enacted in response to a fraud 
perceived to be common around the turn of the century: a merchant would acquire his stock 
in trade on credit, then sell his entire inventory (“in bulk") and abscond with the proceeds, 
eaving creditors unpaid. The creditors had a right to sue the merchant on the unpaid 
debts, but that right often was of little practical value. Even if the merchant-debtor was 
ound, in personam jurisdiction over him might not have been readily available. Those 
creditors who succeeded in obtaining a judgment often were unable to satisfy it because the 
defrauding seller had spent or hidden the sale proceeds. Nor did the creditors ordinarily 
have recourse to the merchandise sold. The transfer of the inventory to an innocent buyer 
effectively immunized the goods from the reach of the seller's creditors. The creditors of a 
bulk seller thus might be left without a means to satisfy their claims. 
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To a limited extent, the law of fraudulent conveyances ameliorated the creditors’ plight. 
en the buyer in bulk was in league with the seller or paid less than full value for the 
inventory, fraudulent conveyance law enabled the defrauded creditors to avoid the sale and 
apply the transferred inventory toward the satisfaction of their claims against the seller. 
But fraudulent conveyance law provided no remedy against persons who bought in good 
aith, without reason to know of the seller’s intention to pocket the proceeds and disappear, 
and for adequate value. In those cases, the only remedy for the seller’s creditors was to at- 
empt to recover from the absconding seller. 

State legislatures responded to this perceived “bulk sale risk” with a variety of legislative 
enactments. Common to these statutes was the imposition of a duty on the buyer in bulk to 
notify the seller’s creditors of the impending sale. The buyer’s failure to comply with these 
and any other statutory duties generally afforded the seller’s creditors a remedy analogous 

o the remedy for fraudulent conveyances: the creditors acquired the right to set aside the 
sale and reach the transferred inventory in the hands of the buyer. 

Like its predecessors, Article 6 (1987 Official Text) is remarkable in that it obligates buy- 
ers in bulk to incur costs to protect the interests of the seller’s creditors, with whom the 
usually have no relationship. Even more striking is that Article 6 affords creditors a rem- 
edy against a good faith purchaser for full value without notice of any wrongdoing on the 
part of the seller. The Article thereby impedes normal business transactions, many o 

hich can be expected to benefit the seller’s creditors. For this reason, Article 6 has been 
subjected to serious criticism. See, e.g., Rapson, U.C.C. Article 6: Should It Be Revised or 
“Deep-Sixed”? 38 Bus.Law. 1753 (1983). 

In the legal context in which Article 6 (1987 Official Text) and its nonuniform predeces- 
sors were enacted, the benefits to creditors appeared to justify the costs of interfering with 
good faith transactions. Today, however, creditors are better able than ever to make 
informed decisions about whether to extend credit. Changes in technology have enabled 
credit reporting services to provide fast, accurate, and more complete credit histories at 

elatively little cost. A search of the public real estate and personal property records will 
disclose most encumbrances on a debtor’s property with little inconvenience. 

In addition, changes in the law now afford creditors greater opportunities to collect their 
debts. The development of “minimum contacts” with the forum state as a basis for in 
personam jurisdiction and the universal promulgation of state long-arm statutes and rules 
have greatly improved the possibility of obtaining personal jurisdiction over a debtor who 

ees to another state. Widespread enactment of the Uniform Enforcement of Foreign Judg- 
ments Act has facilitated nation-wide collection of judgments. And to the extent that a bulk 
sale is fraudulent and the buyer is a party to fraud, aggrieved creditors have a remedy 
under the Uniform Fraudulent Transfer Act. Moreover, creditors of a merchant no longer 
ace the choice of extending unsecured credit or no credit at all. Retaining an interest in 
inventory to secure its price has become relatively simple and inexpensive under Article 9. 

Finally, there is no evidence that, in today’s economy, fraudulent bulk sales are frequent 
enough, or engender credit losses significant enough, to require regulation of all bulk sales, 
including the vast majority that are conducted in good faith. Indeed, the experience of the 
Canadian Province of British Columbia, which repealed its Sale of Goods in Bulk Act in 
1985, and of the United Kingdom, which never has enacted bulk sales legislation, suggests 

hat regulation of bulk sales no longer is necessary. 

Recommendation. The National Conference of Commissioners on Uniform State Laws 
and the American Law Institute believe that changes in the business and legal contexts in 

hich sales are conducted have made regulation of bulk sales unnecessary. The Conference 
and the Institute therefore withdraw their support for Article 6 of the Uniform Commercial 
Code and encourage those states that have enacted the Article to repeal it. 

The Conference and the Institute recognize that bulk sales may present a particular 
problem in some states and that some legislatures may wish to continue to regulate bulk 
sales. They believe that existing Article 6 has become inadequate for that purpose. For 

hose states that are disinclined to repeal Article 6, they have promulgated a revised ver- 
sion of Article 6. The revised Article is designed to afford better protection to creditors 
hile minimizing the impediments to good-faith transactions. 

The Official Comment to Section 6-101 explains the rationale underlying the revisions 
and highlights the major substantive changes reflected in them. Of particular interest is 
Section 6-103(1)(a), which limits the application of the revised Article to bulk sales by sell- 
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ers whose principal business is the sale of inventory from stock. In approving this provi- 
sion, the Conference and the Institute were mindful that some states have expanded the 
coverage of existing Article 6 to include bulk sales conducted by sellers whose principal 
business is the operation of a restaurant or tavern. Expansion of the scope of revised 
rticle 6 is inconsistent with the recommendation that Article 6 be repealed. Nevertheless, 
he inclusion of restaurants and taverns within the scope of the revised Article as it is 
enacted in particular jurisdictions would not disturb the internal logic and structure of the 
evised Article. 


ALTERNATIVE A 


[S 1. Repeal. 

§ 2. Amendment. 

§ 3. Amendment. 

$ 4. Savings Clause. 


[$ 1. Repeal. 


Article 6 and Section 9-111 of the Uniform Commercial Code are hereby 
repealed, effective A 


$ 2. Amendment. 

Section 1-105(2) of the Uniform Commercial Code is hereby amended to 
read as follows: 

(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 


only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 


Rights of creditors against sold goods. Section 2-402. 
Applicability of the Article on Leases. Sections 24-105 and 2A-106. 


Applicability of the Article on Bank Deposits and Collections. Section 
-102. 


Bulk-transfers-subjeet-to-the-Artiele-on-Bulk-Transfers—Section-6-102- 
Applicability of the Article on Investment Securities. Section 8-106. 


Perfection provisions of the Article on Secured Transactions. Section 
9-103. 


$ 3. Amendment. 


Section 2-403(4) of the Uniform Commercial Code is hereby amended to 
read as follows: 
(4) The rights of other purchasers of goods and of lien creditors are governed 


by the Articles on Secured Transactions (Article 9); 
and Documents of Title (Article 7). 


$ 4. Savings Clause. 

Rights and obligations that arose under Article 6 and Section 9-111 o 
he Uniform Commercial Code before their repeal remain valid and may 
be enforced as though those statutes had not been repealed.] 


egislative Note: To take account of differences between former Article 9 and revised Article 
, a State that repeals Article 6 after revised Article 9 takes effect must make the following 
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hanges to Alternative A. First, inasmuch as revised Article 9 contains no counterpart of for- 

er Section 9-111, the reference to that section in Section 1 of the repealer should be deleted, 

and Section 4 of the repeal bill should allude to former Section 9-111. Second, the last entry 
in Section 1-105(2) should be amended as shown above in this Appendix. 


[END OF ALTERNATIVE A] 


ALTERNATIVE B 


§ 6-101. Short Title. 
6-102. Definitions and Index of Definitions. 
6-103. Applicability of Article. 
6-104. Obligations of Buyer. 


[ 

$ 

$ 

$ 

$ 6-105. Notice to Claimants. 

$ 6-106. Schedule of Distribution. 

$ 6-107. Liability for Noncompliance. 

$ 6-108. Bulk Sales by Auction; Bulk Sales Conducted by Liquidator. 

$ 6-109. What Constitutes Filing; Duties of Filing Officer; Information From 
Filing Officer. 

$ 6-110. Limitation of Actions. 


[ $ 6-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code— Bulk Sales. 


Official Comment 
Prior Uniform Statutory Provision: Section 6-101 (1987 Official Text). 
Change: This Article applies only to sales, as defined in Section 2-103(1), and not to other 
ransfers. 

Purpose of Change: Transfers other than sales, e.g., grants of security interests, do not 
present risks to creditors necessitating advance notice in accordance with the provisions o 
his Article. The Uniform Fraudulent Transfer Act affords a remedy to creditors who are 
injured by donative transfers. 

ationale for Revision of the Article: 

Article 6 (1987 Official Text) imposes upon transferees in bulk several duties toward 
creditors of the transferor. These duties include the duty to notify the creditors of the 
impending bulk transfer and, in those jurisdictions that have adopted optional Section 
6-106, the duty to assure that the new consideration for the transfer is applied to pay debts 
of the transferor. 

Compliance with the provisions of Article 6 can be burdensome, particularly when the 
ransferor has a large number of creditors. When the transferor is actively engaged in busi- 
ness at a number of locations, assembling a current list of creditors may not be possible. 
Mailing a notice to each creditor may prove costly. When the goods that are the subject o 
he transfer are located in several jurisdictions, the transferor may be obligated to comply 

ith Article 6 as enacted in each jurisdiction. The widespread enactment of nonuniform 
amendments makes compliance with Article 6 in multiple-state transactions problematic. 
Moreover, the Article requires compliance even when there is no reason to believe that the 

ransferor is conducting a fraudulent transfer, e.g., when the transferor is scaling down the 
business but remaining available to creditors. 

Article 6 imposes strict liability for noncompliance. Failure to comply with the provisions 
of the Article renders the transfer ineffective, even when the transferor has attempted 
compliance in good faith, and even when no creditor has been injured by the noncompliance. 

he potential liability for minor noncompliance may be high. If the transferor should enter 
bankruptcy before the expiration of the limitation period, Bankruptcy Code §§ 544(b), 
550(a), 11 U.S.C. §§ 544(b), 550(a), may enable the transferor’s bankruptcy trustee to set 
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aside the entire transaction and recover from the noncomplying transferee all the goods 
ransferred or their value. The trustee has this power even though the noncompliance was 
ith respect to only a single creditor holding a small claim. 

The benefits that compliance affords to creditors do not justify the substantial burdens 
and risks that the Article imposes upon good faith purchasers of business assets. The 
Article requires that notice be sent only ten days before the transferee takes possession o 
he goods or pays for them, whichever happens first. Given the delay between sending the 

otice and its receipt, creditors have scant opportunity to avail themselves of a judicial or 
onjudicial remedy before the transfer has been consummated. 

In some cases Article 6 may have the unintended effect of injuring, rather than aiding, 
creditors of the transferor. Those transferees who recognize the burdens and risks that 

rticle 6 imposes upon them sometimes agree to purchase only at a reduced price. Others 

efuse to purchase at all, leaving the creditors to realize only the liquidation value, rather 
han the going concern value, of the business goods. 

As a response to these inadequacies and others, the National Conference of Commission- 
ers on Uniform State Laws has completely revised Article 6. This revision is designed to 

educe the burdens and risks imposed upon good-faith buyers of business assets while 
increasing the protection afforded to creditors. Among the major changes it makes are the 
ollowing: 

—this Article applies only when the buyer has notice, or after reasonable inquiry would 
have had notice, that the seller will not continue to operate the same or a similar kind o 
business after the sale (Section 6-102(1)(c)). 

—this Article does not apply to sales in which the value of the property otherwise avail- 
able to creditors is less than $10,000 or those in which the value of the property is greater 
han $25,000,000 (Section 6-103(3)()). 

—the choice-of-law provision (Sections 6-103(1)(b) and 6-103(2)) limits the applicable law 
o that of one jurisdiction. 

—when the seller is indebted to a large number of persons, the buyer need neither obtain 
a list of those persons nor send individual notices to each person but instead may give no- 
ice by filing (Sections 6-105(2) and 6-104(2)). 

—the notice period is increased from 10 days to 45 days (Section 6-105(5)), and the stat- 
ute of limitations is extended from six months to one year (Section 6-110). 

—the notice must include a copy of a “schedule of distribution," which sets forth how the 

et contract price is to be distributed (Sections 6-105(3) and 6-106(1)). 

—a buyer who makes a good faith effort to comply with the requirements of this Article 
or to exclude the sale from the application of this Article, or who acts on the good faith 
belief that this Article does not apply to the sale, is not liable for noncompliance (Section 
6-107(3)). 

—a buyer’s noncompliance does not render the sale ineffective or otherwise affect the 
buyer’s title to the goods; rather, the liability of a noncomplying buyer is for damages 
caused by the noncompliance (Sections 6-107(1) and 6-107(8)). 

In addition to making these and other major substantive changes, revised Article 6 

esolves the ambiguities that three decades of law practice, judicial construction, and 
scholarly inquiry have disclosed. 


§ 6-102. Definitions and Index of Definitions. 


(1) In this Article, unless the context otherwise requires: 

(a) ‘Assets” means the inventory that is the subject of a bulk sale and 
any tangible and intangible personal property used or held for use pri- 
marily in, or arising from, the seller’s business and sold in connection 
with that inventory, but the term does not include: 

(i) fixtures (section 9-102(a)(41)) other than readily removable fac- 
tory and office machines; 

(ii) the lessee’s interest in a lease of real property; or 

(iii) property to the extent it is generally exempt from creditor pro- 
cess under nonbankruptcy law. 
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(b) “Auctioneer” means a person whom the seller engages to direct, 
conduct, control, or be responsible for a sale by auction. 

(c) “Bulk sale” means: 

(i) in the case of a sale by auction or a sale or series of sales 
conducted by a liquidator on the seller’s behalf, a sale or series of sales 
not in the ordinary course of the seller's business of more than half o 
the seller's inventory, as measured by value on the date of the bulk- 
sale agreement, if on that date the auctioneer or liquidator has notice, 
or after reasonable inquiry would have had notice, that the seller will 
not continue to operate the same or a similar kind of business after 
the sale or series of sales; and 

(ii) in all other cases, a sale not in the ordinary course of the seller's 
business of more than half the seller's inventory, as measured by 
value on the date of the bulk-sale agreement, if on that date the buyer 
has notice, or after reasonable inquiry would have had notice, that the 
seller will not continue to operate the same or a similar kind of busi- 
ness after the sale. 

(d) “Claim” means a right to payment from the seller, whether or not 
the right is reduced to judgment, liquidated, fixed, matured, disputed, 
secured, legal, or equitable. The term includes costs of collection and at- 
torney's fees only to the extent that the laws of this state permit the 
holder of the claim to recover them in an action against the obligor. 

(e) “Claimant” means a person holding a claim incurred in the seller's 
business other than: 

(i) an unsecured and unmatured claim for employment compensa- 
tion and benefits, including commissions and vacation, severance, and 
sick-leave pay; 

(ii) a claim for injury to an individual or to property, or for breach o 
warranty, unless: 

(A) a right of action for the claim has accrued; 

(B) the claim has been asserted against the seller; and 

(C) the seller knows the identity of the person asserting the claim 
and the basis upon which the person has asserted it; and 


(States To Select One Alternative) 


ALTERNATIVE A 
[Gii) a claim for taxes owing to a governmental unit.] 


ALTERNATIVE B 
[Gii) a claim for taxes owing to a governmental unit, if: 

(A) a statute governing the enforcement of the claim permits or 
requires notice of the bulk sale to be given to the governmental unit 
in a manner other than by compliance with the requirements of this 
Article; and 

(B) notice is given in accordance with the statute.] 

(f) ‘Creditor” means a claimant or other person holding a claim. 
(g) (i) ‘Date of the bulk sale" means: 
(A) f the sale is by auction or is conducted by a liquidator on the 
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seller’s behalf, the date on which more than ten percent of the net 

proceeds is paid to or for the benefit of the seller; and 

(B) in all other cases, the later of the date on which: 

(I) more than ten percent of the net contract price is paid to or 
for the benefit of the seller; or 

(ID more than ten percent of the assets, as measured by value, 
are transferred to the buyer. 

(ii) For purposes of this subsection: 

(A) Delivery of a negotiable instrument (Section 3-104(1)) to or for 
the benefit of the seller in exchange for assets constitutes payment 
of the contract price pro tanto; 

(B) o the extent that the contract price is deposited in an escrow, 
the contract price is paid to or for the benefit of the seller when the 
seller acquires the unconditional right to receive the deposit or 
when the deposit is delivered to the seller or for the benefit of the 
seller, whichever is earlier; and 

(C) n asset is transferred when a person holding an unsecured 
claim can no longer obtain through judicial proceedings rights to the 
asset that are superior to those of the buyer arising as a result o 
the bulk sale. A person holding an unsecured claim can obtain those 
superior rights to a tangible asset at least until the buyer has an 
unconditional right, under the bulk-sale agreement, to possess the 
asset, and a person holding an unsecured claim can obtain those 
superior rights to an intangible asset at least until the buyer has an 
unconditional right, under the bulk-sale agreement, to use the asset. 

(h) “Date of the bulk-sale agreement” means: 

(i) in the case of a sale by auction or conducted by a liquidator 
(subsection (c)(i)), the date on which the seller engages the auctioneer 
or liquidator; and 

(ii) in all other cases, the date on which a bulk-sale agreement 
becomes enforceable between the buyer and the seller. 

(i) “Debt” means liability on a claim. 

() *Liquidator" means a person who is regularly engaged in the busi- 
ness of disposing of assets for businesses contemplating liquidation or 
dissolution. 

(k) *Net contract price" means the new consideration the buyer is obli- 
gated to pay for the assets less: 

(i) he amount of any proceeds of the sale of an asset, to the extent 
the proceeds are applied in partial or total satisfaction of a debt 
secured by the asset; and 

(ii) the amount of any debt to the extent it is secured by a security 
interest or lien that is enforceable against the asset before and after it 
has been sold to a buyer. If a debt is secured by an asset and other 
property of the seller, the amount of the debt secured by a security 
interest or lien that is enforceable against the asset is determined by 
multiplying the debt by a fraction, the numerator of which is the value 
of the new consideration for the asset on the date of the bulk sale and 
the denominator of which is the value of all property securing the debt 
on the date of the bulk sale. 
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(1) “Net proceeds” means the new consideration received for assets sold 
at a sale by auction or a sale conducted by a liquidator on the seller’s 
behalf less: 

(i) commissions and reasonable expenses of the sale; 

(ii) the amount of any proceeds of the sale of an asset, to the extent 
the proceeds are applied in partial or total satisfaction of a debt 
secured by the asset; and 

(iii) the amount of any debt to the extent it is secured by a security 
interest or lien that is enforceable against the asset before and after it 
has been sold to a buyer. If a debt is secured by an asset and other 
property of the seller, the amount of the debt secured by a security 
interest or lien that is enforceable against the asset is determined by 
multiplying the debt by a fraction, the numerator of which is the value 
of the new consideration for the asset on the date of the bulk sale and 
the denominator of which is the value of all property securing the debt 
on the date of the bulk sale. 


(m) A sale is “in the ordinary course of the seller’s business” if the sale 
comports with usual or customary practices in the kind of business in 
which the seller is engaged or with the seller’s own usual or customary 
practices. 

(n) ‘United States” includes its territories and possessions and the 
Commonwealth of Puerto Rico. 

(o) “Value” means fair market value. 

(p) “Verified” means signed and sworn to or affirmed. 


(2) The following definitions in other Articles apply to this Article: 


(a) “Buyer.” Section 2-103(1)(a). 
(b) “Equipment.” Section 9-102(a)(33). 
(c) “Inventory.” Section 9-102(a)(48). 
(d) “Sale.” Section 2-106(1). 

(e) “Seller.” Section 2-103(1)(d). 


(3) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 
1. (a) “Assets”. New. The term generally includes only “personal property.” Whether par- 
icular property is “personal property” is to be determined by law outside this Article; 
however, for purposes of this Article, (i) the term includes “readily removable factory and 
office machines" (compare Section 9-334(e)(2)(A)), even if they are covered by applicable 
eal estate law and thus are “fixtures” as defined in Section 9-102(a)(41); (ii) the term does 
not include the lessee's interest in a lease of real property, even if that interest is considered 
o be personal property under other applicable law; and (iii) the term does not include prop- 
erty to the extent that it is “generally exempt from creditor process under nonbankruptcy 
aw." 
(b) *Auctioneer". Compare Section 6-108(3) (1987 Official Text). 
(c) “Bulk Sale”. Bulk sales are of two kinds. Subsection (1)(c)(i) describes bulk sales 
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conducted by a professional intermediary (i.e., an auctioneer or liquidator), as to which 
sales Section 6-108 applies. If these indirect sales occur as a series of related sales, then 
he entire series is treated as a single “bulk sale” and the term applies to the sales in the 
aggregate. Sales made directly by the seller to the buyer, described in subsection (1)(c)(ii), 
include sales conducted by an auctioneer or liquidator for its own account. 

The elements of both direct and indirect sales are the same. Some of these elements have 
been borrowed from the 1987 Official Text of Article 6 and restated. For example, the term 
includes only sales that are not “in the ordinary course of the seller's business” (subsection 
(1)(m)). The sale must be of “more than half of the seller's inventory, as measured by value 
[subsection (1X0)] on the date of the bulk-sale agreement [subsection (1)(h)].” All inventory 
owned by the seller should be included in the calculation, regardless of where it is located. 
Inventory that is encumbered by a security interest or lien should be counted at its gross 

alue, although the fact that it is encumbered may affect the applicability of this Article to 
he sale. 

The determination whether a sale is a “bulk sale” and thus subject to this Article is not 
affected by whether other types of property are sold in connection with inventory. However, 
other provisions of this Article take account of the fact that other property may be sold in 
connection with inventory. For example, the availability of the exclusion in Section 
6-103(3)() turns on the value of all the “assets,” not just the inventory. Similarly, the notice 

equired by Section 6-105 must describe the “assets,” not just the inventory. And Section 
6-107(4) measures the buyer's maximum cumulative liability for noncompliance by the 
alue of the inventory and equipment sold in the bulk sale. 

In an effort to limit its coverage to sales posing the greatest risks to creditors, this Article 
adds an additional element to the definition of “bulk sale.” A sale is not a “bulk sale" unless 
he buyer, auctioneer, or liquidator has notice, or after a reasonable inquiry would have 
had notice, that the seller will not continue to operate the same or a similar kind of busi- 
ness after the sale. Whether a person has “notice” depends upon what the person knows 
and what the person would have known had the person conducted a reasonable inquiry. 

he issue of whether a transaction was a bulk sale is likely to be litigated only when the 
seller has absconded with the sale proceeds. This Article requires that the matters as to 

hich the buyer, auctioneer, or liquidator had notice be determined only by reference to 
acts that the person knew or would have known at the date of the bulk-sale agreement. 
Reference to what actually occurred is inappropriate. 

Whether an inquiry is “reasonable” depends on the facts and circumstances of each case. 
hese facts and circumstances may include the identities of the buyer and seller and the 
ype of assets being sold. In some cases, a reasonable inquiry may consist of no inquiry at 

all concerning the seller's future. 

Not every change in business operations poses a substantial enough risk to creditors to 
justify the costs of compliance with this Article. Thus, in determining whether post-sale 
business is of a kind that is “the same" or “similar” to the business conducted before the 
sale, a court should consider whether, viewed from the perspective of the creditors of the 
seller, the change poses extraordinary risks or whether the change is a normal risk that 
creditors can be assumed to take. In particular, when the post-bulk sale business differs 

om the pre-bulk sale business only in the size of the business conducted, the seller should 
be considered to be continuing in the same or a similar kind of business and the sale should 

ot be considered a bulk sale. 

The seller must *continue to operate" the same or a similar kind of business as owner. I 
he owner sells the business assets to a buyer and continues to manage the business as an 

employee of the buyer, the seller is not continuing to operate the business within the mean- 
ing of this Article. 

(d) “Claim”. New. The first sentence derives from Bankruptcy Code § 101(4), 11 U.S.C. 
§ 101(4). Changes, including the deletion of Section 101(4)(B), were made for stylistic 
purposes only. 

(e) “Claimant”. New. This term defines the category of claim holders who are the primary 
beneficiaries of the duties that this Article imposes. Compare “Creditor” (subsection (1)(f)). 

States that choose not to afford taxing authorities the benefits of this Article should 
adopt Alternative A. Adoption of Alternative B would afford the benefits of this Article to 

axing authorities except with respect to those taxes as to which there has been compliance 
ith another statute requiring that notice of the bulk sale be given to the taxing authority. 
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(f) “Creditor”. New. The term includes all holders of claims against the seller, even hold- 
ers of claims arising from consumer transactions. Compare “Claimant” (subsection (1)(e)). 

(g) “Date of the bulk sale”. New. The parties are able to control the date of the bulk sale 
in several ways. They can keep the proceeds of the sale in escrow, thereby delaying the 
date of payment, or they can specifically agree that the assets remain subject to the reach 
of the seller’s creditors, thereby delaying the date that the assets are transferred. By 
adjusting the time that the buyer acquires an unconditional right to possess tangible assets 
and the time the buyer acquires an unconditional right to use intangible assets, the parties 
may affect the substantive rights of creditors and thereby control the date the assets are 

ransferred. 

The connection between the time of transfer and the buyer’s rights under the bulk-sale 
agreement appears only for purposes of sales to which this Article applies. Subsection (1)(g) 
does not purport to affect the rights of creditors of a seller of property for other purposes or 
under other circumstances. 

(h) “Date of the bulk-sale agreement”. New. Law outside this Article, including the provi- 
sions of Article 2, determines when an agreement for a bulk sale becomes enforceable be- 

ween the buyer and the seller and when an auctioneer or liquidator is engaged. 

(i) “Debt”. New. This subsection is borrowed from Bankruptcy Code Section 101(11). 

(j) “Liquidator”. New. Although the definition of “liquidator” is quite broad, the term is 
used with respect to sales that are “conducted” by a liquidator on behalf of the seller. See 
subsection (1)(c)(i). Thus only those liquidators that “conduct” sales will be affected by this 

rticle. 

(k) “Net contract price”. New. Consideration is not “new consideration” to the extent that 
it consists of the partial or total satisfaction of an antecedent debt owed to the buyer by the 
seller. When the buyer buys assets along with property other than assets, the “net contract 
price” is that portion of the new consideration allocable to the assets. 

(D) “Net proceeds”. New. The term appears, without definition, in Section 6-108 (1987 Of- 

cial Text). 

(m) “In the ordinary course of the seller’s business”. New. 

(n) “United States”. New. This subsection derives from former Section 9-103(3X(c). 

(o) “Value”. New. The definition in Section 1-201(44) is not appropriate in the context o 

his Article. 

(p) *Verified". New. 

2. “Good faith". This Article adopts the definition of “good faith" in Article 1 in all cases, 
even when the buyer is a merchant. 

Cross-References: 

Point 1(a): Sections 9-102, 9-334. 

Point 1(c): Sections 1-201 and 6-103. 

Point 1(g): Article 2 generally. 

Point 1(h): Section 2-201 and Article 2 generally. 


§ 6-103. Applicability of Article. 


(1) Except as otherwise provided in subsection (3), this Article applies to 
a bulk sale if: 


(a) the seller's principal business is the sale of inventory from stock; 
and 

(b) on the date of the bulk-sale agreement the seller is located in this 
state or, if the seller is located in a jurisdiction that is not a part of the 

United States, the seller's major executive office in the United States is 

in this state. 

(2) A seller is deemed to be located at his [or her] place of business. If a 
seller has more than one place of business, the seller is deemed located at 
his [or her] chief executive office. 

(3) This Article does not apply to: 

(a) a transfer made to secure payment or performance of an obligation; 
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(b) a transfer of collateral to a secured party pursuant to Section 
9-609; 

(c) a disposition of collateral pursuant to Section 9-610; 

(d) retention of collateral pursuant to Section 9-620; 

(e) a sale of an asset encumbered by a security interest or lien if (i) all 
the proceeds of the sale are applied in partial or total satisfaction of the 
debt secured by the security interest or lien or (ii) the security interest 
or lien is enforceable against the asset after it has been sold to the buyer 
and the net contract price is zero; 

(f) a general assignment for the benefit of creditors or to a subsequent 
transfer by the assignee; 

(g) a sale by an executor, administrator, receiver, trustee in bank- 
ruptcy, or any public officer under judicial process; 

(h) a sale made in the course of judicial or administrative proceedings 
for the dissolution or reorganization of an organization; 

(i) a sale to a buyer whose principal place of business is in the United 
States and who: 

(i) not earlier than 21 days before the date of the bulk sale, (A) 
obtains from the seller a verified and dated list of claimants of whom 
the seller has notice three days before the seller sends or delivers the 
list to the buyer or (B) conducts a reasonable inquiry to discover the 
claimants; 

(ii) assumes in full the debts owed to claimants of whom the buyer 
has knowledge on the date the buyer receives the list of claimants 
from the seller or on the date the buyer completes the reasonable in- 
quiry, as the case may be; 

(iii) is not insolvent after the assumption; and 

(iv) gives written notice of the assumption not later than 30 days af- 
ter the date of the bulk sale by sending or delivering a notice to the 
claimants identified in subparagraph (ii) or by filing a notice in the of- 
fice of the [Secretary of State]; 

(j) a sale to a buyer whose principal place of business is in the United 
States and who: 

(i) assumes in full the debts that were incurred in the seller’s busi- 
ness before the date of the bulk sale; 

(ii) is not insolvent after the assumption; and 

(iii) gives written notice of the assumption not later than 30 days af- 
ter the date of the bulk sale by sending or delivering a notice to each 
creditor whose debt is assumed or by filing a notice in the office of the 
[Secretary of State]; 

(k) a sale to a new organization that is organized to take over and 
continue the business of the seller and that has its principal place o 
business in the United States if: 

(i) the buyer assumes in full the debts that were incurred in the 
seller’s business before the date of the bulk sale; 

(ii) the seller receives nothing from the sale except an interest in the 
new organization that is subordinate to the claims against the organi- 
zation arising from the assumption; and 


601 


UNIFORM COMMERCIAL CODE 


(iii) the buyer gives written notice of the assumption not later than 
30 days after the date of the bulk sale by sending or delivering a no- 
tice to each creditor whose debt is assumed or by filing a notice in the 
office of the [Secretary of State]; 

(1) a sale of assets having: 


(i) a value, net of liens and security interests, of less than $10,000. 
If a debt is secured by assets and other property of the seller, the net 
value of the assets is determined by subtracting from their value an 
amount equal to the product of the debt multiplied by a fraction, the 
numerator of which is the value of the assets on the date of the bulk 
sale and the denominator of which is the value of all property securing 
the debt on the date of the bulk sale; or 

(ii) a value of more than $25,000,000 on the date of the bulk-sale 
agreement; or 
(m) a sale required by, and made pursuant to, statute. 

(4) The notice under subsection (3)(i)(iv) must state: (i) that a sale that 
may constitute a bulk sale has been or will be made; (ii) the date or pro- 
spective date of the bulk sale; (iii) the individual, partnership, or corporate 
mames and the addresses of the seller and buyer; (iv) the address to which 
inquiries about the sale may be made, if different from the seller’s address; 
and (v) that the buyer has assumed or will assume in full the debts owed 

o claimants of whom the buyer has knowledge on the date the buyer 
receives the list of claimants from the seller or completes a reasonable in- 
quiry to discover the claimants. 

(5) The notice under subsections (3)j)(ii) and (3)(k)Gii) must state: (i) 
hat a sale that may constitute a bulk sale has been or will be made; (ii) 
he date or prospective date of the bulk sale; (iii) the individual, partner- 
ship, or corporate names and the addresses of the seller and buyer; (iv) the 
address to which inquiries about the sale may be made, if different from 
he seller’s address; and (v) that the buyer has assumed or will assume the 
debts that were incurred in the seller's business before the date of the bulk 
sale. 

(6) For purposes of subsection (3)(/]), the value of assets is presumed to 
be equal to the price the buyer agrees to pay for the assets. However, in a 
sale by auction or a sale conducted by a liquidator on the seller's behalf, 

he value of assets is presumed to be the amount the auctioneer or liquida- 
or reasonably estimates the assets will bring at auction or upon 
liquidation. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

Prior Uniform Statutory Provision: Sections 6-102 and 6-103 (1987 Official Text). 
Changes: New choice-of-law provision; exclusions from the Article clarified, revised, and 
expanded. 
Purposes of Changes and New Matter: 

1. Subsection (1)(a) follows Section 6-102(3) of the 1987 Official Text and makes Article 6 
applicable only when the seller's principal business is the sale of inventory from stock. This 
Article does not apply to a sale by a seller whose principal business is the sale of goods 
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other than inventory, e.g., a farmer, is the sale of inventory not from stock, e.g., a 
manufacturer who produces goods to order, or is the sale of services, e.g., a dry cleaner, 
barber, or operator of a hotel, tavern, or restaurant. 

2. The choice-of-law rule in subsections (1)(b) and (2) derives from former Section 9-103(3) 
(now codified as Sections 9-301 and 9-307). Any agreement between the buyer and the 
seller with regard to the law governing a bulk sale does not affect the choice-of-law rule in 

his Article. 

3. Some of the transactions excluded by subsection (3), e.g., those excluded by subsection 
(3)(a), may not be bulk sales. This Article nevertheless specifically excludes them in order 
o allay any doubts about the Article's applicability. Certain transactions, e.g., the sale o 
ully encumbered inventory that remains subject to a security interest, may be excluded b 

more than one subsection. 

4. Subsections (3)(a), (b), (c), (d), and (e) derive from subsections (1) and (3) of Section 
6-103 (1987 Official Text). 

5. Subsections (3)(f), (g), and (h) restate subsections (2), (4), and (5) of Section 6-103 with 
minor changes. 

6. Subsections (3)(), (j), and (k) relate to sales in which the buyer assumes specified debts 
of the seller. A bulk sale does not fall within any of these subsections unless the buyer's as- 
sumption of debts is binding and irrevocable. 

Subsection (3)(j) derives from subsection (6) of Section 6-103 (1987 Official Text) and is 
available to buyers who are not insolvent (as defined in Section 1-201(23)), assume all the 
seller's business debts in full, and give notice of the assumption. Subsection (3)(k) derives 

om subsection (7) of Section 6-103 (1987 Official Text) and excludes transactions in which 

he risks to creditors are minimal. Like subsection (3)(j), this subsection applies only if the 
buyer assumes all the seller's business debts in full and gives notice of the assumption. In 
addition, the buyer must be a new organization that is organized to take over and continue 
he seller's business, the seller must receive nothing from the sale other than an interest in| 
he new organization, and the seller's interest must be subordinate to the claims arising 
rom the assumption. Sales that may qualify for the exclusion include the incorporation of a 
partnership or sole proprietorship. 

Buyers often are reluctant to assume debts of which they have no knowledge. Subsection! 
(3)), which is new, permits a qualifying buyer to exclude a sale from this Article by as- 
suming only those debts owed to claimants of whom the buyer has knowledge after the 
buyer either conducts a reasonable inquiry to discover claimants or obtains a list of claim- 
ants from the seller. A buyer who takes a verified list from the seller is held to have knowl- 
edge of the claimants on the list and is entitled to rely in good faith on the list without 
making further inquiry. The protection afforded by the assumption of these debts, while not 
perfect, is sufficiently great to eliminate the need for compliance with Article 6. 

7. Subsection (3)(Z) is new. Although the bulk sale of even a very small business may be 
of concern to some creditors, losses to creditors from sales of assets in which the seller's 
equity is less than $10,000 are not likely to justify the costs of complying with this Article. 
Sales of assets having a value of more than $25,000,000 have not presented serious risks to 
creditors. Publicity normally attends sales of that magnitude, and the sellers are unlikely 

o be able successfully to remove the proceeds from the reach of creditors. As used in this 
subsection, “price” includes all consideration for the assets, not only new consideration. 
Compare “Net contract price" (Section 6-102(1)(k)). If the auctioneer or liquidator does not 
make an estimation, then no presumption arises. 

8. Subsection (3)(m) is new. This Article assumes that creditors are aware of statutes 

hat may require their debtors to conduct bulk sales under specified circumstances, e.g., 
upon the termination of a franchise or of a contract between a dealer and supplier, and are 
able to take account of any risk that those sales may impose. 

Cross-References: 

Point 1: Sections 9-102(a)(23), (33), (34), (44), (48). 

Point 2: Sections 1-105, 9-301, and 9-307. 

Point 3: Section 6-102. 

Point 4: Sections 9-609, 9-610, and 9-620. 

Point 6: Sections 1-201 and 1-203. 

Point 7: Section 6-102. 

Definitional Cross-References: 
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“Asset”. Section 6-102. 

“Auctioneer”. Section 6-102. 

“Bulk sale”. Section 6-102. 

“Buyer”. Section 2-103. 

“Claimant”. Section 6-102. 
“Collateral”. Section 9-102(a)(12). 
“Date of the bulk sale”. Section 6-102. 
“Date of the bulk-sale agreement”. Section 6-102. 
“Debt”. Section 6-102. 

“Insolvent”. Section 1-201. 
“Inventory”. Section 9-102(a)(48). 
"Knowledge". Section 1-201. 
“Liquidator”. Section 6-102. 

“Net contract price". Section 6-102. 
“Notice”. Section 1-201. 
"Organization". Section 1-201. 
“Presumed”. Section 1-201. 
“Proceeds”. Section 9-102(a)(64). 
*Sale". Section 2-106. 

"Secured party". Section 9-102(a)(72). 
"Security interest". Section 1-201. 
“Seller”. Section 2-103. 

“Send”. Section 1-201. 

“United States”. Section 6-102. 
“Value”. Section 6-102. 

“Verified”. Section 6-102. 


6-104. Obligations of Buyer. 
(1) In a bulk sale as defined in Section 6-102(1)(c)(i) the buyer shall: 

(a) obtain from the seller a list of all business names and addresses 
used by the seller within three years before the date the list is sent or 
delivered to the buyer; 

(b) unless excused under subsection (2), obtain from the seller a veri- 
fied and dated list of claimants of whom the seller has notice three days 
before the seller sends or delivers the list to the buyer and including, to 
the extent known by the seller, the address of and the amount claimed 
by each claimant; 

(c) obtain from the seller or prepare a schedule of distribution (Section 
6-106(1)); 

(d) give notice of the bulk sale in accordance with Section 6-105; 

(e) unless excused under Section 6-106(4), distribute the net contract 
price in accordance with the undertakings of the buyer in the schedule 
of distribution; and 

(f) unless excused under subsection (2), make available the list o 
claimants (subsection (1)(b)) by: 

(i) promptly sending or delivering a copy of the list without charge 
to any claimant whose written request is received by the buyer no 
later than six months after the date of the bulk sale; 

(ii) permitting any claimant to inspect and copy the list at any rea- 
sonable hour upon request received by the buyer no later than six 
months after the date of the bulk sale; or 
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(iii) filing a copy of the list in the office of the [Secretary of State] no 
later than the time for giving a notice of the bulk sale (Section 
6-105(5)). A list filed in accordance with this subparagraph must state 
the individual, partnership, or corporate name and a mailing address 
of the seller. 


(2) A buyer who gives notice in accordance with Section 6-105(2) is 
excused from complying with the requirements of subsections (1)(b) and 


(1f). 


Official Comment 
Prior Uniform Statutory Provision: Section 6-104 (1987 Official Text). 
Changes: Revised and rewritten. 
Purposes of Changes and New Matter: 

1. Subsection (1) sets forth the buyer's duties in a bulk sale conducted by the seller. The 
buyer's failure to perform these duties may result in liability under Section 6-107. An auc- 
ioneer in a bulk sale by auction and a liquidator in a bulk sale that the liquidator conducts 
on the seller's behalf have similar duties but may face somewhat different liability. See 
Section 6-108(1). The buyer's duties are designed to afford the seller's claimants the op- 
portunity to learn of the bulk sale before the seller has removed the assets from their reach 
and has received payment that is easily secreted. 

2. Section 6-104(3) (1987 Official Text) provides that *[r]esponsibility for the complete- 
ness and accuracy of the list of creditors rests on the transferor, and the transfer is not 
endered ineffective by errors or omissions therein unless the transferee is shown to have 
had knowledge." This sentence has been deleted as superfluous. Nothing in this Article sug- 
gests that the buyer is responsible for the completeness or accuracy of the list of claimants. 

he buyer's only obligations with respect to the list are to obtain it from the seller and to 
make it available. A buyer who sends or delivers notice of the bulk sale in accordance with 
Section 6-105(1) may rely in good faith on the list supplied by the seller unless, at the time 
he notice is sent or delivered, the buyer has knowledge of a claimant not on the list. 
buyer who knows of a claimant not on the list is obligated to send notice of the bulk sale to 
hat claimant. 

3. The buyer's only obligation with respect to the net contract price is to comply with the 
schedule of distribution. The schedule may provide for the buyer to pay the entire net 
contract price to the seller. If so, the buyer complies with the requirements of Section 
6-104(1)(e) by paying the entire net contract price to the seller. 

4. The purpose of the list of claimants is to enable the buyer to give claimants notice o 
he bulk sale. If the buyer gives notice by filing in a public office (Section 6-105(2)), then the 
buyer need not obtain or preserve a list of the seller's claimants. 

Cross-References: 

Point 1: Sections 6-107 and 6-108. 

Point 2: Sections 6-105 and 1-203. 

Point 3: Section 6-106. 

Point 4: Section 6-105. 

Definitional Cross-References: 

“Buyer”. Section 2-103. 

"Bulk sale". Section 6-102. 

“Claimant”. Section 6-102. 

“Date of the bulk sale". Section 6-102. 

“Net contract price". Section 6-102. 

“Notice”. Section 1-201. 

“Seller”. Section 2-103. 

"Verified". Section 6-102. 


$ 6-105. Notice to Claimants. 


(1) Except as otherwise provided in subsection (2), to comply with Section 
6-104(1)(d), the buyer shall send or deliver a written notice of the bulk sale 
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o each claimant on the list of claimants (Section 6-104(1)(b)) and to any 
other claimant of whom the buyer has knowledge at the time the notice o 
he bulk sale is sent or delivered. 

(2) A buyer may comply with Section 6-104(1)(d) by filing a written no- 

ice of the bulk sale in the office of the [Secretary of State] if: 

(a) on the date of the bulk-sale agreement the seller has 200 or more 
claimants, exclusive of claimants holding secured or matured claims for 
employment compensation and benefits, including commissions and vaca- 
tion, severance, and sick-leave pay; or 

(b) the buyer has received a verified statement from the seller stating 
that, as of the date of the bulk-sale agreement, the number of claimants, 
exclusive of claimants holding secured or matured claims for employ- 
ment compensation and benefits, including commissions and vacation, 
severance, and sick-leave pay, is 200 or more. 

(3) The written notice of the bulk sale must be accompanied by a copy o 

he schedule of distribution (Section 6-106(1)) and state at least: 

(a) that the seller and buyer have entered into an agreement for a sale 
that may constitute a bulk sale under the laws of the State of —_____; 

(b) the date of the agreement; 

(c) the date on or after which more than ten percent of the assets were 
or will be transferred; 

(d) the date on or after which more than ten percent of the net contract 
price was or will be paid, if the date is not stated in the schedule of dis- 
tribution; 

(e) the name and a mailing address of the seller; 

(f) any other business name and address listed by the seller pursuant 
to Section 6-104(1)(a); 

(g) the name of the buyer and an address of the buyer from which in- 
formation concerning the sale can be obtained; 

(h) a statement indicating the type of assets or describing the assets 
item by item; 

(i) the manner in which the buyer will make available the list of claim- 
ants (Section 6-104(1)(f)), if applicable; and 

(j) if the sale is in total or partial satisfaction of an antecedent debt 
owed by the seller, the amount of the debt to be satisfied and the name 
of the person to whom it is owed. 

(4) For purposes of subsections (3)(e) and (3)(g), the name of a person is 

he person’s individual, partnership, or corporate name. 

(5) The buyer shall give notice of the bulk sale not less than 45 days 
before the date of the bulk sale and, if the buyer gives notice in accordance 

ith subsection (1), not more than 30 days after obtaining the list o 
claimants. 

(6) A written notice substantially complying with the requirements o 
subsection (3) is effective even though it contains minor errors that are not 
seriously misleading. 

(7) A form substantially as follows is sufficient to comply with subsection 
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Notice of Sale 
, whose address is _______, is described in this notice as 
he “seller.” 


(2) — — —-, whose address is _______, is described in this notice as 
he “buyer.” 

(3) The seller has disclosed to the buyer that within the past three 
years the seller has used other business names, operated at other ad- 
dresses, or both, as follows: 

(4) The seller and the buyer have entered into an agreement dated 

, for a sale that may constitute a bulk sale under the laws of the 
state of 


(5) The daten on or after which more than ten percent of the assets Ho 
are the subject of the sale were or will be transferred is 
not stated in the schedule of distribution] the date on or after which more 
han ten percent of the net contract price was or will be paid is 

(6) The following assets are the subject of the sale: ______. 

(7) [If applicable] The buyer will make available to claimants of the 
seller a list of the seller's claimants in the following manner: —______. 

(8) [If applicable] The sale is to satisfy $_________ of an antecedent debt 
owed by the seller to 


(9) A copy of the schedule ‘of distribution of the net contract price ac- 
companies this notice. 


[End of Notice] 


Official Comment 
Prior Uniform Statutory Provision: Sections 6-105 and 6-107 (1987 Official Text). 
Changes: Revised, alternative method of giving notice added, and form of notice added. 
Purposes of Changes and New Matter: 

1. Subsection (1) sets forth the method by which the buyer may discharge the duty to 
notify the seller’s claimants of the impending sale. The buyer “has knowledge” of a claim- 
ant only if the buyer has actual knowledge sufficient to enable the buyer to send a notice to 

he claimant. A buyer who knows only that the seller has other, unidentified claimants 
complies with this subsection by giving notice to the claimants on the seller’s list. 

2. Subsection (2) is new. It affords the buyer the opportunity to publish notice in cases in 

hich the number of claimants—and thus the costs of compliance and risk of inadvertent 
oncompliance—are large. Although a filed notice will not inform every claimant of the 
impending sale, a filed notice is expected to inform a sufficient number of claimants (perhaps 
hrough credit reporting services) to enable them to stop an unfair or fraudulent transac- 
ion before it occurs. 

The buyer may give notice by filing if the seller actually has 200 or more claimants or i 
he buyer receives a verified statement that the seller has 200 or more claimants. Claim- 
ants who hold secured or matured claims for employment compensation and benefits are 

ot counted in determining the number of claimants for this purpose; however, they are 
entitled to receive notice of the bulk sale. 

The duty to give notice must be performed in good faith. A buyer who receives a verified. 
statement from the seller but knows the statement to be false does not act in good faith 
and thus does not comply with subsection (2)(b). 

3. Subsection (3) prescribes the contents of the notice. The contents are the same regard- 
ess of whether notice is sent to each claimant or filed, except that the information in 
subsection (3)(i) is required only when notice is sent. The requirements of subsection (3) are 
he minimum; a notice that includes additional information is effective. The requirement in 
subsection (3)(h) for the description of assets is modeled on former Section 9-402(1) (now 
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codified as Sections 9-108, 9-502, and 9-504). Neither the identification of assets by serial 
number nor an item-by-item list of assets is required. 

Subsection (3)(j) applies when the sale satisfies a debt owed by the seller to the buyer or 
o a third party. Section 6-103(3) excludes certain sales of this kind from the application o 
his Article. 

4. Subsection (4) requires that a notice give the proper name of the seller and the buyer. 
A trade name is insufficient. See Section 9-503(c). However, subsection (3)(f) requires that 
rade names be added when the seller has provided them to the buyer. The list need not 
include trade names or other names that the seller has used but not listed, even if the 
buyer knows of the names. 

5. Subsection (5) requires that notice be given not less than 45 days before the date of the 
bulk sale. The period was extended from the 10 days afforded by the 1987 Official Text to 
provide ample time for claimants to receive or discover the notice and to take any action 
hat the law permits to collect their claims from the seller. For example, depending upon 
he facts of each case and upon applicable law, claimants might seek to enjoin the sale, 
acquire a judicial lien on the assets or the proceeds, threaten to refuse to deal with the 
buyer unless the seller’s debt is paid, or file an involuntary bankruptcy petition against the 
seller. The “date of the bulk sale” is defined in such a way as to permit the seller to transfer 
he assets to the buyer or the buyer to pay the price to the seller (but not both) before or 
during the 45 days. 

6. Subsection (6) derives from former Section 9-402(8) (now codified as Section 9-506). 

he purpose of filing is to give notice to claimants. Whether an error in the seller’s name is 
seriously misleading should depend upon whether a claimant searching under the seller’s 
correct name could have found the filing. Whether an error other than in the seller’s name 
is seriously misleading should depend upon whether the error prejudiced the ability o 
claimants to assert their rights. 

Cross-References: 

Point 1: Sections 1-201 and 6-104. 

Point 2: Sections 1-203 and 6-104. 

Point 3: Sections 6-102, 6-104, 9-108, 9-502 and 9-504. 

Point 4: Sections 6-104 and 9-503. 

Point 5: Sections 6-102. 

Point 6: Sections 6-107 and 9-506. 

Definitional Cross-References: 

“Asset”. Section 6-102. 

“Bulk sale”. Section 6-102. 

“Buyer”. Section 2-103. 

“Claim”. Section 6-102. 

“Claimant”. Section 6-102. 

“Date of the bulk sale”. Section 6-102. 

“Date of the bulk-sale agreement”. Section 6-102. 

“Debt”. Section 6-102. 

“Knowledge”. Section 1-201. 

“Net contract price”. Section 6-102. 

“Seller”. Section 2-103. 

“Send”. Section 1-201. 

“Verified”. Section 6-102. 

“Written”. Section 1-201. 


§ 6-106. Schedule of Distribution. 


be distributed and set forth their agreement in a written schedule o 
distribution. 

(2) The schedule of distribution may provide for distribution to any 
person at any time, including distribution of the entire net contract price 
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(3) The buyer’s undertakings in the schedule of distribution run only to 
the seller. However, a buyer who fails to distribute the net contract price 


is liable to a creditor only as provided in Section 6-107(1). 
(4) If the buyer undertakes in the schedule of distribution to distribute 
any part of the net contract price to a person other than the seller, and, af- 
er the buyer has given notice in accordance with Section 6-105, some or 
all of the anticipated net contract price is or becomes unavailable for dis- 
ribution as a consequence of the buyer’s or seller’s having complied with 
an order of court, legal process, statute, or rule of law, the buyer is excused 
from any obligation arising under this Article or under any contract with| 
he seller to distribute the net contract price in accordance with the buyer’s 
ndertakings in the schedule if the buyer: 

(a) distributes the net contract price remaining available in accor- 
dance with any priorities for payment stated in the schedule of distribu- 
tion and, to the extent that the price is insufficient to pay all the debts 
having a given priority, distributes the price pro rata among those debts 
shown in the schedule as having the same priority; 

(b) distributes the net contract price remaining available in accor- 
dance with an order of court; 

(c) commences a proceeding for interpleader in a court of competent 
jurisdiction and is discharged from the proceeding; or 

(d) reaches a new agreement with the seller for the distribution of the 
net contract price remaining available, sets forth the new agreement in 
an amended schedule of distribution, gives notice of the amended sched- 
ule, and distributes the net contract price remaining available in accor- 
dance with the buyer’s undertakings in the amended schedule. 

(5) The notice under subsection (4)(d) must identify the buyer and the 
seller, state the filing number, if any, of the original notice, set forth the 
amended schedule, and be given in accordance with subsection (1) or (2) o 
Section 6-105, whichever is applicable, at least 14 days before the buyer 
distributes any part of the net contract price remaining available. 

(6) If the seller undertakes in the schedule of distribution to distribute 
any part of the net contract price, and, after the buyer has given notice in 
accordance with Section 6-105, some or all of the anticipated net contract 
price is or becomes unavailable for distribution as a consequence of the 
buyer's or seller's having complied with an order of court, legal process, 
statute, or rule of law, the seller and any person in control of the seller are 
excused from any obligation arising under this Article or under any agree- 
ment with the buyer to distribute the net contract price in accordance with 
he seller's undertakings in the schedule if the seller: 

(a) distributes the net contract price remaining available in accor- 
dance with any priorities for payment stated in the schedule of distribu- 
tion and, to the extent that the price is insufficient to pay all the debts 
having a given priority, distributes the price pro rata among those debts 
shown in the schedule as having the same priority; 


(b) distributes the net contract price remaining available in accor- 
dance with an order of court; 

(c) commences a proceeding for interpleader in a court of competent 
jurisdiction and is discharged from the proceeding; or 


609 


UNIFORM COMMERCIAL CODE 


(d) prepares a written amended schedule of distribution of the net 
contract price remaining available for distribution, gives notice of the 
amended schedule, and distributes the net contract price remaining 
available in accordance with the amended schedule. 


(7) The notice under subsection (6)(d) must identify the buyer and the 
seller, state the filing number, if any, of the original notice, set forth the 
amended schedule, and be given in accordance with subsection (1) or (2) o 
Section 6-105, whichever is applicable, at least 14 days before the seller 
distributes any part of the net contract price remaining available. 


Official Comment 
Purposes: 

1. A principal purpose of bulk sales legislation has been to impair the ability of a seller to 
iquidate inventory and abscond with the proceeds, leaving creditors unpaid. Toward this 
end, a significant minority of jurisdictions adopted optional Section 6-106 (1987 Official 

ext), which imposes upon a transferee in bulk the duty to apply the new consideration for 

he transfer to the debts of the transferor pro rata. When one or more of these debts is un- 
iquidated, disputed, or allegedly secured, making a pro rata distribution may prove quite 
difficult and distribution of the consideration may be delayed considerably. In addition, 
since preferences generally are permitted under state law, the appropriateness of mandat- 
ing a pro rata distribution is questionable. Accordingly, this Article does not require the 
buyer to apply the consideration to payment of the seller's debts. 

This Article recognizes, however, that the seller's claimants have an interest in learning 

hat will happen to the net contract price. If the contemplated distribution is objectionable, 
claimants should be able to avail themselves of whatever remedies state law or federal law 
allows to prevent the sale or tie up the price. On the other hand, if the price is to be 
distributed in a manner that is favorable to creditors, then advance knowledge of that fact 

ill facilitate the sale by obviating any need for claimants to interfere with it. 

To afford advance notice of the intended distribution of the contract price, Section 6-105(3) 
equires the buyer to include with the notice of the sale a copy of the “schedule o 

distribution"—i.e., of the agreement between the buyer and the seller on how the net 
contract price is to be distributed. 

2. This Article does not require the net contract price to be applied in any particular 
ashion. Rather, the buyer and the seller may agree to whatever they wish. They must, 
however, disclose their agreement in ample time before the date of the bulk sale. See 
Section 6-105(5). The terms of the schedule of distribution in any given sale will be a func- 
ion of the negotiations between buyer and seller as affected by any applicable non-Code 
aw (e.g., corporate dissolution statutes) imposing distribution requirements in sales of the 

ind conducted. 

In formulating the schedule, the parties may be well advised to consider the likely reac- 
ion of claimants to the schedule. For example, a schedule that contemplates the distribu- 
ion of the entire net contract price to the seller or to a single creditor may prompt the fil- 
ing of an involuntary bankruptcy petition. À schedule that contemplates paying the net 

contract price into an escrow established for the benefit of the seller's claimants may be 
more favorably received. 

The seller may incur additional debt between the time the schedule is published and the 
ime the net contract price is paid. The schedule may provide for payment of those debts 

om the net contract price. 

3. Unless otherwise agreed, the buyer's only liability to creditors for failure to comply 

ith his undertakings in the schedule of distribution is set forth in Section 6-107(1). A 
creditor named in the schedule may not rely on the creation or publication of the schedule 
as the basis for imposing liability against the buyer on any other theory, including that o 
estoppel or third-party beneficiary. 

The seller may wish to undertake to pay some of the price to creditors. The seller may, 
but need not, include this undertaking in the schedule of distribution. The buyer is not 
esponsible for performance of the seller's undertakings. Thus, if the seller makes an 

ndertaking with respect to payment of the net contract price and fails to perform in accor- 
dance with it, the buyer faces no liability. However, certain persons in control of the seller 
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may be liable under those circumstances. See Section 6-107(11). 

4. In some cases, the precise amount of the net contract price may be unknown at the 
ime that the schedule of distribution is formulated and notice of the bulk sale is given. In 
other cases, the net contract price may prove to be less than originally anticipated. Parties 

ho fail to provide for these contingencies in the schedule of distribution and are unable to 
abide by the original schedule may be required to give a new notice with a new schedule. 

The inability to abide by the schedule may be due to an external legal event, e.g., the suf- 
ering of a garnishment lien on the net contract price, the filing of a bankruptcy petition, or 
compliance with a corporate dissolution statute. If so, subsection (4), which applies to the 
extent that the net contract price is within the control of the buyer, may afford relief to the 
buyer, and subsection (6), which applies to the extent the net contract price is within the 
control of the seller, may afford relief to a person in control of the seller. Although this 

rticle imposes no obligation on sellers with respect to distribution of the net contract price 
(or otherwise), a seller may incur an obligation of this kind by agreement with the buyer. 
Accordingly, subsection (6) provides the means by which the seller as well as a person in 
control of the seller may be excused from any such obligation. 

Subsections (4)(a) and (6)(a) permit the buyer or seller respectively to distribute the net 
contract price remaining available in accordance with any priorities for payment. A sched- 
le need not afford priority to particular debts. If the schedule contains no priorities, then 
he debts are treated as if they are all of the same priority, and the buyer or seller, as the 
case may be, may distribute the price pro rata in partial satisfaction of the debts set forth 
in the schedule. Law other than this Article determines whether a court order or a proceed- 
ing for interpleader is available for purposes of subsections (4)(b), (4)(c), (6)(b), and (6)(c). 
Cross-References: 

Point 1: Sections 6-104 and 6-105. 

Point 2: Sections 6-105. 

Point 3: Sections 1-102 and 6-107. 
Definitional Cross-References: 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Creditor”. Section 1-201. 

“Debt”. Section 6-102. 

“Net contract price”. Section 6-102. 

“Person”. Section 1-201. 

“Seller”. Section 2-103. 

“Written”. Section 1-201. 


§ 6-107. Liability for Noncompliance. 

(1) Except as provided in subsection (3), and subject to the limitation in 
subsection (4): 

(a) a buyer who fails to comply with the requirements of Section 6-104(1) 

(e) with respect to a creditor is liable to the creditor for damages in the 

amount of the claim, reduced by any amount that the creditor would not 

have realized if the buyer had complied; and 

(b) a buyer who fails to comply with the requirements of any other 
subsection of Section 6-104 with respect to a claimant is liable to the 
claimant for damages in the amount of the claim, reduced by any amount 
that the claimant would not have realized if the buyer had complied. 

(2) In an action under subsection (1), the creditor has the burden o 
establishing the validity and amount of the claim, and the buyer has the 
burden of establishing the amount that the creditor would not have real- 
ized if the buyer had complied. 

(3) A buyer who: 


(a) made a good faith and commercially reasonable effort to comply 
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with the requirements of Section 6-104(1) or to exclude the sale from the 

application of this Article under Section 6-103(3); or 

(b) on or after the date of the bulk-sale agreement, but before the date 
of the bulk sale, held a good faith and commercially reasonable belie 
that this Article does not apply to the particular sale is not liable to 
creditors for failure to comply with the requirements of Section 6-104. 
The buyer has the burden of establishing the good faith and commercial 
reasonableness of the effort or belief. 

(4) In a single bulk sale the cumulative liability of the buyer for failure 
o comply with the requirements of Section 6-104(1) may not exceed an 
amount equal to: 

(a) if the assets consist only of inventory and equipment, twice the net 
contract price, less the amount of any part of the net contract price paid 
to or applied for the benefit of the seller or a creditor; or 

(b) if the assets include property other than inventory and equipment, 
twice the net value of the inventory and equipment less the amount o 
the portion of any part of the net contract price paid to or applied for the 
benefit of the seller or a creditor which is allocable to the inventory and 
equipment. 

(5) For the purposes of subsection (4)(b), the “net value” of an asset is 
he value of the asset less (i) the amount of any proceeds of the sale of an 
asset, to the extent the proceeds are applied in partial or total satisfaction 
of a debt secured by the asset and (ii) the amount of any debt to the extent 
it is secured by a security interest or lien that is enforceable against the 
asset before and after it has been sold to a buyer. If a debt is secured by an 
asset and other property of the seller, the amount of the debt secured by a 
security interest or lien that is enforceable against the asset is determined 
by multiplying the debt by a fraction, the numerator of which is the value 
of the asset on the date of the bulk sale and the denominator of which is 
he value of all property securing the debt on the date of the bulk sale. The 
portion of a part of the net contract price paid to or applied for the benefit 
of the seller or a creditor that is “allocable to the inventory and equip- 
ment” is the portion that bears the same ratio to that part of the net 
contract price as the net value of the inventory and equipment bears to the 
net value of all of the assets. 

(6) A payment made by the buyer to a person to whom the buyer is, or 
believes he [or she] is, liable under subsection (1) reduces pro tanto the 
buyer’s cumulative liability under subsection (4). 

(7) No action may be brought under subsection (1)(b) by or on behalf of a 
claimant whose claim is unliquidated or contingent. 

(8) A buyer’s failure to comply with the requirements of Section 6-104(1) 
does not (i) impair the buyer’s rights in or title to the assets, (ii) render the 
sale ineffective, void, or voidable, (iii) entitle a creditor to more than a 
single satisfaction of his [or her] claim, or (iv) create liability other than as 
provided in this Article. 

(9) Payment of the buyer’s liability under subsection (1) discharges pro 
anto the seller’s debt to the creditor. 


(10) Unless otherwise agreed, a buyer has an immediate right o 
reimbursement from the seller for any amount paid to a creditor in partial 
or total satisfaction of the buyer’s liability under subsection (1). 
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(11) If the seller is an organization, a person who is in direct or indirect 
control of the seller, and who knowingly, intentionally, and without legal 
justification fails, or causes the seller to fail, to distribute the net contract 
price in accordance with the schedule of distribution is liable to any credi- 

or to whom the seller undertook to make payment under the schedule for 
damages caused by the failure. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section sets forth the consequences of noncompliance with the requirements o 
Section 6-104. Although other legal consequences may result from a bulk sale—e.g., the 
buyer may be liable to the seller under Article 2 or to the seller’s creditors under the 

niform Fraudulent Transfer Act—no other consequences may be imposed by reason of the 
buyer's failure to comply with the requirements of this Article. 

The two subsections of Section 6-107(1) reflect the duties set forth in Section 6-104. The 
duties generally run only to claimants, but the duty to distribute the net contract price in 
accordance with the schedule of distribution (Section 6-104(1)(e)) may run also to certain 
creditors. 

2. Article 6 (1987 Official Text), like many of its nonuniform predecessors, makes a 
noncomplying transfer ineffective against aggrieved creditors. In contrast, noncompliance 

ith this Article neither renders the sale ineffective nor otherwise affects the buyer's rights 
in or title to the assets. 

Liability under this Article is for breach of a statutory duty. The buyer's only liability is 
personal (in personam) liability. Aggrieved creditors may only recover money damages. In 
em remedies, which are available upon noncompliance with Article 6 (1987 Official Text), 
are not available under this Article. Thus, aggrieved creditors no longer may treat the sale 
as if it had not occurred and use the judicial process to apply assets purchased by the buyer 
oward the satisfaction of their claims against the seller. 

The change in the theory of liability and in the available remedy should be of particular 
significance if the seller enters bankruptcy after the sale is consummated. When an ag- 
grieved creditor of the transferor has a nonbankruptcy right to avoid a transfer in whole or 
in part, as may be the case under Article 6 (1987 Official Text), the transferor's bankruptcy: 
rustee may avoid the entire transfer. See Bankruptcy Code § 544(b), 11 U.S.C. § 544(b). 

nder this Article, a person who is aggrieved by the buyer's noncompliance may not avoid 
he sale. Rather, the person is entitled only to recover damages as provided in this section. 
Because no creditor has the right to avoid the transaction or to assert a remedy that is the 
unctional equivalent of avoidance, the seller's bankruptcy trustee likewise should be un- 
able to do so. 

3. This Article makes explicit what is implicit in Article 6 (1987 Official Text): only those 
persons as to whom there has been noncompliance are entitled to a remedy. For example, i 

otices are sent to each claimant other than claimant A, claimant B cannot recover. 
Similarly, a creditor who acquires a claim after notice is given has no remedy unless the 
buyer undertakes in the schedule of distribution to pay that creditor and the buyer fails to 
meet the obligation. 

4. Unlike Article 6 (1987 Official Text), which imposes strict liability upon a noncomply- 
ing transferee, this Article imposes liability for noncompliance only when the failure to 
comply actually has injured a creditor and only to the extent of the injury. Each creditor's 
damages are measured by the injury that the particular creditor sustained as a conse- 
quence of the buyer's failure to comply. This measure is stated as the amount of the debt 
educed by any amount that the person would not have realized if the buyer had complied. 
Compare Section 4-103(5). 

5. A buyer is liable only for the buyer's own noncompliance with the requirements o 
Section 6-104. Under that section, the only step the buyer must take to discover the identity 
of the seller's claimants is to obtain a list of claimants from the seller. If the seller's list is 
incomplete and the buyer lacks knowledge of claimant C, then claimant C has no remedy 

nder subsection (1)(b) of this section. 

6. The creditor has the burden of establishing the validity and amount of the debt owed 
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by the seller as well as the fact of the buyer’s noncompliance. In contesting the allegation o 
noncompliance, the buyer may introduce evidence tending to show either that the sale was 
not a bulk sale or that the sale was a bulk sale to which this Article does not apply. In 
contesting the validity and amount of the debt, the buyer may introduce evidence tending 
o show that the seller had a defense to the debt. The buyer has the burden of establishing 
he amount that the creditor would not have realized even if the buyer had complied. Im- 
plicit in subsection (2) is that certain failures to comply with the requirements of this 
rticle will cause no injury and thus result in no liability. 

The following examples illustrate the operation of subsection (2): 

Example 1: The buyer fails to give notice of the bulk sale. Claimant D, who appears 
on seller’s list of claimants, admits to having had actual knowledge of the impending 
sale two months before it occurred. The buyer is likely to be able to meet the burden o 
establishing that even had the buyer given notice of the sale, claimant D would not have 
recovered any more than the claimant actually recovered. 

Example 2: The buyer failed to obtain a list of seller’s business names (Section 6-104(1) 

(a)) or to make available the list of claimants (Section 6-104(1)(f)). In many cases, the 

buyer may be able to meet the burden of establishing that compliance with those subsec- 

tions would not have enabled claimants to recover any more than they actually recovered. 

7. Subsection (3) may afford a complete defense to a noncomplying buyer. This defense is 
available to buyers who establish that they made a good faith effort to comply with the 

equirements of this Article or made a good faith effort to exclude the sale from the applica- 
ion of this Article (e.g., by assuming debts and attempting to comply with the notice 
equirements of Section 6-103(3)(i), (j), or (k)). When a buyer makes a good faith effort to 
comply with this Article or to exclude the transaction from its coverage, the injury caused 
by noncompliance is likely to be de minimis. In any event, the primary responsibility for 
satisfying claims rests with the creditors, and this Article imposes no greater duty upon 
buyers who attempt to comply with this Article or to exclude a sale from its application 
han to make a good faith effort to do so. 

The defense of subsection (3) also is available to buyers who act on the good faith belie 
hat this Article does not apply to the sale (e.g., because the sale is not a bulk sale or is 
excluded under Section 6-103). The good-faith-belief defense is an acknowledgement that 

easonable people may disagree over whether a given transaction is or is not a bulk sale 
and over whether Section 6-103 excludes a particular transaction. A buyer acting in good 
aith should be protected from the liability that this Article otherwise would impose on buy- 
ers who may be completely innocent of wrongdoing. A buyer who is unaware of the require- 
ments of this Article holds no belief concerning the applicability of the Article and so may 
not use the defense. 

8. Even a buyer who completely fails to comply with this Article may not be liable in an 
amount equal to sum of the seller’s debts. Subsection (4) limits the aggregate recovery for 
“any one bulk sale,” which term includes a series of sales by a liquidator. The maximum 
cumulative liability for noncompliance with this Article parallels the maximum recovery 
generally available to creditors under the 1987 Official Text of Article 6. Under that Article, 

he noncomplying transferee may have to “pay twice” for the goods. First, the transferee 
may pay the purchase price to the transferor; then, the transferee may lose the goods to ag- 
grieved creditors. 

Under this Article, the maximum cumulative liability is an amount equal to twice the net 
contract price of the inventory and equipment (i.e., twice the amount that would be avail- 
able to unsecured creditors from the inventory and equipment), less the amount of any por- 

ion of that net contract price paid to or applied for the benefit of the seller or a creditor o 
he seller. Unless the buyer receives credit for amounts paid to the seller (which amounts 
he creditors have a right to apply to payment of their claims), the buyer might wind up 

paying an amount equal to the net contract price three times (once to the seller and twice 
o aggrieved creditors). The grant of credit for amounts paid to the seller's creditors recog- 
izes that ordinarily the seller has no obligation to pay creditors pro rata. 

When the assets sold consist of only inventory and equipment, calculation of the 
maximum cumulative liability is relatively simple. But when the assets sold include prop- 
erty in addition to inventory and equipment, the calculation becomes more difficult. When 
inventory or equipment secures a debt that also is secured by other collateral and the ag- 
gregate value of the collateral exceeds the secured debt, a determination of the amount in 
clause (ii) of subsection (5) may require an allocation of the collateral to the debt in accor- 
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dance with the statutory formula. In addition, one may need to determine which portion o 
payments of the net contract price is allocable to inventory and equipment. Subsection (5) 
directs that this allocation be made by multiplying the part of the net contract price paid to 
or applied for the benefit of the seller or a creditor by a fraction whose nominator is the net 

alue of the inventory and equipment and whose denominator is the net value of all the 
assets. 

Sometimes the seller may receive the net contract price and pay some or all of it to one or 
more creditors. In determining whether a payment to a creditor was made from the net 
contract price or from another source, courts are free to employ tracing rules. Amounts paid 

o secured parties usually are taken into account in determining the net contract price; i 
so, the buyer should not receive credit for them. 

9. The buyer need not wait for judgment to be entered before paying a person believed to 
be a creditor of the seller. Indeed, the buyer is entitled to credit for amounts paid to 
persons who in fact may not be creditors of the seller, as long as the buyer acts with the 
belief that the seller is so indebted. As is the case with respect to all obligations under the 
Code, the buyer’s belief must be held in good faith. 

10. Any amounts paid by the buyer in satisfaction of the liability created by Section 
6-107(1) reduce the seller’s liability to the recipient pro tanto. Consequently, the buyer is 
entitled to immediate reimbursement of those amounts from the seller. The right o 

eimbursement is available only for amounts paid to actual creditors. Amounts paid to 
hose whom the buyer incorrectly believes to be creditors ordinarily are not recoverable 

om the seller, although the buyer is entitled to credit for those amounts against the ag- 
gregate liability in subsection (4). Of course, the buyer and seller may vary the seller’s 

eimbursement obligation by agreement. 

11. Because of the difficulty in valuing claims that are unliquidated or contingent, persons 
holding claims of that kind may not bring an action under subsection (1)(b). If the claim 

emains unliquidated or contingent throughout the limitation period in Section 6-110, then 
hese creditors have no remedy for noncompliance under that subsection. They may, 
however, be entitled to a remedy under subsection (1)(a) of (11) for failure to distribute the 
et contract price in accordance with the schedule of distribution. 

12. In certain circumstances, subsection (11) imposes liability on a person in direct or 
indirect control of a seller that is an organization. Excuse under Section 6-106(6) is a “legal 
justification” that prevents liability from attaching under subsection (11). No special provi- 
sion applies to the seller who fails to comply with the schedule. The seller already owes the 
debt to the creditor, and other law governs the consequences of a debtor who fails to pay a 
debt when promised. 

Cross-References: 

Point 1: Section 6-104. 

Point 4: Section 4-103. 

Point 5: Sections 6-104 and 6-105. 

Point 6: Sections 1-201, 6-102, 6-103, and 6-104. 

Point 7: Sections 1-102, 1-201, 6-102 and 6-103. 

Point 8: Section 6-102. 

Point 9: Section 1-203. 

Point 10: Section 1-102. 

Point 11: Sections 6-102 and 6-110. 

Point 12: Section 6-106. 

Definitional Cross-References: 

“Assets”. Section 6-102. 

“Bulk sale”. Section 6-102. 

“Burden of establishing”. Section 1-201. 

“Buyer”. Section 2-103. 

“Claim”. Section 6-102. 

“Claimant”. Section 6-102. 

“Creditor”. Section 6-102. 

“Date of the bulk sale”. Section 6-102. 

“Equipment”. Section 6-102. 

“Good faith”. Section 6-102. 
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“Inventory”. Section 9-102(a)(48). 
“Net contract price”. Section 6-102. 
“Organization”. Section 1-201. 
“Person”. Section 1-201. 
“Proceeds”. Section 9-102(a)(64). 
“Security interest”. Section 1-201. 
“Seller”. Section 2-103. 

“Written”. Section 1-201. 


§ 6-108. Bulk Sales by Auction; Bulk Sales Conducted by 
Liquidator. 

(1) Sections 6-104, 6-105, 6-106, and 6-107 apply to a bulk sale by auc- 
ion and a bulk sale conducted by a liquidator on the seller’s behalf with 
he following modifications: 

(a) “buyer” refers to auctioneer or liquidator, as the case may be; 

(b) “net contract price” refers to net proceeds of the auction or net 
proceeds of the sale, as the case may be; 

(c) the written notice required under Section 6-105(3) must be ac- 
companied by a copy of the schedule of distribution (Section 6-106(1)) 
and state at least: 

(i) that the seller and the auctioneer or liquidator have entered into 
an agreement for auction or liquidation services that may constitute 

an agreement to make a bulk sale under the laws of the State o 


(ii) the date of the agreement; 


(iii) the date on or after which the auction began or will begin or the 
date on or after which the liquidator began or will begin to sell assets 
on the seller’s behalf; 

(iv) the date on or after which more than ten percent of the net 
proceeds of the sale were or will be paid, if the date is not stated in 
the schedule of distribution; 

(v) the name and a mailing address of the seller; 

(vi) any other business name and address listed by the seller pursu- 
ant to Section 6-104(1)(a); 

(vii) the name of the auctioneer or liquidator and an address of the 
auctioneer or liquidator from which information concerning the sale 
can be obtained; 

(viii) a statement indicating the type of assets or describing the as- 
sets item by item; 

(ix) the manner in which the auctioneer or liquidator will make 
available the list of claimants (Section 6-104(1)(f)), if applicable; and 

(x) if the sale is in total or partial satisfaction of an antecedent debt 
owed by the seller, the amount of the debt to be satisfied and the 
name of the person to whom it is owed; and 
(d) in a single bulk sale the cumulative liability of the auctioneer or 

liquidator for failure to comply with the requirements of this section 
may not exceed the amount of the net proceeds of the sale allocable to 
inventory and equipment sold less the amount of the portion of any part 
of the net proceeds paid to or applied for the benefit of a creditor which 
is allocable to the inventory and equipment. 
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(2) A payment made by the auctioneer or liquidator to a person to whom 
he auctioneer or liquidator is, or believes he [or she] is, liable under this 
section reduces pro tanto the auctioneer’s or liquidator’s cumulative li- 
ability under subsection (1)(d). 

(3) A form substantially as follows is sufficient to comply with subsection 


(1)(c): 


Notice of Sale 

(1) — — —, whose address is _______, is described in this notice as 
he “seller.” 

(2 .— — —., whose address is ______,, is described in this notice as 
he “auctioneer” or “liquidator.” 

(3) The seller has disclosed to the auctioneer or liquidator that within 
he past three years the seller has used other business names, operated at 
other addresses, or both, as follows: 

(4) The seller and the auctioneer or Bauidator have entered into an 
agreement dated ________ for auction or liquidation services that may con- 
stitute an agreement to make a bulk sale under the laws of the State o 


(5) The date on or after which the auction began or will begin or the 
date on or after which the liquidator began or will begin to sell assets on 
he seller's behalf is ______., and [if not stated in the schedule of distribu- 
ion] the date on or after which more than ten percent of the net proceeds 
of the sale were or will be paid is 

(6) The following assets are the subject of the sale: . 

(7) [If applicable] The auctioneer or liquidator will make available to 
claimants of the seller a list of the seller's claimants in the following 


(8) [If applicable The sale is to satisfy $______ of an antecedent debt 
owed by the seller to 

(9) A copy of the sedula of distribution of the net proceeds ac- 
companies this notice. 


[End of Notice] 


(4) A person who buys at a bulk sale by auction or conducted by a liquida- 
or need not comply with the requirements of Section 6-104(1) and is not 
liable for the failure of an auctioneer or liquidator to comply with the 
requirements of this section. 


Official Comment 
Prior Uniform Statutory Provision: Section 6-108. 
Changes: Revised, expanded to include sales conducted by a liquidator on the seller’s 
behalf, and form of notice added. 
Purposes of Changes and New Matter: 

1. This section applies only to bulk sales by auction or conducted by a liquidator on the 
seller’s behalf, as defined in Section 6-102(1)(c). Bulk sales conducted by an auctioneer or 
iquidator on its own behalf are treated as ordinary bulk sales and are not subject to this 
section. 

2. Regardless of whether the assets are sold directly from the seller to the buyer, are sold 
o a variety of buyers at auction, or are sold on the seller's behalf by a liquidator to one or 
more buyers, a going-out-of-business sale of inventory presents similar risks to claimants. 


617 


UNIFORM COMMERCIAL CODE 


Auctioneers and liquidators are likely to be in a better position to ascertain whether the 
sale they are conducting is, or is part of, a bulk sale than are their customers. Accordingly, 
buyers at auctions and from liquidators selling assets of others need not be concerned with 
complying with this Article. Instead, this section imposes upon auctioneers and liquidators 
duties and liabilities that are similar, but not always identical, to those of a buyer under 
Sections 6-104(1) and 6-107. Except to the extent that this section treats bulk sales by 
auctioneers and liquidators differently from those conducted by the seller on its own behalf, 
he Official Comments to Sections 6-104(1) and 6-107, as well as the Comments to Sections 
6-105 and 6-106, which those sections incorporate by reference, are applicable to sales to 
hich this section applies. 

3. Subsection (1)(d) sets forth the maximum cumulative liability for auctioneers and 
iquidators “in any one bulk sale,” which term includes a series of sales by a liquidator. 

his liability is to be calculated in a manner similar to that set forth in Sections 6-107(4) 
and 6-107(5). The term “net proceeds of the auction or sale allocable to inventory and 
equipment” is analogous to the term “net value of the inventory and equipment”; however, 
he former takes into account the reasonable expenses of the auction or sale whereas the 
atter does not. Also, the latter is doubled whereas the former is not. The “amount of the 
portion of any part of the net proceeds paid to or applied for the benefit of a creditor which 
is allocable to inventory and equipment” is determined by multiplying the part of the net 
proceeds paid to or applied for the benefit of a creditor by a fraction whose numerator is the 
et proceeds of the sale allocable to inventory and equipment and whose denominator is 
he total net proceeds of the auction or sale. Because the amount of the net proceeds al- 
ocable to inventory and equipment is not doubled, the auctioneer or liquidator is not 
entitled to credit for payments made to the seller. 

4. Section 6-107(3) applies to all bulk sales. Accordingly, an auctioneer or liquidator who 
makes a good faith effort to comply with the requirements of this Article or to exclude the 
sale from this Article or who acts under a good faith belief that this Article does not apply 

o the sale faces no liability whatsoever. 
Cross-References: 

Point 1: Section 6-102. 

Point 2: Sections 6-102, 6-104, 6-105, 6-106, and 6-107. 

Point 3: Sections 6-102 and 6-107. 

Point 4: Section 6-107. 

Definitional Cross-References: 

"Assets". Section 6-102. 

“Auctioneer”. Section 6-102. 

“Bulk sale". Section 6-102. 

“Claimants”. Section 6-102. 

"Creditor". Section 6-102. 

“Debt”. Section 6-102. 

“Equipment”. Section 9-102(a)(33). 

“Inventory”. Section 9-102(a)(48). 

“Liquidator”. Section 6-102. 

“Net proceeds”. Section 6-102. 

“Person”. Section 1-201. 

“Seller”. Section 2-103. 

“Written”. Section 1-201. 


§ 6-109. What Constitutes Filing; Duties of Filing Officer; 
Information From Filing Officer. 


(1) Presentation of a notice or list of claimants for filing and tender o 
he filing fee or acceptance of the notice or list by the filing officer consti- 
utes filing under this Article. 

(2) The filing officer shall: 

(a) mark each notice or list with a file number and with the date and 
hour of filing; 
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(b) hold the notice or list or a copy for public inspection; 

(c) index the notice or list according to each name given for the seller 
and for the buyer; and 

(d) note in the index the file number and the addresses of the seller 
and buyer given in the notice or list. 

(3) If the person filing a notice or list furnishes the filing officer with a 
copy, the filing officer upon request shall note upon the copy the file number 
and date and hour of the filing of the original and send or deliver the copy 

o the person. 

(4) The fee for filing and indexing and for stamping a copy furnished by 
he person filing to show the date and place of filing is $——— for the 
first page and $______ for each additional page. The fee for indexing 
each name more than two is $____. 

(5) Upon request of any person, the filing officer shall issue a certificate 
showing whether any notice or list with respect to a particular seller or 
buyer is on file on the date and hour stated in the certificate. If a notice or 
list is on file, the certificate must give the date and hour of filing of each 
motice or list and the name and address of each seller, buyer, auctioneer, 
or liquidator. The fee for the certificate is $________ if the request for the 
certificate is in the standard form prescribed by the [Secretary of State] 
and otherwise is $. —— .. .. Upon request of any person, the filing officer 
shall furnish a copy of any filed notice or list for a fee of $ 


(6) The filing officer shall keep each notice or list for two years after it is 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes of New Matter: 

This Article contemplates public filing of bulk sale notices and lists of claimants in a 
single filing office in each state. This section, which derives substantially from former Sec- 
ions 9-403 and 9-407 (now codified as Sections 9-515, 9-516, 9-519, 9-522, 9-523, and 
9-525), governs filing. The filing system is designed to enable one seeking information 
about a sale to discover any filed notices or lists by searching under either the seller's or 
he buyer's (but not the auctioneer's or liquidator's) individual, partnership, or corporate 
name. 
Cross-References: 

Sections 6-103, 6-105, 9-408, and 9-407. 
Definitional Cross-References: 

“Auctioneer”. Section 6-102. 

“Buyer”. Section 2-103. 

“Liquidator”. Section 6-102. 

“Person”. Section 1-201. 

“Seller”. Section 2-103. 

“Send”. Section 1-201. 


§ 6-110. Limitation of Actions. 

(1) Except as provided in subsection (2), an action under this Article 
against a buyer, auctioneer, or liquidator must be commenced within one 
year after the date of the bulk sale. 

(2) If the buyer, auctioneer, or liquidator conceals the fact that the sale 
has occurred, the limitation is tolled and an action under this Article may 
be commenced within the earlier of (i) one year after the person bringing 
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he action discovers that the sale has occurred or (ii) one year after the 
person bringing the action should have discovered that the sale has oc- 
curred, but no later than two years after the date of the bulk sale. Complete 
moncompliance with the requirements of this Article does not of itself con- 
stitute concealment. 

(3) An action under Section 6-107(11) must be commenced within one 
year after the alleged violation occurs.] 


Official Comment 
Prior Uniform Statutory Provision: Section 6-111 (1987 Official Text). 
Changes: Statute of limitations extended and clarified. 
Purposes of Changes and New Matter: 

1. This Article imposes liability upon only those who do not make a good faith and com- 
mercially reasonable effort to comply with the requirements of the Article or to exclude the 
sale from the application of the Article and who do not hold a good faith and commercially 

easonable belief that the Article is inapplicable to the sale. Consequently, it extends the 
six-month limitation period of the 1987 Official Text, which applies to good faith transferees 
as well as those not in good faith, to one year. The period commences with the date of the 
bulk sale. 

2. Cases decided under the 1987 Official Text of Article 6 disagree over whether the 
complete failure to comply with the requirements of that Article constitutes a concealment 
hat tolls the limitation. This Article adopts the view that noncompliance does not of itsel 

constitute concealment. 

3. This Article does not contemplate tolling the limitation for actions against a person in 
control of the seller who fails to distribute the net contract price in accordance with the 
schedule of distribution. Those actions must be commenced within one year after the al- 
eged violation occurs. 

Cross-References: 
Point 1: Sections 1-201, 6-102, 6-107 and 6-108. 
Point 3: Section 6-107. 

Definitional Cross-References: 

“Action”. Section 1-201. 

“Auctioneer”. Section 6-102. 

“Buyer”. Section 2-103. 

“Date of the bulk sale”. Section 6-102. 

“Liquidator”. Section 6-102. 


[End of Alternative B] 


CONFORMING AMENDMENT TO SECTION 1-105 

States adopting Alternative B should amend Section 1-105(2) of the Uniform Commercial 
Code to read as follows: 

(2) Where one of the following provisions of this Act specifies the applicable law, that pro- 

ision governs and a contrary agreement is effective only to the extent permitted by the law 

(including the conflict of laws rules) so specified: 

Rights of creditors against sold goods. Section 2-402. 

Applicability of the Article on Leases. Sections 2A-105 and 2A-106. 

Applicability of the Article on Bank Deposits and Collections. Section 4-102. 

Bulk transfers sales subject to the Article on Bulk Transfers Sales. Section 6-102 6-103. 

Applicability of the Article on Investment Securities. Section 8-106. 

Perfection provisions of the Article on Secured Transactions. Section 9-103. 


CONFORMING AMENDMENT TO SECTION 2-403 
States adopting Alternative B should amend Section 2-403(4) of the Uniform Commercial 
Code to read as follows: 
(4) The rights of other purchasers of goods and of lien creditors are governed by the 
rticles on Secured Transactions (Article 9), Bulk Fransfers Sales (Article 6) and Docu- 
ments of Title (Article 7). 
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ARTICLE 7. 
DOCUMENTS OF TITLE* 


PART 1. GENERAL 


7-101. Short Title. 

7-102. Definitions and Index of Definitions. 

7-103. Relation of Article to Treaty or Statute. 

7-104. Negotiable and Nonnegotiable Document of Title. 
7-105. Reissuance in Alternative Medium. 

7-106. Control of Electronic Document of Title. 


PART 2. WAREHOUSE RECEIPTS: SPECIAL 
PROVISIONS 


7-201. Person That May Issue a Warehouse Receipt; Storage Under Bond. 
7-202. Form of Warehouse Receipt; Effect of Omission. 

7-203. Liability for Nonreceipt or Misdescription. 

7-204. Duty of Care; Contractual Limitation of Warehouse’s Liability. 
7-205. Title Under Warehouse Receipt Defeated in Certain Cases. 

7-206. Termination of Storage at Warehouse’s Option. 

7-207. Goods Must Be Kept Separate; Fungible Goods. 

7-208. Altered Warehouse Receipts. 

7-209. Lien of Warehouse. 

7-210. Enforcement of Warehouse’s Lien. 


PART 3. BILLS OF LADING: SPECIAL PROVISIONS 


§ 7-301. Liability for Nonreceipt or Misdescription; “Said to Contain”; “Shipper’s 
Weight, Load, and Count”; Improper Handling. 

§ 7-302. Through Bills of Lading and Similar Documents of Title. 

$ 7-303. Diversion; Reconsignment; Change of Instructions. 

§ 7-304. Tangible Bills of Lading in a Set. 

§ 7-305. Destination Bills. 

§ 7-306. Altered Bills of Lading. 

§ 7-307. Lien of Carrier. 

$ 7-308. Enforcement of Carrier’s Lien. 

$ 7-309. Duty of Care; Contractual Limitation of Carrier's Liability. 


PART 4. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: GENERAL OBLIGATIONS 


$ 7-401. Irregularities in Issue of Receipt or Bill or Conduct of Issuer. 
$ 7-402. Duplicate Document of Title; Overissue. 
$ 7-403. Obligation of Bailee to Deliver; Excuse. 


"Article 7 was revised in 2003. Pre- R. 
evision Article 7 may be found in Appendix 
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§ 7-404. No Liability for Good-Faith Delivery Pursuant to Document of Title. 


PART 5. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: NEGOTIATION AND TRANSFER 


7-501. Form of Negotiation and Requirements of Due Negotiation. 

7-502. Rights Acquired by Due Negotiation. 

7-503. Document of Title to Goods Defeated in Certain Cases. 

7-504. Rights Acquired in Absence of Due Negotiation; Effect of Diversion; 
Stoppage of Delivery. 

7-505. Indorser not Guarantor for Other Parties. 

7-506. Delivery Without Indorsement: Right to Compel Indorsement. 

7-507. Warranties on Negotiation or Delivery of Document of Title. 

7-508. Warranties of Collecting Bank as to Documents of Title. 

7-509. Adequate Compliance with Commercial Contract. 


PART 6. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: MISCELLANEOUS PROVISIONS 


7-601. Lost, Stolen, or Destroyed Documents of Title. 

7-602. Judicial Process Against Goods Covered by Negotiable Document of 
Title. 

7-603. Conflicting Claims; Interpleader. 


PART 7. MISCELLANEOUS PROVISIONS 


7-701. Effective Date. 
7-702. Repeals. 

7-703. Applicability. 
7-704. Savings Clause. 


APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


DRAFTING COMMITTEE TO REVISE 
UNIFORM COMMERCIAL CODE ARTICLE 7, 
DOCUMENTS OF TITLE 


he Committee acting for the National Conference of Commissioners on Uniform State 
Laws and the American Law Institute in preparing the Revised Uniform Commercial Code 
rticle 7 is as follows: 
HENRY DEEB GABRIEL, JR., Loyola University, School of Law, 526 Pine St., New 
Orleans, LA 70118, Chair 
EDWARD V. CATTELL, JR., Suite 2000, 1628 John F. Kennedy Blvd., Philadelphia, PA 
19103, The American Law Institute Representative 
PATRICIA BRUMFTELD FRY, University of Missouri-Columbia, School of Law, Missouri 
Ave. & Conley Ave., Columbia, MO 65211 
SANDRA S. STERN, 909 Third Ave., 5 Floor, New York, New York 10022 
NEAL OSSEN, 21 Oak St., Suite 201, Hartford, CT 06106, Enactment Plan Coordinator 
DREW KERSHEN, University of Oklahoma, College of Law, 300 Timberdell Road, Nor- 
man, OK 73019, Co-Reporter 
LINDA J. RUSCH, Hamline University, School of Law, 1536 Hewitt Ave., St. Paul, MN 
55104, The American Law Institute Representative and. Co-Reporter 


EX OFFICIO 
K. KING BURNETT, P.O. Box 910, Salisbury, MD 21803-0910, President 
OSEPH P. MAZUREK, Box 797, Helena, MT 59624, Division Chair 


AMERICAN BAR ASSOCIATION ADVISOR 


ILLIAM H. TOWLE, P.O. Box 3267, Missoula, MT 59806-3267, American Bar Association 
Advisor 


EXECUTIVE DIRECTOR 
ILLIAM H. HENNING, University of Alabama, School of Law, Box 870382, Tuscaloosa, 
AL 35487-0382, Executive Director 
ILLIAM J. PIERCE, 1505 Roxbury Road, Ann Arbor, MI 48104, Executive Director 
meritus 


PREFATORY NOTE 

Article 7 is the last of the articles of the Uniform Commercial Code to be revised. The 
genesis of this project is twofold: to provide a framework for the further development o 
electronic documents of title and to update the article for modern times in light of state, 
ederal and international developments. Each section has been reviewed to determine its 
suitability given modern practice, the need for medium and gender neutrality, and modern 
statutory drafting. 

To provide for electronic documents of title, several definitions in Article 1 were revised 
including “bearer,” “bill of lading,” “delivery,” “document of title," “holder,” and “warehouse 
eceipt.” The concept of an electronic document of title allows for commercial practice to 
determine whether records issued by bailees are “in the regular course of business or 
nancing” and are “treated as adequately evidencing that the person in possession or 
control of the record is entitled to receive, control, hold, and dispose of the record and the 
goods the record covers.” Rev. Section 1-201(b)(16). Such records in electronic form are 
electronic documents of title and in tangible form are tangible documents of title. Conform- 
ing amendments to other Articles of the UCC are also necessary to fully integrate electronic 
documents of title into the UCC. Conforming amendments to other Articles of the UCC are 
contained in Appendix I. 

Key to the integration of the electronic document of title scheme is the concept of “control” 
defined in Section 7-106. This definition is adapted from the Uniform Electronic Transac- 
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ions Act § 16 on Transferrable Records and from Uniform Commercial Code § 9-105 

concerning control of electronic chattel paper. Control of an electronic document of title is 
he conceptual equivalent to possession and indorsement of a tangible document of title. O 
equal importance is the acknowledgment that parties may desire to substitute an electronic 
document of title for an already-issued paper document and vice versa. Section 7-105 sets 
orth the minimum requirements that need to be fulfilled in order to give effect to the 
substitute document issued in the alternate medium. To the extent possible, the rules for 
electronic documents of title are the same or as similar as possible to the rules for tangible 
documents of title. If a rule is meant to be limited to one medium or the other, that is 
clearly stated. Rules that reference documents of title, warehouse receipts, or bills of lading 

ithout a designation to “electronic” or “tangible” apply to documents of title in either 
medium. As with tangible negotiable documents of title, electronic negotiable documents o 

itle may be negotiated and duly negotiated. Section 7-501. 

Other changes that have been made are: 

1. New definitions of “carrier,” “good faith,” “record”, “sign” and “shipper” in Section 
7-102. 

2. Deletion of references to tariffs or filed classifications given the deregulation of the af- 
ected industries. See e.g. section 7-103 and 7-309, 

3. Clarifying the rules regarding when a document is nonnegotiable. Section 7-104. 

4. Making clear when rules apply just to warehouse receipts or bills of lading, thus 
eliminating the need for former section 7-105. 

5. Clarifying that particular terms need not be included in order to have a valid 

arehouse receipt. Section 7-202. 

6. Broadening the ability of the warehouse to make an effective limitation of liability in. 
its warehouse receipt or storage agreement in accord with commercial practice. Section 
7-204. 

7. Allowing a warehouse to have a lien on goods covered by a storage agreement and 
clarifying the priority rules regarding the claim of a warehouse lien as against other 
interests. Section 7-209. 

8. Conforming language usage to modern shipping practice. Sections 7-301 and 7-302. 

9. Clarifying the extent of the carrier’s lien. Section 7-307. 

10. Adding references to Article 2A when appropriate. See e.g. Sections 7-503, 7-504, 
7-509. 

11. Clarifying that the warranty made by negotiation or delivery of a document of title 
should apply only in the case of a voluntary transfer of possession or control of the 
document. Section 7-507. 

12. Providing greater flexibility to a court regarding adequate protection against loss 

hen ordering delivery of the goods or issuance of a substitute document. Section 7-601. 

13. Providing conforming amendments to the other Articles of the Uniform Commercial 
Code to accommodate electronic documents of title. 

egislative Note: All cross-references in this draft to Article 1 are to Revised Article 1 (2001). 
n the event a state has not enacted Revised Article 1, the cross-references should be changed 
to refer to the relevant sections in former Article 1. 


PART 1. GENERAL 


§ 7-101. Short Title. 


This article may be cited as Uniform Commercial Code-Documents o 
itle. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-101. 
Changes: Revised for style only. 

This Article is a revision of the 1962 Official Text with Comments as amended since 
1962. The 1962 Official Text was a consolidation and revision of the Uniform Warehouse 
Receipts Act and the Uniform Bills of Lading Act, and embraced the provisions of the 

niform Sales Act relating to negotiation of documents of title. 
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This Article does not contain the substantive criminal provisions found in the Uniform 

arehouse Receipts and Bills of Lading Acts. These criminal provisions are inappropriate 
o a Commercial Code, and for the most part duplicate portions of the ordinary criminal 
aw relating to frauds. This revision deletes the former Section 7-105 that provided that 
courts could apply a rule from Parts 2 and 3 by analogy to a situation not explicitly covered 
in the provisions on warehouse receipts or bills of lading when it was appropriate. This is, 
of course, an unexceptional proposition and need not be stated explicitly in the statute. 

hus former Section 7-105 has been deleted. Whether applying a rule by analogy to a situ- 
ation is appropriate depends upon the facts of each case. 

The Article does not attempt to define the tort liability of bailees, except to hold certain. 
classes of bailees to a minimum standard of reasonable care. For important classes o 
bailees, liabilities in case of loss, damages or destruction, as well as other legal questions 
associated with particular documents of title, are governed by federal statutes, international 
reaties, and in some cases regulatory state laws, which supersede the provisions of this 
Article in case of inconsistency. See Section 7-103. 


$ 7-102. Definitions and Index of Definitions. 
(a) In this article, unless the context otherwise requires: 

(1) *Bailee" means a person that by a warehouse receipt, bill of lading, 
or other document of title acknowledges possession of goods and 
contracts to deliver them. 

(2) *Carrier" means a person that issues a bill of lading. 

(3) *Consignee" means a person named in a bill of lading to which or 
to whose order the bill promises delivery. 

(4) “Consignor” means a person named in a bill of lading as the person 
from which the goods have been received for shipment. 

(5) *Delivery order" means a record that contains an order to deliver 
goods directed to a warehouse, carrier, or other person that in the 
ordinary course of business issues warehouse receipts or bills of lading. 

(6) *Good faith" means honesty in fact and the observance of reason- 
able commercial standards of fair dealing. 

(7) “Goods” means all things that are treated as movable for the 
purposes of a contract for storage or transportation. 

(8) “Issuer” means a bailee that issues a document of title or, in the 
case of an unaccepted delivery order, the person that orders the pos- 
sessor of goods to deliver. The term includes a person for which an agent 
or employee purports to act in issuing a document if the agent or em- 
ployee has real or apparent authority to issue documents, even if the is- 
suer did not receive any goods, the goods were misdescribed, or in any 
other respect the agent or employee violated the issuer's instructions. 

(9) *Person entitled under the document" means the holder, in the 
case of a negotiable document of title, or the person to which delivery o 
the goods is to be made by the terms of, or pursuant to instructions in a 
record under, a nonnegotiable document of title. 

(10) *Record" means information that is inscribed on a tangible 
medium or that is stored in an electronic or other medium and is retriev- 
able in perceivable form. 

(11) *Sign" means, with present intent to authenticate or adopt a 
record: 

(A) to execute or adopt a tangible symbol; or 


(B) to attach to or logically associate with the record an electronic 
sound, symbol, or process. 
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(12) “Shipper” means a person that enters into a contract of transporta- 
tion with a carrier. 


(13) “Warehouse” means a person engaged in the business of storing 
goods for hire. 


(b) Definitions in other articles applying to this article and the sections 
in which they appear are: 


(1) “Contract for sale”, Section 2-106. 
(2) “Lessee in ordinary course”, Section 2A-103. 
(3) “Receipt” of goods, Section 2-103. 


(c) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this article. 
egislative Note: If the state has enacted Revised Article 1, the definitions of “good faith” in 
ubsection (a)(6) and “record” in (a)(10) need not be enacted in this section as they are 
ontained in Article 1, Section 1-201. These subsections should be marked as “reserved” in 
order to provide for uniform numbering of subsections. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-102. 
Changes: New definitions of “carrier,” “good faith," “record,” “sign,” and “shipper.” Other 
definitions revised to accommodate electronic mediums. 
Purposes: 

1. “Bailee” is used in this Article as a blanket term to designate carriers, warehousemen 
and others who normally issue documents of title on the basis of goods which they have 
eceived. The definition does not, however, require actual possession of the goods. If a 
bailee acknowledges possession when it does not have possession, the bailee is bound by 
sections of this Article which declare the “bailee’s” obligations. (See definition of “Issuer” in 
his section and Sections 7-203 and 7-301 on liability in case of non-receipt.) A “carrier” is 


one type of bailee and is defined as a person that issues a bill of lading. A “shipper” is a 
person who enters into the contract of transportation with the carrier. The definitions o 


» » » 


“bailee,” “consignee,” “consignor,” “goods”, and “issuer”, are unchanged in substance from 
prior law. “Document of title” is defined in Article 1, and may be in either tangible or 
electronic form. 

2. The definition of warehouse receipt contained in the general definitions section of this 
Act (Section 1-201) does not require that the issuing warehouse be “lawfully engaged” in 
business or for profit. The warehouse’s compliance with applicable state regulations such as 
he filing of a bond has no bearing on the substantive issues dealt with in this Article. 
Certainly the issuer’s violations of law should not diminish its responsibility on documents 
he issuer has put in commercial circulation. But it is still essential that the business be 
storing goods “for hire” (Section 1-201 and this section). A person does not become a 

arehouse by storing its own goods. 

3. When a delivery order has been accepted by the bailee it is for practical purposes 
indistinguishable from a warehouse receipt. Prior to such acceptance there is no basis for 
imposing obligations on the bailee other than the ordinary obligation of contract which the 
bailee may have assumed to the depositor of the goods. Delivery orders may be either 
electronic or tangible documents of title. See definition of “document of title” in Section 
1-201. 

4. The obligation of good faith imposed by this Article and by Article 1, Section 1-304 
includes the observance of reasonable commercial standards of fair dealing. 

5. The definitions of “record” and “sign” are included to facilitate electronic mediums. See 
comment 9 to Section 9-102 discussing “record” and the comment to amended Section 2-103 
discussing “sign.” 

6. “Person entitled under the document” is moved from former Section 7-403. 

7. These definitions apply in this Article unless the context otherwise requires. The 
"context" is intended to refer to the context in which the defined term is used in the Uniform 
Commercial Code. The definition applies whenever the defined term is used unless the 
context in which the defined term is used in the statute indicates that the term was not 
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sed in its defined sense. See comment to Section 1-201. 
Cross References: 

Point 1: Sections 1-201, 7-203 and 7-301. 

Point 2: Sections 1-201 and 7-203. 

Point 3: Section 1-201. 

Point 4: Section 1-304. 

Point 5: Section 9-102 and 2-103. 

See general comment to document of title in Section 1-201. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Right”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-103. Relation of Article to Treaty or Statute. 
(a) This article is subject to any treaty or statute of the United States or 
regulatory statute of this state to the extent the treaty, statute, or regula- 
ory statute is applicable. 
(b) This article does not modify or repeal any law prescribing the form or 
content of a document of title or the services or facilities to be afforded by 
a bailee, or otherwise regulating a bailee’s business in respects not specifi- 


cally treated in this article. However, violation of such a law does not af- 
fect the status of a document of title that otherwise is within the definition 
of a document of title. 


(c) This [act] modifies, limits, and supersedes the federal Electronic 
Signatures in Global and National Commerce Act (15 U.S.C. Section 7001, 
et. seq.) but does not modify, limit, or supersede Section 101(c) of that act 
(15 U.S.C. Section 7001(c)) or authorize electronic delivery of any of the 
notices described in Section 103(b) of that act (15 U.S.C. Section 7003(b)). 


(d) To the extent there is a conflict between [the Uniform Electronic 
ransactions Act] and this article, this article governs. 
egislative Note: In states that have not enacted the Uniform Electronic Transactions Act in 
ome form, states should consider their own state laws to determine whether there is a 
onflict between the provisions of this article and those laws particularly as those other laws 
ay affect electronic documents of title. 


Official Comment 
Prior Uniform Statutory Provision: Former Sections 7-103 and 10-104. 
Changes: Deletion of references to tariffs and classifications; incorporation of former Sec- 
ion 10-104 into subsection (b), provide for intersection with federal and state law govern- 
ing electronic transactions. 
Purposes: 

1. To make clear what would of course be true without the Section, that applicable 
Federal law is paramount. 

2. To make clear also that regulatory state statutes (such as those fixing or authorizing a 
commission to fix rates and prescribe services, authorizing different charges for goods o 
different values, and limiting liability for loss to the declared value on which the charge 

as based) are not affected by the Article and are controlling on the matters which they 
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cover unless preempted by federal law. The reference in former Section 7-103 to tariffs, 
classifications, and regulations filed or issued pursuant to regulatory state statutes has 
been deleted as inappropriate in the modern era of diminished regulation of carriers and 

arehouses. If a regulatory scheme requires a carrier or warehouse to issue a tariff or clas- 
sification, that tariff or classification would be given effect via the state regulatory scheme 
hat this Article recognizes as controlling. Permissive tariffs or classifications would not 
displace the provisions of this act, pursuant to this section, but may be given effect through 
he ability of parties to incorporate those terms by reference into their agreement. 

3. The document of title provisions of this act supplement the federal law and regulatory 
state law governing bailees. This Article focuses on the commercial importance and usage 
of documents of title. State ex. rel Public Service Commission v. Gunkelman & Sons, Inc., 
219 N.W.2d 853 (N.D. 1974). 

4. Subsection (c) is included to make clear the interrelationship between the federal 
Electronic Signatures in Global and National Commerce Act and this article and the 
conforming amendments to other articles of the Uniform Commercial Code promulgated as 
part of the revision of this article. Section 102 of the federal act allows a State statute to 
modify, limit, or supersede the provisions of Section 101 of the federal act. See the com- 
ments to Revised Article 1, Section 1-108. 

5. Subsection (d) makes clear that once this article is in effect, its provisions regarding 
electronic commerce and regarding electronic documents of title control in the event there 
is a conflict with the provisions of the Uniform Electronic Transactions Act or other ap- 
plicable state law governing electronic transactions. 

Cross References: 

Sections 1-108, 7-201, 7-202, 7-204, 7-206, 7-309, 7-401, 7-403. 
Definitional Cross Reference: 

“Bill of lading”. Section 1-201. 


§ 7-104. Negotiable and Nonnegotiable Document of Title. 


(a) Except as otherwise provided in subsection (c), a document of title is 
negotiable if by its terms the goods are to be delivered to bearer or to the 
order of a named person. 


(b) A document of title other than one described in subsection (a) is 
nonnegotiable. A bill of lading that states that the goods are consigned to a 
mamed person is not made negotiable by a provision that the goods are to 
be delivered only against an order in a record signed by the same or an- 
other named person. 


(c) A document of title is nonnegotiable if, at the time it is issued, the 
document has a conspicuous legend, however expressed, that it is 
nonnegotiable. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-104. 
Changes: Subsection (a) is revised to reflect modern style and trade practice. Subsection 
(b) is revised for style and medium neutrality. Subsection (c) is new. 
Purposes: 

1. This Article deals with a class of commercial paper representing commodities in stor- 
age or transportation. This “commodity paper" is to be distinguished from what might be 
called “money paper" dealt with in the Article of this Act on Commercial Paper (Article 3) 
and “investment paper" dealt with in the Article of this Act on Investment Securities 
(Article 8). The class of “commodity paper" is designated “document of title" following the 

erminology of the Uniform Sales Act Section 76. Section 1-201. The distinctions between 
negotiable and nonnegotiable documents in this section makes the most important subclas- 
sification employed in the Article, in that the holder of negotiable documents may acquire 
more rights than its transferor had (See Section 7-502). The former Section 7-104, which 
provided that a document of title was negotiable if it runs to a named person or assigns i 
such designation was recognized in overseas trade, has been deleted as not necessary in 
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ight of current commercial practice. 

A document of title is negotiable only if it satisfies this section. “Deliverable on proper 
indorsement and surrender of this receipt" will not render a document negotiable. Bailees 
often include such provisions as a means of insuring return of nonnegotiable receipts for 

ecord purposes. Such language may be regarded as insistence by the bailee upon a partic- 
ular kind of receipt in connection with delivery of the goods. Subsection (a) makes it clear 
hat a document is not negotiable which provides for delivery to order or bearer only i 
ritten instructions to that effect are given by a named person. Either tangible or electronic 
documents of title may be negotiable if the document meets the requirement of this section. 

2. Subsection (c) is derived from Section 3-104(d). Prior to issuance of the document o 
itle, an issuer may stamp or otherwise provide by a notation on the document that it is 

onnegotiable even if the document would otherwise comply with the requirement o 
subsection (a). Once issued as a negotiable document of title, the document cannot be 
changed from a negotiable document to a nonnegotiable document. A document of title that 
is nonnegotiable cannot be made negotiable by stamping or providing a notation that the 
document is negotiable. The only way to make a document of title negotiable is to comply 

ith subsection (a). A negotiable document of title may fail to be duly negotiated if the 
negotiation does not comply with the requirements for “due negotiation” stated in Section 
7-501. 

Cross Reference: 
Sections 7-501 and 7-502. 
Definitional Cross References: 

“Bearer”. Section 1-201. 

“Bill of lading”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Person”. Section 1-201. 

“Sign”. Section 7-102 

“Warehouse receipt”. Section 1-201. 


§ 7-105. Reissuance in Alternative Medium. 


(a) Upon request of a person entitled under an electronic document o 
itle, the issuer of the electronic document may issue a tangible document 
of title as a substitute for the electronic document if: 
(1) the person entitled under the electronic document surrenders 
control of the document to the issuer; and 
(2) the tangible document when issued contains a statement that it is 
issued in substitution for the electronic document. 
(b) Upon issuance of a tangible document of title in substitution for an 
electronic document of title in accordance with subsection (a): 
(1) the electronic document ceases to have any effect or validity; and 
(2) the person that procured issuance of the tangible document war- 
rants to all subsequent persons entitled under the tangible document 
that the warrantor was a person entitled under the electronic document 
when the warrantor surrendered control of the electronic document to 
the issuer. 

(c) Upon request of a person entitled under a tangible document of title, 
he issuer of the tangible document may issue an electronic document o 
itle as a substitute for the tangible document if: 

(1) the person entitled under the tangible document surrenders pos- 
session of the document to the issuer; and 

(2) the electronic document when issued contains a statement that it 
is issued in substitution for the tangible document. 
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(d) Upon issuance of an electronic document of title in substitution for a 
angible document of title in accordance with subsection (c): 


(1) the tangible document ceases to have any effect or validity; and 


(2) the person that procured issuance of the electronic document war- 
rants to all subsequent persons entitled under the electronic document 
that the warrantor was a person entitled under the tangible document 
when the warrantor surrendered possession of the tangible document to 
the issuer. 


Official Comment 
Prior Uniform Statutory Provisions: None. 
Other relevant law: UNCITRAL Draft Instrument on the Carriage of Goods by 


1. This section allows for documents of title issued in one medium to be reissued in an- 
other medium. This section applies to both negotiable and nonnegotiable documents. This 
section sets forth minimum requirements for giving the reissued document effect and 

alidity. The issuer is not required to issue a document in an alternative medium and if the 
issuer chooses to do so, it may impose additional requirements. Because a document of title 
imposes obligations on the issuer of the document, it is imperative for the issuer to be the 
one who issues the substitute document in order for the substitute document to be effective 
and valid. 

2. The request must be made to the issuer by the person entitled to enforce the document 
of title (Section 7-102(a)(9)) and that person must surrender possession or control of the 
original document to the issuer. The reissued document must have a notation that it has 
been issued as a substitute for the original document. These minimum requirements must 
be met in order to give the substitute document effect and validity. If these minimum 

equirements are not met for issuance of a substitute document of title, the original docu- 
ment of title continues to be effective and valid. Section 7-402. However, if the minimum 
equirements imposed by this section are met, in addition to any other requirements that 
he issuer may impose, the substitute document will be the document that is effective and 

alid. 

3. To protect parties who subsequently take the substitute document of title, the person 
ho procured issuance of the substitute document warrants that it was a person entitled 
nder the original document at the time it surrendered possession or control of the original 

document to the issuer. This warranty is modeled after the warranty found in Section 
4-209. 
Cross Reference: 
Sections 7-106, 7-402 and 7-601. 
Definitional Cross Reference: 
“Person entitled to enforce,” Section 7-102. 


§ 7-106. Control of Electronic Document of Title. 


(a) A person has control of an electronic document of title if a system 
employed for evidencing the transfer of interests in the electronic docu- 

ent reliably establishes that person as the person to which the electronic 
document was issued or transferred. 

(b) A system satisfies subsection (a), and a person is deemed to have 
control of an electronic document of title, if the document is created, stored, 
and assigned in such a manner that: 

(1) a single authoritative copy of the document exists which is unique, 
identifiable, and, except as otherwise provided in paragraphs (4), (5), 
and (6), unalterable; 

(2) the authoritative copy identifies the person asserting control as: 
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(A) the person to which the document was issued; or 


(B) if the authoritative copy indicates that the document has been 
transferred, the person to which the document was most recently 
transferred; 


(3) the authoritative copy is communicated to and maintained by the 
person asserting control or its designated custodian; 


(4) copies or amendments that add or change an identified assignee o 
the authoritative copy can be made only with the consent of the person 
asserting control; 


(5) each copy of the authoritative copy and any copy of a copy is readily 
identifiable as a copy that is not the authoritative copy; and 


(6) any amendment of the authoritative copy is readily identifiable as 
authorized or unauthorized. 


Official Comment 
Prior Uniform Statutory Provision: Uniform Electronic Transactions Act Section 16. 
Purpose: 

1. The section defines “control” for electronic documents of title and derives its rules from 
he Uniform Electronic Transactions Act $ 16 on transferrable records. Unlike UETA $ 16, 
however, a document of title may be reissued in an alternative medium pursuant to Section 
7-105. At any point in time in which a document of title is in electronic form, the control 
concept of this section is relevant. As under UETA § 16, the control concept embodied in 
his section provides the legal framework for developing systems for electronic documents 
of title. 

2. Control of an electronic document of title substitutes for the concept of indorsement 
and possession in the tangible document of title context. See Section 7-501. A person with a 

angible document of title delivers the document by voluntarily transferring possession and 
a person with an electronic document of title delivers the document by voluntarily transfer- 
ing control. (Delivery is defined in Section 1-201). 

3. Subsection (a) sets forth the general rule that the *system employed for evidencing the 
ransfer of interests in the electronic document reliably establishes that person as the 
person to which the electronic document was issued or transferred." The key to having a 
system that satisfies this test is that identity of the person to which the document was is- 
sued or transferred must be reliably established. Of great importance to the functioning o 
he control concept is to be able to demonstrate, at any point in time, £he person entitled 
nder the electronic document. For example, a carrier may issue an electronic bill of lading 
by having the required information in a database that is encrypted and accessible by virtue 
of a password. If the computer system in which the required information is maintained 
identifies the person as £he person to which the electronic bill of lading was issued or 
ransferred, that person has control of the electronic document of title. That identification 
may be by virtue of passwords or other encryption methods. Registry systems may satisfy 
his test. For example, see the electronic warehouse receipt system established pursuant to 
7 C.F.R. Part 735. This Article leaves to the market place the development of sufficient 
echnologies and business practices that will meet the test. 

An electronic document of title is evidenced by a record consisting of information stored 
in an electronic medium. Section 1-201. For example, a record in a computer database 
could be an electronic document of title assuming that it otherwise meets the definition o 
document of title. To the extent that third parties wish to deal in paper mediums, Section 
1-105 provides a mechanism for exiting the electronic environment by having the issuer 

eissue the document of title in a tangible medium. Thus if a person entitled to enforce an 
electronic document of title causes the information in the record to be printed onto paper 

ithout the issuer's involvement in issuing the document of title pursuant to Section 7-105, 
hat paper is not a document of title. 

4. Subsection (a) sets forth the general test for control. Subsection (b) sets forth a safe 
harbor test that if satisfied, results in control under the general test in subsection (a). The 

est in subsection (b) is also used in Section 9-105 although Section 9-105 does not include 
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he general test of subsection (a). Under subsection (b), at any point in time, a party should 
be able to identify the single authoritative copy which is unique and identifiable as the au- 
horitative copy. This does not mean that once created that the authoritative copy need be 
static and never moved or copied from its original location. To the extent that backup 
systems exist which result in multiple copies, the key to this idea is that at any point in 
ime, the one authoritative copy needs to be unique and identifiable. 

Parties may not by contract provide that control exists. The test for control is a factual 
est that depends upon whether the general test in subsection (a) or the safe harbor in 

subsection (b) is satisfied. 
5. Article 7 has historically provided for rights under documents of title and rights o 
ransferees of documents of title as those rights relate to the goods covered by the document. 
hird parties may possess or have control of documents of title. While misfeasance or 
negligence in failure to transfer or misdelivery of the document by those third parties may 
create serious issues, this Article has never dealt with those issues as it relates to tangible 
documents of title, preferring to leave those issues to the law of contracts, agency and tort 
aw. In the electronic document of title regime, third party registry systems are just begin- 
ning to develop. It is very difficult to write rules regulating those third parties without 
some definitive sense of how the third party registry systems will be structured. Systems 
hat are evolving to date tend to be *closed" systems in which all participants must sign on 
o the master agreement which provides for rights as against the registry system as well as 
ights among the members. In those closed systems, the document of title never leaves the 
system so the parties rely upon the master agreement as to rights against the registry for 
its failures in dealing with the document. This article contemplates that those “closed” 
systems will continue to evolve and that the control mechanism in this statute provides a 
method for the participants in the closed system to achieve the benefits of obtaining control 
allowed by this article. 

This article also contemplates that parties will evolve open systems where parties need 
ot be subject to a master agreement. In an open system a party that is expecting to obtain. 
ights through an electronic document may not be a party to the master agreement. To the 

extent that open systems evolve by use of the control concept contained in this section, the 
aw of contracts, agency, and torts as it applies to the registry's misfeasance or negligence 
concerning the transfer of control of the electronic document will allocate the risks and li- 
abilities of the parties as that other law now does so for third parties who hold tangible 
documents and fail to deliver the documents. 
Cross Reference: 

Sections 7-105 and 7-501. 
Definitional Cross-References: 

“Delivery”, 1-201. 

“Document of title", 1-201. 


PART 2. WAREHOUSE RECEIPTS: SPECIAL 
PROVISIONS 


$ 7-201. Person That May Issue a Warehouse Receipt; Storage 
Under Bond. 


(a) A warehouse receipt may be issued by any warehouse. 

(b) If goods, including distilled spirits and agricultural commodities, are 
stored under a statute requiring a bond against withdrawal or a license for 
he issuance of receipts in the nature of warehouse receipts, a receipt is- 
sued for the goods is deemed to be a warehouse receipt even if issued by a 
person that is the owner of the goods and is not a warehouse. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-201. 
Changes: Update for style only. 
Purposes: 
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It is not intended by re-enactment of subsection (a) to repeal any provisions of special 
icensing or other statutes regulating who may become a warehouse. Limitations on the 
ransfer of the receipts and criminal sanctions for violation of such limitations are not 
impaired. Section 7-103. Compare Section 7-401(4) on the liability of the issuer in such 
cases. Subsection (b) covers receipts issued by the owner for whiskey or other goods stored 
in bonded warehouses under such statutes as 26 U.S.C. Chapter 51. 

Cross References: 

Sections 7-103, 7-401. 
Definitional Cross References: 

"Warehouse receipt". Section 1-201. 

“Warehouse”. Section 7-102. 


$ 7-202. Form of Warehouse Receipt; Effect of Omission. 
(a) A warehouse receipt need not be in any particular form. 
(b) Unless a warehouse receipt provides for each of the following, the 
arehouse is liable for damages caused to a person injured by its omission: 

(1) a statement of the location of the warehouse facility where the 
goods are stored; 

(2) the date of issue of the receipt; 

(3) the unique identification code of the receipt; 

(4) a statement whether the goods received will be delivered to the 
bearer, to a named person, or to a named person or its order; 

(5) the rate of storage and handling charges, unless goods are stored 
under a field warehousing arrangement, in which case a statement o 
that fact is sufficient on a nonnegotiable receipt; 

(6) a description of the goods or the packages containing them; 

(7) the signature of the warehouse or its agent; 

(8) if the receipt is issued for goods that the warehouse owns, either 
solely, jointly, or in common with others, a statement of the fact of that 
ownership; and 

(9) a statement of the amount of advances made and of liabilities 
incurred for which the warehouse claims a lien or security interest, un- 
less the precise amount of advances made or liabilities incurred, at the 
time of the issue of the receipt, is unknown to the warehouse or to its 
agent that issued the receipt, in which case a statement of the fact that 
advances have been made or liabilities incurred and the purpose of the 
advances or liabilities is sufficient. 

(c) A warehouse may insert in its receipt any terms that are not con- 
rary to [the Uniform Commercial Code] and do not impair its obligation o 
delivery under Section 7-403 or its duty of care under Section 7-204. Any 
contrary provision is ineffective. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-202. 
Changes: Language is updated to accommodate electronic commerce and to reflect modern 


1. This section does not displace any particular legislation that requires other terms in a 
arehouse receipt or that may require a particular form of a warehouse receipt. This sec- 
ion does not require that a warehouse receipt be issued. A warehouse receipt that is issued 
need not contain any of the terms listed in subsection (b) in order to qualify as a warehouse 
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eceipt as long as the receipt falls within the definition of “warehouse receipt” in Article 1. 
hus the title has been changed to eliminate the phrase “essential terms” as provided in 
prior law. The only consequence of a warehouse receipt not containing any term listed in 
subsection (b) is that a person injured by a term’s omission has a right as against the 
arehouse for harm caused by the omission. Cases, such as In re Celotex Corp., 134 B. R. 
993 (Bankr. M.D. Fla. 1991), that held that in order to have a valid warehouse receipt all o 
he terms listed in this section must be contained in the receipt, are disapproved. 
2. The unique identification code referred to in subsection (b)(3) can include any combina- 
ion of letters, number, signs, and/or symbols that provide a unique identification. Whether 
an electronic or tangible warehouse receipt contains a signature will be resolved with the 
definition of sign in Section 7-102. 
Cross References: 
Sections 7-103 and 7-401. 
Definitional Cross References: 
“Bearer”. Section 1-201. 
“Delivery”. Section 1-201. 
“Goods”. Section 7-102. 
“Person”. Section 1-201. 
“Security interest”. Section 1-201. 
“Sign”. Section 7-102. 
“Term”. Section 1-201. 
“Warehouse receipt”. Section 1-201. 
“Warehouse”. Section 7-102. 


§ 7-203. Liability for Nonreceipt or Misdescription. 

A party to or purchaser for value in good faith of a document of title, 
other than a bill of lading, that relies upon the description of the goods in 
he document may recover from the issuer damages caused by the 


nonreceipt or misdescription of the goods, except to the extent that: 


(1) the document conspicuously indicates that the issuer does not 
know whether all or part of the goods in fact were received or conform to 
the description, such as a case in which the description is in terms o 
marks or labels or kind, quantity, or condition, or the receipt or descrip- 


tion is qualified by “contents, condition, and quality unknown", “said to 
contain", or words of similar import, if the indication is true; or 


(2) the party or purchaser otherwise has notice of the nonreceipt or 
misdescription. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-203. 
Changes: Changes to this section are for style only. 
Purpose: 

This section is a simplified restatement of existing law as to the method by which a 
bailee may avoid responsibility for the accuracy of descriptions which are made by or in 
eliance upon information furnished by the depositor. The issuer is liable on documents is- 
sued by an agent, contrary to instructions of its principal, without receiving goods. No 
disclaimer of the latter liability is permitted. 

Cross Reference: 

Section 7-301. 

Definitional Cross References: 

“Conspicuous”. Section 1-201. 

“Document of title”. Section 1-201. 

“Goods”. Section 7-102. 

“Good Faith”. Section 1-201. [7-102] 

“Issuer”. Section 7-102. 
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“Notice”. Section 1-202. 

“Party”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Receipt of goods". Section 2-103. 
“Value”. Section 1-204. 


§ 7-204. Duty of Care; Contractual Limitation of Warehouse’s 
Liability. 

(a) A warehouse is liable for damages for loss of or injury to the goods 
caused by its failure to exercise care with regard to the goods that a rea- 
sonably careful person would exercise under similar circumstances. Unless 
otherwise agreed, the warehouse is not liable for damages that could not 
have been avoided by the exercise of that care. 

(b) Damages may be limited by a term in the warehouse receipt or stor- 
age agreement limiting the amount of liability in case of loss or damage 
beyond which the warehouse is not liable. Such a limitation is not effective 

ith respect to the warehouse’s liability for conversion to its own use. On 
request of the bailor in a record at the time of signing the storage agree- 

ent or within a reasonable time after receipt of the warehouse receipt, 

he warehouse’s liability may be increased on part or all of the goods 

covered by the storage agreement or the warehouse receipt. In this event, 
increased rates may be charged based on an increased valuation of the 


(c) Reasonable provisions as to the time and manner of presenting claims 
and commencing actions based on the bailment may be included in the 


arehouse receipt or storage agreement. 
[(d) This section does not modify or repeal [Insert reference to any stat- 
te that imposes a higher responsibility upon the warehouse or invalidates 
a contractual limitation that would be permissible under this Article].] 


egislative Note: Insert in subsection (d) a reference to any statute which imposes a higher 
esponsibility upon the warehouse or invalidates a contractual limitation that would be 
permissible under this Article. If no such statutes exist, this section should be deleted. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-204. 
Changes: Updated to reflect modern, standard commercial practices. 
Purposes of Changes: 

1. Subsection (a) continues the rule without change from former Section 7-204 on the 

arehouse’s obligation to exercise reasonable care. 
2. Former Section 7-204(2) required that the term limiting damages do so by setting forth. 
a specific liability per article or item or of a value per unit of weight. This requirement has 
been deleted as out of step with modern industry practice. Under subsection (b) a warehouse 
may limit its liability for damages for loss of or damage to the goods by a term in the 

arehouse receipt or storage agreement without the term constituting an impermissible 
disclaimer of the obligation of reasonable care. The parties cannot disclaim by contract the 

arehouse's obligation of care. Section 1-302. For example, limitations based upon per unit 
of weight, per package, per occurrence, or per receipt as well as limitations based upon a 
multiple of the storage rate may be commercially appropriate. As subsection (d) makes 
clear, the states or the federal government may supplement this section with more rigid 
standards of responsibility for some or all bailees. 

3. Former Section 7-204(2) also provided that an increased rate can not be charged if con- 
rary to a tariff. That language has been deleted. If a tariff is required under state or 
ederal law, pursuant to Section 7-103(a), the tariff would control over the rule of this sec- 
ion allowing an increased rate. The provisions of a non-mandatory tariff may be 


635 


UNIFORM COMMERCIAL CODE 


incorporated by reference in the parties’ agreement. See Comment 2 to Section 7-103. 
Subsection (c) deletes the reference to tariffs for the same reason that the reference has 
been omitted in subsection (b). 
4. As under former Section 7-204(2), subsection (b) provides that a limitation of damages 
is ineffective if the warehouse has converted the goods to its own use. A mere failure to 
edeliver the goods is not conversion to the warehouse's own use. See Adams v. Ryan & 
Christie Storage, Inc., 563 F. Supp. 409 (E.D. Pa. 1983) aff'd 725 F.2d 666 (3'? Cir. 1983). 
Cases such as I.C.C. Metals Inc. v. Municipal Warehouse Co., 409 N.E. 2d 849 (N.Y. Ct. 
pp. 1980) holding that mere failure to redeliver results in a presumption of conversion to 
he warehouse's own use are disapproved. *Conversion to its own use" is narrower than the 
idea of conversion generally. Cases such as Lipman v. Peterson, 575 P.2d 19 (Kan. 1978) 
holding to the contrary are disapproved. 
5. Storage agreements commonly establish the contractual relationship between 
arehouses and depositors who have an on-going relationship. The storage agreement may 
allow for the movement of goods into and out of a warehouse without the necessity of issu- 
ing or amending a warehouse receipt upon each entry or exit of goods from the warehouse. 
Cross References: 
Sections 1-302, 7-103, 7-309 and 7-403. 
Definitional Cross References: 
“Goods”. Section 7-102. 
“Reasonable time”. Section 1-204. 
“Sign”. Section 7-102. 
“Term”. Section 1-201. 
“Value”. Section 1-204. 
“Warehouse receipt”. Section 1-201. 
“Warehouse”. Section 7-102. 


§ 7-205. Title Under Warehouse Receipt Defeated in Certain 


Cases. 


A buyer in ordinary course of business of fungible goods sold and 
delivered by a warehouse that is also in the business of buying and selling 
such goods takes the goods free of any claim under a warehouse receipt 
even if the receipt is negotiable and has been duly negotiated. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-205. 
Changes: Changes for style only. 
Purposes: 
1. The typical case covered by this section is that of the warehouse-dealer in grain, and 
he substantive question at issue is whether in case the warehouse becomes insolvent the 
eceipt holders shall be able to trace and recover grain shipped to farmers and other 
purchasers from the elevator. This was possible under the old acts, although courts were 
eager to find estoppels to prevent it. The practical difficulty of tracing fungible grain means 
hat the preservation of this theoretical right adds little to the commercial acceptability o 
negotiable grain receipts, which really circulate on the credit of the warehouse. Moreover, 
on default of the warehouse, the receipt holders at least share in what grain remains, 

hereas retaking the grain from a good faith cash purchaser reduces the purchaser 
completely to the status of general creditor in a situation where there was very little the 
purchaser could do to guard against the loss. Compare 15 U.S.C. Section 714p enacted in 
1955. 

2. This provision applies to both negotiable and nonnegotiable warehouse receipts. The 
concept of due negotiation is provided for in 7-501. The definition of “buyer in ordinary 
course” is in Article 1 and provides, among other things, that a buyer must either have pos- 
session or a right to obtain the goods under Article 2 in order to be a buyer in ordinary 
course. This section requires actual delivery of the fungible goods to the buyer in ordinary 
course. Delivery requires voluntary transfer of possession of the fungible goods to the 
buyer. See amended Section 2-103. This section is not satisfied by the delivery of the docu- 
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ment of title to the buyer in ordinary course. 
Cross References: 
Sections 2-403 and 9-320. 
Definitional Cross References: 
“Buyer in ordinary course of business". Section 1-201. 
“Delivery”. Section 1-201. 
“Duly negotiate". Section 7-501. 
“Fungible” goods. Section 1-201. 
“Goods”. Section 7-102. 
“Value”. Section 1-204. 
“Warehouse receipt". Section 1-201. 
"Warehouse". Section 7-102. 


$ 7-206. Termination of Storage at Warehouse's Option. 

(a) A warehouse, by giving notice to the person on whose account the 
goods are held and any other person known to claim an interest in the 
goods, may require payment of any charges and removal of the goods from 
he warehouse at the termination of the period of storage fixed by the doc- 

ment of title or, if a period is not fixed, within a stated period not less 
han 30 days after the warehouse gives notice. If the goods are not removed 
before the date specified in the notice, the warehouse may sell them pursu- 
ant to Section 7-210. 


(b) If a warehouse in good faith believes that goods are about to 
deteriorate or decline in value to less than the amount of its lien within 
he time provided in subsection (a) and Section 7-210, the warehouse may 
specify in the notice given under subsection (a) any reasonable shorter 
ime for removal of the goods and, if the goods are not removed, may sell 
hem at public sale held not less than one week after a single advertise- 

ent or posting. 


(c) If, as a result of a quality or condition of the goods of which the 

arehouse did not have notice at the time of deposit, the goods are a haz- 
ard to other property, the warehouse facilities, or other persons, the 

arehouse may sell the goods at public or private sale without advertise- 

ent or posting on reasonable notification to all persons known to claim 
an interest in the goods. If the warehouse, after a reasonable effort, is un- 
able to sell the goods, it may dispose of them in any lawful manner and 
does not incur liability by reason of that disposition. 


(d) A warehouse shall deliver the goods to any person entitled to them 
nder this article upon due demand made at any time before sale or other 
disposition under this section. 


(e) A warehouse may satisfy its lien from the proceeds of any sale or dis- 
position under this section but shall hold the balance for delivery on the 
demand of any person to which the warehouse would have been bound to 
deliver the goods. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-206. 
Changes: Changes for style. 
Purposes: 
1. This section provides for three situations in which the warehouse may terminate stor- 
age for reasons other then enforcement of its lien as permitted by Section 7-210. Most 
arehousing is for an indefinite term, the bailor being entitled to delivery on reasonable 
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demand. It is necessary to define the warehouse’s power to terminate the bailment, since it 
ould be commercially intolerable to allow warehouses to order removal of the goods on 
short notice. The thirty day period provided where the document does not carry its own pe- 
iod of termination corresponds to commercial practice of computing rates on a monthly 
basis. The right to terminate under subsection (a) includes a right to require payment o 
“any charges”, but does not depend on the existence of unpaid charges. 
2. In permitting expeditious disposition of perishable and hazardous goods the pre-Code 
niform Warehouse Receipts Act, Section 34, made no distinction between cases where the 
arehouse knowingly undertook to store such goods and cases where the goods were 
discovered to be of that character subsequent to storage. The former situation presents no 
such emergency as justifies the summary power of removal and sale. Subsections (b) and (c) 
distinguish between the two situations. The reason of this section should apply if the goods 
become hazardous during the course of storage. The process for selling the goods described 
in Section 7-210 governs the sale of goods under this section except as provided in subsec- 
ions (b) and (c) for the situations described in those subsections respectively. 
3. Protection of its lien is the only interest which the warehouse has to justify summary 
sale of perishable goods which are not hazardous. This same interest must be recognized 
hen the stored goods, although not perishable, decline in market value to a point which 
hreatens the warehouse’s security. 
4. The right to order removal of stored goods is subject to provisions of the public 
arehousing laws of some states forbidding warehouses from discriminating among 
customers. Nor does the section relieve the warehouse of any obligation under the state 
aws to secure the approval of a public official before disposing of deteriorating goods. Such 
egulatory statutes and the regulations under them remain in force and operative. Section 


Sections 7-103 and 7-403. 
Definitional Cross References: 
“Delivery”. Section 1-201. 
“Document of title”. Section 1-102. 
“Good faith”. Section 1-201 [7-102]. 
“Goods”. Section 7-102. 
“Notice”. Section 1-202. 
“Notification”. Section 1-202. 
“Person”. Section 1-201. 
“Reasonable time”. Section 1-205. 
“Value”. Section 1-204. 
“Warehouse”. Section 7-102. 


§ 7-207. Goods Must Be Kept Separate; Fungible Goods. 


(a) Unless the warehouse receipt provides otherwise, a warehouse shall 

keep separate the goods covered by each receipt so as to permit at all 
imes identification and delivery of those goods. However, different lots o 
fungible goods may be commingled. 

(b) If different lots of fungible goods are commingled, the goods are 
owned in common by the persons entitled thereto and the warehouse is 
severally liable to each owner for that owner’s share. If, because of overis- 
sue, a mass of fungible goods is insufficient to meet all the receipts the 

arehouse has issued against it, the persons entitled include all holders to 

hich overissued receipts have been duly negotiated. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-207. 
Changes: Changes for style only. 
Purposes: 
No change of substance is made from former Section 7-207. Holders to whom overissued| 
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eceipts have been duly negotiated shall share in a mass of fungible goods. Where individ- 
ual ownership interests are merged into claims on a common fund, as is necessarily the 
case with fungible goods, there is no policy reason for discriminating between successive 
purchasers of similar claims. 
Definitional Cross References: 

“Delivery”. Section 1-201. 

*Duly negotiate". Section 7-501. 

“Fungible goods”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Person”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Warehouse”. Section 7-102. 


§ 7-208. Altered Warehouse Receipts. 


If a blank in a negotiable tangible warehouse receipt has been filled in 

ithout authority, a good-faith purchaser for value and without notice o 
he lack of authority may treat the insertion as authorized. Any other un- 
authorized alteration leaves any tangible or electronic warehouse receipt 
enforceable against the issuer according to its original tenor. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-208. 
Changes: To accommodate electronic documents of title. 
Purpose: 

1. The execution of tangible warehouse receipts in blank is a dangerous practice. As be- 
ween the issuer and an innocent purchaser the risks should clearly fall on the former. The 
purchaser must have purchased the tangible negotiable warehouse receipt in good faith 
and for value to be protected under the rule of the first sentence which is a limited excep- 
ion to the general rule in the second sentence. Electronic document of title systems should 
have protection against unauthorized access and unauthorized changes. See 7-106. Thus 
he protection for good faith purchasers found in the first sentence is not necessary in the 
context of electronic documents. 

2. Under the second sentence of this section, an unauthorized alteration whether made 

ith or without fraudulent intent does not relieve the issuer of its liability on the warehouse 
eceipt as originally executed. The unauthorized alteration itself is of course ineffective 
against the warehouse. The rule stated in the second sentence applies to both tangible and 
electronic warehouse receipts. 
Definitional Cross References: 

“Good faith”. Section 1-201 [7-102]. 

“Issuer”. Section 7-102. 

“Notice”. Section 1-202. 

“Purchaser”. Section 1-201. 

“Value”. Section 1-204. 

“Warehouse receipt”. Section 1-201. 


§ 7-209. Lien of Warehouse. 


(a) A warehouse has a lien against the bailor on the goods covered by a 

arehouse receipt or storage agreement or on the proceeds thereof in its 
possession for charges for storage or transportation, including demurrage 
and terminal charges, insurance, labor, or other charges, present or future, 
in relation to the goods, and for expenses necessary for preservation of the 
goods or reasonably incurred in their sale pursuant to law. If the person 
on whose account the goods are held is liable for similar charges or expen- 
ses in relation to other goods whenever deposited and it is stated in the 
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arehouse receipt or storage agreement that a lien is claimed for charges 
and expenses in relation to other goods, the warehouse also has a lien 
against the goods covered by the warehouse receipt or storage agreement 
or on the proceeds thereof in its possession for those charges and expenses, 

hether or not the other goods have been delivered by the warehouse. 
However, as against a person to which a negotiable warehouse receipt is 
duly negotiated, a warehouse’s lien is limited to charges in an amount or 
at a rate specified in the warehouse receipt or, if no charges are so speci- 
fied, to a reasonable charge for storage of the specific goods covered by the 
receipt subsequent to the date of the receipt. 

(b) A warehouse may also reserve a security interest against the bailor 
for the maximum amount specified on the receipt for charges other than 
hose specified in subsection (a), such as for money advanced and interest. 

he security interest is governed by Article 9. 

(c) A warehouse’s lien for charges and expenses under subsection (a) or a 
security interest under subsection (b) is also effective against any person 
hat so entrusted the bailor with possession of the goods that a pledge o 
hem by the bailor to a good-faith purchaser for value would have been 
alid. However, the lien or security interest is not effective against a 
person that before issuance of a document of title had a legal interest or a 
perfected security interest in the goods and that did not: 

(1) deliver or entrust the goods or any document of title covering the 
goods to the bailor or the bailor’s nominee with: 


(A) actual or apparent authority to ship, store, or sell; 


(B) power to obtain delivery under Section 7-403; or 
(C) power of disposition under Sections 2-403, 2A-304(2), 2A-305(2), 
9-320, or 9-321(c) or other statute or rule of law; or 
(2) acquiesce in the procurement by the bailor or its nominee of any 
document. 


(d) A warehouse’s lien on household goods for charges and expenses in 
relation to the goods under subsection (a) is also effective against all 
persons if the depositor was the legal possessor of the goods at the time o 
deposit. In this subsection, “household goods” means furniture, furnish- 
ings, or personal effects used by the depositor in a dwelling. 


(e) A warehouse loses its lien on any goods that it voluntarily delivers or 
njustifiably refuses to deliver. 


Official Comment 

Prior Uniform Statutory Provision: Former Sections 7-209 and 7-503. 
Changes: Expanded to recognize warehouse lien when a warehouse receipt is not issued 
but goods are covered by a storage agreement. 
Purposes: 

1. Subsection (a) defines the warehouse's statutory lien. Other than allowing a warehouse 
o claim a lien under this section when there is a storage agreement and not a warehouse 
eceipt, this section remains unchanged in substance from former Section 7-209(1). Under 
he first sentence, a specific lien attaches automatically without express notation on the 
eceipt or storage agreement with regard to goods stored under the receipt or the storage 
agreement. That lien is limited to the usual charges arising out of a storage transaction. 

Example 1: Bailor stored goods with a warehouse and the warehouse issued a 
warehouse receipt. A lien against those goods arose as set forth in subsection (a), the 
first sentence, for the charges for storage and the other expenses of those goods. The 
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warehouse may enforce its lien under Section 7-210 as against the bailor. Whether the 
warehouse receipt is negotiable or nonnegotiable is not important to the warehouse's 
rights as against the bailor. 
Under the second sentence, by notation on the receipt or storage agreement, the lien can. 
be made a general lien extending to like charges in relation to other goods. Both the 
specific lien and general lien are as to goods in the possession of the warehouse and extend 
o proceeds from the goods as long as the proceeds are in the possession of the warehouse. 
he same rules apply whether the receipt is negotiable or non-negotiable. 

Example 2: Bailor stored goods (lot A) with a warehouse and the warehouse issued 
a warehouse receipt for those goods. In the warehouse receipt it is stated that the 
warehouse will also have a lien on goods covered by the warehouse receipt for storage 
charges and the other expenses for any other goods that are stored with the warehouse 
by the bailor. The statement about the lien on other goods does not specify an amount or 
a rate. Bailor then stored other goods (lot B) with the warehouse. Under subsection (a), 
first sentence, the warehouse has a lien on the specific goods (lot A) covered by the 
warehouse receipt. Under subsection (a), second sentence, the warehouse has a lien on 
the goods in lot A for the storage charges and the other expenses arising from the goods 
in lot B. That lien is enforceable as against the bailor regardless of whether the receipt 
is negotiable or nonnegotiable. 

Under the third sentence, if the warehouse receipt is negotiable, the lien as against a 
holder of that receipt by due negotiation is limited to the amount or rate specified on the 
eceipt for the specific lien or the general lien, or, if none is specified, to a reasonable 
charge for storage of the specific goods covered by the receipt for storage after the date o 
he receipt. 

Example 3: Same facts as Example 1 except that the warehouse receipt is negotia- 
ble and has been duly negotiated (Section 7-501) to a person other than the bailor. 
Under the last sentence of subsection (a), the warehouse may enforce its lien against the 
bailor's goods stored in the warehouse as against the person to whom the negotiable 
warehouse receipt has been duly negotiated. Section 7-502. That lien is limited to the 
charges or rates specified in the receipt or a reasonable charge for storage as stated in 
the last sentence of subsection (a). 

Example 4: Same facts as Example 2 except that the warehouse receipt is negotiable 
and has been duly negotiated (Section 7-501) to a person other than the bailor. Under the 
last sentence of subsection (a), the lien on lot A goods for the storage charges and the 
other expenses arising from storage of lot B goods is not enforceable as against the 
person to whom the receipt has been duly negotiated. Without a statement of a specified. 
amount or rate for the general lien, the warehouse's general lien is not enforceable as 
against the person to whom the negotiable document has been duly negotiated. However, 
the warehouse lien for charges and expenses related to storage of lot A goods is still en- 
forceable as against the person to whom the receipt was duly negotiated. 

Example 5. Same facts as Examples 2 and 4 except the warehouse had stated on the 
negotiable warehouse receipt a specified amount or rate for the general lien on other 
goods (lot B). Under the last sentence of subsection (a), the general lien on lot A goods for 
the storage charges and the other expenses arising from storage of lot B goods is enforce- 
able as against the person to whom the receipt has been duly negotiated. 

2. Subsection (b) provides for a security interest based upon agreement. Such a security 
interest arises out of relations between the parties other than bailment for storage or 
ransportation, as where the bailee assumes the role of financier or performs a manufactur- 
ing operation, extending credit in reliance upon the goods covered by the receipt. Such a se- 
curity interest is not a statutory lien. Compare Sections 9-109 and 9-333. It is governed in 
all respects by Article 9, except that subsection (b) requires that the receipt specify a 
maximum amount and limits the security interest to the amount specified. A warehouse 
could also take a security interest to secure its charges for storage and the other expenses 
isted in subsection (a) to protect these claims upon the loss of the statutory possessory 

arehouse lien if the warehouse loses possession of the goods as provided in subsection (e). 

Example 6: Bailor stores goods with a warehouse and the warehouse issues a 
warehouse receipt that states that the warehouse is taking a security interest in the 
bailed goods for charges of storage, expenses, for money advanced, for manufacturing 
services rendered, and all other obligations that the bailor may owe the warehouse. That 
is a security interest covered in all respects by Article 9. Subsection (b). As allowed by; 
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this section, a warehouse may rely upon its statutory possessory lien to protect its 
charges for storage and the other expenses related to storage. For those storage charges 
covered by the statutory possessory lien, the warehouse is not required to use a security 
interest under subsection (b). 
3. Subsections (a) and (b) validate the lien and security interest “against the bailor.” 
nder basic principles of derivative rights as provided in Section 7-504, the warehouse lien 
is also valid as against parties who obtain their rights from the bailor except as otherwise 
provided in subsection (a), third sentence, or subsection (c). 

Example 7: Bailor stores goods with a warehouse and the warehouse issues a non- 
negotiable warehouse receipt that also claims a general lien in other goods stored with 
the warehouse. A lien on the bailed goods for the charges for storage and the other ex- 
penses arises under subsection (a). Bailor notifies the warehouse that the goods have 
been sold to Buyer and the bailee acknowledges that fact to the Buyer. Section 2-503. 
The warehouse lien for storage of those goods is effective against Buyer for both the 
specific lien and the general lien. Section 7-504. 

Example 8: Bailor stores goods with a warehouse and the warehouse issues a nonne- 
gotiable warehouse receipt. A lien on the bailed goods for the charges for storage and the 
other expenses arises under subsection (a). Bailor grants a security interest in the goods 
while the goods are in the warehouse’s possession to Secured Party (SP) who properly 
perfects a security interest in the goods. See Revised 9-312(d). The warehouse lien is 
superior in priority over SP’s security interest. See Revised 9-203(b)(2) (debtor can grant 
a security interest to the extent of debtor’s rights in the collateral). 

Example 9: Bailor stores goods with a warehouse and the warehouse issues a nego- 
tiable warehouse receipt. A lien on the bailed goods for the charges for storage and the 
other expenses arises under subsection (a). Bailor grants a security interest in the nego- 
tiable document to SP. SP properly perfects its interest in the negotiable document by 
taking possession through a ‘due negotiation.’ Revised 9-312(c). SP’s security interest is 
subordinate to the warehouse lien. Section 7-209(a), third sentence. Given that bailor’s 
rights are subject to the warehouse lien, the bailor cannot grant to the SP greater rights 
than the bailor has under Section 9-203(b)(2), perfection of the security interest in the 
negotiable document and the goods covered by the document through SP's filing of a. 
financing statement should not give a different result. 

As against third parties who have interests in the goods prior to the storage with the 

arehouse, subsection (c) continues the rule under the prior uniform statutory provision 
hat to validate the lien or security interest of the warehouse, the owner must have 
entrusted the goods to the depositor, and that the circumstances must be such that a 
pledge by the depositor to a good faith purchaser for value would have been valid. Thus the 
owner’s interest will not be subjected to a lien or security interest arising out of a deposit o 
its goods by a thief. The warehouse may be protected because of the actual, implied or ap- 
parent authority of the depositor, because of a Factor’s Act, or because of other circum- 
stances which would protect a bona fide pledgee, unless those circumstances are denied ef- 
ect under the second sentence of subsection (c). The language of Section 7-503 is brought 
into subsection (c) for purposes of clarity. The comments to Section 7-503 are helpful in 
interpreting delivery, entrustment or acquiescence. 

Where the third party is the holder of a security interest, obtained prior to the issuance 
of a negotiable warehouse receipt, the rights of the warehouse depend on the priority given 
o a hypothetical bona fide pledgee by Article 9, particularly Section 9-322. Thus the special 
priority granted to statutory liens by Section 9-333 does not apply to liens under subsection 
(a) of this section, since subsection (c), second sentence, “expressly provides otherwise” 

ithin the meaning of Section 9-333. 

As to household goods, however, subsection (d) makes the warehouse’s lien “for charges 
and expenses in relation to the goods” effective against all persons if the depositor was the 
egal possessor. The purpose of the exception is to permit the warehouse to accept household 
goods for storage in sole reliance on the value of the goods themselves, especially in situa- 
ions of family emergency. 

Example 10: Bailor grants a perfected security interest in the goods to SP prior to 
storage of the goods with the warehouse. Bailor then stores goods with the warehouse 
and the warehouse issues a warehouse receipt for the goods. A warehouse lien on the 
bailed goods for the charges for storage or other expenses arises under subsection (a). 
The warehouse lien is not effective as against SP unless SP entrusted the goods to the 
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bailor with actual or apparent authority to ship store, or sell the goods or with power o 

disposition under subsection (c)(1) or acquiesced in the bailor's procurement of a docu- 

ment of title under subsection (c2). This result obtains whether the receipt is negotia- 
ble or nonnegotiable. 

Example 11: Sheriff who had lawfully repossessed household goods in an eviction ac- 
tion stored the goods with a warehouse. A lien on the bailed goods arises under subsec- 
tion (a). The lien is effective as against the owner of the goods. Subsection (d). 

4. As under previous law, this section creates a statutory possessory lien in favor of the 

arehouse on the goods stored with the warehouse or on the proceeds of the goods. The 

arehouse loses its lien if it loses possession of the goods or the proceeds. Subsection (e). 

5. Where goods have been stored under a non-negotiable warehouse receipt and are sold 
by the person to whom the receipt has been issued, frequently the goods are not withdrawn 
by the new owner. The obligations of the seller of the goods in this situation are set forth in| 
Section 2-503(4) on tender of delivery and include procurement of an acknowledgment by 
he bailee of the buyer's right to possession of the goods. If a new receipt is requested, such 
an acknowledgment can be withheld until storage charges have been paid or provided for. 

he statutory lien for charges on the goods sold, granted by the first sentence of subsection 
(a), continues valid unless the bailee gives it up. See Section 7-403. But once a new receipt 
is issued to the buyer, the buyer becomes “the person on whose account the goods are held" 
under the second sentence of subsection (a); unless the buyer undertakes liability for 
charges in relation to other goods stored by the seller, there is no general lien against the 
buyer for such charges. Of course, the bailee may preserve the general lien in such a case 
either by an arrangement by which the buyer “is liable for" such charges, or by reserving a 
security interest under subsection (b). 
6. A possessory warehouse lien arises as provided under subsection (a) if the parties to 
he bailment have a storage agreement or a warehouse receipt is issued. In the modern 
arehouse, the bailor and the bailee may enter into a master contract governing the bail- 
ment with the bailee and bailor keeping track of the goods stored pursuant to the master 
contract by notation on their respective books and records and the parties send notification 
ia electronic communication as to what goods are covered by the master contract. 
arehouse receipts are not issued. See Comment 4 to Section 7-204. There is no particular 
orm for a warehouse receipt and failure to contain any of the terms listed in Section 7-202 
does not deprive the warehouse of its lien that arises under subsection (a). See the comment 
o Section 7-202. 
Cross References: 

Point 1: Sections 7-501 and 7-502. 

Point 2: Sections 9-109 and 9-333. 

Point 3: Sections 2-503, 7-503, 7-504, 9-203, 9-312, and 9-322. 

Point 4: Sections 2-503, 7-501, 7-502, 7-504, 9-312, 9-331, 9-333, 9-401. 

Point 5: Sections 2-503 and 7-403. 

Point 6: Sections 7-202 and 7-204. 

Definitional Cross References: 

“Delivery”. Section 1-201. 

*Document of Title". Section 1-201 

“Goods”. Section 7-102. 

“Money”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Right”. Section 1-201. 

“Security interest”. Section 1-201. 

“Value”. Section 1-204. 

“Warehouse receipt”. Section 1-201. 

“Warehouse”. Section 7-102. 


§ 7-210. Enforcement of Warehouse’s Lien. 


(a) Except as otherwise provided in subsection (b), a warehouse’s lien 
ay be enforced by public or private sale of the goods, in bulk or in pack- 
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ages, at any time or place and on any terms that are commercially reason- 
able, after notifying all persons known to claim an interest in the goods. 
he notification must include a statement of the amount due, the nature o 
he proposed sale, and the time and place of any public sale. The fact that 
a better price could have been obtained by a sale at a different time or in a 
method different from that selected by the warehouse is not of itself suf- 
ficient to establish that the sale was not made in a commercially reason- 
able manner. The warehouse sells in a commercially reasonable manner i 
he warehouse sells the goods in the usual manner in any recognized mar- 
ket therefor, sells at the price current in that market at the time of the 
sale, or otherwise sells in conformity with commercially reasonable prac- 
ices among dealers in the type of goods sold. A sale of more goods than 
apparently necessary to be offered to ensure satisfaction of the obligation 
is not commercially reasonable, except in cases covered by the preceding 
sentence. 

(b) A warehouse may enforce its lien on goods, other than goods stored 
by a merchant in the course of its business, only if the following require- 
ments are satisfied: 

(1) All persons known to claim an interest in the goods must be 
notified. 

(2) The notification must include an itemized statement of the claim, a 
description of the goods subject to the lien, a demand for payment within 
a specified time not less than 10 days after receipt of the notification, 
and a conspicuous statement that unless the claim is paid within that 
time the goods will be advertised for sale and sold by auction at a speci- 
fied time and place. 

(3) The sale must conform to the terms of the notification. 

(4) The sale must be held at the nearest suitable place to where the 
goods are held or stored. 

(5) After the expiration of the time given in the notification, an 
advertisement of the sale must be published once a week for two weeks 
consecutively in a newspaper of general circulation where the sale is to 
be held. The advertisement must include a description of the goods, the 
name of the person on whose account the goods are being held, and the 
time and place of the sale. The sale must take place at least 15 days af- 
ter the first publication. If there is no newspaper of general circulation 
where the sale is to be held, the advertisement must be posted at least 
10 days before the sale in not fewer than six conspicuous places in the 
neighborhood of the proposed sale. 

(c) Before any sale pursuant to this section, any person claiming a right 
in the goods may pay the amount necessary to satisfy the lien and the rea- 
sonable expenses incurred in complying with this section. In that event, 
he goods may not be sold but must be retained by the warehouse subject 
o the terms of the receipt and this article. 

(d) A warehouse may buy at any public sale held pursuant to this section. 

(e) A purchaser in good faith of goods sold to enforce a warehouse's lien 
akes the goods free of any rights of persons against which the lien was 

alid, despite the warehouse's noncompliance with this section. 

(f) A warehouse may satisfy its lien from the proceeds of any sale pursu- 
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ant to this section but shall hold the balance, if any, for delivery on demand 
o any person to which the warehouse would have been bound to deliver 
he goods. 


(g) The rights provided by this section are in addition to all other rights 
allowed by law to a creditor against a debtor. 


(h) If a lien is on goods stored by a merchant in the course of its busi- 
ness, the lien may be enforced in accordance with subsection (a) or (b). 


(i) A warehouse is liable for damages caused by failure to comply with 
he requirements for sale under this section and, in case of willful viola- 
ion, is liable for conversion. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-210. 
Changes: Update to accommodate electronic commerce and for style. 
Purposes: 

1. Subsection (a) makes *commercial reasonableness" the standard for foreclosure 
proceedings in all cases except non-commercial storage with a warehouse. The latter cate- 
gory embraces principally storage of household goods by private owners; and for such cases 

he detailed provisions as to notification, publication and public sale are retained in subsec- 
ion (b) with one change. The requirement in former Section 7-210(2)(b) that the notifica- 
ion must be sent in person or by registered or certified mail has been deleted. Notification 
may be sent by any reasonable means as provided in Section 1-202. The swifter, more flex- 
ible procedure of subsection (a) is appropriate to commercial storage. Compare seller's 
power of resale on breach by buyer under the provisions of the Article on Sales (Section 
2-706). Commercial reasonableness is a flexible concept that allows for a wide variety of ac- 
ions to satisfy the rule of this section, including electronic means of posting and sale. 

2. The provisions of subsections (d) and (e) permitting the bailee to bid at public sales 
and confirming the title of purchasers at foreclosure sales are designed to secure more bid- 
ding and better prices and remain unchanged from former Section 7-210. 

3. A warehouses may have recourse to an interpleader action in appropriate 
circumstances. See Section 7-603. 

4. If a warehouse has both a warehouse lien and a security interest, the warehouse may 
enforce both the lien and the security interest simultaneously by using the procedures o 
Article 9. Section 7-210 adopts as its touchstone “commercial reasonableness” for the 
enforcement of a warehouse lien. Following the procedures of Article 9 satisfies “com- 
mercial reasonableness." 

Cross Reference: 

Sections 2-706, 7-403, 7-603 and Part 6 of Article 9. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Conspicuous”. Section 1-201. 

“Creditor”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document of Title”. Section 1-201. 

“Good faith”. Section 1-201 [7-102]. 

“Goods”. Section 7-102. 

“Notification”. Section 1-202. 

“Notifies”. Section 1-202. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Rights”. Section 1-201. 

“Term”. Section 1-201. 

“Warehouse”. Section 7-102. 
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PART 3. BILLS OF LADING: SPECIAL PROVISIONS 


§ 7-301. Liability for Nonreceipt or Misdescription; “Said to 
Contain”; “Shipper’s Weight, Load, and Count”; Improper 
Handling. 

(a) A consignee of a nonnegotiable bill of lading which has given value in 
good faith, or a holder to which a negotiable bill has been duly negotiated, 
relying upon the description of the goods in the bill or upon the date shown 
in the bill, may recover from the issuer damages caused by the misdating 
of the bill or the nonreceipt or misdescription of the goods, except to the 
extent that the bill indicates that the issuer does not know whether any 
part or all of the goods in fact were received or conform to the description, 
such as in a case in which the description is in terms of marks or labels or 
kind, quantity, or condition or the receipt or description is qualified by 
*contents or condition of contents of packages unknown", *said to contain", 
'shipper's weight, load, and count," or words of similar import, if that 
indication is true. 

(b) If goods are loaded by the issuer of a bill of lading; 


(1) the issuer shall count the packages of goods if shipped in packages 
and ascertain the kind and quantity if shipped in bulk; and 


(2) words such as “shipper’s weight, load, and count,” or words of sim- 
ilar import indicating that the description was made by the shipper are 
ineffective except as to goods concealed in packages. 


(c) If bulk goods are loaded by a shipper that makes available to the is- 
suer of a bill of lading adequate facilities for weighing those goods, the is- 
suer shall ascertain the kind and quantity within a reasonable time after 
receiving the shipper’s request in a record to do so. In that case, “shipper’s 

eight" or words of similar import are ineffective. 


(d) The issuer of a bill of lading, by including in the bill the words “ship- 
pers weight, load, and count," or words of similar import, may indicate 
hat the goods were loaded by the shipper, and, if that statement is true, 
he issuer is not liable for damages caused by the improper loading. 
However, omission of such words does not imply liability for damages 
caused by improper loading. 


(e) A shipper guarantees to an issuer the accuracy at the time of ship- 
ment of the description, marks, labels, number, kind, quantity, condition, 
and weight, as furnished by the shipper, and the shipper shall indemnify 

he issuer against damage caused by inaccuracies in those particulars. 
his right of indemnity does not limit the issuer’s responsibility or liability 
nder the contract of carriage to any person other than the shipper. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-301. 
Changes: Changes for clarity, style and to recognize deregulation in the transportation 
industry. 
Purposes: 

1. This section continues the rules from former Section 7-301 with one substantive 
change. The obligations of the issuer of the bill of lading under former subsections (2) and 
(3) were limited to issuers who were common carriers. Subsections (b) and (c) apply the 
same rules to all issuers not just common carriers. This section is compatible with the poli- 
cies stated in the federal Bills of Lading Act, 49 U.S.C. § 80113 (2000). 
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2. The language of the pre-Code Uniform Bills of Lading Act suggested that a carrier is 
ordinarily liable for damage caused by improper loading, but may relieve itself of liability 
by disclosing on the bill that shipper actually loaded. A more accurate statement of the law 
is that the carrier is not liable for losses caused by act or default of the shipper, which 

ould include improper loading. D. H. Overmyer Co. v. Nelson Brantley Glass Go., 168 
S.E.2d 176 (Ga. Ct. App. 1969). There was some question whether under pre-Code law a 
carrier was liable even to a good faith purchaser of a negotiable bill for such losses, if the 
shipper's faulty loading in fact caused the loss. Subsection (d) permits the carrier to bar, by 
disclosure of shipper's loading, liability to a good faith purchaser. There is no implication 
hat decisions such as Modern Tool Corp. v. Pennsylvania R. Co., 100 F.Supp. 595 (D.N.J. 
1951), are disapproved. 

3. This section is a restatement of existing law as to the method by which a bailee may 
avoid responsibility for the accuracy of descriptions which are made by or in reliance upon 
information furnished by the depositor or shipper. The wording in this section-“contents or 
condition of contents of packages unknown” or “shipper’s weight, load and count”-to indicate 
hat the shipper loaded the goods or that the carrier does not know the description, condi- 
ion, or contents of the loaded packages continues to be appropriate as commonly understood 
in the transportation industry. The reasons for this wording are as important in 2002 as 

hen the prior section initially was approved. The issuer is liable on documents issued by 
an agent, contrary to instructions of his principal, without receiving goods. No disclaimer o 
his liability is permitted since it is not a matter either of the care of the goods or their 
description. 

4. The shipper’s erroneous report to the carrier concerning the goods may cause damage 
o the carrier. Subsection (e) therefore provides appropriate indemnity. 

5. The word “freight” in the former Section 7-301 has been changed to “goods” to conform 
o international and domestic land transport usage in which “freight” means the price paid 
or carriage of the goods and not the goods themselves. Hence, changing the word “freight” 
o the word “goods” is a clarifying change that fits both international and domestic practice. 
Cross References: 

Sections 7-203, 7-309 and 7-501. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Consignee”. Section 7-102. 

“Document of Title”. Section 1-201. 

“Duly negotiate”. Section 7-501. 

“Good faith”. Section 1-201. [7-102]. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Issuer”. Section 7-102. 

“Notice”. Section 1-202. 

“Party”. Section 1-201. 

“Purchaser.” Section 1-201. 

“Receipt of Goods”. Section 2-103. 

“Value”. Section 1-204. 


§ 7-302. Through Bills of Lading and Similar Documents of Title. 


(a) The issuer of a through bill of lading, or other document of title em- 
bodying an undertaking to be performed in part by a person acting as its 
agent or by a performing carrier, is liable to any person entitled to recover 
on the bill or other document for any breach by the other person or the 
performing carrier of its obligation under the bill or other document. 

owever, to the extent that the bill or other document covers an undertak- 
ing to be performed overseas or in territory not contiguous to the 
continental United States or an undertaking including matters other than 
ransportation, this liability for breach by the other person or the perform- 
ing carrier may be varied by agreement of the parties. 
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(b) If goods covered by a through bill of lading or other document of title 
embodying an undertaking to be performed in part by a person other than 
he issuer are received by that person, the person is subject, with respect 

o its own performance while the goods are in its possession, to the obliga- 
ion of the issuer. The person’s obligation is discharged by delivery of the 

goods to another person pursuant to the bill or other document and does 
mot include liability for breach by any other person or by the issuer. 

(c) The issuer of a through bill of lading or other document of title 
described in subsection (a) is entitled to recover from the performing car- 
rier, or other person in possession of the goods when the breach of the 
obligation under the bill or other document occurred: 

(1) the amount it may be required to pay to any person entitled to re- 
cover on the bill or other document for the breach, as may be evidenced 
by any receipt, judgment, or transcript of judgment; and 

(2) the amount of any expense reasonably incurred by the issuer in 
defending any action commenced by any person entitled to recover on 
the bill or other document for the breach. 


Official Comment 


Prior Uniform Statutory Provision: Former Section 7-302. 
Changes: To conform to current terminology and for style. 
Purposes: 

1. This section continues the rules from former Section 7-302 without substantive change. 
he term “performing carrier” is substituted for the term “connecting carrier” to conform 
he terminology of this section with terminology used in recent UNCITRAL and OAS 

proposals concerning transportation and through bills of lading. This change in terminology 


s not substantive. This section is compatible with liability on carriers under federal law. 
See 49 U.S.C. §§ 11706, 14706 and 15906. 

The purpose of this section is to subject the initial carrier under a through bill to suit for 
breach of the contract of carriage by any performing carrier and to make it clear that any 
such performing carrier holds the goods on terms which are defined by the document o 
itle even though such performing carrier did not issue the document. Since the performing 
carrier does hold the goods on the terms of the document, it must honor a proper demand 
or delivery or a diversion order just as the original bailee would have to. Similarly it has 
he benefits of the excuses for non-delivery and limitations of liability provided for the orig- 
inal bailee who issued the bill. Unlike the original bailee-issuer, the performing carrier’s 

esponsibility is limited to the period while the goods are in its possession. The section does 
not impose any obligation to issue through bills. 

2. The reference to documents other than through bills looks to the possibility that multi- 
purpose documents may come into use, e.g., combination warehouse receipts and bills o 
ading. As electronic documents of title come into common usage, storage documents (e.g. 

arehouse receipts) and transportation documents (e.g. bills of lading) may merge seam- 
essly into one electronic document that can serve both the storage and transportation seg- 

ments of the movement of goods. 

3. Under subsection (a) the issuer of a through bill of lading may become liable for the 
ault of another person. Subsection (c) gives the issuer appropriate rights of recourse. 

4. Despite the broad language of subsection (a), Section 7-302 is subject to preemption by 
ederal laws and treaties. Section 7-103. The precise scope of federal preemption in the 
ransportation sector is a question determined under federal law. 

Cross reference: 

Section 7-103 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 
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“Delivery”. Section 1-201. 
“Document of title". Section 1-201. 
*Goods". Section 7-102. 

“Issuer”. Section 7-102. 

"Party". Section 1-201. 

“Person”. Section 1-201. 


$ 7-303. Diversion; Reconsignment; Change of Instructions. 


(a) Unless the bill of lading otherwise provides, a carrier may deliver the 
goods to a person or destination other than that stated in the bill or may 
otherwise dispose of the goods, without liability for misdelivery, on instruc- 

ions from: 


(1) the holder of a negotiable bill; 


(2) the consignor on a nonnegotiable bill, even if the consignee has 
given contrary instructions; 


(3) the consignee on a nonnegotiable bill in the absence of contrary 
instructions from the consignor, if the goods have arrived at the billed 
destination or if the consignee is in possession of the tangible bill or in 
control of the electronic bill; or 


(4) the consignee on a nonnegotiable bill, if the consignee is entitled as 
against the consignor to dispose of the goods. 


(b) Unless instructions described in subsection (a) are included in a ne- 
gotiable bill of lading, a person to which the bill is duly negotiated may 
hold the bailee according to the original terms. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-303. 
Changes: To accommodate electronic documents and for style. 
Purposes: 

1. Diversion is a very common commercial practice which defeats delivery to the con- 

signee originally named in a bill of lading. This section continues former Section 7-303's 
safe harbor rules for carriers in situations involving diversion and adapts those rules to 
electronic documents of title. This section works compatibly with Section 2-705. Carriers 
may as a business matter be willing to accept instructions from consignees in which case 
he carrier will be liable for misdelivery if the consignee was not the owner or otherwise 
empowered to dispose of the goods under subsection (a)(4). The section imposes no duty on 
carriers to undertake diversion. The carrier is of course subject to the provisions of manda- 
ory filed tariffs as provided in Section 7-103. 

2. It should be noted that the section provides only an immunity for carriers against li- 
ability for ^misdelivery." It does not, for example, defeat the title to the goods which the 
consignee-buyer may have acquired from the consignor-seller upon delivery of the goods to 

he carrier under a non-negotiable bill of lading. Thus if the carrier, upon instructions from 
he consignor, returns the goods to the consignor, the consignee may recover the goods from 
he consignor or the consignor's insolvent estate. However, under certain circumstances, 
he consignee's title may be defeated by diversion of the goods in transit to a different 

consignee. The rights that arise between the consignor-seller and the consignee-buyer out 
of a contract for the sale of goods are governed by Article 2. 
Cross References: 

Point 1: Sections 2-705 and 7-103. 

Point 2: Article 2, Sections 7-403 and 7-504(3). 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 

“Carrier”. Section 7-102 
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“Consignee”. Section 7-102. 
“Consignor”. Section 7-102. 
“Delivery”. Section 1-201. 
“Goods”. Section 7-102. 
“Holder”. Section 1-201. 
“Notice”. Section 1-202. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Term”. Section 1-201. 


§ 7-304. Tangible Bills of Lading in a Set. 

(a) Except as customary in international transportation, a tangible bill 
of lading may not be issued in a set of parts. The issuer is liable for dam- 
ages caused by violation of this subsection. 

(b) If a tangible bill of lading is lawfully issued in a set of parts, each o 
hich contains an identification code and is expressed to be valid only i 
he goods have not been delivered against any other part, the whole of the 

parts constitutes one bill. 

(c) If a tangible negotiable bill of lading is lawfully issued in a set o 

parts and different parts are negotiated to different persons, the title o 
he holder to which the first due negotiation is made prevails as to both 
he document of title and the goods even if any later holder may have 
received the goods from the carrier in good faith and discharged the car- 
rier’s obligation by surrendering its part. 

(d) A person that negotiates or transfers a single part of a tangible bill o 


lading issued in a set is liable to holders of that part as if it were the 
hole set. 


(e) The bailee shall deliver in accordance with Part 4 against the first 
presented part of a tangible bill of lading lawfully issued in a set. Delivery 
in this manner discharges the bailee’s obligation on the whole bill. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-304. 
Changes: To limit bills in a set to tangible bills of lading and to use terminology more con- 
sistent with modern usage. 
Purposes: 

1. Tangible bills of lading in a set are still used in some nations in international trade. 
Consequently, a tangible bill of lading part of a set could be at issue in a lawsuit that might 
come within Article 7. The statement of the legal effect of a lawfully issued set is in accord 

ith existing commercial law relating to maritime and other international tangible bills o 
ading. This law has been codified in the Hague and Warsaw Conventions and in the Car- 

iage of Goods by Sea Act, the provisions of which would ordinarily govern in situations 
here bills in a set are recognized by this Article. Tangible bills of lading in a set are 
prohibited in domestic trade. 

2. Electronic bills of lading in domestic or international trade will not be issued in a set 
given the requirements of control necessary to deliver the bill to another person. An 
electronic bill of lading will be a single, authoritative copy. Section 7-106. Hence, this sec- 

ion differentiates between electronic bills of lading and tangible bills of lading. This section 
does not prohibit electronic data messages about goods in transit because these electronic 
data messages are not the issued bill of lading. Electronic data messages contain informa- 
ion for the carriers management and handling of the cargo but this information for the 
carrier's use is not the issued bill of lading. 
Cross Reference: 

Section 7-108, 7-303 and 7-106. 
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Definitional Cross References: 
“Bailee”. Section 7-102. 
“Bill of lading”. Section 1-201. 
“Delivery”. Section 1-201. 
“Document of title”. Section 1-201. 
“Duly negotiate”. Section 7-501. 
“Good faith”. Section 1-201. [7-102]. 
“Goods”. Section 7-102. 
“Holder”. Section 1-201. 
“Tssuer”. Section 7-102. 
“Person”. Section 1-201. 
“Receipt of goods”. Section 2-103. 


§ 7-305. Destination Bills. 


(a) Instead of issuing a bill of lading to the consignor at the place o 
shipment, a carrier, at the request of the consignor, may procure the bill to 
be issued at destination or at any other place designated in the request. 


(b) Upon request of any person entitled as against a carrier to control 
he goods while in transit and on surrender of possession or control of any 
outstanding bill of lading or other receipt covering the goods, the issuer, 
subject to Section 7-105, may procure a substitute bill to be issued at any 
place designated in the request. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-305. 
Changes: To accommodate electronic bills of lading and for style. 
Purposes: 

1. Subsection (a) continues the rules of former Section 7-305(1) without substantive 
change. This proposal is designed to facilitate the use of order bills in connection with fast 
shipments. Use of order bills on high speed shipments is impeded by the fact that the goods 
may arrive at destination before the documents, so that no one is ready to take delivery 
rom the carrier. This is especially inconvenient for carriers by truck and air, who do not 
have terminal facilities where shipments can be held to await the consignee’s appearance. 
Order bills would be useful to take advantage of bank collection. This may be preferable to 
C.O.D. shipment in which the carrier, e.g. a truck driver, is the collecting and remitting 
agent. Financing of shipments under this plan would be handled as follows: seller at San 
Francisco delivers the goods to an airline with instructions to issue a bill in New York to a 
named bank. Seller receives a receipt embodying this undertaking to issue a destination 
bill. Airline wires its New York freight agent to issue the bill as instructed by the seller. 
Seller wires the New York bank a draft on buyer. New York bank indorses the bill to buyer 

hen the buyer honors the draft. Normally seller would act through its own bank in San 
Francisco, which would extend credit in reliance on the airline’s contract to deliver a bill to 

he order of its New York correspondent. This section is entirely permissive; it imposes no 
duty to issue such bills. Whether a performing carrier will act as issuing agent is left to 
agreement between carriers. 

2. Subsection (b) continues the rule from former Section 7-305(2) with accommodation for 
electronic bills of lading. If the substitute bill changes from an electronic to a tangible 
medium or vice versa, the issuance of the substitute bill must comply with Section 7-105 to 
give the substitute bill validity and effect. 

Cross Reference: 

Section 7-105. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Consignor”. Section 7-102. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 
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“Receipt of goods”. Section 2-103. 


§ 7-306. Altered Bills of Lading. 
An unauthorized alteration or filling in of a blank in a bill of lading 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-306. 


An unauthorized alteration or filling in of a blank, whether made with or without fraud- 

lent intent, does not relieve the issuer of its liability on the document as originally 
executed. This section applies to both tangible and electronic bills of lading, applying the 
same rule to both types of bills of lading. The control concept of Section 7-106 requires that 
any changes to the electronic document of title be readily identifiable as authorized or 

nauthorized. Section 7-306 should be compared to Section 7-208 where a different rule ap- 
plies to the unauthorized filling in of a blank for tangible warehouse receipts. 
Cross Reference: 

Sections 7-106 and 7-208. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Issuer”. Section 7-102. 


§ 7-307. Lien of Carrier. 


(a) A carrier has a lien on the goods covered by a bill of lading or on the 
proceeds thereof in its possession for charges after the date of the carrier’s 
receipt of the goods for storage or transportation, including demurrage and 

erminal charges, and for expenses necessary for preservation of the goods 

incident to their transportation or reasonably incurred in their sale pursu- 
ant to law. However, against a purchaser for value of a negotiable bill o 
lading, a carrier’s lien is limited to charges stated in the bill or the ap- 
plicable tariffs or, if no charges are stated, a reasonable charge. 


(b) A lien for charges and expenses under subsection (a) on goods that 
he carrier was required by law to receive for transportation is effective 
against the consignor or any person entitled to the goods unless the carrier 
had notice that the consignor lacked authority to subject the goods to those 
charges and expenses. Any other lien under subsection (a) is effective 
against the consignor and any person that permitted the bailor to have 
control or possession of the goods unless the carrier had notice that the 
bailor lacked authority. 


(c) A carrier loses its lien on any goods that it voluntarily delivers or 
njustifiably refuses to deliver. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-307. 
Changes: Expanded to cover proceeds of the goods transported. 
Purposes: 
1. The section is intended to give carriers a specific statutory lien for charges and expen- 

ses similar to that given to warehouses by the first sentence of Section 7-209(a) and extends 
hat lien to the proceeds of the goods as long as the carrier has possession of the proceeds. 
But because carriers do not commonly claim a lien for charges in relation to other goods or 
end money on the security of goods in their hands, provisions for a general lien or a secu- 
ity interest similar to those in Section 7-209(a) and (b) are omitted. Carriers may utilize 

rticle 9 to obtain a security interest and become a secured party or a carrier may agree to 
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imit its lien rights in a transportation agreement with the shipper. As the lien given by 
his section is specific, and the storage or transportation often preserves or increases the 
alue of the goods, subsection (b) validates the lien against anyone who permitted the 
bailor to have possession of the goods. Where the carrier is required to receive the goods for 
ransportation, the owner's interest may be subjected to charges and expenses arising out 
of deposit of his goods by a thief. The crucial mental element is the carrier's knowledge or 
eason to know of the bailor's lack of authority. If the carrier does not know or have reason 
o know of the bailor's lack of authority, the carrier has a lien under this section against 
any person so long as the conditions of subsection (b) are satisfied. In light of the crucial 
mental element, Sections 7-307 and 9-333 combine to give priority to a carrier's lien over 
security interests in the goods. In this regard, the judicial decision in In re Sharon Steel 
Corp., 25 U.C.C. Rep.2d 508, 176 B.R. 384 (W.D. Pa. 1995) is correct and is the controlling 
precedent. 

2. The reference to charges in this section means charges relating to the bailment rela- 

ionship for transportation. Charges does not mean that the bill of lading must state a 
specific rate or a specific amount. However, failure to state a specific rate or a specific 
amount has legal consequences under the second sentence of subsection (a). 

3. The carrier's specific lien under this section is a possessory lien. See subsection (c). 
Part 3 of Article 7 does not require any particular form for a bill of lading. The carrier's lien 
arises when the carrier has issued a bill of lading. 

Cross References: 

Point 1: Sections 7-209, 9-109 and 9-333. 

Point 3. Section 7-202 and 7-209. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Carrier”. Section 7-102. 

“Consignor”. Section 7-102. 

“Delivery”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Value”. Section 1-204. 


§ 7-308. Enforcement of Carrier’s Lien. 

(a) A carrier's lien on goods may be enforced by public or private sale o 
he goods, in bulk or in packages, at any time or place and on any terms 
hat are commercially reasonable, after notifying all persons known to 
claim an interest in the goods. The notification must include a statement 
of the amount due, the nature of the proposed sale, and the time and place 
of any public sale. The fact that a better price could have been obtained by 
a sale at a different time or in a method different from that selected by the 
carrier is not of itself sufficient to establish that the sale was not made in 
a commercially reasonable manner. The carrier sells goods in a com- 

ercially reasonable manner if the carrier sells the goods in the usual 

anner in any recognized market therefor, sells at the price current in 
hat market at the time of the sale, or otherwise sells in conformity with 
commercially reasonable practices among dealers in the type of goods sold. 
A sale of more goods than apparently necessary to be offered to ensure sat- 
isfaction of the obligation is not commercially reasonable, except in cases 
covered by the preceding sentence. 

(b) Before any sale pursuant to this section, any person claiming a right 
in the goods may pay the amount necessary to satisfy the lien and the rea- 
sonable expenses incurred in complying with this section. In that event, 

he goods may not be sold but must be retained by the carrier, subject to 
he terms of the bill of lading and this article. 
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(c) A carrier may buy at any public sale pursuant to this section. 

(d) A purchaser in good faith of goods sold to enforce a carrier’s lien 
akes the goods free of any rights of persons against which the lien was 
alid, despite the carrier’s noncompliance with this section. 

(e) A carrier may satisfy its lien from the proceeds of any sale pursuant 
o this section but shall hold the balance, if any, for delivery on demand to 

any person to which the carrier would have been bound to deliver the 


(f) The rights provided by this section are in addition to all other rights 
allowed by law to a creditor against a debtor. 


(g) A carrier’s lien may be enforced pursuant to either subsection (a) or 
he procedure set forth in Section 7-210(b). 


(h) A carrier is liable for damages caused by failure to comply with the 
requirements for sale under this section and, in case of willful violation, is 
liable for conversion. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-308. 
Changes: To conform language to modern usage and for style. 
Purposes: 

This section is intended to give the carrier an enforcement procedure of its lien 
coextensive with that given the warehouse in cases other than those covering noncom- 
mercial storage by the warehouse. See Section 7-210 and comments. 
Cross Reference: 

Section 7-210. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Carrier”. Section 7-102. 

“Creditor”. Section 1-201. 

“Delivery”. Section 1-201. 

“Good faith”. Section 1-201. [7-102] 

“Goods”. Section 7-102. 

“Notification”. Section 1-202. 

“Notifies”. Section 1-202. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Rights”. Section 1-201. 

“Term”. Section 1-201. 


§ 7-309. Duty of Care; Contractual Limitation of Carrier’s 
Liability. 

(a) A carrier that issues a bill of lading, whether negotiable or nonnego- 

iable, shall exercise the degree of care in relation to the goods which a 
reasonably careful person would exercise under similar circumstances. 
his subsection does not affect any statute, regulation, or rule of law that 
imposes liability upon a common carrier for damages not caused by its 
negligence. 

(b) Damages may be limited by a term in the bill of lading or in a 
ransportation agreement that the carrier's liability may not exceed a 
alue stated in the bill or transportation agreement if the carrier's rates 

are dependent upon value and the consignor is afforded an opportunity to 
declare a higher value and the consignor is advised of the opportunity. 
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owever, such a limitation is not effective with respect to the carrier's li- 
ability for conversion to its own use. 

(c) Reasonable provisions as to the time and manner of presenting claims 
and commencing actions based on the shipment may be included in a bill 
of lading or a transportation agreement. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-309. 
Changes: References to tariffs eliminated because of deregulation, adding reference to 
ransportation agreements, and for style. 
Purposes: 

1. A bill of lading may also serve as the contract between the carrier and the bailor. Par- 
ies in their contract should be able to limit the amount of damages for breach of that 
contract including breach of the duty to take reasonable care of the goods. The parties can- 
ot disclaim by contract the carrier's obligation of care. Section 1-302. 

Federal statutes and treaties for air, maritime and rail transport may alter the standard 
of care. These federal statutes and treaties preempt this section when applicable. Section 
7-103. Subsection (a) does not impair any rule of law imposing the liability of an insurer on 
à common carrier in intrastate commerce. Subsection (b), however, applies to the common 
carrier's liability as an insurer as well as to liability based on negligence. Subsection (b) al- 
ows the term limiting damages to appear either in the bill of lading or in the parties’ 
ransportation agreement. Compare 7-204(b). Subsection (c) allows the parties to agree to 
provisions regarding time and manner of presenting claims or commencing actions if the 
provisions are either in the bill of lading or the transportation agreement. Compare 7-204(c). 
ransportation agreements are commonly used to establish agreed terms between carriers 
and shippers that have an on-going relationship. 

2. References to public tariffs in former Section 7-309(2) and (3) have been deleted in 
ight of the modern era of deregulation. See Comment 2 to Section 7-103. If a tariff is 
equired under state or federal law, pursuant to Section 7-103(a), the tariff would control 

over the rule of this section. As governed by contract law, parties may incorporate by refer- 
ence the limits on the amount of damages or the reasonable provisions as to the time and 
manner of presenting claims set forth in applicable tariffs, e.g. a maximum unit value be- 
yond which goods are not taken or a disclaimer of responsibility for undeclared articles o 
extraordinary value. 

3. As under former Section 7-309(2), subsection (b) provides that a limitation of damages 
is ineffective if the carrier has converted the goods to its own use. À mere failure to redeliver 

he goods is not conversion to the carrier's own use. “Conversion to its own use” is narrower 
han the idea of conversion generally. Art Masters Associates, Ltd. v. United Parcel Service, 
77 N.Y.2d 200, 567 N.E.2d 226 (1990); See, Kemper Ins. Co. v. Fed. Ex. Corp., 252 F.3d 509 
(1** Cir), cert. denied 534 U.S. 1020 (2001) (opinion interpreting federal law). 

4. As used in this section, damages may include damages arising from delay in delivery. 
Delivery dates and times are often specified in the parties’ contract. See Section 7-403. 
Cross Reference: 

Sections 1-302, 7-103, 7-204, 7-408. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Bill of lading”. Section 1-201. 

“Carrier”. Section 7-102. 

“Consignor”. Section 7-102. 

“Document of Title”. Section 1-102. 

“Goods”. Section 7-102. 

“Value”. Section 1-204. 
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PART 4. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: GENERAL OBLIGATIONS 


§ 7-401. Irregularities in Issue of Receipt or Bill or Conduct of 
Issuer. 


The obligations imposed by this article on an issuer apply to a document 
of title even if: 


(1) the document does not comply with the requirements of this article 
or of any other statute, rule, or regulation regarding its issuance, form, or 
content; 


(2) the issuer violated laws regulating the conduct of its business; 


(3) the goods covered by the document were owned by the bailee when 
he document was issued; or 


(4) the person issuing the document is not a warehouse but the docu- 
ent purports to be a warehouse receipt. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-401. 
Changes: Changes for style only. 
Purposes: 

The bailee’s liability on its document despite non-receipt or misdescription of the goods is 
affirmed in Sections 7-203 and 7-301. The purpose of this section is to make it clear that 
egardless of irregularities a document which falls within the definition of document of title 
imposes on the issuer the obligations stated in this Article. For example, a bailee will not 
be permitted to avoid its obligation to deliver the goods (Section 7-403) or its obligation o 
due care with respect to them (Sections 7-204 and 7-309) by taking the position that no 
alid “document” was issued because it failed to file a statutory bond or did not pay stamp 
axes or did not disclose the place of storage in the document. Tate v. Action Moving & 
Storage, Inc., 383 S.E.2d 229 (N.C. App. 1989), rev. denied 389 S.E.2d 104 (N.C. 1990). 
Sanctions against violations of statutory or administrative duties with respect to docu- 
ments should be limited to revocation of license or other measures prescribed by the regula- 
ion imposing the duty. See Section 7-103. 
Cross References: 

Sections 7-103, 7-203, 7-204, 7-301, 7-309. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Document of title". Section 1-201. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 

“Person”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Warehouse”. Section 7-102. 


§ 7-402. Duplicate Document of Title; Overissue. 

A duplicate or any other document of title purporting to cover goods al- 
ready represented by an outstanding document of the same issuer does not 
confer any right in the goods, except as provided in the case of tangible 
bills of lading in a set of parts, overissue of documents for fungible goods, 
substitutes for lost, stolen, or destroyed documents, or substitute docu- 

ents issued pursuant to Section 7-105. The issuer is liable for damages 
caused by its overissue or failure to identify a duplicate document by a 
conspicuous notation. 
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Official Comment 
Prior Uniform Statutory Provision: Former Section 7-402. 
Changes: Changes to accommodate electronic documents. 
Purposes: 

1. This section treats a duplicate which is not properly identified as a duplicate like any 
other overissue of documents: a purchaser of such a document acquires no title but only a 
cause of action for damages against the person that made the deception possible, except in 

he cases noted in the section. But parts of a tangible bill lawfully issued in a set of parts 
are not “overissue” (Section 7-304). Of course, if the issuer has clearly indicated that a doc- 

ment is a duplicate so that no one can be deceived by it, and in fact the duplicate is a cor- 
ect copy of the original, the issuer is not liable for preparing and delivering such a duplicate 
copy. 

Section 7-105 allows documents of title to be reissued in another medium. Re-issuance o 
a document in an alternative medium under Section 7-105 requires that the original docu- 
ment be surrendered to the issuer in order to make the substitute document the effective 
document. If the substitute document is not issued in compliance with section 7-105, then 

he document should be treated as a duplicate under this section. 

2. The section applies to nonnegotiable documents to the extent of providing an action for 
damages for one who acquires an unmarked duplicate from a transferor who knew the facts 
and would therefore have had no cause of action against the issuer of the duplicate. 
Ordinarily the transferee of a nonnegotiable document acquires only the rights of its 

ransferor. 

3. Overissue is defined so as to exclude the common situation where two valid documents 
of different issuers are outstanding for the same goods at the same time. Thus freight 

orwarders commonly issue bills of lading to their customers for small shipments to be 
combined into carload shipments for which the railroad will issue a bill of lading to the 
orwarder. So also a warehouse receipt may be outstanding against goods, and the holder o 
he receipt may issue delivery orders against the same goods. In these cases dealings with 
he subsequently issued documents may be effective to transfer title; e.g. negotiation of a 

delivery order will effectively transfer title in the ordinary case where no dishonesty has oc- 
curred and the goods are available to satisfy the orders. Section 7-503 provides for cases o 
conflict between documents of different issuers. 
Cross References: 

Point 1: Sections 7-105, 7-207, 7-304, and 7-601. 

Point 3: Section 7-503. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Conspicuous”. Section 1-201. 

“Document of title”. Section 1-201. 

“Fungible goods.” Section 1-201. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 

“Right”. Section 1-201. 


§ 7-403. Obligation of Bailee to Deliver; Excuse. 
(a) A bailee shall deliver the goods to a person entitled under a docu- 
ent of title if the person complies with subsections (b) and (c), unless and 
o the extent that the bailee establishes any of the following: 
(1) delivery of the goods to a person whose receipt was rightful as 
against the claimant; 
(2) damage to or delay, loss, or destruction of the goods for which the 
bailee is not liable; 
(3) previous sale or other disposition of the goods in lawful enforce- 
ment of a lien or on a warehouse’s lawful termination of storage; 
(4) the exercise by a seller of its right to stop delivery pursuant to 
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Section 2-705 or by a lessor of its right to stop delivery pursuant to 
Section 2A-526; 

(5) a diversion, reconsignment, or other disposition pursuant to Section 
7-303; 

(6) release, satisfaction, or any other personal defense against the 
claimant; or 


(7) any other lawful excuse. 


(b) A person claiming goods covered by a document of title shall satisfy 
he bailee’s lien if the bailee so requests or if the bailee is prohibited by 
law from delivering the goods until the charges are paid. 


(c) Unless a person claiming the goods is a person against which the doc- 
ment of title does not confer a right under Section 7-503(a): 


(1) the person claiming under a document shall surrender possession 
or control of any outstanding negotiable document covering the goods for 
cancellation or indication of partial deliveries; and 


(2) the bailee shall cancel the document or conspicuously indicate in 
the document the partial delivery or the bailee is liable to any person to 
which the document is duly negotiated. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-403. 
Changes: Definition in former Section 7-403(4) moved to Section 7-102; bracketed language 
in former Section 7-403(1)(b) deleted; added cross reference to Section 2A-526; changes for 


1. The present section, following former Section 7-403, is constructed on the basis of stat- 
ing what previous deliveries or other circumstances operate to excuse the bailee’s normal 
obligation on the document. Accordingly, “justified” deliveries under the pre-Code uniform 
acts now find their place as “excuse” under subsection (a). 

2. The principal case covered by subsection (a)(1) is delivery to a person whose title is 
paramount to the rights represented by the document. For example, if a thief deposits 
stolen goods in a warehouse facility and takes a negotiable receipt, the warehouse is not li- 
able on the receipt if it has surrendered the goods to the true owner, even though the 

eceipt is held by a good faith purchaser. See Section 7-503(a). However, if the owner 
entrusted the goods to a person with power of disposition, and that person deposited the 
goods and took a negotiable document, the owner receiving delivery would not be rightful 
as against a holder to whom the negotiable document was duly negotiated, and delivery to 
he owner would not give the bailee a defense against such a holder. See Sections 7-502(a) 
(2), 7-503(a)(1). 
3. Subsection (a)(2) amounts to a cross reference to all the tort law that determines the 
arying responsibilities and standards of care applicable to commercial bailees. A restate- 
ment of this tort law would be beyond the scope of this Act. Much of the applicable law as 
o responsibility of bailees for the preservation of the goods and limitation of liability in 
case of loss has been codified for particular classes of bailees in interstate and foreign com- 
merce by federal legislation and treaty and for intrastate carriers and other bailees by the 
egulatory state laws preserved by Section 7-103. In the absence of governing legislation 
he common law will prevail subject to the minimum standard of reasonable care prescribed 
by Sections 7-204 and 7-309 of this Article. 

The bracketed language found in former Section 7-403(1)(b) has been deleted thereby 
eaving the allocations of the burden of going forward with the evidence and the burden o 
proof to the procedural law of the various states. 

Subsection (a)(4) contains a cross reference to both the seller’s and the lessor’s rights to 
stop delivery under Article 2 and Article 2A respectively. 

4. As under former Section 7-403, there is no requirement that a request for delivery 
must be accompanied by a formal tender of the amount of the charges due. Rather, the 
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bailee must request payment of the amount of its lien when asked to deliver, and only in 
case this request is refused is it justified in declining to deliver because of nonpayment o 
charges. Where delivery without payment is forbidden by law, the request is treated as 
implicit. Such a prohibition reflects a policy of uniformity to prevent discrimination by fail- 
re to request payment in particular cases. Subsection (b) must be read in conjunction with 
he priorities given to the warehouse lien and the carrier lien under Section 7-209 and 
7-307, respectively. If the parties are in dispute about whether the request for payment o 
he lien is legally proper, the bailee may have recourse to interpleader. See Section 7-603. 
5. Subsection (c) states the obvious duty of a bailee to take up a negotiable document or 
note partial deliveries conspicuously thereon, and the result of failure in that duty. It is 
subject to only one exception, that stated in subsection (a)(1) of this section and in Section 
7-503(a). Subsection (c) is limited to cases of delivery to a claimant; it has no application, 
or example, where goods held under a negotiable document are lawfully sold to enforce the 
bailee's lien. 
6. When courts are considering subsection (a)(7), “any other lawful excuse," among oth- 
ers, refers to compliance with court orders under Sections 7-601, 7-602 and 7-603. 
Cross References: 
Point 2: Sections 7-502 and 7-503. 
Point 3: Sections 2-705, 24-526, 7-103, 7-204, and 7-309 and 10-103. 
Point 4: Sections 7-209, 7-307 and 7-603. 
Point 5: Section 7-503(1). 
Point 6: Sections 7-601, 7-602, and 7-603. 
Definitional Cross References: 
“Bailee”. Section 7-102. 
“Conspicuous”. Section 1-201. 
“Delivery”. Section 1-201. 
“Document of title”. Section 1-201. 
“Duly negotiate”. Section 7-501. 
“Goods”. Section 7-102. 
“Lessor”. Section 2A-103. 
“Person”. Section 1-201. 
“Receipt of goods”. Section 2-103. 
“Right”. Section 1-201. 
“Terms”. Section 1-201. 
“Warehouse”. Section 7-102. 


§ 7-404. No Liability for Good-Faith Delivery Pursuant to 
Document of Title. 


A bailee that in good faith has received goods and delivered or otherwise 
disposed of the goods according to the terms of a document of title or pur- 
suant to this article is not liable for the goods even if: 


(1) the person from which the bailee received the goods did not have 
authority to procure the document or to dispose of the goods; or 


(2) the person to which the bailee delivered the goods did not have 
authority to receive the goods. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-404. 
Changes: Changes reflect the definition of good faith in Section 1-201 [7-102] and for style. 
Purposes: 

This section uses the test of good faith, as defined in Section 1-201 [7-102], to continue 
he policy of former Section 7-404. Good faith now means “honesty in fact and the obser- 
ance of reasonable commercial standards of fair dealing.” The section states explicitly that 
he common law rule of “innocent conversion” by unauthorized “intermeddling” with 

another’s property is inapplicable to the operations of commercial carriers and warehouse- 
men that in good faith perform obligations that they have assumed and that generally they 
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are under a legal compulsion to assume. The section applies to delivery to a fraudulent 
holder of a valid document as well as to delivery to the holder of an invalid document. O 
course, in appropriate circumstances, a bailee may use interpleader or other dispute resolu- 
ion process. See Section 7-603. 
Cross Reference: 

Section 7-603. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Good faith”. Section 1-201. [7-102]. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Term”. Section 1-201. 


PART 5. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: NEGOTIATION AND TRANSFER 


7-501. Form of Negotiation and Requirements of Due 
Negotiation. 

(a) The following rules apply to a negotiable tangible document of title: 

(1) If the document’s original terms run to the order of a named person, 
the document is negotiated by the named person’s indorsement and 
delivery. After the named person’s indorsement in blank or to bearer, 
any person may negotiate the document by delivery alone. 

(2) If the document’s original terms run to bearer, it is negotiated by 
delivery alone. 

(3) If the document’s original terms run to the order of a named person 
and it is delivered to the named person, the effect is the same as if the 
document had been negotiated. 


(4) Negotiation of the document after it has been indorsed to a named 
person requires indorsement by the named person and delivery. 

(5) A document is duly negotiated if it is negotiated in the manner 
stated in this subsection to a holder that purchases it in good faith, 
without notice of any defense against or claim to it on the part of any 
person, and for value, unless it is established that the negotiation is not 
in the regular course of business or financing or involves receiving the 
document in settlement or payment of a monetary obligation. 

(b) The following rules apply to a negotiable electronic document of title: 

(1) If the document’s original terms run to the order of a named person 
or to bearer, the document is negotiated by delivery of the document to 
another person. Indorsement by the named person is not required to 
negotiate the document. 

(2) If the document’s original terms run to the order of a named person 
and the named person has control of the document, the effect is the 
same as if the document had been negotiated. 

(3) A document is duly negotiated if it is negotiated in the manner 
stated in this subsection to a holder that purchases it in good faith, 
without notice of any defense against or claim to it on the part of any 
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person, and for value, unless it is established that the negotiation is not 
in the regular course of business or financing or involves taking delivery 
of the document in settlement or payment of a monetary obligation. 


(c) Indorsement of a nonnegotiable document of title neither makes it 
negotiable nor adds to the transferee's rights. 


(d) The naming in a negotiable bill of lading of a person to be notified o 
he arrival of the goods does not limit the negotiability of the bill or consti- 
ute notice to a purchaser of the bill of any interest of that person in the 
goods. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-501. 
Changes: To accommodate negotiable electronic documents of title. 
Purpose: 

1. Subsection (a) has been limited to tangible negotiable documents of title but otherwise 
emains unchanged in substance from the rules in former Section 7-501. Subsection (b) is 
ew and applies to negotiable electronic documents of title. Delivery of a negotiable 

electronic document is through voluntary transfer of control. Section 1-201 definition o 
"delivery." The control concept as applied to negotiable electronic documents of title is the 
substitute for both possession and indorsement as applied to negotiable tangible documents 
of title. Section 7-106. 

Article 7 does not separately define the term *duly negotiated." However, the elements o 
"duly negotiated" are set forth in subsection (a)(5) for tangible documents and (b)(3) for 
electronic documents. As under former Section 7-501, in order to effect a *due negotiation" 
he negotiation must be in the *regular course of business or financing" in order to transfer 
greater rights than those held by the person negotiating. The foundation of the mercantile 
doctrine of good faith purchase for value has always been, as shown by the case situations, 

he furtherance and protection of the regular course of trade. The reason for allowing a 

person, in bad faith or in error, to convey away rights which are not its own has from the 
beginning been to make possible the speedy handling of that great run of commercial 
ransactions which are patently usual and normal. 

There are two aspects to the usual and normal course of mercantile dealings, namely, the 
person making the transfer and the nature of the transaction itself. The first question 

hich arises is: Is the transferor a person with whom it is reasonable to deal as having full 
powers? In regard to documents of title the only holder whose possession or control ap- 
pears, commercially, to be in order is almost invariably a person in the trade. No com- 
mercial purpose is served by allowing a tramp or a professor to “duly negotiate" an order 
bill of lading for hides or cotton not their own, and since such a transfer is obviously not in 
he regular course of business, it is excluded from the scope of the protection of subsections 
(a)(5) or (b)(3). 

The second question posed by the “regular course” qualification is: Is the transaction one 

hich is normally proper to pass full rights without inquiry, even though the transferor 
itself may not have such rights to pass, and even though the transferor may be acting in 
breach of duty? In raising this question the “regular course" criterion has the further 
advantage of limiting, the effective wrongful disposition to transactions whose protection 

ill really further trade. Obviously, the snapping up of goods for quick resale at a price 
suspiciously below the market deserves no protection as a matter of policy: it is also clearly 
outside the range of regular course. 

Any notice on the document sufficient to put a merchant on inquiry as to the “regular 
course” quality of the transaction will frustrate a “due negotiation”. Thus irregularity of the 
document or unexplained staleness of a bill of lading may appropriately be recognized as 

egating a negotiation in “regular” course. 

A pre-existing claim constitutes value, and “due negotiation” does not require “new 

alue.” A usual and ordinary transaction in which documents are received as security for 
credit previously extended may be in “regular” course, even though there is a demand for 
additional collateral because the creditor “deems himself insecure.” But the matter has 
moved out of the regular course of financing if the debtor is thought to be insolvent, the 
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credit previously extended is in effect cancelled, and the creditor snatches a plank in the 
shipwreck under the guise of a demand for additional collateral. Where a money debt is 
“paid” in commodity paper, any question of “regular” course disappears, as the case is 
explicitly excepted from “due negotiation”. 

2. Negotiation under this section may be made by any holder no matter how the holder 
acquired possession or control of the document. 

3. Subsections (a)(3) and (b)(2) make explicit a matter upon which the intent of the pre- 
Code law was clear but the language somewhat obscure: a negotiation results from a 
delivery to a banker or buyer to whose order the document has been taken by the person 
making the bailment. There is no presumption of irregularity in such a negotiation; it may 

ery well be in “regular course.” 

4. This Article does not contain any provision creating a presumption of due negotiation. 

o, and full rights in, a holder of a document of title akin to that created by Uniform Com- 
mercial Code Article 3. But the reason of the provisions of this Act (Section 1-307) on the 
prima facie authenticity and accuracy of third party documents, joins with the reason o 
he present section to work such a presumption in favor of any person who has power to 
make a due negotiation. It would not make sense for this Act to authorize a purchaser to 
indulge the presumption of regularity if the courts were not also called upon to do so. Al- 
ocations of the burden of going forward with the evidence and the burden of proof are left 

o the procedural law of the various states. 

5. Subsections (c) and (d) are unchanged from prior law and apply to both tangible and 
electronic documents of title. 
Cross References: 

Sections 1-307, 7-502 and 7-503. 
Definitional Cross References: 

“Bearer”. Section 1-201. 

“Control”. Section 7-106. 

“Delivery”. Section 1-201. 

“Document of title". Section 1-201. 

“Good faith". Section 1-201 [7-102]. 

“Holder”. Section 1-201. 

“Notice”. Section 1-202. 

"Person". Section 1-201. 

"Purchase". Section 1-201. 

"Rights". Section 1-201. 

"Term". Section 1-201. 

"Value". Section 1-204. 


$ 7-502. Rights Acquired by Due Negotiation. 
(a) Subject to Sections 7-205 and 7-503, a holder to which a negotiable 
document of title has been duly negotiated acquires thereby: 

(1) title to the document; 

(2) title to the goods; 

(3) all rights accruing under the law of agency or estoppel, including 
rights to goods delivered to the bailee after the document was issued; 
and 

(4) the direct obligation of the issuer to hold or deliver the goods ac- 
cording to the terms of the document free of any defense or claim by the 
issuer except those arising under the terms of the document or under 
this article, but in the case of a delivery order, the bailee's obligation ac- 
crues only upon the bailee's acceptance of the delivery order and the 
obligation acquired by the holder is that the issuer and any indorser will 
procure the acceptance of the bailee. 

(b) Subject to Section 7-508, title and rights acquired by due negotiation 
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ent of title or by surrender of the goods by the bailee and are not impaired 
even if: 


(1) the due negotiation or any prior due negotiation constituted a 
breach of duty; 


(2) any person has been deprived of possession of a negotiable tangible 
document or control of a negotiable electronic document by misrepresen- 
tation, fraud, accident, mistake, duress, loss, theft, or conversion; or 


(3) a previous sale or other transfer of the goods or document has been 
made to a third person. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-502. 
Changes: To accommodate electronic documents of title and for style. 
Purpose: 

1. This section applies to both tangible and electronic documents of title. The elements o 
duly negotiated, which constitutes a due negotiation, are set forth in Section 7-501. The 
several necessary qualifications of the broad principle that the holder of a document 
acquired in a due negotiation is the owner of the document and the goods have been 
brought together in the next section (Section 7-503). 

2. Subsection (a)(3) covers the case of “feeding” of a duly negotiated document by 
subsequent delivery to the bailee of such goods as the document falsely purported to cover; 
he bailee in such case is estopped as against the holder of the document. 

3. The explicit statement in subsection (a)(4) of the bailee's direct obligation to the holder 
precludes the defense that the document in question was “spent” after the carrier had 
delivered the goods to a previous holder. But the holder is subject to such defenses as non- 
negligent destruction even though not apparent on the document. The sentence on delivery 
orders applies only to delivery orders in negotiable form which have been duly negotiated. 
On delivery orders, see also Section 7-503(b) and Comment. 

4. Subsection (b) continues the law which gave full effect to the issuance or due negotia- 
ion of a negotiable document. The subsection adds nothing to the effect of the rules stated 
in subsection (a), but it has been included since such explicit reference was provided under 
ormer Section 7-502 to preserve the right of a purchaser by due negotiation. The listing is 

ot exhaustive. The language“any stoppage” is included lest an inference be drawn that a 
stoppage of the goods before or after transit might cut off or otherwise impair the 
purchaser's rights. 

Cross References: 
Sections 7-103, 7-205, 7-403, 7-501, and 7-503. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

"Control". Section 7-106. 

“Delivery”. Section 1-201. 

“Delivery order". Section 7-102. 

“Document of title". Section 1-201. 

“Duly negotiate". Section 7-501. 

“Fungible”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Issuer”. Section 7-102. 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 

“Term”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-503. Document of Title to Goods Defeated in Certain Cases. 
(a) A document of title confers no right in goods against a person that 
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interest in the goods and that did not: 


(1) deliver or entrust the goods or any document of title covering the 
goods to the bailor or the bailor’s nominee with: 
(A) actual or apparent authority to ship, store, or sell; 
(B) power to obtain delivery under Section 7-403; or 
(C) power of disposition under Section 2-403, 2A-304(2), 2A-305(2), 
9-320, or 9-321(c) or other statute or rule of law; or 


(2) acquiesce in the procurement by the bailor or its nominee of any 
document. 


(b) Title to goods based upon an unaccepted delivery order is subject to 
he rights of any person to which a negotiable warehouse receipt or bill o 
lading covering the goods has been duly negotiated. That title may be 
defeated under Section 7-504 to the same extent as the rights of the issuer 

or a transferee from the issuer. 


MO Title to goods based upon a bill of lading issued toa freight forwarder 


forwarder is duly negotiated. However, delivery by the carrier in accor- 
dance with Part 4 pursuant to its own bill of lading discharges the car- 
rier's obligation to deliver. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-503. 
Changes: Changes to cross-reference to Article 2A and for style. 
Purposes: 

1. In general it may be said that the title of a purchaser by due negotiation prevails over 
almost any interest in the goods which existed prior to the procurement of the document o 
itle if the possession of the goods by the person obtaining the document derived from any 
action by the prior claimant which introduced the goods into the stream of commerce or 
carried them along that stream. A thief of the goods cannot indeed by shipping or storing 
hem to the thiefs own order acquire power to transfer them to a good faith purchaser. Nor 
can a tenant or mortgagor defeat any rights of a landlord or mortgagee which have been 
perfected under the local law merely by wrongfully shipping or storing a portion of the crop 
or other goods. However, “acquiescence” by the landlord or mortgagee does not require ac- 
ive consent under subsection (a)(2) and knowledge of the likelihood of storage or shipment 

ith no objection or effort to control it is sufficient to defeat the landlord's or the mortgagee's 
ights as against one who takes by due negotiation of a negotiable document. In re Sharon 
Steel, 176 B.R. 384 (Bankr. W.D. Pa. 1995); In re R.V. Segars Co, 54 B.R. 170 (Bankr. S.C. 
1985); In re Jamestown Elevators, Inc., 49 B.R. 661 (Bankr. N.D. 1985). 

On the other hand, where goods are delivered to a factor for sale, even though the factor 
has made no advances and is limited in its duty to sell for cash, the goods are “entrusted” 
o the factor “with actual. . . authority . . . to sell” under subsection (a)(1), and if the fac- 
or procures a negotiable document of title it can transfer the owner's interest to a purchaser 
by due negotiation. Further, where the factor is in the business of selling, goods entrusted 
o it simply for safekeeping or storage may be entrusted under circumstances which give 
he factor “apparent authority to ship, store or sell” under subsection (a)(1), or power of dis- 
position under Section 2-403, 2A-304(2), 2A-305(2), 7-205, 9-320, or 9-321(c) or under a 
statute such as the earlier Factors Acts, or under a rule of law giving effect to apparent 
ownership. See Section 1-103. 

Persons having an interest in goods also frequently deliver or entrust them to agents or 
servants other than factors for the purpose of shipping or warehousing or under circum- 
stances reasonably contemplating such action. This Act is clear that such persons assume 
ull risk that the agent to whom the goods are so delivered may ship or store in breach o 
duty, take a document to the agent’s own order and then proceed to misappropriate the ne- 
gotiable document of title that embodies the goods. This Act makes no distinction between 
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possession or mere custody in such situations and finds no exception in the case of larceny 
by a bailee or the like. The safeguard in such situations lies in the requirement that a due 
negotiation can occur only “in the regular course of business or financing" and that the 
purchase be in good faith and without notice. See Section 7-501. Documents of title have no 
market among the commercially inexperienced and the commercially experienced do not 
ake them without inquiry from persons known to be truck drivers or petty clerks even 
hough such persons purport to be operating in their own names. 

Again, where the seller allows a buyer to receive goods under a contract for sale, though 
as a “conditional delivery" or under “cash sale" terms and on explicit agreement for imme- 
diate payment, the buyer thereby acquires power to defeat the seller's interest by transfer 
of the goods to certain good faith purchasers. See Section 2-403. Both in policy and under 

he language of subsection (a)(1) that same power must be extended to accomplish the 
same result if the buyer procures a negotiable document of title to the goods and duly 
negotiates it. 

This comment 1 should be considered in interpreting delivery, entrustment or acquies- 
cence in application of Section 7-209. 

2. Under subsection (a) a delivery order issued by a person having no right in or power 
over the goods is ineffective unless the owner acts as provided in subsection (a)(1) or (2). 

hus the rights of a transferee of a non-negotiable warehouse receipt can be defeated by a 
delivery order subsequently issued by the transferor only if the transferee “delivers or 
entrusts" to the “person procuring” the delivery order or “acquiesces” in that person's 
procurement. Similarly, a second delivery order issued by the same issuer for the same 
goods will ordinarily be subject to the first, both under this section and under Section 
7-402. After a delivery order is validly issued but before it is accepted, it may nevertheless 
be defeated under subsection (b) in much the same way that the rights of a transferee may| 
be defeated under Section 7-504. For example, a buyer in ordinary course from the issuer 
may defeat the rights of the holder of a prior delivery order if the bailee receives notifica- 

ion of the buyer's rights before notification of the holder's rights. Section 7-504(b)(2). But 
an accepted delivery order has the same effect as a document issued by the bailee. 

3. Under subsection (c) a bill of lading issued to a freight forwarder is subordinated to the 

reight forwarder's document of title, since the bill on its face gives notice of the fact that a 

eight forwarder is in the picture and the freight forwarder has in all probability issued a 

document of title. But the carrier is protected in following the terms of its own bill o 


Point 1: Sections 1-103, 2-403, 2A-304(2), 2A-305(2), 7-205, 7-209, 7-501, 9-320, 9-321(c), 
and 9-331. 

Point 2: Sections 7-402 and 7-504. 

Point 3: Sections 7-402, 7-403 and 7-404. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 1-201. 

“Delivery order”. Section 7-102. 

“Document of title”. Section 1-201. 

“Duly negotiate”. Section 7-501. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Right”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-504. Rights Acquired in Absence of Due Negotiation; Effect of 
Diversion; Stoppage of Delivery. 
(a) A transferee of a document of title, whether negotiable or nonnego- 
iable, to which the document has been delivered but not duly negotiated, 
acquires the title and rights that its transferor had or had actual authority 
o convey. 
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(b) In the case of a transfer of a nonnegotiable document of title, until 
but not after the bailee receives notice of the transfer, the rights of the 
ransferee may be defeated: 


(1) by those creditors of the transferor which could treat the transfer 
as void under Section 2-402 or 2A-308; 


(2) by a buyer from the transferor in ordinary course of business if the 
bailee has delivered the goods to the buyer or received notification of the 
buyer’s rights; 

(3) by a lessee from the transferor in ordinary course of business if the 
bailee has delivered the goods to the lessee or received notification of the 
lessee’s rights; or 


(4) as against the bailee, by good-faith dealings of the bailee with the 
transferor. 


(c) A diversion or other change of shipping instructions by the consignor 
in a nonnegotiable bill of lading which causes the bailee not to deliver the 
goods to the consignee defeats the consignee’s title to the goods if the goods 
have been delivered to a buyer in ordinary course of business or a lessee in 
ordinary course of business and, in any event, defeats the consignee's 
rights against the bailee. 


(d) Delivery of the goods pursuant to a nonnegotiable document of title 

ay be stopped by a seller under Section 2-705 or a lessor under Section 
24-5206, subject to the requirements of due notification in those sections. A 
bailee that honors the seller's or lessor's instructions is entitled to be 
indemnified by the seller or lessor against any resulting loss or expense. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-504. 
Changes: To include cross-references to Article 2A and for style. 
Purposes: 

1. Under the general principles controlling negotiable documents, it is clear that in the 
absence of due negotiation a transferor cannot convey greater rights than the transferor 
has, even when the negotiation is formally perfect. This section recognizes the transferor's 
power to transfer rights which the transferor has or has “actual authority to convey." Thus, 

here a negotiable document of title is being transferred the operation of the principle o 
estoppel is not recognized, as contrasted with situations involving the transfer of the goods 
hemselves. (Compare Section 2-403 on good faith purchase of goods.) This section applies 

o both tangible and electronic documents of title. 
A necessary part of the price for the protection of regular dealings with negotiable docu- 
ments of title is an insistence that no dealing which is in any way irregular shall be 
ecognized as a good faith purchase of the document or of any rights pertaining to it. So, 

here the transfer of a negotiable document fails as a negotiation because a requisite 
indorsement is forged or otherwise missing, the purchaser in good faith and for value may 
be in the anomalous position of having less rights, in part, than if the purchaser had 
purchased the goods themselves. True, the purchaser’s rights are not subject to defeat by 
attachment of the goods or surrender of them to the purchaser's transferor (contrast 
subsection (b)); but on the other hand, the purchaser cannot acquire enforceable rights to 
control or receive the goods over the bailee's objection merely by giving notice to the bailee. 
Similarly, a consignee who makes payment to its consignor against a straight bill of lading 
can thereby acquire the position of a good faith purchaser of goods under provisions of the 

rticle of this Act on Sales (Section 2-403), whereas the same payment made in good faith 
against an unendorsed order bill would not have such effect. The appropriate remedy of a 
purchaser in such a situation is to regularize its status by compelling indorsement of the 
document (see Section 7-506). 

2. As in the case of transfer—as opposed to *due negotiation"—of negotiable documents, 
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subsection (a) empowers the transferor of a nonnegotiable document to transfer only such 
ights as the transferor has or has “actual authority" to convey. In contrast to situations 
involving the goods themselves the operation of estoppel or agency principles is not here 
ecognized to enable the transferor to convey greater rights than the transferor actually 
has. Subsection (b) makes it clear, however, that the transferee of a nonnegotiable docu- 
ment may acquire rights greater in some respects than those of his transferor by giving no- 
ice of the transfer to the bailee. New subsection (b)(3) provides for the rights of a lessee in 
he ordinary course. 
Subsection (b)(2) & (3) require delivery of the goods. Delivery of the goods means the vol- 
ntary transfer of physical possession of the goods. See amended 2-103. 
3. Subsection (c) is in part a reiteration of the carrier's immunity from liability if it 
honors instructions of the consignor to divert, but there is added a provision protecting the 
itle of the substituted consignee if the latter is a buyer in ordinary course of business. 
ypical situation would be where a manufacturer, having shipped a lot of standardized 
goods to A on nonnegotiable bill of lading, diverts the goods to customer B who pays for 
hem. Under pre-Code passage-of-title-by-appropriation doctrine A might reclaim the goods 
rom B. However, no consideration of commercial policy supports this involvement of an in- 
nocent third party in the default of the manufacturer on his contract to A; and the common 
commercial practice of diverting goods in transit suggests a trade understanding in accor- 
dance with this subsection. The same result should obtain if the substituted consignee is a 
essee in ordinary course. The extent of the lessee's interest in the goods is less than a 
buyer's interest in the goods. However, as against the first consignee and the lessee in 
ordinary course as the substituted consignee, the lessee's rights in the goods as granted 
nder the lease are superior to the first consignee's rights. 
4. Subsection (d) gives the carrier an express right to indemnity where the carrier honors 
a seller's request to stop delivery. 
5. Section 1-202 gives the bailee protection, if due diligence is exercised where the 
bailee's organization has not had time to act on a notification. 
Cross References: 
Point 1: Sections 2-403 and 7-506. 
Point 2: Sections 2-403 and 24-304. 
Point 3: Sections 7-303, 7-403(a)(5) and 7-404. 
Point 4: Sections 2-705 and 7-403(a)(4). 
Point 5: Section 1-202. 
Definitional Cross References: 
“Bailee”. Section 7-102. 
“Bill of lading”. Section 1-201. 
“Buyer in ordinary course of business”. Section 1-201. 
“Consignee”. Section 7-102. 
“Consignor”. Section 7-102. 
“Creditor”. Section 1-201. 
“Delivery”. Section 1-201. 
“Document of Title”. Section 1-201. 
“Duly negotiate”. Section 7-501. 
“Good faith”. Section 1-201. [7-102]. 
“Goods”. Section 7-102. 
“Honor”. Section 1-201. 
“Lessee in ordinary course”. Section 2A-103. 
“Notification” Section 1-202. 
“Purchaser”. Section 1-201. 
“Rights”. Section 1-201. 


§ 7-505. Indorser not Guarantor for Other Parties. 

The indorsement of a tangible document of title issued by a bailee does 
mot make the indorser liable for any default by the bailee or previous 
indorsers. 
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Official Comment 

Prior Uniform Statutory Provision: Former Section 7-505. 
Changes: Limited to tangible documents of title. 
Purposes: 

This section is limited to tangible documents of title as the concept of indorsement is ir- 
elevant to electronic documents of title. Electronic documents of title will be transferred by 
delivery of control. Section 7-106. The indorsement of a tangible document of title is gener- 
ally understood to be directed towards perfecting the transferee’s rights rather than towards 
assuming additional obligations. The language of the present section, however, does not 
preclude the one case in which an indorsement given for value guarantees future action, 
namely, that in which the bailee has not yet become liable upon the document at the time 
of the indorsement. Under such circumstances the indorser, of course, engages that ap- 
propriate honor of the document by the bailee will occur. See Section 7-502(a)(4) as to nego- 
iable delivery orders. However, even in such a case, once the bailee attorns to the 
ransferee, the indorser’s obligation has been fulfilled and the policy of this section excludes 
any continuing obligation on the part of the indorser for the bailee’s ultimate actual 
performance. 
Cross Reference: 

Sections 7-106 and 7-502. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Document of title”. Section 1-201. 

“Party”. Section 1-201. 


§ 7-506. Delivery Without Indorsement: Right to Compel 
Indorsement. 


The transferee of a negotiable tangible document of title has a specifi- 
cally enforceable right to have its transferor supply any necessary indorse- 

ent, but the transfer becomes a negotiation only as of the time the 
indorsement is supplied. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-506. 
Changes: Limited to tangible documents of title. 
Purposes: 

1. This section is limited to tangible documents of title as the concept of indorsement is 
irrelevant to electronic documents of title. Electronic documents of title will be transferred 
by delivery of control. Section 7-106. From a commercial point of view the intention to 
ransfer a tangible negotiable document of title which requires an indorsement for its 
ransfer, is incompatible with an intention to withhold such indorsement and so defeat the 
effective use of the document. Further, the preceding section and the Comment thereto 
make it clear that an indorsement generally imposes no responsibility on the indorser. 

2. Although this section provides that delivery of a tangible document of title without the 

ecessary indorsement is effective as a transfer, the transferee, of course, has not regular- 
ized its position until such indorsement is supplied. Until this is done the transferee cannot 
claim rights under due negotiation within the requirements of this Article (Section 7-501(a) 
(5)) on *due negotiation". Similarly, despite the transfer to the transferee of the transferor's 
itle, the transferee cannot demand the goods from the bailee until the negotiation has 
been completed and the document is in proper form for surrender. See Section 7-403(c). 
Cross References: 

Point 1: Sections 7-106 and 7-505. 

Point 2: Sections 7-501(a)(5) and 7-403(c). 
Definitional Cross References: 

“Document of title". Section 1-201. 

“Rights”. Section 1-201. 
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$ 7-507. Warranties on Negotiation or Delivery of Document of 
Title. 


If a person negotiates or delivers a document of title for value, otherwise 
han as a mere intermediary under Section 7-508, unless otherwise agreed, 
he transferor, in addition to any warranty made in selling or leasing the 
goods, warrants to its immediate purchaser only that: 


(1) the document is genuine; 


(2) the transferor does not have knowledge of any fact that would 
impair the document's validity or worth; and 


(3) the negotiation or delivery is rightful and fully effective with re- 
spect to the title to the document and the goods it represents. 


Official Comment 
Prior Uniform Statutory Provision: Former Section 7-507. 
Changes: Substitution of the word “delivery” for the word “transfer,” reference leasing 
ransactions and style. 
Purposes: 

1. Delivery of goods by use of a document of title does not limit or displace the ordinary 
obligations of a seller or lessor as to any warranties regarding the goods that arises under 
other law. If the transfer of documents attends or follows the making of a contract for the 
sale or lease of goods, the general obligations on warranties as to the goods (Sections 2-312 

hrough 2-318 and Sections 2A-210 through 2A-316) are brought to bear as well as the 
special warranties under this section. 

2. The limited warranties of a delivering or collecting intermediary, including a collecting 
bank, are stated in Section 7-508. 

Cross References: 
Point 1: Sections 2-312 through 2-318 and 2A-310-through 2A-316. 
Point 2: Section 7-508. 

Definitional Cross References: 

“Delivery”. Section 1-201. 

“Document of title". Section 1-201. 

“Genuine”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Value”. Section 1-204. 


§ 7-508. Warranties of Collecting Bank as to Documents of Title. 

A collecting bank or other intermediary known to be entrusted with 
documents of title on behalf of another or with collection of a draft or other 
claim against delivery of documents warrants by the delivery of the docu- 

ents only its own good faith and authority even if the collecting bank or 
other intermediary has purchased or made advances against the claim or 
draft to be collected. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-508. 
Changes: Changes for style only. 
Purposes: 

1. To state the limited warranties given with respect to the documents accompanying a 
documentary draft. 

2. In warranting its authority a collecting bank or other intermediary only warrants its 
authority from its transferor. See Section 4-203. It does not warrant the genuineness or ef- 
ectiveness of the document. Compare Section 7-507. 
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3. Other duties and rights of banks handling documentary drafts for collection are stated 
in Article 4, Part 5. On the meaning of draft, see Section 4-104 and Section 5-102, comment 
11. 

Cross References: 

Sections 4-104, 4-203, 4-501 through 4-504, 5-102, and 7-507. 
Definitional Cross References: 

“Collecting bank”. Section 4-105. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-102. 

“Documentary draft”. Section 4-104. 

“Intermediary bank”. Section 4-105. 

“Good faith”. Section 1-201 [7-102.] 


§ 7-509. Adequate Compliance with Commercial Contract. 

Whether a document of title is adequate to fulfill the obligations of a 
contract for sale, a contract for lease, or the conditions of a letter of credit 
is determined by Article 2, 2A, or 5. 


Official Comment 

Prior Uniform Statutory Provision: Former Section 7-509. 
Changes: To reference Article 2A. 
Purposes: 

To cross-refer to the Articles of this Act which deal with the substantive issues of the 
ype of document of title required under the contract entered into by the parties. 
Cross References: 

Articles 2, 2A and 5. 
Definitional Cross References: 

“Contract for sale”. Section 2-106. 

“Document of title”. Section 1-201. 

“Lease”. Section 2A-103. 


PART 6. WAREHOUSE RECEIPTS AND BILLS OF 
LADING: 
MISCELLANEOUS PROVISIONS 


§ 7-601. Lost, Stolen, or Destroyed Documents of Title. 

(a) If a document of title is lost, stolen, or destroyed, a court may order 
delivery of the goods or issuance of a substitute document and the bailee 

ay without liability to any person comply with the order. If the document 

as negotiable, a court may not order delivery of the goods or issuance of a 
substitute document without the claimant’s posting security unless it finds 
hat any person that may suffer loss as a result of nonsurrender of posses- 
sion or control of the document is adequately protected against the loss. I 
he document was nonnegotiable, the court may require security. The 
court may also order payment of the bailee’s reasonable costs and at- 

orney’s fees in any action under this subsection. 

(b) A bailee that, without a court order, delivers goods to a person claim- 
ing under a missing negotiable document of title is liable to any person 
injured thereby. If the delivery is not in good faith, the bailee is liable for 
conversion. Delivery in good faith is not conversion if the claimant posts 
security with the bailee in an amount at least double the value of the 
goods at the time of posting to indemnify any person injured by the delivery 

hich files a notice of claim within one year after the delivery. 
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Official Comment 
Prior Uniform Statutory Provision: Former Section 7-601. 
Changes: To accommodate electronic documents; to provide flexibility to courts similar to 
he flexibility in Section 3-309; to update to the modern era of deregulation; and for style. 
Purposes: 

1. Subsection (a) authorizes courts to order compulsory delivery of the goods or 
compulsory issuance of a substitute document. Compare Section 7-402. Using language 
similar to that found in Section 3-309, courts are given discretion as to what is adequate 
protection when the lost, stolen or destroyed document was negotiable or whether security 
should be required when the lost, stolen or destroyed document was nonnegotiable. In 
determining whether a party is adequately protected against loss in the case of a negotia- 
ble document, the court should consider the likelihood that the party will suffer a loss. The 
court is also given discretion as to the bailee's costs and attorney fees. The rights and 
obligations of a bailee under this section depend upon whether the document of title is lost, 
stolen or destroyed and is in addition to the ability of the bailee to bring an action for 
interpleader. See Section 7-603. 

2. Courts have the authority under this section to order a substitute document for either 
angible or electronic documents. If the substitute document will be in a different medium 
han the original document, the court should fashion its order in light of the requirements 

of Section 7-105. 

3. Subsection (b) follows prior Section 7-601 in recognizing the legality of the well 
established commercial practice of bailees making delivery in good faith when they are 
satisfied that the claimant is the person entitled under a missing (i.e. lost , stolen, or 
destroyed) negotiable document. Acting without a court order, the bailee remains liable on 
he original negotiable document and, to avoid conversion liability, the bailee may insist 
hat the claimant provide an indemnity bond. Cf. Section 7-403. 

4. Claimants on non-negotiable instruments are permitted to avail themselves of the 
subsection (a) procedure because straight (non-negotiable) bills of lading sometimes contain 
provisions that the goods shall not be delivered except upon production of the bill. If the 
carrier should choose to insist upon production of the bill, the consignee should have some 
means of compelling delivery on satisfactory proof of entitlement. Without a court order, a 
bailee may deliver, subject to Section 7-403, to a person claiming goods under a non- 
negotiable document that the same person claims is lost, stolen, or destroyed. 

5. The bailee's lien should be protected when a court orders delivery of the goods pursu- 
ant to this section. 

Cross References: 

Point 1: Sections 3-309, 7-402 and 7-603. 

Point 2: Section 7-105. 

Point 3: Section 7-403. 

Point 4: Section 7-403. 

Point 5: Sections 7-209 and 7-307. 

Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Good faith”. Section 1-201 [7-102]. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 


§ 7-602. Judicial Process Against Goods Covered by Negotiable 
Document of Title. 


Unless a document of title was originally issued upon delivery of the 
goods by a person that did not have power to dispose of them, a lien does 
mot attach by virtue of any judicial process to goods in the possession of a 
bailee for which a negotiable document of title is outstanding unless pos- 
session or control of the document is first surrendered to the bailee or the 
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document’s negotiation is enjoined. The bailee may not be compelled to 
deliver the goods pursuant to process until possession or control of the doc- 
ment is surrendered to the bailee or to the court. A purchaser of the doc- 
ment for value without notice of the process or injunction takes free o 
he lien imposed by judicial process. 


Official Comment 

Prior Uniform Statutory Provisions: Former Section 7-602. 
Changes: Changes to accommodate electronic documents of title and for style. 
Purposes: 

1. The purpose of the section is to protect the bailee from conflicting claims of the docu- 
ment of title holder and the judgment creditors of the person who deposited the goods. The 
ights of the former prevail unless, in effect, the judgment creditors immobilize the negotia- 
ble document of title through the surrender of possession of a tangible document or control 
of an electronic document. However, if the document of title was issued upon deposit of the 
goods by a person who had no power to dispose of the goods so that the document is ineffec- 
ive to pass title, judgment liens are valid to the extent of the debtor's interest in the goods. 

2. The last sentence covers the possibility that the holder of a document who has been 
enjoined from negotiating it will violate the injunction by negotiating to an innocent 
purchaser for value. In such case the lien will be defeated. 
Cross Reference: 

Sections 7-106 and 7-501 through 7-503. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document of title". Section 1-201. 

“Goods”. Section 7-102. 

“Notice”. Section 1-202. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Value”. Section 1-204. 


§ 7-603. Conflicting Claims; Interpleader. 

If more than one person claims title to or possession of the goods, the 
bailee is excused from delivery until the bailee has a reasonable time to 
ascertain the validity of the adverse claims or to commence an action for 
interpleader. The bailee may assert an interpleader either in defending an 
action for nondelivery of the goods or by original action. 


Official Comment 
Prior Uniform Statutory Provisions: Former Section 7-603. 
Changes: Changes for style only. 
Purposes: 

1. The section enables a bailee faced with conflicting claims to the goods to compel the 
claimants to litigate their claims with each other rather than with the bailee. The bailee is 
protected from legal liability when the bailee complies with court orders from the 
interpleader. See e.g. Northwestern National Sales, Inc. v. Commercial Cold Storage, Inc., 
162 Ga. App. 741, 293 S.E.2d. 30 (1982). 

2. This section allows the bailee to bring an interpleader action but does not provide an. 
exclusive basis for allowing interpleader. If either state or federal procedural rules allow an 
interpleader in other situations, the bailee may commence an interpleader under those 

ules. Even in an interpleader to which this section applies, the state or federal process o 
interpleader applies to the bailee’s action for interpleader. For example, state or federal 
interpleader statutes or rules may permit a bailee to protect its lien or to seek attorney’s 
ees and costs in the interpleader action. 

Cross reference: 
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Point 1: Section 7-403. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

*Goods". Section 7-102. 

“Person”. Section 1-201. 

“Reasonable time”. Section 1-205. 


PART 7. MISCELLANEOUS PROVISIONS 


LEGISLATIVE NOTE: The following provisions should be used to apply to both the 
Article 7 provisions and the conforming amendments to other articles of the Uniform Com- 
mercial Code attached as Appendix I. 


§ 7-701. Effective Date. 
This [Act] takes effect on [ ]. 


§ 7-702. Repeals. 
[Existing Article 7] and [Section 10-104 of the Uniform Commercial 
Code] are repealed. 


Official Comment 


A state should repeal its prior version of Uniform Commercial Code Article 7 on docu- 
ments of title and Uniform Commercial Code section 10-204. The substance of Section 
10-104 has been incorporated into Section 7-103(b). 


§ 7-703. Applicability. 

This [Act] applies to a document of title that is issued or a bailment that 
arises on or after the effective date of this [Act]. This [Act] does not apply 
o a document of title that is issued or a bailment that arises before the ef- 
fective date of this [Act] even if the document of title or bailment would be 
subject to this [Act] if the document of title had been issued or bailment 
had arisen on or after the effective date of this [Act]. This [Act] does not 
apply to a right of action that has accrued before the effective date of this 
[Act]. 


Official Comment 


This Act will apply prospectively only to documents of title issued or bailments that arise 
after the effective date of the Act. 


§ 7-704. Savings Clause. 


A document of title issued or a bailment that arises before the effective 
date of this [Act] and the rights, obligations, and interests flowing from 
hat document or bailment are governed by any statute or other rule 
amended or repealed by this [Act] as if amendment or repeal had not oc- 
curred and may be terminated, completed, consummated, or enforced under 
hat statute or other rule. 


Official Comment 
This Act will apply prospectively only to documents of title issued or bailments that arise 
after the effective date of the Act. To the extent that issues arise based upon documents o 
itle or rights or obligations that arise prior to the effective date of this Act, prior law will 
apply to resolve those issues. 
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APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


Amendments to Uniform Commercial Code Article 1 


ALTERNATIVE A 


egislative Note: These amendments should be adopted in the event a state has not yet 
adopted Revised Article 1 as approved in 2001. 


§ 1-201. General Definitions. 
Subject to additional definitions contained in the subsequent Articles o 
his Act which are applicable to specific Articles or Parts thereof, and un- 
less the context otherwise requires, in this Act: 
*k ok cK 

(5) “Bearer” means a person in control of a negotiable electronic docu- 
ment of title or a the person in possession of an instrument, a negotiable 
tangible document of title, or a certificated security payable to bearer or 
indorsed in blank. 

(6) “Bill of lading” means a document of title evidencing the receipt o 
goods for shipment issued by a person engaged in the business of directly 
or indirectly transporting or forwarding goods. The term does not include 
a warehouse receipt;-and-ineludes-an-airbill.—Airbill-means-a 
serving for air transportation e as-a pss id lading does for epu E. 


(10) *Conspicuous", with RIPENE to a term, means so written, 
displayed, or presented that a reasonable person against which it is to 
operate ought to have noticed it. Whether a term is “conspicuous” or not is 
a decision for the court. Conspicuous terms include the following: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surrounding 
text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text of the 


same size by symbols or other marks that call attention to the language. 
x k OK 


(14) “Delivery” with respect to an electronic document of title means 
voluntary transfer of control and with respect to instruments, tangible 
documents of title, chattel paper, or certificated securities means volun- 
tary transfer of possession. 
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§ 1-201 
(15) “Document of title” ineludes-bill-ofdading,-doeek—warrant;-doek 
receipt-or-order-for-the-delivery-of goods, and alse 
anyother means a record (i) that deeament-whieh in the regular course 
of business or financing is treated as adequately evidencing that the 
person in possession or control of the record it is entitled to receive, 
control, hold, and dispose of the record deeument and the goods it the 
record covers and (ii) that purports to be issued by or addressed to a 
bailee and to cover goods in the bailee's possession which are either identi- 
fied or are fungible portions of an identified mass. The term includes a 
bill of lading, transport document, dock warrant, dock receipt, warehouse 
receipt, and order for delivery of goods. Fe-be-a decument-oftitleadeeu- 

be 


- An electronic document o, 
title means a document of title evidenced by a record consisting of infor- 
mation stored in an electronic medium. A tangible document of title 
means a document of title evidenced by a record consisting of information 
that is inscribed on a tangible medium. 


eo “Ho 


tothe -erder_of the personin possession- 
“Holder” means: 


(A) the person in possession of a negotiable instrument that is pay- 
able either to bearer or to an identified person that is the person in 
possession; 

(B) the person in possession of a negotiable tangible document o, 
title if the goods are deliverable either to bearer or to the order of the 
person in possession; or 

(C) the person in control of a negotiable electronic document o 


title. 
*k ok ck 


(25) Subject to subsection (27), a & person has “notice” of a fact if the 
person when 
(a) he has actual knowledge of it; er 
(b) he has received a notice or notification of it; or 
(c) from all the facts and circumstances known to him the person at 
the time in question, ke has reason to know that it exists. 
A person “knows” or has “knowledge” of a fact when the person he has 
actual knowledge of it. “Discover” or “learn” or a word or phrase of simi- 
lar import refers to knowledge rather than to reason to know. The time 
and circumstances under which a notice or notification may cease to be 
effective are not determined by this Act. 
(26) A person “notifies” or “gives” a notice or notification to another 
person by taking such steps as may be reasonably required to inform the 
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person actually comes to know of it. Subject to subsection (27), a A person 
“receives” a notice or notification when 
(a) it comes to his that person’s attention; or 
(b) it is duly delivered in a form reasonable under the circumstances 
at the place of business through which the contract was made or at 
another location any-ether-plaee held out by that person him as the 
place for receipt of such communications. 

(27) Notice, knowledge, or a notice or notification received by an orga- 
nization is effective for a particular transaction from the time when it is 
brought to the attention of the individual conducting that transaction, 
and in any event, from the time when it would have been brought to the 
individual's his attention if the organization had exercised due diligence. 
An organization exercises due diligence if it maintains reasonable 
routines for communicating significant information to the person 
conducting the transaction and there is reasonable compliance with the 
routines. Due diligence does not require an individual acting for the or- 
ganization to communicate information unless such communication is 
part of the individual's his regular duties or the individual wnless-he has 
reason to know of the transaction and that the transaction would be 
materially affected by the information. 


EH “Sen |” in 


(38) “Send” in connection with a writing, record, or notice means: 


(A) to deposit in the mail or deliver for transmission by any other 
usual means of communication with postage or cost of transmission 
provided for and properly addressed and, in the case of an instrument, 
to an address specified thereon or otherwise agreed, or if there be none 
to any address reasonable under the circumstances; or 


(B) in any other way to cause to be received any record or notice 
within the time it would have arrived if properly sent. 
xX ok ck 
(45) “Warehouse receipt” means a document of title reeeipt issued by a 
person engaged in the business of storing goods for hire. 


Official Comment 
*k ok ck 


5. “Bearer”. From Section 191, Uniform Negotiable Instruments Law. The prior definition 
has been broadened. The term bearer applies to negotiable documents of title and has been 
broadened to include a person in control of an electronic negotiable document of title. 
Control of an electronic document of title is defined in Article 7 (Section 7-106). 

6. “Bill of Lading". See similar definitions in Section 1, Uniform Bills of Lading Act. The 
definition has been enlarged to include freight forwarders’ bills and bills issued by contract 
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of lading is one type of document of title as defined in subsection (15). This definition should 
be read in conjunction with the definition of carrier in Article 7 (Section 7-102). 
kok k 


10. “Conspicuous”. New. This is intended to indicate seme-of the -metheds-of making a 

` This deniution states the general standard that to be conspicuous a term ought 

to be Word by a reasonable person. Whether a term is conspicuous is an issue for the court. 

ubparagraphs (A) and (B) set out several methods for making a term conspicuous. Requir- 

ing that a term be conspicuous blends a notice function (the term ought to be noticed) and a 

planning function (giving guidance to the party relying on the term regarding how that 

esult can be achieved). Although these paragraphs indicate some of the methods for making 

a term attention-calling, the test is whether attention can reasonably be expected to be called 

to it. The statutory language should not be construed to permit a result that is inconsistent 
with that test. 


xX kK ck 


14. “Delivery”. Section 76, Uniform Sales Act, Section 191, Uniform Negotiable Instru- 
ments Law, Section 58, Uniform Warehouse Receipts Act and Section 53, Uniform Bills o 
Lading Act. The definition has been revised to accommodate electronic documents of title. 
Control of an electronic document of title is defined in Article 7 (Section 7-106). 


15. Document of title". From Section 76, Uniform Sales Act;-but-rephrased-te-eliminate 
e ambiguities. This definition makes explicit Thus, by making it explieit that the 
Bri doa or designation of a third party as “bailee” is essential to a document; this-defini- 
tien and clearly rejects any such result as obtained in Hixson v. Ward, 254 Ill.App. 505 
(1929), which treated a conditional sales contract as a document of title. Also the definition 
is left open so that new types of documents may be included, including documents which 
gain commercial recognition in the international arena. See UNCITRAL Draft Instrument 
on the Carriage of Goods by Sea. It is unforeseeable what documents may one day serve the 
essential purpose now filled by warehouse receipts and bills of lading. Truek-transport has 


definition is stated in terms of the function of the documents with the intention that any 
document which gains commercial recognition as accomplishing the desired result shall be 
included within its scope. Fungible goods are adequately identified within the language o 
he definition by identification of the mass of which they are a part. 

Dock warrants were within the Sales Act definition of document of title apparently for 
he purpose of recognizing a valid tender by means of such paper. In current commercial 
practice a dock warrant or receipt is a kind of interim certificate issued by steamship ship- 
ping companies upon delivery of the goods at the dock, entitling a designated person te 

e-issued-te-him-at-the-eompany's-effiee to be issued a bill of lading. The receipt itself is 
poti. nonnegotiable in form although it may indicate that a negotiable bill is to be 
orthcoming. Such a document is not within the general compass of the definition, although 
rade usage may in some cases entitle such paper to be treated as a document of title. If the 
dock receipt actually represents a storage obligation undertaken by the shipping company, 
hen it is a warehouse receipt within this Section regardless of the name given to the 
instrument. 

The goods must be “described”, but the description may be by marks or labels and may 
be qualified in such a way as to disclaim personal knowledge of the issuer regarding 
contents or condition. However, baggage and parcel checks and similar “tokens” of storage 

hich identify stored goods only as those received in exchange for the token are not covered 
by this Article. The definition is broad enough to include an airway bill. 

A document of title may be either tangible or electronic. Tangible documents of title should 
be construed to mean traditional paper documents. Electronic documents of title are docu- 

ents that are stored in an electronic medium instead of in tangible form. The concept of an 
electronic medium should be construed liberally to include electronic, digital, magnetic, opti- 
al, electromagnetic, or any other current or similar emerging technologies. As to reissuing a 
document of title in an alternative medium, see Article 7, Section 7-105. Control for electronic 


677 


UNIFORM COMMERCIAL CODE 


documents of title is defined in Article 7 (Section 7-106). 
kok Ok 

19. “Good faith”. See Section 76(2), Uniform Sales Act; Section 58(2), Uniform Warehouse 
Receipts Act; Section 53(2), Uniform Bills of Lading Act; Section 22(2), Uniform Stock 

ransfer Act. “Good faith", whenever it is used in the Code, means at least what is here 
stated. In certain Articles, by specific provision, additional requirements are made 
applicable. See, e.g., Secs. 2-103(1)(b)#-404. To illustrate, in the Article on Sales, Section 
2-103, good faith is expressly defined as including in the case of a merchant observance o 
easonable commercial standards of fair dealing in the trade, so that throughout that 
Article wherever a merchant appears in the case an inquiry into his observance of such 
standards is necessary to determine his good faith. 

20. *Holder". See similar definitions in Section 191, Uniform Negotiable Instruments 
Law; Section 58, Uniform Warehouse Receipts Act; Section 53, Uniform Bills of Lading Act. 
The definition has been amended to provide for electronic negotiable documents of title. 

kok Ok 


25. oe New: Compare N b Eee. 56- Under 


men Hire fen the Ete sche Peor a snl hase 


A person has notice of a fact when, inter alia, ‘the person has received a notification of the 


act in question. The word “notifies” is used when the essential fact is the proper dispatch of 
the notice, not its receipt. Compare “send.” When the essential fact is the other party’s receipt 
of the notice, that is stated. Subsection (26) states when a notification is received. Subsection 
(27) makes clear that notice, knowledge, or a notification, although “received,” for instance, 
by a clerk in Department A of an organization, is effective for a transaction conducted in 
Department B only from the time when it was or should have been communicated to the in- 
dividual conducting that transaction. 
kok Ok 


38. “Send”. New. Compare “notifies”. The definition of send has been modified to allow for 
electronic dispatch. 
kok Ok 
45. “Warehouse receipt”. See Section 76(1), Uniform Sales Act; Section 1, Uniform 
arehouse Receipts Act. Receipts issued by a field warehouse are included, provided the 
arehouseman and the depositor of the goods are different persons. The definition makes 
lear that the receipt must qualify as a document of title under subsection (15). 


ALTERNATIVE B 


egislative Note: These amendments should be used if the jurisdiction has enacted or is 
enacting at the same time as this Act the provisions of Revised Article 1 as approved in 
001. 


§ 1-201. General Definitions. 


xX kK ck 


(b) Subject to definitions contained in other articles of [the Uniform 


Commercial Code] that apply to particular articles or parts thereof: 
LIE M: 
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(5) “Bearer” means a person in control of a negotiable electronic docu- 
ment of title or a person in possession of a negotiable instrument, nego- 
tiable tangible document of title, or certificated security that is payable 
to bearer or indorsed in blank. 

(6) “Bill of lading” means a document of title evidencing the receipt o 
goods for shipment issued by a person engaged in the business of directly 
or indirectly transporting or forwarding goods. The term does not include 


a warehouse receipt. 
* Kk ck 


(15) “Delivery”, with respect to an electronic document of title means 
voluntary transfer of control and with respect to an instrument, a tangible 
document of title, or chattel paper, means voluntary transfer o 
possession. 


(16) “Document of title” ineludes-bill-ef dlading.-doek—warrant;-doek 


of business or financing is treated as adequately evidencing that the 
person in possession or control of the record it is entitled to receive, 
control, hold, and dispose of the record deeument and the goods it the 
record covers and (ii) that purports to be issued by or addressed to a 
bailee and to cover goods in the bailee's possession which are either identi- 
fied or are fungible portions of an identified mass. The term includes a 
bill of lading, transport document, dock warrant, dock receipt, warehouse 
receipt, and order for delivery of goods. 


- An electronic document o. 
title means a document of title evidenced by a record consisting of infor- 
mation stored in an electronic medium. A tangible document of title 
means a document of title evidenced by a record consisting of information 
that is inscribed on a tangible medium. 

xX ok * 
(21) “Holder” means: 

(A) the person in possession of a negotiable instrument that is pay- 
able either to bearer or to an identified person that is the person in 
possession; or 

(B) the person in possession of a negotiable tangible document o 
title if the goods are deliverable either to bearer or to the order of the 
person in possession; or 

(C) the person in control of a negotiable electronic document of title. 

* ok E 
(42) “Warehouse receipt” means a document of title reeeipt issued by a 
person engaged in the business of storing goods for hire. 


Official Comment 
5. “Bearer”.Unchanged, except in one respect, from former section 1-201, which was 
derived from Section 191, Uniform Negotiable Instruments Law. The term bearer applies to 
egotiable documents of title and has been broadened to include a person in control of an 
electronic negotiable document of title. Control of an electronic document of title is defined in 
Article 7 (Section 7-106). 
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6. “Bill of Lading”. Derived from former Section 1-201. The reference to, and definition of, 
an “airbill” has been deleted as no longer necessary. A bill of lading is one type of document 
of title as defined in subsection (16). This definition should be read in conjunction with the 
definition of carrier in Article 7 (Section 7-102). 

kok 


15. “Delivery”. Derived from former Section 1-201. The reference to certificated securities 
has been deleted in light of the more specific treatment of the matter in Section 8-301. The 
definition has been revised to accommodate electronic documents of title. Control of an 

electronic document of title is defined in Article 7 (Section 7-106). 

16.“Document of title”. Unehanged Derived from former Section 1-201, which was derived 
rom Section 76, Uniform Sales Act. This definition makes explicit - 
plieit that the obligation or designation of a third party as “bailee” is essential to a docu- 
ment of title;-this-definitien and clearly rejects any such result as obtained in Hixson v. 

ard, 254 IIl. App. 505 (1929), which treated a conditional sales contract as a document o 

itle. Also the definition is left open so that new types of documents may be included, 
including documents which gain commercial recognition in the international arena. See 
UNCITRAL Draft Instrument on the Carriage of Goods By Sea. It is unforeseeable what 
documents may one day serve the essential purpose now filled by warehouse receipts and 
pus of lading. 


erally e% The definition is stated in terms of the function o 

the puse with the intention that any document which gains commercial recognition 

as accomplishing the desired result shall be included within its scope. Fungible goods are 

adequately identified within the language of the definition by identification of the mass o 
hich they are a part. 

Dock warrants were within the Sales Act definition of document of title apparently for 
he purpose of recognizing a valid tender by means of such paper. In current commercial 
practice a dock warrant or receipt is a kind of interim certificate issued by steamship ship- 
ping companies upon delivery of the goods at the dock, entitling a designated person te 

e-issued-te-him-at-the-eompany's-offiee to be issued a bill of lading. The receipt itself is 
Bdidicte nonnegotiable in form although it may indicate that a negotiable bill is to be 
orthcoming. Such a document is not within the general compass of the definition, although 
rade usage may in some cases entitle such paper to be treated as a document of title. If the 
dock receipt actually represents a storage obligation undertaken by the shipping company, 
hen it is a warehouse receipt within this Section regardless of the name given to the 
instrument. 

The goods must be “described”, but the description may be by marks or labels and may 
be qualified in such a way as to disclaim personal knowledge of the issuer regarding 
contents or condition. However, baggage and parcel checks and similar “tokens” of storage 

hich identify stored goods only as those received in exchange for the token are not covered 
by this Article. The definition is broad enough to include an airway bill. 

A document of title may be either tangible or electronic. Tangible documents of title should 
be construed to mean traditional paper documents. Electronic documents of title are docu- 

ents that are stored in an electronic medium instead of in tangible form. The concept of an 
electronic medium should be construed liberally to include electronic, digital, magnetic, opti- 
al, electromagnetic, or any other current or similar emerging technologies. As to reissuing a 
document of title in an alternative medium, see Article 7, Section 7-105. Control for electronic 
documents of title is defined in Article 7 (Section 7-106). 

kok k 


21. “Holder”. Derived from former Section 1-201. The definition has been reorganized for 


clarity and amended to provide for electronic negotiable documents of title. 
kok k 


42. “Warehouse receipt". Unehanged Derived from former Section 1-201, which was 
derived from Section 76(1), Uniform Sales Act; Section 1, Uniform Warehouse Receipts Act. 
Receipts issued by a field warehouse are included, provided the warehouseman and the de- 
positor of the goods are different persons. The definition makes clear that the receipt must 
qualify as a document of title under subsection (16). 
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Amendments to Uniform Commercial Code Article 2 


egislative Note: These amendments should be adopted in the event a state has not yet 
adopted Amended Article 2 as approved in 2003. 


$ 2-103. Definitions and Index of Definitions. 
xX ok ck 
(3) “Control” as provided in Section 7-106 and the following definitions 

in other Articles apply to this Article: 

“Check”. Section 3-104. 

“Consignee”. Section 7-102. 

“Consignor”. Section 7-102. 

“Consumer Goods”. Section 9-102. 

“Dishonor”. Section 3-502. 

“Draft”. Section 3-104. 


Official Comment 
xX ok ok 


2. “Receipt” must be distinguished from delivery particularly in regard to the problems 
arising out of shipment of goods, whether or not the contract calls for making delivery by 

ay of documents of title, since the seller may frequently fulfill his obligations to “deliver” 
even though the buyer may never “receive” the goods. Delivery with respect to documents 
of title is defined in Article 1 and requires transfer of physical delivery of a tangible docu- 
ment of title and transfer of control of an electronic document of title. Otherwise the many 
divergent incidents of delivery are handled incident by incident. 


§ 2-104. Definitions: “Merchant”; “Between Merchants”; 
“Financing Agency”. 
LIE E: 

(2) *Financing agency" means a bank, finance company or other person 

ho in the ordinary course of business makes advances against goods or 
documents of title or who by arrangement with either the seller or the 
buyer intervenes in ordinary course to make or collect payment due or 
claimed under the contract for sale, as by purchasing or paying the seller's 
draft or making advances against it or by merely taking it for collection 

hether or not documents of title accompany or are associated with the 
draft. “Financing agency" includes also a bank or other person who 
similarly intervenes between persons who are in the position of seller and 


buyer in respect to the goods (Section 2-707). 
xX kK ck 


$ 2-308. Absence of Specified Place for Delivery. 


Official Comment 

3. Where *customary banking channels" call only for due notification by the banker that 
he documents are available on-hand, leaving the buyer himself to see to the physical 
eceipt of the goods, tender at the buyer's address is not required under paragraph (c). But 
hat paragraph merely eliminates the possibility of a default by the seller if “customary 
banking channels" have been properly used in giving notice to the buyer. Where the bank 
has purchased a draft accompanied by or associated with documents or has undertaken its 
collection on behalf of the seller, Part 5 of Article 4 spells out its duties and relations to its 
customer. Where the documents move forward under a letter of credit the Article on Let- 
ers of Credit spells out the duties and relations between the bank, the seller and the 
buyer. Delivery in relationship to either tangible or electronic documents of title is defined in 
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$ 2-310. Open Time for Payment or Running of Credit; Authority 
to Ship Under Reservation. 


Unless otherwise agreed 


(a) payment is due at the time and place at which the buyer is to 
receive the goods even though the place of shipment is the place o 
delivery; and 


(b) if the seller is authorized to send the goods he may ship them 
under reservation, and may tender the documents of title, but the buyer 
may inspect the goods after their arrival before payment is due unless 
such inspection is inconsistent with the terms of the contract (Section 
2-513); and 

(c) if delivery is authorized and made by way of documents of title 
otherwise than by subsection (b) then payment is due regardless of where 
the goods are to be received (i) at the time and place at which the buyer 
is to receive delivery of the tangible documents or (ii) at the time the 
buyer is to receive delivery of the electronic documents and at the seller's 


place of business or if none, the seller's residence regardless-ef-vhere-the 
goods-are-to-be-received; 


; and 


(d) where the seller is required or authorized to ship the goods on 
credit the credit period runs from the time of shipment but post-dating 
the invoice or delaying its dispatch will correspondingly delay the start- 
ing of the credit period. 


Official Comment 
*k ok ck 


2. Paragraph (b) while providing for inspection by the buyer before he pays, protects the 
seller. He is not required to give up possession of the goods until he has received payment, 
here no credit has been contemplated by the parties. The seller may collect through a 
bank by a sight draft against an order bill of lading “hold until arrival; inspection allowed.” 
he obligations of the bank under such a provision are set forth in Part 5 of Article 4. 
Under subsection (c), in the absence of a credit term, the seller is permitted to ship under 
eservation and if he does payment is then due where and when the buyer is to receive 
delivery of the tangible documents of title. In the case of an electronic document of title, pay- 
ent is due when the buyer is to receive delivery of the electronic document and at the 
eller’s place of business, or if none, the seller’s residence. Delivery as to documents of title is 
tated in Article 1, Section 1-201. 
3. Unless otherwise agreed, the place for the reeeipt delivery of the documents and pay- 
ment is the buyer's city but the time for payment is only after arrival of the goods, since 
nder paragraph (b), and Sections 2-512 and 2-513 the buyer is under no duty to pay prior 
o inspection. Tender of a document of title requires that the seller be ready, willing and 
able to transfer possession of a tangible document of title or control of an electronic docu- 
ent of title to the buyer. 


$ 2-320. C.I.F. and C. & F. Terms. 


Official Comment 
kok k 
5. The seller is given the option of paying or providing for the payment of freight. He has 
no option to ship “freight collect” unless the agreement so provides. The rule of the common 
aw that the buyer need not pay the freight if the goods do not arrive is preserved. 
Unless the shipment has been sent “freight collect” the buyer is entitled to receive 
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documentary evidence that he is not obligated to pay the freight; the seller is therefore 
equired to obtain a receipt *showing that the freight has been paid or provided for." The 
usual notation in-the-approepriate-spaee on the bill of lading that the freight has been 
prepaid is a sufficient receipt, as at common law. The phrase “provided for" is intended to 
cover the frequent situation in which the carrier extends credit to a shipper for the freight 
on successive shipments and receives periodical payments of the accrued freight charges 
om him. 
Fe 


11. The buyer needs all of the documents required under a C.I.F. contract, in due form 
and , if a tangible document of title, with necessary endorsements, so that before the goods 
arrive he may deal with them by negotiating the documents or may obtain prompt posses- 
sion of the goods after their arrival. If the goods are lost or damaged in transit the docu- 
ments are necessary to enable him promptly to assert his remedy against the carrier or 
insurer. The seller is therefore obligated to do what is mercantilely reasonable in the cir- 
cumstances and should make every reasonable exertion to send forward the documents as 
soon as possible after the shipment. The requirement that the documents be forwarded 

ith “commercial promptness” expresses a more urgent need for action than that suggested 
by the phrase “reasonable time”. 

kok Ok 


$ 2-323. Form of Bill of Lading Required in Overseas Shipment; 
“Overseas”. 


(1) Where the contract contemplates overseas shipment and contains a 
erm C.I.F. or C. & F. or F.O.B. vessel, the seller unless otherwise agreed 

ust obtain a negotiable bill of lading stating that the goods have been 
loaded in board or, in the case of a term C.I.F. or C. & F., received for 
shipment. 


(2) Where in a case within subsection (1) a tangible bill of lading has 
been issued in a set of parts, unless otherwise agreed if the documents are 
not to be sent from abroad the buyer may demand tender of the full set; 
otherwise only one part of the bill of lading need be tendered. Even if the 
agreement expressly requires a full set 


(a) due tender of a single part is acceptable within the provisions o 
this Article on cure of improper delivery (subsection (1) of Section 2-508); 
and 


(b) even though the full set is demanded, if the documents are sent 
from abroad the person tendering an incomplete set may nevertheless 
require payment upon furnishing an indemnity which the buyer in good 


faith deems adequate. 
xX k * 


Offcial Comment 
x kK ck 


2. Subsection (2) deals with the problem of bills of lading covering deep water shipments, 
issued not as a single bill of lading but in a set of parts, each part referring to the other 
parts and the entire set constituting in commercial practice and at law a single bill o 
ading. Commercial practice in international commerce is to accept and pay against presen- 
ation of the first part of a set if the part is sent from overseas even though the contract o 
he buyer requires presentation of a full set of bills of lading provided adequate indemnity 
or the missing parts is forthcoming. In accord with the amendment to Section 7-304, bills 
of lading in a set are limited to tangible bills. 

koe 
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§ 2-401. Passing of Title; Reservation for Security; Limited 
Application of This Section. 

Each provision of this Article with regard to the rights, obligations and 
remedies of the seller, the buyer, purchasers or other third parties applies 
irrespective of title to the goods except where the provision refers to such 

itle. Insofar as situations are not covered by the other provisions of this 
Article and matters concerning title become material the following rules 
apply: 

(1) Title to goods cannot pass under a contract for sale prior to their 
identification to the contract (Section 2-501), and unless otherwise 
explicitly agreed the buyer acquires by their identification a special prop- 
erty as limited by this Act. Any retention or reservation by the seller of the 

itle (property) in goods shipped or delivered to the buyer is limited in ef- 

fect to a reservation of a security interest. Subject to these provisions and 
o the provisions of the Article on Secured Transactions (Article 9), title to 
goods passes from the seller to the buyer in any manner and on any condi- 
ions explicitly agreed on by the parties. 

(2) Unless otherwise explicitly agreed title passes to the buyer at the 

ime and place at which the seller completes his performance with refer- 
ence to the physical delivery of the goods, despite any reservation of a se- 
curity interest and even though a document of title is to be delivered at a 
different time or place; and in particular and despite any reservation of a 
security interest by the bill of lading 

(a) if the contract requires or authorizes the seller to send the goods to 


the buyer but does not require him to deliver them at destination, title 
passes to the buyer at the time and place of shipment; but 

(b) if the contract requires delivery at destination, title passes on ten- 
der there. 


(3) Unless otherwise explicitly agreed where delivery is to be made 

ithout moving the goods, 

(a) if the seller is to deliver a tangible document of title, title passes at 

the time when and the place where he delivers such documents and i 

the seller is to deliver an electronic document of title, title passes when 

the seller delivers the document; or 

(b) if the goods are at the time of contracting already identified and no 
documents of title are to be delivered, title passes at the time and place 
of contracting. 

(4) A rejection or other refusal by the buyer to receive or retain the 
goods, whether or not justified, or a justified revocation of acceptance 
revests title to the goods in the seller. Such revesting occurs by operation 
of law and is not a “sale”. 


Official Comment 
*k ok ok 


4. The factual situations in subsections (2) and (3) upon which passage of title turn actu- 
ally base the test upon the time when the seller has finally committed himself in regard to 
specific goods. Thus in a “shipment” contract he commits himself by the act of making the 
shipment. If shipment is not contemplated subsection (3) turns on the seller’s final commit- 
ment, i.e. the delivery of documents or the making of the contract. As to delivery of an 
electronic document of title, see definition of delivery in Article 1, Section 1-201. This Article 
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does not state a rule as to the place of title passage as to goods covered by an electronic doc- 
ument of title. 


$ 2-403. Power to Transfer; Good Faith Purchase of Goods; 
*Entrusting". 


Official Comment 
x ok ck 


2. The many particular situations in which a buyer in ordinary course of business from a 
dealer has been protected against reservation of property or other hidden interest are 
gathered by subsections (2)-(4) into a single principle protecting persons who buy in 
ordinary course out of inventory. Consignors have no reason to complain, nor have lenders 

ho hold a security interest in the inventory, since the very purpose of goods in inventory 
is to be turned into cash by sale. The principle is extended in subsection (3) to fit with the 
abolition of the old law of “cash sale” by subsection (1)(c). It is also freed from any technicali- 

ies depending on the extended law of larceny; such extension of the concept of theft to 
include trick, particular types of fraud, and the like is for the purpose of helping conviction 
of the offender; it has no proper application to the long-standing policy of civil protection o 
buyers from persons guilty of such trick or fraud. Finally, the policy is extended, in the 
interest of simplicity and sense, to any entrusting by a bailor; this is in consonance with 
he explicit provisions of Section 7-205 on the powers of a warehouseman who is also in the 
business of buying and selling fungible goods of the kind he warehouses stores. As to 
entrusting by a secured party, subsection (2) is limited by the more specific provisions o 
Section 9-320, which deny protection to a person buying farm products from a person 
engaged in farming operations. 

kok ok 


§ 2-503. Manner of Seller’s Tender of Delivery. 


C*EOck ck 


(a) tender requires that the seller either tender a negotiable document 
of title covering such goods or procure acknowledgment by the bailee o 
the buyer's right to possession of the goods; but 

(b) tender to the buyer of a non-negotiable document of title or of a 
written-direetion-te record directing the bailee to deliver is sufficient ten- 
der unless the buyer seasonably objects, and except as otherwise provided 
in Article 9 receipt by the bailee of notification of the buyer's rights fixes 
those rights as against the bailee and all third persons; but risk of loss 
of the goods and of any failure by the bailee to honor the non-negotiable 
document of title or to obey the direction remains on the seller until the 
buyer has had a reasonable time to present the document or direction, 
and a refusal by the bailee to honor the document or to obey the direc- 
tion defeats the tender. 

(5) Where the contract requires the seller to deliver documents 

(a) he must tender all such documents in correct form, except as 
provided in this Article with respect to bills of lading in a set (subsection 
(2) of Section 2-323); and 

(b) tender through customary banking channels is sufficient and dis- 
honor of a draft accompanying or associated with the documents consti- 
tutes non-acceptance or rejection. 


Official Comment 


1. The major general rules governing the manner of proper or due tender of delivery are 
gathered in this section. The term “tender” is used in this Article in two different senses. In 
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one sense it refers to “due tender” which contemplates an offer coupled with a present abil- 
ity to fulfill all the conditions resting on the tendering party and must be followed by actual 
performance if the other party shows himself ready to proceed. Unless the context 
nmistakably indicates otherwise this is the meaning of “tender” in this Article and the oc- 
casional addition of the word “due” is only for clarity and emphasis. At other times it is 
used to refer to an offer of goods or documents under a contract as if in fulfillment of its 
conditions even though there is a defect when measured against the contract obligation. 

sed in either sense, however, “tender” connotes such performance by the tendering party 
as puts the other party in default if he fails to proceed in some manner. These concepts of 
tender would apply to tender of either tangible or electronic documents of title. 

kok k 

7. Under subsection (5) documents are never “required” except where there is an express 
contract term or it is plainly implicit in the peculiar circumstances of the case or in a usage 
of trade. Documents may, of course, be “authorized” although not required, but such cases 
are not within the scope of this subsection. When documents are required, there are three 
main requirements of this subsection: (1) “All”: each required document is essential to a 
proper tender; (2) “Such”: the documents must be the ones actually required by the contract 
n terms of source and substance; (3) “Correct form”: All documents must be in correct 
orm. These requirements apply to both tangible and electronic documents of title. When ten- 
der is made through customary banking channels, a draft may accompany or be associated 
with a document of title. The language has been broadened to allow for drafts to be associ- 
ated with an electronic document of title. Compare Section 2-104(2) definition of financing 
agency. 

When a prescribed document cannot be procured, a question of fact arises under the pro- 
ision of this Article on substituted performance as to whether the agreed manner o 
delivery is actually commercially impracticable and whether the substitute is commercially 

easonable. 


§ 2-505. Seller's Shipment Under Reservation. 
(1) Where the seller has identified goods to the contract by or before 
shipment: 

(a) his procurement of a negotiable bill of lading to his own order or 
otherwise reserves in him a security interest in the goods. His procure- 
ment of the bill to the order of a financing agency or of the buyer 
indicates in addition only the seller's expectation of transferring that 
interest to the person named. 

(b) a non-negotiable bill of lading to himself or his nominee reserves 
possession of the goods as security but except in a case of conditional 
delivery (subsection (2) of Section 2-507) a non-negotiable bill of lading 
naming the buyer as consignee reserves no security interest even though 
the seller retains possession or control of the bill of lading. 

(2) When shipment by the seller with reservation of a security interest is 
in violation of the contract for sale it constitutes an improper contract for 
ransportation within the preceding section but impairs neither the rights 
given to the buyer by shipment and identification of the goods to the 
contract nor the seller's powers as a holder of a negotiable document o, 


Official Comment 
xX ok ck 


5. Under subsection (2) an improper reservation by the seller which would constitute a 
breach in no way impairs such of the buyer’s rights as result from identification of the 
goods. The security title reserved by the seller under subsection (1) does not protect his 

eg retaining possession or control of the document or the goods for the purpose o 
exacting more than is due him under the contract. 
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§ 2-506. Rights of Financing Agency. 


OK ck 


(2) The right to reimbursement of a financing agency which has in good 
faith honored or purchased the draft under commitment to or authority 
from the buyer is not impaired by subsequent discovery of defects with ref- 
erence to any relevant document which was apparently regular en itsfaee. 


Official Comment 
xX ok ck 


5. The deletion of the language “on its face” from subsection (2) is designed to accom- 
odate electronic documents of title without changing the requirement of regularity of the 
document. 


§ 2-509. Risk of Loss in The Absence of Breach. 


xX kK ck 


(2) Where the goods are held by a bailee to be delivered without being 
oved, the risk of loss passes to the buyer 

(a) on his receipt of possession or control of a negotiable document o 
title covering the goods; or 

(b) on acknowledgment by the bailee of the buyer’s right to possession 
of the goods; or 

(c) after his receipt of possession or control of a non-negotiable docu- 
ment of title or other written direction to deliver in a record, as provided 
in subsection (4)(b) of Section 2-503. 


ok ck 


Official Comment 
xX ok ck 


4. Where the agreement provides for delivery of the goods as between the buyer and 
seller without removal from the physical possession of a bailee, the provisions on manner o 
ender of delivery apply on the point of transfer of risk. Due delivery of a negotiable docu- 
ment of title covering the goods or acknowledgment by the bailee that he holds for the 
buyer completes the “delivery” and passes the risk. See definition of delivery in Article 1, 
ection 1-201 and the definition of control in Article 7, Section 7-106. 
kok k 


$ 2-513. Buyer's Right to Inspection of the Goods. 


Official Comment 
*k ok ck 


5. In the case of payment against documents, subsection (3) requires payment before 
inspection, since shipping documents against which payment is to be made will commonly 
ve-and be tendered while the goods are still in transit. This Article recognizes no excep- 

ion in any peculiar case in which the goods happen to arrive before the documents are 
tendered. However, where by the agreement payment is to await the arrival of the goods, 
inspection before payment becomes proper since the goods are then “available for 


able for inspection". Proof of usage is not necessary to establish this right, but if inspection 
before payment is disputed the contrary must be established by usage or by an explicit 
contract term to that effect. 

For the same reason, that the goods are available for inspection, a term calling for pay- 
ment against storage documents or a delivery order does not normally bar the buyer's right 
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o inspection before payment under subsection (3)(b). This result is reinforced by the 
buyer's right under subsection (1) to inspect goods which have been appropriated with no- 
ice to him. 


$ 2-605. Waiver of Buyer's Objections by Failure to Particularize. 
COR GE 


(2) Payment against documents made without reservation of rights 
precludes recovery of the payment for defects apparent en-the-faee-ef in 
he documents. 


Official Comment 
xX ok ck 


4. Subsection (2) applies to the particular case of documents the same principle which the 
section on effects of acceptance applies to the case of goods. The matter is dealt with in this 
section in terms of “waiver” of objections rather than of right to revoke acceptance, partly 

o avoid any confusion with the problems of acceptance of goods and partly because defects 
in documents which are not taken as grounds for rejection are generally minor ones. The 
only defects concerned in the present subsection are defects in the documents which are 
apparent. en-their-faee. This rule applies to both tangible and electronic documents of title. 

ere payment is required against the documents they must be inspected before payment, 
and the payment then constitutes acceptance of the documents. Under the section dealing 

ith this problem, such acceptance of the documents does not constitute an acceptance o 

he goods or impair any options or remedies of the buyer for their improper delivery. Where 
he documents are delivered without requiring such contemporary action as payment from 
he buyer, the reason of the next section on what constitutes acceptance of goods, applies. 

heir acceptance by non-objection is therefore postponed until after a reasonable time for 
heir inspection. In either situation, however, the buyer “waives” only what-is the defects 
apparent en-the-faee-ef in the documents. 


$ 2-705. Seller's Stoppage of Delivery in Transit or Otherwise. 
* Kk ck 


(2) As against such buyer the seller may stop delivery until 

(a) receipt of the goods by the buyer; or 

(b) acknowledgment to the buyer by any bailee of the goods except a 
carrier that the bailee holds the goods for the buyer; or 

(c) such acknowledgment to the buyer by a carrier by reshipment or as 
a warehouseman; or 

(d) negotiation to the buyer of any negotiable document of title cover- 
ing the goods. 

(3) (a) To stop delivery the seller must so notify as to enable the bailee 
by reasonable diligence to prevent delivery of the goods. 

(b) After such notification the bailee must hold and deliver the goods 
according to the directions of the seller but the seller is liable to the 
bailee for any ensuing charges or damages. 

(c) If a negotiable document of title has been issued for goods the 
bailee is not obliged to obey a notification to stop until surrender of pos- 
session or control of the document. 

(d) A carrier who has issued a non-negotiable bill of lading is not 
obliged to obey a notification to stop received from a person other than 
the consignor. 
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Official Comment 
xX ok ck 


3. A diversion of a shipment is not a “reshipment” under subsection (2)(c) when it is 
merely an incident to the original contract of transportation. Nor is the procurement o 
“exchange bills” of lading which change only the name of the consignee to that of the 
buyer's local agent but do not alter the destination of a reshipment. 

Acknowledgment by the carrier as a “warehouseman” within the meaning of this Article 
equires a contract of a truly different character from the original shipment, a contract not 
in extension of transit but as a warehouseman. 

4. Subsection (3)(c) makes the bailee’s obedience of a notification to stop conditional upon 
he surrender of possession or control of any outstanding negotiable document. 

kokok 


Amendments to Uniform Commercial Code Article 2A 


egislative Note: These amendments should be used if the jurisdiction has not yet adopted 
Amended Article 2A as approved in 2003. 


$ 2A-103. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires: 

(a) *Buyer in ordinary course of business" means a person who in good 
faith and without knowledge that the sale to him [or her] is in violation 
of the ownership rights or security interest or leasehold interest of a 
third party in the goods, buys in ordinary course from a person in the 
business of selling goods of that kind but does not include a pawnbroker. 
“Buying” may be for cash or by exchange of other property or on secured 
or unsecured credit and includes reeeiving acquiring goods or documents 
of title under a pre-existing contract for sale but does not include a 
transfer in bulk or as security for or in total or partial satisfaction of a 
money debt. 

xX ok ck 

(o) “Lessee in ordinary course of business” means a person who in 
good faith and without knowledge that the lease to him [or her] is in 
violation of the ownership rights or security interest or leasehold inter- 
est of a third party in the goods, leases in ordinary course from a person 
in the business of selling or leasing goods of that kind but does not 
include a pawnbroker. “Leasing” may be for cash or by exchange of other 
property or on secured or unsecured credit and includes receiving acquir- 
ing goods or documents of title under a pre-existing lease contract but 
does not include a transfer in bulk or as security for or in total or partial 


satisfaction of a money debt. 
xX ok E 


§ 2A-514. Waiver of Lessee’s Objections. 


xX kK ck 


(2) A lessee's failure to reserve rights when paying rent or other 
consideration against documents precludes recovery of the payment for 
defects apparent en-the-faee-of in the documents. 


$ 24-526. Lessor's Stoppage of Delivery in Transit or Otherwise. 
Bock ok 
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(2) In pursuing its remedies under subsection (1), the lessor may stop 
delivery until 
(a) receipt of the goods by the lessee; 
(b) acknowledgment to the lessee by any bailee of the goods, except a 
carrier, that the bailee holds the goods for the lessee; or 


(c) such an acknowledgment to the lessee by a carrier via reshipment 


or as a warehouseman. 
xX kK ck 


Amendments to Uniform Commercial Code Article 4 


$ 4-104. Definitions and Index of Definitions. 


xX ok * 
(c) “Control” as provided in Section 7-106 and the following definitions in 

other Articles apply to this Article: 

“Acceptance” Section 3-409 

“Alteration” Section 3-407 

“Cashier’s check” Section 3-104 

“Certificate of deposit” Section 3-104 

“Certified check” Section 3-409 

“Check” Section 3-104 

“Good faith” Section 3-103 

“Holder in due course” Section 3-302 

“Instrument” Section 3-104 

“Notice of dishonor” Section 3-503 

“Order” Section 3-103 

“Ordinary care” Section 3-103 

“Person entitled to enforce” Section 3-301 

“Presentment” Section 3-501 

“Promise” Section 3-103 

“Prove” Section 3-103 

“Teller’s check” Section 3-104 

“Unauthorized signature” Section 3-403 


Offcial Comment 
*k k ck 


5. Paragraph (a)(6): “Documentary draft" applies even though the documents do not ac- 
company the draft but are to be received by the drawee or other payor before acceptance or 
payment of the draft. Documents may be either in electronic or tangible form. See Article 5, 

ection 5-102, Comment 2 and Article 1, Section 1-201 (definition of “document of title”). 
kok k 


$ 4-210. Security Interest of Collecting Bank in Items, 
Accompanying Documents and Proceeds. 
(a) A collecting bank has a security interest in an item and any ac- 
companying documents or the proceeds of either: 
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(1) in case of an item deposited in an account, to the extent to which 
credit given for the item has been withdrawn or applied; 

(2) in case of an item for which it has given credit available for with- 
drawal as of right, to the extent of the credit given, whether or not the 
credit is drawn upon or there is a right of charge-back; or 

(3) if it makes an advance on or against the item. 

(b) If credit given for several items received at one time or pursuant to a 
single agreement is withdrawn or applied in part, the security interest 


of either. For the purpose of this section, credits first given are first 
ithdrawn. 

(c) Receipt by a collecting bank of a final settlement for an item is a 
realization on its security interest in the item, accompanying documents, 
and proceeds. So long as the bank does not receive final settlement for the 
item or give up possession of the item or possession or control of the ac- 
companying documents for purposes other than collection, the security 
interest continues to that extent and is subject to Article 9, but: 

(1) no security agreement is necessary to make the security interest 
enforceable (Section 9-203(b)(3)(A)); 
(2) no filing is required to perfect the security interest; and 


(3) the security interest has priority over conflicting perfected security 
interests in the item, accompanying documents, or proceeds. 


$ 4-501. Handling of Documentary Drafts; Duty to Send for 


Presentment and to Notify Customer of Dishonor. 
xX ok ok 


Official Comment 

This section states the duty of a bank handling a documentary draft for a customer. 
“Documentary draft” is defined in Section 4-104. The duty stated exists even if the bank 
has bought the draft. This is because to the customer the draft normally represents an 
underlying commercial transaction, and if that is not going through as planned the 
customer should know it promptly. An electronic document of title may be presented through 
allowing access to the document or delivery of the document. Article 1, Section 1-201 (defini- 
tion of “delivery”). 


§ 4-503. Responsibility of Presenting Bank for Documents and 
Goods; Report of Reasons for Dishonor; Referee in Case 
of Need. 


xX kK ck 


Official Comment 
1. This section states the rules governing, in the absence of instructions, the duty of the 
presenting bank in case either of honor or of dishonor of a documentary draft. The section 
should be read in connection with Section 2-514 on when documents are deliverable on ac- 
ceptance, when on payment. In the case of a dishonor of the draft, the bank, subject to 
ection 4-504, must return possession or control of the documents to its principal. 
2. If the draft is drawn under a letter of credit, Article 5 controls. See Sections 5-109 
hrough 5-114. 


UNIFORM OMMERCIAL UODE 
Amendments to Uniform Commercial Code Article 5 


§ 5-102. Definitions. 


xX kK ck 


Offcial Comment 
xX ok ck 


2. The definition of “document” contemplates and facilitates the growing recognition o 
electronic and other nonpaper media as “documents,” however, for the time being, data in 
hose media constitute documents only in certain circumstances. For example, a facsimile 
eceived by an issuer would be a document only if the letter of credit explicitly permitted it, 
if the standard practice authorized it and the letter did not prohibit it, or the agreement o 
he issuer and beneficiary permitted it. The fact that data transmitted in a nonpaper 
(unwritten) medium can be recorded on paper by a recipient's computer printer, facsimile 
machine, or the like does not under current practice render the data so transmitted a 
"document." A facsimile or S.W.I.F.T. message received directly by the issuer is in an 
electronic medium when it crosses the boundary of the issuer's place of business. One wish- 
ing to make a presentation by facsimile (an electronic medium) will have to procure the ex- 
plicit agreement of the issuer (assuming that the standard practice does not authorize it). 
Article 5 contemplates that electronic documents may be presented under a letter of credit. 
and the provisions of this Article should be read to apply to electronic documents as well as 
tangible documents. An electronic document of title is delivered through the voluntary 
transfer of control. Article 1, Section 1-201 (definition of *delivery"). See Article 7, Section 
7-106 on control of an electronic document. Where electronic transmissions are authorized 
either by the letter of credit nor by the practice, the beneficiary may transmit the data 
electronically to its agent who may be able to put it in written form and make a conforming 
presentation. Cf. Article 7, Section 7-105 on reissuing an electronic document in a tangible 

edium. 


$ 5-108. Issuer's Rights and Obligations. 


xX kK ck 


Offcial Comment 
x k ck 


2. Section 5-108(a) balances the need of the issuer for time to examine the documents 
against the possibility that the examiner (at the urging of the applicant or for fear that it 

ill not be reimbursed) will take excessive time to search for defects. What is a “reasonable 
ime” is not extended to accommodate an issuer’s procuring a waiver from the applicant. 
See Article 14c of the UCP. 

Under both the UCC and the UCP the issuer has a reasonable time to honor or give 
notice. The outside limit of that time is measured in business days under the UCC and in 
banking days under the UCP, a difference that will rarely be significant. Neither business 

or banking days are defined in Article 5, but a court may find useful analogies in Regula- 
ion CC, 12 CFR 229.2, in state law outside of the Uniform Commercial Code, and in 
Article 4. 

Examiners must note that the seven-day period is not a safe harbor. The time within 

hich the issuer must give notice is the lesser of a reasonable time or seven business days. 

here there are few documents (as, for example, with the mine run standby letter o 
credit), the reasonable time would be less than seven days. If more than a reasonable time 
is consumed in examination, no timely notice is possible. What is a “reasonable time” is to 
be determined by examining the behavior of those in the business of examining documents, 
mostly banks. Absent prior agreement of the issuer, one could not expect a bank issuer to 
examine documents while the beneficiary waited in the lobby if the normal practice was to 
give the documents to a person who had the opportunity to examine those together with 
many others in an orderly process. That the applicant has not yet paid the issuer or that 
he applicant's account with the issuer is insufficient to cover the amount of the draft is not 
a basis for extension of the time period. 
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This section does not preclude the issuer from contacting the applicant during its exami- 
ation; however, the decision to honor rests with the issuer, and it has no duty to seek a 
aiver from the applicant or to notify the applicant of receipt of the documents. If the is- 

suer dishonors a conforming presentation, the beneficiary will be entitled to the remedies 
nder Section 5-111, irrespective of the applicant's views. 

Even though the person to whom presentation is made cannot conduct a reasonable ex- 
amination of documents within the time after presentation and before the expiration date, 
presentation establishes the parties' rights. The beneficiary's right to honor or the issuer's 

ight to dishonor arises upon presentation at the place provided in the letter of credit even 
hough it might take the person to whom presentation has been made several days to 
determine whether honor or dishonor is the proper course. The issuer's time for honor or 
giving notice of dishonor may be extended or shortened by a term in the letter of credit. 
he time for the issuer's performance may be otherwise modified or waived in accordance 

ith Section 5-106. 

The issuer's time to inspect runs from the time of its “receipt of documents." Documents 
are considered to be received only when they are received at the place specified for presen- 
ation by the issuer or other party to whom presentation is made. *Receipt of documents" 
when documents of title are presented must be read in light of the definition of *delivery" in 
Article 1, Section 1-201 and the definition of “presentment” in Section 5-102(a)(12). 

Failure of the issuer to act within the time permitted by subsection (b) constitutes 
dishonor. Because of the preclusion in subsection (c) and the liability that the issuer may 
incur under Section 5-111 for wrongful dishonor, the effect of such a silent dishonor may 
ultimately be the same as though the issuer had honored, i.e., it may owe damages in the 
amount drawn but unpaid under the letter of credit. 

kok k 


13. The last clause of Section 5-108(i)(5) deals with a special case in which the fraud is 
ot committed by the beneficiary, but is committed by a stranger to the transaction who 
orges the beneficiary's signature. If the issuer pays against documents on which a required 

signature of the beneficiary is forged, it remains liable to the true beneficiary. This principle 
is applicable to both electronic and tangible documents. 
kok k 


$ 5-113. Transfer by Operation of Law. 


xX kK ck 


Official Comment 

This section affirms the result in Pastor v. Nat. Republic Bank of Chicago, 76 Ill.2d 139, 
390 N.E.2d 894 (Ill. 1979) and Federal Deposit Insurance Co. v. Bank of Boulder, 911 F.2d 
1466 (10th Cir. 1990). Both electronic and tangible documents may be signed. 

An issuer's requirements for recognition of a successor's status might include presenta- 
ion of a certificate of merger, a court order appointing a bankruptcy trustee or receiver, a 
certificate of appointment as bankruptcy trustee, or the like. The issuer is entitled to rely 
upon such documents which on their face demonstrate that presentation is made by a suc- 
cessor of a beneficiary. It is not obliged to make an independent investigation to determine 
he fact of succession. 


Amendments to Uniform Commercial Code Article 8 


$ 8-103. Rules for Determining Whether Certain Obligations and 


Interests are Securities or Financial Assets. 
xX ok ck 


(g) A document of title is not a financial asset unless Section 8-102(a)(9) 
(tit) applies. 
Official Comment 
xX ok * 


8. Subsection (g) allows a document of title to be a financial asset and thus subject to the 
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indirect holding system rules of Part 5 only to the extent that the intermediary and the 
person entitled under the document agree to do so. This is to prevent the inadvertent ap- 
plication of the Part 5 rules to intermediaries who may hold either electronic or tangible 
documents of title. 


Amendments to Uniform Commercial Code Article 9 


§ 9-102. Definitions and Index of Definitions. 
(a) [Article 9 definitions.] In this article: 


xX kK ck 


(30) “Document” means a document of title or a receipt of the type 
described in Section +2042) 7-201). 


xX ok * 
(b) [Definitions in other articles.] “Control” as provided in Section 7-106 
and the following definitions in other articles apply to this article: 
“Applicant”. Section 5-102. 
“Beneficiary”. Section 5-102. 
“Broker”. Section 8-102. 
“Certificated security”. Section 8-102. 
“Check”. Section 3-104. 
“Clearing corporation”. Section 8-102. 
“Contract for sale”. Section 2-106. 
“Customer”. Section 4-104. 
“Entitlement holder”. Section 8-102. 
“Financial asset”. Section 8-102. 
“Holder in due course”. Section 3-302. 
“Issuer” (with respect to a letter of credit or letter-of-credit right). 
Section 5-102. 
“Issuer” (with respect to a security). Section 8-201. 
“Issuer” (with respect to documents of title). Section 7-102. 
“Lease”. Section 2A-103. 
“Lease agreement". Section 2A-103. 
“Lease contract”. Section 2A-103. 
“Leasehold interest". Section 2A-103. 
“Lessee”. Section 2A-108. 
“Lessee in ordinary course of business". Section 24-108. 
“Lessor”. Section 24-108. 
“Lessor’s residual interest". Section 2A-1038. 
“Letter of credit". Section 5-102. 
“Merchant”. Section 2-104. 
“Negotiable instrument”. Section 3-104. 
“Nominated person”. Section 5-102. 
“Note”. Section 3-104. 
“Proceeds of a letter of credit”. Section 5-114. 
“Prove”. Section 3-103. 
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*Sale". Section 2-106. 

"Securities account". Section 8-501. 
"Securities intermediary". Section 8-102. 
“Security”. Section 8-102. 

“Security certificate". Section 8-102. 
“Security entitlement”. Section 8-102. 
“Uncertificated security”. Section 8-102. 


Official Comment 
*k ok OK 


16. “Document. R The definition of “document” ł 
RS Section 


istinehanged in substance from the eorre- 
former 9-1-05- incorporates both tangible and electronic 
documents of title. See Section 1-201(15)[1-201(b)16] and Comment 15 [16]. 
egislative Note: Former Article 1 defined document of title in section 1-201(15) and ac- 
ompanying comment 15. Revised Article 1 defines document of title in Section 1-201(b)(16) 
and accompanying comment 16. Cross references should be adapted depending upon which 
version of Article 1 is in force in the jurisdiction. 


$ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Supporting Obligations; Formal Requisites. 
xX ok x 
(b) [Enforceability.] Except as otherwise provided in subsections (c) 
hrough (i) a security interest is enforceable against the debtor and third 
parties with respect to the collateral only if : 
(1) value has been given; 
(2) the debtor has rights in the collateral or the power to transfer 
rights in the collateral to a secured party; and 
(3) one of the following conditions is met: 

(A) the debtor has authenticated a security agreement that provides 
a description of the collateral and, if the security interest covers timber 
to be cut, a description of the land concerned; 

(B) the collateral is not a certificated security and is in the posses- 
sion of the secured party under Section 9-313 pursuant to the debtor's 
security agreement; 

(C) the collateral is a certificated security in registered form and the 
security certificate has been delivered to the secured party under 
Section 8-301 pursuant to the debtor's security agreement; or 

(D) the collateral is deposit accounts, electronic chattel paper, invest- 
ment property, or letter-of-credit rights, or electronic documents, and 
the secured party has control under Section 7-106, 9-104, 9-105, 9-106, 


or 9-107 pursuant to the debtor's security agreement. 
xX ck * 


Offcial Comment 
xX k ck 


4. Possession, Delivery, or Control Pursuant to Security Agreement. The other 
alternatives in subsection (b)(3) dispense with the requirement of an authenticated security 
agreement and provide alternative evidentiary tests. Under paragraph (3)(B), the secured 
party's possession substitutes for the debtor's authentication under paragraph (3)(A) if the 
secured party's possession is “pursuant to the debtor's security agreement." That phrase 

efers to the debtor's agreement to the secured party's possession for the purpose of creat- 
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ing a security interest. The phrase should not be confused with the phrase “debtor has 
authenticated a security agreement,” used in paragraph (3)(A), which contemplates the 
debtor’s authentication of a record. In the unlikely event that possession is obtained 

ithout the debtor’s agreement, possession would not suffice as a substitute for an 
authenticated security agreement. However, once the security interest has become enforce- 
able and has attached, it is not impaired by the fact that the secured party’s possession is 
maintained without the agreement of a subsequent debtor (e.g., a transferee). Possession as 
contemplated by Section 9-313 is possession for purposes of subsection (b)(3)(B), even 
hough it may not constitute possession “pursuant to the debtor’s agreement” and 
consequently might not serve as a substitute for an authenticated security agreement 
under subsection (b)(3)(A). Subsection (b)(38)(C) provides that delivery of a certificated secu- 
ity to the secured party under Section 8-301 pursuant to the debtor’s security agreement 
is sufficient as a substitute for an authenticated security agreement. Similarly, under 
subsection (b)(3)(D), control of investment property, a deposit account, electronic chattel 
paper, er a letter-of-credit right, or electronic documents satisfies the evidentiary test i 
control is pursuant to the debtor's security agreement. 

kok k 


$ 9-207. Rights and Duties of Secured Party Having Possession or 
Control of Collateral. 


xX kK ck 


(c) [Duties and rights when secured party in possession or 
ontrol.] Except as otherwise provided in subsection (d), a secured party 
having possession of collateral or control of collateral under Section 7-106, 
9-104, 9-105, 9-106, or 9-107: 
(1) may hold as additional security any proceeds, except money or 
funds, received from the collateral; 
(2) shall apply money or funds received from the collateral to reduce 
the secured obligation, unless remitted to the debtor; and 


(3) may create a security interest in the collateral. 
*k ck oO 


§ 9-208. Additional Duties of Secured Party Having Control of 
Collateral. 


(a) [Applicability of section.] This section applies to cases in which 
here is no outstanding secured obligation and the secured party is not 
committed to make advances, incur obligations, or otherwise give value. 

(b) [Duties of secured party after receiving demand from debtor.] 

ithin 10 days after receiving an authenticated demand by the debtor: 

(1) a secured party having control of a deposit account under Section 
9-104(a)(2) shall send to the bank with which the deposit account is 
maintained an authenticated statement that releases the bank from any 
further obligation to comply with instructions originated by the secured 
party; 

(2) a secured party having control of a deposit account under Section 
9-104(a)(3) shall: 

(A) pay the debtor the balance on deposit in the deposit account; or 
(B) transfer the balance on deposit into a deposit account in the 
debtor’s name; 

(3) a secured party, other than a buyer, having control of electronic 
chattel paper under Section 9-105 shall: 
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(A) communicate the authoritative copy of the electronic chattel 
paper to the debtor or its designated custodian; 

(B) if the debtor designates a custodian that is the designated 
custodian with which the authoritative copy of the electronic chattel 
paper is maintained for the secured party, communicate to the 
custodian an authenticated record releasing the designated custodian 
from any further obligation to comply with instructions originated by 
the secured party and instructing the custodian to comply with instruc- 
tions originated by the debtor; and 

(C) take appropriate action to enable the debtor or its designated 
custodian to make copies of or revisions to the authoritative copy 
which add or change an identified assignee of the authoritative copy 
without the consent of the secured party; 

(4) a secured party having control of investment property under Section 
8-106(d)(2) or 9-106(b) shall send to the securities intermediary or com- 
modity intermediary with which the security entitlement or commodity 
contract is maintained an authenticated record that releases the securi- 
ties intermediary or commodity intermediary from any further obliga- 
tion to comply with entitlement orders or directions originated by the 
secured party; and 

(5) a secured party having control of a letter-of-credit right under 
Section 9-107 shall send to each person having an unfulfilled obligation 
to pay or deliver proceeds of the letter of credit to the secured party an 
authenticated release from any further obligation to pay or deliver 
proceeds of the letter of credit to the secured party; and 


(6) a secured party having control of an electronic document shall: 


(A) give control of the electronic document to the debtor or its 
designated custodian; 


(B) if the debtor designates a custodian that is the designated 
custodian with which the authoritative copy of the electronic document 
is maintained for the secured party, communicate to the custodian an 
authenticated record releasing the designated custodian from any fur- 
ther obligation to comply with instructions originated by the secured 
party and instructing the custodian to comply with instructions 
originated by the debtor; and 


(C) take appropriate action to enable the debtor or its designated 
custodian to make copies of or revisions to the authoritative copy which 
add or change an identified assignee of the authoritative copy without 
the consent of the secured party. 


Official Comment 
xX ok ck 


2. Scope and Purpose. This section imposes duties on a secured party who has control 
of a deposit account, electronic chattel paper, investment property, er a letter-of-credit 
ight, or electronic documents of title. The duty to terminate the secured party’s control is 
analogous to the duty to file a termination statement, imposed by Section 9-513. Under 
subsection (a), it applies only when there is no outstanding secured obligation and the 
secured party is not committed to give value. The requirements of this section can be 
aried by agreement under Section 1-102(3). For example, a debtor could by contract agree 
hat the secured party may comply with subsection (b) by releasing control more than 10 
days after demand. Also, duties under this section should not be read to conflict with the 
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erms of the collateral itself. For example, if the collateral is a time deposit account, subsec- 
ion (b)(2) should not require a secured party with control to make an early withdrawal o 
he funds (assuming that were possible) in order to pay them over to the debtor or put 
hem in an account in the debtor’s name. 

kok Ok 


§ 9-301. Law Governing Perfection and Priority of Security 
Interests. 
Except as otherwise provided in Sections 9-303 through 9-306, the fol- 
lowing rules determine the law governing perfection, the effect of perfec- 
ion or nonperfection, and the priority of a security interest in collateral: 

(1) Except as otherwise provided in this section, while a debtor is lo- 
cated in a jurisdiction, the local law of that jurisdiction governs perfec- 
tion, the effect of perfection or nonperfection, and the priority of a secu- 
rity interest in collateral. 

(2) While collateral is located in a jurisdiction, the local law of that ju- 
risdiction governs perfection, the effect of perfection or nonperfection, 
and the priority of a possessory security interest in that collateral. 

(3) Except as otherwise provided in paragraph (4), while tangible ne- 
gotiable documents, goods, instruments, money, or tangible chattel paper 
is located in a jurisdiction, the local law of that jurisdiction governs: 

(A) perfection of a security interest in the goods by filing a fixture 
filing; 
(B) perfection of a security interest in timber to be cut; and 


(C) the effect of perfection or nonperfection and the priority of a 
nonpossessory security interest in the collateral. 
(4) The local law of the jurisdiction in which the wellhead or minehead 
is located governs perfection, the effect of perfection or nonperfection, 
and the priority of a security interest in as-extracted collateral. 


Official Comment 
xX ok ck 


5. Law Governing Perfection: Exceptions. The general rule is subject to several 
exceptions. It does not apply to goods covered by a certificate of title (see Section 9-303), de- 
posit accounts (see Section 9-304), investment property (see Section 9-305), or letter-of- 
credit rights (see Section 9-306). Nor does it apply to possessory security interests, i.e., se- 
curity interests that the secured party has perfected by taking possession of the collateral 
(see paragraph (2)), security interests perfected by filing a fixture filing (see subparagraph 
(3)(A)), security interests in timber to be cut (subparagraph (3)(B)), or security interests in 
as-extracted collateral (see paragraph (4)). 

a. Possessory Security Interests. Paragraph (2) applies to possessory security interests 
and provides that perfection is governed by the local law of the jurisdiction in which the 
collateral is located. This is the rule of former Section 9-103(1)(b), except paragraph (2) 
eliminates the troublesome “last event" test of former law. 

The distinction between nonpossessory and possessory security interests creates the 
potential for the same jurisdiction to apply two different choice-of-law rules to determine 
perfection in the same collateral. For example, were a secured party in possession of an 
instrument or a tangible document to relinquish possession in reliance on temporary 
perfection, the applicable law immediately would change from that of the location of the 
collateral to that of the location of the debtor. The applicability of two different choice-of- 
aw rules for perfection is unlikely to lead to any material practical problems. The perfec- 

ion rules of one Article 9 jurisdiction are likely to be identical to those of another. More- 
over, under paragraph (3), the relative priority of competing security interests in tangible 
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collateral is resolved by reference to the law of the jurisdiction in which the collateral is lo- 


cated, regardless of how the security interests are perfected. 
kok k 


7. Law Governing Effect of Perfection and Priority: Goods, Documents, Instru- 
ents, Money, Negotiable Documents, and Tangible Chattel Paper. Under former 
Section 9-103, the law of a single jurisdiction governed both questions of perfection and 
hose of priority. This Article generally adopts that approach. See paragraph (1). But the 
approach may create problems if the debtor and collateral are located in different 
jurisdictions. For example, assume a security interest in equipment located in Pennsylvania 
is perfected by filing in Illinois, where the debtor is located. If the law of the jurisdiction in 
hich the debtor is located were to govern priority, then the priority of an execution lien on| 
goods located in Pennsylvania would be governed by rules enacted by the Illinois legislature. 
To address this problem, paragraph (3)(C) divorces questions of perfection from questions 
of "the effect of perfection or nonperfection and the priority of a security interest." Under 
paragraph (3)(C), the rights of competing claimants to tangible collateral are resolved by 
eference to the law of the jurisdiction in which the collateral is located. A similar bifurca- 
ion applied to security interests in investment property under former Section 9-103(6). See 
Section 9-305. 

Paragraph (3)(C) applies the law of the situs to determine priority only with respect to 
goods (including fixtures), instruments, money, tangible negotiable documents, and tangible 
chattel paper. Compare former Section 9-103(1), which applied the law of the location o 

he collateral to documents, instruments, and “ordinary” (as opposed to *mobile") goods. 
his Article does not distinguish among types of goods. The ordinary/mobile goods distinc- 
ion appears to address concerns about where to file and search, rather than concerns 
about priority. There is no reason to preserve this distinction under the bifurcated approach. 

Particularly serious confusion may arise when the choice-of-law rules of a given jurisdic- 

ion result in each of two competing security interests in the same collateral being governed 
by a different priority rule. The potential for this confusion existed under former Section 
9-103(4) with respect to chattel paper: Perfection by possession was governed by the law o 
he location of the paper, whereas perfection by filing was governed by the law of the loca- 
ion of the debtor. Consider the mess that would have been created if the language or inter- 
pretation of former Section 9-308 were to differ in the two relevant States, or if one of the 
elevant jurisdictions (e.g., a foreign country) had not adopted Article 9. The potential for 
confusion could have been exacerbated when a secured party perfected both by taking pos- 
session in the State where the collateral is located (State A) and by filing in the State 

here the debtor is located (State B)—a common practice for some chattel paper financers. 
By providing that the law of the jurisdiction in which the collateral is located governs prior- 
ity, paragraph (3) substantially diminishes this problem. 
kok k 


$ 9-308. When Security Interest or Agricultural Lien Is Perfected; 
Continuity of Perfection. 


Offcial Comment 
X k ck 


4. Continuous Perfection. The following example illustrates the operation of subsec- 
ion (c): 

Example 1: Debtor, an importer, creates a security interest in goods that it imports 
and the documents of title that cover the goods. The secured party, Bank, takes posses- 
sion of a tangible negotiable bill of lading covering certain imported goods and thereby 
perfects its security interest in the bill of lading and the goods. See Sections 9-313(a), 
9-312(c)(1). Bank releases the bill of lading to the debtor for the purpose of procuring the 
goods from the carrier and selling them. Under Section 9-312(f), Bank continues to have 
a perfected security interest in the document and goods for 20 days. Bank files a financ- 
ing statement covering the collateral before the expiration of the 20-day period. Its secu- 
rity interest now continues perfected for as long as the filing is good. 

If the successive stages of Bank’s security interest succeed each other without an 
intervening gap, the security interest is “perfected continuously,” and the date of perfection 
is when the security interest first became perfected (i.e., when Bank received possession o 
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he tangible bill of lading). If, however, there is a gap between stages—for example, if Bank 
does not file until after the expiration of the 20-day period specified in Section 9-312(f) and 
eaves the collateral in the debtor’s possession—then, the chain being broken, the perfec- 
ion is no longer continuous. The date of perfection would now be the date of filing (after 
expiration of the 20-day period). Bank’s security interest would be vulnerable to any 
interests arising during the gap period which under Section 9-317 take priority over an 


unperfected security interest. 
kokok 


$ 9-310. When Filing Required to Perfect Security Interest or 
Agricultural Lien; Security Interests and Agricultural 
Liens to Which Filing Provisions Do Not Apply. 
LIE M: 
(b) [Exceptions: filing not necessary.] The filing of a financing state- 
ent is not necessary to perfect a security interest: 

(1) that is perfected under Section 9-308(d), (e), (£), or (g); 

(2) that is perfected under Section 9-309 when it attaches; 

(3) in property subject to a statute, regulation, or treaty described in 
Section 9-311(a); 

(4) in goods in possession of a bailee which is perfected under Section 
9-312(d)(1) or (2); 

(5) in certificated securities, documents, goods, or instruments which 
d dou without filing, control, or possession under Section 9-312(e), 

; or (8); 

(6) in collateral in the secured party's possession under Section 9-313; 

(7) in a certificated security which is perfected by delivery of the secu- 
rity certificate to the secured party under Section 9-313; 

(8) in deposit accounts, electronic chattel paper, electronic documents, 
investment property, or letter-of-credit rights which is perfected by 
control under Section 9-314; 

(9) in proceeds which is perfected under Section 9-315; or 

(10) that is perfected under Section 9-316. 


$ 9-312. Perfection of Security Interests in Chattel Paper, Deposit 
Accounts, Documents, Goods Covered by Documents, 
Instruments, Investment Property, Letter-of-Credit 
Rights, and Money; Perfection by Permissive Filing; 
Temporary Perfection Without Filing or Transfer of 
Possession. 


xX kK ck 


(e) [Temporary perfection: new value.] A security interest in 
certificated securities, negotiable documents, or instruments is perfected 
ithout filing or the taking of possession or control for a period of 20 days 
from the time it attaches to the extent that it arises for new value given 


nder an authenticated security agreement. 
xX k OK 


Offcial Comment 
*k k ck 


3. Chattel Paper; Negotiable Documents. Subsection (a) further provides that filing 
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is available as a method of perfection for security interests in chattel paper and negotiable 
documents. Tangible chattel paper is sometimes delivered to the assignee, and sometimes 
eft in the hands of the assignor for collection. Subsection (a) allows the assignee to perfect 
its security interest by filing in the latter case. Alternatively, the assignee may perfect by 
aking possession. See Section 9-313(a). An assignee of electronic chattel paper may perfect 
by taking control. See Sections 9-314(a), 9-105. The security interest of an assignee who 
akes possession or control may qualify for priority over a competing security interest 
perfected by filing. See Section 9-330. 

Negotiable documents may be, and usually are, delivered to the secured party. See 
Article 1, Section 1-201 (definition of “delivery”). The secured party's taking possession of a 
tangible document or control of an electronic document will suffice as a perfection step. See 
Sections 9-313(a), 9-314 and 7-106. However, as is the case with chattel paper, a securit 
interest in a negotiable document may be perfected by filing. 

kok k 


7. Goods Covered by Document of Title. Subsection (c) applies to goods in the posses- 
sion of a bailee who has issued a negotiable document covering the goods. Subsection (d) 
applies to goods in the possession of a bailee who has issued a nonnegotiable document o 

itle, including a document of title that is “non-negotiable” under Section 7-104. Section 
9-313 governs perfection of a security interest in goods in the possession of a bailee who 
has not issued a document of title. 

Subsection (c) clarifies the perfection and priority rules in former Section 9-304(2). Con- 
sistently with the provisions of Article 7, subsection (c) takes the position that, as long as a 
negotiable document covering goods is outstanding, title to the goods is, so to say, locked up 
in the document. Accordingly, a security interest in goods covered by a negotiable document 
may be perfected by perfecting a security interest in the document. The security interest 
also may be perfected by another method, e.g., by filing. The priority rule in subsection (c) 
governs only priority between (i) a security interest in goods which is perfected by perfect- 
ing in the document and (ii) a security interest in the goods which becomes perfected by an- 
other method while the goods are covered by the document. 

Example 1: While wheat is in a grain elevator and covered by a negotiable 
warehouse receipt, Debtor creates a security interest in the wheat in favor of SP-1 and 
SP-2. SP-1 perfects by filing a financing statement covering ^wheat." Thereafter, SP-2 
perfects by filing a financing statement describing the warehouse receipt. Subsection 
(c)(1) provides that SP-2’s security interest is perfected. Subsection (c)(2) provides that 
SP-2’s security interest is senior to SP-1’s. 

Example 2: The facts are as in Example 1, but SP-1’s security interest attached and 
was perfected before the goods were delivered to the grain elevator. Subsection (c)(2) does 
not apply, because SP-1’s security interest did not become perfected during the time that 
the wheat was in the possession of a bailee. Rather, the first-to-file-or-perfect priority 
rule applies. See Sections 9-322 and 7-503. 

A secured party may become “a holder to whom a negotiable document of title has been 
duly negotiated” under Section 7-501. If so, the secured party acquires the rights specified 
by Article 7. Article 9 does not limit those rights, which may include the right to priority 
over an earlier-perfected security interest. See Section 9-331(a). 

Subsection (d) takes a different approach to the problem of goods covered by a nonnego- 
iable document. Here, title to the goods is not looked on as being locked up in the docu- 
ment, and the secured party may perfect its security interest directly in the goods by filing 
as to them. The subsection provides two other methods of perfection: issuance of the docu- 
ment in the secured party’s name (as consignee of a straight bill of lading or the person to 
hom delivery would be made under a non-negotiable warehouse receipt) and receipt o 
notification of the secured party’s interest by the bailee. Perfection under subsection (d) oc- 
curs when the bailee receives notification of the secured party’s interest in the goods, 
egardless of who sends the notification. Receipt of notification is effective to perfect, 
egardless of whether the bailee responds. Unlike former Section 9-304(3), from which it 
derives, subsection (d) does not apply to goods in the possession of a bailee who has not is- 
sued a document of title. Section 9-313(c) covers that case and provides that perfection by 

possession as to goods not covered by a document requires the bailee’s acknowledgment. 

8. Temporary Perfection Without Having First Otherwise Perfected. Subsection 
(e) follows former Section 9-304(4) in giving perfected status to security interests in 
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here has been no filing and the collateral is in the debtor’s possession or control. The 20- 

day temporary perfection runs from the date of attachment. There is no limitation on the 
purpose for which the debtor is in possession, but the secured party must have given “new 
alue” (defined in Section 9-102) under an authenticated security agreement. 

9. Maintaining Perfection After Surrendering Possession. There are a variety of le- 
gitimate reasons—many of them are described in subsections (f) and (g)—why certain types 
of collateral must be released temporarily to a debtor. No useful purpose would be served 
by cluttering the files with records of such exceedingly short term transactions. 

Subsection (f) affords the possibility of 20-day perfection in negotiable documents and 
goods in the possession of a bailee but not covered by a negotiable document. Subsection (g) 
provides for 20-day perfection in certificated securities and instruments. These subsections 
derive from former Section 9-305(5). However, the period of temporary perfection has been 

educed from 21 to 20 days, which is the time period generally applicable in this Article, 
and “enforcement” has been added in subsection (g) as one of the special and limited 
purposes for which a secured party can release an instrument or certificated security to the 
debtor and still remain perfected. The period of temporary perfection runs from the date a 
secured party who already has a perfected security interest turns over the collateral to the 
debtor. There is no new value requirement, but the turnover must be for one or more of the 
purposes stated in subsection (f) or (g). The 20-day period may be extended by perfecting as 
o the collateral by another method before the period expires. However, if the security 
interest is not perfected by another method until after the 20-day period expires, there will 
be a gap during which the security interest is unperfected. 

Temporary perfection extends only to the negotiable document or goods under subsection 
(f) and only to the certificated security or instrument under subsection (g). It does not 
extend to proceeds. If the collateral is sold, the security interest will continue in the 
proceeds for the period specified in Section 9-315. 

Subsections (f) and (g) deal only with perfection. Other sections of this Article govern the 
priority of a security interest in goods after surrender of possession or control of the docu- 
ment covering them. In the case of a purchase-money security interest in inventory, prior- 
ity may be conditioned upon giving notification to a prior inventory financer. See Section 
9-324. 


§ 9-313. When Possession by or Delivery to Secured Party 
Perfects Security Interest Without Filing. 
(a) [Perfection by possession or delivery.] Except as otherwise 
provided in subsection (b), a secured party may perfect a security interest 
in tangible negotiable documents, goods, instruments, money, or tangible 


perfect a security interest in certificated securities by taking delivery o 


he certificated securities under Section 8-301. 
*k ok ck 


Official Comment 
*k ok ck 


2. Perfection by Possession. As under the common law of pledge, no filing is required 
by this Article to perfect a security interest if the secured party takes possession of the 
collateral. See Section 9-310(b)(6). 

This section permits a security interest to be perfected by the taking of possession only 

hen the collateral is goods, instruments, tangible negotiable documents, money, or 

angible chattel paper. Accounts, commercial tort claims, deposit accounts, investment 
property, letter-of-credit rights, letters of credit, and oil, gas, or other minerals before 
extraction are excluded. (But see Comment 6, below, regarding certificated securities.) A se- 
curity interest in accounts and payment intangibles—property not ordinarily represented 
by any writing whose delivery operates to transfer the right to payment—may under this 

rticle be perfected only by filing. This rule would not be affected by the fact that a security 
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agreement or other record described the assignment of such collateral as a *pledge." Section 
9-309(2) exempts from filing certain assignments of accounts or payment intangibles which 
are out of the ordinary course of financing. These exempted assignments are perfected 

hen they attach. Similarly, under Section 9-309(3), sales of payment intangibles are 
automatically perfected. 


$ 9-314. Perfection by Control. 

(a) [Perfection by control.] A security interest in investment property, 
deposit accounts, letter-of-credit rights, er electronic chattel paper, or 
lectronic documents may be perfected by control of the collateral under 
Section 7-106, 9-104, 9-105, 9-106, or 9-107. 

(b) [Specified collateral: time of perfection by control; continua- 
ion of perfection.] A security interest in deposit accounts, electronic 
chattel paper, er letter-of-credit rights, or electronic documents is perfected 
by control under Section 7-106, 9-104, 9-105, or 9-107 when the secured 
party obtains control and remains perfected by control only while the 
secured party retains control. 

(c) [Investment property: time of perfection by control; continua- 
ion of perfection.] A security interest in investment property is 
perfected by control under Section 9-106 from the time the secured party 
obtains control and remains perfected by control until: 


(1) the secured party does not have control; and 
(2) one of the following occurs: 


(A) if the collateral is a certificated security, the debtor has or 
acquires possession of the security certificate; 


(B) if the collateral is an uncertificated security, the issuer has 
registered or registers the debtor as the registered owner; or 


(C) if the collateral is a security entitlement, the debtor is or becomes 
the entitlement holder. 


Official Comment 
*k ok ck 


2. Control. This section provides for perfection by control with respect to investment 
property, deposit accounts, letter-of-credit rights, and electronic chattel paper, and 
electronic documents. For explanations of how a secured party takes control of these types 
of collateral, see Sections 9-104 through 9-107 and Section 7-106. Subsection (b) explains 

hen a security interest is perfected by control and how long a security interest remains 
perfected by control. Like Section 9-313(d) and for the same reasons, subsection (b) makes 
no reference to the doctrine of “relation back." See Section 9-313, Comment 5. As to an 
electronic document that is reissued in a tangible medium, Section 7-105, a secured party 
that is perfected by control in the electronic document should file as to the document before 

elinquishing control in order to maintain continuous perfection in the document. See 

ection 9-308. 


$ 9-317. Interests That Take Priority Over or Take Free of 


Security Interest or Agricultural Lien. 
* Kk ok 


(b) [Buyers that receive delivery.] Except as otherwise provided in 
subsection (e), a buyer, other than a secured party, of tangible chattel 
paper, tangible documents, goods, instruments, or a security certificate 

akes free of a security interest or agricultural lien if the buyer gives value 
and receives delivery of the collateral without knowledge of the security 
interest or agricultural lien and before it is perfected. 
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subsection (e), a lessee of goods takes free of a security interest or agricul- 
ural lien if the lessee gives value and receives delivery of the collateral 

ithout knowledge of the security interest or agricultural lien and before 
it is perfected. 


(d) [Licensees and buyers of certain collateral.] A licensee of a gen- 
eral intangible or a buyer, other than a secured party, of accounts, 
electronic chattel paper, electronic documents, general intangibles, or 
investment property other than a certificated security takes free of a secu- 
rity interest if the licensee or buyer gives value without knowledge of the 


security interest and before it is perfected. 
xX k * 


Offcial Comment 
*k kK ck 


6. Purchasers Other Than Secured Parties. Subsections (b), (c), and (d) afford prior- 
ity over an unperfected security interest to certain purchasers (other than secured parties) 
of collateral. They derive from former Sections 9-301(1)(c), 2A-307(2), and 9-301(d). Former 
Section 9-301(1)(c) and (1)(d) provided that unperfected security interests are “subordinate” 

o the rights of certain purchasers. But, as former Comment 9 suggested, the practical ef- 
ect of subordination in this context is that the purchaser takes free of the security interest. 

o avoid any possible misinterpretation, subsections (b) and (d) of this section use the 
phrase "takes free." 

Subsection (b) governs goods, as well as intangibles of the type whose transfer is effected 
by physical delivery of the representative piece of paper (tangible chattel paper, tangible 
documents, instruments, and security certificates). To obtain priority, a buyer must both 
give value and receive delivery of the collateral without knowledge of the existing security 
interest and before perfection. Even if the buyer gave value without knowledge and before 
perfection, the buyer would take subject to the security interest if perfection occurred 
before physical delivery of the collateral to the buyer. Subsection (c) contains a similar rule 

ith respect to lessees of goods. Note that a lessee of goods in ordinary course of business 

akes free of all security interests created by the lessor, even if perfected. See Section 
9-321. 

Normally, there will be no question when a buyer of tangible chattel paper, tangible 
documents, instruments, or security certificates “receives delivery" of the property. See 
Section 1-201 (defining *delivery"). However, sometimes a buyer or lessee of goods, such as 
complex machinery, takes delivery of the goods in stages and completes assembly at its 
own location. Under those circumstances, the buyer or lessee “receives delivery" within the 
meaning of subsections (b) and (c) when, after an inspection of the portion of the goods 

emaining with the seller or lessor, it would be apparent to a potential lender to the seller 
or lessor that another person might have an interest in the goods. 

The rule of subsection (b) obviously is not appropriate where the collateral consists o 
intangibles and there is no representative piece of paper whose physical delivery is the onl 
or the customary method of transfer. Therefore, with respect to such intangibles (accounts, 
electronic chattel paper, electronic documents, general intangibles, and investment property 
other than certificated securities), subsection (d) gives priority to any buyer who gives 

alue without knowledge, and before perfection, of the security interest. A licensee of a gen- 
eral intangible takes free of an unperfected security interest in the general intangible 
under the same circumstances. Note that a licensee of a general intangible in ordinary 
course of business takes rights under a nonexclusive license free of security interests cre- 
ated by the licensor, even if perfected. See Section 9-321. 

Unless Section 9-109 excludes the transaction from this Article, a buyer of accounts, 
chattel paper, payment intangibles, or promissory notes is a “secured party" (defined in 
Section 9-102), and subsections (b) and (d) do not determine priority of the security interest 
created by the sale. Rather, the priority rules generally applicable to competing security 
interests apply. See Section 9-322. 
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$ 9-322. Priorities Among Conflicting Security Interests in and 
Agricultural Liens on Same Collateral. 


Official Comment 


Example 3: On October 1, A acquires a temporarily perfected (20-day) security inter- 
est, unfiled, in a tangible negotiable document in the debtor's possession under Section 
9-312(e). On October 5, B files and thereby perfects a security interest that previously 
had attached to the same document. On October 10, A files. A has priority, even after the 
20-day period expires, regardless of whether A knows of B's security interest when A 
files. A was the first to perfect and maintained continuous perfection or filing since the 
start of the 20-day period. However, the perfection of A's security interest extends only 
"to the extent it arises for new value given." To the extent A's security interest secures 
advances made by A beyond the 20-day period, its security interest would be subordinate 
to B's, inasmuch as B was the first to file. 

kok k 


8. Proceeds of Non-Filing Collateral: Non-Temporal Priority. Subsection (c)(2) 
provides a baseline priority rule for proceeds of non-filing collateral which applies if the 
secured party has taken the steps required for non-temporal priority over a conflicting se- 
curity interest in non-filing collateral (e.g., control, in the case of deposit accounts, letter-of- 
credit rights, and investment property, and in some cases, electronic negotiable documents, 

ection 9-331). This rule determines priority in proceeds of non-filing collateral whether or 
not there exists an actual conflicting security interest in the original non-filing collateral. 

nder subsection (c)(2), the priority in the original collateral continues in proceeds if the 
security interest in proceeds is perfected and the proceeds are cash proceeds or non-filing 
proceeds “of the same type" as the original collateral. As used in subsection (c)(2), “type” 
means a type of collateral defined in the Uniform Commercial Code and should be read 
broadly. For example, a security is *of the same type" as a security entitlement (i.e., invest- 
ment property), and a promissory note is *of the same type" as a draft (i.e., an instrument). 

kok k 


$ 9-323. Future Advances. 
Official Comment 


Bock ck 


Example 2: On October 1, A acquires a temporarily perfected (20-day) security inter- 
est, unfiled, in a tangible negotiable document in the debtor's possession under Section 
9-312(e) or (f). The security interest secures an advance made on that day as well as 
future advances. On October 5, B files and thereby perfects a security interest that previ- 
ously had attached to the same document. On October 8, A makes an additional advance. 
On October 10, A files. Under Section 9-322(a)(1), because A was the first to perfect and 
maintained continuous perfection or filing since the start of the 20-day period, A has 
priority, even after the 20-day period expires. See Section 9-322, Comment 4, Example 3. 
However, under this section, for purposes of Section 9-322(a)(1), to the extent A's security 
interest secures the October 8 advance, the security interest was perfected on October 8. 
Inasmuch as B perfected on October 5, B has priority over the October 8 advance. 

kok 


§ 9-338. Priority of Security Interest or Agricultural Lien 
Perfected by Filed Financing Statement Providing 
Certain Incorrect Information. 


If a security interest or agricultural lien is perfected by a filed financing 
statement providing information described in Section 9-516(b)(5) which is 
incorrect at the time the financing statement is filed: 

(1) the security interest or agricultural lien is subordinate to a conflict- 
ing perfected security interest in the collateral to the extent that the 
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holder of the conflicting security interest gives value in reasonable reliance 
pon the incorrect information; and 
(2) a purchaser, other than a secured party, of the collateral takes free o 
he security interest or agricultural lien to the extent that, in reasonable 
reliance upon the incorrect information, the purchaser gives value and, in 
he case of tangible chattel paper, tangible documents, goods, instruments, 
or a security certificate, receives delivery of the collateral. 


§ 9-601. Rights After Default; Judicial Enforcement; Consignor or 
Buyer of Accounts, Chattel Paper, Payment Intangibles, 
or Promissory Notes. 

(b) [Rights and duties of secured party in possession or control.] 

A secured party in possession of collateral or control of collateral under 

Section 7-106, 9-104, 9-105, 9-106, or 9-107 has the rights and duties 

provided in Section 9-207. 


ARTICLE 8. 
INVESTMENT SECURITIES” 


PART 1. SHORT TITLE AND GENERAL MATTERS 


. Short Title. 

. Definitions. 

. Rules for Determining Whether Certain Obligations and Interests are 
Securities or Financial Assets. 

. Acquisition of Security or Financial Asset or Interest Therein. 

. Notice of Adverse Claim. 

. Control. 

. Whether Indorsement, Instruction, or Entitlement Order is Effective. 

. Warranties in Direct Holding. 

. Warranties in Indirect Holding. 

. Applicability; Choice of Law. 

. Clearing Corporation Rules. 

. Creditor's Legal Process. 

. Statute of Frauds Inapplicable. 

. Evidentiary Rules Concerning Certificated Securities. 

. Securities Intermediary and Others Not Liable to Adverse Claimant. 

. Securities Intermediary as Purchaser For Value. 


PART 2. ISSUE AND ISSUER 


8-201. Issuer. 

8-202. Issuer's Responsibility and Defenses; Notice of Defect or Defense. 

8-203. Staleness as Notice of Defect or Defense. 

8-204. Effect of Issuer's Restriction on Transfer. 

8-205. Effect of Unauthorized Signature on Security Certificate. 

8-206. Completion of Alteration of Security Certificate. 

8-207. Rights and Duties of Issuer with Respect to Registered Owners. 

8-208. Effect of Signature of Authenticating Trustee, Registrar, or Transfer 
Agent. 

8-209. Issuer's Lien. 

8-210. Overissue. 


PART 3. TRANSFER OF CERTIFICATED AND 
UNCERTIFICATED SECURITIES 


8-301. Delivery. 
8-302. Rights of Purchaser. 
8-303. Protected Purchaser. 


"Article 8 was revised in 1994. Pre- See Appendix K for text of conform- 
evision Article 8 may be found in Appendix ing amendments to other articles of the 
L. Conforming amendments to other articles Code and Official Comments thereto. 
may be found in Appendix K. 
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. Indorsement. 

. Instruction. 

. Effect of Guaranteeing Signature, Indorsement, or Instruction. 
. Purchaser’s Right to Requisites for Registration of Transfer. 


PART 4. REGISTRATION 


. Duty of Issuer to Register Transfer. 

. Assurance that Indorsement or Instruction is Effective. 

. Demand that Issuer Not Register Transfer. 

. Wrongful Registration. 

. Replacement of Lost, Destroyed, or Wrongfully Taken Security 


Certificate. 


. Obligation to Notify Issuer of Lost, Destroyed, or Wrongfully Taken 


Security Certificate. 


. Authenticating Trustee, Transfer Agent, and Registrar. 


8-501. 


8-502. 
8-503. 


8-504. 
8-505. 


8-506. 


8-507. 
8-508. 


8-509. 


8-510. 
8-511. 


PART 5. SECURITY ENTITLEMENTS 


Securities Account; Acquisition of Security Entitlement from Securities 
Intermediary. 

Assertion of Adverse Claim Against Entitlement Holder. 

Property Interest of Entitlement Holder in Financial Asset Held By 
Securities Intermediary. 

Duty of Securities Intermediary to Maintain Financial Asset. 

Duty of Securities Intermediary with Respect to Payments and 
Distributions. 

Duty of Securities Intermediary to Exercise Rights as Directed by 
Entitlement Holder. 

Duty of Securities Intermediary to Comply With Entitlement Order. 
Duty of Securities Intermediary to Change Entitlement Holder’s 
Position to Other Form of Security Holding. 

Specification of Duties of Securities Intermediary by Other Statute or 
Regulation; Manner of Performance of Duties of Securities Intermediary 
and Exercise of Rights of Entitlement Holder. 

Rights of Purchaser of Security Entitlement from Entitlement Holder. 
Priority Among Security Interests and Entitlement Holders. 


PART 6. TRANSITION PROVISIONS FOR REVISED 


§ 8-601. 
§ 8-602. 
§ 8-603. 
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PREFATORY NOTE 

The present version of Article 8 is the product of a major revision made necessary by the 
act that the prior version of Article 8 did not adequately deal with the system of securities 
holding through securities intermediaries that has developed in the past few decades. Al- 
hough the prior version of Article 8 did contain some provisions dealing with securities 
holding through securities intermediaries, these were engrafted onto a structure designed 
or securities practices of earlier times. The resulting legal uncertainties adversely affected 
all participants. The revision is intended to eliminate these uncertainties by providing a 
modern legal structure for current securities holding practices. 
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I. EVOLUTION OF SECURITIES HOLDING SYSTEMS 


A. The Traditional Securities Holding System 

The original version of Article 8, drafted in the 1940s and 1950s, was based on the as- 
sumption that possession and delivery of physical certificates are the key elements in the 
securities holding system. Ownership of securities was traditionally evidenced by posses- 
sion of the certificates, and changes were accomplished by delivery of the certificates. 

Transfer of securities in the traditional certificate-based system was a complicated, labor- 
intensive process. Each time securities were traded, the physical certificates had to be 
delivered from the seller to the buyer, and in the case of registered securities the certifi- 
cates had to be surrendered to the issuer or its transfer agent for registration of transfer. 
As is well known, the mechanical problems of processing the paperwork for securities 
ransfers reached crisis proportions in the late 1960s, leading to calls for the elimination o 
he physical certificate and development of modern electronic systems for recording owner- 
ship of securities and transfers of ownership. That was the focus of the revision effort that 
ed to the promulgation of the 1978 amendments to Article 8 concerning uncertificated 
securities. 


B. The Uncertificated Securities System Envisioned by the 1978 Amendments 

In 1978, amendments to Article 8 were approved to establish the commercial law rules 
hat were thought necessary to permit the evolution of a system in which issuers would no 
onger issue certificates. The Drafting Committee that produced the 1978 amendments was 
given a fairly limited charge. It was to draft the revisions that would be needed for 
ncertificated securities, but otherwise leave the Article 8 rules unchanged. Accordingly, 
he 1978 amendments primarily took the form of adding parallel provisions dealing with 
uncertificated securities to the existing rules of Article 8 on certificated securities. 

The system of securities holding contemplated by the 1978 amendments differed from the 
raditional system only in that ownership of securities would not be evidenced by physical 
certificates. It was contemplated that changes in ownership would continue to be reflected 
by changes in the records of the issuer. The main difference would be that instead of sur- 
endering an indorsed certificate for registration of transfer, an instruction would be sent 
o the issuer directing it to register the transfer. Although a system of the sort contemplated. 
by the 1978 amendments may well develop in the coming decades, this has not yet hap- 
pened for most categories of securities. Mutual funds shares have long been issued in 
uncertificated form, but virtually all other forms of publicly traded corporate securities are 
still issued in certificated form. Individual investors who wish to be recorded as registered 
owners on the issuers' books still obtain and hold physical certificates. The certificates 
epresenting the largest portion of the shares of publicly traded companies, however, are 
ot held by the beneficial owners, but by clearing corporations. Settlement of securities 
rading occurs not by delivery of certificates or by registration of transfer on the records o 
he issuers or their transfer agents, but by computer entries in the records of clearing 
corporations and securities intermediaries. That is quite different from the system 
envisioned by the 1978 amendments. 


C. Evolution of the Indirect Holding System 
At the time of the ^paperwork crunch" in the late 1960s, the trading volume on the New 
ork Stock Exchange that so seriously strained the capacities of the clearance and settle- 
ment system was in the range of 10 million shares per day. Today, the system can easily 


capacity could have been achieved only by the application of modern electronic information 
processing systems. Yet the legal rules under which the system operates are not the 
ncertificated securities provisions of Article 8. To understand why this is so, one must 
delve at least a bit deeper into the operations of the current system. 

If one examines the shareholder records of large corporations whose shares are publicl 
raded on the exchanges or in the over the counter market, one would find that one entity: 
Cede & Co.—is listed as the shareholder of record of somewhere in the range of sixty to 
eighty per cent of the outstanding shares of all publicly traded companies. Cede & Co. is 
he nominee name used by The Depository Trust Company (“DTC”), a limited purpose trust 
company organized under New York law for the purpose of acting as a depository to hold 
securities for the benefit of its participants, some 600 or so broker-dealers and banks. Es- 
sentially all of the trading in publicly held companies is executed through the broker- 
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dealers who are participants in DTC, and the great bulk of public securities—the sixty to 
eighty per cent figure noted above—are held by these broker-dealers and banks on behalf o 
heir customers. If all of these broker-dealers and banks held physical certificates, then as 
rades were executed each day it would be necessary to deliver the certificates back and 
orth among these broker-dealers and banks. By handing all of their securities over to a 
common depository all of these deliveries can be eliminated. Transfers can be accomplished 
by adjustments to the participants’ DTC accounts. 

Although the use of a common depository eliminates the needs for physical deliveries, an 
enormous number of entries would still have to be made on DTC’s books if each transaction 
between its participants were recorded one by one on DTC's books. Any two major broker- 
dealers may have executed numerous trades with each other in a given security on a single 
day. Significant processing efficiency has been achieved by netting all of the transactions 
among the participants that occur each day, so that entries need be made on the depository's 
books only for the net changes in the positions of each participant at the end of each day. 

his clearance and netting function might well be performed by the securities exchanges or 
by the same institution that acts as the depository, as is the case in many other securities 
markets around the world. In the United States, however, this clearance and netting func- 
ion is carried out by a separate corporation, National Securities Clearing Corporation 
(“NSCC”). All that needs to be done to settle each day's trading is for NSCC to compute the 
net receive and deliver obligations and to instruct DTC to make the corresponding adjust- 
ments in the participants’ accounts. 

The broker-dealers and banks who are participants in the DTC-NSCC system in turn 

provide analogous clearance and settlement functions to their own customers. If Customer 
A buys 100 shares of XYZ Co. through Broker, and Customer B sells 100 shares of XYZ Co. 
hrough the same Broker, the trade can be settled by entries on Broker's books. Neither 
DTC’s books showing Broker's total position in XYZ Co., nor XYZ Co.’s books showing 
DTC’s total position in XYZ Co., need be changed to reflect the settlement of this trade. 
One can readily appreciate the significance of the settlement function performed at this 
evel if one considers that a single major bank may be acting as securities custodian for 
hundreds or thousands of mutual funds, pension funds, and other institutional investors. 
On any given day, the customers of that bank may have entered into an enormous number 
of trades, yet it is possible that relatively little of this trading activity will result in any net 
change in the custodian bank’s positions on the books of DTC. 

Settlement of market trading in most of the major U.S. securities markets is now effected 
primarily through some form of netted clearance and depository system. Virtually all 
publicly traded corporate equity securities, corporate debt securities, and municipal debt 
securities are now eligible for deposit in the DTC system. Recently, DTC has implemented 
a similar depository settlement system for the commercial paper market, and could, but for 
imitations in present Article 8, handle other forms of short-term money market securities 
such as bankers’ acceptances. For trading in mortgage-backed securities, such as Ginnie 
Mae’s, a similar depository settlement system has been developed by Participants Trust 
Company. For trading in U.S. Treasury securities, a somewhat analogous book-entry 
system is operated under Treasury rules by the Federal Reserve System. 


D. Need for Different Legal Rules for the Direct and Indirect Holding Systems 
Both the traditional paper-based system, and the uncertificated system contemplated by 
he 1978 amendments, can be described as “direct” securities holding systems; that is, the 
beneficial owners of securities have a direct relationship with the issuer of the securities. 
For securities in bearer form, whoever has possession of the certificate thereby has a direct 
claim against the issuer. For registered securities, the registered owner, whether o 
certificated or uncertificated securities, has a direct relationship with the issuer by virtue o 
being recorded as the owner on the records maintained by the issuer or its transfer agent. 
By contrast, the DTC depository system for corporate equity and debt securities can be 
described as an “indirect holding" system, that is, the issuer’s records do not show the 
identity of all of the beneficial owners. Instead, a large portion of the outstanding securities 
of any given issue are recorded on the issuer’s records as belonging to a depository. The 
depository’s records in turn show the identity of the banks or brokers who are its members, 
and the records of those securities intermediaries show the identity of their customers. 
Even after the 1978 amendments, the rules of Article 8 did not deal effectively with the 
indirect holding system. The rules of the 1978 version of Article 8 were based on the as- 
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sumption that changes in ownership of securities would still be effected either by delivery 
of physical certificates or by registration of transfer on the books of the issuer. Yet in the 
indirect holding system, settlement of the vast majority of securities trades does not 
involve either of these events. For most, if not all, of the securities held through DTC, phys- 
ical certificates representing DTC’s total position do exist. These “jumbo certificates,” 
however, are never delivered from person to person. Just as nothing ever happens to these 
certificates, virtually nothing happens to the official registry of stockholders maintained by 
he issuers or their transfer agents to reflect the great bulk of the changes in ownership o 
shares that occur each day. 
The principal mechanism through which securities trades are settled today is not delivery 
of certificates or registration of transfers on the issuer's books, but netted settlement ar- 
angements and accounting entries on the books of a multi-tiered pyramid of securities 
intermediaries. Herein is the basic problem. Virtually all of the rules of the prior version o 
Article 8 specifying how changes in ownership of securities are effected, and what happens 
if something goes awry in the process, were keyed to the concepts of a transfer of physical 
certificates or registration of transfers on the books of the issuers, yet that is not how 
changes in ownership are actually reflected in the modern securities holding system. 


II. BRIEF OVERVIEW OF REVISED ARTICLE 8 


A. Drafting Approach—Neutrality Principle 

One of the objectives of the revision of Article 8 is to devise a structure of commercial law 
ules for investment securities that will be sufficiently flexible to respond to changes in 
practice over the next few decades. If it were possible to predict with confidence how the se- 
curities holding and trading system would develop, one could produce a statute designed 
specifically for the system envisioned. Recent experience, however, shows the danger o 
hat approach. The 1978 amendments to Article 8 were based on the assumption that the 
solution to the problems that plagued the paper-based securities trading system of the 
1960s would be the development of uncertificated securities. Instead, the solution thus far 

has been the development of the indirect holding system. 

If one thought that the indirect holding system would come to dominate securities hold- 
ing, one might draft Article 8 rules designed primarily for the indirect holding system, giv- 
ing limited attention to the traditional direct holding system of security certificates or any 
uncertificated version of a direct holding system that might develop in the future. It is, 
however, by no means clear whether the long-term evolution will be toward decreased or 
increased use of direct holdings. At present, investors in most equity securities can either 
hold their securities through brokers or request that certificates be issued in their own 
name. For the immediate future it seems likely that that situation will continue. One can 
imagine many plausible scenarios for future evolution. Direct holding might become less 
and less common as investors become more familiar and comfortable with book-entry 
systems and/or as market or regulatory pressures develop that discourage direct holding. 
One might note, for example, that major brokerage firms are beginning to impose fees for 
having certificates issued and that some observers have suggested that acceleration of the 
cycle for settlement of securities trades might be facilitated by discouraging customers from 
obtaining certificates. On the other hand, other observers feel that it is important for inves- 

ors to retain the option of holding securities in certificated form, or at least in some form 
hat gives them a direct relationship with the issuer and does not require them to hold 
hrough brokers or other securities intermediaries. Some groups within the securities 
industry are beginning to work on development of uncertificated systems that would 
preserve this option. 

Revised Article 8 takes a neutral position on the evolution of securities holding practices. 

he revision was based on the assumption that the path of development will be determined 
by market and regulatory forces and that the Article 8 rules should not seek to influence 

hat development in any specific direction. Although various drafting approaches were 
considered, it became apparent early in the revision process that the differences between 
he direct holding system and the indirect holding system are sufficiently significant that it 
is best to treat them as separate systems requiring different legal concepts. Accordingly, 

hile the rules of the prior version of Article 8 have, in large measure, been retained for 
he direct holding system, a new Part 5 has been added, setting out the commercial law 
ules for the indirect securities holding system. The principle of neutrality does carry some 
implications for the design of specific Article 8 rules. At the very least, the Article 8 rules 
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or all securities holding systems should be sufficiently clear and predictable that 
uncertainty about the governing law does not itself operate as a constraint on market 
developments. In addition, an effort has been made to identify and eliminate any Article 8 
ules that might act as impediments to any of the foreseeable paths of development. 


B. Direct Holding System 

With respect to securities held directly, Revised Article 8 retains the basic conceptual 
structure and rules of present law. Part 2, which is largely unchanged from former law, 
deals with certain aspects of the obligations of issuers. The primary purpose of the rules o 
Part 2 is to apply to investment securities the principles of negotiable instruments law that 
preclude the issuers of negotiable instruments from asserting defenses against subsequent 
purchasers. Part 3 deals with transfer for securities held directly. One of its principal 
purposes is to apply to investment securities the principles of negotiable instruments law 
hat protect purchasers of negotiable instruments against adverse claims. Part 4 deals with 
he process of registration of transfer by the issuer or transfer agent. 

Although the basic concepts of the direct holding system rules have been retained, there 
are significant changes in terminology, organization, and statement of the rules. Some o 
he major changes are as follows: 

Simplification of Part 3. The addition of the new Part 5 on the indirect holding system 
makes unnecessary the rather elaborate provisions of former law, such as those in Section 
8-313, that sought to fit the indirect holding system into the conceptual structure of the 
direct holding system. Thus, Part 3 of Revised Article 8 is, in many respects, more similar 

o the original version of Article 8 than to the 1978 version. 

Protected purchaser. The prior version of Article 8 used the term “bona fide purchaser" 

o refer to those purchasers who took free from adverse claims, and it used the phrase 

"good faith" in stating the requirements for such status. In order to promote clarity, Revised 

Article 8 states the rules that protect purchasers against adverse claims without using the 

phrase “good faith" and uses the new term “protected purchaser" to refer to purchasers in 

he direct holding system who are protected against adverse claims. See Sections 8-105 and 
8-303. 

Certificated versus uncertificated securities. The rules of the 1978 version of Article 
8 concerning uncertificated securities have been simplified considerably. The 1978 version 
added provisions on uncertificated securities parallel to the provisions of the original ver- 
sion of Article 8 dealing with securities represented by certificates. Thus, virtually every 
section had one set of rules on “certificated securities" and another on “uncertificated 
securities." The constant juxtaposition of “certificated securities" and *uncertificated securi- 

ies" has probably led readers to overemphasize the differences. Revised Article 8 has a uni- 
ary definition of "security" in Section 8-102(a)(15) which refers to the underlying intangible 
interest or obligation. In Revised Article 8, the difference between certificated and 
uncertificated is treated not as an inherent attribute of the security but as a difference in 
he means by which ownership is evidenced. The terms “certificated” and “uncertificated” 
security are used in those sections where it is important to distinguish between these two 
means of evidencing ownership. Revised Article 8 also deletes the provisions of the 1978 
ersion concerning “transaction statements” and “registered pledges.” These changes are 
explained in the Revision Notes 3, 4, and 5, below. 

Scope of Parts 2, 3, and 4. The rules of Parts 2, 3, and 4 deal only with the rights o 
persons who hold securities directly. In typical securities holding arrangements in the mod- 
ern depository system, only the clearing corporation would be a direct holder of the 
securities. Thus, while the rules of Parts 2, 3, and 4 would apply to the relationship be- 

ween the issuer and the clearing corporation, they have no application to relationships 
below the clearing corporation level. Under Revised Article 8, a person who holds a security; 
hrough a broker or securities custodian has a security entitlement governed by the Part 5 
ules but is not the direct holder of the security. Thus, the rules of Revised Section 8-303 on 
he rights of ^protected purchasers," which are the analog of the bona fide purchaser rules 
of former Article 8, do not apply to persons who hold securities through brokers or securi- 
ies custodians. Instead, Part 5 contains its own rules to protect investors in the indirect 
holding system against adverse claims. See Revised Section 8-502. 


C. Indirect Holding System 
Although the Revised Article 8 provisions for the indirect holding system are somewhat 
complex, the basic approach taken can be summarized rather briefly. Revised Article 8 
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abandons the attempt to describe all of the complex relationships in the indirect holding 
system using the simple concepts of the traditional direct holding system. Instead, new 
ules specifically designed for the indirect holding system are added as Part 5 of Article 8. 
In a nutshell, the approach is to describe the core of the package of rights of a person who 
holds a security through a securities intermediary and then give that package of rights a 
name. 

The starting point of Revised Article 8’s treatment of the indirect holding system is the 
concept of “security entitlement.” The term is defined in Section 8-102(a)(17) as “the rights 
and property interest of an entitlement holder with respect to a financial asset specified in 
Part 5.” Like many legal concepts, however, the meaning of “security entitlement” is to be 

ound less in any specific definition than in the matrix of rules that use the term. In a 
sense, then, the entirety of Part 5 is the definition of “security entitlement” because the 
Part 5 rules specify the rights and property interest that comprise a security entitlement. 

Part 5 begins by specifying, in Section 8-501, when an entitlement holder acquires a se- 
curity entitlement. The basic rule is very simple. A person acquires a security entitlement 

hen the securities intermediary credits the financial asset to the person’s account. The 

emaining sections of Part 5 specify the content of the security entitlement concept. Section 
8-504 provides that a securities intermediary must maintain a sufficient quantity o 
nancial assets to satisfy the claims of all of its entitlement holders. Section 8-503 provides 
hat these financial assets are held by the intermediary for the entitlement holders, are not; 
he property of the securities intermediary, and are not subject to claims of the 
intermediary’s general creditors. Thus, a security entitlement is itself a form of property 
interest not merely an in personam claim against the intermediary. The concept of a secu- 
ity entitlement does, however, include a package of in personam rights against the 
intermediary. Other Part 5 rules identify the core of this package of rights, subject to 
specification by agreement and regulatory law. See Sections 8-505 through 8-509. 
To illustrate the basic features of the new rules, consider a simple example of two inves- 
ors, John and Mary, each of whom owns 1000 shares of Acme, Inc., a publicly traded 
company. John has a certificate representing his 1000 shares and is registered on the books 
maintained by Acme’s transfer agent as the holder of record of those 1000 shares. Accord- 
ingly, he has a direct claim against the issuer, he receives dividends and distributions 
directly from the issuer, and he receives proxies directly from the issuer for purposes of vot- 
ing his shares. Mary has chosen to hold her securities through her broker. She does not 
have a certificate and is not registered on Acme’s stock books as a holder of record. She 
enjoys the economic and corporate benefits of ownership but does so through her broker 
and any other intermediaries in the chain back to the issuer. John’s interest in Acme com- 
mon stock would be described under Revised Article 8 as a direct interest in a “security.” 
hus, if John grants a security interest in his investment position, the collateral would be 
described as a “security.” Mary’s interest in Acme common stock would be described under 
Revised Article 8 as a “security entitlement.” Thus, if Mary grants a security interest in her 
investment position, the collateral would be described as a “security entitlement.” 

For many purposes, there is no need to differentiate among the various ways that an in- 

estor might hold securities. For example, for purposes of financial accounting, John and 
Mary would each be described as the owner of 1000 shares of Acme common stock. For 
hose purposes it is irrelevant that John is the registered owner and has physical posses- 
sion of a certificate, while Mary holds her position through an intermediary. Revised 
Article 8 recognizes this point in Section 8-104 which provides that acquiring a security 
entitlement and acquiring a security certificate are different ways of acquiring an interest 
in the underlying security. 


D. Security Interests 

Along with the revision of Article 8, significant changes have been made in the rules 
concerning security interests in securities. The revision returns to the pre-1978 structure in 
hich the rules on security interests in investment securities are set out in Article 9, 
ather than in Article 8. The changes in Article 9 are, in part, conforming changes to adapt 
rticle 9 to the new concept of a security entitlement. The Article 9 changes, however, go 
beyond that to establish a simplified structure for the creation and perfection of security 

interests in investment securities, whether held directly or indirectly. 
The Revised Article 9 rules continue the long-established principle that a security inter- 
est in a security represented by a certificate can be perfected by a possessory pledge. The 
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evised rules, however, do not require that all security interests in investment securities be 
implemented by procedures based on the conceptual structure of the common law pledge. 

nder the revised Article 9 rules, a security interest in securities can be created pursuant 
o Section 9-203 in the same fashion as a security interest in any other form of property, 
hat is, by agreement between the debtor and secured party. There is no requirement of a 
"transfer," “delivery,” or any similar action, physical or metaphysical, for the creation of an 
effective security interest. A security interest in securities is, of course, a form of propert 
interest, but the only requirements for creation of this form of property interest are those 
set out in Section 9-203. 

The perfection methods for security interests in investment securities are set out in 
Sections 9-309, 9-312, 9-313, and 9-314. The basic rule is that a security interest may be 
perfected by *control." The concept of control, defined in Section 8-106, plays an important 
ole in both Article 8 and Article 9. In general, obtaining control means taking the steps 

ecessary to place the lender in a position where it can have the collateral sold off without 
he further cooperation of the debtor. Thus, for certificated securities, a lender obtains 
control by taking possession of the certificate with any necessary indorsement. For securi- 
ies held through a securities intermediary, the lender can obtain control in two ways. 
First, the lender obtains control if it becomes the entitlement holder; that is, has the secu- 
ities positions transferred to an account in its own name. Second, the lender obtains 
control if the securities intermediary agrees to act on instructions from the secured party to 
dispose of the positions, even though the debtor remains the entitlement holder. Such an 
arrangement suffices to give the lender control even though the debtor retains the right to 
rade and exercise other ordinary rights of an entitlement holder. 

Except where the debtor is itself a securities firm, filing of an ordinary Article 9 financing 
statement is also a permissible alternative method of perfection. However, filing with re- 
spect to investment property does not assure the lender the same protections as for other 
orms of collateral, since the priority rules provide that a secured party who obtains control 
has priority over a secured party who does not obtain control. 

The details of the new rules on security interests, as applied both to the retail level and 
o arrangements for secured financing of securities dealers, are explained in the Official 
Comments to Sections 9-309, 9-312, 9-313, and 9-314. 


HI. SCOPE AND APPLICATION OF ARTICLE 8 


A. Terminology 

To understand the scope and application of the rules of Revised Article 8, and the related. 
security interest rules of Article 9, it is necessary to understand some of the key defined 

erms: 

Security, defined in Section 8-102(a)(15), has essentially the same meaning as under the 
prior version of Article 8. The difference in Revised Article 8 is that the definition of secu- 

ity does not determine the coverage of all of Article 8. Although the direct holding system 
ules in Parts 2, 3, and 4 apply only to securities, the indirect holding system rules of Part 
5 apply to the broader category of “financial assets.” 

Financial asset, defined in Section 8-103(a)(9), is the term used to describe the forms o 
property to which the indirect holding system rules of Part 5 apply. The term includes not 
only “securities,” but also other interests, obligations, or property that are held through se- 
curities accounts. The best illustration of the broader scope of the term financial asset is 
he treatment of money market instruments, discussed below. 

Security entitlement, defined in Section 8-103(a)(17), is the term used to describe the 
property interest of a person who holds a security or other financial asset through a securi- 

ies intermediary. 

Securities intermediary, defined in Section 8-103(a)(14), is the term used for those 
ho hold securities for others in the indirect holding system. It covers clearing corpora- 
ions, banks acting as securities custodians, and brokers holding securities for their 

customers. 

Entitlement holder, defined in Section 8-103(a)(7), is the term used for those who hold 
securities through intermediaries. 

Securities account, defined in Section 8-501(a), describes the form of arrangement be- 

ween a securities intermediary and an entitlement holder that gives rise to a security 
entitlement. As explained below, the definition of securities account plays a key role in set- 
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ing the scope of the indirect holding system rules of Part 5. 

Investment property, defined in Section 9-102(a)(49), determines the application of the 
new Article 9 rules for secured transactions. In addition to securities and security entitle- 
ments, the Article 9 term “investment property” is defined to include “securities account” in 
order to simplify the drafting of the Article 9 rules that permit debtors to grant security 
interests either in specific security entitlements or in an entire securities account. The 
other difference between the coverage of the Article 8 and Article 9 terms is that commod- 
ity futures contracts are excluded from Article 8, but are included within the Article 9 defi- 

ition of “investment property.” Thus, the new Article 9 rules apply to security interests in 
commodity futures positions as well as security interests in securities positions. 


B. Notes on Scope of Article 8 
Article 8 is in no sense a comprehensive codification of the law governing securities or 
ransactions in securities. Although Article 8 deals with some aspects of the rights of secu- 
ities holders against issuers, most of that relationship is governed not by Article 8, but by 
corporation, securities, and contract law. Although Article 8 deals with some aspects of the 
ights and duties of parties who transfer securities, it is not a codification of the law o 
contracts for the purchase or sale of securities. (The prior version of Article 8 did include a 
ew miscellaneous rules on contracts for the sale of securities, but these have not been 
included in Revised Article 8). Although the new indirect holding system rules of Part 5 
deal with some aspects of the relationship between brokers or other securities professionals 
and their customers, Article 8 is still not in any sense a comprehensive code of the law 
governing the relationship between broker-dealers or other securities intermediaries and 
heir customers. Most of the law governing that relationship is the common law of contract 
and agency, supplemented or supplanted by regulatory law. 
The distinction between the aspects of the broker-customer relationship that are and are 
ot dealt with in this Article may be illuminated by considering the differing roles of the 
broker in a typical securities transaction, in which the broker acts as agent for the customer. 
en a customer directs a broker to buy or sell securities for the customer, and the broker 
executes that trade on a securities exchange or in the over the counter market, the broker 
is entering into a contract for the purchase or sale of the securities as agent of the customer. 
The rules of the exchange, practices of the market, or regulatory law will specify when and 
how that contract is to be performed. For example, today the terms of the standard contract 
or trades in most corporate securities require the seller to deliver the securities, and the 
buyer to pay for them, five business days after the date that the contract was made, al- 
hough the SEC has recently promulgated a rule that will accelerate the cycle to require 
settlement in three business days. In the common speech of the industry, the transaction in 
hich the broker enters into a contract for the purchase or sale of the securities is referred 
o as executing the trade, and the transaction in which the securities are delivered and 
paid for is referred to as settlement. Thus, the current settlement cycle is known as T+5, 
hat is, settlement is required on the fifth business day after the date of the trade, and the 
new SEC rule will change it to T--3. One must be careful in moving from the jargon of the 
securities industry to the jargon of the legal profession. For most practical economic 
purposes, the trade date is the date that counts, because that is the time at which the price 
is set, the risk of price changes shifts, and the parties become bound to perform. For 
purposes of precise legal analysis, however, the securities phrase “trade” or “execute a 
rade" means enter into a contract for the purchase or sale of the securities. The transfer o 
property interests occurs not at the time the contract is made but at the time it is 
performed, that is, at settlement. 
The distinction between trade and settlement is important in understanding the scope o 
rticle 8. Article 8 deals with the settlement phase of securities transactions. It deals with 
he mechanisms by which interests in securities are transferred, and the rights and duties 
of those who are involved in the transfer process. It does not deal with the process of enter- 
ing into contracts for the transfer of securities or regulate the rights and duties of those 
involved in the contracting process. To use securities parlance, Article 8 deals not with the 
rade, but with settlement of the trade. Indeed, Article 8 does not even deal with all aspects 
of settlement. In a netted clearance and settlement system such as the NSCC-DTC system, 
individual trades are not settled one-by-one by corresponding entries on the books of any 
depository. Rather, settlement of the individual trades occurs through the clearing arrange- 
ments, in accordance with the rules and agreements that govern those arrangements. 
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In the rules dealing with the indirect holding system, one must be particularly careful to 
bear in mind the distinction between trade and settlement. Under Revised Article 8, the 
property interest of a person who holds securities through an intermediary is described as 
a “security entitlement," which is defined in Revised Section 8-102(a)(17) as the package o 

ights and property interest of an entitlement holder specified in Part 5. Saying that the se- 
curity entitlement is a package of rights against the broker does not mean that all of the 
customer's rights against the broker are part of the security entitlement and hence part o 
he subject matter of Article 8. The distinction between trade and settlement remains 
undamental. The rules of this Article on the indirect holding system deal with brokers and 
other intermediaries as media through which investors hold their financial assets. Brokers 
are also media through which investors buy and sell their financial assets, but that aspect 
of their role is not the subject of this Article. 

The principal goal of the Article 8 revision project is to provide a satisfactory framework 
or analysis of the indirect holding system. The technique used in Revised Article 8 is to ac- 

owledge explicitly that the relationship between a securities intermediary and its entitle- 
ment holders is sui generis, and to state the applicable commercial law rules directly, 

ather than by inference from a categorization of the relationship based on legal concepts o 
a different era. One of the consequences of this drafting technique is that in order to 
provide content to the concept of security entitlement it becomes necessary to identify the 
core of the package of rights that make up a security entitlement. Sections 8-504 through 
8-508 cover such basic matters as the duty of the securities intermediary to maintain a suf- 

cient quantity of securities to satisfy all of its entitlement holders, the duty of the securi- 
ies intermediary to pass through to entitlement holder the economic and corporate law 
ights of ownership of the security, and the duty of the securities intermediary to comply 

ith authorized entitlement orders originated by the entitlement holder. These sections are 
best thought of as definitional; that is, a relationship which does not include these rights is 

ot the kind of relationship that Revised Article 8 deals with. Because these sections take 
he form of statements of the duties of an intermediary toward its entitlement holders, one 
must be careful to avoid a distorted perspective on what Revised Article 8 is and is not 
designed to do. Revised Article 8 is not, and should not be, a comprehensive body of private 
aw governing the relationship between brokers and their customers, nor a body of regula- 
ory law to police against improper conduct by brokers or other intermediaries. Many, if not 
most, aspects of the relationship between brokers and customers are governed by the com- 
mon law of contract and agency, supplemented or supplanted by federal and state regula- 
ory law. Revised Article 8 does not take the place of this body of private and regulatory 
aw. If there are gaps in the regulatory law, they should be dealt with as such; Article 8 is 

ot the place to address them. Article 8 deals with how interests in securities are evidenced 
and how they are transferred. By way of a rough analogy, one might think of Article 8 as 
playing the role for the securities markets that real estate recording acts play for the real 
estate markets. Real estate recording acts do not regulate the conduct of parties to real 
estate transactions; Article 8 does not regulate the conduct of parties to securities 
ransactions. 


C. Application of Revised Articles 8 and 9 to Common Investments and Invest- 
ment Arrangements 

It may aid understanding to sketch briefly the treatment under Revised Articles 8 and 9 
of a variety of relatively common products and arrangements. 

1. Publicly traded stocks and bonds. 

"Security" is defined in Revised Section 8-102(a)(15) in substantially the same terms as 
in the prior version of Article 8. It covers the ordinary publicly traded investment securi- 
ies, such as corporate stocks and bonds. Parts 2, 3, and 4 govern the interests of persons 

ho hold securities directly, and Part 5 governs the interest of those who hold securities 
indirectly. 

Ordinary publicly traded securities provide a good illustration of the relationship be- 
ween the direct and indirect holding system rules. The distinction between the direct and 
indirect holding systems is not an attribute of the securities themselves but of the way in 

hich a particular person holds the securities. Thus, whether one looks to the direct hold- 
ing system rules of Parts 2, 3, and 4 or the indirect holding system rules of Part 5 will 
depend on the level in the securities holding system being analyzed. 

Consider, for example, corporate stock which is held through a depository, such as DTC. 
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he clearing corporation, or its nominee, is the registered owner of all of the securities it 
holds on behalf of all of its participants. Thus the rules of Parts 2, 3, and 4 of Revised 
Article 8 apply to the relationship between the issuer and the clearing corporation. If, as is 
ypically the case today, the securities are still represented by certificates, the clearing 
corporation will be the holder of the security certificate or certificates representing its total 

holdings. So far as Article 8 is concerned, the relationship between the issuer and the clear- 
ing corporation is no different from the relationship between the issuer and any other 
egistered owner. 

The relationship between the clearing corporation and its participants is governed by the 
indirect holding system rules of Part 5. At that level, the clearing corporation is the securi- 
ies intermediary and the participant is the entitlement holder. If the participant is itself a 
securities intermediary, such as a broker holding for its customers or a bank acting as a se- 
curities custodian, the Part 5 rules apply to its relationship to its own customers. At that 
evel the broker or bank custodian is the securities intermediary and the customer is the 
entitlement holder. Note that the broker or bank custodian is both an entitlement holder 
and a securities intermediary—but is so with respect to different security entitlements. For 
purposes of Article 8 analysis, the customer’s security entitlement against the broker or 
bank custodian is a different item of property from the security entitlement of the broker or 
bank custodian against the clearing corporation. 

For investors who hold their securities directly, it makes no difference that some other 
investors hold their interests indirectly. Many investors today choose to hold their securi- 
ies directly, becoming the registered owners on the books of the issuer and obtaining cer- 
ificates registered in their names. For such investors, the addition of the new indirect 
holding system rules to Article 8 is entirely irrelevant. They will continue to deal directly 

ith the issuers, or their transfer agents, under essentially the same rules as in the prior 
ersion of Article 8. 

The securities holding options available to investors in a particular form of security may 
depend on the terms of the security. For example, direct holding is frequently not available 
or new issues of state and local government bonds. At one time, state and local govern- 
ment bonds were commonly issued in bearer form. Today, however, new issues of state and 
ocal government bonds must be in registered form and most are issued in what is known 
as “book-entry only” form; that is, the issuer specifies that the only person it will directly 
egister as the registered owner is a clearing corporation. Thus, one of the inherent terms 
of the security is that investors can hold only in the indirect holding system. 

2. Treasury securities. 

U.S. government securities fall within the definition of security in Article 8 and therefore 
are governed by Article 8 in the same fashion as any other publicly held debt security, 
except insofar as Article 8 is preempted by applicable federal law or regulation. 

New Treasury securities are no longer issued in certificated form; they can be held only 
hrough the book-entry systems established by the Treasury and Federal Reserve Banks. 
he Treasury offers a book-entry system, known as "Treasury Direct" which enables indi- 
idual investors to have their positions recorded directly on the books of a Federal Reserve 

Bank, in a fashion somewhat similar to the uncertificated direct holding system 
contemplated by the 1978 version of Article 8. The governing law for the Treasury Direct 
system, however, is set out in the applicable Treasury regulations. The Treasury Direct 
system is not designed for active trading. 

The great bulk of Treasury securities are held not through the Treasury Direct system 
but through a multi-tiered indirect holding system. The Federal Reserve Banks, acting as 
scal agent for the Treasury, maintain records of the holdings of member banks of the 
Federal Reserve System, and those banks in turn maintain records showing the extent to 

hich they are holding for themselves or their own customers, including government secu- 
ities dealers, institutional investors, or smaller banks who in turn may act as custodians 
or investors. The indirect holding system for Treasury securities was established under 
ederal regulations promulgated in the 1970s. In the 1980s, Treasury released the proposed 
RADES regulations that would have established a more comprehensive body of federal 

commercial law for the Treasury holding system. During the Article 8 revision process, 
reasury withdrew these regulations, anticipating that once Revised Article 8 is enacted, it 

ill be possible to base the law for the Treasury system on the new Article 8 rules. 

3. Broker-customer relationships. 
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Whether the relationship between a broker and its customer is governed by the Article 8 
Part 5 rules depends on the nature of the services that the broker performs for the customer. 
Some investors use brokers only to purchase and sell securities. These customers take 
delivery of certificates representing the securities they purchase and hold them in their 
own names. When they wish to sell, they deliver the certificates to the brokers. The Article 
8 Part 5 rules would not affect such customers, because the Part 5 rules deal with arrange- 
ments in which investors hold securities through securities intermediaries. The transaction 
between the customer and broker might be the traditional agency arrangement in which 
he broker buys or sells on behalf of the customer as agent for an undisclosed principal, or 
it might be a dealer transaction in which the “broker” as principal buys from or sells to the 
customer. In either case, if the customer takes delivery and holds the securities directly, 
she will become the “purchaser” of a “security” whose interest therein is governed by the 
ules of Parts 2, 3, and 4 of Article 8. If the customer meets the other requirements o 
Section 8-303(a), the customer who takes delivery can qualify as a “protected purchaser” 
ho takes free from any adverse claims under Section 8-303(b). The broker's role in such 
ransactions is primarily governed by non-Article 8 law. There are only a few provisions o 
rticle 8 that affect the relationship between the customer and broker in such cases. See 
Section 8-108 (broker makes to the customer the warranties of a transferor) and 8-115 (bro- 
er not liable in conversion if customer was acting wrongfully against a third party in sell- 
ing securities). 

Many investors use brokers not only to purchase and sell securities, but also as the 
custodians through whom they hold their securities. The indirect holding system rules o 
Part 5 apply to the custodial aspect of this relationship. If a customer purchases a securit 
hrough a broker and directs the broker to hold the security in an account for the customer, 

he customer will never become a “purchaser” of a “security” whose interest therein is 
governed by the rules of Parts 2, 3, and 4 of Article 8. Accordingly, the customer does not 
become a “protected purchaser” under Section 8-303. Rather, the customer becomes an 
“entitlement holder" who has a “security entitlement” to the security against the broker as 
"securities intermediary." See Section 8-501. It would make no sense to say that the 
customer in such a case takes an interest in the security free from all other claims, since 
he nature of the relationship is that the customer has an interest in common with other 
customers who hold positions in the same security through the same broker. Section 8-502, 
however, does protect an entitlement holder against adverse claims, in the sense that once 
he entitlement holder has acquired the package of rights that comprise a security entitle- 
ment no one else can take that package of rights away by arguing that the transaction that 
esulted in the customer's acquisition of the security entitlement was the traceable product 
of a transfer or transaction that was wrongful as against the claimant. 

4. Bank deposit accounts; brokerage asset management accounts. 

An ordinary bank deposit account would not fall within the definition of “security” in 
Section 8-102(a)(15), so the rules of Parts 2, 3, and 4 of Article 8 do not apply to deposit 
accounts. Nor would the relationship between a bank and its depositors be governed by the 

ules of Part 5 of Article 8. The Part 5 rules apply to “security entitlements.” Section 
8-501(b) provides that a person has a security entitlement when a securities intermediary 
credits a financial asset to the person's “securities account.” “Securities account” is defined 
in Section 8-501(a) as *an account to which a financial asset is or may be credited in accor- 
dance with an agreement under which the person maintaining the account undertakes to 
reat the person for whom the account is maintained as entitled to exercise the rights that 
comprise the financial asset." The definition of securities account plays a key role in setting 
he scope of Part 5 of Article 8. A person has a security entitlement governed by Part 5 only 
if the relationship in question falls within the definition of *securities account." The defini- 
ion of securities account in Section 8-501(a) excludes deposit accounts from the Part 5 
ules of Article 8. One of the basic elements of the relationship between a securities 
intermediary and an entitlement holder is that the securities intermediary has the duty to 
hold exactly the quantity of securities that it carries for the account of its customers. See 
Section 8-504. The assets that a securities intermediary holds for its entitlement holder are 
ot assets that the securities intermediary can use in its own proprietary business. See 
Section 8-503. A deposit account is an entirely different arrangement. A bank is not required 
o hold in its vaults or in deposit accounts with other banks a sum of money equal to the 
claims of all of its depositors. Banks are permitted to use depositors’ funds in their ordinary 
ending business; indeed, that is a primary function of banks. A deposit account, unlike a 


719 


UNIFORM COMMERCIAL CODE 


securities account, is simply a debtor-creditor relationship. Thus a bank or other financial 
institution maintaining deposit accounts is not covered by Part 5 of Article 8. 

Today, it is common for brokers to maintain securities accounts for their customers 
hich include arrangements for the customers to hold liquid “cash” assets in the form o 
money market mutual fund shares. Insofar as the broker is holding money market mutual 
und shares for its customer, the customer has a security entitlement to the money market 
mutual fund shares. It is also common for brokers to offer their customers an arrangement 
in which the customer has access to those liquid assets via a deposit account with a bank, 

hereby shares of the money market fund are redeemed to cover checks drawn on the 
account. Article 8 applies only to the securities account; the linked bank account remains 
an account covered by other law. Thus the rights and duties of the customer and the bank 
are governed not by Article 8, but by the relevant payment system law, such as Article 4 or 

rticle 4A. 

5. Trusts. 

The indirect holding system rules of Part 5 of Article 8 are not intended to govern all 
elationships in which one person holds securities “on behalf of” another. Rather, the Part 5 
ules come into play only if the relationship in question falls within the definition of securi- 
ies account in Section 8-501(a). The definition of securities account serves the important 
unction of ensuring that ordinary trust arrangements are not inadvertently swept into 
Part 5 of Article 8. Suppose that Bank serves as trustee of a trust for the benefit o 
Beneficiary. The corpus of the trust is invested in securities and other financial assets. Al- 
hough Bank is, in some senses, holding securities for Beneficiary, the arrangement would 
ot fall within the definition of securities account. Bank, as trustee, has not undertaken to 
reat Beneficiary as entitled to exercise all of the rights that comprise the portfolio 
securities. For instance, although Beneficiary receives the economic benefit of the portfolio 
securities, Beneficiary does not have the right to direct dispositions of individual trust as- 
sets or to exercise voting or other corporate law rights with respect to the individual 
securities. Thus Bank's obligations to Beneficiary as trustee are governed by ordinary trust 
aw, not by Part 5 of Article 8. Of course, if Bank, as trustee, holds the securities through 
an intermediary, Part 5 of Revised Article 8 would govern the relationship between Bank, 
as entitlement holder, and the intermediary through which Bank holds the securities. It is 
also possible that a different department of Bank acts as the intermediary through which 
Bank, as trustee, holds the securities. Bank, qua securities custodian, might be holding se- 
curities for a large number of customers, including Bank's own trust department. Insofar 
as Bank may be regarded as acting in different capacities, Part 5 of Article 8 may be rele- 
ant to the relationship between the two sides of Bank's business. However, the relation- 
ship between Bank as trustee and the beneficiaries of the trust would remain governed by 
rust law, not Article 8. 

6. Mutual fund shares. 

Shares of mutual funds are Article 8 securities, whether the fund is organized as a 
corporation, business trust, or other form of entity. See Sections 8-102(a)(15) and 8-103(b). 
Mutual funds commonly do not issue certificates. Thus, mutual fund shares are typically 

ncertificated securities under Article 8. 

Although a mutual fund is, in a colloquial sense, holding the portfolio securities on behal 
of the fund's shareholders, the indirect holding system rules of Part 5 do not apply to the 
elationship between the fund and its shareholders. The Part 5 rules apply to "security 
entitlements." Section 8-501(e) provides that issuance of a security is not establishment o 
a security entitlement. Thus, because mutual funds shares do fit within the Article 8 defini- 
ion of security, the relationship between the fund and its shareholders is automatically 
excluded from the Part 5 rules. 

Of course, a person might hold shares in a mutual fund through a brokerage account. 
Because mutual fund shares are securities, they automatically fall within the broader term 
"financial asset," so the Part 5 indirect holding system rules apply to mutual fund shares 
hat are held through securities accounts. That is, a person who holds mutual fund shares 
hrough a brokerage account could have a security entitlement to the mutual fund shares, 
just as the person would have a security entitlement to any other security carried in the 
brokerage account. 

7. Stock of closely held corporations. 

Ordinary corporate stock falls within the Article 8 definition of security, whether or not it 
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is publicly traded. See Sections 8-102(a)(15) and 8-103(a). There is nothing in the new 
indirect holding system rules of Article 8 that would preclude their application to shares o 
companies that are not publicly traded. The indirect holding system rules, however, would 
come into play only if the shares were in fact held through a securities account with a secu- 
ities intermediary. Since that is typically not the case with respect to shares of closely 
held corporations, transactions involving those shares will continue to be governed by the 
raditional rules, as amended, that are set out in Parts 2, 3, and 4 of Article 8, and the cor- 
esponding provisions of Article 9. The simplification of the Article 8 rules on uncertificated 
securities may, however, make the alternative of dispensing with certificates more attrac- 
ive for closely held corporations. 

8. Partnership interests and limited liability company shares. 

Interests in partnerships or shares of limited liability companies are not Article 8 securi- 
ies unless they are in fact dealt in or traded on securities exchanges or in securities 
markets. See Section 8-103(c). The issuers, however, may if they wish explicitly “opt-in” by 
specifying that the interests or shares are securities governed by Article 8. Even though 
interests in partnerships or shares of limited liability companies do not generally fall 

ithin the category of “security” in Article 8, they would fall within the broader term 
"financial asset." Accordingly, if such interests are held through a securities account with a 
securities intermediary, the indirect holding system rules of Part 5 apply, and the interest 
of a person who holds them through such an account is a security entitlement. 

9. Bankers' acceptances, commercial paper, and other money market instruments. 

Money market instruments, such as commercial paper, bankers' acceptances, and certifi- 
cates of deposit, are good examples of a form of property that may fall within the definition 
of “financial asset,” even though they may not fall within the definition of “security.” 
Section 8-103(d) provides that a writing that meets the definition of security certificate 
under Section 8-102(a)(15) is governed by Article 8, even though it also fits within the defi- 
nition of “negotiable instrument” in Article 3. 

Some forms of short term money market instruments may meet the requirements of an 
Article 8 security, while others may not. For example, the Article 8 definition of security 
equires that the obligation be in registered or bearer form. Bankers’ acceptances are typi- 
cally payable “to order,” and thus do not qualify as Article 8 securities. Thus, the obliga- 
ions of the immediate parties to a bankers’ acceptance are governed by Article 3, rather 
han Article 8. That is an entirely appropriate classification, even for those bankers’ accep- 
ance that are handled as investment media in the securities markets, because Article 8, 
nlike Article 3, does not contain rules specifying the standardized obligations of parties to 
instruments. For example, the Article 3 rules on the obligations of acceptors and drawers o 
drafts are necessary to specify the obligations represented by bankers’ acceptances, but 

rticle 8 contains no provisions dealing with these issues. 

Immobilization through a depository system is, however, just as important for money. 
market instruments as for traditional securities. Under the prior version of Article 8, the 
ules on the depository system, set out in Section 8-320, applied only to Article 8 securities. 
Although some forms of money market instruments could be fitted within the language o 
he Article 8 definition of “security,” this is not true for bankers’ acceptances. Accordingly, 
it was not thought feasible to make bankers’ acceptances eligible for deposit in clearing 
corporations under the prior version of Article 8. Revised Article 8 solves this problem by 
separating the coverage of the Part 5 rules from the definition of security. Even though a 
bankers’ acceptance or other money market instrument is an Article 3 negotiable instru- 
ment rather than an Article 8 security, it would still fall within the definition of financial 
asset in Section 8-102(a)(9). Accordingly, if the instrument is held through a clearing 
corporation or other securities intermediary, the rules of Part 5 of Article 8 apply. 

10. Repurchase agreement transactions. 

Repurchase agreements are an important form of transaction in the securities business, 
particularly in connection with government securities. Repos and reverse repos can be used 
or a variety of purposes. The one that is of particular concern for purposes of commercial 
aw rules is the use of repurchase agreements as a form of financing transaction for govern- 
ment securities dealers. Government securities dealers typically obtain intra-day financing 
rom their clearing banks, and then at the end of the trading day seek overnight financing 
rom other sources to repay that day’s advances from the clearing bank. Repos are the 
principal source of this financing. The dealer (“repo seller”) sells securities to the financing 
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source (“repo buyer”) for cash, and at the same time agrees to repurchase the same or like 
securities the following day, or at some other brief interval. The sources of the financing 
include a variety of entities seeking short term investments for surplus cash, such as pen- 
sion funds, business corporations, money market funds, and banks. The pricing may be 
computed in various ways, but in essence the price at which the dealer agrees to repurchase 
he securities exceeds the price paid to the dealer by an amount equivalent to interest on 
he funds. 

The transfer of the securities from a securities dealer as repo seller to a provider of funds 
as repo buyer can be effected in a variety of ways. The repo buyer might be willing to allow 
he repo seller to keep the securities “in its hands,” relying on the dealer's representation 
hat it will hold them on behalf of the repo buyer. In the jargon of the trade, these are 
known as “hold-in-custody repos” or “HIC repos.” At the other extreme, the repo buyer 
might insist that the dealer “hand over” the securities so that in the event that the dealer 
ails and is unable to perform its obligation to repurchase them, the repo buyer will have 
he securities “in its hands.” The jargon for these is “delivered-out repos.” A wide variety o 
arrangements between these two extremes might be devised, in which the securities are 
“handed over” to a third party with powers concerning their disposition allocated between 

he repo seller and repo buyer in a variety of ways. 

Specification of the rights of repo buyers is complicated by the fact that the transfer o 
he interest in securities from the repo seller to the repo buyer might be characterized as 

an outright sale or as the creation of a security interest. Article 8 does not attempt to 
specify any categorical rules on that issue. 

Article 8 sets out rules on the rights of parties who have implemented securities transac- 
ions in certain ways. It does not, however, deal with the legal characterization of the 
ransactions that are implemented through the Article 8 mechanisms. Rather, the Article 8 
ules apply without regard to the characterization of transactions for other purposes. For 

example, the Article 8 rules for the direct holding system provide that a person who takes 
delivery of a duly indorsed security certificate for value and without notice of adverse 
claims takes free from any adverse claims. That rule applies without regard to the character 
of the transaction in which the security certificate was delivered. It applies both to delivery 
upon original issue and to delivery upon transfer. It applies to transfers in settlement o 

sales and to transfers in pledge. Similarly, the Article 8 indirect holding system rules, such 
as the adverse claim cut-off rules in Sections 8-502 and 8-510, apply to the transactions 
hat fall within their terms, whether those transactions were sales, secured transactions, or 
something else. 

Repos involve transfers of interests in securities. The Article 8 rules apply to transfers o 
securities in repos, just as they apply to transfers of securities in any other form o 

ransaction. The transfer of the interest in securities from the repo seller to the repo buyer 

might be characterized as an outright sale or as the creation of a security interest. Article 8 
does not determine that question. The rules of Revised Article 8 have, however, been 
drafted to minimize the possibility that disputes over the characterization of the transfer in 
a repo would affect substantive questions that are governed by Article 8. See, e.g., Section 
8-510 and Comment 4 thereto. 

11. Securities lending transactions. 

In a typical securities lending transaction, the owner of securities lends them to another 
person who needs the securities to satisfy a delivery obligation. For example, when a 
customer of a broker sells a security short, the broker executes an ordinary trade as seller 
and so must deliver the securities at settlement. The customer is “short” against the broker 
because the customer has an open obligation to deliver the securities to the broker, which 
he customer hopes to be able to satisfy by buying in the securities at a lower price. If the 
short seller's broker does not have the securities in its own inventory, the broker will bor- 

ow them from someone else. The securities lender delivers the securities to the borrowing 
broker, and the borrowing broker becomes contractually obligated to redeliver a like 
quantity of the same security. Securities borrowers are required to provide collateral, usu- 
ally government securities, to assure performance of their redelivery obligation. 

The securities lender does not retain any property interest in the securities that are 
delivered to the borrower. The transaction is an outright transfer in which the borrower 
obtains full title. The whole point of securities lending is that the borrower needs the secu- 

ities to transfer them to someone else. It would make no sense to say that the lender 
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etains any property interest in the securities it has lent. Accordingly, even if the securities 
borrower defaults on its redelivery obligation, the securities lender has no property interest 
in the original securities that could be asserted against any person to whom the securities 
borrower may have transferred them. One need not look to adverse claim cut-off rules to 
each that result; the securities lender never had an adverse claim. The securities bor- 
ower's default is no different from any other breach of contract. The securities lender's 
protection is its right to foreclose on the collateral given to secure the borrower's redelivery 
obligation. Perhaps the best way to understand securities lending is to note that the word 
"loan" in securities lending transactions is used in the sense it carries in loans of money, as 
distinguished from loans of specific identifiable chattels. Someone who lends money does 
not retain any property interest in the money that is handed over to the borrower. To use 
civil law terminology, securities lending is mutuum, rather than commodatum. See Story 
on Bailments, $8 6 and 47. 

12. Traded stock options. 

Stock options issued and cleared through the Options Clearing Corporation (“OCC”) are a 
good example of a form of investment vehicle that is treated as a financial asset to which 

he Part 5 rules apply, but not as an Article 8 security to which Parts 2, 3, and 4 apply. 
OCC carries on its books the options positions of the brokerage firms which are clearing 
members of OCC. The clearing members in turn carry on their books the options positions 
of their customers. The arrangements are structurally similar to the securities depository 
system. In the options structure, however, there is no issuer separate from the clearing 
corporation. The financial assets held through the system are standardized contracts 
entitling the holder to purchase or sell a certain security at a set price. Rather than being 
an interest in or obligation of a separate issuer, an option is a contractual right against the 
counter-party. In order to assure performance of the options, OCC interposes itself as 
counter-party to each options trade. The rules of Parts 2, 3, and 4 of this Article, however, 
do not well describe the obligations and rights of OCC. On the other hand, the rules of Part 
5, and the related Article 9 rules on security interests and priorities, do provide a workable 
egal framework for the commercial law analysis of the rights of the participants in the op- 
ions market. Accordingly, publicly traded securities options are included within the defini- 
ion of “financial asset," but not “security.” See Section 8-103(e). Thus, although OCC would 
not be an issuer of a security for purposes of this Article, it would be a clearing corporation, 
against whom its clearing members have security entitlements to the options positions. 
Similarly, the clearing members' customers have security entitlements against the clearing 
members. Traded stock options are also a good illustration of the point that the classifica- 
ion issues under Article 8 are very different from classification under other law, such as 
he federal securities laws. See Section 8-102(d). Stock options are treated as securities for 
purposes of federal securities laws, but not for purposes of Article 8. 

13. Commodity futures. 

Section 8-103(f) provides that a *commodity contract" is not a security or a financial 
asset. Section 9-102(a)(15) defines commodity contract to include commodity futures 
contracts, commodity options, and options on commodity futures contracts that are traded 
on or subject to the rules of a board of trade that has been designated as a contract market 

or that contract pursuant to the federal commodities laws. Thus, commodity contracts 
hemselves are not Article 8 securities to which the rules of Parts 2, 3, and 4 apply, nor is 
he relationship between a customer and a commodity futures commission merchant 
governed by the Part 5 rules of Article 8. Commodity contracts, however, are included 

ithin the Article 9 definition of *investment property." Thus security interests in commod- 
ity positions are governed by essentially the same set of rules as security interests in secu- 
ity entitlements. 

14. “Whatever else they have or may devise.” 

The classification question posed by the above-captioned category of investment products 
and arrangements is among the most difficult —and important—issue raised by the Article 
8 revision process. Rapid innovation is perhaps the only constant characteristic of the secu- 

ities and financial markets. The rules of Revised Article 8 are intended to be sufficiently 
exible to accommodate new developments. 

A common mechanism by which new financial instruments are devised is that a financial 
institution that holds some security, financial instrument, or pool thereof, creates interests 
in that asset or pool which are sold to others. It is not possible to answer in the abstract 
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he question of how such interests are treated under Article 8, because the variety of such 
products is limited only by human imagination and current regulatory structures. At this 
general level, however, one can note that there are at least three possible treatments under 
rticle 8 of the relationship between the institution which creates the interests and the 
persons who hold them. (Again, it must be borne in mind that the Article 8 classification is- 
sue may be different from the classification question posed by federal securities law or 
other regulation.) First, creation of the new interests in the underlying assets may consti- 
ute issuance of a new Article 8 security. In that case the relationship between the institu- 
ion that created the interest and the persons who hold them is not governed by the Part 5 
ules, but by the rules of Parts 2, 3, and 4. See Section 8-501(e). That, for example, is the 
structure of issuance of mutual fund shares. Second, the relationship between the entity 
creating the interests and those holding them may fit within the Part 5 rules, so that the 
persons are treating as having security entitlements against the institution with respect to 
he underlying assets. That, for example, is the structure used for stock options. Third, it 
may be that the creation of the new interests in the underlying assets does not constitute 
issuance of a new Article 8 security, nor does the relationship between the entity creating 
he interests and those holding them fit within the Part 5 rules. In that case, the relation- 
ship is governed by other law, as in the case of ordinary trusts. 
The first of these three possibilities—that the creation of the new interest is issuance of a 
ew security for Article 8 purposes—is a fairly common pattern. For example, an American 
depositary receipt facility does not maintain securities accounts but issues securities called 
ADRs in respect of foreign securities deposited in such facility. Similarly, custodians o 
government securities which issue receipts, certificates, or the like representing direct 
interests in those securities (sometimes interests split between principal and income) do 
ot maintain securities accounts but issue securities representing those interests. Trusts 
holding assets, in a variety of structured and securitized transactions, which issue certifi- 
cates or the like representing “pass-through” or undivided beneficial interests in the trust 
assets, do not maintain securities accounts but issue securities representing those interests. 
In analyzing these classification questions, courts should take care to avoid mechanical 


jurisprudence based solely upon exegesis of the wording of definitions in Article 8. The 
esult of classification questions is that different sets of rules come into play. In order to 
decide the classification question it is necessary to understand fully the commercial setting 
and consider which set of rules best fits the transaction. Rather than letting the choice o 
ules turn on interpretation of the words of the definitions, the interpretation of the words 
of the definitions should turn on the suitability of the application of the substantive rules. 


IV. CHANGES FROM PRIOR (1978) VERSION OF ARTICLE 8 


A. Table of Disposition of Sections in Prior Version 


Article 8 (1978) Revised Articles 8 and 9 
8-101 8-101 

8-102(1)(a) 8-102(a)(4) & (15) 
8-102(1)(b) 8-102(a)(15) & (18) 
8-102(1)(c) 8-102(a)(15) 

8-102(1)(d) 8-102(a)(13) 

8-102(1)(e) 8-102(a)(2) 

8-102(2) 8-202(b)(1) 

8-102(3) 8-102(a)(5) 

8-102(4) omitted, see Revision Note 1 
8-102(5) 8-102(b) 

8-102(6) 8-102(c) 

8-103 8-209 

8-104 8-210 

8-105(1) omitted, see Revision Note 8 
8-105(2) omitted, see Revision Note 4 


Article 8 (1978) 
8-105(3) 

8-106 

8-107 

8-108 

8-201 

8-202 


8-203 
8-204 


8-205 
8-206 
8-207 


8-208 


8-301 

8-302(1) 
8-302(2) 
8-302(3) 
8-302(4) 
8-303 

8-304(1) 


8-304(2) 
8-304(3) 
8-305 
8-306(1) 
8-306(2) 
8-306(3) 
8-306(4) 
8-306(5) 
8-306(6) 
8-306(7) 
8-306(8) 
8-306(9) 
8-306(10) 
8-307 
8-308(1) 
8-308(2) 
8-308(3) 
8-308(4) 
8-308(5) 
8-308(6) 
8-308(7) 
8-308(8) 
8-308(9) 
8-308(10) 


Revised Articles 8 and 9 
8-114 

8-110 

omitted, see Revision Note 8 
omitted, see Revision Note 5 
8-201 


8-202; transaction statement provisions omitted, see 
Revision Note 4 


8-203 


8-204; transaction statement provisions omitted, see 
Revision Note 4 


8-205; transaction statement provisions omitted, see 
Revision Note 4 


8-206; transaction statement provisions omitted, see 
Revision Note 4 


8-207; registered pledge provisions omitted, see Revi- 
sion Note 5 


8-208; transaction statement provisions omitted, see 
Revision Note 4 


8-302(a) & (b) 
8-303(a) 
8-102(a)(1) 
8-303(b) 

8-302(c) 
8-102(a)(3) 
8-105(d) 

omitted, see Revision Note 4 
8-105(b) 

8-105(c) 

8-108(f) 

8-108(a) 

8-108(g) 

8-108(h) 

8-108(e) 

8-306(h) 

8-108(b), 8-306(h) 
omitted, see Revision Note 5 
8-108(c) 

8-108(i) 

8-304(d) 
8-102(a)(11), 8-107 
8-304(a) 

8-304(b) 
8-102(a)(12) 

8-107 & 8-305(a) 
8-107 

8-107 

8-107 

8-304(f) & 8-305(b) 
8-107 
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Article 8 (1978) Revised Articles 8 and 9 

8-308(11) 8-107 

8-309 8-304(c) 

8-310 8-304(e) 

8-311(a) omitted, see 8-106(b)(2), 8-301(b)(1), 8-303 

8-311(b) 8-404 

8-812 8-306 

8-313(1)(a) omitted, see Revision Note 2; see also 8-301(a)(1) & (2) 
8-313(1)(b) omitted, see Revision Note 2; see also 8-301(b)(1) & (2) 
8-313(1)(c) omitted, see Revision Note 2; see also 8-301(a)(3) 
8-313(1)(d) omitted, see Revision Note 2; see also 8-501(b) 
8-313(1)(e) omitted, see Revision Note 2; see also 8-301(a)(2) 
8-313(1)(f) omitted, see Revision Note 2; see also 8-301(b)(2) 


8-313(1)(g) omitted, see Revision Notes 1 & 2; see also 8-501(b), 
8-111 


8-313(1)(h) (j) omitted, see Revision Note 2; see also 9-203 
8-313(2) omitted, see Revision Note 2; see also 8-503 
8-313(3) omitted, see Revision Note 2 

8-313(4) 8-102(a)(14) 

8-314 omitted, see Revision Note 8 

8-315 omitted, see Revision Note 8 

8-316 8-307 

8-317 8-112 

8-318 8-115 

8-319 omitted, see 8-113 and Revision Note 7 
8-320 omitted, see Revision Note 1 

8-321 omitted, see 9-203, 9-309, 9-312, 9-314 
8-401 8-401 

8-402 8-402, see Revision Note 6 

8-403 8-403, see Revision Note 6 

8-404 8-404 

8-405(1) 8-406 

8-405(2) 8-405(a) 

8-405(3) 8-405(b) 

8-406 8-407 

8-407 omitted, see Revision Note 8 

8-408 omitted, see Revision Note 4 


B. Revision Notes 

1. Provisions of former Article 8 on clearing corporations. 

The keystone of the treatment of the indirect holding system in the prior version o 

rticle 8 was the special provision on clearing corporations in Section 8-320. Section 8-320 

as added to Article 8 in 1962, at the very end of the process that culminated in promulga- 
ion and enactment of the original version of the Code. The key concepts of the original ver- 
sion of Article 8 were “bona fide purchaser” and “delivery.” Under Section 8-302 (1962) one 
could qualify as a “bona fide purchaser” only if one had taken delivery of a security, and 
Section 8-313 (1962) specified what counted as a delivery. 

Section 8-320 was added to take account of the development of the system in which 
rades can be settled by netted book-entry movements at a depository without physical 
deliveries of certificates. Rather than reworking the basic concepts, however, Section 8-320 
brought the depository system within Article 8 by definitional fiat. Subsection (a) of Section 
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8-320 (1962) stated that a transfer or pledge could be effected by entries on the books of a 
central depository, and subsection (b) stated that such an entry “has the effect of a delivery 
of a security in bearer form or duly indorsed in blank." In 1978, 1978, Section 8-320 was 
evised to conform it to the general substitution of the concept of “transfer” for “delivery,” 
but the basic structure remained the same. Under the 1978 version of Article 8, the only 
book-entry transfers that qualified the transferee for bona fide purchaser rights were those 
made on the books of a clearing corporation. See Sections 8-302(1)(c), 8-313(1)(g), and 
8-320. Thus, for practical purposes, the indirect holding system rules of the prior version o 

rticle 8 required that the securities be held by a clearing corporation in accordance with 
he central depository rules of Section 8-320. 

Some of the definitional provisions concerning clearing corporation in the prior version o 
Article 8 seem to have conflated the commercial law rules on the effect of book-entry 
ransactions with issues about the regulation of entities that are acting as clearing 
corporations. For example, the Section 8-320 rules that gave effect to book-entry transfers 
applied only if the security was “in the custody of the clearing corporation, another clearing 
corporation, [or] a custodian bank." *Custodian bank" was defined in Section 8-102(4) as *a 
bank or trust company that is supervised and examined by state or federal authority hav- 
ing supervision over banks and is acting as custodian for a clearing corporation." Although 
his was probably inadvertent, these definitional provisions have operated as an obstacle to 
he development of clearing arrangements for global trading, since they effectively 
precluded clearing corporations from using foreign banks as custodians. 

Revised Article 8 is based on the view that Article 8 is not the proper place for regulatory 
decisions about whether certain sorts of financial institutions should or should not be 
permitted to engage in a particular aspect of the securities business, such as acting as a 
clearing corporation, or how they should be permitted to conduct that business. Rather, 
Article 8 should deal only with the commercial law questions of what duties and rights flow 
rom doing business as a clearing corporation, leaving it to other regulatory law to decide 

hich entities should be permitted to act as clearing corporations, and to regulate their 
activities. Federal securities laws now establish a detailed regulatory structure for clearing 
corporations; there is no need for Article 8 to duplicate parts of that structure. Revised 
Article 8 deletes all provision of the prior version which had the effect of specifying how 
clearing corporations should conduct their operations. For example, Revised Article 8 
deletes the definition of “custodian bank," which operated in the prior version only as a 

egulatory restriction on how clearing corporations could hold securities. 

In general, the structure of Revised Article 8 is such that there is relatively little need for 
special provisions on clearing corporations. Book-entry transactions effected through clear- 
ing corporations are treated under the same rules in Part 5 as book-entry transactions ef- 
ected through any other securities intermediary. Accordingly, Revised Article 8 has no 
direct analog of the special provisions in Section 8-320 on transfers on the books of clearing 
corporations. 

2. Former Section 8-313— "Transfer." 

Section 8-313 of the 1978 version of Article was extremely complicated, because it at- 
empted to cover many different issues. The following account of the evolution of Section. 
8-313 may assist in understanding why a different approach is taken in Revised Article 8. 
his explanation is, however, intended not as an actual account of historical events, but as 
a conceptual reconstruction, devised from the perspective of, and with the benefit of, 


The original objective of Article 8 was to ensure that certificates representing investment 
securities would be “negotiable” in the sense that purchasers would be protected by the 
bona fide purchaser rules. The requirements for bona fide purchaser status were that the 
purchaser had to (i) take delivery of the security and (ii) give value in good faith and 

ithout notice of adverse claims. Section 8-313 specified what counted as a “delivery,” and 
Section 8-302 specified the other requirements. 

The 1978 amendments added provisions on uncertificated securities, but the basic 
organizational pattern was retained. Section 8-302 continued to state the requirements o 

alue, good faith, and lack of notice for good faith purchase, and Section 8-313 stated the 
mechanism by which the purchase had to be implemented. Delivery as defined in the origi- 
al version of Section 8-313 had a meaning similar to the concept known in colloquial secu- 
ities jargon as “good delivery”; that is, physical delivery with any necessary indorsement. 
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Although the word “delivery” has now come to be used in securities parlance in a broader 
sense than physical delivery, when the provisions for uncertificated securities were added it 

as thought preferable to use another word. Thus, the word “transfer” was substituted for 
“delivery” in Section 8-313. 

The 1978 amendments also moved the rules governing security interests in securities 
rom Article 9 to Article 8, though the basic conceptual structure of the common law o 
pledge was retained. Since a pledge required a delivery, and since the term transfer had 
been substituted for delivery, the 1978 amendments provided that in order to create a secu- 
ity interest there must be a “transfer,” in the defined Article 8 sense, from the debtor to 
he secured party. Accordingly, provisions had to be added to Section 8-313 so that any o 
he steps that should suffice to create a perfected security interest would be deemed to con- 
stitute a “transfer” within the meaning of Section 8-313. Thus, the Section 8-313 rules on 
“transfer,” which had in the previous version dealt only with what counted as a delivery 
hat qualified one for bona fide purchaser status, became the statutory locus for all of the 
ules on creation and perfection of security interests in securities. Accordingly the rather 
elaborate rules of subsections (1)(h), (1)(), and (1)G) were added. 

Having expanded Section 8-313 to the point that it served as the rule specifying the 
ormal requirements for transfer of all significant forms of interests in securities, it must 
have seemed only logical to take the next step and make the Section 8-313 rules the 
exclusive means of transferring interests in securities. Thus, while the prior version had 
stated that “Delivery to a purchaser occurs when . . . ”, the 1978 version stated that 
"Transfer of a security or a limited interest (including a security interest) therein to a 
purchaser occurs only . . ..” Having taken that step, however, it then became necessary to 
ensure that anyone who should be regarded as having an interest in a security would be 
covered by some provision of Section 8-313. Thus, the provisions of subsection (1)(d)(i) and 
(iii) were added to make it possible to say that the customers of a securities intermediary 

ho hold interests in securities held by the intermediary in fungible bulk received 
"transfers." 

Section 8-313(1)(d) was the key provision in the 1978 version dealing with the indirect 
holding system at the level below securities depositories. It operated in essentially the 
same fashion as Section 8-320; that is, it stated that when a broker or bank holding securi- 
ies in fungible bulk makes entries on its books identifying a quantity of the fungible bulk 
as belonging to the customer, that action is treated as a “transfer”—in the special Section 
8-313 sense—of an interest in the security from the intermediary to the customer. 

Revised Article 8 has no direct analog of the 1978 version of Section 8-313. The rules on. 
secured transactions have been returned to Article 9, so subsections of Section 8-313 (1978) 
dealing with security interests are deleted from Article 8. Insofar as portions of Section 
8-313 (1978) were designed to specify the formal requirements for transferees to qualify for 
protection against adverse claims, their place is taken by Revised Section 8-301, which 
defines “delivery,” in a fashion somewhat akin to the pre-1978 version of Section 8-313. The 
descendant of the provisions of Section 8-313 (1978) dealing with the indirect holding 
system is Revised Section 8-501 which specifies when a person acquires a security 
entitlement. Section 8-501, however, is based on a different analysis of the transaction in 

hich a customer acquires a position in the indirect holding system. The transaction is not 
described as a “transfer” of an interest in some portion of a fungible bulk of securities held 
by the securities intermediary but as the creation of a security entitlement. Accordingly, 
just as Revised Article 8 has no direct analog of the Section 8-320 rules on clearing corpora- 
ion transfers, it has no direct analog of the Section 8-313(1) rules on “transfers” of interests 
in securities held in fungible bulk. 

3. Uncertificated securities provisions. 

Given the way that securities holding practices have evolved, the sharp distinction that 
he 1978 version of Article 8 drew between certificated securities and uncertificated securi- 
ies has become somewhat misleading. Since many provisions of the 1978 version had sep- 

arate subsections dealing first with certificated securities and then with uncertificated se- 
curities, and since people intuitively realize that the volume of trading in the modern 
securities markets could not possibly be handled by pushing around certificates, it was only 

atural for a reader of the statute to conclude that the uncertificated securities provisions 
of Article 8 were the basis of the book-entry system. That, however, is not the case. Al- 
hough physical delivery of certificates plays little role in the settlement system, most 
publicly traded securities are still, in legal theory, certificated securities. To use clearance 
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and settlement jargon, the book-entry securities holding system has used “immobilization” 
ather than *dematerialization." 

The important legal and practical difference is between the direct holding system, in 
hich the beneficial owners have a direct relationship with the issuer, and the indirect 

holding system, in which securities are held through tiers of securities intermediaries. Ac- 
cordingly, in Revised Article 8 the contrast between certificated securities and uncertificated 
securities has been minimized or eliminated as much as possible in stating the substantive 
provisions. 

4. Transaction statements. 

Although the 1978 provisions on uncertificated securities contemplated a system in 

hich there would be no definitive certificates as reifications of the underlying interests or 
obligations, the 1978 amendments did not really dispense with all requirements of paper 
evidence of securities holding. The 1978 amendments required issuers of uncertificated se- 
curities to send paper "transaction statements" upon registration of transfer. Section 8-408 

egulated the content and format of these transaction statements in considerable detail. 
he statements had to be in writing, include specific information, and contain a conspicu- 
ous legend stating that "This statement is merely a record of the rights of the addressee as 
of the time of its issuance. Delivery of this statement, of itself, confers no rights on the 
ecipient. This statement is neither a negotiable instrument nor a security." Issuers were 
equired to send statements when any transfer was registered (known as “initial transac- 
ion statements") and also were required to send periodic statements at least annually and 
also upon any security holder's reasonable request. Fees were regulated to some extent, in 
hat Section 8-408(8) specified that if periodic statements were sent at least quarterly, the 
issuer could charge for statements requested by security holders at other times. 

The detailed specification of reporting requirements for issuers of uncertificated securi- 
ies was quite different from the treatment of securities intermediaries. Though the prior 
ersion of Article 8 did require non-clearing corporation securities intermediaries to send 

confirmations of transfers—a requirement deleted in Revised Article 8—it did not regulate 

heir content or format. Article 8 has never imposed periodic reporting requirements on se- 
curities intermediaries. Thus, reporting requirements for the indirect holding system were 
eft to agreements and regulatory authorities, while reporting requirements for a book- 
entry direct holding system were imposed by statute. 

Securities holding systems based on transaction statements of the sort contemplated by 

he 1978 amendments have not yet evolved to any major extent—indeed, the statutory 
specification of the details of the information system may itself have acted as an impedi- 
ment to the evolution of a book-entry direct system. Accordingly, Revised Article 8 drops 
he statutory requirements concerning transaction statements. The record keeping and 
eporting obligations of issuers of uncertificated securities would be left to agreement and 
other law, as is the case today for securities intermediaries. 

In the 1978 version, the Part 2 rules concerning transfer restrictions, issuers' defenses, 
and the like were based on the assumption that transaction statements would be used in a 

ashion analogous to traditional security certificates. For example, Sections 8-202 and 8-204 
specified that the terms of a security, or any restrictions on transfer imposed by the issuer, 
had to be noted on the transaction statement. Revised Article 8 deletes all such references 

o transaction statements. The terms of securities, or of restrictions of transfer, would be 
governed by whatever law or agreement specifies these matters, just as is the case for vari- 
ous other forms of business entities, such as partnerships, that have never issued certifi- 
cates representing interests. Other Part 2 rules, such as Sections 8-205, 8-206, and 8-208, 
attempted to state rules on forgery and related matters for transactions statements. Since 
Revised Article 8 does not specify the format for information systems for uncertificated se- 
curities, there is no point in attempting to state rules on the consequences of wrongful in- 

ormation transmission in the particular format of written statements authenticated by 
signatures. 

5. Deletion of provisions on registered pledges. 

The 1978 version of Article 8 also added detailed provisions concerning “registered 
pledges" of uncertificated securities. Revised Article 8 adopts a new system of rules for se- 
curity interests in securities, for both the direct and indirect holding systems that make it 

nnecessary to have special statutory provisions for registered pledges of uncertificated 
securities. 
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The reason that the 1978 version of Article 8 created this concept was that if the only 
means of creating security interests was the pledge, it seemed necessary to provide some 
substitute for the pledge in the absence of a certificate. The point of the registered pledge 

as, presumably, that it permitted a debtor to grant a perfected security interest in securi- 

ies, yet still keep the securities in the debtor’s own name for purposes of dividends, voting, 
and the like. The concept of registered pledge has, however, been thought troublesome by 
many legal commentators and securities industry participants. For example, in Mas- 
sachusetts where many mutual funds have their headquarters, a non-uniform amendment 

as enacted to permit the issuer of an uncertificated security to refuse to register a pledge 
and instead issue a certificate to the owner that the owner could then pledge by ordinary 
means. 

Under the 1978 version of Article 8, if an issuer chose to issue securities in uncertificated 
orm, it was also required by statute to offer a registered pledge program. Revised Articles 
8 and 9 take a different approach. All of the provisions dealing with registered pledges 
have been deleted. This does not mean, however, that issuers cannot offer such a service. 
The control rules of Revised Section 8-106 and the related priority provisions in Article 9 
establish a structure that permits issuers to develop systems akin to the registered pledge 
device, without mandating that they do so, or legislating the details of the system. In es- 
sence, the registered pledge or control device amounts to a record keeping service. A debtor 
can always transfer securities to its lender. In a registered pledge or control agreement ar- 

angement, the issuer keeps track of which securities the secured party holds for its own 
account outright, and which securities it holds in pledge from its debtors. 

Under the rules of Revised Articles 8 and 9, the registered pledge issue can easily be left 

o resolution by the market. The concept of control is defined in such fashion that if an is- 
suer or securities intermediary wishes to offer a service akin to the registered pledge device 
it can do so. The issuer or securities intermediary would offer to enter into agreements with 

he debtor and secured party under which it would hold the securities for the account of the 
debtor, but subject to instructions from the secured party. The secured party would thereby 
obtain control assuring perfection and priority of its lien. 

Even if such arrangements are not offered by issuers, persons who hold uncertificated se- 
curities will have several options for using them as collateral for secured loans. Under the 

ew rules, filing is a permissible method of perfection, for debtors other than securities 

rms. A secured party who relies on filing is, of course, exposed to the risk that the debtor 

ill double finance and grant a later secured lender a security interest under circum- 
stances that give that lender control and hence priority. If the lender is unwilling to run 

hat risk, the debtor can transfer the securities outright to the lender on the books of the 
issuer, though between the parties the debtor would be the owner and the lender only a 
secured party. That, of course, requires that the debtor trust the secured party not to 
dispose of the collateral wrongfully, and the debtor may also need to make arrangements 

ith the secured party to exercise benefits of ownership such as voting and receiving 
distributions. 

It may well be that both lenders and borrowers would prefer to have some arrangement, 
such as the registered pledge device of current law, that permits the debtor to remain as 

he registered owner entitled to vote and receive dividends but gives the lender exclusive 
power to order their disposition. The approach taken in this revision is that if there is a| 
genuine demand for such arrangements, it can be met by the market. The difficulty with 

he approach of present Article 8 is that it mandates that any issuer that wishes to issue 
securities in uncertificated form must also offer this record keeping service. That obligation 
may well have acted as a disincentive to the development of uncertificated securities. Thus, 

he deletion of the mandated registered pledge provisions is consistent with the principle o 
neutrality toward the evolution of securities holding practices. 

6. Former Section 8-403—Issuer’s Duty as to Adverse Claims. 

Section 8-403 of the prior version of Article 8 dealt with the obligations of issuers to 
adverse claimants. The starting point of American law on issuers’ liability in such circum- 
stances is the old case of Lowry v. Commercial & Farmers’ Bank, 15 F.Cas. 1040 
(C.C.D.Md.1848) (No. 8551), under which issuers could be held liable for registering a 

ransfer at the direction of a registered owner who was acting wrongfully as against a third 
person in making the transfer. The Lowry principle imposed onerous liability on issuers, 
particularly in the case of transfers by fiduciaries, such as executors and trustees. To 
protect against risk of such liability, issuers developed the practice of requiring extensive 
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documentation for fiduciary stock transfers to assure themselves that the fiduciaries were 
acting rightfully. As a result, fiduciary stock transfers were cumbersome and time 
consuming. 

In the present century, American law has gradually moved away from the Lowry 
principle. Statutes such as the Uniform Fiduciaries Act, the Model Fiduciary Stock Transfer 

ct, and the Uniform Act for the Simplification of Fiduciary Security Transfers sought to 
avoid the delays in stock transfers that could result from issuers' demands for documenta- 
ion by limiting the issuer's responsibility for transfers in breach of the registered owner's 
duty to others. Although these statutes provided that issuers had no duty of inquiry to 
determine whether a fiduciary was acting rightfully, they all provided that an issuer could 
be liable if the issuer acted with notice of third party claims. 

The prior version of Article 8 followed the same approach as the various fiduciary transfer 
statutes. Issuers were not required to seek out information from which they could determine 

hether a fiduciary was acting properly, but they were liable if they registered a transfer 

ith notice that the fiduciary was acting improperly. Former Section 8-308(11) said that 
he failure of a fiduciary to comply with a controlling instrument or failure to obtain a court, 
approval required under local law did not render the indorsement or instruction 
unauthorized. However, if a fiduciary was in fact acting improperly, then the beneficiary 

ould be treated as an adverse claimant. See Section 8-302(2) (1978) and Comment 4. For- 
mer Section 8-403 specified that if written notice of an adverse claim had been sent to the 
issuer, the issuer “shall inquire into the adverse claim” before registering a transfer on the 
indorsement or instruction of the registered owner. The issuer could “discharge any duty o 
inquiry by any reasonable means,” including by notifying the adverse claimant that the 
ransfer would be registered unless the adverse claimant obtained a court order or gave an 
indemnity bond. 

Revised Article 8 rejects the Lowry principle altogether. It provides that an issuer is not! 
iable for wrongful registration if it acts on an effective indorsement or instruction, even 
hough the issuer may have notice of adverse claims, so long as the issuer has not been 
served with legal process and is not acting in collusion with the wrongdoer in registering 
he transfer. See Revised Section 8-404 and Comments thereto. The provisions of prior 
Section 8-403 specifying that issuers had a duty to investigate adverse claims of which they 
had notice are deleted. 

Revised Article 8 also deletes the provisions set out in Section 8-403(3) of prior law 
specifying that issuers did not have a duty to inquire into the rightfulness of transfers by 

duciaries. The omission of the rules formerly in Section 8-403(3) does not, of course, mean 
hat issuers would be liable for acting on the instruction of fiduciaries in the circumstances 
covered by former Section 8-403(3). Former Section 8-403(3) assumed that issuers would be 
iable if they registered a transfer with notice of an adverse claim. Former Section 8-403(3) 

as necessary only to negate any inference that knowledge that a transfer was initiated by 
a fiduciary might give constructive notice of adverse claims. Under Section 8-404 of Revised 
Article 8, mere notice of adverse claims does not impose duties on the issuer. Accordingl 
he provisions included in former Section 8-403(3) are unnecessary. 

Although the prior version of Article 8 included provisions similar or identical to those 
set out in the Uniform Act for the Simplification of Fiduciary Security Transfers and simi- 
ar statutes, most states retained these statutes at the time the Uniform Commercial Code 

as adopted. These statutes are based on a premise different from Revised Article 8. The 
duciary simplification acts are predicated on the assumption that an issuer would be li- 
able to an adverse claimant if the issuer had notice. These statutes seek only to preclude 
any inference that issuers have such notice when they register transfers on the instructions 
of a fiduciary. Revised Article 8 is based on the view that a third party should not be able 
o interfere with the relationship between an issuer and its registered shareholders unless 
he claimant obtains legal process. Since notice of an adverse claim does not impose duties 
on an issuer under Revised Article 8, the Uniform Act for the Simplification of Fiduciary 
Security Transfers, or similar statutes, should be repealed upon enactment of Revised 

rticle 8. 

7. Former Section 8-319—Statute of Frauds. 

Revised Article 8 deletes the special statute of frauds provision for securities contracts 
hat was set out in former Section 8-319. See Revised Section 8-113. Most of the litigation 
involving the statute of frauds rule of the prior version of Article 8 involved informal 
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ransactions, rather than transactions on the organized securities markets. Typical cases 

ere those in which an employee or former employee of a small enterprise sued to enforce 
an alleged promise that he or she would receive an equity interest in the business. The 
sual commercial policies relating to writings in contracts for the sale of personal property 
are at most tangentially implicated in such cases. There was a rather large and complex 
body of case law dealing with the applicability of Section 8-319 to cases of this sort. It 
seems doubtful that the cost of litigating these issues was warranted by whatever protec- 
ions the statute of frauds offered against fraudulent claims. 

Subsection (c) of former Section 8-319 provided that the statute of frauds bar did not ap- 
ply if a written confirmation was sent and the recipient did not seasonably send an 
objection. That provision, however, presumably would not have had the effect of binding a 
broker's customer to the terms of a trade for which confirmation had been sent though the 
customer had not objected within 10 days. In the first place, the relationship between a bro- 

er and customer is ordinarily that of agent and principal; thus the broker is not seeking to 
enforce a contract for sale of a security, but to bind its principal for action taken by the bro- 
er as agent. Former Section 8-319 did not by its terms apply to the agency relationship. 
Moreover, even if former Section 8-319(c) applied, it is doubtful that it, of its own force, had 
he effect of precluding the customer from disputing whether there was a contract or what 
he terms of the contract were. Former Section 8-319(c) only removed the statute of frauds 
as a bar to enforcement; it did not say that there was a contract or that the confirmation 
had the effect of excluding other evidence of its terms. Thus, deletion of former Section 
8-319 does not change the law one way or the other on whether a customer who fails to 
object to a written confirmation is precluded from denying the trade described in the 
confirmation, because that issue was never governed by former Section 8-319(c). 

8. Miscellaneous. 

Prior Section 8-105. Revised Article 8 deletes the statement found in Section 8-105(1) 
of the prior version that certificated securities “are negotiable instruments." This provision 

as added very late in the drafting process of the original Uniform Commercial Code. Ap- 
parently the thought was that it might be useful in dealing with potential transition 
problems arising out of the fact that bonds were then treated as negotiable instruments 

nder the Uniform Negotiable Instruments Law. During that era, many other statutes, 
such as those specifying permissible categories of investments for regulated entities, might 
have used such phrases as “negotiable securities" or “negotiable instruments.” Section 
8-105 seems to have been included in the original version of Article 8 to avoid unfortunate 
interpretations of those other statutes once securities were moved from the Uniform Nego- 
iable Instruments Law to UCC Article 8. Whether or not Section 8-105 was necessary at 
hat time, it has surely outlived its purpose. The statement that securities ^are negotiable 
instruments" is very confusing. As used in the Uniform Commercial Code, the term *nego- 
iable instrument" means an instrument that is governed by Article 3; yet Article 8 securi- 
ies are not governed by Article 3. Courts have occasionally cited Section 8-105(1) of prior 
aw for the proposition that the rules that are generally thought of as characteristic of ne- 
gotiability, such as the rule that bona fide purchasers take free from adverse claims, apply 
o certificated securities. Section 8-105(1), however, is unnecessary for that purpose, since 
he relevant rules are set out in specific provisions of Article 8. 
Prior Sections 8-107 and 8-314. Article 8 has never been, and should not be, a 
comprehensive codification of the law of contracts for the purchase and sale of securities. 
he prior version of Article 8 did contain, however, a number of provisions dealing with 
miscellaneous aspects of the law of contracts as applied to contracts for the sale of securities. 
Section 8-107 dealt with one remedy for breach, and Section 8-314 dealt with certain 
aspects of performance. Revised Article 8 deletes these on the theory that inclusion of a few 
sections on issues of contract law is likely to cause more harm than good since inferences 
might be drawn from the failure to cover related issues. The deletion of these sections is 
not, however, intended as a rejection of the rules of contract law and interpretation that 
hey expressed. 

Prior Section 8-315. It is not entirely clear what the function of Section 8-315 of prior 
aw was. The section specified that the owner of a security could recover it from a person to 

hom it had been transferred, if the transferee did not qualify as a bona fide purchaser. It 
seems to have been intended only to recognize that securities, like any other form o 
personal property, are governed by the general principle of property law that an owner can 
ecover property from a person to whom it has been transferred under circumstances that 
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ules, Article 8 was the only one that included an affirmative statement of the rights of an 
owner to recover her property. It seems wiser to adopt the same approach as in Articles 2, 
3, 7, and 9, and leave this point to other law. Accordingly, Section 8-315 is deleted in 
Revised Article 8, without, of course, implying rejection of the nearly self-evident rule that 
it sought to express. 
Prior Section 8-407. This section, entitled ^Exchangeability of Securities," seemed to 
say that holders of securities had the right to cause issuers to convert them back and forth 
om certificated to uncertificated form. The provision, however, applied only if the issuer 
"regularly maintains a system for issuing the class of securities involved under which both 
certificated and uncertificated securities are regularly issued to the category of owners, 
hich includes the person in whose name the new security is to be registered." The provi- 
sion seems unnecessary, since it applied only if the issuer decided that it should. The mat- 
er can be covered by agreement or corporate charter or by-laws. 
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PART 1. SHORT TITLE AND GENERAL MATTERS 


$ 8-101. Short Title. 
This Article may be cited as Uniform Commercial Code—Investment 
Securities. 


$ 8-102. Definitions. 
(a) In this Article: 

(1) *Adverse claim" means a claim that a claimant has a property 
interest in a financial asset and that it is a violation of the rights of the 
claimant for another person to hold, transfer, or deal with the financial 
asset. 

(2) “Bearer form,” as applied to a certificated security, means a form in 
which the security is payable to the bearer of the security certificate ac- 
cording to its terms but not by reason of an indorsement. 

(3) *Broker" means a person defined as a broker or dealer under the 
federal securities laws, but without excluding a bank acting in that 
capacity. 


(4) *Certificated security" means a security that is represented by a 
certificate. 


(5) *Clearing corporation" means: 

(i) a person that is registered as a “clearing agency" under the 
federal securities laws; 

(ii) a federal reserve bank; or 

(iii) any other person that provides clearance or settlement services 

with respect to financial assets that would require it to register as a 

clearing agency under the federal securities laws but for an exclusion 

or exemption from the registration requirement, if its activities as a 

clearing corporation, including promulgation of rules, are subject to 

regulation by a federal or state governmental authority. 

(6) “Communicate” means to: 

(i) send a signed writing; or 
(ii) transmit information by any mechanism agreed upon by the 
persons transmitting and receiving the information. 

(7) “Entitlement holder” means a person identified in the records of a 
securities intermediary as the person having a security entitlement 
against the securities intermediary. If a person acquires a security 
entitlement by virtue of Section 8-501(b)(2) or (3), that person is the 
entitlement holder. 

(8) “Entitlement order” means a notification communicated to a securi- 
ties intermediary directing transfer or redemption of a financial asset to 
which the entitlement holder has a security entitlement. 
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(9) “Financial asset," except as otherwise provided in Section 8-108, 
means: 

(i) a security; 

(ii) an obligation of a person or a share, participation, or other inter- 
est in a person or in property or an enterprise of a person, which is, or 
is of a type, dealt in or traded on financial markets, or which is 
recognized in any area in which it is issued or dealt in as a medium 
for investment; or 

(iii) any property that is held by a securities intermediary for an- 
other person in a securities account if the securities intermediary has 
expressly agreed with the other person that the property is to be 
treated as a financial asset under this Article. 

As context requires, the term means either the interest itself or the 

means by which a person’s claim to it is evidenced, including a 

certificated or uncertificated security, a security certificate, or a secu- 

rity entitlement. 

(10) [reserved] 

(11) “Indorsement” means a signature that alone or accompanied by 
other words is made on a security certificate in registered form or on a 
separate document for the purpose of assigning, transferring, or redeem- 
ing the security or granting a power to assign, transfer, or redeem it. 

(12) “Instruction” means a notification communicated to the issuer o 
an uncertificated security which directs that the transfer of the security 
be registered or that the security be redeemed. 


(13) “Registered form,” as applied to a certificated security, means a 
form in which: 


(i) the security certificate specifies a person entitled to the security; 
and 

(ii) a transfer of the security may be registered upon books 
maintained for that purpose by or on behalf of the issuer, or the secu- 
rity certificate so states. 

(14) “Securities intermediary” means: 

(i) a clearing corporation; or 

(ii) a person, including a bank or broker, that in the ordinary course 
of its business maintains securities accounts for others and is acting 
in that capacity. 

(15) “Security,” except as otherwise provided in Section 8-103, means 
an obligation of an issuer or a share, participation, or other interest in 
an issuer or in property or an enterprise of an issuer: 

(i) which is represented by a security certificate in bearer or 
registered form, or the transfer of which may be registered upon books 
maintained for that purpose by or on behalf of the issuer; 

(ii) which is one of a class or series or by its terms is divisible into a 
class or series of shares, participations, interests, or obligations; and 

(iii) which: 

(A) is, or is of a type, dealt in or traded on securities exchanges or 
securities markets; or 
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(B) is a medium for investment and by its terms expressly provides 
that it is a security governed by this Article. 


(16) “Security certificate” means a certificate representing a security. 

(17) “Security entitlement” means the rights and property interest o 
an entitlement holder with respect to a financial asset specified in Part 
5: 

(18) “Uncertificated security” means a security that is not represented 
by a certificate. 


(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


Appropriate person Section 8-107 
Control Section 8-106 
Delivery Section 8-301 
Investment company secu- Section 8-103 
rity 

Issuer Section 8-201 
Overissue Section 8-210 
Protected purchaser Section 8-303 
Securities account Section 8-501 


(c) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


(d) The characterization of a person, business, or transaction for purposes 
of this Article does not determine the characterization of the person, busi- 
ness, or transaction for purposes of any other law, regulation, or rule. 


As amended in 2001. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 


Offcial Comment 
1. “Adverse claim.” The definition of the term “adverse claim” has two components. First, 
he term refers only to property interests. Second, the term means not merely that a person 
has a property interest in a financial asset but that it is a violation of the claimant's prop- 
erty interest for the other person to hold or transfer the security or other financial asset. 

The term adverse claim is not, of course, limited to ownership rights, but extends to 
other property interests established by other law. A security interest, for example, would be 
an adverse claim with respect to a transferee from the debtor since any effort by the 
secured party to enforce the security interest against the property would be an interference 

ith the transferee's interest. 

The definition of adverse claim in the prior version of Article 8 might have been read to 
suggest that any wrongful action concerning a security, even a simple breach of contract, 
gave rise to an adverse claim. Insofar as such cases as Fallon v. Wall Street Clearing Corp., 
586 N.Y.S.2d 953, 182 A.D.2d 245, (1992) and Pentech Intl. v. Wall St. Clearing Co., 983 
F.2d 441 (2d Cir.1993), were based on that view, they are rejected by the new definition 

hich explicitly limits the term adverse claim to property interests. Suppose, for example, 

hat A contracts to sell or deliver securities to B, but fails to do so and instead sells or 
pledges the securities to C. B, the promisee, has an action against A for breach of contract, 
but absent unusual circumstances the action for breach would not give rise to a property 
interest in the securities. Accordingly, B does not have an adverse claim. An adverse claim 
might, however, be based upon principles of equitable remedies that give rise to property 
claims. It would, for example, cover a right established by other law to rescind a transac- 
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ion in which securities were transferred. Suppose, for example, that A holds securities and 
is induced by B's fraud to transfer them to B. Under the law of contract or restitution, 
may have a right to rescind the transfer, which gives A a property claim to the securities. I 
so, A has an adverse claim to the securities in B's hands. By contrast, if B had committed 

o fraud, but had merely committed a breach of contract in connection with the transfer 
rom A to B, A may have only a right to damages for breach, not a right to rescind. In that 
case, À would not have an adverse claim to the securities in B's hands. 

2. “Bearer form.” The definition of “bearer form” has remained substantially unchanged 
since the early drafts of the original version of Article 8. The requirement that the certifi- 
cate be payable to bearer by its terms rather than by an indorsement has the effect o 
preventing instruments governed by other law, such as chattel paper or Article 3 negotia- 
ble instruments, from being inadvertently swept into the Article 8 definition of security 
merely by virtue of blank indorsements. Although the other elements of the definition of se- 
curity in Section 8-102(a)(14) probably suffice for that purpose in any event, the language 

sed in the prior version of Article 8 has been retained. 

3. “Broker.” Broker is defined by reference to the definitions of broker and dealer in the 
ederal securities laws. The only difference is that banks, which are excluded from the 
ederal securities law definition, are included in the Article 8 definition when they perform 
unctions that would bring them within the federal securities law definition if it did not 
have the clause excluding banks. The definition covers both those who act as agents 
(“brokers” in securities parlance) and those who act as principals (“dealers” in securities 
parlance). Since the definition refers to persons *defined" as brokers or dealers under the 
ederal securities law, rather than to persons required to “register” as brokers or dealers 
nder the federal securities law, it covers not only registered brokers and dealers but also 
hose exempt from the registration requirement, such as purely intrastate brokers. The 
only substantive rules that turn on the defined term broker are one provision of the section 
on warranties, Section 8-108(i), and the special perfection rule in Article 9 for security 
interests granted by brokers or securities intermediaries, Section 9-309(10). 

4. “Certificated security." The term “certificated security" means a security that is 
epresented by a security certificate. 

5. *Clearing corporation." The definition of clearing corporation limits its application to 
entities that are subject to a rigorous regulatory framework. Accordingly, the definition 
includes only federal reserve banks, persons who are registered as “clearing agencies" 

nder the federal securities laws (which impose a comprehensive system of regulation o 
he activities and rules of clearing agencies), and other entities subject to a comparable 
system of regulatory oversight. 

6. “Communicate.” The term “communicate” assures that the Article 8 rules will be suf- 
ciently flexible to adapt to changes in information technology. Sending a signed writing 
always suffices as a communication, but the parties can agree that a different means o 
ransmitting information is to be used. Agreement is defined in Section 1-201(3) as “the 
bargain of the parties in fact as found in their language or by implication from other cir- 
cumstances including course of dealing or usage of trade or course of performance." Thus, 
se of an information transmission method might be found to be authorized by agreement, 
even though the parties have not explicitly so specified in a formal agreement. The term 
communicate is used in Sections 8-102(a)(7) (definition of entitlement order), 8-102(a)(11) 
(definition of instruction), and 8-403 (demand that issuer not register transfer). 

7. “Entitlement holder." This term designates those who hold financial assets through 
intermediaries in the indirect holding system. Because many of the rules of Part 5 impose 
duties on securities intermediaries in favor of entitlement holders, the definition of entitle- 
ment holder is, in most cases, limited to the person specifically designated as such on the 

ecords of the intermediary. The last sentence of the definition covers the relatively unusual 
cases where a person may acquire a security entitlement under Section 8-501 even though 
he person may not be specifically designated as an entitlement holder on the records of the 
securities intermediary. 

A person may have an interest in a security entitlement, and may even have the right to 
give entitlement orders to the securities intermediary with respect to it, even though the 
person is not the entitlement holder. For example, a person who holds securities through a 
securities account in its own name may have given discretionary trading authority to an- 
other person, such as an investment adviser. Similarly, the control provisions in Section 


737 


UNIFORM COMMERCIAL CODE 


8-106 and the related provisions in Article 9 are designed to facilitate transactions in which 
a person who holds securities through a securities account uses them as collateral in an ar- 
angement where the securities intermediary has agreed that if the secured party so 
directs the intermediary will dispose of the positions. In such arrangements, the debtor 
emains the entitlement holder but has agreed that the secured party can initiate entitle- 
ment orders. Moreover, an entitlement holder may be acting for another person as a 
nominee, agent, trustee, or in another capacity. Unless the entitlement holder is itself act- 
ing as a securities intermediary for the other person, in which case the other person would 
be an entitlement holder with respect to the securities entitlement, the relationship be- 
ween an entitlement holder and another person for whose benefit the entitlement holder 
holds a securities entitlement is governed by other law. 

8. “Entitlement order.” This term is defined as a notification communicated to a securi- 
ies intermediary directing transfer or redemption of the financial asset to which an entitle- 
ment holder has a security entitlement. The term is used in the rules for the indirect hold- 
ing system in a fashion analogous to the use of the terms “indorsement” and “instruction” 
in the rules for the direct holding system. If a person directly holds a certificated security 
in registered form and wishes to transfer it, the means of transfer is an indorsement. If a 
person directly holds an uncertificated security and wishes to transfer it, the means o 
ransfer is an instruction. If a person holds a security entitlement, the means of disposition 
is an entitlement order. An entitlement order includes a direction under Section 8-508 to 
he securities intermediary to transfer a financial asset to the account of the entitlement 
holder at another financial intermediary or to cause the financial asset to be transferred to 
he entitlement holder in the direct holding system (e.g., the delivery of a securities certifi- 
cate registered in the name of the former entitlement holder). As noted in Comment 7, an 
entitlement order need not be initiated by the entitlement holder in order to be effective, so 
ong as the entitlement holder has authorized the other party to initiate entitlement 
orders. See Section 8-107(b). 

9. “Financial asset.” The definition of “financial asset,” in conjunction with the definition 
of “securities account” in Section 8-501, sets the scope of the indirect holding system rules 
of Part 5 of Revised Article 8. The Part 5 rules apply not only to securities held through 
intermediaries, but also to other financial assets held through intermediaries. The term 

nancial asset is defined to include not only securities but also a broader category of obliga- 
ions, shares, participations, and interests. 

Having separate definitions of security and financial asset makes it possible to separate 
he question of the proper scope of the traditional Article 8 rules from the question of the 
proper scope of the new indirect holding system rules. Some forms of financial assets 
should be covered by the indirect holding system rules of Part 5, but not by the rules o 
Parts 2, 3, and 4. The term financial asset is used to cover such property. Because the term 
security entitlement is defined in terms of financial assets rather than securities, the rules 
concerning security entitlements set out in Part 5 of Article 8 and in Revised Article 9 ap- 
ply to the broader class of financial assets. 

The fact that something does or could fall within the definition of financial asset does not, 

ithout more, trigger Article 8 coverage. The indirect holding system rules of Revised 
Article 8 apply only if the financial asset is in fact held in a securities account, so that the 
interest of the person who holds the financial asset through the securities account is a secu- 

ity entitlement. Thus, questions of the scope of the indirect holding system rules cannot be 
ramed as “Is such-and-such a ‘financial asset’ under Article 8?” Rather, one must analyze 

hether the relationship between an institution and a person on whose behalf the institu- 
ion holds an asset falls within the scope of the term securities account as defined in 
Section 8-501. That question turns in large measure on whether it makes sense to apply 
he Part 5 rules to the relationship. 

The term financial asset is used to refer both to the underlying asset and the particular 
means by which ownership of that asset is evidenced. Thus, with respect to a certificated 
security, the term financial asset may, as context requires, refer either to the interest or 
obligation of the issuer or to the security certificate representing that interest or obligation. 
Similarly, if a person holds a security or other financial asset through a securities account, 
he term financial asset may, as context requires, refer either to the underlying asset or to 
he person's security entitlement. 

10. *Good faith." Section 1-203 provides that ^Every contract or duty within [the Uniform 
Commercial Code] imposes an obligation of good faith in its performance or enforcement." 
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Section 1-201(b)(20) defines “good faith” as “honesty in fact and the observance of reason- 
able commercial standards of fair dealing." The reference to commercial standards makes 
clear that assessments of conduct are to be made in light of the commercial setting. The 
substantive rules of Article 8 have been drafted to take account of the commercial circum- 
stances of the securities holding and processing system. For example, Section 8-115 provides 
hat a securities intermediary acting on an effective entitlement order, or a broker or other 
agent acting as a conduit in a securities transaction, is not liable to an adverse claimant, 
unless the claimant obtained legal process or the intermediary acted in collusion with the 

rongdoer. This, and other similar provisions, see Sections 8-404 and 8-503(e), do not 
depend on notice of adverse claims, because it would impair rather than advance the inter- 
est of investors in having a sound and efficient securities clearance and settlement system 
o require intermediaries to investigate the propriety of the transactions they are 
processing. The good faith obligation does not supplant the standards of conduct established 
in provisions of this kind. 

In Revised Article 8, the definition of good faith is not germane to the question whether a. 
purchaser takes free from adverse claims. The rules on such questions as whether a 
purchaser who takes in suspicious circumstances is disqualified from protected purchaser 
status are treated not as an aspect of good faith but directly in the rules of Section 8-105 on 
notice of adverse claims. 

11. “Indorsement” is defined as a signature made on a security certificate or separate doc- 
ument for purposes of transferring or redeeming the security. The definition is adapted 
rom the language of Section 8-308(1) of the prior version and from the definition of indorse- 
ment in the Negotiable Instruments Article, see Section 3-204(a). The definition of indorse- 
ment does not include the requirement that the signature be made by an appropriate 
person or be authorized. Those questions are treated in the separate substantive provision 
on whether the indorsement is effective, rather than in the definition of indorsement. See 
Section 8-107. 

12. *Instruction" is defined as a notification communicated to the issuer of an 

ncertificated security directing that transfer be registered or that the security be 


edeemed. Instructions are the analog for uncertificated securities of indorsements o 
certificated securities. 


13. “Registered form." The definition of “registered form" is substantially the same as in 
he prior version of Article 8. Like the definition of bearer form, it serves primarily to 
distinguish Article 8 securities from instruments governed by other law, such as Article 3. 

14. “Securities intermediary.” A “securities intermediary” is a person that in the ordinary 
course of its business maintains securities accounts for others and is acting in that capacity. 

he most common examples of securities intermediaries would be clearing corporations 
holding securities for their participants, banks acting as securities custodians, and brokers 
holding securities on behalf of their customers. Clearing corporations are listed separately 
as a category of securities intermediary in subparagraph (i) even though in most circum- 
stances they would fall within the general definition in subparagraph (ii). The reason is to 
simplify the analysis of arrangements such as the NSCC-DTC system in which NSCC 
performs the comparison, clearance, and netting function, while DTC acts as the depository. 
Because NSCC is a registered clearing agency under the federal securities laws, it is a 
clearing corporation and hence a securities intermediary under Article 8, regardless o 

hether it is at any particular time or in any particular aspect of its operations holding se- 
curities on behalf of its participants. 

The terms securities intermediary and broker have different meanings. Broker means a 
person engaged in the business of buying and selling securities, as agent for others or as 
principal. Securities intermediary means a person maintaining securities accounts for 
others. A stockbroker, in the colloquial sense, may or may not be acting as a securities 
intermediary. 

The definition of securities intermediary includes the requirement that the person in. 
question is “acting in the capacity” of maintaining securities accounts for others. This is to 
ake account of the fact that a particular entity, such as a bank, may act in many different 
capacities in securities transactions. A bank may act as a transfer agent for issuers, as a 
securities custodian for institutional investors and private investors, as a dealer in govern- 
ment securities, as a lender taking securities as collateral, and as a provider of general 
payment and collection services that might be used in connection with securities 
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ransactions. A bank that maintains securities accounts for its customers would be a secu- 
ities intermediary with respect to those accounts; but if it takes a pledge of securities from 
a borrower to secure a loan, it is not thereby acting as a securities intermediary with re- 
spect to the pledged securities, since it holds them for its own account rather than for a 
customer. In other circumstances, those two functions might be combined. For example, i 
he bank is a government securities dealer it may maintain securities accounts for custom- 
ers and also provide the customers with margin credit to purchase or carry the securities, 
in much the same way that brokers provide margin loans to their customers. 

15. *Security." The definition of *security" has three components. First, there is the 
subparagraph (i) test that the interest or obligation be fully transferable, in the sense that 
he issuer either maintains transfer books or the obligation or interest is represented by a 
certificate in bearer or registered form. Second, there is the subparagraph (ii) test that the 
interest or obligation be divisible, that is, one of a class or series, as distinguished from in- 
dividual obligations of the sort governed by ordinary contract law or by Article 3. Third, 
here is the subparagraph (iii) functional test, which generally turns on whether the inter- 
est or obligation is, or is of a type, dealt in or traded on securities markets or securities 
exchanges. There is, however, an “opt-in” provision in subparagraph (iii) which permits the 
issuer of any interest or obligation that is “a medium of investment" to specify that it is a 
security governed by Article 8. 

The divisibility test of subparagraph (ii) applies to the security—that is, the underlying 
intangible interest—not the means by which that interest is evidenced. Thus, securities is- 
sued in book-entry only form meet the divisibility test because the underlying intangible 
interest is divisible via the mechanism of the indirect holding system. This is so even 
hough the clearing corporation is the only eligible direct holder of the security. 

The third component, the functional test in subparagraph (iii), provides flexibility while 
ensuring that the Article 8 rules do not apply to interests or obligations in circumstances so 

nconnected with the securities markets that parties are unlikely to have thought of the 
possibility that Article 8 might apply. Subparagraph (iii)(A) covers interests or obligations 
hat either are dealt in or traded on securities exchanges or securities markets, or are of a 
ype dealt in or traded on securities exchanges or securities markets. The *is dealt in or 
raded on" phrase eliminates problems in the characterization of new forms of securities 

hich are to be traded in the markets, even though no similar type has previously been 
dealt in or traded in the markets. Subparagraph (iii)(B) covers the broader category o 
media for investment, but it applies only if the terms of the interest or obligation specify 
hat it is an Article 8 security. This opt-in provision allows for deliberate expansion of the 
scope of Article 8. 

Section 8-103 contains additional rules on the treatment of particular interests as securi- 
ies or financial assets. 

16. “Security certificate." The term “security” refers to the underlying asset, e.g., 1000 
shares of common stock of Acme, Inc. The term “security certificate" refers to the paper cer- 
ificates that have traditionally been used to embody the underlying intangible interest. 

17. *Security entitlement" means the rights and property interest of a person who holds 
securities or other financial assets through a securities intermediary. A security entitle- 
ment is both a package of personal rights against the securities intermediary and an inter- 
est in the property held by the securities intermediary. À security entitlement is not, 
however, a specific property interest in any financial asset held by the securities intermedi- 
ary or by the clearing corporation through which the securities intermediary holds the 

nancial asset. See Sections 8-104(c) and 8-503. The formal definition of security entitle- 
ment set out in subsection (a)(16) of this section is a cross-reference to the rules of Part 5. 
In a sense, then, the entirety of Part 5 is the definition of security entitlement. The Part 5 
ules specify the rights and property interest that comprise a security entitlement. 

18. “Uncertificated security." The term “uncertificated security” means a security that is 
not represented by a security certificate. For uncertificated securities, there is no need to 
draw any distinction between the underlying asset and the means by which a direct holder's 
interest in that asset is evidenced. Compare “certificated security” and “security certificate.” 
Definitional Cross References: 

“Agreement”. Section 1-201(b)(3). 

“Bank”. Section 1-201(b)(4). 

“Person”. Section 1-201(b)(27). 
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“Send”. Section 1-201(b)(36). 
"Signed". Section 1-201(b)(37). 
“Writing”. Section 1-201(b)(43). 

s amended in 1999 and 2001. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 


§ 8-103. Rules for Determining Whether Certain Obligations and 
Interests are Securities or Financial Assets. 

(a) A share or similar equity interest issued by a corporation, business 

rust, joint stock company, or similar entity is a security. 

(b) An “investment company security” is a security. “Investment company 
security” means a share or similar equity interest issued by an entity that 
is registered as an investment company under the federal investment 
company laws, an interest in a unit investment trust that is so registered, 
or a face-amount certificate issued by a face-amount certificate company 

hat is so registered. Investment company security does not include an in- 
surance policy or endowment policy or annuity contract issued by an insur- 
ance company. 

(c) An interest in a partnership or limited liability company is not a se- 
curity unless it is dealt in or traded on securities exchanges or in securi- 

ies markets, its terms expressly provide that it is a security governed by 
his Article, or it is an investment company security. However, an interest 


in a partnership or limited liability company is a financial asset if it is 
held in a securities account. 


(d) A writing that is a security certificate is governed by this Article and 
not by Article 3, even though it also meets the requirements of that Article. 
However, a negotiable instrument governed by Article 3 is a financial asset 
if it is held in a securities account. 


(e) An option or similar obligation issued by a clearing corporation to its 
participants is not a security, but is a financial asset. 

(f) A commodity contract, as defined in Section 9-102(a)(15), is not a se- 
curity or a financial asset. 


(g) A document of title is not a financial asset unless Section 8-102(a)(9) 
(iil) applies. 
As amended in 1999 and 2003. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 
1. This section contains rules that supplement the definitions of “financial asset" and “ 

curity" in Section 8-102. The Section 8-102 definitions are worded in general terms, because 
hey must be sufficiently comprehensive and flexible to cover the wide variety of investment 
products that now exist or may develop. The rules in this section are intended to foreclose 
interpretive issues concerning the application of the general definitions to several specific 
investment products. No implication is made about the application of the Section 8-102 
definitions to investment products not covered by this section. 
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2. Subsection (a) establishes an unconditional rule that ordinary corporate stock is a 
security. That is so whether or not the particular issue is dealt in or traded on securities 
exchanges or in securities markets. Thus, shares of closely held corporations are Article 8 
securities. 

3. Subsection (b) establishes that the Article 8 term “security” includes the various forms 
of the investment vehicles offered to the public by investment companies registered as such 
under the federal Investment Company Act of 1940, as amended. This clarification is 
prompted principally by the fact that the typical transaction in shares of open-end invest- 
ment companies is an issuance or redemption, rather than a transfer of shares from one 
person to another as is the case with ordinary corporate stock. For similar reasons, the 
definitions of indorsement, instruction, and entitlement order in Section 8-102 refer to 
“redemptions” as well as “transfers,” to ensure that the Article 8 rules on such matters as 
signature guaranties, Section 8-306, assurances, Sections 8-402 and 8-507, and effective- 

ess, Section 8-107, apply to directions to redeem mutual fund shares. The exclusion of in- 
surance products is needed because some insurance company separate accounts are 
egistered under the Investment Company Act of 1940, but these are not traded under the 

sual Article 8 mechanics. 

4. Subsection (c) is designed to foreclose interpretive questions that might otherwise be 
aised by the application of the “of a type” language of Section 8-102(a)(15)(iii) to partner- 
ship interests. Subsection (c) establishes the general rule that partnership interests or 
shares of limited liability companies are not Article 8 securities unless they are in fact 
dealt in or traded on securities exchanges or in securities markets. The issuer, however, 
may explicitly “opt-in” by specifying that the interests or shares are securities governed by 

rticle 8. Partnership interests or shares of limited liability companies are included in the 
broader term "financial asset." Thus, if they are held through a securities account, the 
indirect holding system rules of Part 5 apply, and the interest of a person who holds them 
hrough such an account is a security entitlement. 

5. Subsection (d) deals with the line between Article 3 negotiable instruments and Article 
8 investment securities. It continues the rule of the prior version of Article 8 that a writing 
hat meets the Article 8 definition is covered by Article 8 rather than Article 3, even though 
it also meets the definition of negotiable instrument. However, subsection (d) provides that 
an Article 3 negotiable instrument is a “financial asset" so that the indirect holding system 
ules apply if the instrument is held through a securities intermediary. This facilitates 
making items such as money market instruments eligible for deposit in clearing 
corporations. 

6. Subsection (e) is included to clarify the treatment of investment products such as 
raded stock options, which are treated as financial assets but not securities. Thus, the 
indirect holding system rules of Part 5 apply, but the direct holding system rules of Parts 2, 
3, and 4 do not. 

7. Subsection (f) excludes commodity contracts from all of Article 8. However, under 
Article 9, commodity contracts are included in the definition of “investment property." 

herefore, the Article 9 rules on security interests in investment property do apply to secu- 
ity interests in commodity positions. See Section 9-102 and Comment 6 thereto. “Commod- 
ity contract" is defined in Section 9-102(a)(15). 

8. Subsection (g) allows a document of title to be a financial asset and thus subject to the 
indirect holding system rules of Part 5 only to the extent that the intermediary and the 
person entitled under the document agree to do so. This is to prevent the inadvertent ap- 
plication of the Part 5 rules to intermediaries who may hold either electronic or tangible 
documents of title. 

Definitional Cross References: 

“Clearing corporation". Section 8-102(a)(5). 

“Commodity contract”. Section 9-102(a)(15). 

“Financial asset". Section 8-102(a)(9). 

"Security". Section 8-102(a)(15). 

“Security certificate". Section 8-102(a)(16). 


s amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 
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$ 8-104. Acquisition of Security or Financial Asset or Interest 
Therein. 


(a) A person acquires a security or an interest therein, under this Article, 
if: 


(1) the person is a purchaser to whom a security is delivered pursuant 
to Section 8-301; or 


(2) the person acquires a security entitlement to the security pursuant 
to Section 8-501. 


(b) A person acquires a financial asset, other than a security, or an inter- 
est therein, under this Article, if the person acquires a security entitle- 
ent to the financial asset. 


(c) A person who acquires a security entitlement to a security or other 
financial asset has the rights specified in Part 5, but is a purchaser of any 
security, security entitlement, or other financial asset held by the securi- 

ies intermediary only to the extent provided in Section 8-503. 


(d) Unless the context shows that a different meaning is intended, a 
person who is required by other law, regulation, rule, or agreement to 
ransfer, deliver, present, surrender, exchange, or otherwise put in the 
possession of another person a security or financial asset satisfies that 
requirement by causing the other person to acquire an interest in the secu- 
rity or financial asset pursuant to subsection (a) or (b). 


Official Comment 

1. This section lists the ways in which interests in securities and other financial assets 
are acquired under Article 8. In that sense, it describes the scope of Article 8. Subsection 
(a) describes the two ways that a person may acquire a security or interest therein under 

his Article: (1) by delivery (Section 8-301), and (2) by acquiring a security entitlement. 
Each of these methods is described in detail in the relevant substantive provisions of this 
Article. Part 3, beginning with the definition of *delivery" in Section 8-301, describes how 
interests in securities are acquired in the direct holding system. Part 5, beginning with the 
ules of Section 8-501 on how security entitlements are acquired, describes how interests in 
securities are acquired in the indirect holding system. 

Subsection (b) specifies how a person may acquire an interest under Article 8 in a 

nancial asset other than a security. This Article deals with financial assets other than se- 
curities only insofar as they are held in the indirect holding system. For example, a bank- 
ers’ acceptance falls within the definition of “financial asset,” so if it is held through a secu- 
ities account the entitlement holder's right to it is a security entitlement governed by Part 
5. The bankers' acceptance itself, however, is a negotiable instrument governed by Article 
3, not by Article 8. Thus, the provisions of Parts 2, 3, and 4 of this Article that deal with 
he rights of direct holders of securities are not applicable. Article 3, not Article 8, specifies 
how one acquires a direct interest in a bankers’ acceptance. If a bankers’ acceptance is 
delivered to a clearing corporation to be held for the account of the clearing corporation's 
participants, the clearing corporation becomes the holder of the bankers' acceptance under 
he Article 3 rules specifying how negotiable instruments are transferred. The rights of the 
clearing corporation's participants, however, are governed by Part 5 of this Article. 

2. The distinction in usage in Article 8 between the term “security” (and its correlatives 
"security certificate" and “uncertificated security") on the one hand, and “security entitle- 
ment" on the other, corresponds to the distinction between the direct and indirect holding 
systems. For example, with respect to certificated securities that can be held either directly, 
or through intermediaries, obtaining possession of a security certificate and acquiring a se- 
curity entitlement are both means of holding the underlying security. For many other 
purposes, there is no need to draw a distinction between the means of holding. For purposes 
of commercial law analysis, however, the form of holding may make a difference. Where an 
item of property can be held in different ways, the rules on how one deals with it, including 
how one transfers it or how one grants a security interest in it, differ depending on the 
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orm of holding. 

Although a security entitlement is means of holding the underlying security or other 
nancial asset, a person who has a security entitlement does not have any direct claim to a 
specific asset in the possession of the securities intermediary. Subsection (c) provides 
explicitly that a person who acquires a security entitlement is a “purchaser” of any secu- 
ity, security entitlement, or other financial asset held by the securities intermediary only 
in the sense that under Section 8-503 a security entitlement is treated as a sui generis form 

of property interest. 
3. Subsection (d) is designed to ensure that parties will retain their expected legal rights 
and duties under Revised Article 8. One of the major changes made by the revision is that 
he rules for the indirect holding system are stated in terms of the “security entitlements” 
held by investors, rather than speaking of them as holding direct interests in securities. 
Subsection (d) is designed as a translation rule to eliminate problems of co-ordination o 
erminology, and facilitate the continued use of systems for the efficient handling of securi- 
ies and financial assets through securities intermediaries and clearing corporations. The 
efficiencies of a securities intermediary or clearing corporation are, in part, dependent on 
he ability to transfer securities credited to securities accounts in the intermediary or clear- 
ing corporation to the account of an issuer, its agent, or other person by book entry in a 
manner that permits exchanges, redemptions, conversions, and other transactions (which 
may be governed by pre-existing or new agreements, constitutional documents, or other 
instruments) to occur and to avoid the need to withdraw from immobilization in an 
intermediary or clearing corporation physical securities in order to deliver them for such. 
purposes. Existing corporate charters, indentures and like documents may require the *pre- 
sentation,” “surrender,” “delivery,” or “transfer” of securities or security certificates for 


purposes of exchange, redemption, conversion or other reason. Likewise, documents may 
se a wide variety of terminology to describe, in the context for example of a tender or 
exchange offer, the means of putting the offeror or the issuer or its agent in possession o 
he security. Subsection (d) takes the place of provisions of prior law which could be used to 
each the legal conclusion that book-entry transfers are equivalent to physical delivery to 
he person to whose account the book entry is credited. 


Definitional Cross References: 
“Delivery”. Section 8-301. 
“Financial asset”. Section 8-102(a)(9). 
“Person”. Section 1-201(30). 
“Purchaser”. Sections 1-201(33) & 8-116. 
“Security”. Section 8-102(a)(15). 
“Security entitlement”. Section 8-102(a)(17). 


8-105. Notice of Adverse Claim. 
(a) A person has notice of an adverse claim if: 

(1) the person knows of the adverse claim; 

(2) the person is aware of facts sufficient to indicate that there is a sig- 
nificant probability that the adverse claim exists and deliberately avoids 
information that would establish the existence of the adverse claim; or 

(3) the person has a duty, imposed by statute or regulation, to 
investigate whether an adverse claim exists, and the investigation so 
required would establish the existence of the adverse claim. 


(b) Having knowledge that a financial asset or interest therein is or has 
been transferred by a representative imposes no duty of inquiry into the 
rightfulness of a transaction and is not notice of an adverse claim. 

owever, a person who knows that a representative has transferred a 
financial asset or interest therein in a transaction that is, or whose 
proceeds are being used, for the individual benefit of the representative or 
otherwise in breach of duty has notice of an adverse claim. 


(c) An act or event that creates a right to immediate performance of the 
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principal obligation represented by a security certificate or sets a date on| 
or after which the certificate is to be presented or surrendered for redemp- 
ion or exchange does not itself constitute notice of an adverse claim except 
in the case of a transfer more than: 


(1) one year after a date set for presentment or surrender for redemp- 
tion or exchange; or 


(2) six months after a date set for payment of money against presenta- 
tion or surrender of the certificate, if money was available for payment 
on that date. 


(d) A purchaser of a certificated security has notice of an adverse claim i 
he security certificate: 


(1) whether in bearer or registered form, has been indorsed “for collec- 
tion" or “for surrender" or for some other purpose not involving transfer; 
or 


(2) is in bearer form and has on it an unambiguous statement that it 
is the property of a person other than the transferor, but the mere writ- 
ing of a name on the certificate is not such a statement. 


(e) Filing of a financing statement under Article 9 is not notice of an 
adverse claim to a financial asset. 


Official Comment 

1. The rules specifying whether adverse claims can be asserted against persons who 
acquire securities or security entitlements, Sections 8-303, 8-502, and 8-510, provide that 
one is protected against an adverse claim only if one takes without notice of the claim. This 
section defines notice of an adverse claim. 

The general Article 1 definition of “notice” in Section 1-201(25)—which provides that a 
person has notice of a fact if “from all the facts and circumstances known to him at the 
ime in question he has reason to know that it exists"—does not apply to the interpretation 
of “notice of adverse claims." The Section 1-201(25) definition of “notice” does, however, ap- 
ply to usages of that term and its cognates in Article 8 in contexts other than notice o 
adverse claims. 

2. This section must be interpreted in light of the definition of “adverse claim" in Section. 
8-102(a)(1). “Adverse claim" does not include all circumstances in which a third party has a 
property interest in securities, but only those situations where a security is transferred in 

iolation of the claimant’s property interest. Therefore, awareness that someone other than 
he transferor has a property interest is not notice of an adverse claim. The transferee 
must be aware that the transfer violates the other party's property interest. If A holds se- 
curities in which B has some form of property interest, and A transfers the securities to C, 
C may know that B has an interest, but infer that A is acting in accordance with A's obliga- 
ions to B. The mere fact that C knew that B had a property interest does not mean that C 
had notice of an adverse claim. Whether C had notice of an adverse claim depends on 
hether C had sufficient awareness that A was acting in violation of B's property rights. 
he rule in subsection (b) is a particularization of this general principle. 

3. Paragraph (aX1) provides that a person has notice of an adverse claim if the person 
has knowledge of the adverse claim. Knowledge is defined in Section 1-201(25) as actual 

owledge. 

4. Paragraph (a)(2) provides that a person has notice of an adverse claim if the person is 
aware of a significant probability that an adverse claim exists and deliberately avoids infor- 
mation that might establish the existence of the adverse claim. This is intended to codify 
he “willful blindness" test that has been applied in such cases. See May v. Chapman, 16 
M. & W. 355, 153 Eng.Rep. 1225 (1847); Goodman v. Simonds, 61 U.S. 343 (1857). 

The first prong of the willful blindness test of paragraph (a)(2) turns on whether the 
person is aware facts sufficient to indicate that there is a significant probability that an 
adverse claim exists. The *awareness" aspect necessarily turns on the actor's state of mind. 

ether facts known to a person make the person aware of a “significant probability" that 
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an adverse claim exists turns on facts about the world and the conclusions that would be 
drawn from those facts, taking account of the experience and position of the person in 
question. A particular set of facts might indicate a significant probability of an adverse 
claim to a professional with considerable experience in the usual methods and procedures 
by which securities transactions are conducted, even though the same facts would not 
indicate a significant probability of an adverse claim to a non-professional. 

The second prong of the willful blindness test of paragraph (a)(2) turns on whether the 
person “deliberately avoids information” that would establish the existence of the adverse 
claim. The test is the character of the person’s response to the information the person has. 

he question is whether the person deliberately failed to seek further information because 
of concern that suspicions would be confirmed. 

Application of the “deliberate avoidance” test to a transaction by an organization focuses 
on the knowledge and the actions of the individual or individuals conducting the transac- 

ion on behalf of the organization. Thus, an organization that purchases a security is not 
illfully blind to an adverse claim unless the officers or agents who conducted that purchase 
ransaction are willfully blind to the adverse claim. Under the two prongs of the willful 
blindness test, the individual or individuals conducting a transaction must know of facts 
indicating a substantial probability that the adverse claim exists and deliberately fail to 
seek further information that might confirm or refute the indication. For this purpose, in- 
ormation known to individuals within an organization who are not conducting or aware o 
a transaction, but not forwarded to the individuals conducting the transaction, is not 
pertinent in determining whether the individuals conducting the transaction had knowl- 
edge of a substantial probability of the existence of the adverse claim. Cf. Section 1-201(27). 
organization may also “deliberately avoid information" if it acts to preclude or inhibit 
ransmission of pertinent information to those individuals responsible for the conduct o 
purchase transactions. 
5. Paragraph (aX3) provides that a person has notice of an adverse claim if the person 
ould have learned of the adverse claim by conducting an investigation that is required by 
other statute or regulation. This rule applies only if there is some other statute or regula- 
ion that explicitly requires persons dealing with securities to conduct some investigation. 
he federal securities laws require that brokers and banks, in certain specified circum- 
stances, check with a stolen securities registry to determine whether securities offered for 
sale or pledge have been reported as stolen. If securities that were listed as stolen in the 
egistry are taken by an institution that failed to comply with requirement to check the 
egistry, the institution would be held to have notice of the fact that they were stolen under 
paragraph (a)(3). Accordingly, the institution could not qualify as a protected purchaser 
under Section 8-303. The same result has been reached under the prior version of Article 8. 
See First Nat'l Bank of Cicero v. Lewco Securities, 860 F.2d 1407 (7th Cir.1988). 
6. Subsection (b) provides explicitly for some situations involving purchase from one 
described or identifiable as a representative. Knowledge of the existence of the representa- 
ive relation is not enough in itself to constitute “notice of an adverse claim" that would 
disqualify the purchaser from protected purchaser status. A purchaser may take a security 
on the inference that the representative is acting properly. Knowledge that a security is be- 
ing transferred to an individual account of the representative or that the proceeds of the 
ransaction will be paid into that account is not sufficient to constitute "notice of an adverse 
claim," but knowledge that the proceeds will be applied to the personal indebtedness of the 
epresentative is. See State Bank of Binghamton v. Bache, 162 Misc. 128, 293 N.Y.S. 667 
(1937). 

7. Subsection (c) specifies whether a purchaser of a “stale” security is charged with notice 
of adverse claims, and therefore disqualified from protected purchaser status under Section 
8-303. The fact of *staleness" is viewed as notice of certain defects after the lapse of stated 
periods, but the maturity of the security does not operate automatically to affect holders" 

ights. The periods of time here stated are shorter than those appearing in the provisions o 
his Article on staleness as notice of defects or defenses of an issuer (Section 8-203) since a 
purchaser who takes a security after funds or other securities are available for its redemp- 
ion has more reason to suspect claims of ownership than issuer's defenses. An owner will 
ormally turn in a security rather than transfer it at such a time. Of itself, a default never 
constitutes notice of a possible adverse claim. To provide otherwise would not tend to drive 
defaulted securities home and would serve only to disrupt current financial markets where 
many defaulted securities are actively traded. Unpaid or overdue coupons attached to a 
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bond do not bring it within the operation of this subsection, though they may be relevant 
under the general test of notice of adverse claims in subsection (a). 

8. Subsection (d) provides the owner of a certificated security with a means of protection 

hile a security certificate is being sent in for redemption or exchange. The owner may 
endorse it “for collection” or “for surrender," and this constitutes notice of the owner's 
claims, under subsection (d). 
Definitional Cross References: 

“Adverse claim". Section 8-102(a)(1). 

“Bearer form”. Section 8-102(a)(2). 

“Certificated security”. Section 8-102(a)(4). 

“Financial asset”. Section 8-102(a)(9). 

“Knowledge”. Section 1-201(25). 

“Person”. Section 1-201(30). 

“Purchaser”. Sections 1-201(33) & 8-116. 

“Registered form". Section 8-102(a)(13). 

"Representative". Section 1-201(35). 

“Security certificate". Section 8-102(a)(16). 


$ 8-106. Control. 


(a) A purchaser has “control” of a certificated security in bearer form i 
he certificated security is delivered to the purchaser. 


(b) A purchaser has “control” of a certificated security in registered form 
if the certificated security is delivered to the purchaser, and: 


(1) the certificate is indorsed to the purchaser or in blank by an effec- 
tive indorsement; or 


(2) the certificate is registered in the name of the purchaser, upon 


original issue or registration of transfer by the issuer. 
(c) A purchaser has “control” of an uncertificated security if: 
(1) the uncertificated security is delivered to the purchaser; or 


(2) the issuer has agreed that it will comply with instructions 
originated by the purchaser without further consent by the registered 
owner. 


(d) A purchaser has “control” of a security entitlement if: 
(1) the purchaser becomes the entitlement holder; 
(2) the securities intermediary has agreed that it will comply with 
entitlement orders originated by the purchaser without further consent 
by the entitlement holder; or 
(3) another person has control of the security entitlement on behalf o 
the purchaser or, having previously acquired control of the security 
entitlement, acknowledges that it has control on behalf of the purchaser. 
(e) If an interest in a security entitlement is granted by the entitlement 
holder to the entitlement holder's own securities intermediary, the securi- 
ies intermediary has control. 

(f) A purchaser who has satisfied the requirements of subsection (c) or 
(d) has control, even if the registered owner in the case of subsection (c) or 
he entitlement holder in the case of subsection (d) retains the right to 

ake substitutions for the uncertificated security or security entitlement, 
o originate instructions or entitlement orders to the issuer or securities 
intermediary, or otherwise to deal with the uncertificated security or secu- 
rity entitlement. 
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(g) An issuer or a securities intermediary may not enter into an agree- 

ent of the kind described in subsection (c)(2) or (d)(2) without the consent 
of the registered owner or entitlement holder, but an issuer or a securities 
intermediary is not required to enter into such an agreement even though 
he registered owner or entitlement holder so directs. An issuer or securi- 
ies intermediary that has entered into such an agreement is not required 
o confirm the existence of the agreement to another party unless requested 
o do so by the registered owner or entitlement holder. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

1. The concept of “control” plays a key role in various provisions dealing with the rights 
of purchasers, including secured parties. See Sections 8-303 (protected purchasers); 8-503(e) 
(purchasers from securities intermediaries); 8-510 (purchasers of security entitlements 
rom entitlement holders); 9-314 (perfection of security interests); 9-328 (priorities among 
conflicting security interests). 

Obtaining “control” means that the purchaser has taken whatever steps are necessary, 
given the manner in which the securities are held, to place itself in a position where it can 
have the securities sold, without further action by the owner. 

2. Subsection (a) provides that a purchaser obtains “control” with respect to a certificated 
security in bearer form by taking “delivery,” as defined in Section 8-301. Subsection (b) 
provides that a purchaser obtains “control” with respect to a certificated security in 

egistered form by taking “delivery,” as defined in Section 8-301, provided that the security 
certificate has been indorsed to the purchaser or in blank. Section 8-301 provides that 
delivery of a certificated security occurs when the purchaser obtains possession of the secu- 

ity certificate, or when an agent for the purchaser (other than a securities intermediary) 
either acquires possession or acknowledges that the agent holds for the purchaser. 

3. Subsection (c) specifies the means by which a purchaser can obtain control over 
uncertificated securities which the transferor holds directly. Two mechanisms are possible. 

Under subsection (c)(1), securities can be “delivered” to a purchaser. Section 8-301(b) 

provides that “delivery” of an uncertificated security occurs when the purchaser becomes 
he registered holder. So far as the issuer is concerned, the purchaser would then be 
entitled to exercise all rights of ownership. See Section 8-207. As between the parties to a 
purchase transaction, however, the rights of the purchaser are determined by their contract. 
Cf. Section 9-202. Arrangements covered by this paragraph are analogous to arrangements 
in which bearer certificates are delivered to a secured party—so far as the issuer or any 
other parties are concerned, the secured party appears to be the outright owner, although 
it is in fact holding as collateral property that belongs to the debtor. 

Under subsection (c)(2), a purchaser has control if the issuer has agreed to act on the 
instructions of the purchaser, even though the owner remains listed as the registered 
owner. The issuer, of course, would be acting wrongfully against the registered owner if it 
entered into such an agreement without the consent of the registered owner. Subsection (g) 
makes this point explicit. The subsection (c)(2) provision makes it possible for issuers to of- 

er a service akin to the registered pledge device of the 1978 version of Article 8, without 
mandating that all issuers offer that service. 

4. Subsection (d) specifies the means by which a purchaser can obtain control of a secu- 

ity entitlement. Three mechanisms are possible, analogous to those provided in subsection 
(c) for uncertificated securities. Under subsection (d)(1), a purchaser has control if it is the 
entitlement holder. This subsection would apply whether the purchaser holds through the 
same intermediary that the debtor used, or has the securities position transferred to its 
own intermediary. Subsection (d)(2) provides that a purchaser has control if the securities 
intermediary has agreed to act on entitlement orders originated by the purchaser if no fur- 
her consent by the entitlement holder is required. Under subsection (d)(2), control may be 
achieved even though the original entitlement holder remains as the entitlement holder. 
Finally, a purchaser may obtain control under subsection (d)(3) if another person has 
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under subsection (d)(3) parallels the delivery of certificated securities and uncertificated se- 
curities under Section 8-301. Of course, the acknowledging person cannot be the debtor. 

This section specifies only the minimum requirements that such an arrangement must 
meet to confer “control”; the details of the arrangement can be specified by agreement. The 
arrangement might cover all of the positions in a particular account or subaccount, or only 
specified positions. There is no requirement that the control party's right to give entitle- 
ment orders be exclusive. The arrangement might provide that only the control party can 
give entitlement orders, or that either the entitlement holder or the control party can give 
entitlement orders. See subsection (f). 

The following examples illustrate the application of subsection (d): 

Example 1. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Alpha also has an account with Able. Debtor instructs Able to transfer the 
shares to Alpha, and Able does so by crediting the shares to Alpha's account. Alpha has 
control of the 1000 shares under subsection (d)(1). Although Debtor may have become 
the beneficial owner of the new securities entitlement, as between Debtor and Alpha, 
Able has agreed to act on Alpha's entitlement orders because, as between Able and 
Alpha, Alpha has become the entitlement holder. See Section 8-506. 

Example 2. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Alpha does not have an account with Able. Alpha uses Beta as its securities 
custodian. Debtor instructs Able to transfer the shares to Beta, for the account of Alpha, 
and Able does so. Alpha has control of the 1000 shares under subsection (d)(1). As in 
Example 1, although Debtor may have become the beneficial owner of the new securities 
entitlement, as between Debtor and Alpha, Beta has agreed to act on Alpha's entitlement 
orders because, as between Beta and Alpha, Alpha has become the entitlement holder. 

Example 3. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Debtor, Able, and Alpha enter into an agreement under which Debtor will 
continue to receive dividends and distributions, and will continue to have the right to 
direct dispositions, but Alpha also has the right to direct dispositions. Alpha has control 
of the 1000 shares under subsection (d)(2). 

Example 4. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able causes Clearing Corporation to transfer the 
shares into Alpha's account at Clearing Corporation. As in Example 1, Alpha has control 
of the 1000 shares under subsection (d)(1). 

Example 5. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Alpha does not have an account with Clearing 
Corporation. It holds its securities through Beta Bank, which does have an account with 
Clearing Corporation. Able causes Clearing Corporation to transfer the shares into Beta's 
account at Clearing Corporation. Beta credits the position to Alpha's account with Beta. 
As in Example 2, Alpha has control of the 1000 shares under subsection (d)(1). 

Example 6. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able causes Clearing Corporation to transfer the 
shares into a pledge account, pursuant to an agreement under which Able will continue 
to receive dividends, distributions, and the like, but Alpha has the right to direct 
dispositions. As in Example 3, Alpha has control of the 1000 shares under subsection 
(d)(2). 

Example 7. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able, Alpha, and Clearing Corporation enter into 
an agreement under which Clearing Corporation will act on instructions from Alpha with 
respect to the XYZ Co. stock carried in Able’s account, but Able will continue to receive 
dividends, distributions, and the like, and will also have the right to direct dispositions. 
As in Example 3, Alpha has control of the 1000 shares under subsection (d)(2). 

Example 8. Able & Co., a securities dealer, holds a wide range of securities through 
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its account at Clearing Corporation. Able enters into an arrangement with Alpha Bank 
pursuant to which Alpha provides financing to Able secured by securities identified as 
the collateral on lists provided by Able to Alpha on a daily or other periodic basis. Able, 
Alpha, and Clearing Corporation enter into an agreement under which Clearing Corpora- 
tion agrees that if at any time Alpha directs Clearing Corporation to do so, Clearing 
Corporation will transfer any securities from Able’s account at Alpha’s instructions. 
Because Clearing Corporation has agreed to act on Alpha’s instructions with respect to 
any securities carried in Able’s account, at the moment that Alpha’s security interest at- 
taches to securities listed by Able, Alpha obtains control of those securities under subsec- 
tion (d)(2). There is no requirement that Clearing Corporation be informed of which secu- 
rities Able has pledged to Alpha. 

Example 9. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Beta Bank agrees with Alpha to act as Alpha’s collateral agent with respect 
to the security entitlement. Debtor, Able, and Beta enter into an agreement under which. 
Debtor will continue to receive dividends and distributions, and will continue to have the 
right to direct dispositions, but Beta also has the right to direct dispositions. Because 
Able has agreed that it will comply with entitlement orders originated by Beta without 
further consent by Debtor, Beta has control of the security entitlement (see Example 3). 
Because Beta has control on behalf of Alpha, Alpha also has control under subsection 
(d)(3). It is not necessary for Able to enter into an agreement directly with Alpha or for 
Able to be aware of Beta's agency relationship with Alpha. 

5. For a purchaser to have “control” under subsection (c)(2) or (d)(2), it is essential that 
he issuer or securities intermediary, as the case may be, actually be a party to the 
agreement. If a debtor gives a secured party a power of attorney authorizing the secured 
party to act in the name of the debtor, but the issuer or securities intermediary does not 
specifically agree to this arrangement, the secured party does not have “control” within the 
meaning of subsection (c)(2) or (d)(2) because the issuer or securities intermediary is not a 
party to the agreement. The secured party does not have control under subsection (c)(1) or 
(d)(1) because, although the power of attorney might give the secured party authority to act 


on the debtor's behalf as an agent, the secured party has not actually become the registered 
owner or entitlement holder. 


6. Subsection (e) provides that if an interest in a security entitlement is granted by an 
entitlement holder to the securities intermediary through which the security entitlement is 
maintained, the securities intermediary has control. A common transaction covered by this 
provision is a margin loan from a broker to its customer. 

7. The term “control” is used in a particular defined sense. The requirements for obtain- 
ing control are set out in this section. The concept is not to be interpreted by reference to 
similar concepts in other bodies of law. In particular, the requirements for “possession” 
derived from the common law of pledge are not to be used as a basis for interpreting 
subsection (c)(2) or (d)(2). Those provisions are designed to supplant the concepts o 
"constructive possession" and the like. A principal purpose of the *control" concept is to 
eliminate the uncertainty and confusion that results from attempting to apply common law; 
possession concepts to modern securities holding practices. 

The key to the control concept is that the purchaser has the ability to have the securities 
sold or transferred without further action by the transferor. There is no requirement that 

he powers held by the purchaser be exclusive. For example, in a secured lending arrange- 
ment, if the secured party wishes, it can allow the debtor to retain the right to make 
substitutions, to direct the disposition of the uncertificated security or security entitlement, 
or otherwise to give instructions or entitlement orders. (As explained in Section 8-102, 
Comment 8, an entitlement order includes a direction under Section 8-508 to the securities 
intermediary to transfer a financial asset to the account of the entitlement holder at an- 
other financial intermediary or to cause the financial asset to be transferred to the entitle- 
ment holder in the direct holding system (e.g., by delivery of a securities certificate 
egistered in the name of the former entitlement holder).) Subsection (f) is included to 
make clear the general point stated in subsections (c) and (d) that the test of control is 

hether the purchaser has obtained the requisite power, not whether the debtor has 
etained other powers. There is no implication that retention by the debtor of powers other 
han those mentioned in subsection (f) is inconsistent with the purchaser having control. 
Nor is there a requirement that the purchaser's powers be unconditional, provided that fur- 
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her consent of the entitlement holder is not a condition. 
Example 10. Debtor grants to Alpha Bank and to Beta Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Debtor holds 
through an account with Able & Co. By agreement among the parties, Alpha's security 
interest is senior and Beta's is junior. Able agrees to act on the entitlement orders of ei- 
ther Alpha or Beta. Alpha and Beta each has control under subsection (d)(2). Moreover, 
Beta has control notwithstanding a term of Able's agreement to the effect that Able's 
obligation to act on Beta's entitlement orders is conditioned on Alpha's consent. The 
crucial distinction is that Able's agreement to act on Beta's entitlement orders is not 
conditioned on Debtor's further consent. 
Example 11. Debtor grants to Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Able agrees to act on the entitlement orders of Alpha, but Alpha's right to 
give entitlement orders to the securities intermediary is conditioned on the Debtor's 
default. Alternatively, Alpha's right to give entitlement orders is conditioned upon 
Alpha's statement to Able that Debtor is in default. Because Able's agreement to act on 
Beta's Alpha's* entitlement orders is not conditioned on Debtor's further consent, Alpha 
has control of the securities entitlement under either alternative. 
In many situations, it will be better practice for both the securities intermediary and the 
purchaser to insist that any conditions relating in any way to the entitlement holder be ef- 
ective only as between the purchaser and the entitlement holder. That practice would 
avoid the risk that the securities intermediary could be caught between conflicting asser- 
ions of the entitlement holder and the purchaser as to whether the conditions in fact have 
been met. Nonetheless, the existence of unfulfilled conditions effective against the 
intermediary would not preclude the purchaser from having control. 
Definitional Cross References: 

“Bearer form”. Section 8-102(a)(2). 

“Certificated security”. Section 8-102(a)(4). 

“Delivery”. Section 8-301. 

“Effective”. Section 8-107. 

“Entitlement holder”. Section 8-102(a)(7). 

“Entitlement order”. Section 8-102(a)(8). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Purchaser”. Sections 1-201(33) & 8-116. 

“Registered form”. Section 8-102(a)(13). 

“Securities intermediary”. Section 8-102(a)(14). 

“Security entitlement”. Section 8-102(a)(17). 

“Uncertificated security”. Section 8-102(a)(18). 


s amended in 1999 and 2000. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 

See Appendix P for material relating to changes made in Official Comment 
in 2000. 


8-107. Whether Indorsement, Instruction, or Entitlement Order 
is Effective. 


(a) “Appropriate person” means: 

(1) with respect to an indorsement, the person specified by a security 
certificate or by an effective special indorsement to be entitled to the se- 
curity; 


[Section 8-106] the Permanent Editorial Board for Uniform 


*Amendments in italics approved by Commercial Code January 15, 2000. 
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(2) with respect to an instruction, the registered owner of an 
uncertificated security; 

(3) with respect to an entitlement order, the entitlement holder; 

(4) if the person designated in paragraph (1), (2), or (3) is deceased, 
the designated person’s successor taking under other law or the 
designated person’s personal representative acting for the estate of the 
decedent; or 

(5) if the person designated in paragraph (1), (2), or (3) lacks capacity, 
the designated person’s guardian, conservator, or other similar represen- 
tative who has power under other law to transfer the security or financial 
asset. 

(b) An indorsement, instruction, or entitlement order is effective if: 

(1) it is made by the appropriate person; 

(2) it is made by a person who has power under the law of agency to 
transfer the security or financial asset on behalf of the appropriate 
person, including, in the case of an instruction or entitlement order, a 
person who has control under Section 8-106(c)(2) or (d)(2); or 

(3) the appropriate person has ratified it or is otherwise precluded 
from asserting its ineffectiveness. 

(c) An indorsement, instruction, or entitlement order made by a repre- 
sentative is effective even if: 


(1) the representative has failed to comply with a controlling instru- 
ment or with the law of the State having jurisdiction of the representa- 
tive relationship, including any law requiring the representative to 
obtain court approval of the transaction; or 


(2) the representative’s action in making the indorsement, instruction, 
or entitlement order or using the proceeds of the transaction is otherwise 
a breach of duty. 


(d) If a security is registered in the name of or specially indorsed to a 
person described as a representative, or if a securities account is 
aintained in the name of a person described as a representative, an 
indorsement, instruction, or entitlement order made by the person is effec- 
ive even though the person is no longer serving in the described capacity. 


(e) Effectiveness of an indorsement, instruction, or entitlement order is 
determined as of the date the indorsement, instruction, or entitlement or- 
der is made, and an indorsement, instruction, or entitlement order does 
not become ineffective by reason of any later change of circumstances. 


Official Comment 

1. This section defines two concepts, “appropriate person” and “effective.” Effectiveness is 
a broader concept than appropriate person. For example, if a security or securities account 
is registered in the name of Mary Roe, Mary Roe is the “appropriate person," but an 
indorsement, instruction, or entitlement order made by John Doe is “effective” if, under 
agency or other law, Mary Roe is precluded from denying Doe’s authority. Treating these 
wo concepts separately facilitates statement of the rules of Article 8 that state the legal ef- 
ect of an indorsement, instruction, or entitlement order. For example, a securities 
intermediary is protected against liability if it acts on an effective entitlement order, but 
has a duty to comply with an entitlement order only if it is originated by an appropriate 
person. See Sections 8-115 and 8-507. 

One important application of the “effectiveness” concept is in the direct holding system 
ules on the rights of purchasers. A purchaser of a certificated security in registered form 
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can qualify as a protected purchaser who takes free from adverse claims under Section 
8-303 only if the purchaser obtains “control.” Section 8-106 provides that a purchaser of a 
certificated security in registered form obtains control if there has been an “effective” 
indorsement. 

2. Subsection (a) provides that the term *appropriate person" covers two categories: (1) 
he person who is actually designated as the person entitled to the security or security 
entitlement, and (2) the successor or legal representative of that person if that person has 
died or otherwise lacks capacity. Other law determines who has power to transfer a secu- 
ity on behalf of a person who lacks capacity. For example, if securities are registered in 
he name of more than one person and one of the designated persons dies, whether the 
survivor is the appropriate person depends on the form of tenancy. If the two were 
egistered joint tenants with right of survivorship, the survivor would have that power 
nder other law and thus would be the “appropriate person." If securities are registered in 
he name of an individual and the individual dies, the law of decedents’ estates determines 

ho has power to transfer the decedent's securities. That would ordinarily be the executor 
or administrator, but if a “small estate statute" permits a widow to transfer a decedent’s se- 
curities without administration proceedings, she would be the appropriate person. If the 
egistration of a security or a securities account contains a designation of a death benefi- 
ciary under the Uniform Transfer on Death Security Registration Act or comparable legisla- 
ion, the designated beneficiary would, under that law, have power to transfer upon the 
person's death and so would be the appropriate person. Article 8 does not contain a list o 
such representatives, because any list is likely to become outdated by developments in 
other law. 

3. Subsection (b) sets out the general rule that an indorsement, instruction, or entitle- 
ment order is effective if it is made by the appropriate person or by a person who has power 
o transfer under agency law or if the appropriate person is precluded from denying its 
effectiveness. The control rules in Section 8-106 provide for arrangements where a person 

ho holds securities through a securities intermediary, or holds uncertificated securities 
directly, enters into a control agreement giving the secured party the right to initiate 
entitlement orders of instructions. Paragraph 2 of subsection (b) states explicitly that an 
entitlement order or instruction initiated by a person who has obtained such a control 
agreement is "effective." 

Subsections (c), (d), and (e) supplement the general rule of subsection (b) on effectiveness. 
he term “representative,” used in subsections (c) and (d), is defined in Section 1-201(35). 

4. Subsection (c) provides that an indorsement, instruction, or entitlement order made by 
a representative is effective even though the representative's action is a violation of duties. 
he following example illustrates this subsection: 

Example 1. Certificated securities are registered in the name of John Doe. Doe dies 
and Mary Roe is appointed executor. Roe indorses the security certificate and transfers it 
to a purchaser in a transaction that is a violation of her duties as executor. 

Roe's indorsement is effective, because Roe is the appropriate person under subsection. 
(a)(4). This is so even though Roe’s transfer violated her obligations as executor. The poli- 
cies of free transferability of securities that underlie Article 8 dictate that neither a 
purchaser to whom Roe transfers the securities nor the issuer who registers transfer 
should be required to investigate the terms of the will to determine whether Roe is acting 
properly. Although Roe’s indorsement is effective under this section, her breach of duty 
may be such that her beneficiary has an adverse claim to the securities that Roe transferred. 
he question whether that adverse claim can be asserted against purchasers is governed 
ot by this section but by Section 8-303. Under Section 8-404, the issuer has no duties to 
an adverse claimant unless the claimant obtains legal process enjoining the issuer from 
egistering transfer. 

5. Subsection (d) deals with cases where a security or a securities account is registered in 
he name of a person specifically designated as a representative. The following example il- 
ustrates this subsection: 

Example 2. Certificated securities are registered in the name of *John Jones, trustee 
of the Smith Family Trust." John Jones is removed as trustee and Martha Moe is ap- 
pointed successor trustee. The securities, however, are not reregistered, but remain 
registered in the name of “John Jones, trustee of the Smith Family Trust.” Jones indorses 
the security certificate and transfers it to a purchaser. 

Subsection (d) provides that an indorsement by John Jones as trustee is effective even 
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hough Jones is no longer serving in that capacity. Since the securities were registered in 
he name of “John Jones, trustee of the Smith Family Trust,” a purchaser, or the issuer 
hen called upon to register transfer, should be entitled to assume without further inquiry 
hat Jones has the power to act as trustee for the Smith Family Trust. 

Note that subsection (d) does not apply to a case where the security or securities account! 
is registered in the name of principal rather than the representative as such. The following 
example illustrates this point: 

Example 3. Certificated securities are registered in the name of John Doe. John Doe 
dies and Mary Roe is appointed executor. The securities are not reregistered in the name 
of Mary Roe as executor. Later, Mary Roe is removed as executor and Martha Moe is ap- 
pointed as her successor. After being removed, Mary Roe indorses the security certificate 
that is registered in the name of John Doe and transfers it to a purchaser. 

Mary Roe's indorsement is not made effective by subsection (d), because the securities were 
not registered in the name of Mary Roe as representative. A purchaser or the issuer 

egistering transfer should be required to determine whether Roe has power to act for John 
Doe. Purchasers and issuers can protect themselves in such cases by requiring signature 
guaranties. See Section 8-306. 

6. Subsection (e) provides that the effectiveness of an indorsement, instruction, or entitle- 
ment order is determined as of the date it is made. The following example illustrates this 
subsection: 

Example 4. Certificated securities are registered in the name of John Doe. John Doe 
dies and Mary Roe is appointed executor. Mary Roe indorses the security certificate that 
is registered in the name of John Doe and transfers it to a purchaser. After the indorse- 
ment and transfer, but before the security certificate is presented to the issuer for 
registration of transfer, Mary Roe is removed as executor and Martha Moe is appointed 
as her successor. 

Mary Roe's indorsement is effective, because at the time Roe indorsed she was the ap- 
propriate person under subsection (a)(4). Her later removal as executor does not render the 
indorsement ineffective. Accordingly, the issuer would not be liable for registering the 
ransfer. See Section 8-404. 

Definitional Cross References: 

“Entitlement order". Section 8-102(a)(8). 

“Financial asset". Section 8-102(a)(9). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Representative”. Section 1-201(35). 

"Securities account". Section 8-501. 

"Security". Section 8-102(a)(15). 

"Security certificate". Section 8-102(a)(16). 

"Security entitlement". Section 8-102(a)(17). 

“Uncertificated security". Section 8-102(a)(18). 


$ 8-108. Warranties in Direct Holding. 


(a) A person who transfers a certificated security to a purchaser for 
alue warrants to the purchaser, and an indorser, if the transfer is by 
indorsement, warrants to any subsequent purchaser, that: 


(1) the certificate is genuine and has not been materially altered; 


(2) the transferor or indorser does not know of any fact that might 
impair the validity of the security; 


(3) there is no adverse claim to the security; 
(4) the transfer does not violate any restriction on transfer; 


(5) if the transfer is by indorsement, the indorsement is made by an 
appropriate person, or if the indorsement is by an agent, the agent has 
actual authority to act on behalf of the appropriate person; and 


(6) the transfer is otherwise effective and rightful. 


(b) A person who originates an instruction for registration of transfer o 
an uncertificated security to a purchaser for value warrants to the 
purchaser that: 

(1) the instruction is made by an appropriate person, or if the instruc- 
tion is by an agent, the agent has actual authority to act on behalf of the 
appropriate person; 

(2) the security is valid; 

(3) there is no adverse claim to the security; and 

(4) at the time the instruction is presented to the issuer: 

(i) the purchaser will be entitled to the registration of transfer; 

(ii) the transfer will be registered by the issuer free from all liens, 
security interests, restrictions, and claims other than those specified 
in the instruction; 

(iii) the transfer will not violate any restriction on transfer; and 

(iv) the requested transfer will otherwise be effective and rightful. 

(c) A person who transfers an uncertificated security to a purchaser for 

alue and does not originate an instruction in connection with the transfer 
arrants that: 

(1) the uncertificated security is valid; 

(2) there is no adverse claim to the security; 

(3) the transfer does not violate any restriction on transfer; and 

(4) the transfer is otherwise effective and rightful. 

(d) A person who indorses a security certificate warrants to the issuer 

hat: 

(1) there is no adverse claim to the security; and 

(2) the indorsement is effective. 

(e) A person who originates an instruction for registration of transfer o 
an uncertificated security warrants to the issuer that: 

(1) the instruction is effective; and 

(2) at the time the instruction is presented to the issuer the purchaser 
will be entitled to the registration of transfer. 

(f) A person who presents a certificated security for registration o 

ransfer or for payment or exchange warrants to the issuer that the person 
is entitled to the registration, payment, or exchange, but a purchaser for 
alue and without notice of adverse claims to whom transfer is registered 
arrants only that the person has no knowledge of any unauthorized 
signature in a necessary indorsement. 

(g) If a person acts as agent of another in delivering a certificated secu- 
rity to a purchaser, the identity of the principal was known to the person 

o whom the certificate was delivered, and the certificate delivered by the 
agent was received by the agent from the principal or received by the 
agent from another person at the direction of the principal, the person 
delivering the security certificate warrants only that the delivering person 
has authority to act for the principal and does not know of any adverse 
claim to the certificated security. 

(h) A secured party who redelivers a security certificate received, or after 
payment and on order of the debtor delivers the security certificate to an- 
other person, makes only the warranties of an agent under subsection (g). 
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(i) Except as otherwise provided in subsection (g), a broker acting for a 
customer makes to the issuer and a purchaser the warranties provided in 
subsections (a) through (f). A broker that delivers a security certificate to 
its customer, or causes its customer to be registered as the owner of an 

ncertificated security, makes to the customer the warranties provided in 
subsection (a) or (b), and has the rights and privileges of a purchaser 
nder this section. The warranties of and in favor of the broker acting as 
an agent are in addition to applicable warranties given by and in favor o 
he customer. 


Official Comment 

1. Subsections (a), (b), and (c) deal with warranties by security transferors to purchasers. 
Subsections (d) and (e) deal with warranties by security transferors to issuers. Subsection 
(f) deals with presentment warranties. 

2. Subsection (a) specifies the warranties made by a person who transfers a certificated 
security to a purchaser for value. Paragraphs (3), (4), and (5) make explicit several key 
points that are implicit in the general warranty of paragraph (6) that the transfer is effec- 

ive and rightful. Subsection (b) sets forth the warranties made to a purchaser for value by 

one who originates an instruction. These warranties are quite similar to those made by one 
ransferring a certificated security, subsection (a), the principal difference being the 
absolute warranty of validity. If upon receipt of the instruction the issuer should dispute 
he validity of the security, the burden of proving validity is upon the transferor. Subsec- 
ion (c) provides for the limited circumstances in which an uncertificated security could be 
ransferred without an instruction, see Section 8-301(b)(2). Subsections (d) and (e) give the 
issuer the benefit of the warranties of an indorser or originator on those matters not within 
he issuer’s knowledge. 

3. Subsection (f) limits the warranties made by a purchaser for value without notice 

hose presentation of a security certificate is defective in some way but to whom the issuer 
does register transfer. The effect is to deny the issuer a remedy against such a person un- 
ess at the time of presentment the person had knowledge of an unauthorized signature in 
a necessary indorsement. The issuer can protect itself by refusing to make the transfer or, 
if it registers the transfer before it discovers the defect, by pursuing its remedy against a 
signature guarantor. 

4. Subsection (g) eliminates all substantive warranties in the relatively unusual case of a 
delivery of certificated security by an agent of a disclosed principal where the agent deliv- 
ers the exact certificate that it received from or for the principal. Subsection (h) limits the 

arranties given by a secured party who redelivers a certificate. Subsection (i) specifies the 

arranties of brokers in the more common scenarios. 

5. Under Section 1-102(3) the warranty provisions apply *unless otherwise agreed" and 

he parties may enter into express agreements to allocate the risks of possible defects. 
sual estoppel principles apply with respect to transfers of both certificated and 
ncertificated securities whenever the purchaser has knowledge of the defect, and these 
arranties will not be breached in such a case. 

Definitional Cross References: 

“Adverse claim". Section 8-102(a)(1). 

“Appropriate person". Section 8-107. 

“Broker”. Section 8-102(a)(3). 

“Certificated security”. Section 8-102(a)(4). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

“Person”. Section 1-201(30). 

“Purchaser”. Sections 1-201(33) & 8-116. 

"Secured party". Section 9-102(a)(72). 

"Security". Section 8-102(a)(15). 

“Security certificate". Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 
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“Value”. Sections 1-201(44) & 8-116. 


$ 8-109. Warranties in Indirect Holding. 


(a) A person who originates an entitlement order to a securities 
intermediary warrants to the securities intermediary that: 


(1) the entitlement order is made by an appropriate person, or if the 
entitlement order is by an agent, the agent has actual authority to act 
on behalf of the appropriate person; and 

(2) there is no adverse claim to the security entitlement. 

(b) A person who delivers a security certificate to a securities intermedi- 
ary for credit to a securities account or originates an instruction with re- 
spect to an uncertificated security directing that the uncertificated security 
be credited to a securities account makes to the securities intermediary 
he warranties specified in Section 8-108(a) or (b). 


(c) If a securities intermediary delivers a security certificate to its entitle- 

ent holder or causes its entitlement holder to be registered as the owner 
of an uncertificated security, the securities intermediary makes to the 
entitlement holder the warranties specified in Section 8-108(a) or (b). 


Official Comment 

1. Subsection (a) provides that a person who originates an entitlement order warrants to 
he securities intermediary that the order is authorized, and warrants the absence o 
adverse claims. Subsection (b) specifies the warranties that are given when a person who 
holds securities directly has the holding converted into indirect form. A person who delivers 
a certificate to a securities intermediary or originates an instruction for an uncertificated 
security gives to the securities intermediary the transfer warranties under Section 8-108. I 
he securities intermediary in turn delivers the certificate to a higher level securities 
intermediary, it gives the same warranties. 

2. Subsection (c) states the warranties that a securities intermediary gives when a 
customer who has been holding securities in an account with the securities intermediary 
equests that certificates be delivered or that uncertificated securities be registered in the 
customer's name. The warranties are the same as those that brokers make with respect to 
securities that the brokers sell to or buy on behalf of the customers. See Section 8-108(i). 

3. As with the Section 8-108 warranties, the warranties specified in this section may be 
modified by agreement under Section 1-102(3). 
Definitional Cross References: 

“Adverse claim". Section 8-102(a)(1). 

"Appropriate person". Section 8-107. 

“Entitlement holder". Section 8-102(a)(7). 

“Entitlement order". Section 8-102(a)(8). 

"Instruction". Section 8-102(a)(12). 

"Person". Section 1-201(30). 

"Securities account". Section 8-501. 

"Securities intermediary". Section 8-102(a)(14). 

"Security certificate". Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 


$ 8-110. Applicability; Choice of Law. 


(a) The local law of the issuer's jurisdiction, as specified in subsection 
(d), governs: 


(1) the validity of a security; 


(2) the rights and duties of the issuer with respect to registration o 
transfer; 
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(3) the effectiveness of registration of transfer by the issuer; 

(4) whether the issuer owes any duties to an adverse claimant to a se- 
curity; and 

(5) whether an adverse claim can be asserted against a person to 
whom transfer of a certificated or uncertificated security is registered or 
a person who obtains control of an uncertificated security. 

(b) The local law of the securities intermediary’s jurisdiction, as specified 
in subsection (e), governs: 

(1) acquisition of a security entitlement from the securities intermedi- 
ary; 

(2) the rights and duties of the securities intermediary and entitle- 
ment holder arising out of a security entitlement; 

(3) whether the securities intermediary owes any duties to an adverse 
claimant to a security entitlement; and 

(4) whether an adverse claim can be asserted against a person who 
acquires a security entitlement from the securities intermediary or a 
person who purchases a security entitlement or interest therein from an 
entitlement holder. 

(c) The local law of the jurisdiction in which a security certificate is lo- 
cated at the time of delivery governs whether an adverse claim can be as- 
serted against a person to whom the security certificate is delivered. 

(d) “Issuer’s jurisdiction” means the jurisdiction under which the issuer 
of the security is organized or, if permitted by the law of that jurisdiction, 

he law of another jurisdiction specified by the issuer. An issuer organized 
nder the law of this State may specify the law of another jurisdiction as 
he law governing the matters specified in subsection (a)(2) through (5). 

(e) The following rules determine a “securities intermediary’s jurisdic- 

ion” for purposes of this section: 

(1) If an agreement between the securities intermediary and its entitle- 
ment holder governing the securities account expressly provides that a 
particular jurisdiction is the securities intermediary’s jurisdiction for 
purposes of this part, this article, or this [Act], that jurisdiction is the 
securities intermediary’s jurisdiction. 

(2) If paragraph (1) does not apply and an agreement between the se- 
curities intermediary and its entitlement holder governing the securities 
account expressly provides that the agreement is governed by the law o 
a particular jurisdiction, that jurisdiction is the securities intermediary’s 
jurisdiction. 

(3) If neither paragraph (1) nor paragraph (2) applies and an agree- 
ment between the securities intermediary and its entitlement holder 
governing the securities account expressly provides that the securities 
account is maintained at an office in a particular jurisdiction, that juris- 
diction is the securities intermediary’s jurisdiction. 

(4) If none of the preceding paragraphs applies, the securities 
intermediary’s jurisdiction is the jurisdiction in which the office identi- 
fied in an account statement as the office serving the entitlement holder’s 
account is located. 

(5) If none of the preceding paragraphs applies, the securities 


intermediary's jurisdiction is the jurisdiction in which the chief execu- 

tive office of the securities intermediary is located. 

(f) A securities intermediary’s jurisdiction is not determined by the phys- 
ical location of certificates representing financial assets, or by the jurisdic- 
ion in which is organized the issuer of the financial asset with respect to 

hich an entitlement holder has a security entitlement, or by the location 
of facilities for data processing or other record keeping concerning the 
account. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 
1. This section deals with applicability and choice of law issues concerning Article 8. The 
distinction between the direct and indirect holding systems plays a significant role in 
determining the governing law. An investor in the direct holding system is registered on 
he books of the issuer and/or has possession of a security certificate. Accordingly, the juris- 
diction of incorporation of the issuer or location of the certificate determine the applicable 
aw. By contrast, an investor in the indirect holding system has a security entitlement, 
hich is a bundle of rights against the securities intermediary with respect to a security, 
ather than a direct interest in the underlying security. Accordingly, in the rules for the 
indirect holding system, the jurisdiction of incorporation of the issuer of the underlying se- 
curity or the location of any certificates that might be held by the intermediary or a higher 
ier intermediary, do not determine the applicable law. 
The phrase “local law” refers to the law of a jurisdiction other than its conflict of laws 
ules. See Restatement (Second) of Conflict of Laws § 4. 
2. Subsection (a) provides that the law of an issuer's jurisdiction governs certain issues 
here the substantive rules of Article 8 determine the issuer's rights and duties. Paragraph 
(1) of subsection (a) provides that the law of the issuer's jurisdiction governs the validity o 
he security. This ensures that a single body of law will govern the questions addressed in 
Part 2 of Article 8, concerning the circumstances in which an issuer can and cannot assert 
invalidity as a defense against purchasers. Similarly, paragraphs (2), (3), and (4) of subsec- 
ion (a) ensure that the issuer will be able to look to a single body of law on the questions 
addressed in Part 4 of Article 8, concerning the issuer's duties and liabilities with respect 
o registration of transfer. 
Paragraph (5) of subsection (a) applies the law of an issuer's jurisdiction to the question. 
hether an adverse claim can be asserted against a purchaser to whom transfer has been 
egistered, or who has obtained control over an uncertificated security. Although this issue 
deals with the rights of persons other than the issuer, the law of the issuer's jurisdiction 
applies because the purchasers to whom the provision applies are those whose protection. 
against adverse claims depends on the fact that their interests have been recorded on the 
books of the issuer. 

The principal policy reflected in the choice of law rules in subsection (a) is that an issuer 
and others should be able to look to a single body of law on the matters specified in subsec- 
ion (a), rather than having to look to the law of all of the different jurisdictions in which 
security holders may reside. The choice of law policies reflected in this subsection do not 
equire that the body of law governing all of the matters specified in subsection (a) be that 
of the jurisdiction in which the issuer is incorporated. Thus, subsection (d) provides that 
he term “issuer’s jurisdiction" means the jurisdiction in which the issuer is organized, or, i 
permitted by that law, the law of another jurisdiction selected by the issuer. Subsection (d) 
also provides that issuers organized under the law of a State which adopts this Article may 
make such a selection, except as to the validity issue specified in paragraph (1). The ques- 
ion whether an issuer can assert the defense of invalidity may implicate significant poli- 
cies of the issuer's jurisdiction of incorporation. See, e.g., Section 8-202 and Comments 

hereto. 
Although subsection (a) provides that the issuer's rights and duties concerning registra- 
ion of transfer are governed by the law of the issuer's jurisdiction, other matters related to 
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egistration of transfer, such as appointment of a guardian for a registered owner or the ex- 
istence of agency relationships, might be governed by another jurisdiction’s law. Neither 
his section nor Section 1-105 deals with what law governs the appointment of the 
administrator or executor; that question is determined under generally applicable choice o 
aw rules. 

3. Subsection (b) provides that the law of the securities intermediary’s jurisdiction 
governs the issues concerning the indirect holding system that are dealt with in Article 8. 
Paragraphs (1) and (2) cover the matters dealt with in the Article 8 rules defining the 
concept of security entitlement and specifying the duties of securities intermediaries. 
Paragraph (3) provides that the law of the security intermediary’s jurisdiction determines 

hether the intermediary owes any duties to an adverse claimant. Paragraph (4) provides 
hat the law of the security intermediary’s jurisdiction determines whether adverse claims 
can be asserted against entitlement holders and others. 

Subsection (e) determines what is a “securities intermediary’s jurisdiction.” The policy o 
subsection (b) is to ensure that a securities intermediary and all of its entitlement holders 
can look to a single, readily-identifiable body of law to determine their rights and duties. 
Accordingly, subsection (e) sets out a sequential series of tests to facilitate identification o 
hat body of law. Paragraph (1) of subsection (e) permits specification of the securities 
intermediary’s jurisdiction by agreement. In the absence of such a specification, the law 
chosen by the parties to govern the securities account determines the securities 
intermediary’s jurisdiction. See paragraph (2). Because the policy of this section is to en- 
able parties to determine, in advance and with certainty, what law will apply to transac- 
ions governed by this Article, the validation of the parties’ selection of governing law by 
agreement is not conditioned upon a determination that the jurisdiction whose law is 
chosen bear a “reasonable relation” to the transaction. See Section 4A-507; compare Section 
1-105(1). That is also true with respect to the similar provisions in subsection (d) of this 
section and in Section 9-305. The remaining paragraphs in subsection (e) contain additional 
default rules for determining the securities intermediary’s jurisdiction. 

Subsection (f) makes explicit a point that is implicit in the Article 8 description of a secu- 

ity entitlement as a bundle of rights against the intermediary with respect to a security or 
other financial asset, rather than as a direct interest in the underlying security or other 

nancial asset. The governing law for relationships in the indirect holding system is not 
determined by such matters as the jurisdiction of incorporation of the issuer of the securi- 
ies held through the intermediary, or the location of any physical certificates held by the 
intermediary or a higher tier intermediary. 

4. Subsection (c) provides a choice of law rule for adverse claim issues that may arise in 
connection with delivery of security certificates in the direct holding system. It applies the 
aw of the place of delivery. If a certificated security issued by an Idaho corporation is sold, 
and the sale is settled by physical delivery of the certificate from Seller to Buyer in New 

ork, under subsection (c), New York law determines whether Buyer takes free from 
adverse claims. The domicile of Seller, Buyer, and any adverse claimant is irrelevant. 

5. The following examples illustrate how a court in a jurisdiction which has enacted this 
section would determine the governing law: 

Example 1. John Doe, a resident of Kansas, maintains a securities account with Able 

& Co. Able is incorporated in Delaware. Its chief executive offices are located in Illinois. 

The office where Doe transacts business with Able is located in Missouri. The agreement 

between Doe and Able specifies that Illinois is the securities intermediary's (Able's) 

jurisdiction. Through the account, Doe holds securities of a Colorado corporation, which 

Able holds through Clearing Corporation. The rules of Clearing Corporation provide that 

the rights and duties of Clearing Corporation and its participants are governed by New 

York law. Subsection (a) specifies that a controversy concerning the rights and duties as 

between the issuer and Clearing Corporation is governed by Colorado law. Subsections 

(b) and (e) specify that a controversy concerning the rights and duties as between the 

Clearing Corporation and Able is governed by New York law, and that a controversy 

concerning the rights and duties as between Able and Doe is governed by Illinois law. 

Example 2. Same facts as to Doe and Able as in Example 1. Through the account, Doe 
holds securities of a Senegalese corporation, which Able holds through Clearing 

Corporation. Clearing Corporation's operations are located in Belgium, and its rules and 

agreements with its participants provide that they are governed by Belgian law. Clearing 

Corporation holds the securities through a custodial account at the Paris branch office o 
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Global Bank, which is organized under English law. The agreement between Clearing 

Corporation and Global Bank provides that it is governed by French law. Subsection (a) 

specifies that a controversy concerning the rights and duties as between the issuer and 

Global Bank is governed by Senegalese law. Subsections (b) and (e) specify that a 

controversy concerning the rights and duties as between Global Bank and Clearing 

Corporation is governed by French law, that a controversy concerning the rights and 

duties as between Clearing Corporation and Able is governed by Belgian law, and that a 

controversy concerning the rights and duties as between Able and Doe is governed by Illi- 

nois law. 

6. To the extent that this section does not specify the governing law, general choice of law 
ules apply. For example, suppose that in either of the examples in the preceding Com- 
ment, Doe enters into an agreement with Roe, also a resident of Kansas, in which Doe 
agrees to transfer all of his interests in the securities held through Able to Roe. Article 8 
does not deal with whether such an agreement is enforceable or whether it gives Roe some 
interest in Doe's security entitlement. This section specifies what jurisdiction's law governs 
he issues that are dealt with in Article 8. Article 8, however, does specify that securities 
intermediaries have only limited duties with respect to adverse claims. See Section 8-115. 
Subsection (b)(3) of this section provides that Illinois law governs whether Able owes any 
duties to an adverse claimant. Thus, if Illinois has adopted Revised Article 8, Section 8-115 
as enacted in Illinois determines whether Roe has any rights against Able. 

7. The choice of law provisions concerning security interests in securities and security 
entitlements are set out in Section 9-305. 
Definitional Cross References: 

“Adverse claim". Section 8-102(a)(1). 

“Agreement”. Section 1-201(3). 

“Certificated security". Section 8-102(a)(4). 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset". Section 8-102(a)(9). 

"Issuer". Section 8-201. 

"Person". Section 1-201(30). 

"Purchase". Section 1-201(32). 

"Securities intermediary". Section 8-102(a)(14). 

"Security". Section 8-102(a)(15). 

"Security certificate". Section 8-102(a)(16). 

"Security entitlement". Section 8-102(a)(17). 

“Uncertificated security". Section 8-102(a)(18). 


s amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


$ 8-111. Clearing Corporation Rules. 

A rule adopted by a clearing corporation governing rights and obliga- 
ions among the clearing corporation and its participants in the clearing 
corporation is effective even if the rule conflicts with this [Act] and affects 
another party who does not consent to the rule. 


Official Comment 

1. The experience of the past few decades shows that securities holding and settlement 
practices may develop rapidly, and in unforeseeable directions. Accordingly, it is desirable 
hat the rules of Article 8 be adaptable both to ensure that commercial law can conform to 
changing practices and to ensure that commercial law does not operate as an obstacle to 
developments in securities practice. Even if practices were unchanging, it would not be pos- 
sible in a general statute to specify in detail the rules needed to provide certainty in the 
operations of the clearance and settlement system. 

The provisions of this Article and Article 1 on the effect of agreements provide consider- 
able flexibility in the specification of the details of the rights and obligations of participants 
in the securities holding system by agreement. See Sections 8-504 through 8-509, and 
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Section 1-102(3) and (4). Given the magnitude of the exposures involved in securities 
ransactions, however, it may not be possible for the parties in developing practices to rel 
solely on private agreements, particularly with respect to matters that might affect others, 
such as creditors. For example, in order to be fully effective, rules of clearing corporations 
on the finality or reversibility of securities settlements must not only bind the participants 
in the clearing corporation but also be effective against their creditors. Section 8-111 
provides that clearing corporation rules are effective even if they indirectly affect third par- 
ies, such as creditors of a participant. This provision does not, however, permit rules to be 
adopted that would govern the rights and obligations of third parties other than as a conse- 
quence of rules that specify the rights and obligations of the clearing corporation and its 

participants. 

2. The definition of clearing corporation in Section 8-102 covers only federal reserve 
banks, entities registered as clearing agencies under the federal securities laws, and others 
subject to comparable regulation. The rules of registered clearing agencies are subject to 
egulatory oversight under the federal securities laws. 

Definitional Cross References: 
“Clearing corporation". Section 8-102(a)(5). 


$ 8-112. Creditor's Legal Process. 

(a) The interest of a debtor in a certificated security may be reached by a 
creditor only by actual seizure of the security certificate by the officer mak- 
ing the attachment or levy, except as otherwise provided in subsection (d). 

owever, a certificated security for which the certificate has been sur- 
rendered to the issuer may be reached by a creditor by legal process upon 

he issuer. 

(b) The interest of a debtor in an uncertificated security may be reached 
by a creditor only by legal process upon the issuer at its chief executive of- 
fice in the United States, except as otherwise provided in subsection (d). 

(c) The interest of a debtor in a security entitlement may be reached by 
a creditor only by legal process upon the securities intermediary with 

hom the debtor's securities account is maintained, except as otherwise 
provided in subsection (d). 

(d) The interest of a debtor in a certificated security for which the certif- 
icate is in the possession of a secured party, or in an uncertificated secu- 
rity registered in the name of a secured party, or a security entitlement 

aintained in the name of a secured party, may be reached by a creditor 
by legal process upon the secured party. 

(e) A creditor whose debtor is the owner of a certificated security, 

ncertificated security, or security entitlement is entitled to aid from a 
court of competent jurisdiction, by injunction or otherwise, in reaching the 
certificated security, uncertificated security, or security entitlement or in 
satisfying the claim by means allowed at law or in equity in regard to 
property that cannot readily be reached by other legal process. 


Official Comment 
1. In dealing with certificated securities the instrument itself is the vital thing, and 
herefore a valid levy cannot be made unless all possibility of the certificate’s wrongfully 
nding its way into a transferee's hands has been removed. This can be accomplished onl 
hen the certificate is in the possession of a public officer, the issuer, or an independent 
hird party. A debtor who has been enjoined can still transfer the security in contempt o 
court. See Overlock v. Jerome-Portland Copper Mining Co., 29 Ariz. 560, 243 P. 400 (1926). 
herefore, although injunctive relief is provided in subsection (e) so that creditors may use 
his method to gain control of the certificated security, the security certificate itself must be 
eached to constitute a proper levy whenever the debtor has possession. 
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2. Subsection (b) provides that when the security is uncertificated and registered in the 
debtor's name, the debtor's interest can be reached only by legal process upon the issuer. 
he most logical place to serve the issuer would be the place where the transfer records are 
maintained, but that location might be difficult to identify, especially when the separate 
elements of a computer network might be situated in different places. The chief executive 
office is selected as the appropriate place by analogy to Section 9-307(b)(3). See Comment 2 
o that section. This section indicates only how attachment is to be made, not when it is 
egally justified. For that reason there is no conflict between this section and Shaffer v. 

eitner, 433 U.S. 186 (1977). 

3. Subsection (c) provides that a security entitlement can be reached only by legal process 
upon the debtor's security intermediary. Process is effective only if directed to the debtor's 
own security intermediary. If Debtor holds securities through Broker, and Broker in turn 
holds through Clearing Corporation, Debtor's property interest is a security entitlement 
against Broker. Accordingly, Debtor's creditor cannot reach Debtor's interest by legal pro- 
cess directed to the Clearing Corporation. See also Section 8-115. 

4. Subsection (d) provides that when a certificated security, an uncertificated security, or 
a security entitlement is controlled by a secured party, the debtor's interest can be reached 
by legal process upon the secured party. This section does not attempt to provide for rights 
as between the creditor and the secured party, as, for example, whether or when the 
secured party must liquidate the security. 

Definitional Cross References: 

“Certificated security”. Section 8-102(a)(4). 

“Issuer”. Section 8-201. 

"Secured party". Section 9-102(a)(72). 

"Securities intermediary". Section 8-102(a)(14). 

"Security certificate". Section 8-102(a)(16). 

"Security entitlement". Section 8-102(a)(17). 

“Uncertificated security". Section 8-102(a)(18). 


$ 8-113. Statute of Frauds Inapplicable. 


A contract or modification of a contract for the sale or purchase of a se- 
curity is enforceable whether or not there is a writing signed or record 
authenticated by a party against whom enforcement is sought, even if the 
contract or modification is not capable of performance within one year o 
its making. 


Official Comment 

This section provides that the statute of frauds does not apply to contracts for the sale o 
securities, reversing prior law which had a special statute of frauds in Section 8-319 (1978). 

ith the increasing use of electronic means of communication, the statute of frauds is 
unsuited to the realities of the securities business. For securities transactions, whatever 
benefits a statute of frauds may play in filtering out fraudulent claims are outweighed by 
he obstacles it places in the development of modern commercial practices in the securities 
business. 
Definitional Cross References: 

“Action”. Section 1-201(1). 

“Contract”. Section 1-201(11). 

“Writing”. Section 1-201(46). 


$ 8-114. Evidentiary Rules Concerning Certificated Securities. 
The following rules apply in an action on a certificated security against 
he issuer: 
(1) Unless specifically denied in the pleadings, each signature on a se- 
curity certificate or in a necessary indorsement is admitted. 
(2) If the effectiveness of a signature is put in issue, the burden o 
establishing effectiveness is on the party claiming under the signature, 
but the signature is presumed to be genuine or authorized. 
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(3) If signatures on a security certificate are admitted or established, 
production of the certificate entitles a holder to recover on it unless the 
defendant establishes a defense or a defect going to the validity of the 
security. 


(4) If it is shown that a defense or defect exists, the plaintiff has the 
burden of establishing that the plaintiff or some person under whom the 
plaintiff claims is a person against whom the defense or defect cannot be 
asserted. 


Official Comment 

This section adapts the rules of negotiable instruments law concerning procedure in ac- 
ions on instruments, see Section 3-308, to actions on certificated securities governed by 
his Article. An “action on a security” includes any action or proceeding brought against the 
issuer to enforce a right or interest that is part of the security, such as an action to collect 
principal or interest or a dividend, or to establish a right to vote or to receive a new secu- 
ity under an exchange offer or plan of reorganization. This section applies only to 
certificated securities; actions on uncertificated securities are governed by general eviden- 
iary principles. 
Definitional Cross References: 

“Action”. Section 1-201(1). 

“Burden of establishing”. Section 1-201(8). 

“Certificated security”. Section 8-102(a)(4). 

“Indorsement”. Section 8-102(a)(11). 

“Issuer”. Section 8-201. 

“Presumed”. Section 1-201(31). 

“Security”. Section 8-102(a)(15). 

“Security certificate”. Section 8-102(a)(16). 


§ 8-115. Securities Intermediary and Others Not Liable to 
Adverse Claimant. 


A securities intermediary that has transferred a financial asset pursu- 
ant to an effective entitlement order, or a broker or other agent or bailee 
hat has dealt with a financial asset at the direction of its customer or 
principal, is not liable to a person having an adverse claim to the financial 
asset, unless the securities intermediary, or broker or other agent or bailee: 


(1) took the action after it had been served with an injunction, restrain- 
ing order, or other legal process enjoining it from doing so, issued by a 
court of competent jurisdiction, and had a reasonable opportunity to act 
on the injunction, restraining order, or other legal process; or 

(2) acted in collusion with the wrongdoer in violating the rights of the 
adverse claimant; or 


(3) in the case of a security certificate that has been stolen, acted with 
notice of the adverse claim. 


Official Comment 

1. Other provisions of Article 8 protect certain purchasers against adverse claims, both 
or the direct holding system and the indirect holding system. See Sections 8-303 and 
8-502. This section deals with the related question of the possible liability of a person who 
acted as the “conduit” for a securities transaction. It covers both securities intermediaries— 
he “conduits” in the indirect holding system—and brokers or other agents or bailees—the 

“conduits” in the direct holding system. The following examples illustrate its operation: 
Example 1. John Doe is a customer of the brokerage firm of Able & Co. Doe delivers 
to Able a certificate for 100 shares of XYZ Co. common stock, registered in Doe’s name 
and properly indorsed, and asks the firm to sell it for him. Able does so. Later, John 
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Doe's spouse Mary Doe brings an action against Able asserting that Able's action was 

wrongful against her because the XYZ Co. stock was marital property in which she had 

an interest, and John Doe was acting wrongfully against her in transferring the 
securities. 

Example 2. Mary Roe is a customer of the brokerage firm of Baker & Co. and holds 
her securities through a securities account with Baker. Roe instructs Baker to sell 100 
shares of XYZ Co. common stock that she carried in her account. Baker does so. Later, 
Mary Roe's spouse John Roe brings an action against Baker asserting that Baker's action. 
was wrongful against him because the XYZ Co. stock was marital property in which he 
had an interest, and Mary Roe was acting wrongfully against him in transferring the 
securities. 
nder common law conversion principles, Mary Doe might be able to assert that Able & 

Co. is liable to her in Example 1 for exercising dominion over property inconsistent with 
her rights in it. On that or some similar theory John Roe might assert that Baker is liable 
o him in Example 2. Section 8-115 protects both Able and Baker from liability. 

2. 'The policy of this section is similar to that of many other rules of law that protect 
agents and bailees from liability as innocent converters. If a thief steals property and ships 
it by mail, express service, or carrier, to another person, the recipient of the property does 
not obtain good title, even though the recipient may have given value to the thief and had 

o notice or knowledge that the property was stolen. Accordingly, the true owner can re- 
cover the property from the recipient or obtain damages in a conversion or similar action. 
action against the postal service, express company, or carrier presents entirely different 
policy considerations. Accordingly, general tort law protects agents or bailees who act on 
he instructions of their principals or bailors. See Restatement (Second) of Torts § 235. See 
also UCC Section 7-404. 

3. Except as provided in paragraph 3, this section applies even though the securities 
intermediary, or the broker or other agent or bailee, had notice or knowledge that another 
person asserts a claim to the securities. Consider the following examples: 

Example 3. Same facts as in Example 1, except that before John Doe brought the 

XYZ Co. security certificate to Able for sale, Mary Doe telephoned or wrote to the firm 

asserting that she had an interest in all of John Doe's securities and demanding that 

they not trade for him. 

Example 4. Same facts as in Example 2, except that before Mary Roe gave an entitle- 
ment order to Baker to sell the XYZ Co. securities from her account, John Doe telephoned 
or wrote to the firm asserting that he had an interest in all of Mary Roe's securities and 
demanding that they not trade for her. 

Section 8-115 protects Able and Baker from liability. The protections of Section 8-115 do 
not depend on the presence or absence of notice of adverse claims. It is essential to the se- 
curities settlement system that brokers and securities intermediaries be able to act 
promptly on the directions of their customers. Even though a firm has notice that someone 
asserts a claim to a customer's securities or security entitlements, the firm should not be 
placed in the position of having to make a legal judgment about the validity of the claim at 
he risk of liability either to its customer or to the third party for guessing wrong. Under 
his section, the broker or securities intermediary is privileged to act on the instructions o 
its customer or entitlement holder, unless it has been served with a restraining order or 
other legal process enjoining it from doing so. This is already the law in many jurisdictions. 
For example a section of the New York Banking Law provides that banks need not recog- 
nize any adverse claim to funds or securities on deposit with them unless they have been 
served with legal process. N.Y. Banking Law $ 134. Other sections of the UCC embody a 
similar policy. See Sections 3-602, 5-114(2)(b). 

Paragraph (1) of this section refers only to a court order enjoining the securities 
intermediary or the broker or other agent or bailee from acting at the instructions of the 
customer. It does not apply to cases where the adverse claimant tells the intermediary or 
broker that the customer has been enjoined, or shows the intermediary or broker a copy o 
a court order binding the customer. 

Paragraph (3) takes a different approach in one limited class of cases, those where a 
customer sells stolen certificated securities through a securities firm. Here the policies that 
ead to protection of securities firms against assertions of other sorts of claims must be 

eighed against the desirability of having securities firms guard against the disposition o 
stolen securities. Accordingly, paragraph (3) denies protection to a broker, custodian, or 
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other agent or bailee who receives a stolen security certificate from its customer, if the bro- 

er, custodian, or other agent or bailee had notice of adverse claims. The circumstances 
hat give notice of adverse claims are specified in Section 8-105. The result is that brokers, 
custodians, and other agents and bailees face the same liability for selling stolen certificated 
securities that purchasers face for buying them. 

4. As applied to securities intermediaries, this section embodies one of the fundamental 
principles of the Article 8 indirect holding system rules—that a securities intermediary 
owes duties only to its own entitlement holders. The following examples illustrate the 
operation of this section in the multi-tiered indirect holding system: 

Example 5. Able & Co., a broker-dealer, holds 50,000 shares of XYZ Co. stock in its 
account at Clearing Corporation. Able acquired the XYZ shares from another firm, Baker 

& Co., in a transaction that Baker contends was tainted by fraud, giving Baker a right to 

rescind the transaction and recover the XYZ shares from Able. Baker sends notice to 

Clearing Corporation stating that Baker has a claim to the 50,000 shares of XYZ Co. in 

Able’s account. Able then initiates an entitlement order directing Clearing Corporation 

to transfer the 50,000 shares of XYZ Co. to another firm in settlement of a trade. Under 

Section 8-115, Clearing Corporation is privileged to comply with Able’s entitlement or- 

der, without fear of liability to Baker. This is so even though Clearing Corporation has 

notice of Baker’s claim, unless Baker obtains a court order enjoining Clearing Corpora- 
tion from acting on Able’s entitlement order. 

Example 6. Able & Co., a broker-dealer, holds 50,000 shares of XYZ Co. stock in its 
account at Clearing Corporation. Able initiates an entitlement order directing Clearing 
Corporation to transfer the 50,000 shares of XYZ Co. to another firm in settlement of a 
trade. That trade was made by Able for its own account, and the proceeds were devoted 
to its own use. Able becomes insolvent, and it is discovered that Able has a shortfall in 
the shares of XYZ Co. stock that it should have been carrying for its customers. Able’s 
customers bring an action against Clearing Corporation asserting that Clearing Corpora- 
tion acted wrongfully in transferring the XYZ shares on Able’s order because those were 
shares that should have been held by Able for its customers. Under Section 8-115, Clear- 
ing Corporation is not liable to Able’s customers, because Clearing Corporation acted on 
an effective entitlement order of its own entitlement holder, Able. Clearing Corporation’s 
protection against liability does not depend on the presence or absence of notice or knowl- 
edge of the claim by Clearing Corporation. 

5. If the conduct of a securities intermediary or a broker or other agent or bailee rises to 
a level of complicity in the wrongdoing of its customer or principal, the policies that favor 
protection against liability do not apply. Accordingly, paragraph (2) provides that the 
protections of this section do not apply if the securities intermediary or broker or other 
agent or bailee acted in collusion with the customer or principal in violating the rights o 
another person. The collusion test is intended to adopt a standard akin to the tort rules 

hat determine whether a person is liable as an aider or abettor for the tortious conduct o 
a third party. See Restatement (Second) of Torts $ 876. 

Knowledge that the action of the customer is wrongful is a necessary but not sufficient 
condition of the collusion test. The aspect of the role of securities intermediaries and 
brokers that Article 8 deals with is the clerical or ministerial role of implementing and re- 
cording the securities transactions that their customers conduct. Faithful performance o 

his role consists of following the instructions of the customer. It is not the role of the 
ecord-keeper to police whether the transactions recorded are appropriate, so mere aware- 
ness that the customer may be acting wrongfully does not itself constitute collusion. That, 
of course, does not insulate an intermediary or broker from responsibility in egregious 
cases where its action goes beyond the ordinary standards of the business of implementing 
and recording transactions, and reaches a level of affirmative misconduct in assisting the 
customer in the commission of a wrong. 

Definitional Cross References: 

“Broker”. Section 8-102(a)(3). 

“Effective”. Section 8-107. 

“Entitlement order”. Section 8-102(a)(8). 

“Financial asset”. Section 8-102(a)(9). 

“Securities intermediary”. Section 8-102(a)(14). 

“Security certificate”. Section 8-102(a)(16). 
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$ 8-116. Securities Intermediary as Purchaser For Value. 


A securities intermediary that receives a financial asset and establishes 
a security entitlement to the financial asset in favor of an entitlement 
holder is a purchaser for value of the financial asset. A securities 
intermediary that acquires a security entitlement to a financial asset from| 
another securities intermediary acquires the security entitlement for value 
if the securities intermediary acquiring the security entitlement establishes 
a security entitlement to the financial asset in favor of an entitlement 


Official Comment 
1. This section is intended to make explicit two points that, while implicit in other provi- 
sions, are of sufficient importance to the operation of the indirect holding system that they 
arrant explicit statement. First, it makes clear that a securities intermediary that receives 
a financial asset and establishes a security entitlement in respect thereof in favor of an 
entitlement holder is a “purchaser” of the financial asset that the securities intermediary 
eceived. Second, it makes clear that by establishing a security entitlement in favor of an 
entitlement holder a securities intermediary gives value for any corresponding financial as- 
set that the securities intermediary receives or acquires from another party, whether the 
intermediary holds directly or indirectly. 
In many cases a securities intermediary that receives a financial asset will also be 
ransferring value to the person from whom the financial asset was received. That, however, 
is not always the case. Payment may occur through a different system than settlement o 
he securities side of the transaction, or the securities might be transferred without a corre- 
sponding payment, as when a person moves an account from one securities intermediary to 
another. Even though the securities intermediary does not give value to the transferor, it 
does give value by incurring obligations to its own entitlement holder. Although the general 
definition of value in Section 1-201(44)(d) should be interpreted to cover the point, this sec- 
ion is included to make this point explicit. 
2. The following examples illustrate the effect of this section: 

Example 1. Buyer buys 1000 shares of XYZ Co. common stock through Buyer's bro- 
ker Able & Co. to be held in Buyer's securities account. In settlement of the trade, the 
selling broker delivers to Able a security certificate in street name, indorsed in blank, for 
1000 shares XYZ Co. stock, which Able holds in its vault. Able credits Buyer's account 
for securities in that amount. Section 8-116 specifies that Able is a purchaser of the XYZ 
Co. stock certificate, and gave value for it. Thus, Able can obtain the benefit of Section 
8-303, which protects purchasers for value, if it satisfies the other requirements of that 
section. 

Example 2. Buyer buys 1000 shares XYZ Co. common stock through Buyer's broker 
Able & Co. to be held in Buyer's securities account. The trade is settled by crediting 1000 
shares XYZ Co. stock to Able's account at Clearing Corporation. Able credits Buyer's ac- 
count for securities in that amount. When Clearing Corporation credits Able's account, 
Able acquires a security entitlement under Section 8-501. Section 8-116 specifies that 
Able acquired this security entitlement for value. Thus, Able can obtain the benefit o 
Section 8-502, which protects persons who acquire security entitlements for value, if it 
satisfies the other requirements of that section. 

Example 3. Thief steals a certificated bearer bond from Owner. Thief sends the certif- 
icate to his broker Able & Co. to be held in his securities account, and Able credits Thief's 
account for the bond. Section 8-116 specifies that Able is a purchaser of the bond and 
gave value for it. Thus, Able can obtain the benefit of Section 8-303, which protects 
purchasers for value, if it satisfies the other requirements of that section. 

Definitional Cross References: 
“Financial asset". Section 8-102(a)(9). 
"Securities intermediary". Section 8-102(a)(14). 
"Security entitlement". Section 8-102(a)(17). 
“Entitlement holder". Section 8-102(a)(7). 
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PART 2. ISSUE AND ISSUER 


§ 8-201. Issuer. 


(a) With respect to an obligation on or a defense to a security, an “is- 
suer” includes a person that: 


(1) places or authorizes the placing of its name on a security certifi- 
cate, other than as authenticating trustee, registrar, transfer agent, or 
the like, to evidence a share, participation, or other interest in its prop- 
erty or in an enterprise, or to evidence its duty to perform an obligation 
represented by the certificate; 


(2) creates a share, participation, or other interest in its property or in 
an enterprise, or undertakes an obligation, that is an uncertificated se- 
curity; 

(3) directly or indirectly creates a fractional interest in its rights or 
property, if the fractional interest is represented by a security certifi- 
cate; or 


(4) becomes responsible for, or in place of, another person described as 
an issuer in this section. 


(b) With respect to an obligation on or defense to a security, a guarantor 
is an issuer to the extent of its guaranty, whether or not its obligation is 
noted on a security certificate. 


(c) With respect to a registration of a transfer, issuer means a person on 
hose behalf transfer books are maintained. 


Official Comment 

1. The definition of “issuer” in this section functions primarily to describe the persons 

hose defenses may be cut off under the rules in Part 2. In large measure it simply tracks 
he language of the definition of security in Section 8-102(a)(15). 

2. Subsection (b) distinguishes the obligations of a guarantor as issuer from those of the 
principal obligor. However, it does not exempt the guarantor from the impact of subsection 
(d) of Section 8-202. Whether or not the obligation of the guarantor is noted on the security 
is immaterial. Typically, guarantors are parent corporations, or stand in some similar rela- 

ionship to the principal obligor. If that relationship existed at the time the security was 
originally issued the guaranty would probably have been noted on the security. However, i 
he relationship arose afterward, e.g., through a purchase of stock or properties, or through 
merger or consolidation, probably the notation would not have been made. Nonetheless, the 
holder of the security is entitled to the benefit of the obligation of the guarantor. 

3. Subsection (c) narrows the definition of “issuer” for purposes of Part 4 of this Article 
(registration of transfer). It is supplemented by Section 8-407. 

Definitional Cross References: 

"Person". Section 1-201(30). 

"Security". Section 8-102(a)(15). 

"Security certificate". Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 


§ 8-202. Issuer's Responsibility and Defenses; Notice of Defect or 
Defense. 


(a) Even against a purchaser for value and without notice, the terms of a 
certificated security include terms stated on the certificate and terms made 
part of the security by reference on the certificate to another instrument, 
indenture, or document or to a constitution, statute, ordinance, rule, 
regulation, order, or the like, to the extent the terms referred to do not 


conflict with terms stated on the certificate. A reference under this subsec- 
ion does not of itself charge a purchaser for value with notice of a defect 
going to the validity of the security, even if the certificate expressly states 
hat a person accepting it admits notice. The terms of an uncertificated se- 
curity include those stated in any instrument, indenture, or document or 
in a constitution, statute, ordinance, rule, regulation, order, or the like, 
pursuant to which the security is issued. 

(b) The following rules apply if an issuer asserts that a security is not 
alid: 

(1) A security other than one issued by a government or governmental 
subdivision, agency, or instrumentality, even though issued with a defect 
going to its validity, is valid in the hands of a purchaser for value and 
without notice of the particular defect unless the defect involves a viola- 
tion of a constitutional provision. In that case, the security is valid in 
the hands of a purchaser for value and without notice of the defect, 
other than one who takes by original issue. 

(2) Paragraph (1) applies to an issuer that is a government or 
governmental subdivision, agency, or instrumentality only if there has 
been substantial compliance with the legal requirements governing the 
issue or the issuer has received a substantial consideration for the issue 
as a whole or for the particular security and a stated purpose of the is- 
sue is one for which the issuer has power to borrow money or issue the 
security. 

(c) Except as otherwise provided in Section 8-205, lack of genuineness o 


a certificated security is a complete defense, even against a purchaser for 
alue and without notice. 


(d) All other defenses of the issuer of a security, including nondelivery 
and conditional delivery of a certificated security, are ineffective against a 
purchaser for value who has taken the certificated security without notice 
of the particular defense. 


(e) This section does not affect the right of a party to cancel a contract 
for a security ^when, as and if issued" or ^when distributed" in the event o 
a material change in the character of the security that is the subject of the 
contract or in the plan or arrangement pursuant to which the security is to 
be issued or distributed. 


(f) If a security is held by a securities intermediary against whom an 
entitlement holder has a security entitlement with respect to the security, 
he issuer may not assert any defense that the issuer could not assert i 
he entitlement holder held the security directly. 


Official Comment 
1. In this Article the rights of the purchaser for value without notice are divided into two 
aspects, those against the issuer, and those against other claimants to the security. Part 2 
of this Article, and especially this section, deal with rights against the issuer. 

Subsection (a) states, in accordance with the prevailing case law, the right of the issuer 
(who prepares the text of the security) to include terms incorporated by adequate reference 
o an extrinsic source, so long as the terms so incorporated do not conflict with the stated 
erms. Thus, the standard practice of referring in a bond or debenture to the trust indenture 
under which it is issued without spelling out its necessarily complex and lengthy provisions 
is approved. Every stock certificate refers in some manner to the charter or articles o 
incorporation of the issuer. At least where there is more than one class of stock authorized 
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applicable corporation codes specifically require a statement or summary as to preferences, 
oting powers and the like. References to constitutions, statutes, ordinances, rules, regula- 
ions or orders are not so common, except in the obligations of governments or governmental 
agencies or units; but where appropriate they fit into the rule here stated. 

Courts have generally held that an issuer is estopped from denying representations made 
in the text of a security. Delaware-New Jersey Ferry Co. v. Leeds, 21 Del.Ch. 279, 186 A. 
913 (1936). Nor is a defect in form or the invalidity of a security normally available to the 
issuer as a defense. Bonini v. Family Theatre Corporation, 327 Pa. 273, 194 A. 498 (1937); 

irst National Bank of Fairbanks v. Alaska Airmotive, 119 F.2d 267 (C.C.A.Alaska 1941). 

2. The rule in subsection (a) requiring that the terms of a security be noted or referred to 
on the certificate is based on practices and expectations in the direct holding system for 
certificated securities. This rule does not express a general rule or policy that the terms of a 
security are effective only if they are communicated to beneficial owners in some particular 
ashion. Rather, subsection (a) is based on the principle that a purchaser who does obtain a 
certificate is entitled to assume that the terms of the security have been noted or referred 

o on the certificate. That policy does not come into play in a securities holding system in 
hich purchasers do not take delivery of certificates. 

The provisions of subsection (a) concerning notation of terms on security certificates are 
necessary only because paper certificates play such an important role for certificated securi- 
ies that a purchaser should be protected against assertion of any defenses or rights that 
are not noted on the certificate. No similar problem exists with respect to uncertificated 
securities. The last sentence of subsection (a) is, strictly speaking, unnecessary, since it 
only recognizes the fact that the terms of an uncertificated security are determined by 
hatever other law or agreement governs the security. It is included only to preclude an 
inference that uncertificated securities are subject to any requirement analogous to the 

equirement of notation of terms on security certificates. 

The rule of subsection (a) applies to the indirect holding system only in the sense that i 

a certificated security has been delivered to the clearing corporation or other securities 
intermediary, the terms of the security should be noted or referred to on the certificate. I 
he security is uncertificated, that principle does not apply even at the issuer-clearing 
corporation level. The beneficial owners who hold securities through the clearing corpora- 
ion are bound by the terms of the security, even though they do not actually see the 
certificate. Since entitlement holders in an indirect holding system have not taken delivery 
of certificates, the policy of subsection (a) does not apply. 

3. The penultimate sentence of subsection (a) and all of subsection (b) embody the concept 

hat it is the duty of the issuer, not of the purchaser, to make sure that the security 
complies with the law governing its issue. The penultimate sentence of subsection (a) 
makes clear that the issuer cannot, by incorporating a reference to a statute or other docu- 
ment, charge the purchaser with notice of the security's invalidity. Subsection (b) gives to a 
purchaser for value without notice of the defect the right to enforce the security against the 
issuer despite the presence of a defect that otherwise would render the security invalid. 

here are three circumstances in which a purchaser does not gain such rights: first, if the 
defect involves a violation of constitutional provisions, these rights accrue only to a 
subsequent purchaser, that is, one who takes other than by original issue. This Article 
eaves to the law of each particular State the rights of a purchaser on original issue of a se- 
curity with a constitutional defect. No negative implication is intended by the explicit grant 
of rights to a subsequent purchaser. 

Second, governmental issuers are distinguished in subsection (b) from other issuers as a 
matter of public policy, and additional safeguards are imposed before governmental issues 
are validated. Governmental issuers are estopped from asserting defenses only if there has 
been substantial compliance with the legal requirements governing the issue or i 
substantial consideration has been received and a stated purpose of the issue is one for 

hich the issuer has power to borrow money or issue the security. The purpose of the 
substantial compliance requirement is to make certain that a mere technicality as, e.g., in 
he manner of publishing election notices, shall not be a ground for depriving an innocent 
purchaser of rights in the security. The policy is here adopted of such cases as Tommie v. 
City of Gadsden, 229 Ala. 521, 158 So. 763 (1935), in which minor discrepancies in the form 
of the election ballot used were overlooked and the bonds were declared valid since there 
had been substantial compliance with the statute. 

A long and well established line of federal cases recognizes the principle of estoppel in 
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avor of purchasers for value without notices where municipalities issue bonds containing 
ecitals of compliance with governing constitutional and statutory provisions, made by the 
municipal authorities entrusted with determining such compliance. Chaffee County v. Pot- 
ter, 142 U.S. 355 (1892); Oregon v. Jennings, 119 U.S. 74 (1886); Gunnison County Commis- 
ioners v. Rollins, 173 U.S. 255 (1898). This rule has been qualified, however, by requiring 
hat the municipality have power to issue the security. Anthony v. County of Jasper, 101 
.S. 693 (1879); Town of South Ottawa v. Perkins, 94 U.S. 260 (1876). This section follows 
he case law trend, simplifying the rule by setting up two conditions for an estoppel against 
a governmental issuer: (1) substantial consideration given, and (2) power in the issuer to 
borrow money or issue the security for the stated purpose. As a practical matter the 
problem of policing governmental issuers has been alleviated by the present practice o 
equiring legal opinions as to the validity of the issue. The bulk of the case law on this 
point is nearly 100 years old and it may be assumed that the question now seldom arises. 
Section 8-210, regarding overissue, provides the third exception to the rule that an in- 
ocent purchase for value takes a valid security despite the presence of a defect that would 
otherwise give rise to invalidity. See that section and its Comment for further explanation. 
4. Subsection (e) is included to make clear that this section does not affect the presently 
ecognized right of either party to a “when, as and if" or “when distributed" contract to 
cancel the contract on substantial change. 
5. Subsection (f) has been added because the introduction of the security entitlement 
concept requires some adaptation of the Part 2 rules, particularly those that distinguish be- 
ween purchasers who take by original issue and subsequent purchasers. The basic concept 
of Part 2 is to apply to investment securities the principle of negotiable instruments law 
hat an obligor is precluded from asserting most defenses against purchasers for value 
ithout notice. Section 8-202 describes in some detail which defenses issuers can raise 
against purchasers for value and subsequent purchasers for value. Because these rules 
ere drafted with the direct holding system in mind, some interpretive problems might be 
presented in applying them to the indirect holding. For example, if a municipality issues a 
bond in book-entry only form, the only direct “purchaser” of that bond would be the clearing 
corporation. The policy of precluding the issuer from asserting defenses is, however, equally 
applicable. Subsection (f) is designed to ensure that the defense preclusion rules developed 
or the direct holding system will also apply to the indirect holding system. 
Definitional Cross References: 
“Certificated security”. Section 8-102(a)(4). 
“Notice”. Section 1-201(25). 
“Purchaser”. Sections 1-201(33) & 8-116. 
“Security”. Section 8-102(a)(15). 
“Uncertificated security”. Section 8-102(a)(18). 
“Value”. Sections 1-201(44) & 8-116. 


§ 8-203. Staleness as Notice of Defect or Defense. 


After an act or event, other than a call that has been revoked, creating a 
right to immediate performance of the principal obligation represented by 


be presented or surrendered for redemption or exchange, a purchaser is 
charged with notice of any defect in its issue or defense of the issuer, if the 
act or event: 


(1) requires the payment of money, the delivery of a certificated secu- 
rity, the registration of transfer of an uncertificated security, or any o 
them on presentation or surrender of the security certificate, the money 
or security is available on the date set for payment or exchange, and the 
purchaser takes the security more than one year after that date; or 

(2) is not covered by paragraph (1) and the purchaser takes the secu- 
rity more than two years after the date set for surrender or presentation 
or the date on which performance became due. 
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Official Comment 

1. The problem of matured or called securities is here dealt with in terms of the effect o 
such events in giving notice of the issuer’s defenses and not in terms of “negotiability”. The 
substance of this section applies only to certificated securities because certificates may be 
ransferred to a purchaser by delivery after the security has matured, been called, or 
become redeemable or exchangeable. It is contemplated that uncertificated securities which 
have matured or been called will merely be canceled on the books of the issuer and the 
proceeds sent to the registered owner. Uncertificated securities which have become redeem- 
able or exchangeable, at the option of the owner, may be transferred to a purchaser, but 
he transfer is effectuated only by registration of transfer, thus necessitating communica- 
ion with the issuer. If defects or defenses in such securities exist, the issuer will necessar- 
ily have the opportunity to bring them to the attention of the purchaser. 

2. The fact that a security certificate is in circulation long after it has been called for 
edemption or exchange must give rise to the question in a purchaser’s mind as to why it 

has not been surrendered. After the lapse of a reasonable period of time a purchaser can no 

onger claim “no reason to know” of any defects or irregularities in its issue. Where funds 
are available for the redemption the security certificate is normally turned in more promptly 
and a shorter time is set as the “reasonable period” than is set where funds are not 
available. 

Defaulted certificated securities may be traded on financial markets in the same manner 

as unmatured and undefaulted instruments and a purchaser might not be placed upon no- 

ice of irregularity by the mere fact of default. An issuer, however, should at some point be 
placed in a position to determine definitely its liability on an invalid or improper issue, and 
or this purpose a security under this section becomes “stale” two years after the default. A 
different rule applies when the question is notice not of issuer’s defenses but of claims o 
ownership. Section 8-105 and Comment. 

3. Nothing in this section is designed to extend the life of preferred stocks called for 
edemption as “shares of stock” beyond the redemption date. After such a call, the security 
epresents only a right to the funds set aside for redemption. 

Definitional Cross References: 

“Certificated security”. Section 8-102(a)(4). 

“Notice”. Section 1-201(25). 

“Purchaser”. Sections 1-201(33) & 8-116. 

“Security”. Section 8-102(a)(15). 

“Security certificate”. Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 


§ 8-204. Effect of Issuer’s Restriction on Transfer. 


A restriction on transfer of a security imposed by the issuer, even i 
otherwise lawful, is ineffective against a person without knowledge of the 
restriction unless: 


(1) the security is certificated and the restriction is noted conspicu- 
ously on the security certificate; or 


(2) the security is uncertificated and the registered owner has been 
notified of the restriction. 


Official Comment 
1. Restrictions on transfer of securities are imposed by issuers in a variety of circum- 
stances and for a variety of purposes, such as to retain control of a close corporation or to 
ensure compliance with federal securities laws. Other law determines whether such restric- 
ions are permissible. This section deals only with the consequences of failure to note the 
estriction on a security certificate. 
This section imposes no bar to enforcement of a restriction on transfer against a person 
ho has actual knowledge of it. 
2. A restriction on transfer of a certificated security is ineffective against a person without 
owledge of the restriction unless the restriction is noted conspicuously on the certificate. 
he word “noted” is used to make clear that the restriction need not be set forth in full text. 
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Refusal by an issuer to register a transfer on the basis of an unnoted restriction would be a 
iolation of the issuer's duty to register under Section 8-401. 
3. The policy of this section is the same as in Section 8-202. A purchaser who takes 
delivery of a certificated security is entitled to rely on the terms stated on the certificate. 
hat policy obviously does not apply to uncertificated securities. For uncertificated securi- 
ies, this section requires only that the registered owner has been notified of the restriction. 
Suppose, for example, that A is the registered owner of an uncertificated security, and that 
he issuer has notified A of a restriction on transfer. A agrees to sell the security to B, in 
iolation of the restriction. A completes a written instruction directing the issuer to register 
ransfer to B, and B pays A for the security at the time A delivers the instruction to B. 
does not inform B of the restriction, and B does not otherwise have notice or knowledge o 
it at the time B pays and receives the instruction. B presents the instruction to the issuer, 
but the issuer refuses to register the transfer on the grounds that it would violate the 
estriction. The issuer has complied with this section, because it did notify the registered 
owner A of the restriction. The issuer's refusal to register transfer is not wrongful. B has an 
action against A for breach of transfer warranty, see Section 8-108(b)(4)(iii). B's mistake 
as treating an uncertificated security transaction in the fashion appropriate only for a 
certificated security. The mechanism for transfer of uncertificated securities is registration 
of transfer on the books of the issuer; handing over an instruction only initiates the process. 
he purchaser should make arrangements to ensure that the price is not paid until it 
ows that the issuer has or will register transfer. 
4. In the indirect holding system, investors neither take physical delivery of security cer- 
ificates nor have uncertificated securities registered in their names. So long as the require- 
ments of this section have been satisfied at the level of the relationship between the issuer 
and the securities intermediary that is a direct holder, this section does not preclude the is- 
suer from enforcing a restriction on transfer. See Section 8-202(a) and Comment 2 thereto. 
5. This section deals only with restrictions imposed by the issuer. Restrictions imposed 
by statute are not affected. See Quiner v. Marblehead Social Co., 10 Mass. 476 (1813); 
adison Bank v. Price, 79 Kan. 289, 100 P. 280 (1909); Healey v. Steele Center Creamery 
Assn, 115 Minn. 451, 133 N.W. 69 (1911). Nor does it deal with private agreements be- 
ween stockholders containing restrictive covenants as to the sale of the security. 
Definitional Cross References: 
“Certificated security". Section 8-102(a)(4). 
“Conspicuous”. Section 1-201(10). 
"Issuer". Section 8-201. 
“Knowledge”. Section 1-201(25). 
“Notify”. Section 1-201(25). 
“Purchaser”. Sections 1-201(33) & 8-116. 
“Security”. Section 8-102(a)(15). 
“Security certificate”. Section 8-102(a)(16). 
“Uncertificated security”. Section 8-102(a)(18). 


§ 8-205. Effect of Unauthorized Signature on Security Certificate. 

An unauthorized signature placed on a security certificate before or in 
he course of issue is ineffective, but the signature is effective in favor of a 
purchaser for value of the certificated security if the purchaser is without 
notice of the lack of authority and the signing has been done by: 

(1) an authenticating trustee, registrar, transfer agent, or other person 
entrusted by the issuer with the signing of the security certificate or o 
similar security certificates, or the immediate preparation for signing o 
any of them; or 

(2) an employee of the issuer, or of any of the persons listed in 
paragraph (1), entrusted with responsible handling of the security 
certificate. 

Official Comment 


1. The problem of forged or unauthorized signatures may arise where an employee of the 
issuer, transfer agent, or registrar has access to securities which the employee is required 
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o prepare for issue by affixing the corporate seal or by adding a signature necessary for 
issue. This section is based upon the issuer’s duty to avoid the negligent entrusting of secu- 
ities to such persons. Issuers have long been held responsible for signatures placed upon 


ailroad Co., 137 N.Y. 231, 33 N.E. 378, 19 L.R.A. 331, 33 Am.St.Rep. 712 (1893); Jarvis v. 
anhattan Beach Co., 148 N.Y. 652, 43 N.E. 68, 31 L.R.A. 776, 51 Am.St.Rep. 727 (1896). 
he “apparent authority” concept of some of the case-law, however, is here extended and 
his section expressly rejects the technical distinction, made by courts reluctant to recog- 
ize forged signatures, between cases where forgers sign signatures they are authorized to 
sign under proper circumstances and those in which they sign signatures they are never 
authorized to sign. Citizens’ & Southern National Bank v. Trust Co. of Georgia, 50 Ga.App. 
681, 179 S.E. 278 (1935). Normally the purchaser is not in a position to determine which 
signature a forger, entrusted with the preparation of securities, has “apparent authority" to 
sign. The issuer, on the other hand, can protect itself against such fraud by the careful 
selection and bonding of agents and employees, or by action over against transfer agents 
and registrars who in turn may bond their personnel. 
2. The issuer cannot be held liable for the honesty of employees not entrusted, directly or 
indirectly, with the signing, preparation, or responsible handling of similar securities and 
hose possible commission of forgery it has no reason to anticipate. The result in such 
cases as Hudson Trust Co. v. American Linseed Co., 232 N.Y. 350, 134 N.E. 178 (1922), and 
Dollar Savings Fund & Trust Co. v. Pittsburgh Plate Glass Co., 213 Pa. 307, 62 A. 916, 5 
n.Cas. 248 (1906) is here adopted. 
3. This section is not concerned with forged or unauthorized indorsements, but only with 
nauthorized signatures of issuers, transfer agents, etc., placed upon security certificates 
during the course of their issue. The protection here stated is available to all purchasers for 
alue without notice and not merely to subsequent purchasers. 
Definitional Cross References: 
“Certificated security". Section 8-102(a)(4). 
"Issuer". Section 8-201. 
"Notice". Section 1-201(25). 
“Purchaser”. Sections 1-201(33) & 8-116. 
"Security certificate". Section 8-102(a)(14). 
“Unauthorized signature". Section 1-201(43). 


$ 8-206. Completion of Alteration of Security Certificate. 


(a) If a security certificate contains the signatures necessary to its issue 
or transfer but is incomplete in any other respect: 


(1) any person may complete it by filling in the blanks as authorized; 
and 


(2) even if the blanks are incorrectly filled in, the security certificate 
as completed is enforceable by a purchaser who took it for value and 
without notice of the incorrectness. 


(b) A complete security certificate that has been improperly altered, even 
if fraudulently, remains enforceable, but only according to its original 
erms. 


Official Comment 

1. The problem of forged or unauthorized signatures necessary for the issue or transfer o 

a security is not involved here, and a person in possession of a blank certificate is not, by 
his section, given authority to fill in blanks with such signatures. Completion of blanks left 
in a transfer instruction is dealt with elsewhere (Section 8-305(a)). 

2. Blanks left upon issue of a security certificate are the only ones dealt with here, and a 
purchaser for value without notice is protected. A purchaser is not in a good position to 
determine whether blanks were completed by the issuer or by some person not authorized 

o complete them. On the other hand the issuer can protect itself by not placing its signature 
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on the writing until the blanks are completed or, if it does sign before all blanks are 
completed, by carefully selecting the agents and employees to whom it entrusts the writing 
after authentication. With respect to a security certificate that is completed by the issuer 
but later is altered, the issuer has done everything it can to protect the purchaser and thus 
is not charged with the terms as altered. However, it is charged according to the original 
erms, since it is not thereby prejudiced. If the completion or alteration is obviously irregu- 
ar, the purchaser may not qualify as a purchaser who took without notice under this 
section. 

3. Only the purchaser who physically takes the certificate is directly protected. However, 
a transferee may receive protection indirectly through Section 8-302(a). 

4. 'The protection granted a purchaser for value without notice under this section is mod- 
ified to the extent that an overissue may result where an incorrect amount is inserted into 
a blank (Section 8-210). 

Definitional Cross References: 

“Notice”. Section 1-201(25). 

"Purchaser". Sections 1-201(33) & 8-116. 

"Security certificate". Section 8-102(a)(16). 

“Unauthorized signature". Section 1-201(43). 

“Value”. Sections 1-201(44) & 8-116. 


§ 8-207. Rights and Duties of Issuer with Respect to Registered 
Owners. 
(a) Before due presentment for registration of transfer of a certificated 
security in registered form or of an instruction requesting registration o 
ransfer of an uncertificated security, the issuer or indenture trustee may 
reat the registered owner as the person exclusively entitled to vote, receive 
notifications, and otherwise exercise all the rights and powers of an owner. 


(b) This Article does not affect the liability of the registered owner of a 
security for a call, assessment, or the like. 


Official Comment 


1. Subsection (a) states the issuer's right to treat the registered owner of a security as 
he person entitled to exercise all the rights of an owner. This right of the issuer is limited 
by the provisions of Part 4 of this article. Once there has been due presentation for registra- 
ion of transfer, the issuer has a duty to register ownership in the name of the transferee. 
Section 8-401. Thus its right to treat the old registered owner as exclusively entitled to the 
ights of ownership must cease. 

The issuer may under this section make distributions of money or securities to the 
egistered owners of securities without requiring further proof of ownership, provided that 
such distributions are distributable to the owners of all securities of the same issue and the 
erms of the security do not require surrender of a security certificate as a condition of pay- 
ment or exchange. Any such distribution shall constitute a defense against a claim for the 
same distribution by a person, even if that person is in possession of the security certificate 
and is a protected purchaser of the security. See PEB Commentary No. 4, dated March 10, 
1990. 

2. Subsection (a) is permissive and does not require that the issuer deal exclusively with. 
he registered owner. It is free to require proof of ownership before paying out dividends or 
he like if it chooses to. Barbato v. Breeze Corporation, 128 N.J.L. 309, 26 A.2d 53 (1942). 

3. This section does not operate to determine who is finally entitled to exercise voting and 
other rights or to receive payments and distributions. The parties are still free to 
incorporate their own arrangements as to these matters in seller-purchaser agreements 

hich may be definitive as between them. 

4. No change in existing state laws as to the liability of registered owners for calls and 
assessments is here intended; nor is anything in this section designed to estop record hold- 
ers from denying ownership when assessments are levied if they are otherwise entitled to 
do so under state law. See State ex rel. Squire v. Murfey, Blosson & Co., 131 Ohio St. 289, 2 
N.E.2d 866 (1936); Willing v. Delaplaine, 23 F.Supp. 579 (1937). 
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5. No interference is intended with the common practice of closing the transfer books or 
aking a record date for dividend, voting, and other purposes, as provided for in by-laws, 
charters, and statutes. 
Definitional Cross References: 

“Certificated security”. Section 8-102(a)(4). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

"Registered form". Section 8-102(a)(13). 

"Security". Section 8-102(a)(15). 

“Uncertificated security". Section 8-102(a)(18). 


§ 8-208. Effect of Signature of Authenticating Trustee, Registrar, 
or Transfer Agent. 

(a) A person signing a security certificate as authenticating trustee, reg- 
istrar, transfer agent, or the like, warrants to a purchaser for value of the 
certificated security, if the purchaser is without notice of a particular 
defect, that: 

(1) the certificate is genuine; 

(2) the person's own participation in the issue of the security is within 
the person's capacity and within the scope of the authority received by 
the person from the issuer; and 

(3) the person has reasonable grounds to believe that the certificated 
security is in the form and within the amount the issuer is authorized to 
issue. 

(b) Unless otherwise agreed, a person signing under subsection (a) does 


not assume responsibility for the validity of the security in other respects. 


Official Comment 

1. The warranties here stated express the current understanding and prevailing case law 
as to the effect of the signatures of authenticating trustees, transfer agents, and registrars. 
See Jarvis v. Manhattan Beach Co., 148 N.Y. 652, 43 N.E. 68, 31 L.R.A. 776, 51 Am.St.Rep. 
727 (1896). Although it has generally been regarded as the particular obligation of the 
ransfer agent to determine whether securities are in proper form as provided by the by- 
aws and Articles of Incorporation, neither a registrar nor an authenticating trustee should 
properly place a signature upon a certificate without determining whether it is at least reg- 
lar on its face. The obligations of these parties in this respect have therefore been made 
explicit in terms of due care. See Feldmeier v. Mortgage Securities, Inc., 34 Cal.App.2d 201, 
93 P.2d 593 (1939). 

2. Those cases which hold that an authenticating trustee is not liable for any defect in 
he mortgage or property which secures the bond or for any fraudulent misrepresentations 
made by the issuer are not here affected since these matters do not involve the genuineness 
or proper form of the security. Ainsa v. Mercantile Trust Co., 174 Cal. 504, 163 P. 898 
(1917); Tschetinian v. City Trust Co., 186 N.Y. 432, 79 N.E. 401 (1906); Davidge v. Guard- 
ian Trust Co. of New York, 203 N.Y. 331, 96 N.E. 751 (1911). 

3. The charter or an applicable statute may affect the capacity of a bank or other corpora- 
ion undertaking to act as an authenticating trustee, registrar, or transfer agent. See, for 
example, the Federal Reserve Act (U.S.C.A., Title 12, Banks and Banking, Section 248) 
under which the Board of Governors of the Federal Reserve Bank is authorized to grant 
special permits to National Banks permitting them to act as trustees. Such corporations 
are therefore held to certify as to their legal capacity to act as well as to their authority. 

4. Authenticating trustees, registrars, and transfer agents have normally been held liable 
or an issue in excess of the authorized amount. Jarvis v. Manhattan Beach Co., supra; 

ullen v. Eastern Trust & Banking Co., 108 Me. 498, 81 A. 948 (1911). In imposing upon| 
hese parties a duty of due care with respect to the amount they are authorized to help is- 
sue, this section does not necessarily validate the security, but merely holds persons 
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esponsible for the excess issue liable in damages for any loss suffered by the purchaser. 
5. Aside from questions of genuineness and excess issue, these parties are not held to 
certify as to the validity of the security unless they specifically undertake to do so. The case 
aw which has recognized a unique responsibility on the transfer agent's part to testify as 
o the validity of any security which it countersigns is rejected. 
6. This provision does not prevent a transfer agent or issuer from agreeing with a regis- 
rar of stock to protect the registrar in respect of the genuineness and proper form of a se- 
curity certificate signed by the issuer or the transfer agent or both. Nor does it interfere 
ith proper indemnity arrangements between the issuer and trustees, transfer agents, 
egistrars, and the like. 
7. An unauthorized signature is a signature for purposes of this section if and only if it is 
made effective by Section 8-205. 
Definitional Cross References: 
“Certificated security". Section 8-102(a)(4). 
“Genuine”. Section 1-201(18). 
“Issuer”. Section 8-201. 
“Notice”. Section 1-201(25). 
“Purchaser”. Sections 1-201(33) & 8-116. 
"Security". Section 8-102(a)(15). 
"Security certificate". Section 8-102(a)(16). 
“Uncertificated security". Section 8-102(a)(18). 
“Value”. Sections 1-201(44) & 8-116. 


$ 8-209. Issuer's Lien. 

A lien in favor of an issuer upon a certificated security is valid against a 
purchaser only if the right of the issuer to the lien is noted conspicuously 
on the security certificate. 


Official Comment 

This section is similar to Sections 8-202 and 8-204 which require that the terms of a 
certificated security and any restriction on transfer imposed by the issuer be noted on the 
security certificate. This section differs from those two sections in that the purchaser's 

owledge of the issuer's claim is irrelevant. *Noted" makes clear that the text of the lien 
provisions need not be set forth in full. However, this would not override a provision of an 
applicable corporation code requiring statement in haec verba. This section does not apply 
o uncertificated securities. It applies to the indirect holding system in the same fashion as 
Sections 8-202 and 8-204, see Comment 2 to Section 8-202. 
Definitional Cross References: 

“Certificated security". Section 8-102(a)(4). 

"Issuer". Section 8-201. 

"Purchaser". Sections 1-201(33) & 8-116. 

"Security". Section 8-102(a)(15). 

"Security certificate". Section 8-102(a)(16). 


$ 8-210. Overissue. 


(a) In this section, “overissue” means the issue of securities in excess o 
he amount the issuer has corporate power to issue, but an overissue does 
not occur if appropriate action has cured the overissue. 

(b) Except as otherwise provided in subsections (c) and (d), the provi- 
sions of this Article which validate a security or compel its issue or reissue 
do not apply to the extent that validation, issue, or reissue would result in 
overissue. 

(c) If an identical security not constituting an overissue is reasonably 
available for purchase, a person entitled to issue or validation may compel 

he issuer to purchase the security and deliver it if certificated or register 


"TT 


UNIFORM COMMERCIAL CODE 


(d) If a security is not reasonably available for purchase, a person 
entitled to issue or validation may recover from the issuer the price the 
person or the last purchaser for value paid for it with interest from the 
date of the person’s demand. 


Official Comment 

1. Deeply embedded in corporation law is the conception that “corporate power” to issue 
securities stems from the statute, either general or special, under which the corporation is 
organized. Corporation codes universally require that the charter or articles of incorpora- 
ion state, at least as to capital shares, maximum limits in terms of number of shares or 
otal dollar capital. Historically, special incorporation statutes are similarly drawn and 
sometimes similarly limit the face amount of authorized debt securities. The theory is that 
issue of securities in excess of the authorized amounts is prohibited. See, for example, 

cWilliams v. Geddes & Moss Undertaking Co., 169 So. 894 (1936, La.); Crawford v. Twin 
City Oil Co., 216 Ala. 216, 113 So. 61 (1927); New York and New Haven R.R. Co. v. Schuyler, 
34 N.Y. 30 (1865). This conception persists despite modern corporation codes under which, 
by action of directors and stockholders, additional shares can be authorized by charter 
amendment and thereafter issued. This section does not give a person entitled to valida- 
ion, issue, or reissue of a security, the right to compel amendment of the charter to autho- 
ize additional shares. Therefore, in a case where issue of an additional security would 
equire charter amendment, the plaintiff is limited to the two alternate remedies set forth 
in subsections (c) and (d). The last clause of subsection (a), which is added in Revised 
Article 8, does, however, recognize that under modern conditions, overissue may be a 

elatively minor technical problem that can be cured by appropriate action under governing 
corporate law. 

2. Where an identical security is reasonably available for purchase, whether because 
raded on an organized market, or because one or more security owners may be willing to 
sell at a not unreasonable price, the issuer, although unable to issue additional shares, will 
be able to purchase them and may be compelled to follow that procedure. West v. Tintic 

tandard Mining Co., 71 Utah 158, 263 P. 490 (1928). 

3. The right to recover damages from an issuer who has permitted an overissue to occur 
is well settled. New York and New Haven R.R. Co. v. Schuyler, 34 N.Y. 30 (1865). The mea- 
sure of such damages, however, has been open to question, some courts basing them upon 
he value of stock at the time registration is refused; some upon the value at the time o 

rial; and some upon the highest value between the time of refusal and the time of trial. 
Allen v. South Boston Railroad, 150 Mass. 200, 22 N.E. 917, 5 L.R.A. 716, 15 Am.St.Rep. 
185 (1889); Commercial Bank v. Kortright, 22 Wend. (N.Y.) 348 (1839). The purchase price 
of the security to the last purchaser who gave value for it is here adopted as being the fair- 
est means of reducing the possibility of speculation by the purchaser. Interest may be 
ecovered by the best available measure of compensation for delay. 
Definitional Cross References: 

"Issuer". Section 8-201. 

"Security". Section 8-102(a)(15). 

“Security certificate". Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 


PART 3. TRANSFER OF CERTIFICATED AND 
UNCERTIFICATED SECURITIES 


§ 8-301. Delivery. 
(a) Delivery of a certificated security to a purchaser occurs when: 
(1) the purchaser acquires possession of the security certificate; 
(2) another person, other than a securities intermediary, either 
acquires possession of the security certificate on behalf of the purchaser 
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or, having previously acquired possession of the certificate, acknowledges 
that it holds for the purchaser; or 

(3) a securities intermediary acting on behalf of the purchaser acquires 
possession of the security certificate, only if the certificate is in registered 
form and is (i) registered in the name of the purchaser, (ii) payable to 
the order of the purchaser, or (iii) specially indorsed to the purchaser by 
an effective indorsement and has not been indorsed to the securities 
intermediary or in blank. 
(b) Delivery of an uncertificated security to a purchaser occurs when: 

(1) the issuer registers the purchaser as the registered owner, upon 
original issue or registration of transfer; or 

(2) another person, other than a securities intermediary, either 
becomes the registered owner of the uncertificated security on behalf o 
the purchaser or, having previously become the registered owner, 
acknowledges that it holds for the purchaser. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

1. This section specifies the requirements for “delivery” of securities. Delivery is used in 
Article 8 to describe the formal steps necessary for a purchaser to acquire a direct interest 
in a security under this Article. The concept of delivery refers to the implementation of a 
ransaction, not the legal categorization of the transaction which is consummated by 
delivery. Issuance and transfer are different kinds of transaction, though both may be 
implemented by delivery. Sale and pledge are different kinds of transfers, but both may be 
implemented by delivery. 

2. Subsection (a) defines delivery with respect to certificated securities. Paragraph (1) 
deals with simple cases where purchasers themselves acquire physical possession o 
certificates. Paragraphs (2) and (3) of subsection (a) specify the circumstances in which 
delivery to a purchaser can occur although the certificate is in the possession of a person 
other than the purchaser. Paragraph (2) contains the general rule that a purchaser can 
ake delivery through another person, so long as the other person is actually acting on 
behalf of the purchaser or acknowledges that it is holding on behalf of the purchaser. 
Paragraph (2) does not apply to acquisition of possession by a securities intermediary, 
because a person who holds securities through a securities account acquires a security 
entitlement, rather than having a direct interest. See Section 8-501. Subsection (a)(3) speci- 

es the limited circumstances in which delivery of security certificates to a securities 
intermediary is treated as a delivery to the customer. Note that delivery is a method o 
perfecting a security interest in a certificated security. See Section 9-313(a), (e). 

3. Subsection (b) defines delivery with respect to uncertificated securities. Use of the term 
"delivery" with respect to uncertificated securities, does, at least on first hearing, seem a bit 
solecistic. The word “delivery” is, however, routinely used in the securities business in a 
broader sense than manual tradition. For example, settlement by entries on the books of a 
clearing corporation is commonly called *delivery," as in the expression *delivery versus 
payment." The diction of this section has the advantage of using the same term for 
uncertificated securities as for certificated securities, for which delivery is conventional 

sage. Paragraph (1) of subsection (b) provides that delivery occurs when the purchaser 
becomes the registered owner of an uncertificated security, either upon original issue or 
egistration of transfer. Paragraph (2) provides for delivery of an uncertificated security 
hrough a third person, in a fashion analogous to subsection (a)(2). 
Definitional Cross References: 

“Certificated security”. Section 8-102(a)(4). 

“Effective”. Section 8-107. 

“Issuer”. Section 8-201. 


UNIFORM COMMERCIAL CODE 


“Purchaser”. Sections 1-201(33) & 8-116. 
“Registered form”. Section 8-102(a)(13). 
“Securities intermediary”. Section 8-102(a)(14). 
“Security certificate”. Section 8-102(a)(16). 
“Special indorsement”. Section 8-304(a). 
“Uncertificated security”. Section 8-102(a)(18). 


s amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


§ 8-302. Rights of Purchaser. 


(a) Except as otherwise provided in subsections (b) and (c), a purchaser 
of a certificated or uncertificated security acquires all rights in the security 
hat the transferor had or had power to transfer. 


(b) A purchaser of a limited interest acquires rights only to the extent o 
he interest purchased. 


(c) A purchaser of a certificated security who as a previous holder had 
notice of an adverse claim does not improve its position by taking from a 
protected purchaser. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

1. Subsection (a) provides that a purchaser of a certificated or uncertificated security 

acquires all rights that the transferor had or had power to transfer. This statement of the 

amiliar *shelter" principle is qualified by the exceptions that a purchaser of a limited inter- 
est acquires only that interest, subsection (b), and that a person who does not qualify as a 
protected purchaser cannot improve its position by taking from a subsequent protected 
purchaser, subsection (c). 

2. Although this section provides that a purchaser acquires a property interest in a 
certificated or uncertificated security, it does not state that a person can acquire an interest 
in a security only by purchase. Article 8 also is not a comprehensive codification of all of the 
aw governing the creation or transfer of interests in securities by-purehase.* For example, 

he grant of a security interest is a transfer of a property interest, but the formal steps nec- 
essary to effectuate such a transfer are governed by Article 9, not by Article 8. Under the 

rticle 9 rules, a security interest in a certificated or uncertificated security can be created 
by execution of a security agreement under Section 9-203 and can be perfected by filing. 
ransfer of an Article 9 security interest can be implemented by an Article 8 delivery, but 
need not be. 

Similarly, Article 8 does not determine whether a property interest in certificated or 
uncertificated security is acquired under other law, such as the law of gifts, trusts, or equi- 

able remedies. Nor does Article 8 deal with transfers by operation of law. For example, 
ransfers from decedent to administrator, from ward to guardian, and from bankrupt to 
rustee in bankruptcy are governed by other law as to both the time they occur and the 
substance of the transfer. The Article 8 rules do, however, determine whether the issuer is 
obligated to recognize the rights that a third party, such as a transferee, may acquire 

nder other law. See Sections 8-207, 8-401, and 8-404. 
Definitional Cross References: 

“Certificated security". Section 8-102(a)(4). 

“Notice of adverse claim". Section 8-105. 


[Section 8-302] the Permanent Editorial Board for Uniform 
Commercial Code January 15, 2000. 


"Amendments in italics approved by 


"Protected purchaser". Section 8-303. 
“Purchaser”. Sections 1-201(33) & 8-116. 
“Uncertificated security". Section 8-102(a)(18). 
“Delivery”. Section 8-301. 

s amended in 1999 and 2000. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 8-303. Protected Purchaser. 


(a) “Protected purchaser” means a purchaser of a certificated or 
ncertificated security, or of an interest therein, who: 
(1) gives value; 
(2) does not have notice of any adverse claim to the security; and 
(3) obtains control of the certificated or uncertificated security. 
(b) In addition to acquiring the rights of a purchaser, a protected 
Dems also acquires its interest in the security free of any adverse 
claim. 


Official Comment 


1. Subsection (a) lists the requirements that a purchaser must meet to qualify as a 
“protected purchaser." Subsection (b) provides that a protected purchaser takes its interest 
ree from adverse claims. “Purchaser” is defined broadly in Section 1-201. A secured party 
as well as an outright buyer can qualify as a protected purchaser. Also, *purchase" includes 
aking by issue, so a person to whom a security is originally issued can qualify as a protected. 


purchaser. 

2. To qualify as a protected purchaser, a purchaser must give value, take without notice 
of any adverse claim, and obtain control. Value is used in the broad sense defined in 
Section 1-201(44). See also Section 8-116 (securities intermediary as purchaser for value). 
Adverse claim is defined in Section 8-102(a)(1). Section 8-105 specifies whether a purchaser 
has notice of an adverse claim. Control is defined in Section 8-106. To qualify as a protected 
purchaser there must be a time at which all of the requirements are satisfied. Thus if a 
purchaser obtains notice of an adverse claim before giving value or satisfying the require- 
ments for control, the purchaser cannot be a protected purchaser. See also Section 8-304(d). 

The requirement that a protected purchaser obtain control expresses the point that to 
qualify for the adverse claim cut-off rule a purchaser must take through a transaction that 
is implemented by the appropriate mechanism. By contrast, the rules in Part 2 provide 
hat any purchaser for value of a security without notice of a defense may take free of the 
issuer's defense based on that defense. See Section 8-202. 

3. The requirements for control differ depending on the form of the security. For securi- 
ies represented by bearer certificates, a purchaser obtains control by delivery. See Sections 
8-106(a) and 8-301(a). For securities represented by certificates in registered form, the 

equirements for control are: (1) delivery as defined in Section 8-301(b), plus (2) either an 
effective indorsement or registration of transfer by the issuer. See Section 8-106(b). Thus, a 
person who takes through a forged indorsement does not qualify as a protected purchaser 
by virtue of the delivery alone. If, however, the purchaser presents the certificate to the is- 
suer for registration of transfer, and the issuer registers transfer over the forged indorse- 
ment, the purchaser can qualify as a protected purchaser of the new certificate. If the is- 
suer registers transfer on a forged indorsement, the true owner will be able to recover from 
he issuer for wrongful registration, see Section 8-404, unless the owner's delay in notifying 
he issuer of a loss or theft of the certificate results in preclusion under Section 8-406. 

For uncertificated securities, a purchaser can obtain control either by delivery, see 
Sections 8-106(c)(1) and 8-301(b), or by obtaining an agreement pursuant to which the is- 
suer agrees to act on instructions from the purchaser without further consent from the 

egistered owner, see Section 8-106(c)(2). The control agreement device of Section 8-106(c) 
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(2) takes the place of the “registered pledge” concept of the 1978 version of Article 8. A 
secured lender who obtains a control agreement under Section 8-106(c)(2) can qualify as a 
protected purchaser of an uncertificated security. 

4. This section states directly the rules determining whether one takes free from adverse 
claims without using the phrase “good faith.” Whether a person who takes under suspicious 
circumstances is disqualified is determined by the rules of Section 8-105 on notice o 
adverse claims. The term “protected purchaser,” which replaces the term “bona fide 
purchaser” used in the prior version of Article 8, is derived from the term “protected 
holder” used in the Convention on International Bills and Notes prepared by the United 
Nations Commission on International Trade Law (“UNCITRAL”). 

Definitional Cross References: 

“Adverse claim”. Section 8-102(a)(1). 

“Certificated security”. Section 8-102(a)(4). 

“Control”. Section 8-106. 

“Notice of adverse claim”. Section 8-105. 

“Purchaser”. Sections 1-201(33) & 8-116. 

“Uncertificated security”. Section 8-102(a)(18). 

“Value”. Sections 1-201(44) & 8-116. 


§ 8-304. Indorsement. 

(a) An indorsement may be in blank or special. An indorsement in blank 
includes an indorsement to bearer. A special indorsement specifies to 

hom a security is to be transferred or who has power to transfer it. A 
holder may convert a blank indorsement to a special indorsement. 

(b) An indorsement purporting to be only of part of a security certificate 
representing units intended by the issuer to be separately transferable is 
effective to the extent of the indorsement. 


(c) An indorsement, whether special or in blank, does not constitute a 
ransfer until delivery of the certificate on which it appears or, if the 
indorsement is on a separate document, until delivery of both the docu- 
ent and the certificate. 


(d) If a security certificate in registered form has been delivered to a 
purchaser without a necessary indorsement, the purchaser may become a 
protected purchaser only when the indorsement is supplied. However, 
against a transferor, a transfer is complete upon delivery and the 
purchaser has a specifically enforceable right to have any necessary 
indorsement supplied. 


(e) An indorsement of a security certificate in bearer form may give no- 
ice of an adverse claim to the certificate, but it does not otherwise affect a 
right to registration that the holder possesses. 


(f) Unless otherwise agreed, a person making an indorsement assumes 
only the obligations provided in Section 8-108 and not an obligation that 
he security will be honored by the issuer. 


Official Comment 

1. By virtue of the definition of indorsement in Section 8-102 and the rules of this section, 
he simplified method of indorsing certificated securities previously set forth in the Uniform 
Stock Transfer Act is continued. Although more than one special indorsement on a given 
security certificate is possible, the desire for dividends or interest, as the case may be, 
should operate to bring the certificate home for registration of transfer within a reasonable 
period of time. The usual form of assignment which appears on the back of a stock certifi- 
cate or in a separate “power” may be filled up either in the form of an assignment, a power 
of attorney to transfer, or both. If it is not filled up at all but merely signed, the indorse- 
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ment is in blank. If filled up either as an assignment or as a power of attorney to transfer, 
he indorsement is special. 

2. Subsection (b) recognizes the validity of a “partial” indorsement, e.g., as to fifty shares 
of the one hundred represented by a single certificate. The rights of a transferee under a 
partial indorsement to the status of a protected purchaser are left to the case law. 

3. Subsection (c) deals with the effect of an indorsement without delivery. There must be 
a voluntary parting with control in order to effect a valid transfer of a certificated security 
as between the parties. Levey v. Nason, 279 Mass. 268, 181 N.E. 193 (1932), and National 

urety Co. v. Indemnity Insurance Co. of North America, 237 App.Div. 485, 261 N.Y.S. 605 
(1933). The provision in Section 10 of the Uniform Stock Transfer Act that an attempted 
ransfer without delivery amounts to a promise to transfer is omitted. Even under that Act 
he effect of such a promise was left to the applicable law of contracts, and this Article by 
making no reference to such situations intends to achieve a similar result. With respect to 
delivery there is no counterpart to subsection (d) on right to compel indorsement, such as is 
envisaged in Johnson v. Johnson, 300 Mass. 24, 13 N.E.2d 788 (1938), where the transferee 

nder a written assignment was given the right to compel a transfer of the certificate. 

4. Subsection (d) deals with the effect of delivery without indorsement. As between the 
parties the transfer is made complete upon delivery, but the transferee cannot become a 
protected purchaser until indorsement is made. The indorsement does not operate 

etroactively, and notice may intervene between delivery and indorsement so as to prevent 
he transferee from becoming a protected purchaser. Although a purchaser taking without 
a necessary indorsement may be subject to claims of ownership, any issuer’s defense o 

hich the purchaser had no notice at the time of delivery will be cut off, since the provi- 
sions of this Article protect all purchasers for value without notice (Section 8-202). 

The transferee’s right to compel an indorsement where a security certificate has been 
delivered with intent to transfer is recognized in the case law. See Coats v. Guaranty Bank 
& Trust Co., 170 La. 871, 129 So. 513 (1930). A proper indorsement is one of the requisites 
of transfer which a purchaser of a certificated security has a right to obtain (Section 8-307). 

purchaser may not only compel an indorsement under that section but may also recover 
or any reasonable expense incurred by the transferor’s failure to respond to the demand 
or an indorsement. 

5. Subsection (e) deals with the significance of an indorsement on a security certificate in 
bearer form. The concept of indorsement applies only to registered securities. A purported 
indorsement of bearer paper is normally of no effect. An indorsement “for collection,” “for 
surrender” or the like, charges a purchaser with notice of adverse claims (Section 8-105(d)) 
put does not operate beyond this to interfere with any right the holder may otherwise pos- 
sess to have the security registered. 

6. Subsection (f) makes clear that the indorser of a security certificate does not warrant 
hat the issuer will honor the underlying obligation. In view of the nature of investment se- 
curities and the circumstances under which they are normally transferred, a transferor 
cannot be held to warrant as to the issuer’s actions. As a transferor the indorser, of course, 

emains liable for breach of the warranties set forth in this Article (Section 8-108). 
Definitional Cross References: 

“Bearer form”. Section 8-102(a)(2). 

“Certificated security”. Section 8-102(a)(4). 

“Indorsement”. Section 8-102(a)(11). 

“Purchaser”. Sections 1-201(33) & 8-116. 

“Registered form”. Section 8-102(a)(13). 

“Security certificate”. Section 8-102(a)(16). 


§ 8-305. Instruction. 

(a) If an instruction has been originated by an appropriate person but is 
incomplete in any other respect, any person may complete it as authorized 
and the issuer may rely on it as completed, even though it has been 
completed incorrectly. 

(b) Unless otherwise agreed, a person initiating an instruction assumes 
only the obligations imposed by Section 8-108 and not an obligation that 

he security will be honored by the issuer. 
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Official Comment 

1. The term instruction is defined in Section 8-102(a)(12) as a notification communicated 
o the issuer of an uncertificated security directing that transfer be registered. Section 
8-107 specifies who may initiate an effective instruction. 

Functionally, presentation of an instruction is quite similar to the presentation of an. 
indorsed certificate for registration. Note that instruction is defined in terms of “com- 
municate," see Section 8-102(a)(6). Thus, the instruction may be in the form of a writing 
signed by the registered owner or in any other form agreed upon by the issuer and the 

egistered owner. Allowing nonwritten forms of instructions will permit the development 
and employment of means of transmitting instructions electronically. 

When a person who originates an instruction leaves a blank and the blank later is 
completed, subsection (a) gives the issuer the same rights it would have had against the 
originating person had that person completed the blank. This is true regardless of whether 
he person completing the instruction had authority to complete it. Compare Section 8-206 
and its Comment, dealing with blanks left upon issue. 

2. Subsection (b) makes clear that the originator of an instruction, like the indorser of a 
security certificate, does not warrant that the issuer will honor the underlying obligation, 
but does make warranties as a transferor under Section 8-108. 

Definitional Cross References: 

"Appropriate person". Section 8-107. 

"Instruction". Section 8-102(a)(12). 

"Issuer". Section 8-201. 


$ 8-306. Effect of Guaranteeing Signature, Indorsement, or 
Instruction. 

(a) A person who guarantees a signature of an indorser of a security cer- 
ificate warrants that at the time of signing: 

(1) the signature was genuine; 

(2) the signer was an appropriate person to indorse, or if the signature 
is by an agent, the agent had actual authority to act on behalf of the ap- 
propriate person; and 

(3) the signer had legal capacity to sign. 

(b) A person who guarantees a signature of the originator of an instruc- 
ion warrants that at the time of signing: 

(1) the signature was genuine; 

(2) the signer was an appropriate person to originate the instruction, 
or if the signature is by an agent, the agent had actual authority to act 
on behalf of the appropriate person, if the person specified in the instruc- 
tion as the registered owner was, in fact, the registered owner, as to 
which fact the signature guarantor does not make a warranty; and 

(3) the signer had legal capacity to sign. 

(c) A person who specially guarantees the signature of an originator o 
an instruction makes the warranties of a signature guarantor under 
subsection (b) and also warrants that at the time the instruction is pre- 
sented to the issuer: 

(1) the person specified in the instruction as the registered owner o 
the uncertificated security will be the registered owner; and 

(2) the transfer of the uncertificated security requested in the instruc- 
tion will be registered by the issuer free from all liens, security interests, 
restrictions, and claims other than those specified in the instruction. 

(d) A guarantor under subsections (a) and (b) or a special guarantor 
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nder subsection (c) does not otherwise warrant the rightfulness of the 
ransfer. 


(e) A person who guarantees an indorsement of a security certificate 
akes the warranties of a signature guarantor under subsection (a) and 
also warrants the rightfulness of the transfer in all respects. 


(f) A person who guarantees an instruction requesting the transfer of an 


in all respects. 


(g) An issuer may not require a special guaranty of signature, a guaranty 
of indorsement, or a guaranty of instruction as a condition to registration 
of transfer. 


(h) The warranties under this section are made to a person taking or 
dealing with the security in reliance on the guaranty, and the guarantor is 
liable to the person for loss resulting from their breach. An indorser or 
originator of an instruction whose signature, indorsement, or instruction 
has been guaranteed is liable to a guarantor for any loss suffered by the 
guarantor as a result of breach of the warranties of the guarantor. 


Official Comment 

1. Subsection (a) provides that a guarantor of the signature of the indorser of a security, 
certificate warrants that the signature is genuine, that the signer is an appropriate person 
or has actual authority to indorse on behalf of the appropriate person, and that the signer 
has legal capacity. Subsection (b) provides similar, though not identical, warranties for the 
guarantor of a signature of the originator of an instruction for transfer of an uncertificated 
security. 

Appropriate person is defined in Section 8-107(a) to include a successor or person who 
has power under other law to act for a person who is deceased or lacks capacity. Thus if a 
certificate registered in the name of Mary Roe is indorsed by Jane Doe as executor of Mary 
Roe, a guarantor of the signature of Jane Doe warrants that she has power to act as 
executor. 

Although the definition of appropriate person in Section 8-107(a) does not itself include 
an agent, an indorsement by an agent is effective under Section 8-107(b) if the agent has 
authority to act for the appropriate person. Accordingly, this section provides an explicit 

arranty of authority for agents. 

2. The rationale of the principle that a signature guarantor warrants the authority of the 
signer, rather than simply the genuineness of the signature, was explained in the leading 
case of Jennie Clarkson Home for Children v. Missouri, K. & T.R. Co., 182 N.Y. 47, 74 N.E. 
571, 70 A.L.R. 787 (1905), which dealt with a guaranty of the signature of a person indors- 
ing on behalf of a corporation. “If stock is held by an individual who is executing a power o 
attorney for its transfer, the member of the exchange who signs as a witness thereto 
guaranties not only the genuineness of the signature affixed to the power of attorney, but 

hat the person signing is the individual in whose name the stock stands. With reference to 
stock standing in the name of a corporation, which can only sign a power of attorney 
hrough its authorized officers or agents, a different situation is presented. If the witness- 
ing of the signature of the corporation is only that of the signature of a person who signs 
or the corporation, then the guaranty is of no value, and there is nothing to protect 
purchasers or the companies who are called upon to issue new stock in the place of that 
ransferred from the frauds of persons who have signed the names of corporations without 
authority. If such is the only effect of the guaranty, purchasers and transfer agents must 
rst go to the corporation in whose name the stock stands and ascertain whether the indi- 
idual who signed the power of attorney had authority to do so. This will require time, and 
in many cases will necessitate the postponement of the completion of the purchase by the 
payment of the money until the facts can be ascertained. The broker who is acting for the 
owner has an opportunity to become acquainted with his customer, and may readily before 
sale ascertain, in case of a corporation, the name of the officer who is authorized to execute 
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he power of attorney. It was therefore, we think, the purpose of the rule to cast upon the 
broker who witnesses the signature the duty of ascertaining whether the person signing 
he name of the corporation had authority to do so, and making the witness a guarantor 
hat it is the signature of the corporation in whose name the stock stands.” 

3. Subsection (b) sets forth the warranties that can reasonably be expected from the 
guarantor of the signature of the originator of an instruction, who, though familiar with the 
signer, does not have any evidence that the purported owner is in fact the owner of the 
subject uncertificated security. This is in contrast to the position of the person guarantee- 
ing a signature on a certificate who can see a certificate in the signer’s possession in the 
name of or indorsed to the signer or in blank. Thus, the warranty in paragraph (2) o 
subsection (b) is expressly conditioned on the actual registration’s conforming to that 

epresented by the originator. If the signer purports to be the owner, the guarantor under 
paragraph (2), warrants only the identity of the signer. If, however, the signer is acting in a 
epresentative capacity, the guarantor warrants both the signer’s identity and authority to 
act for the purported owner. The issuer needs no warranty as to the facts of registration 
because those facts can be ascertained from the issuer’s own records. 

4. Subsection (c) sets forth a “special guaranty of signature” under which the guarantor 
additionally warrants both registered ownership and freedom from undisclosed defects o 

ecord. The guarantor of the signature of an indorser of a security certificate effectively 
makes these warranties to a purchaser for value on the evidence of a clean certificate is- 
sued in the name of the indorser, indorsed to the indorser or indorsed in blank. By specially 
guaranteeing under subsection (c), the guarantor warrants that the instruction will, when 
presented to the issuer, result in the requested registration free from defects not specified. 

5. Subsection (d) makes clear that the warranties of a signature guarantor are limited to 
hose specified in this section and do not include a general warranty of rightfulness. On the 
other hand subsections (e) and (f) provide that a person guaranteeing an indorsement or an 
instruction does warrant that the transfer is rightful in all respects. 

6. Subsection (g) makes clear what can be inferred from the combination of Sections 
8-401 and 8-402, that the issuer may not require as a condition to transfer a guaranty o 
he indorsement or instruction nor may it require a special signature guaranty. 

7. Subsection (h) specifies to whom the warranties in this section run, and also provides 
hat a person who gives a guaranty under this section has an action against the indorser or 
originator for any loss suffered by the guarantor. 

Definitional Cross References: 

"Appropriate person". Section 8-107. 

“Genuine”. Section 1-201(18). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

“Security certificate”. Section 8-102(a)(16). 

“Uncertificated security”. Section 8-102(a)(18). 


§ 8-307. Purchaser’s Right to Requisites for Registration of 
Transfer. 


Unless otherwise agreed, the transferor of a security on due demand 
shall supply the purchaser with proof of authority to transfer or with any 
other requisite necessary to obtain registration of the transfer of the secu- 
rity, but if the transfer is not for value, a transferor need not comply un- 
less the purchaser pays the necessary expenses. If the transferor fails 

ithin a reasonable time to comply with the demand, the purchaser may 
reject or rescind the transfer. 


Official Comment 
1. Because registration of the transfer of a security is a matter of vital importance, a 
purchaser is here provided with the means of obtaining such formal requirements for 
egistration as signature guaranties, proof of authority, transfer tax stamps and the like. 
he transferor is the one in a position to supply most conveniently whatever documenta- 
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ion may be requisite for registration of transfer, and the duty to do so upon demand within 

a reasonable time is here stated affirmatively. If an essential item is peculiarly within the 
province of the transferor so that the transferor is the only one who can obtain it, the 
purchaser may specifically enforce the right to obtain it. Compare Section 8-304(d). If a 
ransfer is not for value the transferor need not pay expenses. 

2. If the transferor's duty is not performed the transferee may reject or rescind the 
contract to transfer. The transferee is not bound to do so. An action for damages for breach 
of contract may be preferred. 

Definitional Cross References: 

"Purchaser". Sections 1-201(33) & 8-116. 

"Security". Section 8-102(a)(15). 

“Value”. Sections 1-201(44) & 8-116. 


PART 4. REGISTRATION 


$ 8-401. Duty of Issuer to Register Transfer. 


(a) If a certificated security in registered form is presented to an issuer 

ith a request to register transfer or an instruction is presented to an is- 
suer with a request to register transfer of an uncertificated security, the is- 
suer shall register the transfer as requested if: 


(1) under the terms of the security the person seeking registration o 
transfer is eligible to have the security registered in its name; 


(2) the indorsement or instruction is made by the appropriate person 
or by an agent who has actual authority to act on behalf of the appropri- 
ate person; 


(3) reasonable assurance is given that the indorsement or instruction 
is genuine and authorized (Section 8-402); 


(4) any applicable law relating to the collection of taxes has been 
complied with; 

(5) the transfer does not violate any restriction on transfer imposed by 
the issuer in accordance with Section 8-204; 


(6) a demand that the issuer not register transfer has not become ef- 
fective under Section 8-403, or the issuer has complied with Section 
8-403(b) but no legal process or indemnity bond is obtained as provided 
in Section 8-403(d); and 

(7) the transfer is in fact rightful or is to a protected purchaser. 


(b) If an issuer is under a duty to register a transfer of a security, the is- 
suer is liable to a person presenting a certificated security or an instruc- 
ion for registration or to the person's principal for loss resulting from un- 
reasonable delay in registration or failure or refusal to register the transfer. 


Official Comment 

1. This section states the duty of the issuer to register transfers. A duty exists only i 
certain preconditions exist. If any of the preconditions do not exist, there is no duty to reg- 
ister transfer. If an indorsement on a security certificate is a forgery, there is no duty. If an. 
instruction to transfer an uncertificated security is not originated by an appropriate person, 
here is no duty. If there has not been compliance with applicable tax laws, there is no 
duty. If a security certificate is properly indorsed but nevertheless the transfer is in fact 

rongful, there is no duty unless the transfer is to a protected purchaser (and the other 
preconditions exist). 

This section does not constitute a mandate that the issuer must establish that all 
preconditions are met before the issuer registers a transfer. The issuer may waive the rea- 
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sonable assurances specified in paragraph (a)(3). If it has confidence in the responsibility o 

he persons requesting transfer, it may ignore questions of compliance with tax laws. Al- 
hough an issuer has no duty if the transfer is wrongful, the issuer has no duty to inquire 
into adverse claims, see Section 8-404. 

2. By subsection (b) the person entitled to registration may not only compel it but may 

hold the issuer liable in damages for unreasonable delay. 

3. Section 8-201(c) provides that with respect to registration of transfer, “issuer” means 
he person on whose behalf transfer books are maintained. Transfer agents, registrars or 
he like within the scope of their respective functions have rights and duties under this 
Part similar to those of the issuer. See Section 8-407. 

Definitional Cross References: 

“Appropriate person”. Section 8-107. 

“Certificated security”. Section 8-102(a)(4). 

“Genuine”. Section 1-201(18). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

“Protected purchaser”. Section 8-303. 

“Registered form”. Section 8-102(a)(13). 

“Uncertificated security”. Section 8-102(a)(18). 


§ 8-402. Assurance that Indorsement or Instruction is Effective. 
(a) An issuer may require the following assurance that each necessary 
indorsement or each instruction is genuine and authorized: 

(1) in all cases, a guaranty of the signature of the person making an 
indorsement or originating an instruction including, in the case of an 
instruction, reasonable assurance of identity; 

(2) if the indorsement is made or the instruction is originated by an 
agent, appropriate assurance of actual authority to sign; 

(3) if the indorsement is made or the instruction is originated by a fi- 
duciary pursuant to Section 8-107(a)(4) or (a)(5), appropriate evidence o 
appointment or incumbency; 

(4) if there is more than one fiduciary, reasonable assurance that all 
who are required to sign have done so; and 

(5) if the indorsement is made or the instruction is originated by a 
person not covered by another provision of this subsection, assurance ap- 
propriate to the case corresponding as nearly as may be to the provi- 
sions of this subsection. 

(b) An issuer may elect to require reasonable assurance beyond that 
specified in this section. 
(c) In this section: 

(1) “Guaranty of the signature” means a guaranty signed by or on 
behalf of a person reasonably believed by the issuer to be responsible. 
An issuer may adopt standards with respect to responsibility if they are 
not manifestly unreasonable. 

(2) “Appropriate evidence of appointment or incumbency” means: 

(i) in the case of a fiduciary appointed or qualified by a court, a cer- 
tificate issued by or under the direction or supervision of the court or 
an officer thereof and dated within 60 days before the date of presen- 
tation for transfer; or 

(ii) in any other case, a copy of a document showing the appoint- 


ment or a certificate issued by or on behalf of a person reasonably 
believed by an issuer to be responsible or, in the absence of that docu- 
ment or certificate, other evidence the issuer reasonably considers 
appropriate. 


Official Comment 

1. An issuer is absolutely liable for wrongful registration of transfer if the indorsement or 
instruction is ineffective. See Section 8-404. Accordingly, an issuer is entitled to require 
such assurance as is reasonable under the circumstances that all necessary indorsements 
are effective, and thus to minimize its risk. This section establishes the requirements the 
issuer may make in terms of documentation which, except in the rarest of instances, should 
be easily furnished. Subsection (b) provides that an issuer may require additional assur- 
ances if that requirement is reasonable under the circumstances, but if the issuer demands 
more than reasonable assurance that the instruction or the necessary indorsements are 
genuine and authorized, the presenter may refuse the demand and sue for improper refusal 

o register. Section 8-401(b). 

2. Under subsection (a1), the issuer may require in all cases a guaranty of signature. 
See Section 8-306. When an instruction is presented the issuer always may require reason- 
able assurance as to the identity of the originator. Subsection (c) allows the issuer to 

equire that the person making these guaranties be one reasonably believed to be 
esponsible, and the issuer may adopt standards of responsibility which are not manifestly 
nreasonable. Regulations under the federal securities laws, however, place limits on the 
equirements transfer agents may impose concerning the responsibility of eligible signature 
guarantors. See 17 CFR 240.17Ad-15. 

3. This section, by paragraphs (2) through (5) of subsection (a), permits the issuer to seek 
confirmation that the indorsement or instruction is genuine and authorized. The permitted 
methods act as a double check on matters which are within the warranties of the signature 
guarantor. See Section 8-306. Thus, an agent may be required to submit a power of at- 

orney, a corporation to submit a certified resolution evidencing the authority of its signing 
officer to sign, an executor or administrator to submit the usual “shortform certificate," etc. 
But failure of a fiduciary to obtain court approval of the transfer or to comply with other 
equirements does not make the fiduciary's signature ineffective. Section 8-107(c). Hence 
court orders and other controlling instruments are omitted from subsection (a). 

Subsection (a)(3) authorizes the issuer to require “appropriate evidence" of appointment 
or incumbency, and subsection (c) indicates what evidence will be “appropriate”. In the case 
of a fiduciary appointed or qualified by a court that evidence will be a court certificate dated 

ithin sixty days before the date of presentation, subsection (c)(2)(i). Where the fiduciary is 
ot appointed or qualified by a court, as in the case of a successor trustee, subsection 

(c)(2)(1) applies. In that case, the issuer may require a copy of a trust instrument or other 
document showing the appointment, or it may require the certificate of a responsible 
person. In the absence of such a document or certificate, it may require other appropriate 
evidence. If the security is registered in the name of the fiduciary as such, the person's 
signature is effective even though the person is no longer serving in that capacity, see 
Section 8-107(d), hence no evidence of incumbency is needed. 

4. Circumstances may indicate that a necessary signature was unauthorized or was not 
hat of an appropriate person. Such circumstances would be ignored at risk of absolute 
iability. To minimize that risk the issuer may properly exercise the option given by subsec- 
ion (b) to require assurance beyond that specified in subsection (a). On the other hand, the 
acts at hand may reflect only on the rightfulness of the transfer. Such facts do not create a 

duty of inquiry, because the issuer is not liable to an adverse claimant unless the claimant 
obtains legal process. See Section 8-404. 
Definitional Cross References: 

“Appropriate person". Section 8-107. 

“Genuine”. Section 1-201(18). 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 


§ 8-403. Demand that Issuer Not Register Transfer. 
(a) A person who is an appropriate person to make an indorsement or 
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originate an instruction may demand that the issuer not register transfer 
of a security by communicating to the issuer a notification that identifies 
he registered owner and the issue of which the security is a part and 


demand. The demand is effective only if it is received by the issuer at a 
time and in a manner affording the issuer reasonable opportunity to act on 


(b) If a certificated security in registered form is presented to an issuer 
ith a request to register transfer or an instruction is presented to an is- 
suer with a request to register transfer of an uncertificated security after a 
demand that the issuer not register transfer has become effective, the is- 
suer shall promptly communicate to (i) the person who initiated the 
demand at the address provided in the demand and (ii) the person who 


ion requesting registration of transfer a notification stating that: 

(1) the certificated security has been presented for registration o 
transfer or the instruction for registration of transfer of the uncertificated 
security has been received; 

(2) a demand that the issuer not register transfer had previously been 
received; and 


(3) the issuer will withhold registration of transfer for a period of time 
stated in the notification in order to provide the person who initiated the 
demand an opportunity to obtain legal process or an indemnity bond. 


(c) The period described in subsection (b)(3) may not exceed 30 days af- 
er the date of communication of the notification. A shorter period may be 
specified by the issuer if it is not manifestly unreasonable. 


(d) An issuer is not liable to a person who initiated a demand that the is- 
suer not register transfer for any loss the person suffers as a result o 
registration of a transfer pursuant to an effective indorsement or instruc- 

ion if the person who initiated the demand does not, within the time 
stated in the issuer’s communication, either: 


(1) obtain an appropriate restraining order, injunction, or other pro- 
cess from a court of competent jurisdiction enjoining the issuer from 
registering the transfer; or 

(2) file with the issuer an indemnity bond, sufficient in the issuer’s 
judgment to protect the issuer and any transfer agent, registrar, or 
other agent of the issuer involved from any loss it or they may suffer by 
refusing to register the transfer. 


(e) This section does not relieve an issuer from liability for registering 
ransfer pursuant to an indorsement or instruction that was not effective. 


Official Comment 

1. The general rule under this Article is that if there has been an effective indorsement 
or instruction, a person who contends that registration of the transfer would be wrongful 
should not be able to interfere with the registration process merely by sending notice of the 
assertion to the issuer. Rather, the claimant must obtain legal process. See Section 8-404. 
Section 8-403 is an exception to this general rule. It permits the registered owner—but not 
hird parties—to demand that the issuer not register a transfer. 

2. This section is intended to alleviate the problems faced by registered owners o 
certificated securities who lose or misplace their certificates. A registered owner who real- 
izes that a certificate may have been lost or stolen should promptly report that fact to the 
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issuer, lest the owner be precluded from asserting a claim for wrongful registration. See 
Section 8-406. The usual practice of issuers and transfer agents is that when a certificate is 
eported as lost, the owner is notified that a replacement can be obtained if the owner 
provides an indemnity bond. See Section 8-405. If the registered owner does not plan to 
ransfer the securities, the owner might choose not to obtain a replacement, particularly i 
he owner suspects that the certificate has merely been misplaced. 
Under this section, the owner's notification that the certificate has been lost would consti- 
ute a demand that the issuer not register transfer. No indemnity bond or legal process is 
ecessary. If the original certificate is presented for registration of transfer, the issuer is 
equired to notify the registered owner of that fact, and defer registration of transfer for a 
stated period. In order to prevent undue delay in the process of registration, the stated pe- 

iod may not exceed thirty days. This gives the registered owner an opportunity to either 
obtain legal process or post an indemnity bond and thereby prevent the issuer from register- 
ing transfer. 

3. Subsection (e) makes clear that this section does not relieve an issuer from liability for 
egistering a transfer pursuant to an ineffective indorsement. An issuer's liability for 
rongful registration in such cases does not depend on the presence or absence of notice 
hat the indorsement was ineffective. Registered owners who are confident that they nei- 
her indorsed the certificates, nor did anything that would preclude them from denying the 

effectiveness of another's indorsement, see Sections 8-107(b) and 8-406, might prefer to 
pursue their rights against the issuer for wrongful registration rather than take advantage 
of the opportunity to post a bond or seek a restraining order when notified by the issuer 
under this section that their lost certificates have been presented for registration in appar- 
ently good order. 

Definitional Cross References: 

"Appropriate person". Section 8-107. 

“Certificated security”. Section 8-102(a)(4). 

“Communicate”. Section 8-102(a)(6). 

“Effective”. Section 8-107. 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

“Registered form”. Section 8-102(a)(13). 

“Uncertificated security". Section 8-102(a)(18). 


§ 8-404. Wrongful Registration. 
(a) Except as otherwise provided in Section 8-406, an issuer is liable for 
rongful registration of transfer if the issuer has registered a transfer of a 
security to a person not entitled to it, and the transfer was registered: 

(1) pursuant to an ineffective indorsement or instruction; 

(2) after a demand that the issuer not register transfer became effec- 
tive under Section 8-403(a) and the issuer did not comply with Section 
8-403(b); 

(3) after the issuer had been served with an injunction, restraining or- 
der, or other legal process enjoining it from registering the transfer, is- 
sued by a court of competent jurisdiction, and the issuer had a reason- 
able opportunity to act on the injunction, restraining order, or other 
legal process; or 

(4) by an issuer acting in collusion with the wrongdoer. 

(b) An issuer that is liable for wrongful registration of transfer under 
subsection (a) on demand shall provide the person entitled to the security 

ith a like certificated or uncertificated security, and any payments or 
distributions that the person did not receive as a result of the wrongful 
registration. If an overissue would result, the issuer's liability to provide 
he person with a like security is governed by Section 8-210. 
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(c) Except as otherwise provided in subsection (a) or in a law relating to 
he collection of taxes, an issuer is not liable to an owner or other person 


Official Comment 
1. Subsection (a)(1) provides that an issuer is liable if it registers transfer pursuant to an 
indorsement or instruction that was not effective. For example, an issuer that registers 
ransfer on a forged indorsement is liable to the registered owner. The fact that the issuer 


ordinary assurances under Section 8-402 does not relieve the issuer from liability. The rea- 
son that issuers obtain signature guaranties and other assurances is that they are liable 
or wrongful registration. 

Subsection (b) specifies the remedy for wrongful registration. Pre-Code cases established 
he registered owner's right to receive a new security where the issuer had wrongfully 
egistered a transfer, but some cases also allowed the registered owner to elect between an 

equitable action to compel issue of a new security and an action for damages. Cf. Casper v. 
alt-Zimmers Mfg. Co., 159 Wis. 517, 149 N.W. 754 (1914). Article 8 does not allow such 
election. The true owner of a certificated security is required to take a new security except 
here an overissue would result and a similar security is not reasonably available for 
purchase. See Section 8-210. The true owner of an uncertificated security is entitled and 
equired to take restoration of the records to their proper state, with a similar exception for 
overissue. 

2. Read together, subsections (c) and (a) have the effect of providing that an issuer has no 

duties to an adverse claimant unless the claimant serves legal process on the issuer to 
enjoin registration. Issuers, or their transfer agents, perform a record-keeping function for 
he direct holding system that is analogous to the functions performed by clearing corpora- 
ions and securities intermediaries in the indirect holding system. This section applies to 
he record-keepers for the direct holding system the same standard that Section 8-115 ap- 
plies to the record-keepers for the indirect holding system. Thus, issuers are not liable to 
adverse claimants merely on the basis of notice. As in the case of the analogous rules for 
he indirect holding system, the policy of this section is to protect the right of investors to 
have their securities transfers processed without the disruption or delay that might result 
if the record-keepers risked liability to third parties. It would be undesirable to apply dif- 
erent standards to the direct and indirect holding systems, since doing so might operate as 
a disincentive to the development of a book-entry direct holding system. 

3. This section changes prior law under which an issuer could be held liable, even though 
it registered transfer on an effective indorsement or instruction, if the issuer had in some 
ashion been notified that the transfer might be wrongful against a third party, and the is- 

suer did not appropriately discharge its duty to inquire into the adverse claim. See Section 
8-403 (1978). 

The rule of former Section 8-403 was anomalous inasmuch as Section 8-207 provides that 
he issuer is entitled to “treat the registered owner as the person exclusively entitled to 
ote, receive notifications, and otherwise exercise all the rights and powers of an owner." 

nder Section 8-207, the fact that a third person notifies the issuer of a claim does not 

preclude the issuer from treating the registered owner as the person entitled to the security. 
See Kerrigan v. American Orthodontics Corp., 960 F.2d 43 (7th Cir.1992). The change made 
in the present version of Section 8-404 ensures that the rights of registered owners and the 
duties of issuers with respect to registration of transfer will be protected against third- 
party interference in the same fashion as other rights of registered ownership. 
Definitional Cross References: 

“Certificated security". Section 8-102(a)(4). 

"Effective". Section 8-107. 

“Indorsement”. Section 8-102(a)(11). 

“Instruction”. Section 8-102(a)(12). 

“Issuer”. Section 8-201. 

“Security”. Section 8-102(a)(15). 

“Uncertificated security”. Section 8-102(a)(18). 
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$ 8-405. Replacement of Lost, Destroyed, or Wrongfully Taken 
Security Certificate. 


(a) If an owner of a certificated security, whether in registered or bearer 
form, claims that the certificate has been lost, destroyed, or wrongfully 
aken, the issuer shall issue a new certificate if the owner: 


(1) so requests before the issuer has notice that the certificate has 
been acquired by a protected purchaser; 


(2) files with the issuer a sufficient indemnity bond; and 
(3) satisfies other reasonable requirements imposed by the issuer. 


(b) If, after the issue of a new security certificate, a protected purchaser 
of the original certificate presents it for registration of transfer, the issuer 
shall register the transfer unless an overissue would result. In that case, 
he issuer's liability is governed by Section 8-210. In addition to any rights 
on the indemnity bond, an issuer may recover the new certificate from a 
person to whom it was issued or any person taking under that person, 
except a protected purchaser. 


Official Comment 

1. This section enables the owner to obtain a replacement of a lost, destroyed or stolen 
certificate, provided that reasonable requirements are satisfied and a sufficient indemnity 
bond supplied. 

2. Where an "original" security certificate has reached the hands of a protected purchaser, 
he registered owner—who was in the best position to prevent the loss, destruction or theft 
of the security certificate—is now deprived of the new security certificate issued as a 
eplacement. This changes the pre-UCC law under which the original certificate was inef- 
ective after the issue of a replacement except insofar as it might represent an action for 
damages in the hands of a purchaser for value without notice. Keller v. Eureka Brick Mach. 

fg. Co., 43 Mo.App. 84, 11 L.R.A. 472 (1890). Where both the original and the new certif- 
icate have reached protected purchasers the issuer is required to honor both certificates un- 
ess an overissue would result and the security is not reasonably available for purchase. 
See Section 8-210. In the latter case alone, the protected purchaser of the original certifi- 
cate is relegated to an action for damages. In either case, the issuer itself may recover on 
he indemnity bond. 
Definitional Cross References: 

“Bearer form”. Section 8-102(a)(2). 

“Certificated security”. Section 8-102(a)(4). 

“Issuer”. Section 8-201. 

“Notice”. Section 1-201(25). 

“Overissue”. Section 8-210. 

“Protected purchaser”. Section 8-303. 

“Registered form”. Section 8-102(a)(13). 

“Security certificate”. Section 8-102(a)(16). 


§ 8-406. Obligation to Notify Issuer of Lost, Destroyed, or 
Wrongfully Taken Security Certificate. 

If a security certificate has been lost, apparently destroyed, or wrong- 
fully taken, and the owner fails to notify the issuer of that fact within a 
reasonable time after the owner has notice of it and the issuer registers a 

ransfer of the security before receiving notification, the owner may not as- 
sert against the issuer a claim for registering the transfer under Section 
8-404 or a claim to a new security certificate under Section 8-405. 


Official Comment 
An owner who fails to notify the issuer within a reasonable time after the owner knows 
or has reason to know of the loss or theft of a security certificate is estopped from asserting 
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he ineffectiveness of a forged or unauthorized indorsement and the wrongfulness of the 
egistration of the transfer. If the lost certificate was indorsed by the owner, then the 
egistration of the transfer was not wrongful under Section 8-404, unless the owner made 
an effective demand that the issuer not register transfer under Section 8-403. 
Definitional Cross References: 
“Issuer”. Section 8-201. 
“Notify”. Section 1-201(25). 
“Security certificate”. Section 8-102(a)(16). 


§ 8-407. Authenticating Trustee, Transfer Agent, and Registrar. 


A person acting as authenticating trustee, transfer agent, registrar, or 
other agent for an issuer in the registration of a transfer of its securities, 
in the issue of new security certificates or uncertificated securities, or in 

he cancellation of surrendered security certificates has the same obliga- 
ion to the holder or owner of a certificated or uncertificated security with 
regard to the particular functions performed as the issuer has in regard to 
hose functions. 


Official Comment 

1. Transfer agents, registrars, and the like are here expressly held liable both to the is- 
suer and to the owner for wrongful refusal to register a transfer as well as for wrongful 
egistration of a transfer in any case within the scope of their respective functions where 
he issuer would itself be liable. Those cases which have regarded these parties solely as 
agents of the issuer and have therefore refused to recognize their liability to the owner for 
mere nonfeasance, i.e., refusal to register a transfer, are rejected. Hulse v. Consolidated 
Quicksilver Mining Corp., 65 Idaho 768, 154 P.2d 149 (1944); Nicholson v. Morgan, 119 
Misc. 309, 196 N.Y.Supp. 147 (1922); Lewis v. Hargadine-McKittrick Dry Goods Co., 305 
Mo. 396, 274 S.W. 1041 (1924). 

2. The practice frequently followed by authenticating trustees of issuing certificates o 
indebtedness rather than authenticating duplicate certificates where securities have been 
ost or stolen became obsolete in view of the provisions of Section 8-405, which makes 
express provision for the issue of substitute securities. It is not a breach of trust or lack o 
due diligence for trustees to authenticate new securities. Cf. Switzerland General Ins. Co. 
v. N.Y.C. & H.R.R. Co., 152 App.Div. 70, 136 N.Y.S. 726 (1912). 

Definitional Cross References: 

“Certificated security". Section 8-102(a)(4). 

"Issuer". Section 8-201. 

"Security". Section 8-102(a)(15). 

"Security certificate". Section 8-102(a)(16). 

“Uncertificated security". Section 8-102(a)(18). 


PART 5. SECURITY ENTITLEMENTS 


$ 8-501. Securities Account; Acquisition of Security Entitlement 
from Securities Intermediary. 
(a) *Securities account" means an account to which a financial asset is or 
ay be credited in accordance with an agreement under which the person 
aintaining the account undertakes to treat the person for whom the ac- 
count is maintained as entitled to exercise the rights that comprise the 
financial asset. 


(b) Except as otherwise provided in subsections (d) and (e), a person 
acquires a security entitlement if a securities intermediary: 


(1) indicates by book entry that a financial asset has been credited to 
the person's securities account; 
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(2) receives a financial asset from the person or acquires a financial 
asset for the person and, in either case, accepts it for credit to the 
person's securities account; or 

(3) becomes obligated under other law, regulation, or rule to credit a 
financial asset to the person's securities account. 

(c) If a condition of subsection (b) has been met, a person has a security. 
entitlement even though the securities intermediary does not itself hold 
he financial asset. 


(d) If a securities intermediary holds a financial asset for another person, 
and the financial asset is registered in the name of, payable to the order of, 
or specially indorsed to the other person, and has not been indorsed to the 
securities intermediary or in blank, the other person is treated as holding 

he financial asset directly rather than as having a security entitlement 
ith respect to the financial asset. 


(e) Issuance of a security is not establishment of a security entitlement. 


Official Comment 

1. Part 5 rules apply to security entitlements, and Section 8-501(b) provides that a 
person has a security entitlement when a financial asset has been credited to a *securities 
account.” Thus, the term “securities account" specifies the type of arrangements between 
institutions and their customers that are covered by Part 5. A securities account is a 
consensual arrangement in which the intermediary undertakes to treat the customer as 
entitled to exercise the rights that comprise the financial asset. The consensual aspect is 
covered by the requirement that the account be established pursuant to agreement. The 

erm agreement is used in the broad sense defined in Section 1-201(3). There is no require- 
ment that a formal or written agreement be signed. 

As the securities business is presently conducted, several significant relationships clearly 

all within the definition of a securities account, including the relationship between a clear- 
ing corporation and its participants, a broker and customers who leave securities with the 
broker, and a bank acting as securities custodian and its custodial customers. Given the 
enormous variety of arrangements concerning securities that exist today, and the certainty 
hat new arrangements will evolve in the future, it is not possible to specify all of the ar- 
angements to which the term does and does not apply. 

Whether an arrangement between a firm and another person concerning a security or 
other financial asset is a "securities account" under this Article depends on whether the 

rm has undertaken to treat the other person as entitled to exercise the rights that 
comprise the security or other financial asset. Section 1-102, however, states the 
undamental principle of interpretation that the Code provisions should be construed and 
applied to promote their underlying purposes and policies. Thus, the question whether a 
given arrangement is a securities account should be decided not by dictionary analysis o 
he words of the definition taken out of context, but by considering whether it promotes the 
objectives of Article 8 to include the arrangement within the term securities account. 

The effect of concluding that an arrangement is a securities account is that the rules o 
Part 5 apply. Accordingly, the definition of *securities account" must be interpreted in light 
of the substantive provisions in Part 5, which describe the core features of the type of rela- 

ionship for which the commercial law rules of Revised Article 8 concerning security entitle- 
ments were designed. There are many arrangements between institutions and other persons 
concerning securities or other financial assets which do not fall within the definition of “se- 
curities account" because the institutions have not undertaken to treat the other persons as 
entitled to exercise the ordinary rights of an entitlement holder specified in the Part 5 
ules. For example, the term securities account does not cover the relationship between a 
bank and its depositors or the relationship between a trustee and the beneficiary of an 
ordinary trust, because those are not relationships in which the holder of a financial asset 
has undertaken to treat the other as entitled to exercise the rights that comprise the 
nancial asset in the fashion contemplated by the Part 5 rules. 

In short, the primary factor in deciding whether an arrangement is a securities account 
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is whether application of the Part 5 rules is consistent with the expectations of the parties 
o the relationship. Relationships not governed by Part 5 may be governed by other parts o 
e oue 8 if the relationship gives rise to a new security, or may be governed by other law 
entirely. 
2. Subsection (b) of this section specifies what circumstances give rise to security 
entitlements. Paragraph (1) of subsection (b) sets out the most important rule. It turns on 
he intermediary's conduct, reflecting a basic operating assumption of the indirect holding 
system that once a securities intermediary has acknowledged that it is carrying a position 
in a financial asset for its customer or participant, the intermediary is obligated to treat 
he customer or participant as entitled to the financial asset. Paragraph (1) does not at- 
empt to specify exactly what accounting, record-keeping, or information transmission steps 
suffice to indicate that the intermediary has credited the account. That is left to agreement, 
rade practice, or rule in order to provide the flexibility necessary to accommodate varying 
or changing accounting and information processing systems. The point of paragraph (1) is 
hat once an intermediary has acknowledged that it is carrying a position for the customer 
or participant, the customer or participant has a security entitlement. The precise form in 
hich the intermediary manifests that acknowledgment is left to private ordering. 
Paragraph (2) of subsection (b) sets out a different operational test, turning not on the 
intermediary's accounting system but on the facts that accounting systems are supposed to 
epresent. Under paragraph (b)(2) a person has a security entitlement if the intermediary 
has received and accepted a financial asset for credit to the account of its customer or 
participant. For example, if a customer of a broker or bank custodian delivers a security 
certificate in proper form to the broker or bank to be held in the customer's account, the 
customer acquires a security entitlement. Paragraph (b)(2) also covers circumstances in 
hich the intermediary receives a financial asset from a third person for credit to the ac- 
count of the customer or participant. Paragraph (b)(2) is not limited to circumstances in 
hich the intermediary receives security certificates or other financial assets in physical 
orm. Paragraph (b)(2) also covers circumstances in which the intermediary acquires a se- 
curity entitlement with respect to a financial asset which is to be credited to the account o 
he intermediary's own customer. For example, if a customer transfers her account from 
Broker A to Broker B, she acquires security entitlements against Broker B once the clear- 
ing corporation has credited the positions to Broker B's account. It should be noted, 
however, that paragraph (b)(2) provides that a person acquires a security entitlement when 
he intermediary not only receives but also accepts the financial asset for credit to the 
account. This limitation is included to take account of the fact that there may be circum- 
stances in which an intermediary has received a financial asset but is not willing to 
undertake the obligations that flow from establishing a security entitlement. For example, 
a security certificate which is sent to an intermediary may not be in proper form, or may 
epresent a type of financial asset which the intermediary is not willing to carry for others. 
It should be noted that in all but extremely unusual cases, the circumstances covered by 
paragraph (2) will also be covered by paragraph (1), because the intermediary will have 
credited the positions to the customer's account. 
Paragraph (3) of subsection (b) sets out a residual test, to avoid any implication that the 
ailure of an intermediary to make the appropriate entries to credit a position to a 
customer's securities account would prevent the customer from acquiring the rights of an 
entitlement holder under Part 5. As is the case with the paragraph (2) test, the paragraph 
(3) test would not be needed for the ordinary cases, since they are covered by paragraph (1). 
3. In a sense, Section 8-501(b) is analogous to the rules set out in the provisions o 
Sections 8-313(1)(d) and 8-320 of the prior version of Article 8 that specified what acts by a 
securities intermediary or clearing corporation sufficed as a transfer of securities held in 
ungible bulk. Unlike the prior version of Article 8, however, this section is not based on 
he idea that an entitlement holder acquires rights only by virtue of a "transfer" from the 
securities intermediary to the entitlement holder. In the indirect holding system, the signif- 
icant fact is that the securities intermediary has undertaken to treat the customer as 
entitled to the financial asset. It is up to the securities intermediary to take the necessary 
steps to ensure that it will be able to perform its undertaking. It is, for example, entirely 
possible that a securities intermediary might make entries in a customer's account reflect- 
ing that customer's acquisition of a certain security at a time when the securities intermedi- 
ary did not itself happen to hold any units of that security. The person from whom the se- 
curities intermediary bought the security might have failed to deliver and it might have 
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aken some time to clear up the problem, or there may have been an operational gap in 
ime between the crediting of a customer's account and the receipt of securities from an- 
other securities intermediary. The entitlement holder's rights against the securities 
intermediary do not depend on whether or when the securities intermediary acquired its 
interests. Subsection (c) is intended to make this point clear. Subsection (c) does not mean 
hat the intermediary is free to create security entitlements without itself holding sufficient 
nancial assets to satisfy its entitlement holders. The duty of a securities intermediary to 
maintain sufficient assets is governed by Section 8-504 and regulatory law. Subsection (c) is 
included only to make it clear the question whether a person has acquired a security 
entitlement does not depend on whether the intermediary has complied with that duty. 

4. Part 5 of Article 8 sets out a carefully designed system of rules for the indirect holding 
system. Persons who hold securities through brokers or custodians have security entitle- 
ments that are governed by Part 5, rather than being treated as the direct holders o 
securities. Subsection (d) specifies the limited circumstance in which a customer who leaves 
a financial asset with a broker or other securities intermediary has a direct interest in the 

nancial asset, rather than a security entitlement. 

The customer can be a direct holder only if the security certificate, or other financial as- 

set, is registered in the name of, payable to the order of, or specially indorsed to the 
customer, and has not been indorsed by the customer to the securities intermediary or in 
blank. The distinction between those circumstances where the customer can be treated as 
direct owner and those where the customer has a security entitlement is essentially the 
same as the distinction drawn under the federal bankruptcy code between customer name 
securities and customer property. The distinction does not turn on any form of physical 
identification or segregation. A customer who delivers certificates to a broker with blank 
indorsements or stock powers is not a direct holder but has a security entitlement, even 
hough the broker holds those certificates in some form of separate safe-keeping arrange- 
ment for that particular customer. The customer remains the direct holder only if there is 
no indorsement or stock power so that further action by the customer is required to place 
he certificates in a form where they can be transferred by the broker. 

The rule of subsection (d) corresponds to the rule set out in Section 8-301(a)(3) specifying 

hen acquisition of possession of a certificate by a securities intermediary counts as 
"delivery" to the customer. 

5. Subsection (e) is intended to make clear that Part 5 does not apply to an arrangement 
in which a security is issued representing an interest in underlying assets, as distinguished 

rom arrangements in which the underlying assets are carried in a securities account. A 
common mechanism by which new financial instruments are devised is that a financial 
institution that holds some security, financial instrument, or pool thereof, creates interests 
in that asset or pool which are sold to others. In many such cases, the interests so created 

ill fall within the definition of “security” in Section 8-102(a)(15). If so, then by virtue o 
subsection (e) of Section 8-501, the relationship between the institution that creates the 
interests and the persons who hold them is not a security entitlement to which the Part 5 

ules apply. Accordingly, an arrangement such as an American depositary receipt facility: 

hich creates freely transferable interests in underlying securities will be issuance of a se- 
curity under Article 8 rather than establishment of a security entitlement to the underly- 
ing securities. 

The subsection (e) rule can be regarded as an aspect of the definitional rules specifying 
he meaning of securities account and security entitlement. Among the key components o 
he definition of security in Section 8-102(a)(15) are the “transferability” and “divisibility” 
ests. Securities, in the Article 8 sense, are fungible interests or obligations that are 
intended to be tradable. The concept of security entitlement under Part 5 is quite different. 
A security entitlement is the package of rights that a person has against the person's own 
intermediary with respect to the positions carried in the person's securities account. That 

package of rights is not, as such, something that is traded. When a customer sells a secu- 
ity that she had held through a securities account, her security entitlement is terminated; 

hen she buys a security that she will hold through her securities account, she acquires a| 
security entitlement. In most cases, settlement of a securities trade will involve termina- 
ion of one person's security entitlement and acquisition of a security entitlement by an- 
other person. That transaction, however, is not a "transfer" of the same entitlement from 
one person to another. That is not to say that an entitlement holder cannot transfer an 
interest in her security entitlement as such; granting a security interest in a security 
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entitlement is such a transfer. On the other hand, the nature of a security entitlement is 
hat the intermediary is undertaking duties only to the person identified as the entitlement’ 


Definitional Cross References: 
“Financial asset”. Section 8-102(a)(9). 
“Indorsement”. Section 8-102(a)(11). 
“Securities intermediary”. Section 8-102(a)(14). 
“Security”. Section 8-102(a)(15). 
“Security entitlement”. Section 8-102(a)(17). 


§ 8-502. Assertion of Adverse Claim Against Entitlement Holder. 


An action based on an adverse claim to a financial asset, whether framed 
in conversion, replevin, constructive trust, equitable lien, or other theory, 

ay not be asserted against a person who acquires a security entitlement 

nder Section 8-501 for value and without notice of the adverse claim. 


Official Comment 

1. The section provides investors in the indirect holding system with protection against 
adverse claims by specifying that no adverse claim can be asserted against a person who 
acquires a security entitlement under Section 8-501 for value and without notice of the 
adverse claim. It plays a role in the indirect holding system analogous to the rule of the 
direct holding system that protected purchasers take free from adverse claims (Section 
8-303). 

This section does not use the locution “takes free from adverse claims” because that could 
be confusing as applied to the indirect holding system. The nature of indirect holding 
system is that an entitlement holder has an interest in common with others who hold posi- 
ions in the same financial asset through the same intermediary. Thus, a particular entitle- 
ment holder's interest in the financial assets held by its intermediary is necessarily *subject 
o" the interests of others. See Section 8-503. The rule stated in this section might have 
been expressed by saying that a person who acquires a security entitlement under Section 
8-501 for value and without notice of adverse claims takes “that security entitlement" free 
rom adverse claims. That formulation has not been used, however, for fear that it would be 
misinterpreted as suggesting that the person acquires a right to the underlying financial 
assets that could not be affected by the competing rights of others claiming through com- 
mon or higher tier intermediaries. A security entitlement is a complex bundle of rights. 

his section does not deal with the question of what rights are in the bundle. Rather, this 
section provides that once a person has acquired the bundle, someone else cannot take it 
away on the basis of assertion that the transaction in which the security entitlement was 
created involved a violation of the claimant’s rights. 

2. Because securities trades are typically settled on a net basis by book-entry movements, 
it would ordinarily be impossible for anyone to trace the path of any particular security, no 
matter how the interest of parties who hold through intermediaries is described. Suppose, 


ith a broker, Able & Co. S's identical twin impersonates S and directs Able to sell the 
securities. That same day, B places an order with Baker & Co., to buy 1000 shares of XYZ 
common stock. Later, S discovers the wrongful act and seeks to recover “her shares.” Even 
if S can show that, at the stage of the trade, her sell order was matched with B's buy order, 
hat would not suffice to show that “her shares" went to B. Settlement between Able and 
Baker occurs on a net basis for all trades in XYZ that day; indeed Able's net position may 
have been such that it received rather than delivered shares in XYZ through the settlement 
system. 

In the unlikely event that this was the only trade in XYZ common stock executed in the 
market that day, one could follow the shares from S's account to B's account. The plainti 
in an action in conversion or similar legal action to enforce a property interest must show 
hat the defendant has an item of property that belongs to the plaintiff. In this example, 
B’s security entitlement is not the same item of property that formerly was held by S, it is 
a new package of rights that B acquired against Baker under Section 8-501. Principles o 
equitable remedies might, however, provide S with a basis for contending that if the posi- 
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ion B received was the traceable product of the wrongful taking of S's property by S's twin, 
a constructive trust should be imposed on B's property in favor of S. See G. Palmer, The 
Law of Restitution § 2.14. Section 8-502 ensures that no such claims can be asserted 
against a person, such as B in this example, who acquires a security entitlement under 
Section 8-501 for value and without notice, regardless of what theory of law or equity is 
used to describe the basis of the assertion of the adverse claim. 

In the above example, S would ordinarily have no reason to pursue B unless Able is 
insolvent and S's claim will not be satisfied in the insolvency proceedings. Because S did 
ot give an entitlement order for the disposition of her security entitlement, Able must 
ecredit her account for the 1000 shares of XYZ common stock. See Section 8-507(b). 

3. The following examples illustrate the operation of Section 8-502. 

Example 1. Thief steals bearer bonds from Owner. Thief delivers the bonds to Broker 
for credit to Thiefs securities account, thereby acquiring a security entitlement under 
Section 8-501(b). Under other law, Owner may have a claim to have a constructive trust 
imposed on the security entitlement as the traceable product of the bonds that Thie 
misappropriated. Because Thief was himself the wrongdoer, Thief obviously had notice o 
Owner’s adverse claim. Accordingly, Section 8-502 does not preclude Owner from assert- 
ing an adverse claim against Thief. 

Example 2. Thief steals bearer bonds from Owner. Thief owes a personal debt to 
Creditor. Creditor has a securities account with Broker. Thief agrees to transfer the 
bonds to Creditor as security for or in satisfaction of his debt to Creditor. Thief does so b 
sending the bonds to Broker for credit to Creditor’s securities account. Creditor thereby 
acquires a security entitlement under Section 8-501(b). Under other law, Owner may 
have a claim to have a constructive trust imposed on the security entitlement as the 
traceable product of the bonds that Thief misappropriated. Creditor acquired the security 
entitlement for value, since Creditor acquired it as security for or in satisfaction o 
Thiefs debt to Creditor. See Section 1-201(44). If Creditor did not have notice of Owner's 
claim, Section 8-502 precludes any action by Owner against Creditor, whether framed in. 
constructive trust or other theory. Section 8-105 specifies what counts as notice of an 
adverse claim. 

Example 3. Father, as trustee for Son, holds XYZ Co. shares in a securities account 
with Able & Co. In violation of his fiduciary duties, Father sells the XYZ Co. shares and 
uses the proceeds for personal purposes. Father dies, and his estate is insolvent. As- 
sume—implausibly—that Son is able to trace the XYZ Co. shares and show that the 
“same shares" ended up in Buyer's securities account with Baker & Co. Section 8-502 
precludes any action by Son against Buyer, whether framed in constructive trust or other 
theory, provided that Buyer acquired the security entitlement for value and without no- 
tice of adverse claims. 

Example 4. Debtor holds XYZ Co. shares in a securities account with Able & Co. As 
collateral for a loan from Bank, Debtor grants Bank a security interest in the security 
entitlement to the XYZ Co. shares. Bank perfects by a method which leaves Debtor with. 
the ability to dispose of the shares. See Section 9-312. In violation of the security agree- 
ment, Debtor sells the XYZ Co. shares and absconds with the proceeds. Assume— 
implausibly—that Bank is able to trace the XYZ Co. shares and show that the “same 
shares" ended up in Buyer's securities account with Baker & Co. Section 8-502 precludes 
any action by Bank against Buyer, whether framed in constructive trust or other theory, 
provided that Buyer acquired the security entitlement for value and without notice o 
adverse claims. 

Example 5. Debtor owns controlling interests in various public companies, including 
Acme and Ajax. Acme owns 6046 of the stock of another public company, Beta. Debtor 
causes the Beta stock to be pledged to Lending Bank as collateral for Ajax's debt. Acme 
holds the Beta stock through an account with a securities custodian, C Bank, which in 
turn holds through Clearing Corporation. Lending Bank is also a Clearing Corporation 
participant. The pledge of the Beta stock is implemented by Acme instructing C Bank to 
instruct Clearing Corporation to debit C Bank's account and credit Lending Bank's 
account. Acme and Ajax both become insolvent. The Beta stock is still valuable. Acme's 
liquidator asserts that the pledge of the Beta stock for Ajax's debt was wrongful as 
against Acme and seeks to recover the Beta stock from Lending Bank. Because the 
pledge was implemented by an outright transfer into Lending Bank's account at Clearing 
Corporation, Lending Bank acquired a security entitlement to the Beta stock under 
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Section 8-501. Lending Bank acquired the security entitlement for value, since it acquired 
it as security for a debt. See Section 1-201(44). If Lending Bank did not have notice o 
Acme’s claim, Section 8-502 will preclude any action by Acme against Lending Bank, 
whether framed in constructive trust or other theory. 

Example 6. Debtor grants Alpha Co. a security interest in a security entitlement that 
includes 1000 shares of XYZ Co. stock that Debtor holds through an account with Able & 
Co. Alpha also has an account with Able. Debtor instructs Able to transfer the shares to 
Alpha, and Able does so by crediting the shares to Alpha’s account. Alpha has control o 
the 1000 shares under Section 8-106(d). (The facts to this point are identical to those in. 
Section 8-106, Comment 4, Example 1, except that Alpha Co. was Alpha Bank.) Alpha 
next grants Beta Co. a security interest in the 1000 shares included in Alpha’s security 
entitlement. See Section 9-207(c)(3). Alpha instructs Able to transfer the shares to 
Gamma Co., Beta’s custodian. Able does so, and Gamma credits the 1000 shares to Beta’s 
account. Beta now has control under Section 8-106(d). By virtue of Debtor’s explicit 
permission or by virtue of the permission inherent in Debtor’s creation of a security 
interest in favor of Alpha and Alpha’s resulting power to grant a security interest under 
Section 9-207, Debtor has no adverse claim to assert against Beta, assuming implausibly 
that Debtor could “trace” an interest to the Gamma account. Moreover, even if Debtor did 
hold an adverse claim, if Beta did not have notice of Debtor’s claim, Section 8-502 will 
preclude any action by Debtor against Beta, whether framed in constructive trust or 
other theory. 

4. Although this section protects entitlement holders against adverse claims, it does not 
protect them against the risk that their securities intermediary will not itself have suf- 
cient financial assets to satisfy the claims of all of its entitlement holders. Suppose that 
Customer A holds 1000 shares of XYZ Co. stock in an account with her broker, Able & Co. 
Able in turn holds 1000 shares of XYZ Co. through its account with Clearing Corporation, 
but has no other positions in XYZ Co. shares, either for other customers or for its own pro- 
prietary account. Customer B places an order with Able for the purchase of 1000 shares o 
Z Co. stock, and pays the purchase price. Able credits B's account with a 1000 share po- 
sition in XYZ Co. stock, but Able does not itself buy any additional XYZ Co. shares. Able 
ails, having only 1000 shares to satisfy the claims of A and B. Unless other insolvency law 
establishes a different distributional rule, A and B would share the 1000 shares held by 
Able pro rata, without regard to the time that their respective entitlements were 
established. See Section 8-503(b). Section 8-502 protects entitlement holders, such as A and 
B, against adverse claimants. In this case, however, the problem that A and B face is not 
hat someone is trying to take away their entitlements, but that the entitlements are not 
orth what they thought. The only role that Section 8-502 plays in this case is to preclude 
any assertion that A has some form of claim against B by virtue of the fact that Able's 
establishment of an entitlement in favor of B diluted A's rights to the limited assets held by 


Definitional Cross References: 
“Adverse claim". Section 8-102(a)(1). 
“Financial asset". Section 8-102(a)(9). 
“Notice of adverse claim". Section 8-105. 
“Security entitlement". Section 8-102(a)(17). 
“Value”. Sections 1-201(44) & 8-116. 


s amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


§ 8-503. Property Interest of Entitlement Holder in Financial 
Asset Held By Securities Intermediary. 

(a) To the extent necessary for a securities intermediary to satisfy all se- 
curity entitlements with respect to a particular financial asset, all interests 
in that financial asset held by the securities intermediary are held by the 
securities intermediary for the entitlement holders, are not property of the 
securities intermediary, and are not subject to claims of creditors of the se- 
curities intermediary, except as otherwise provided in Section 8-511. 
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(b) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) is a pro rata property interest in all 
interests in that financial asset held by the securities intermediary, 

ithout regard to the time the entitlement holder acquired the security 
entitlement or the time the securities intermediary acquired the interest 
in that financial asset. 

(c) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) may be enforced against the securities 
intermediary only by exercise of the entitlement holder's rights under 
Sections 8-505 through 8-508. 

(d) An entitlement holder's property interest with respect to a particular 
financial asset under subsection (a) may be enforced against a purchaser o 

he financial asset or interest therein only if: 
(1) insolvency proceedings have been initiated by or against the secu- 
rities intermediary; 


(2) the securities intermediary does not have sufficient interests in the 
financial asset to satisfy the security entitlements of all of its entitle- 
ment holders to that financial asset; 


(3) the securities intermediary violated its obligations under Section 
8-504 by transferring the financial asset or interest therein to the 
purchaser; and 

(4) the purchaser is not protected under subsection (e). 
he trustee or other liquidator, acting on behalf of all entitlement holders 

having security entitlements with respect to a particular financial asset, 
ay recover the financial asset, or interest therein, from the purchaser. I 
he trustee or other liquidator elects not to pursue that right, an entitle- 
ent holder whose security entitlement remains unsatisfied has the right 
o recover its interest in the financial asset from the purchaser. 


(e) An action based on the entitlement holder's property interest with re- 
spect to a particular financial asset under subsection (a), whether framed 
in conversion, replevin, constructive trust, equitable lien, or other theory, 

ay not be asserted against any purchaser of a financial asset or interest 

herein who gives value, obtains control, and does not act in collusion with 
he securities intermediary in violating the securities intermediary's 
obligations under Section 8-504. 


Official Comment 

1. This section specifies the sense in which a security entitlement is an interest in the 
property held by the securities intermediary. It expresses the ordinary understanding that 
securities that a firm holds for its customers are not general assets of the firm subject to 
he claims of creditors. Since securities intermediaries generally do not segregate securities 
in such fashion that one could identify particular securities as the ones held for customers, 
it would not be realistic for this section to state that “customers’ securities" are not subject 
o creditors’ claims. Rather subsection (a) provides that to the extent necessary to satisfy 
all customer claims, all units of that security held by the firm are held for the entitlement 
holders, are not property of the securities intermediary, and are not subject to creditors' 
claims, except as otherwise provided in Section 8-511. 

An entitlement holder's property interest under this section is an interest with respect to 
a specific issue of securities or financial assets. For example, customers of a firm who have 
positions in XYZ common stock have security entitlements with respect to the XYZ common 
stock held by the intermediary, while other customers who have positions in ABC common 
stock have security entitlements with respect to the ABC common stock held by the 


801 


UNIFORM COMMERCIAL CODE 


intermediary. 

Subsection (b) makes clear that the property interest described in subsection (a) is an 
interest held in common by all entitlement holders who have entitlements to a particular 
security or other financial asset. Temporal factors are irrelevant. One entitlement holder 
cannot claim that its rights to the assets held by the intermediary are superior to the 

ights of another entitlement holder by virtue of having acquired those rights before, or af- 
er, the other entitlement holder. Nor does it matter whether the intermediary had suf- 
cient assets to satisfy all entitlement holders’ claims at one point, but no longer does. 
Rather, all entitlement holders have a pro rata interest in whatever positions in that 
nancial asset the intermediary holds. 

Although this section describes the property interest of entitlement holders in the assets 
held by the intermediary, it does not necessarily determine how property held by a failed 
intermediary will be distributed in insolvency proceedings. If the intermediary fails and its 
affairs are being administered in an insolvency proceeding, the applicable insolvency law 
governs how the various parties having claims against the firm are treated. For example, 
he distributional rules for stockbroker liquidation proceedings under the Bankruptcy Code 
and Securities Investor Protection Act (“SIPA”) provide that all customer property is 
distributed pro rata among all customers in proportion to the dollar value of their total 
positions, rather than dividing the property on an issue by issue basis. For intermediaries 

hat are not subject to the Bankruptcy Code and SIPA, other insolvency law would 
determine what distributional rule is applied. 

2. Although this section recognizes that the entitlement holders of a securities intermedi- 
ary have a property interest in the financial assets held by the intermediary, the incidents 
of this property interest are established by the rules of Article 8, not by common law prop- 
erty concepts. The traditional Article 8 rules on certificated securities were based on the 
idea that a paper certificate could be regarded as a nearly complete reification of the 

nderlying right. The rules on transfer and the consequences of wrongful transfer could 
hen be written using the same basic concepts as the rules for physical chattels. A person's 
claim of ownership of a certificated security is a right to a specific identifiable physical 
object, and that right can be asserted against any person who ends up in possession of that 
physical certificate, unless cut off by the rules protecting purchasers for value without 
otice. Those concepts do not work for the indirect holding system. A security entitlement 
is not a claim to a specific identifiable thing; it is a package of rights and interests that a 
person has against the person’s securities intermediary and the property held by the 
intermediary. The idea that discrete objects might be traced through the hands of different 
persons has no place in the Revised Article 8 rules for the indirect holding system. The 
undamental principles of the indirect holding system rules are that an entitlement holder’s 
own intermediary has the obligation to see to it that the entitlement holder receives all o 
he economic and corporate rights that comprise the financial asset, and that the entitle- 
ment holder can look only to that intermediary for performance of the obligations. The 
entitlement holder cannot assert rights directly against other persons, such as other 
intermediaries through whom the intermediary holds the positions, or third parties to 

hom the intermediary may have wrongfully transferred interests, except in extremely 
unusual circumstances where the third party was itself a participant in the wrongdoing. 
Subsections (c) through (e) reflect these fundamental principles. 

Subsection (c) provides that an entitlement holder’s property interest can be enforced 
against the intermediary only by exercise of the entitlement holder’s rights under Sections 
8-505 through 8-508. These are the provisions that set out the duty of an intermediary to 
see to it that the entitlement holder receives all of the economic and corporate rights that 
comprise the security. If the intermediary is in insolvency proceedings and can no longer 
perform in accordance with the ordinary Part 5 rules, the applicable insolvency law will 
determine how the intermediary’s assets are to be distributed. 

Subsections (d) and (e) specify the limited circumstances in which an entitlement holder's 
property interest can be asserted against a third person to whom the intermediary 

ransferred a financial asset that was subject to the entitlement holder's claim when held 
by the intermediary. Subsection (d) provides that the property interest of entitlement hold- 
ers cannot be asserted against any transferee except in the circumstances therein specified. 
So long as the intermediary is solvent, the entitlement holders must look to the intermedi- 
ary to satisfy their claims. If the intermediary does not hold financial assets corresponding 
o the entitlement holders’ claims, the intermediary has the duty to acquire them. See 
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Section 8-504. Thus, paragraphs (1), (2), and (3) of subsection (d) specify that the only occa- 
sion in which the entitlement holders can pursue transferees is when the intermediary is 
unable to perform its obligation, and the transfer to the transferee was a violation of those 
obligations. Even in that case, a transferee who gave value and obtained control is protected 
by virtue of the rule in subsection (e), unless the transferee acted in collusion with the 
intermediary. 

Subsections (d) and (e) have the effect of protecting transferees from an intermediary 
against adverse claims arising out of assertions by the intermediary's entitlement holders 
hat the intermediary acted wrongfully in transferring the financial assets. These rules, 
however, operate in a slightly different fashion than traditional adverse claim cut-off rules. 
Rather than specifying that a certain class of transferee takes free from all claims, subsec- 
ions (d) and (e) specify the circumstances in which this particular form of claim can be as- 
serted against a transferee. Revised Article 8 also contains general adverse claim cut-o 
ules for the indirect holding system. See Sections 8-502 and 8-510. The rule of subsections 
(d) and (e) takes precedence over the general cut-off rules of those sections, because Section 
8-503 itself defines and sets limits on the assertion of the property interest of entitlement 
holders. Thus, the question whether entitlement holders' property interest can be asserted 
as an adverse claim against a transferee from the intermediary is governed by the collusion 
est of Section 8-503(e), rather than by the “without notice" test of Sections 8-502 and 
8-510. 

3. The limitations that subsections (c) through (e) place on the ability of customers of a 
ailed intermediary to recover securities or other financial assets from transferees are con- 
sistent with the fundamental policies of investor protection that underlie this Article and 
other bodies of law governing the securities business. The commercial law rules for the se- 
curities holding and transfer system must be assessed from the forward-looking perspective 
of their impact on the vast number of transactions in which no wrongful conduct occurred 
or will occur, rather than from the post hoc perspective of what rule might be most advanta- 
geous to a particular class of persons in litigation that might arise out of the occasional 
case in which someone has acted wrongfully. Although one can devise hypothetical scenarios 

here particular customers might find it advantageous to be able to assert rights against 
someone other than the customers' own intermediary, commercial law rules that permitted 
customers to do so would impair rather than promote the interest of investors and the safe 
and efficient operation of the clearance and settlement system. Suppose, for example, that 
Intermediary A transfers securities to B, that Intermediary A acted wrongfully as against 
its customers in so doing, and that after the transaction Intermediary A did not have suf- 

cient securities to satisfy its obligations to its entitlement holders. Viewed solely from the 
standpoint of the customers of Intermediary A, it would seem that permitting the property 
o be recovered from B, would be good for investors. That, however, is not the case. B may 
itself be an intermediary with its own customers, or may be some other institution through 
hich individuals invest, such as a pension fund or investment company. There is no rea- 
son to think that rules permitting customers of an intermediary to trace and recover secu- 
ities that their intermediary wrongfully transferred work to the advantage of investors in 
general. To the contrary, application of such rules would often merely shift losses from one 
set of investors to another. The uncertainties that would result from rules permitting such 
ecoveries would work to the disadvantage of all participants in the securities markets. 

The use of the collusion test in Section 8-503(e) furthers the interests of investors gener- 
ally in the sound and efficient operation of the securities holding and settlement system. 

he effect of the choice of this standard is that customers of a failed intermediary must 
show that the transferee from whom they seek to recover was affirmatively engaged in 

rongful conduct, rather than casting on the transferee any burden of showing that the 
ransferee had no awareness of wrongful conduct by the failed intermediary. The rule o 
Section 8-503(e) is based on the long-standing policy that it is undesirable to impose upon 
purchasers of securities any duty to investigate whether their sellers may be acting 
rongfully. 

Rather than imposing duties to investigate, the general policy of the commercial law o 
he securities holding and transfer system has been to eliminate legal rules that might 
induce participants to conduct investigations of the authority of persons transferring secu- 
ities on behalf of others for fear that they might be held liable for participating in a 

rongful transfer. The rules in Part 4 of Article 8 concerning transfers by fiduciaries 
provide a good example. Under Lowry v. Commercial & Farmers’ Bank, 15 F.Cas. 1040 
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(C.C.D.Md.1848) (No. 8581), an issuer could be held liable for wrongful transfer if it 
egistered transfer of securities by a fiduciary under circumstances where it had any reason 
o believe that the fiduciary may have been acting improperly. In one sense that seems to 
be advantageous for beneficiaries who might be harmed by wrongful conduct by fiduciaries. 
he consequence of the Lowry rule, however, was that in order to protect against risk o 

such liability, issuers developed the practice of requiring extensive documentation for fidu- 

ciary stock transfers, making such transfers cumbersome and time consuming. Accordingly, 
he rules in Part 4 of Article 8, and in the prior fiduciary transfer statutes, were designed 
o discourage transfer agents from conducting investigations into the rightfulness o 
ransfers by fiduciaries. 

The rules of Revised Article 8 implement for the indirect holding system the same poli- 
cies that the rules on protected purchasers and registration of transfer adopt for the direct 
holding system. A securities intermediary is, by definition, a person who is holding securi- 

ies on behalf of other persons. There is nothing unusual or suspicious about a transaction 
in which a securities intermediary sells securities that it was holding for its customers. 

hat is exactly what securities intermediaries are in business to do. The interests o 
customers of securities intermediaries would not be served by a rule that required 
counterparties to transfers from securities intermediaries to investigate whether the 
intermediary was acting wrongfully against its customers. Quite the contrary, such a rule 

ould impair the ability of securities intermediaries to perform the function that customers 

ant. 

The rules of Section 8-503(c) through (e) apply to transferees generally, including 
pledgees. The reasons for treating pledgees in the same fashion as other transferees are 
discussed in the Comments to Section 8-511. The statement in subsection (a) that an 
intermediary holds financial assets for customers and not as its own property does not, o 
course, mean that the intermediary lacks power to transfer the financial assets to others. 
For example, although Article 9 provides that for a security interest to attach the debtor 
must either have “rights” in the collateral or the power to transfer “rights” in the collateral 

o a secured party, see Section 9-203, the fact that an intermediary is holding a financial 
asset in a form that permits ready transfer means that it has such rights, even if the 
intermediary is acting wrongfully against its entitlement holders in granting the security 
interest. The question whether the secured party takes subject to the entitlement holder's 
claim in such a case is governed by Section 8-511, which is an application to secured 
ransactions of the general principles expressed in subsections (d) and (e) of this section. 

Definitional Cross References: 

"Control". Section 8-106. 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset". Section 8-102(a)(9). 

“Insolvency proceedings". Section 1-201(22). 

"Purchaser". Sections 1-201(33) & 8-116. 

"Securities intermediary". Section 8-102(a)(14). 

“Security entitlement". Section 8-102(a)(17). 

“Value”. Sections 1-201(44) & 8-116. 


$ 8-504. Duty of Securities Intermediary to Maintain Financial 
Asset. 


(a) A securities intermediary shall promptly obtain and thereafter 

aintain a financial asset in a quantity corresponding to the aggregate o 
all security entitlements it has established in favor of its entitlement hold- 
ers with respect to that financial asset. The securities intermediary may 

aintain those financial assets directly or through one or more other secu- 
rities intermediaries. 

(b) Except to the extent otherwise agreed by its entitlement holder, a se- 
curities intermediary may not grant any security interests in a financial 
asset it is obligated to maintain pursuant to subsection (a). 

(c) A securities intermediary satisfies the duty in subsection (a) if: 


804 


upon by the entitlement holder and the securities intermediary; or 
(2) in the absence of agreement, the securities intermediary exercises 
due care in accordance with reasonable commercial standards to obtain 
and maintain the financial asset. 
(d) This section does not apply to a clearing corporation that is itself the 
obligor of an option or similar obligation to which its entitlement holders 
have security entitlements. 


Official Comment 

1. This section expresses one of the core elements of the relationships for which the Part 
5 rules were designed, to wit, that a securities intermediary undertakes to hold financial 
assets corresponding to the security entitlements of its entitlement holders. The locution 
"shall promptly obtain and shall thereafter maintain" is taken from the corresponding 

egulation under federal securities law, 17 C.F.R. $ 240.15c3-3. This section recognizes the 
eality that as the securities business is conducted today, it is not possible to identify par- 
icular securities as belonging to customers as distinguished from other particular securi- 
ies that are the firm's own property. Securities firms typically keep all securities in fungible 
orm, and may maintain their inventory of a particular security in various locations and 
orms, including physical securities held in vaults or in transit to transfer agents, and boo 
entry positions at one or more clearing corporations. Accordingly, this section states that a 
securities intermediary shall maintain a quantity of financial assets corresponding to the 
aggregate of all security entitlements it has established. The last sentence of subsection (a) 
provides explicitly that the securities intermediary may hold directly or indirectly. That 
point is implicit in the use of the term “financial asset," inasmuch as Section 8-102(a)(9) 
provides that the term “financial asset" may refer either to the underlying asset or the 
means by which it is held, including both security certificates and security entitlements. 

2. Subsection (b) states explicitly a point that is implicit in the notion that a securities 
intermediary must maintain financial assets corresponding to the security entitlements o 
its entitlement holders, to wit, that it is wrongful for a securities intermediary to grant se- 
curity interests in positions that it needs to satisfy customers' claims, except as authorized 
by the customers. This statement does not determine the rights of a secured party to whom 
a securities intermediary wrongfully grants a security interest; that issue is governed by 
Sections 8-503 and 8-511. 

Margin accounts are common examples of arrangements in which an entitlement holder 
authorizes the securities intermediary to grant security interests in the positions held for 
he entitlement holder. Securities firms commonly obtain the funds needed to provide 
margin loans to their customers by “rehypothecating” the customers’ securities. In order to 
acilitate rehypothecation, agreements between margin customers and their brokers com- 
monly authorize the broker to commingle securities of all margin customers for 

ehypothecation to the lender who provides the financing. Brokers commonly rehypothecate 
customer securities having a value somewhat greater than the amount of the loan made to 
he customer, since the lenders who provide the necessary financing to the broker need 
some cushion of protection against the risk of decline in the value of the rehypothecated 
securities. The extent and manner in which a firm may rehypothecate customers’ securities 
are determined by the agreement between the intermediary and the entitlement holder and 
by applicable regulatory law. Current regulations under the federal securities laws require 
hat brokers obtain the explicit consent of customers before pledging customer securities or 
commingling different customers' securities for pledge. Federal regulations also limit the 
extent to which a broker may rehypothecate customer securities to 11096 of the aggregate 
amount of the borrowings of all customers. 

3. The statement in this section that an intermediary must obtain and maintain financial 
assets corresponding to the aggregate of all security entitlements it has established is 
intended only to capture the general point that one of the key elements that distinguishes 
securities accounts from other relationships, such as deposit accounts, is that the intermedi- 
ary undertakes to maintain a direct correspondence between the positions it holds and the 
claims of its customers. This section is not intended as a detailed specification of precisely 
how the intermediary is to perform this duty, nor whether there may be special circum- 
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stances in which an intermediary’s general duty is excused. Accordingly, the general state- 
ment of the duties of a securities intermediary in this and the following sections is 
supplemented by two other provisions. First, each of Sections 8-504 through 8-508 contains 
an “agreement/due care" provision. Second, Section 8-509 sets out general qualifications on 
he duties stated in these sections, including the important point that compliance with cor- 
esponding regulatory provisions constitutes compliance with the Article 8 duties. 

4. The “agreement/due care” provision in subsection (c) of this section is necessary to 
provide sufficient flexibility to accommodate the general duty stated in subsection (a) to the 

ide variety of circumstances that may be encountered in the modern securities holding 
system. For the most common forms of publicly traded securities, the modern depository- 
based indirect holding system has made the likelihood of an actual loss of securities remote, 
hough correctable errors in accounting or temporary interruptions of data processing facil- 
ities may occur. Indeed, one of the reasons for the evolution of book-entry systems is to 
eliminate the risk of loss or destruction of physical certificates. There are, however, some 
orms of securities and other financial assets which must still be held in physical certificated 
orm, with the attendant risk of loss or destruction. Risk of loss or delay may be a more sig- 
nificant consideration in connection with foreign securities. An American securities 
intermediary may well be willing to hold a foreign security in a securities account for its 
customer, but the intermediary may have relatively little choice of or control over foreign 
intermediaries through which the security must in turn be held. Accordingly, it is common 
or American securities intermediaries to disclaim responsibility for custodial risk of hold- 
ing through foreign intermediaries. 

Subsection (c)(1) provides that a securities intermediary satisfies the duty stated in 
subsection (a) if the intermediary acts with respect to that duty in accordance with the 
agreement between the intermediary and the entitlement holder. Subsection (c)(2) provides 
hat if there is no agreement on the matter, the intermediary satisfies the subsection (a) 
duty if the intermediary exercises due care in accordance with reasonable commercial stan- 
dards to obtain and maintain the financial asset in question. This formulation does not 
state that the intermediary has a universally applicable statutory duty of due care. Section 
1-102(3) provides that statutory duties of due care cannot be disclaimed by agreement, but 
he “agreement/due care” formula contemplates that there may be particular circumstances 

here the parties do not wish to create a specific duty of due care, for example, with re- 
spect to foreign securities. Under subsection (c)(1), compliance with the agreement consti- 
utes satisfaction of the subsection (a) duty, whether or not the agreement provides that 
he intermediary will exercise due care. 

In each of the sections where the “agreement/due care" formula is used, it provides that 
entering into an agreement and performing in accordance with that agreement is a method 
by which the securities intermediary may satisfy the statutory duty stated in that section. 
Accordingly, the general obligation of good faith performance of statutory and contract 
duties, see Sections 1-203 and 8-102(a)(10), would apply to such an agreement. It would not 
be consistent with the obligation of good faith performance for an agreement to purport to 
establish the usual sort of arrangement between an intermediary and entitlement holder, 
yet disclaim altogether one of the basic elements that define that relationship. For example, 
an agreement stating that an intermediary assumes no responsibilities whatsoever for the 
safekeeping any of the entitlement holder's securities positions would not be consistent 

ith good faith performance of the intermediary's duty to obtain and maintain financial as- 
sets corresponding to the entitlement holder's security entitlements. 

To the extent that no agreement under subsection (c)(1) has specified the details of the 
intermediary's performance of the subsection (a) duty, subsection (c)(2) provides that the 
intermediary satisfies that duty if it exercises due care in accordance with reasonable com- 
mercial standards. The duty of care includes both care in the intermediary's own opera- 
ions and care in the selection of other intermediaries through whom the intermediary 
holds the assets in question. The statement of the obligation of due care is meant to 
incorporate the principles of the common law under which the specific actions or precau- 
ions necessary to meet the obligation of care are determined by such factors as the nature 
and value of the property, the customs and practices of the business, and the like. 

5. This section necessarily states the duty of a securities intermediary to obtain and 
maintain financial assets only at the very general and abstract level. For the most part, 
hese matters are specified in great detail by regulatory law. Broker-dealers registered 

nder the federal securities laws are subject to detailed regulation concerning the 
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explicitly that if a securities intermediary complies with such regulatory law, that consti- 

utes compliance with Section 8-503. In certain circumstances, these rules permit a firm to 
be in a position where it temporarily lacks a sufficient quantity of financial assets to satisfy 
all customer claims. For example, if another firm has failed to make a delivery to the firm 
in settlement of a trade, the firm is permitted a certain period of time to clear up the 
problem before it is obligated to obtain the necessary securities from some other source. 

6. Subsection (d) is intended to recognize that there are some circumstances, where the 
duty to maintain a sufficient quantity of financial assets does not apply because the 
intermediary is not holding anything on behalf of others. For example, the Options Clear- 
ing Corporation is treated as a "securities intermediary" under this Article, although it 
does not itself hold options on behalf of its participants. Rather, it becomes the issuer of the 
options, by virtue of guaranteeing the obligations of participants in the clearing corporation 

ho have written or purchased the options cleared through it. See Section 8-103(e). Accord- 
ingly, the general duty of an intermediary under subsection (a) does not apply, nor would 
other provisions of Part 5 that depend upon the existence of a requirement that the securi- 

ies intermediary hold financial assets, such as Sections 8-503 and 8-508. 
Definitional Cross References: 

"Agreement". Section 1-201(3). 

“Clearing corporation". Section 8-102(a)(5). 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8-102(a)(14). 

"Security entitlement". Section 8-102(a)(17). 


$ 8-505. Duty of Securities Intermediary with Respect to 
Payments and Distributions. 


(a) A securities intermediary shall take action to obtain a payment or 
distribution made by the issuer of a financial asset. À securities intermedi- 
ary satisfies the duty if: 


(1) the securities intermediary acts with respect to the duty as agreed 
upon by the entitlement holder and the securities intermediary; or 


(2) in the absence of agreement, the securities intermediary exercises 
due care in accordance with reasonable commercial standards to at- 
tempt to obtain the payment or distribution. 


(b) A securities intermediary is obligated to its entitlement holder for a 
payment or distribution made by the issuer of a financial asset if the pay- 
ent or distribution is received by the securities intermediary. 


Official Comment 
1. One of the core elements of the securities account relationships for which the Part 5 
ules were designed is that the securities intermediary passes through to the entitlement 

holders the economic benefit of ownership of the financial asset, such as payments and 
distributions made by the issuer. Subsection (a) expresses the ordinary understanding that 
a securities intermediary will take appropriate action to see to it that any payments or 
distributions made by the issuer are received. One of the main reasons that investors make 

se of securities intermediaries is to obtain the services of a professional in performing the 

ecord-keeping and other functions necessary to ensure that payments and other distribu- 

ions are received. 

2. Subsection (a) incorporates the same “agreement/due care" formula as the other provi- 
sions of Part 5 dealing with the duties of a securities intermediary. See Comment 4 to 
Section 8-504. This formulation permits the parties to specify by agreement what action, i 
any, the intermediary is to take with respect to the duty to obtain payments and 
distributions. In the absence of specification by agreement, the intermediary satisfies the 
duty if the intermediary exercises due care in accordance with reasonable commercial 
standards. The provisions of Section 8-509 also apply to the Section 8-505 duty, so that 
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pin with applicable regulatory requirements constitutes compliance with the Section| 
8-505 duty. 

3. Subsection (b) provides that a securities intermediary is obligated to its entitlement 
holder for those payments or distributions made by the issuer that are in fact received by 
he intermediary. It does not deal with the details of the time and manner of payment. 
Moreover, as with any other monetary obligation, the obligation to pay may be subject to 
other rights of the obligor, by way of set-off counterclaim or the like. Section 8-509(c) makes 
his point explicit. 
Definitional Cross References: 

"Agreement". Section 1-201(3). 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8-102(a)(14). 

"Security entitlement". Section 8-102(a)(17). 


$ 8-506. Duty of Securities Intermediary to Exercise Rights as 
Directed by Entitlement Holder. 
A securities intermediary shall exercise rights with respect to a financial 
asset if directed to do so by an entitlement holder. A securities intermedi- 
ary satisfies the duty if: 


(1) the securities intermediary acts with respect to the duty as agreed 
upon by the entitlement holder and the securities intermediary; or 


(2) in the absence of agreement, the securities intermediary either 
places the entitlement holder in a position to exercise the rights directly 
or exercises due care in accordance with reasonable commercial stan- 
dards to follow the direction of the entitlement holder. 


Official Comment 

1. Another of the core elements of the securities account relationships for which the Part 

5 rules were designed is that although the intermediary may, by virtue of the structure o 

he indirect holding system, be the party who has the power to exercise the corporate and 
other rights that come from holding the security, the intermediary exercises these powers 
as representative of the entitlement holder rather than at its own discretion. This 
characteristic is one of the things that distinguishes a securities account from other ar- 

angements where one person holds securities “on behalf of" another, such as the relation- 
ship between a mutual fund and its shareholders or a trustee and its beneficiary. 

2. The fact that the intermediary exercises the rights of security holding as representa- 

ive of the entitlement holder does not, of course, preclude the entitlement holder from 
conferring discretionary authority upon the intermediary. Arrangements are not uncom- 
mon in which investors do not wish to have their intermediaries forward proxy materials or 
other information. Thus, this section provides that the intermediary shall exercise corporate 
and other rights “if directed to do so” by the entitlement holder. Moreover, as with the 
other Part 5 duties, the “agreement/due care" formulation is used in stating how the 
intermediary is to perform this duty. This section also provides that the intermediary satis- 
es the duty if it places the entitlement holder in a position to exercise the rights directly. 

his is to take account of the fact that some of the rights attendant upon ownership of the 
security, such as rights to bring derivative and other litigation, are far removed from the 
matters that intermediaries are expected to perform. 

3. This section, and the two that follow, deal with the aspects of securities holding that 
are related to investment decisions. For example, one of the rights of holding a particular 
security that would fall within the purview of this section would be the right to exercise a 
conversion right for a convertible security. It is quite common for investors to confer 
discretionary authority upon another person, such as an investment adviser, with respect 

o these rights and other investment decisions. Because this section, and the other sections 
of Part 5, all specify that a securities intermediary satisfies the Part 5 duties if it acts in 
accordance with the entitlement holder's agreement, there is no inconsistency between the 
statement of duties of a securities intermediary and these common arrangements. 
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4. Section 8-509 also applies to the Section 8-506 duty, so that compliance with ap- 
plicable regulatory requirements constitutes compliance with this duty. This is quite 
important in this context, since the federal securities laws establish a comprehensive 
system of regulation of the distribution of proxy materials and exercise of voting rights 

ith respect to securities held through brokers and other intermediaries. By virtue o 
Section 8-509(a), compliance with such regulatory requirement constitutes compliance with 
he Section 8-506 duty. 

Definitional Cross References: 

"Agreement". Section 1-201(3). 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset". Section 8-102(a)(9). 

"Securities intermediary". Section 8-102(a)(14). 

“Security entitlement". Section 8-102(a)(17). 


$ 8-507. Duty of Securities Intermediary to Comply With 
Entitlement Order. 

(a) A securities intermediary shall comply with an entitlement order i 
he entitlement order is originated by the appropriate person, the securi- 
ies intermediary has had reasonable opportunity to assure itself that the 
entitlement order is genuine and authorized, and the securities intermedi- 
ary has had reasonable opportunity to comply with the entitlement order. 
A securities intermediary satisfies the duty if: 

(1) the securities intermediary acts with respect to the duty as agreed 
upon by the entitlement holder and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary exercises 
due care in accordance with reasonable commercial standards to comply 
with the entitlement order. 


(b) If a securities intermediary transfers a financial asset pursuant to an| 
ineffective entitlement order, the securities intermediary shall reestablish 
a security entitlement in favor of the person entitled to it, and pay or 
credit any payments or distributions that the person did not receive as a 
result of the wrongful transfer. If the securities intermediary does not re- 
establish a security entitlement, the securities intermediary is liable to the 
entitlement holder for damages. 


Official Comment 

1. Subsection (a) of this section states another aspect of duties of securities intermediar- 
ies that make up security entitlements—the securities intermediary's duty to comply with. 
entitlement orders. One of the main reasons for holding securities through securities 
intermediaries is to enable rapid transfer in settlement of trades. Thus the right to have 
one's orders for disposition of the security entitlement honored is an inherent part of the 
elationship. Subsection (b) states the correlative liability of a securities intermediary for 
ransferring a financial asset from an entitlement holder's account pursuant to an entitle- 
ment order that was not effective. 

2. The duty to comply with entitlement orders is subject to several qualifications. The 
intermediary has a duty only with respect to an entitlement order that is in fact originated 
by the appropriate person. Moreover, the intermediary has a duty only if it has had reason- 
able opportunity to assure itself that the order is genuine and authorized, and reasonable 
opportunity to comply with the order. The same “agreement/due care" formula is used in 
his section as in the other Part 5 sections on the duties of intermediaries, and the rules o 
Section 8-509 apply to the Section 8-507 duty. 

3. Appropriate person is defined in Section 8-107. In the usual case, the appropriate 
person is the entitlement holder, see Section 8-107(a)(3). Entitlement holder is defined in 
Section 8-102(a)(7) as the person "identified in the records of a securities intermediary as 
he person having a security entitlement." Thus, the general rule is that an intermediary's 
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duty with respect to entitlement orders runs only to the person with whom the intermedi- 
ary has established a relationship. One of the basic principles of the indirect holding 
system is that securities intermediaries owe duties only to their own customers. See also 
Section 8-115. The only situation in which a securities intermediary has a duty to comply 

ith entitlement orders originated by a person other than the person with whom the 
intermediary established a relationship is covered by Section 8-107(a)(4) and (a)(5), which 
provide that the term “appropriate person” includes the successor or personal representa- 
ive of a decedent, or the custodian or guardian of a person who lacks capacity. If the 
entitlement holder is competent, another person does not fall within the defined term “ap- 
propriate person” merely by virtue of having power to act as an agent for the entitlement 
holder. Thus, an intermediary is not required to determine at its peril whether a person 

ho purports to be authorized to act for an entitlement holder is in fact authorized to do so. 
If an entitlement holder wishes to be able to act through agents, the entitlement holder can 
establish appropriate arrangements in advance with the securities intermediary. 

One important application of this principle is that if an entitlement holder grants a secu- 
ity interest in its security entitlements to a third-party lender, the intermediary owes no 

duties to the secured party, unless the intermediary has entered into a “control” agreement 
in which it agrees to act on entitlement orders originated by the secured party. See Section 
8-106. Even though the security agreement or some other document may give the secured 
party authority to act as agent for the debtor, that would not make the secured party an 
"appropriate person” to whom the security intermediary owes duties. If the entitlement 
holder and securities intermediary have agreed to such a control arrangement, then the 
intermediary’s action in following instructions from the secured party would satisfy the 
subsection (a) duty. Although an agent, such as the secured party in this example, is not an 
“appropriate person,” an entitlement order is “effective” if originated by an authorized 
person. See Section 8-107(a) and (b). Moreover, Section 8-507(a) provides that the intermedi- 
ary satisfies its duty if it acts in accordance with the entitlement holder’s agreement. 

4. Subsection (b) provides that an intermediary is liable for a wrongful transfer if the 
entitlement order was “ineffective.” Section 8-107 specifies whether an entitlement order is 
effective. An “effective entitlement order” is different from an “entitlement order originated 
by an appropriate person.” An entitlement order is effective under Section 8-107(b) if it is 
made by the appropriate person, or by a person who has power to act for the appropriate 
person under the law of agency, or if the appropriate person has ratified the entitlement or- 
der or is precluded from denying its effectiveness. Thus, although a securities intermediary 
does not have a duty to act on an entitlement order originated by the entitlement holder’s 
agent, the intermediary is not liable for wrongful transfer if it does so. 

Subsection (b), together with Section 8-107, has the effect of leaving to other law most o 
he questions of the sort dealt with by Article 4A for wire transfers of funds, such as alloca- 
ion between the securities intermediary and the entitlement holder of the risk of fraudu- 
ent entitlement orders. 

5. The term entitlement order does not cover all directions that a customer might give a 
broker concerning securities held through the broker. Article 8 is not a codification of all o 
he law of customers and stockbrokers. Article 8 deals with the settlement of securities 
rades, not the trades. The term entitlement order does not refer to instructions to a broker 
o make trades, that is, enter into contracts for the purchase or sale of securities. Rather, 
he entitlement order is the mechanism of transfer for securities held through intermediar- 
ies, just as indorsements and instructions are the mechanism for securities held directly. In 
he ordinary case the customer's direction to the broker to deliver the securities at settle- 

ment is implicit in the customer’s instruction to the broker to sell. The distinction is, 
however, significant in that this section has no application to the relationship between the 
customer and broker with respect to the trade itself. For example, assertions by a customer 
hat it was damaged by a broker’s failure to execute a trading order sufficiently rapidly or 
in the proper manner are not governed by this Article. 
Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Appropriate person”. Section 8-107. 

“Effective”. Section 8-107. 

“Entitlement holder”. Section 8-102(a)(7). 

“Entitlement order”. Section 8-102(a)(8). 
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“Financial asset". Section 8-102(a)(9). 
"Securities intermediary". Section 8-102(a)(14). 
“Security entitlement". Section 8-102(a)(17). 


§ 8-508. Duty of Securities Intermediary to Change Entitlement 
Holder’s Position to Other Form of Security Holding. 


A securities intermediary shall act at the direction of an entitlement 


(1) the securities intermediary acts as agreed upon by the entitlement 
holder and the securities intermediary; or 

(2) in the absence of agreement, the securities intermediary exercises 
due care in accordance with reasonable commercial standards to follow 
the direction of the entitlement holder. 


Official Comment 

1. This section states another aspect of the duties of securities intermediaries that make 
up security entitlements—the obligation of the securities intermediary to change an entitle- 
ment holder’s position into any other form of holding for which the entitlement holder is 
eligible or to transfer the entitlement holder’s position to an account at another 
intermediary. This section does not state unconditionally that the securities intermediary 
is obligated to turn over a certificate to the customer or to cause the customer to be 

egistered on the books of the issuer, because the customer may not be eligible to hold the 

security directly. For example, municipal bonds are now commonly issued in “book-entry 
only” form, in which the only entity that the issuer will register on its own books is a 
depository. 

If security certificates in registered form are issued for the security, and individuals are 
eligible to have the security registered in their own name, the entitlement holder can 

equest that the intermediary deliver or cause to be delivered to the entitlement holder a 
certificate registered in the name of the entitlement holder or a certificate indorsed in 
blank or specially indorsed to the entitlement holder. If security certificates in bearer form 
are issued for the security, the entitlement holder can request that the intermediary 
deliver or cause to be delivered a certificate in bearer form. If the security can be held by 
individuals directly in uncertificated form, the entitlement holder can request that the se- 
curity be registered in its name. The specification of this duty does not determine the pric- 
ng terms of the agreement in which the duty arises. 

2. The same “agreement/due care” formula is used in this section as in the other Part 5 
sections on the duties of intermediaries. So too, the rules of Section 8-509 apply to the 
Section 8-508 duty. 

Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Entitlement holder”. Section 8-102(a)(7). 

“Financial asset”. Section 8-102(a)(9). 

“Securities intermediary”. Section 8-102(a)(14). 

“Security entitlement”. Section 8-102(a)(17). 


§ 8-509. Specification of Duties of Securities Intermediary by 
Other Statute or Regulation; Manner of Performance of 
Duties of Securities Intermediary and Exercise of Rights 
of Entitlement Holder. 
(a) If the substance of a duty imposed upon a securities intermediary by 
Sections 8-504 through 8-508 is the subject of other statute, regulation, or 
rule, compliance with that statute, regulation, or rule satisfies the duty. 
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(b) To the extent that specific standards for the performance of the duties 
of a securities intermediary or the exercise of the rights of an entitlement 
holder are not specified by other statute, regulation, or rule or by agree- 

ent between the securities intermediary and entitlement holder, the se- 
curities intermediary shall perform its duties and the entitlement holder 
shall exercise its rights in a commercially reasonable manner. 


(c) The obligation of a securities intermediary to perform the duties 
imposed by Sections 8-504 through 8-508 is subject to: 


(1) rights of the securities intermediary arising out of a security inter- 
est under a security agreement with the entitlement holder or otherwise; 
and 


(2) rights of the securities intermediary under other law, regulation, 
rule, or agreement to withhold performance of its duties as a result o 
unfulfilled obligations of the entitlement holder to the securities 
intermediary. 


(d) Sections 8-504 through 8-508 do not require a securities intermedi- 
ary to take any action that is prohibited by other statute, regulation, or 


Official Comment 

This Article is not a comprehensive statement of the law governing the relationship be- 
ween broker-dealers or other securities intermediaries and their customers. Most of the 
aw governing that relationship is the common law of contract and agency, supplemented 
or supplanted by regulatory law. This Article deals only with the most basic commercia 
property law principles governing the relationship. Although Sections 8-504 through 8-508 
specify certain duties of securities intermediaries to entitlement holders, the point of these 
sections is to identify what it means to have a security entitlement, not to specify the 
details of performance of these duties. 

For many intermediaries, regulatory law specifies in great detail the intermediary’s 
obligations on such matters as safekeeping of customer property, distribution of proxy 
materials, and the like. To avoid any conflict between the general statement of duties in 
his Article and the specific statement of intermediaries’ obligations in such regulatory 
schemes, subsection (a) provides that compliance with applicable regulation constitutes 
compliance with the duties specified in Sections 8-504 through 8-508. 

Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Entitlement holder”. Section 8-102(a)(7). 

“Securities intermediary”. Section 8-102(a)(14). 

“Security agreement”. Section 9-102(a)(73). 

“Security interest”. Section 1-201(37). 


§ 8-510. Rights of Purchaser of Security Entitlement from 
Entitlement Holder. 


(a) In a case not covered by the priority rules in Article 9 or the rules 
stated in subsection (c), an action based on an adverse claim to a financial 
asset or security entitlement, whether framed in conversion, replevin, 
constructive trust, equitable lien, or other theory, may not be asserted 
against a person who purchases a security entitlement, or an interest 
herein, from an entitlement holder if the purchaser gives value, does not 
have notice of the adverse claim, and obtains control. 

(b) If an adverse claim could not have been asserted against an entitle- 

ent holder under Section 8-502, the adverse claim cannot be asserted 
against a person who purchases a security entitlement, or an interest 
herein, from the entitlement holder. 
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control has priority over a purchaser of a security entitlement, or an inter- 
est therein, who does not obtain control. Except as otherwise provided in 
subsection (d), purchasers who have control rank according to priority in 
ime of: 

(1) the purchaser's becoming the person for whom the securities ac- 
count, in which the security entitlement is carried, is maintained, if the 
purchaser obtained control under Section 8-106(d)(1); 

(2) the securities intermediary's agreement to comply with the 
purchaser's entitlement orders with respect to security entitlements car- 
ried or to be carried in the securities account in which the security 
entitlement is carried, if the purchaser obtained control under Section 
8-106(d)(2); or 

(3) if the purchaser obtained control through another person under 
Section 8-106(d)(3), the time on which priority would be based under 
this subsection if the other person were the secured party. 

(d) A securities intermediary as purchaser has priority over a conflicting 
purchaser who has control unless otherwise agreed by the securities 
intermediary. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

1. This section specifies certain rules concerning the rights of persons who purchase 
interests in security entitlements from entitlement holders. The rules of this section are 
provided to take account of cases where the purchaser's rights are derivative from the 

ights of another person who is and continues to be the entitlement holder. 

2. Subsection (a) provides that no adverse claim can be asserted against a purchaser o 
an interest in a security entitlement if the purchaser gives value, obtains control, and does 
not have notice of the adverse claim. The primary purpose of this rule is to give adverse 
claim protection to persons who take security interests in security entitlements and obtain 
control, but do not themselves become entitlement holders. 

The following examples illustrate subsection (a): 

Example 1. X steals a certificated bearer bond from Owner. X delivers the certificate 
to Able & Co. for credit to X's securities account. Later, X borrows from Bank and grants 
bank a security interest in the security entitlement. Bank obtains control under Section 
8-106(d)(2) by virtue of an agreement in which Able agrees to comply with entitlement 
orders originated by Bank. X absconds. 

Example 2. Same facts as in Example 1, except that Bank does not obtain a control 
agreement. Instead, Bank perfects by filing a financing statement. 

In both of these examples, when X deposited the bonds X acquired a security entitlement 

nder Section 8-501. Under other law, Owner may be able to have a constructive trust 
imposed on the security entitlement as the traceable product of the bonds that X 
misappropriated. X granted a security interest in that entitlement to Bank. Bank was a 
purchaser of an interest in the security entitlement from X. In Example 1, although Bank 

as not a person who acquired a security entitlement from the intermediary, Bank did 
obtain control. If Bank did not have notice of Owner's claim, Section 8-510(a) precludes 
Owner from asserting an adverse claim against Bank. In Example 2, Bank had a perfected 
security interest, but did not obtain control. Accordingly, Section 8-510(a) does not preclude 
Owner from asserting its adverse claim against Bank. 

3. Subsection (b) applies to the indirect holding system a limited version of the "shelter 
principle." The following example illustrates the relatively limited class of cases for which 
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it may be needed: 

Example 3. Thief steals a certificated bearer bond from Owner. Thief delivers the 
certificate to Able & Co. for credit to Thiefs securities account. Able forwards the certifi- 
cate to a clearing corporation for credit to Able’s account. Later Thief instructs Able to 
sell the positions in the bonds. Able sells to Baker & Co., acting as broker for Buyer. The 
trade is settled by book-entries in the accounts of Able and Baker at the clearing corpora- 
tion, and in the accounts of Thief and Buyer at Able and Baker respectively. Owner may 
be able to reconstruct the trade records to show that settlement occurred in such fashion 
that the “same bonds” that were carried in Thief’s account at Able are traceable into 
Buyer’s account at Baker. Buyer later decides to donate the bonds to Alma Mater 
University and executes an assignment of its rights as entitlement holder to Alma 
Mater. 

Buyer had a position in the bonds, which Buyer held in the form of a security entitlement 
against Baker. Buyer then made a gift of the position to Alma Mater. Although Alma Ma- 
er is a purchaser, Section 1-201(33), it did not give value. Thus, Alma Mater is a person. 

ho purchased a security entitlement, or an interest therein, from an entitlement holder 
(Buyer). Buyer was protected against Owner's adverse claim by the Section 8-502 rule. 

hus, by virtue of Section 8-510(b), Owner is also precluded from asserting an adverse 
claim against Alma Mater. 

4. Subsection (c) specifies a priority rule for cases where an entitlement holder transfers 
conflicting interests in the same security entitlement to different purchasers. It follows the 
same principle as the Article 9 priority rule for investment property, that is, control trumps 
non-control. Indeed, the most significant category of conflicting *purchasers" may be secured 
parties. Priority questions for security interests, however, are governed by the rules in 
Article 9. Subsection (c) applies only to cases not covered by the Article 9 rules. It is 
intended primarily for disputes over conflicting claims arising out of repurchase agreement 
ransactions that are not covered by the other rules set out in Articles 8 and 9. 

The following example illustrates subsection (c): 

Example 4. Dealer holds securities through an account at Alpha Bank. Alpha Bank 
in turns holds through a clearing corporation account. Dealer transfers securities to RP1 
in a “hold in custody” repo transaction. Dealer then transfers the same securities to RP2 
in another repo transaction. The repo to RP2 is implemented by transferring the securi- 
ties from Dealer's regular account at Alpha Bank to a special account maintained by 
Alpha Bank for Dealer and RP2. The agreement among Dealer, RP2, and Alpha Bank 
provides that Dealer can make substitutions for the securities but RP2 can direct Alpha 
Bank to sell any securities held in the special account. Dealer becomes insolvent. RP1 
claims a prior interest in the securities transferred to RP2. 

In this example Dealer remained the entitlement holder but agreed that RP2 could initi- 
ate entitlement orders to Dealer's security intermediary, Alpha Bank. If RP2 had become 
he entitlement holder, the adverse claim rule of Section 8-502 would apply. Even if RP2 
does not become the entitlement holder, the arrangement among Dealer, Alpha Bank, and 
RP2 does suffice to give RP2 control. Thus, under Section 8-510(c), RP2 has priority over 
RP1, because RP2 is a purchaser who obtained control, and RP1 is a purchaser who did not 
obtain control. The same result could be reached under Section 8-510(a) which provides 
hat RP1’s earlier in time interest cannot be asserted as an adverse claim against RP2. The 
same result would follow under the Article 9 priority rules if the interests of RP1 and RP2 
are characterized as "security interests," see Section 9-328(1). The main point of the rules 
of Section 8-510(c) is to ensure that there will be clear rules to cover the conflicting claims 
of RP1 and RP2 without characterizing their interests as Article 9 security interests. 

The priority rules in Article 9 for conflicting security interests also include a default 
emporal priority rule for cases where multiple secured parties have obtained control but 
omitted to specify their respective rights by agreement. See Section 9-328(2) and Comment 
5 to Section 9-328. Because the purchaser priority rule in Section 8-510(c) is intended to 
rack the Article 9 priority rules, it too has a temporal priority rule for cases where multiple 

on-secured party purchasers have obtained control but omitted to specify their respective 
ights by agreement. The rule is patterned on Section 9-328(2). 

5. If a securities intermediary itself is a purchaser, subsection (d) provides that it has 
priority over the interest of another purchaser who has control. Article 9 contains a similar 
ule. See Section 9-328(3). 

Definitional Cross References: 


“Adverse claim". Section 8-102(a)(1). 

*Control". Section 8-106. 

“Entitlement holder". Section 8-102(a)(7). 
“Notice of adverse claim". Section 8-105. 
“Purchase”. Section 1-201(32). 

“Purchaser”. Sections 1-201(33) & 8-116. 
"Securities intermediary". Section 8-102(a)(14). 
“Security entitlement". Section 8-102(a)(17). 
“Value”. Sections 1-201(44) & 8-116. 


s amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


§ 8-511. Priority Among Security Interests and Entitlement 
Holders. 

(a) Except as otherwise provided in subsections (b) and (c), if a securities 
intermediary does not have sufficient interests in a particular financial as- 
set to satisfy both its obligations to entitlement holders who have security 
entitlements to that financial asset and its obligation to a creditor of the 
securities intermediary who has a security interest in that financial asset, 

he claims of entitlement holders, other than the creditor, have priority 
over the claim of the creditor. 

(b) A claim of a creditor of a securities intermediary who has a security 
interest in a financial asset held by a securities intermediary has priority 
over claims of the securities intermediary’s entitlement holders who have 


security entitlements with respect to that financial asset if the creditor has 
control over the financial asset. 


(c) If a clearing corporation does not have sufficient financial assets to 
satisfy both its obligations to entitlement holders who have security entitle- 
ents with respect to a financial asset and its obligation to a creditor o 
he clearing corporation who has a security interest in that financial asset, 
he claim of the creditor has priority over the claims of entitlement holders. 


Official Comment 

1. This section sets out priority rules for circumstances in which a securities intermedi- 
ary fails leaving an insufficient quantity of securities or other financial assets to satisfy the 
claims of its entitlement holders and the claims of creditors to whom it has granted secu- 
ity interests in financial assets held by it. Subsection (a) provides that entitlement holders’ 
claims have priority except as otherwise provided in subsection (b), and subsection (b) 
provides that the secured creditor’s claim has priority if the secured creditor obtains 
control, as defined in Section 8-106. The following examples illustrate the operation o 
hese rules. 

Example 1. Able & Co., a broker, borrows from Alpha Bank and grants Alpha Bank a 
security interest pursuant to a written agreement which identifies certain securities that 
are to be collateral for the loan, either specifically or by category. Able holds these secu- 
rities in a clearing corporation account. Able becomes insolvent and it is discovered that 
Able holds insufficient securities to satisfy the claims of customers who have paid for se- 
curities that they held in accounts with Able and the collateral claims of Alpha Bank. 
Alpha Bank’s security interest in the security entitlements that Able holds through the 
clearing corporation account may be perfected under the automatic perfection rule o 
Section 9-309(10), but Alpha Bank did not obtain control under Section 8-106. Thus, 
under Section 8-511(a) the entitlement holders’ claims have priority over Alpha Bank’s 
claim. 

Example 2. Able & Co., a broker, borrows from Beta Bank and grants Beta Bank a se- 
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curity interest in securities that Able holds in a clearing corporation account. Pursuant 

to the security agreement, the securities are debited from Alpha's account and credited to 

Beta's account in the clearing corporation account. Able becomes insolvent and it is 

discovered that Able holds insufficient securities to satisfy the claims of customers who 

have paid for securities that they held in accounts with Able and the collateral claims o 

Alpha Bank. Although the transaction between Able and Beta took the form of an outright, 

transfer on the clearing corporation's books, as between Able and Beta, Able remains the 

owner and Beta has a security interest. In that respect the situation is no different than 
if Able had delivered bearer bonds to Beta in pledge to secure a loan. Beta's security 
interest is perfected, and Beta obtained control. See Sections 8-106 and 9-314. Under 

Section 8-511(b), Beta Bank's security interest has priority over claims of Able's 

customers. 

The result in Example 2 is an application to this particular setting of the general principle 
expressed in Section 8-503, and explained in the Comments thereto, that the entitlement 
holders of a securities intermediary cannot assert rights against third parties to whom the 
intermediary has wrongfully transferred interests, except in extremely unusual circum- 
stances where the third party was itself a participant in the transferor's wrongdoing. 

nder subsection (b) the claim of a secured creditor of a securities intermediary has prior- 
ity over the claims of entitlement holders if the secured creditor has obtained control. If, 
however, the secured creditor acted in collusion with the intermediary in violating the 
intermediary's obligation to its entitlement holders, then under Section 8-503(e), the 
entitlement holders, through their representative in insolvency proceedings, could recover 
he interest from the secured creditor, that is, set aside the security interest. 

2. The risk that investors who hold through an intermediary will suffer a loss as a result 
of a wrongful pledge by the intermediary is no different than the risk that the intermediary 
might fail and not have the securities that it was supposed to be holding on behalf of its 
customers, either because the securities were never acquired by the intermediary or because 
he intermediary wrongfully sold securities that should have been kept to satisfy custom- 
ers' claims. Investors are protected against that risk by the regulatory regimes under which 
securities intermediaries operate. Intermediaries are required to maintain custody, through 
clearing corporation accounts or in other approved locations, of their customers' securities 
and are prohibited from using customers’ securities in their own business activities. Securi- 
ies firms who are carrying both customer and proprietary positions are not permitted to 
grant blanket liens to lenders covering all securities which they hold, for their own account 
or for their customers. Rather, securities firms designate specifically which positions they 
are pledging. Under SEC Rules 8c-1 and 15c2-1, customers' securities can be pledged only 

o fund loans to customers, and only with the consent of the customers. Customers' securi- 
ies cannot be pledged for loans for the firm's proprietary business; only proprietary posi- 
ions can be pledged for proprietary loans. SEC Rule 15c3-3 implements these prohibitions 
in a fashion tailored to modern securities firm accounting systems by requiring brokers to 
maintain a sufficient inventory of securities, free from any liens, to satisfy the claims of all 
of their customers for fully paid and excess margin securities. Revised Article 8 mirrors 
hat requirement, specifying in Section 8-504 that a securities intermediary must maintain 
a sufficient quantity of investment property to satisfy all security entitlements, and may 
ot grant security interests in the positions it is required to hold for customers, except as 
authorized by the customers. 

If a failed brokerage has violated the customer protection regulations and does not have 
sufficient securities to satisfy customers' claims, its customers are protected against loss 

om a shortfall by the Securities Investor Protection Act (“SIPA”). Securities firms required 
o register as brokers or dealers are also required to become members of the Securities In- 

estor Protection Corporation (“SIPC”), which provides their customers with protection 
somewhat similar to that provided by FDIC and other deposit insurance programs for bank 
depositors. When a member firm fails, SIPC is authorized to initiate a liquidation proceed- 
ing under the provisions of SIPA. If the assets of the securities firm are insufficient to 
satisfy all customer claims, SIPA makes contributions to the estate from a fund financed by 
assessments on its members to protect customers against losses up to $500,000 for cash 
and securities held at member firms. 

Article 8 is premised on the view that the important policy of protecting investors against 
he risk of wrongful conduct by their intermediaries is sufficiently treated by other law. 

3. Subsection (c) sets out a special rule for secured financing provided to enable clearing 
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corporations to complete settlement. In order to permit clearing corporations to establish 
iquidity facilities where necessary to ensure completion of settlement, subsection (c) 
provides a priority for secured lenders to such clearing corporations. Subsection (c) does not 
urn on control because the clearing corporation may be the top tier securities intermediary 
or the securities pledged, so that there may be no practicable method for conferring control 
on the lender. 
Definitional Cross References: 

“Clearing corporation". Section 8-102(a)(5). 

"Control". Section 8-106. 

“Entitlement holder". Section 8-102(a)(7). 

“Financial asset”. Section 8-102(a)(9). 

"Securities intermediary". Section 8-102(a)(14). 

"Security entitlement". Section 8-102(a)(17). 

"Security interest". Section 1-201(37). 

“Value”. Sections 1-201(44) & 8-116. 


PART 6. TRANSITION PROVISIONS FOR REVISED 
ARTICLE 8 


8-601. Effective Date. 
This [Act] takes effect. . .. 


8-602. Repeals. 
This [Act] repeals . . .. 


Official Comment 


If the State has adopted the Uniform Act for the Simplification of Fiduciary Security 
ransfers, or similar legislation, it should be repealed. 


$ 8-603. Savings Clause. 


(a) This [Act] does not affect an action or proceeding commenced before 
his [Act] takes effect. 


(b) If a security interest in a security is perfected at the date this [Act] 
akes effect, and the action by which the security interest was perfected 
ould suffice to perfect a security interest under this [Act], no further ac- 
ion is required to continue perfection. If a security interest in a security is 
perfected at the date this [Act] takes effect but the action by which the se- 
curity interest was perfected would not suffice to perfect a security interest 
nder this [Act], the security interest remains perfected for a period o 
four months after the effective date and continues perfected thereafter i 
appropriate action to perfect under this [Act] is taken within that period. 
If a security interest is perfected at the date this [Act] takes effect and the 
security interest can be perfected by filing under this [Act], a financing 
statement signed by the secured party instead of the debtor may be filed 
ithin that period to continue perfection or thereafter to perfect. 


Official Comment 
The revision of Article 8 should present few significant transition problems. Although the 
evision involves significant changes in terminology and analysis, the substantive rules are, 
in large measure, based upon the current practices and are consistent with results that 
could be reached, albeit at times with some struggle, by proper interpretation of the rules 
of present law. Thus, the new rules can be applied, without significant dislocations, to 

ransactions and events that occurred prior to enactment. 
The enacting provisions should not, whether by applicability, transition, or savings 
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clause language, attempt to provide that old Article 8 continues to apply to “transactions,” 
“events,” “rights,” “duties,” “liabilities,” or the like that occurred or accrued before the effec- 
ive date and that new Article 8 applies to those that occur or accrue after the effective 
date. The reason for revising Article 8 and corresponding provisions of Article 9 is the 
concern that the provisions of old Article 8 could be interpreted or misinterpreted to yield 
esults that impede the safe and efficient operation of the national system for the clearance 
and settlement of securities transactions. Accordingly, it is not the case that any effort 
should be made to preserve the applicability of old Article 8 to transactions and events that 
occurred before the effective date. 

Only two circumstances seem to warrant continued application of rules of old Article 8. 
First, to avoid disruption in the conduct of litigation, it may make sense to provide for 
continued application of the old Article 8 rules to lawsuits pending before the effective date. 
Second, there are some limited circumstances in which prior law permitted perfection of se- 
curity interests by methods that are not provided for in the revised version. Section 8-313(1) 
(h) (1978) permitted perfection of security interests in securities held through intermediar- 
ies by notice to the intermediary. Under Revised Articles 8 and 9, security interests can be 
perfected in such cases by control, which requires the agreement of the intermediary, or by 

ling. It is likely that secured parties who relied strongly on such collateral under prior law| 
did not simply send notices but obtained agreements from the intermediaries that would 
suffice for control under the new rules. However, it seems appropriate to include a provi- 
sion that gives a secured creditor some opportunity after the effective date to perfect in this 
or any other case in which there is doubt whether the method of perfection used under 
prior law would be sufficient under the new version. 


CONFORMING AMENDMENTS TO ARTICLES 1, 3, 4, 5, 9, AND 10 
See Appendix K, infra. 


ARTICLE 9. 
SECURED TRANSACTIONS’ 


PART 1. GENERAL PROVISIONS 


[SUBPART 1. SHORT TITLE, DEFINITIONS, AND GENERAL 
CONCEPTS] 


9-101. Short Title. 

9-102. Definitions and Index of Definitions. 

9-103. Purchase-Money Security Interest; Application of Payments; Burden of 
Establishing. 

9-104. Control of Deposit Account. 

9-105. Control of Electronic Chattel Paper. 

9-106. Control of Investment Property. 

9-107. Control of Letter-of-Credit Right. 

9-108. Sufficiency of Description. 


[SUBPART 2. APPLICABILITY OF ARTICLE] 
9-109. Scope. 
9-110. Security Interests Arising Under Article 2 or 2A. 


PART 2. EFFECTIVENESS OF SECURITY 
AGREEMENT; ATTACHMENT OF SECURITY 
INTEREST; RIGHTS OF PARTIES TO SECURITY 
AGREEMENT 


[SUBPART 1. EFFECTIVENESS AND ATTACHMENT] 


. General Effectiveness of Security Agreement. 

. Title to Collateral Immaterial. 

. Attachment and Enforceability of Security Interest; Proceeds; 
Supporting Obligations; Formal Requisites. 

. After-Acquired Property; Future Advances. 

. Use or Disposition of Collateral Permissible. 

. Security Interest Arising in Purchase or Delivery of Financial Asset. 


[SUBPART 2. RIGHTS AND DUTIES] 
. Rights and Duties of Secured Party Having Possession or Control of 
Collateral. 
. Additional Duties of Secured Party Having Control of Collateral. 
. Duties of Secured Party if Account Debtor Has Been Notified of 
Assignment. 


“(With Conforming Amendments to July 1, 2001. Pre-revision Article 9 may be 
Articles 1, 2, 2A, 4, 5, 6, 7, and 8) found in Appendix O. 
Revised Article 9 became effective 
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§ 9-210. Request for Accounting; Request Regarding List of Collateral or 
Statement of Account. 


PART 3. PERFECTION AND PRIORITY 
[SUBPART 1. LAW GOVERNING PERFECTION AND PRIORITY] 


9-301. Law Governing Perfection and Priority of Security Interests. 

9-302. Law Governing Perfection and Priority of Agricultural Liens. 

9-303. Law Governing Perfection and Priority of Security Interests in Goods 
Covered by a Certificate of Title. 

9-304. Law Governing Perfection and Priority of Security Interests in Deposit 
Accounts. 

9-305. Law Governing Perfection and Priority of Security Interests in 
Investment Property. 

9-306. Law Governing Perfection and Priority of Security Interests in Letter- 
of-Credit Rights. 

9-307. Location of Debtor. 


[SUBPART 2. PERFECTION] 

9-308. When Security Interest or Agricultural Lien Is Perfected; Continuity of 
Perfection. 

9-309. Security Interest Perfected Upon Attachment. 

9-310. When Filing Required to Perfect Security Interest or Agricultural Lien; 
Security Interests and Agricultural Liens to Which Filing Provisions Do 
Not Apply. 

9-311. Perfection of Security Interests in Property Subject to Certain Statutes, 
Regulations, and Treaties. 

9-312. Perfection of Security Interests in Chattel Paper, Deposit Accounts, 
Documents, Goods Covered by Documents, Instruments, Investment 
Property, Letter-of-Credit Rights, and Money; Perfection by Permissive 
Filing; Temporary Perfection Without Filing or Transfer of Possession. 

. When Possession by or Delivery to Secured Party Perfects Security 
Interest Without Filing. 

. Perfection by Control. 

. Secured Party’s Rights on Disposition of Collateral and in Proceeds. 

. Continued Perfection of Security Interest Following Change in 
Governing Law. 


[SUBPART 3. PRIORITY] 

. Interests That Take Priority Over or Take Free of Security Interest or 
Agricultural Lien. 

. No Interest Retained in Right to Payment That Is Sold; Rights and 
Title of Seller of Account or Chattel Paper With Respect to Creditors 
and Purchasers. 

. Rights and Title of Consignee With Respect to Creditors and 
Purchasers. 

. Buyer of Goods. 

. Licensee of General Intangible and Lessee of Goods in Ordinary Course 
of Business. 

. Priorities Among Conflicting Security Interests in and Agricultural 
Liens on Same Collateral. 

. Future Advances. 
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. Priority of Purchase-Money Security Interests. 

. Priority of Security Interests in Transferred Collateral. 

. Priority of Security Interests Created by New Debtor. 

. Priority of Security Interests in Deposit Account. 

. Priority of Security Interests in Investment Property. 

. Priority of Security Interests in Letter-of-Credit Right. 

. Priority of Purchaser of Chattel Paper or Instrument. 

. Priority of Rights of Purchasers of Instruments, Documents, and 
Securities Under Other Articles; Priority of Interests in Financial 
Assets and Security Entitlements Under Article 8. 

. Transfer of Money; Transfer of Funds From Deposit Account. 

. Priority of Certain Liens Arising by Operation of Law. 

. Priority of Security Interests in Fixtures and Crops. 

. Accessions. 

. Commingled Goods. 

. Priority of Security Interests in Goods Covered by Certificate of Title. 

. Priority of Security Interest or Agricultural Lien Perfected by Filed 
Financing Statement Providing Certain Incorrect Information. 

. Priority Subject to Subordination. 


[SUBPART 4. RIGHTS OF BANK] 
. Effectiveness of Right of Recoupment or Set-Off Against Deposit 
Account. 
. Bank's Rights and Duties With Respect to Deposit Account. 
. Bank's Right to Refuse to Enter Into or Disclose Existence of Control 
Agreement. 


PART 4. RIGHTS OF THIRD PARTIES 


. Alienability of Debtor's Rights. 

. Secured Party Not Obligated on Contract of Debtor or in Tort. 

. Agreement Not to Assert Defenses Against Assignee. 

. Rights Acquired by Assignee; Claims and Defenses Against Assignee. 

. Modification of Assigned Contract. 

. Discharge of Account Debtor; Notification of Assignment; Identification 
and Proof of Assignment; Restrictions on Assignment of Accounts, 
Chattel Paper, Payment Intangibles, and Promissory Notes Ineffective. 

. Restrictions on Creation or Enforcement of Security Interest in 
Leasehold Interest or in Lessor's Residual Interest. 

. Restrictions on Assignment of Promissory Notes, Health-Care-Insurance 
Receivables, and Certain General Intangibles Ineffective. 

. Restrictions on Assignment of Letter-of-Credit Rights Ineffective. 


PART 5. FILING 


[SUBPART 1. FILING OFFICE; CONTENTS AND EFFECTIVENESS 
OF FINANCING STATEMENT] 


$ 9-501. Filing Office. 

$ 9-502. Contents of Financing Statement; Record of Mortgage as Financing 
Statement; Time of Filing Financing Statement. 

$ 9-503. Name of Debtor and Secured Party. 
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. Indication of Collateral. 

. Filing and Compliance With Other Statutes and Treaties for 
Consignments, Leases, Other Bailments, and Other Transactions. 

. Effect of Errors or Omissions. 

. Effect of Certain Events on Effectiveness of Financing Statement. 

. Effectiveness of Financing Statement if New Debtor Becomes Bound by 
Security Agreement. 

. Persons Entitled to File a Record. 

. Effectiveness of Filed Record. 

. Secured Party of Record. 

. Amendment of Financing Statement. 

. Termination Statement. 

. Assignment of Powers of Secured Party of Record. 

. Duration and Effectiveness of Financing Statement; Effect of Lapsed 
Financing Statement. 

. What Constitutes Filing; Effectiveness of Filing. 

. Effect of Indexing Errors. 

. Claim Concerning Inaccurate or Wrongfully Filed Record. 


[SUBPART 2. DUTIES AND OPERATION OF FILING OFFICE] 
. Numbering, Maintaining, and Indexing Records; Communicating 
Information Provided in Records. 
. Acceptance and Refusal to Accept Record. 
. Uniform Form of Written Financing Statement and Amendment. 
. Maintenance and Destruction of Records. 
. Information From Filing Office; Sale or License of Records. 
. Delay by Filing Office. 
. Fees. 
. Filng-Office Rules. 
. Duty to Report. 


PART 6. DEFAULT 


[SUBPART 1. DEFAULT AND ENFORCEMENT OF SECURITY 
INTEREST] 


9-601. Rights After Default; Judicial Enforcement; Consignor or Buyer of 
Accounts, Chattel Paper, Payment Intangibles, or Promissory Notes. 

9-602. Waiver and Variance of Rights and Duties. 

9-603. Agreement on Standards Concerning Rights and Duties. 

9-604. Procedure if Security Agreement Covers Real Property or Fixtures. 

9-605. Unknown Debtor or Secondary Obligor. 

9-606. Time of Default for Agricultural Lien. 

9-607. Collection and Enforcement by Secured Party. 

9-608. Application of Proceeds of Collection or Enforcement; Liability for 
Deficiency and Right to Surplus. 

9-609. Secured Party’s Right to Take Possession After Default. 

9-610. Disposition of Collateral After Default. 

9-611. Notification Before Disposition of Collateral. 

9-612. Timeliness of Notification Before Disposition of Collateral. 

9-613. Contents and Form of Notification Before Disposition of Collateral: 
General. 


ECURED ÍiRANSACTIONS 


. Contents and Form of Notification Before Disposition of Collateral: 
Consumer-Goods Transaction. 

. Application of Proceeds of Disposition; Liability for Deficiency and Right 
to Surplus. 

. Explanation of Calculation of Surplus or Deficiency. 

. Rights of Transferee of Collateral. 

. Rights and Duties of Certain Secondary Obligors. 

. Transfer of Record or Legal Title. 

. Acceptance of Collateral in Full or Partial Satisfaction of Obligation; 
Compulsory Disposition of Collateral. 

. Notification of Proposal to Accept Collateral. 

. Effect of Acceptance of Collateral. 

. Right to Redeem Collateral. 

. Waiver. 


[SUBPART 2. NONCOMPLIANCE WITH ARTICLE] 

. Remedies for Secured Party's Failure to Comply With Article. 

. Action in Which Deficiency or Surplus Is in Issue. 

. Determination of Whether Conduct Was Commercially Reasonable. 

. Nonliability and Limitation on Liability of Secured Party; Liability of 
Secondary Obligor. 


PART 7. TRANSITION 


. Effective Date. 
. Savings Clause. 


. Security Interest Perfected Before Effective Date. 

. Security Interest Unperfected Before Effective Date. 

. Effectiveness of Action Taken Before Effective Date. 

. When Initial Financing Statement Suffices to Continue Effectiveness of 
Financing Statement. 

. Amendment of Pre-Effective-Date Financing Statement. 

. Persons Entitled to File Initial Financing Statement or Continuation 
Statement. 

. Priority. 


APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


APPENDIX II. MODEL PROVISIONS FOR PRODUCTION- 
MONEY PRIORITY 


APPENDIX III. PERMANENT EDITORIAL BOARD FOR 
THE UNIFORM COMMERCIAL CODE 


APPENDIX IV. PERMANENT EDITORIAL BOARD FOR THE 
NIFORM COMMERCIAL CODE 


NATIONAL CONFERENCE OF 
COMMISSIONERS ON UNIFORM STATE 
LAWS 


DRAFTING COMMITTEE TO REVISE UNIFORM COMMERCIAL CODE ARTICLE 
9—SECURED TRANSACTIONS 
ILLIAM M. Burke, 20th Floor, Standard Chartered Bank Building, 4 Des Voeux Road, 
Hong Kong, China, Chair 
Marion W. BENFIELD, JR., University of Texas, School of Law, 10 Overlook Circle, New 
Braunfels, TX 78132 


Ner B. Conen, Brooklyn Law School, Room 904A, 250 Joralemon Street, Brooklyn, N 
11201, The American Law Institute Representative 


Date G. Hiczgn, Suite 1900, 101 S. Capitol Boulevard, Boise, ID 83702-5958 


ILLIAM C. Human, U.S. Bankruptcy Court, Room 1101, 10 Causeway Street, Boston, 
MA 02222 


MicnaEL Houcuton, P.O. Box 1347, 18th Floor, 1201 N. Market Street, Wilmington, DE 
19899 
RANDAL C. PickzR, University of Chicago Law School, 1111 E. 60th Street, Chicago, IL 
60637 


Donar J. Rapson, Room 3338, 650 CIT Drive, Livingston, NJ 07039-0491, The American 
aw Institute Representative 


Harry C. Staman, P.O. Box 67E08, Los Angeles, CA 90067, The American Law Institute 
epresentative 
BRADLEY Y. Swrrg, 20th Floor, 450 Lexington Avenue, New York, NY 10017, The American 
aw Institute Representative 
Epwin E. Smita, 15th Floor, 150 Federal Street, Boston, MA 02110 
SANDRA S. STERN, 509 Madison Avenue, Suite 612, New York, NY 10022 
Steven L. Harris, Chicago-Kent College of Law, 565 W. Adams Street, Chicago, IL 60661- 
3691, Co-Reporter 
CHARLES W. Mooney, JR., University of Pennsylvania, School of Law, 3400 Chestnut 
Street, Philadelphia, PA 19104, Co-Reporter 
EX OFFICIO 
GENE N. Lesrun, P.O. Box 8250, 9th Floor, 909 St. Joseph Street, Rapid City, SD 57709, 
resident 
Henry M. KrrrLEsow, P.O. Box 32092, 92 Lake Wire Drive, Lakeland, FL 33802-2092, 
Division Chair 
AMERICAN BAR ASSOCIATION ADVISORS 
RoBERT Bauer, 1300 N. 17th Street, #1800, Arlington, VA 22209, Intellectual Property Law 
ection Advisor 


RicHARD E. CuHERIN, 1 Riverfront Plaza, Newark, NJ 07102, Business Law Section Advisor 


RicHAnRD R. GorpBznG, 51st Floor, 1735 Market Street, Philadelphia, PA 19103, Real Prop- 
erty, Probate & Trust Law Section Advisor 

LAWRENCE A. MANZANARES, City & County Building, 1437 Bannock Street, Courtroom 
303W, Denver, CO 80202, Judicial Administration Division, National Conference of Special 
Court Judges Advisor 

STEVEN O. Weise, 40th Floor, 601 S. Figueroa Street, Los Angeles, CA 90017, Advisor 
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Frep H. MirrEn, University of Oklahoma, College of Law, 300 Timberdell Road, Norman, 
OK 73019, Executive Director 
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TABLE OF DISPOSITION OF SECTIONS IN FORMER ARTICLE 9 
AND OTHER CODE SECTIONS 


Old Article 9 New Article 9 


9-103(1)(a), (b); (c) omitted 
9-103(1)(d) 

9-103(2)(a), (b); (c) omitted 
9-103(2)(d) 

9-103(3)(a), (b); (c) omitted 
9-103(3)(d) 

9-103(3)(e) 

9-103(4) 

9-103(5) 

9-103(6) 


Deleted as unnecessary 
Omitted—see 9-102(a)(28) 
9-110 
Omitted—see 9-103 and 9-324 
9-115(1) 9-102, 9-106 
9-115(2) 9-203, 9-308 
9-115(3) 9-108 
9-115(4) 9-309, 9-312, 9-314 
9-115(5) 9-327, 9-328, 9-329 
9-115(6) 9-203, 9-313 
9-106 
9-206, 9-309 


9-203(1)—(3) 
9-203(4) 


9-301(1)—(2) 
9-301(3) 
9-301(4) 
9-302(1) 
9-302(2) 
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Old Article 9 New Article 9 
9-302(3), (4) 


9-307(1)—(2) 
9-307(3) 


9-312(1) 
9-312(2) omitted 
9-312(3), (4) 
9-312(5), (6) 
9-312(7) 
9-313(1)—(7) 
9-313(8) 


9-318(1) 
9-318(2) 
9-318(3), (4) 


9-402(1) 9-504, 9-502 
9-402(2) Omitted as unnecessary 
9-402(3) 

9-402(4) 

9-402(5), (6) 

9-402(7) 

9-402(8) 

9-403(1) 

9-403(2) 

9-403(3) 

9-403(4) 

9-403(5) 

9-403(6) 

9-403(7) 


9-501(1), (2) 
9-501(3) 


ECURED ÍiRANSACTIONS 


Old Article 9 New Article 9 
9-501(4) 
9-501 (5) 
9-607, 9-608 
9-609 
9-504(1) 9-610, 9-615 
9-504(2) 9-615 
9-504(3) 9-610, 9-611, 9-624 
9-504(4) 
9-504(5) 
9-620, 9-621, 9-624 
9-623, 9-624 
9-625, 9-627 
Other Code Sections New Article 9 
2-326(3) 
2A-303(3) 
2A-307(2)(b) and (c) 
2A-307(3) 
2A-307(4) 


Table Indicating Sources Or Derivations Of New Article 9 
Sections And Conforming Amendments 


New Article 9 Sections Primary Old Article 9 and 
(Note: many sections Other Code Sections 
contain some new coverage) 


9-101 


9-105, 9-106, 9-109, 9-301(3), 9-306 (1), 
9-115, 2-326(3) 


9-107 
9-104 (New) Derived from 8-106 
9-105 (New) Derived from 8-106 
8-106 and 9-115(e) 
Derived from 8-106 
9-110, 9-115(3) 
9-102, 9-104 
9-113 
9-201, 9-203(4) 
9-202 
9-203, 9-115(2), (6) 
9-204 
9-205 
9-116 
9-207 
9-208 (New) 
9-209 (New) 


New Article 9 Sections Primary Old Article 9 and 
(Note: many sections Other Code Sections 
contain some new coverage) 


9-103(1)(a), (b), 9-103(3)(a), (b), 9-103(4), 
9-103(5) substantially modified 


9-103(2)(a), (b), substantially revised 
Derived from 8-110(e) and former 9-103(6) 
9-103(6) 


Derived in part from 8-110(e) and 9-305 
and former 9-103(6) 


9-103(3)(d), as substantially revised 
9-303, 9-115(2) 

9-302(1), 9-115(4)(c), (d), 9-116 
9-302(1), (2) 

9-302(3), (4) 


9-115(4) and 9-304, with additions and 
some changes 


9-305, 9-115(6) 
9-115(4) and derived from 8-106 
9-306 
9-103(1)(d), (2)(b), (3Xe), as modified 
9-301, 2A-307(2) 

9-318 (New) 

9-319 (New) 


2A-103(1X0), 2A-307(3) 
9-312(5), (6) 
9-312(7), 9-301(4), 9-307(3), 2A-307(4) 
9-312(3), (4) 
9-325 (New) But see 9-402(7) 
9-326 (New) But see 9-402(7) 
Derived from 9-115(5) 
9-115(5) 


Loosely modeled after former 9-115(5). 
See also 5-114 and 5-118 


But see Comment 2(c) to 9-306 


9-335 (New) Section replaces former 9-314 
9-336 (New) Section replaces former 9-315 
Derived from 9-103(2)(d) 


9-340 (New) 
9-341 (New) 
9-342 (New) Derived from 8-106(g) 


RANSACTIONS 


New Article 9 Sections Primary Old Article 9 and 
(Note: many sections Other Code Sections 
contain some new coverage) 


9-408 (New) 
9-409 (New) 


9-508 (New) 
9-509 (New) 
9-510 (New) 
9-511 (New) 


9-517 (New) 
9-518 (New) 


9-520 (New) 
9-521 (New) 


9-526 (New) 


9-527 (New) 


9-605 (New) 
9-606 (New) 


9-318(1) 
9-318(2) 
9-318(3), (4) 


See also 5-114 
Derived from former 9-401 
9-402(1), (5), (6) 


Subsection (a)(4),(b) and (c) derive from 
former 9-402(7); otherwise, new 


9-402(1) 

9-408 

9-402(8) 
9-402(7) 

But see 9-402(7) 


9-402(4) 


9-403(2), (3), (6) 


Subsection (a) is former 9-403(1); the re- 
mainder is new 


9-403(4), (7); 9-405(2) 


9-403(3), revised substantially 
9-407; subsections (d) and (e) are new 
Derived from 4-109 


Various sections of former Part 4 


Subsection (b) derives in part from the 
Uniform Consumer Credit Code (1974) 


Derived in part from the Uniform Con- 
sumer Credit Code (1974) 


9-501(1), (2), (5) 
9-501(3) 

9-501(3) 
9-501(4), 9-313(8) 


9-502, subsections (b), (d), and (e) are new 


New Article 9 Sections 
(Note: many sections 
contain some new coverage) 


9-612 (New) 
9-613 (New) 
9-614 (New) 


Primary Old Article 9 and 
Other Code Sections 


Subsection (a) is new. Subsection (b) de- 


rives from former 9-502(2) 
9-503 

9-504(1), (3) 

9-504(3) 


9-504(1), (2) 


9-504(4) 
9-504(5) 


9-505 
9-505 


9-506 
9-504(3), 9-505, 9-506 
9-507 


9-507(2) 


No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 
No comparable provision in Article 9 
(See Article 10) 


Conforming Amendments to Other 
Code Sections and Comments 


1-105(2) 
1-201(9), (32), (37) 


ECURED ÍiRANSACTIONS 


2-103(3) 

2-210; New subsection (3) added 
2-312; Comment 
2-326(3) 

2-502 (1) and (2) 
2-716(3) 

2A-103(3) 

2A-303 

2A-307 

2A-309 

4-210 

5-118 (New) 

Article 6 (unless repealed) 
7-503 

8-102 Comment 
8-103 (f) 

8-106 and Comment 
8-110 

8-301 (3) 

8-302 (a) 

8-502 Comment 
8-510 


PART 1. GENERAL PROVISIONS 


[SUBPART 1. SHORT TITLE, DEFINITIONS, AND GENERAL 
CONCEPTS] 


$ 9-101. Short Title. 


This article may be cited as Uniform Commercial Code—Secured 
ransactions. 


Official Comment 
1. Source. This Article supersedes former Uniform Commercial Code (UCC) Article 9. As 
did its predecessor, it provides a comprehensive scheme for the regulation of security 
interests in personal property and fixtures. For the most part this Article follows the gen- 
eral approach and retains much of the terminology of former Article 9. In addition to 
describing many aspects of the operation and interpretation of this Article, these Com- 
ments explain the material changes that this Article makes to former Article 9. Former 
Article 9 superseded the wide variety of pre-UCC security devices. Unlike the Comments to 
ormer Article 9, however, these Comments dwell very little on the pre-UCC state of the 
aw. For that reason, the Comments to former Article 9 will remain of substantial historical 
alue and interest. They also will remain useful in understanding the background and gen- 
eral conceptual approach of this Article. 
Citations to “Bankruptcy Code Section — " in these Comments are to Title 11 of the 
nited States Code as in effect on December 31, 1998. 
2. Background and History. In 1990, the Permanent Editorial Board for the UCC with 
he support of its sponsors, The American Law Institute and the National Conference o 
Commissioners on Uniform State Laws, established a committee to study Article 9 of the 
CC. The study committee issued its report as of December 1, 1992, recommending the 
creation of a drafting committee for the revision of Article 9 and also recommending numer- 
ous specific changes to Article 9. Organized in 1993, a drafting committee met fifteen times 
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om 1993 to 1998. This Article was approved by its sponsors in 1998. 

3. Reorganization and Renumbering; Captions; Style. This Article reflects a 
substantial reorganization of former Article 9 and renumbering of most sections. New Part 
4 deals with several aspects of third-party rights and duties that are unrelated to perfec- 

ion and priority. Some of these were covered by Part 3 of former Article 9. Part 5 deals 

ith filing (covered by former Part 4) and Part 6 deals with default and enforcement 
(covered by former Part 5). Appendix I contains conforming revisions to other articles of the 

CC, and Appendix II contains model provisions for production-money priority. 

This Article also includes headings for the subsections as an aid to readers. Unlike sec- 

ion captions, which are part of the UCC, see Section 1-109, subsection headings are not a 

part of the official text itself and have not been approved by the sponsors. Each jurisdiction 
in which this Article is introduced may consider whether to adopt the headings as a part o 
he statute and whether to adopt a provision clarifying the effect, if any, to be given to the 
headings. This Article also has been conformed to current style conventions. 

4. Summary of Revisions. Following is a brief summary of some of the more significant 

evisions of Article 9 that are included in this Article. 

a. Scope of Article 9. This Article expands the scope of Article 9 in several respects. 

Deposit accounts. Section 9-109 includes within this Article’s scope deposit accounts as 
original collateral, except in consumer transactions. Former Article 9 dealt with deposit ac- 
counts only as proceeds of other collateral. 

Sales of payment intangibles and promissory notes. Section 9-109 also includes within the 
scope of this Article most sales of “payment intangibles” (defined in Section 9-102 as gen- 
eral intangibles under which an account debtor’s principal obligation is monetary) and 
“promissory notes” (also defined in Section 9-102). Former Article 9 included sales of ac- 
counts and chattel paper, but not sales of payment intangibles or promissory notes. In its 
inclusion of sales of payment intangibles and promissory notes, this Article continues the 
drafting convention found in former Article 9; it provides that the sale of accounts, chattel 
paper, payment intangibles, or promissory notes creates a “security interest.” The definition 
of “account” in Section 9-102 also has been expanded to include various rights to payment 
hat were general intangibles under former Article 9. 

Health-care-insurance receivables. Section 9-109 narrows Article 9’s exclusion of transfers 
of interests in insurance policies by carving out of the exclusion “health-care-insurance 

eceivables” (defined in Section 9-102). A health-care-insurance receivable is included 

ithin the definition of “account” in Section 9-102. 

Nonpossessory statutory agricultural liens. Section 9-109 also brings nonpossessory statu- 

ory agricultural liens within the scope of Article 9. 

Consignments. Section 9-109 provides that “true” consignments-bailments for the purpose 
of sale by the bailee are security interests covered by Article 9, with certain exceptions. See 
Section 9-102 (defining “consignment”). Currently, many consignments are subject to 
Article 9’s filing requirements by operation of former Section 2-326. 

Supporting obligations and property securing rights to payment. This Article also ad- 
dresses explicitly (i) obligations, such as guaranties and letters of credit, that support pay- 
ment or performance of collateral such as accounts, chattel paper, and payment intangibles, 
and (ii) any property (including real property) that secures a right to payment or perfor- 
mance that is subject to an Article 9 security interest. See Sections 9-203, 9-308. 

Commercial tort claims. Section 9-109 expands the scope of Article 9 to include the as- 
signment of commercial tort claims by narrowing the exclusion of tort claims generally. 
However, this Article continues to exclude tort claims for bodily injury and other non- 
business tort claims of a natural person. See Section 9-102 (defining “commercial tort 
claim”). 

Transfers by States and governmental units of States. Section 9-109 narrows the exclu- 
sion of transfers by States and their governmental units. It excludes only transfers covered 
by another statute (other than a statute generally applicable to security interests) to the 
extent the statute governs the creation, perfection, priority, or enforcement of security 
interests. 

Nonassignable general intangibles, promissory notes, health-care-insurance receivables, 
and letter-of-credit rights. This Article enables a security interest to attach to letter-of- 
credit rights, health-care-insurance receivables, promissory notes, and general intangibles, 
including contracts, permits, licenses, and franchises, notwithstanding a contractual or 
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statutory prohibition against or limitation on assignment. This Article explicitly protects 
hird parties against any adverse effect of the creation or attempted enforcement of the se- 
curity interest. See Sections 9-408, 9-409. 

Subject to Sections 9-408 and 9-409 and two other exceptions (Sections 9406, concerning 
accounts, chattel paper, and payment intangibles, and 9407, concerning interests in leased 
goods), Section 9-401 establishes a baseline rule that the inclusion of transactions and col- 
ateral within the scope of Article 9 has no effect on non-Article 9 law dealing with the 
alienability or inalienability of property. For example, if a commercial tort claim is nonas- 
signable under other applicable law, the fact that a security interest in the claim is within 

he scope of Article 9 does not override the other applicable law's effective prohibition o 
assignment. 

b. Duties of Secured Party. This Article provides for expanded duties of secured 
parties. 

Release of control. Section 9-208 imposes upon a secured party having control of a deposit 
account, investment property, or a letter-of-credit right the duty to release control when 

here is no secured obligation and no commitment to give value. Section 9-209 contains 
analogous provisions when an account debtor has been notified to pay a secured party. 

Information. Section 9-210 expands a secured party's duties to provide the debtor with 
information concerning collateral and the obligations that it secures. 

Default and enforcement. Part 6 also includes some additional duties of secured parties in 
connection with default and enforcement. See, e.g., Section 9-616 (duty to explain calcula- 

ion of deficiency or surplus in a consumer-goods transaction). 

c. Choice of Law. The choice-of-law rules for the law governing perfection, the effect o 
perfection or nonperfection, and priority are found in Part 3, Subpart 1 (Sections 9-301 
hrough 9-307). See also Section 9-316. 

Where to file: Location of debtor. This Article changes the choice-of-law rule governing 
perfection (i.e., where to file) for most collateral to the law of the jurisdiction where the 
debtor is located. See Section 9-301. Under former Article 9, the jurisdiction of the debtor's 
ocation governed only perfection and priority of a security interest in accounts, general 
intangibles, mobile goods, and, for purposes of perfection by filing, chattel paper and invest- 
ment property. 

Determining debtor's location. As a baseline rule, Section 9-307 follows former Section 
9-103, under which the location of the debtor is the debtor's place of business (or chief exec- 

tive office, if the debtor has more than one place of business). Section 9-307 contains three 
major exceptions. First, a “registered organization," such as a corporation or limited li- 
ability company, is located in the State under whose law the debtor is organized, e.g., a 
corporate debtor's State of incorporation. Second, an individual debtor is located at his or 
her principal residence. Third, there are special rules for determining the location of the 

nited States and registered organizations organized under the law of the United States. 

Location of non-U.S. debtors. 1f, applying the foregoing rules, a debtor is located in a ju- 
isdiction whose law does not require public notice as a condition of perfection of a nonpos- 
sessory security interest, the entity is deemed located in the District of Columbia. See Sec- 
ion 9307. Thus, to the extent that this Article applies to non-U.S. debtors, perfection could 
be accomplished in many cases by a domestic filing. 

Priority. For tangible collateral such as goods and instruments, Section 9-301 provides 
hat the law applicable to priority and the effect of perfection or nonperfection will remain 
he law of the jurisdiction where the collateral is located, as under former Section 9-103 
(but without the confusing “last event" test). For intangible collateral, such as accounts, the 
applicable law for priority will be that of the jurisdiction in which the debtor is located. 

Possessory security interests; agricultural liens. Perfection, the effect of perfection or 
nonperfection, and priority of a possessory security interest or an agricultural lien are 
governed by the law of the jurisdiction where the collateral subject to the security interest 
or lien is located. See Sections 9-301, 9302. 

Goods covered by certificates of title; deposit accounts; letter-of-credit rights; investment 
property. This Article includes several refinements to the treatment of choice-of-law mat- 

ers for goods covered by certificates of title. See Section 9-303. It also provides special 
choice-of-law rules, similar to those for investment property under current Articles 8 and 9, 
or deposit accounts (Section 9-304), investment property (Section 9-305), and letter-of- 
credit rights (Section 9306). 
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Change in applicable law. Section 9-316 addresses perfection following a change in ap- 
plicable law. 

d. Perfection. The rules governing perfection of security interests and agricultural liens 
are found in Part 3, Subpart 2 (Sections 9-308 through 9-316). 

Deposit accounts; letter-of-credit rights. With certain exceptions, this Article provides that 
a security interest in a deposit account or a letter-of-credit right may be perfected only by 

he secured party's acquiring “control” of the deposit account or letter-of-credit right. See 
Sections 9-312, 9-314. Under Section 9-104, a secured party has “control” of a deposit ac- 
count when, with the consent of the debtor, the secured party obtains the depositary bank’s 
agreement to act on the secured party’s instructions (including when the secured party 
becomes the account holder) or when the secured party is itself the depositary bank. The 
control requirements are patterned on Section 8106, which specifies the requirements for 
control of investment property. Under Section 9-107, “control” of a letter-of-credit right oc- 
curs when the issuer or nominated person consents to an assignment of proceeds under 
Section 5114. 

Electronic chattel paper. Section 9-102 includes a new defined term: “electronic chattel 
paper.” Electronic chattel paper is a record or records consisting of information stored in an 
electronic medium (i.e., it is not written). Perfection of a security interest in electronic chat- 

el paper may be by control or filing. See Sections 9-105 (sui generis definition of control o 
electronic chattel paper), 9312 (perfection by filing), 9314 (perfection by control). 

Investment property. The perfection requirements for “investment property" (defined in 
Section 9-102), including perfection by control under Section 9-106, remain substantially 
unchanged. However, a new provision in Section 9-314 is designed to ensure that a secured 
party retains control in “repledge” transactions that are typical in the securities markets. 

Instruments, agricultural liens, and commercial tort claims. This Article expands the 
ypes of collateral in which a security interest may be perfected by filing to include 
instruments. See Section 9-312. Agricultural liens and security interests in commercial tort 
claims also are perfected by filing, under this Article. See Sections 9-308, 9-310. 

Sales of payment intangibles and promissory notes. Although former Article 9 covered the 
outright sale of accounts and chattel paper, sales of most other types of receivables also are 

nancing transactions to which Article 9 should apply. Accordingly, Section 9-102 expands 
he definition of *account" to include many types of receivables (including *health-care- 
insurance receivables," defined in Section 9-102) that former Article 9 classified as *general 
intangibles." It thereby subjects to Article 9's filing system sales of more types of receivables 
han did former Article 9. Certain sales of payment intangibles-primarily bank loan 
participation transactions-should not be subject to the Article 9 filing rules. These transac- 
ions fall in a residual category of collateral, “payment intangibles” (general intangibles 
under which the account debtor's principal obligation is monetary), the sale of which is 
exempt from the filing requirements of Article 9. See Sections 9-102, 9-109, 9-309 (perfec- 
ion upon attachment). The perfection rules for sales of promissory notes are the same as 
hose for sales of payment intangibles. 

Possessory security interests. Several provisions of this Article address aspects of security 
interests involving a secured party or a third party who is in possession of the collateral. In. 
particular, Section 9-313 resolves a number of uncertainties under former Section 9-305. It 
provides that a security interest in collateral in the possession of a third party is perfected 

hen the third party acknowledges in an authenticated record that it holds for the secured 
party's benefit. Section 9-313 also provides that a third party need not so acknowledge and 

hat its acknowledgment does not impose any duties on it, unless it otherwise agrees. A 
special rule in Section 9-313 provides that if a secured party already is in possession of col- 
ateral, its security interest remains perfected by possession if it delivers the collateral to a 
hird party and the collateral is accompanied by instructions to hold it for the secured 
party or to redeliver it to the secured party. Section 9-313 also clarifies the limited circum- 
stances under which a security interest in goods covered by a certificate of title may be 
perfected by the secured party's taking possession. 

Automatic perfection. Section 9-309 lists various types of security interests as to which no 
public-notice step is required for perfection (e.g., purchase-money security interests in 
consumer goods other than automobiles). This automatic perfection also extends to a 

ransfer of a health-care-insurance receivable £o a health-care provider. Those transfers 
normally will be made by natural persons who receive health-care services; there is little 
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alue in requiring filing for perfection in that context. Automatic perfection also applies to 
security interests created by sales of payment intangibles and promissory notes. Section 
9-308 provides that a perfected security interest in collateral supported by a "supporting 
obligation" (such as an account supported by a guaranty) also is a perfected security inter- 
est in the supporting obligation, and that a perfected security interest in an obligation 
secured by a security interest or lien on property (e.g., a real-property mortgage) also is a 
perfected security interest in the security interest or lien. 

e. Priority; Special Rules for Banks and Deposit Accounts. The rules governing 
priority of security interests and agricultural liens are found in Part 3, Subpart 3 (Sections 
9-317 through 9-342). This Article includes several new priority rules and some special 

ules relating to banks and deposit accounts (Sections 9-340 through 9-342). 

Purchase-money security interests: General; consumer-goods transactions; inventory. 
Section 9-103 substantially rewrites the definition of purchase-money security interest 
(PMSD (although the term is not formally “defined”). The substantive changes, however, 
apply only to non-consumer-goods transactions. (Consumer transactions and consumer- 
goods transactions are discussed below in Comment 4.j.) For non-consumer-goods transac- 

ions, Section 9-103 makes clear that a security interest in collateral may be (to some 
extent) both a PMSI as well as a non-PMSI, in accord with the “dual status” rule applied b 
some courts under former Article 9 (thereby rejecting the “transformation” rule). The defi- 

ition provides an even broader conception of a PMSI in inventory, yielding a result that 
accords with private agreements entered into in response to the uncertainty under former 
Article 9. It also treats consignments as purchase-money security interests in inventory. 
Section 9-324 revises the PMSI priority rules, but for the most part without material 
change in substance. Section 9-324 also clarifies the priority rules for competing PMSIs in 
he same collateral. 

Purchase-money security interests in livestock; agricultural liens. Section 9-324 provides a 
special PMSI priority, similar to the inventory PMSI priority rule, for livestock. Section 
9-322 (which contains the baseline first-to-file-or-perfect priority rule) also recognizes 
special non-Article 9 priority rules for agricultural liens, which can override the baseline 

rst-in-time rule. 

Purchase-money security interests in software. Section 9-324 contains a new priority rule 
or a software purchase-money security interest. (Section 9-102 includes a definition o 
"software.") Under Section 9-108, a software PMSI includes a PMSI in software that is 
used in goods that are also subject to a PMSI. (Note also that the definition of “chattel 
paper" has been expanded to include records that evidence a monetary obligation and a se- 
curity interest in specific goods and software used in the goods.) 

Investment property. 'The priority rules for investment property are substantially similar 
o the priority rules found in former Section 9-115, which was added in conjunction with 
he 1994 revisions to UCC Article 8. Under Section 9-328, if a secured party has control o 
investment property (Sections 8106, 9106), its security interest is senior to a security inter- 
est perfected in another manner (e.g., by filing). Also under Section 9328, security interests 
perfected by control generally rank according to the time that control is obtained or, in the 
case of a security entitlement or a commodity contract carried in a commodity account, the 
ime when the control arrangement is entered into. This is a change from former Section 
9-115, under which the security interests ranked equally. However, as between a securities 
intermediary's security interest in a security entitlement that it maintains for the debtor 
and a security interest held by another secured party, the securities intermediary's security 
interest is senior. 

Deposit accounts. This Article's priority rules applicable to deposit accounts are found in 
Section 9-327. They are patterned on and are similar to those for investment property in 
ormer Section 9-115 and Section 9-328 of this Article. Under Section 9-327, if a secured 
party has control of a deposit account, its security interest is senior to a security interest 
perfected in another manner (i.e., as cash proceeds). Also under Section 9327, security 
interests perfected by control rank according to the time that control is obtained, but as be- 
ween a depositary bank's security interest and one held by another secured party, the de- 
positary bank's security interest is senior. À corresponding rule in Section 9-340 makes a 
depositary bank's right of set-off generally senior to a security interest held by another 
secured party. However, if the other secured party becomes the depositary bank's customer 

ith respect to the deposit account, then its security interest is senior to the depositary 
bank's security interest and right of set-off. Sections 9-327, 9-340. 
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Letter-of-credit rights. The priority rules for security interests in letter-of-credit rights 
are found in Section 9-329. They are somewhat analogous to those for deposit accounts. 
security interest perfected by control has priority over one perfected in another manner 
(i.e., as a supporting obligation for the collateral in which a security interest is perfected). 
Security interests in a letter-of-credit right perfected by control rank according to the time 

hat control is obtained. However, the rights of a transferee beneficiary or a nominated 
person a independent and superior to the extent provided in Section 5-114. See Section 
9-109(c)(4). 

Chattel paper and instruments. Section 9-330 is the successor to former Section 9-308. As 
under former Section 9-308, differing priority rules apply to purchasers of chattel paper 

ho give new value and take possession (or, in the case of electronic chattel paper, obtain 
control) of the collateral depending on whether a conflicting security interest in the collat- 
eral is claimed merely as proceeds. The principal change relates to the role of knowledge 
and the effect of an indication of a previous assignment of the collateral. Section 9-330 also 
affords priority to purchasers of instruments who take possession in good faith and without 

nowledge that the purchase violates the rights of the competing secured party. In addi- 
ion, to qualify for priority, purchasers of chattel paper, but not of instruments, must 
purchase in the ordinary course of business. 

Proceeds. Section 9-322 contains new priority rules that clarify when a special priority o 
a security interest in collateral continues or does not continue with respect to proceeds o 

he collateral. Other refinements to the priority rules for proceeds are included in Sections 
9-324 (purchase-money security interest priority) and 9-330 (priority of certain purchasers 
of chattel paper and instruments). 

Miscellaneous priority provisions. This Article also includes (i) clarifications of selected 
good-faith-purchase and similar issues (Sections 9-317, 9-331); (ii) new priority rules to 
deal with the “double debtor" problem arising when a debtor creates a security interest in 
collateral acquired by the debtor subject to a security interest created by another person 
(Section 9-325); (iii) new priority rules to deal with the problems created when a change in 
corporate structure or the like results in a new entity that has become bound by the origi- 

al debtor's after-acquired property agreement (Section 9-326); (iv) a provision enabling 
most transferees of funds from a deposit account or money to take free of a security interest 
(Section 9-332); (v) substantially rewritten and refined priority rules dealing with acces- 
sions and commingled goods (Sections 9-335, 9-336); (vi) revised priority rules for security 
interests in goods covered by a certificate of title (Section 9-337); and (vii) provisions 
designed to ensure that security interests in deposit accounts will not extend to most 

ransferees of funds on deposit or payees from deposit accounts and will not otherwise 
"clog" the payments system (Sections 9-341, 9-342). 

Model provisions relating to production-money security interests. Appendix II to this 
Article contains model definitions and priority rules relating to “production-money securit 
interests" held by secured parties who give new value used in the production of crops. 
Because no consensus emerged on the wisdom of these provisions during the drafting pro- 
cess, the sponsors make no recommendation on whether these model provisions should be 
enacted. 

f. Proceeds. Section 9-102 contains an expanded definition of “proceeds” of collateral 

hich includes additional rights and property that arise out of collateral, such as distribu- 

ions on account of collateral and claims arising out of the loss or nonconformity of, defects 
in, or damage to collateral. The term also includes collections on account of “supporting 
obligations," such as guarantees. 

g. Part 4: Additional Provisions Relating to Third-Party Rights. New Part 4 
contains several provisions relating to the relationships between certain third parties and 

he parties to secured transactions. It contains new Sections 9-401 (replacing former Sec- 
ion 9-311) (alienability of debtor's rights), 9-402 (replacing former Section 9-317) (secured 
party not obligated on debtor's contracts), 9-403 (replacing former Section 9-206) (agree- 
ment not to assert defenses against assignee), 9-404, 9-405, and 9-406 (replacing former 
Section 9-318) (rights acquired by assignee, modification of assigned contract, discharge o 
account debtor, restrictions on assignment of account, chattel paper, promissory note, or 
payment intangible ineffective), 9-407 (replacing some provisions of former Section 24-303) 
(restrictions on creation or enforcement of security interest in leasehold interest or lessor's 
esidual interest ineffective). It also contains new Sections 9-408 (restrictions on assign- 
ment of promissory notes, health-care-insurance receivables ineffective, and certain general 
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intangibles ineffective) and 9-409 (restrictions on assignment of letter-of-credit rights inef- 
ective), which are discussed above. 

h. Filing. Part 5 (formerly Part 4) of Article 9 has been substantially rewritten to 
simplify the statutory text and to deal with numerous problems of interpretation and 
implementation that have arisen over the years. 

Medium-neutrality. This Article is “medium-neutral”; that is, it makes clear that parties 
may file and otherwise communicate with a filing office by means of records communicated 
and stored in media other than on paper. 

Identity of person who files a record; authorization. Part 5 is largely indifferent as to the 
person who effects a filing. Instead, it addresses whose authorization is necessary for a 
person to file a record with a filing office. The filing scheme does not contemplate that the 
identity of a “filer” will be a part of the searchable records. This approach is consistent 

ith, and a necessary aspect of, eliminating signatures or other evidence of authorization 
rom the system (except to the extent that filing offices may choose to employ authentica- 
ion procedures in connection with electronic communications). As long as the appropriate 
person authorizes the filing, or, in the case of a termination statement, the debtor is 
entitled to the termination, it is largely insignificant whether the secured party or another 
person files any given record. 

Section 9-509 collects in one place most of the rules that determine when a record may be 

led. In general, the debtor’s authorization is required for the filing of an initial financing 
statement or an amendment that adds collateral. With one further exception, a secured 
party of record's authorization is required for the filing of other amendments. The exception 
arises if a secured party has failed to provide a termination statement that is required 
because there is no outstanding secured obligation or commitment to give value. In that sit- 

ation, a debtor is authorized to file a termination statement indicating that it has been. 
led by the debtor. 

Financing statement formal requisites. 'The formal requisites for a financing statement 
are set out in Section 9-502. A financing statement must provide the name of the debtor 
and the secured party and an indication of the collateral that it covers. Sections 9-503 and 
9-506 address the sufficiency of a name provided on a financing statement and clarify when 
à debtor's name is correct and when an incorrect name is insufficient. Section 9-504 ad- 
dresses the indication of collateral covered. Under Section 9-504, a super-generic descrip- 
ion (e.g.,“all assets” or “all personal property") in a financing statement is a sufficient 
indication of the collateral. (Note, however, that a super-generic description is inadequate 
or purposes of a security agreement. See Sections 9-108, 9-203.) To facilitate electronic fil- 
ing, this Article does not require that the debtor's signature or other authorization appear 
on a financing statement. Instead, it prohibits the filing of unauthorized financing state- 
ments and imposes liability upon those who violate the prohibition. See Sections 9-509, 
9-626. 

Filing-office operations. Part 5 contains several provisions governing filing operations. 
First, it prohibits the filing office from rejecting an initial financing statement or other rec- 
ord for a reason other than one of the few that are specified. See Sections 9-520, 9-516. 
Second, the filing office is obliged to link all subsequent records (e.g., assignments, continu- 
ation statements, etc.) to the initial financing statement to which they relate. See Section 
9-519. Third, the filing office may delete a financing statement and related records from the 

les no earlier than one year after lapse (lapse normally is five years after the filing date), 
and then only if a continuation statement has not been filed. See Sections 9-515, 9-519, 
9-522. Thus, a financing statement and related records would be discovered by a search o 
he files even after the filing of a termination statement. This approach helps eliminate 
ling-office discretion and also eases problems associated with multiple secured parties and 
multiple partial assignments. Fourth, Part 5 mandates performance standards for filing 
offices. See Sections 9-519, 9-520, 9-523. Fifth, it provides for the promulgation of filing- 
office rules to deal with details best left out of the statute and requires the filing office to 
submit periodic reports. See Sections 9-526, 9-527. 

Correction of records: Defaulting or missing secured parties and fraudulent filings. In. 
some areas of the country, serious problems have arisen from fraudulent financing state- 
ments that are filed against public officials and other persons. This Article addresses the 
raud problem by providing the opportunity for a debtor to file a termination statement 

hen a secured party wrongfully refuses or fails to provide a termination statement. See 
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Section 9-509. This opportunity also addresses the problem of secured parties that simply 
disappear through mergers or liquidations. In addition, Section 9-518 affords a statutory 
method by which a debtor who believes that a filed record is inaccurate or was wrongfully 

led may indicate that fact in the files by filing a correction statement, albeit without af- 
ecting the efficacy, if any, of the challenged record. 

Extended period of effectiveness for certain financing statements. Section 9-515 contains 
an exception to the usual rule that financing statements are effective for five years unless a 
continuation statement is filed to continue the effectiveness for another five years. Under 
hat section, an initial financing statement filed in connection with a “public-finance trans- 
action” or a “manufactured-home transaction” (terms defined in Section 9-102) is effective 
or 30 years. 

National form of financing statement and related forms. Section 9-521 provides for 
uniform, national written forms of financing statements and related written records that 
must be accepted by a filing office that accepts written records. 

i. Default and Enforcement. Part 6 of Article 9 extensively revises former Part 5. Pro- 

isions relating to enforcement of consumer-goods transactions and consumer transactions 
are discussed in Comment 4j. 

Debtor, secondary obligor; waiver. Section 9-602 clarifies the identity of persons who have 

ights and persons to whom a secured party owes specified duties under Part 6. Under that 
section, the rights and duties are enjoyed by and run to the “debtor,” defined in Section 
9-102 to mean any person with a non-lien property interest in collateral, and to any 
"obligor." However, with one exception (Section 9-616, as it relates to a consumer obligor), 
he rights and duties concerned affect non-debtor obligors only if they are *secondary 
obligors." “Secondary obligor” is defined in Section 9-102 to include one who is secondarily 
obligated on the secured obligation, e.g., a guarantor, or one who has a right of recourse 
against the debtor or another obligor with respect to an obligation secured by collateral. 
However, under Section 9-628, the secured party is relieved from any duty or liability to 
any person unless the secured party knows that the person is a debtor or obligor. Resolving 
an issue on which courts disagreed under former Article 9, this Article generally prohibits 
aiver by a secondary obligor of its rights and a secured party's duties under Part 6. See 
Section 9-602. However, Section 9-624 permits a secondary obligor or debtor to waive the 
ight to notification of disposition of collateral and, in a non-consumer transaction, the 
ight to redeem collateral, if the secondary obligor or debtor agrees to do so after default. 

Rights of collection and enforcement of collateral. Section 9-607 explains in greater detail 

han former 9-502 the rights of a secured party who seeks to collect or enforce collateral, 
including accounts, chattel paper, and payment intangibles. It also sets forth the enforce- 
ment rights of a depositary bank holding a security interest in a deposit account maintained 

ith the depositary bank. Section 9-607 relates solely to the rights of a secured party vis-a- 
is a debtor with respect to collections and enforcement. It does not affect the rights or 
duties of third parties, such as account debtors on collateral, which are addressed elsewhere 
(e.g., Section 9-406). Section 9-608 clarifies the manner in which proceeds of collection or 
enforcement are to be applied. 

Disposition of collateral: Warranties of title. Section 9-610 imposes on a secured party 

ho disposes of collateral the warranties of title, quiet possession, and the like that are 
otherwise applicable under other law. It also provides rules for the exclusion or modifica- 

ion of those warranties. 

Disposition of collateral: Notification, application of proceeds, surplus and deficiency, 
other effects. Section 9-611 requires a secured party to give notification of a disposition o 
collateral to other secured parties and lienholders who have filed financing statements 
against the debtor covering the collateral. (That duty was eliminated by the 1972 revisions 

o Article 9.) However, that section relieves the secured party from that duty when the 
secured party undertakes a search of the records and a report of the results is unreason- 
ably delayed. Section 9-613, which applies only to non-consumer transactions, specifies the 
contents of a sufficient notification of disposition and provides that a notification sent 10 
days or more before the earliest time for disposition is sent within a reasonable time. 
Section 9-615 addresses the application of proceeds of disposition, the entitlement of a 
debtor to any surplus, and the liability of an obligor for any deficiency. Section 9-619 clari- 

es the effects of a disposition by a secured party, including the rights of transferees of the 
collateral. 
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Rights and duties of secondary obligor. Section 9-618 provides that a secondary obligor 
obtains the rights and assumes the duties of a secured party if the secondary obligor 
eceives an assignment of a secured obligation, agrees to assume the secured party’s rights 
and duties upon a transfer to it of collateral, or becomes subrogated to the rights of the 
secured party with respect to the collateral. The assumption, transfer, or subrogation is not 
a disposition of collateral under Section 9-610, but it does relieve the former secured party 
of further duties. Former Section 9-504(5) did not address whether a secured party was 
elieved of its duties in this situation. 

Transfer of record or legal title. Section 9-619 contains a new provision making clear that 
a transfer of record or legal title to a secured party is not of itself a disposition under Part 
6. This rule applies regardless of the circumstances under which the transfer of title occurs. 

Strict foreclosure. Section 9-620, unlike former Section 9-505, permits a secured party to 
accept collateral in partial satisfaction, as well as full satisfaction, of the obligations 
secured. This right of strict foreclosure extends to intangible as well as tangible property. 
Section 9-622 clarifies the effects of an acceptance of collateral on the rights of junior 
claimants. It rejects the approach taken by some courts-deeming a secured party to have 
constructively retained collateral in satisfaction of the secured obligations-in the case of a 
secured party’s unreasonable delay in the disposition of collateral. Instead, unreasonable 
delay is relevant when determining whether a disposition under Section 9-610 is com- 
mercially reasonable. 

Effect of noncompliance: “Rebuttable presumption” test. Section 9-626 adopts the “rebutta- 
ble presumption” test for the failure of a secured party to proceed in accordance with 
certain provisions of Part 6. (As discussed in Comment 4.j., the test does not necessarily ap- 
ply to consumer transactions.) Under this approach, the deficiency claim of a noncomplying 
secured party is calculated by crediting the obligor with the greater of the actual net 
proceeds of a disposition and the amount of net proceeds that would have been realized i 
he disposition had been conducted in accordance with Part 6 (e.g., in a commercially rea- 
sonable manner). For non-consumer transactions, Section 9-626 rejects the “absolute bar” 
est that some courts have imposed; that approach bars a noncomplying secured party from 
ecovering any deficiency, regardless of the loss (if any) the debtor suffered as a conse- 
quence of the noncompliance. 

“Low-price” dispositions: Calculation of deficiency and surplus. Section 9-615(f) addresses 
he problem of procedurally regular dispositions that fetch a low price. Subsection (f) 
provides a special method for calculating a deficiency if the proceeds of a disposition of col- 
ateral to a secured party, a person related to the secured party, or a secondary obligor are 
“significantly below the range of proceeds that a complying disposition to a person other 
han the secured party, a person related to the secured party, or a secondary obligor would 
have brought.” (“Person related to” is defined in Section 9-102.) In these situations there is 
eason to suspect that there may be inadequate incentives to obtain a better price. 
Consequently, instead of calculating a deficiency (or surplus) based on the actual net 
proceeds, the deficiency (or surplus) would be calculated based on the proceeds that would 
have been received in a disposition to a person other than the secured party, a person re- 
ated to the secured party, or a secondary obligor. 

j. Consumer Goods, Consumer-Goods Transactions, and Consumer Transactions. 

his Article (including the accompanying conforming revisions (see Appendix I)) includes 
several special rules for “consumer goods,” “consumer transactions,” and “consumer-goods 
ransactions.” Each term is defined in Section 9-102. 

(i) Revised Sections 2-502 and 2-716 provide a buyer of consumer goods with enhanced 
ights to possession of the goods, thereby accelerating the opportunity to achieve “buyer in 
ordinary course of business” status under Section 1-201. 

(ii) Section 9-103(e) (allocation of payments for determining extent of purchase-money 
status), (f) (purchase-money status not affected by cross-collateralization, refinancing, re- 
structuring, or the like), and (g) (secured party has burden of establishing extent o 
purchase-money status) do not apply to consumer-goods transactions. Sections 9-103 also 
provides that the limitation of those provisions to transactions other than consumer-goods 
ransactions leaves to the courts the proper rules for consumer-goods transactions and 
prohibits the courts from drawing inferences from that limitation. 

(iii) Section 9-108 provides that in a consumer transaction a description of consumer 
goods, a security entitlement, securities account, or commodity account “only by [UCC- 
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defined] type of collateral” is not a sufficient collateral description in a security agreement. 

(iv) Sections 9-403 and 9-404 make effective the Federal Trade Commission’s anti-holder- 
in-due-course rule (when applicable), 16 C.F.R. Part 433, even in the absence of the required 

egend. 

(v) The 10-day safe-harbor for notification of a disposition provided by Section 9-612 does 
not apply in a consumer transaction. 

(vi) Section 9-613 (contents and form of notice of disposition) does not apply to a 
consumer-goods transaction. 

(vii) Section 9-614 contains special requirements for the contents of a notification of dis- 
position and a safe-harbor, “plain English” form of notification, for consumer-goods 
ransactions. 

(viii) Section 9-616 requires a secured party in a consumer-goods transaction to provide a 
debtor with a notification of how it calculated a deficiency at the time it first undertakes to 
collect a deficiency. 

(ix) Section 9-620 prohibits partial strict foreclosure with respect to consumer goods col- 
ateral and, unless the debtor agrees to waive the requirement in an authenticated record 
after default, in certain cases requires the secured party to dispose of consumer goods col- 
ateral which has been repossessed. 

(x) Section 9-626 (“rebuttable presumption" rule) does not apply to a consumer 
ransaction. Section 9-626 also provides that its limitation to transactions other than 
consumer transactions leaves to the courts the proper rules for consumer transactions and 
prohibits the courts from drawing inferences from that limitation. 

k. Good Faith. Section 9-102 contains a new definition of *good faith" that includes not 
only “honesty in fact" but also “the observance of reasonable commercial standards of fair 
dealing." The definition is similar to the ones adopted in connection with other, recently 
completed revisions of the UCC. 

l. Transition Provisions. Part 7 (Sections 9-701 through 9-709) contains transition 
provisions. Transition from former Article 9 to this Article will be particularly challenging 
in view of its expanded scope, its modification of choice-of-law rules for perfection and prior- 
ity, and its expansion of the methods of perfection. 

m. Conforming and Related Amendments to Other UCC Articles. Appendix I 
contains several proposed revisions to the provisions and Comments of other UCC articles. 
For the most part the revisions are explained in the Comments to the proposed revisions. 
Cross-references in other UCC articles to sections of Article 9 also have been revised. 

Article 1. Revised Section 1-201 contains revisions to the definitions of *buyer in ordinary 
course of business,” “purchaser,” and “security interest." 

Articles 2 and 2A. Sections 2-210, 2-326, 2-502, 2-716, 24-303, and 24-307 have been 
evised to address the intersection between Articles 2 and 2A and Article 9. 

Article 5. New Section 5-118 is patterned on Section 4-210. It provides for a security 
interest in documents presented under a letter of credit in favor of the issuer and a 
nominated person on the letter of credit. 

Article 8. Revisions to Section 8-106, which deals with “control” of securities and security 
entitlements, conform it to Section 8-302, which deals with *delivery." Revisions to Section 
8-110, which deals with a “securities intermediary's jurisdiction,” conform it to the revised 
reatment of a “commodity intermediary's jurisdiction" in Section 9-305. Sections 8-301 and 
8-302 have been revised for clarification. Section 8-510 has been revised to conform it to the 
evised priority rules of Section 9-328. Several Comments in Article 8 also have been 
evised. 


$ 9-102. Definitions and Index of Definitions. 
(a) [Article 9 definitions.] In this article: 
(1) “Accession” means goods that are physically united with other 
goods in such a manner that the identity of the original goods is not lost. 
(2) “Account”, except as used in “account for", means a right to pay- 
ment of a monetary obligation, whether or not earned by performance, 
(i) for property that has been or is to be sold, leased, licensed, assigned, 
or otherwise disposed of, (ii) for services rendered or to be rendered, (iii) 
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for a policy of insurance issued or to be issued, (iv) for a secondary 
obligation incurred or to be incurred, (v) for energy provided or to be 
provided, (vi) for the use or hire of a vessel under a charter or other 
contract, (vii) arising out of the use of a credit or charge card or informa- 
tion contained on or for use with the card, or (viii) as winnings in a lot- 
tery or other game of chance operated or sponsored by a State, 
governmental unit of a State, or person licensed or authorized to operate 
the game by a State or governmental unit of a State. The term includes 
health-care-insurance receivables. The term does not include (1) rights to 
payment evidenced by chattel paper or an instrument, (ii) commercial 
tort claims, (iii) deposit accounts, (iv) investment property, (v) letter-of- 
credit rights or letters of credit, or (vi) rights to payment for money or 
funds advanced or sold, other than rights arising out of the use of a 
credit or charge card or information contained on or for use with the 
card. 

(3) *Account debtor" means a person obligated on an account, chattel 
paper, or general intangible. The term does not include persons obli- 
gated to pay a negotiable instrument, even if the instrument constitutes 
part of chattel paper. 

(4) “Accounting”, except as used in “accounting for", means a record: 

(A) authenticated by a secured party; 

(B) indicating the aggregate unpaid secured obligations as of a date 
not more than 35 days earlier or 35 days later than the date of the 
record; and 

(C) identifying the components of the obligations in reasonable 
detail. 

(5) *Agricultural lien" means an interest in farm products: 

(A) which secures payment or performance of an obligation for: 

(i) goods or services furnished in connection with a debtor’s farm- 
ing operation; or 

(ii) rent on real property leased by a debtor in connection with its 
farming operation; 

(B) which is created by statute in favor of a person that: 

(i) in the ordinary course of its business furnished goods or ser- 
vices to a debtor in connection with a debtor’s farming operation; or 

(ii) leased real property to a debtor in connection with the debtor’s 
farming operation; and 

(C) whose effectiveness does not depend on the person’s possession 
of the personal property. 

(6) “As-extracted collateral” means: 

(A) oil, gas, or other minerals that are subject to a security interest 
that: 

(i) is created by a debtor having an interest in the minerals before 
extraction; and 
(ii) attaches to the minerals as extracted; or 

(B) accounts arising out of the sale at the wellhead or minehead o 
oil, gas, or other minerals in which the debtor had an interest before 
extraction. 
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(7) “Authenticate” means: 

(A) to sign; or 

(B) to execute or otherwise adopt a symbol, or encrypt or similarly 
process a record in whole or in part, with the present intent of the 

authenticating person to identify the person and adopt or accept a 

record. 

(8) “Bank” means an organization that is engaged in the business o 
banking. The term includes savings banks, savings and loan associa- 
tions, credit unions, and trust companies. 

(9) “Cash proceeds” means proceeds that are money, checks, deposit 
accounts, or the like. 

(10) “Certificate of title" means a certificate of title with respect to 
which a statute provides for the security interest in question to be 
indicated on the certificate as a condition or result of the security 
interest’s obtaining priority over the rights of a lien creditor with respect 
to the collateral. 

(11) “Chattel paper” means a record or records that evidence both a 
monetary obligation and a security interest in specific goods, a security 
interest in specific goods and software used in the goods, a security 
interest in specific goods and license of software used in the goods, a 
lease of specific goods, or a lease of specific goods and license of software 
used in the goods. In this paragraph, “monetary obligation” means a 
monetary obligation secured by the goods or owed under a lease of the 
goods and includes a monetary obligation with respect to software used 
in the goods. The term does not include (i) charters or other contracts 
involving the use or hire of a vessel or (ii) records that evidence a right 
to payment arising out of the use of a credit or charge card or informa- 
tion contained on or for use with the card. If a transaction is evidenced 
by records that include an instrument or series of instruments, the 
group of records taken together constitutes chattel paper. 

(12) “Collateral” means the property subject to a security interest or 
agricultural lien. The term includes: 

(A) proceeds to which a security interest attaches; 

(B) accounts, chattel paper, payment intangibles, and promissory 
notes that have been sold; and 

(C) goods that are the subject of a consignment. 

(13) “Commercial tort claim” means a claim arising in tort with re- 

spect to which: 
(A) the claimant is an organization; or 
(B) the claimant is an individual and the claim: 
(i) arose in the course of the claimant’s business or profession; and 
(ii) does not include damages arising out of personal injury to or 
the death of an individual. 

(14) “Commodity account” means an account maintained by a com- 
modity intermediary in which a commodity contract is carried for a com- 
modity customer. 

(15) “Commodity contract” means a commodity futures contract, an 
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option on a commodity futures contract, a commodity option, or another 
contract if the contract or option is: 

(A) traded on or subject to the rules of a board of trade that has 
been designated as a contract market for such a contract pursuant to 
federal commodities laws; or 

(B) traded on a foreign commodity board of trade, exchange, or mar- 
ket, and is carried on the books of a commodity intermediary for a 
commodity customer. 

(16) “Commodity customer" means a person for which a commodity 
intermediary carries a commodity contract on its books. 
(17) *Commodity intermediary" means a person that: 

(A) is registered as a futures commission merchant under federal 
commodities law; or 

(B) in the ordinary course of its business provides clearance or settle- 
ment services for a board of trade that has been designated as a 
contract market pursuant to federal commodities law. 

(18) “Communicate” means: 

(A) to send a written or other tangible record; 

(B) to transmit a record by any means agreed upon by the persons 
sending and receiving the record; or 

(C) in the case of transmission of a record to or by a filing office, to 
transmit a record by any means prescribed by filing-office rule. 

(19) *Consignee" means a merchant to which goods are delivered in a 
consignment. 

(20) *Consignment" means a transaction, regardless of its form, in 
which a person delivers goods to a merchant for the purpose of sale and: 

(A) the merchant: 

(1) deals in goods of that kind under a name other than the name 
of the person making delivery; 

(ii) is not an auctioneer; and 

(ii) is not generally known by its creditors to be substantially 
engaged in selling the goods of others; 

(B) with respect to each delivery, the aggregate value of the goods is 
$1,000 or more at the time of delivery; 

(C) the goods are not consumer goods immediately before delivery; 
and 

(D) the transaction does not create a security interest that secures 
an obligation. 

(21) “Consignor” means a person that delivers goods to a consignee in 
a consignment. 

(22) "Consumer debtor" means a debtor in a consumer transaction. 

(23) *Consumer goods" means goods that are used or bought for use 
primarily for personal, family, or household purposes. 

(24) *Consumer-goods transaction" means a consumer transaction in 
which: 

(A) an individual incurs an obligation primarily for personal, family, 
or household purposes; and 
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(B) a security interest in consumer goods secures the obligation. 

(25) “Consumer obligor” means an obligor who is an individual and 
who incurred the obligation as part of a transaction entered into primar- 
ily for personal, family, or household purposes. 

(26) “Consumer transaction” means a transaction in which (i) an indi- 
vidual incurs an obligation primarily for personal, family, or household 
purposes, (ii) a security interest secures the obligation, and (iii) the col- 
lateral is held or acquired primarily for personal, family, or household 
purposes. The term includes consumer-goods transactions. 

(27) “Continuation statement” means an amendment of a financing 
statement which: 

(A) identifies, by its file number, the initial financing statement to 
which it relates; and 

(B) indicates that it is a continuation statement for, or that it is filed 
to continue the effectiveness of, the identified financing statement. 

(28) “Debtor” means: 

(A) a person having an interest, other than a security interest or 
other lien, in the collateral, whether or not the person is an obligor; 

(B) a seller of accounts, chattel paper, payment intangibles, or prom- 
issory notes; or 

(C) a consignee. 

(29) “Deposit account” means a demand, time, savings, passbook, or 
similar account maintained with a bank. The term does not include 
investment property or accounts evidenced by an instrument. 

(30) “Document” means a document of title or a receipt of the type 
described in Section 7-201(b). 

(31) “Electronic chattel paper” means chattel paper evidenced by a rec- 
ord or records consisting of information stored in an electronic medium. 

(32) “Encumbrance” means a right, other than an ownership interest, 
in real property. The term includes mortgages and other liens on real 
property. 

(33) “Equipment” means goods other than inventory, farm products, or 
consumer goods. 

(34) “Farm products” means goods, other than standing timber, with 
respect to which the debtor is engaged in a farming operation and which 
are: 

(A) crops grown, growing, or to be grown, including: 
(i) crops produced on trees, vines, and bushes; and 
(ii) aquatic goods produced in aquacultural operations; 
(B) livestock, born or unborn, including aquatic goods produced in 
aquacultural operations; 
(C) supplies used or produced in a farming operation; or 
(D) products of crops or livestock in their unmanufactured states. 

(35) “Farming operation” means raising, cultivating, propagating, fat- 
tening, grazing, or any other farming, livestock, or aquacultural 
operation. 
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(36) *File number" means the number assigned to an initial financing 
statement pursuant to Section 9-519(a). 

(37) “Filing office" means an office designated in Section 9-501 as the 
place to file a financing statement. 

(88) *Filing-office rule" means a rule adopted pursuant to Section 
9-526. 

(39) *Financing statement" means a record or records composed of an 
initial financing statement and any filed record relating to the initial 
financing statement. 

(40) *Fixture filing" means the filing of a financing statement covering 
goods that are or are to become fixtures and satisfying Section 9-502(a) 
and (b). The term includes the filing of a financing statement covering 
goods of a transmitting utility which are or are to become fixtures. 

(41) *Fixtures" means goods that have become so related to particular 
real property that an interest in them arises under real property law. 

(42) *General intangible" means any personal property, including 
things in action, other than accounts, chattel paper, commercial tort 
claims, deposit accounts, documents, goods, instruments, investment 
property, letter-of-credit rights, letters of credit, money, and oil, gas, or 
other minerals before extraction. The term includes payment intangibles 
and software. 

(43) [reserved] 

(44) *Goods" means all things that are movable when a security inter- 
est attaches. The term includes (i) fixtures, (ii) standing timber that is to 
be cut and removed under a conveyance or contract for sale, (iii) the 
unborn young of animals, (iv) crops grown, growing, or to be grown, even 
if the crops are produced on trees, vines, or bushes, and (v) manufactured 
homes. The term also includes a computer program embedded in goods 
and any supporting information provided in connection with a transac- 
tion relating to the program if (i) the program is associated with the 
goods in such a manner that it customarily is considered part of the 
goods, or (ii) by becoming the owner of the goods, a person acquires a 
right to use the program in connection with the goods. The term does 
not include a computer program embedded in goods that consist solely o 
the medium in which the program is embedded. The term also does not 
include accounts, chattel paper, commercial tort claims, deposit accounts, 
documents, general intangibles, instruments, investment property, 
letter-of-credit rights, letters of credit, money, or oil, gas, or other miner- 
als before extraction. 

(45) “Governmental unit” means a subdivision, agency, department, 
county, parish, municipality, or other unit of the government of the 
United States, a State, or a foreign country. The term includes an orga- 
nization having a separate corporate existence if the organization is 
eligible to issue debt on which interest is exempt from income taxation 
under the laws of the United States. 

(46) *Health-care-insurance receivable" means an interest in or claim 
under a policy of insurance which is a right to payment of a monetary 
obligation for health-care goods or services provided or to be provided. 

(47) “Instrument” means a negotiable instrument or any other writing 
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that evidences a right to the payment of a monetary obligation, is not 
itself a security agreement or lease, and is of a type that in ordinary 
course of business is transferred by delivery with any necessary indorse- 
ment or assignment. The term does not include (i) investment property, 
(ii) letters of credit, or (iii) writings that evidence a right to payment 
arising out of the use of a credit or charge card or information contained 
on or for use with the card. 

(48) “Inventory” means goods, other than farm products, which: 

(A) are leased by a person as lessor; 

(B) are held by a person for sale or lease or to be furnished under a 
contract of service; 

(C) are furnished by a person under a contract of service; or 

(D) consist of raw materials, work in process, or materials used or 
consumed in a business. 

(49) “Investment property" means a security, whether certificated or 
uncertificated, security entitlement, securities account, commodity 
contract, or commodity account. 

(50) *Jurisdiction of organization", with respect to a registered organi- 
zation, means the jurisdiction under whose law the organization is 
organized. 

(51) *Letter-of-credit right" means a right to payment or performance 
under a letter of credit, whether or not the beneficiary has demanded or 
is at the time entitled to demand payment or performance. The term 
does not include the right of a beneficiary to demand payment or perfor- 
mance under a letter of credit. 

(52) *Lien creditor" means: 

(A) a creditor that has acquired a lien on the property involved by 
attachment, levy, or the like; 

(B) an assignee for benefit of creditors from the time of assignment; 

(C) a trustee in bankruptcy from the date of the filing of the peti- 
tion; or 

(D) a receiver in equity from the time of appointment. 

(53) “Manufactured home" means a structure, transportable in one or 
more sections, which, in the traveling mode, is eight body feet or more in 
width or 40 body feet or more in length, or, when erected on site, is 320 
or more square feet, and which is built on a permanent chassis and 
designed to be used as a dwelling with or without a permanent founda- 
tion when connected to the required utilities, and includes the plumbing, 
heating, air-conditioning, and electrical systems contained therein. The 
term includes any structure that meets all of the requirements of this 
paragraph except the size requirements and with respect to which the 
manufacturer voluntarily files a certification required by the United 
States Secretary of Housing and Urban Development and complies with 
the standards established under Title 42 of the United States Code. 

(54) “Manufactured-home transaction" means a secured transaction: 

(A) that creates a purchase-money security interest in a manufac- 
tured home, other than a manufactured home held as inventory; or 

(B) in which a manufactured home, other than a manufactured home 
held as inventory, is the primary collateral. 
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(55) “Mortgage” means a consensual interest in real property, includ- 
ing fixtures, which secures payment or performance of an obligation. 

(56) *New debtor" means a person that becomes bound as debtor under 
Section 9-203(d) by a security agreement previously entered into by an- 
other person. 

(57) *New value" means (i) money, (ii) money's worth in property, ser- 
vices, or new credit, or (iii) release by a transferee of an interest in prop- 
erty previously transferred to the transferee. The term does not include 
an obligation substituted for another obligation. 

(58) *Noncash proceeds" means proceeds other than cash proceeds. 

(59) *Obligor" means a person that, with respect to an obligation 
secured by a security interest in or an agricultural lien on the collateral, 
(1) owes payment or other performance of the obligation, (ii) has provided 
property other than the collateral to secure payment or other perfor- 
mance of the obligation, or (iii) is otherwise accountable in whole or in 
part for payment or other performance of the obligation. The term does 
not include issuers or nominated persons under a letter of credit. 

(60) *Original debtor", except as used in Section 9-310(c), means a 
person that, as debtor, entered into a security agreement to which a new 
debtor has become bound under Section 9-203(d). 

(61) “Payment intangible" means a general intangible under which the 
account debtor's principal obligation is a monetary obligation. 

(62) *Person related to", with respect to an individual, means: 

(A) the spouse of the individual; 

(B) a brother, brother-in-law, sister, or sister-in-law of the individ- 
ual; 

(C) an ancestor or lineal descendant of the individual or the 
individual's spouse; or 

(D) any other relative, by blood or marriage, of the individual or the 
individual's spouse who shares the same home with the individual. 

(63) *Person related to", with respect to an organization, means: 

(A) a person directly or indirectly controlling, controlled by, or under 
common control with the organization; 

(B) an officer or director of, or a person performing similar functions 
with respect to, the organization; 

(C) an officer or director of, or a person performing similar functions 

with respect to, a person described in subparagraph (A); 

(D) the spouse of an individual described in subparagraph (A), (B), 
or (C); or 

(E) an individual who is related by blood or marriage to an individ- 
ual described in subparagraph (A), (B), (C), or (D) and shares the 
same home with the individual. 

(64) *Proceeds", except as used in Section 9-609(b), means the follow- 
ing property: 

(A) whatever is acquired upon the sale, lease, license, exchange, or 
other disposition of collateral; 
(B) whatever is collected on, or distributed on account of, collateral; 
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(C) rights arising out of collateral; 

(D) to the extent of the value of collateral, claims arising out of the 
loss, nonconformity, or interference with the use of, defects or in- 
fringement of rights in, or damage to, the collateral; or 

(E) to the extent of the value of collateral and to the extent payable 
to the debtor or the secured party, insurance payable by reason of the 
loss or nonconformity of, defects or infringement of rights in, or dam- 
age to, the collateral. 

(65) “Promissory note” means an instrument that evidences a promise 
to pay a monetary obligation, does not evidence an order to pay, and 
does not contain an acknowledgment by a bank that the bank has 
received for deposit a sum of money or funds. 

(66) “Proposal” means a record authenticated by a secured party which 
includes the terms on which the secured party is willing to accept collat- 
eral in full or partial satisfaction of the obligation it secures pursuant to 
Sections 9-620, 9-621, and 9-622. 

(67) “Public-finance transaction” means a secured transaction in con- 
nection with which: 

(A) debt securities are issued; 

(B) all or a portion of the securities issued have an initial stated ma- 
turity of at least 20 years; and 

(C) the debtor, obligor, secured party, account debtor or other person 
obligated on collateral, assignor or assignee of a secured obligation, or 
assignor or assignee of a security interest is a State or a governmental 
unit of a State. 

(68) “Pursuant to commitment”, with respect to an advance made or 
other value given by a secured party, means pursuant to the secured 
party’s obligation, whether or not a subsequent event of default or other 
event not within the secured party’s control has relieved or may relieve 
the secured party from its obligation. 

(69) “Record”, except as used in “for record”, “of record”, “record or 
legal title”, and “record owner”, means information that is inscribed on a 
tangible medium or which is stored in an electronic or other medium 
and is retrievable in perceivable form. 

(70) “Registered organization” means an organization organized solely 
under the law of a single State or the United States and as to which the 
State or the United States must maintain a public record showing the 
organization to have been organized. 

(71) “Secondary obligor” means an obligor to the extent that: 

(A) the obligor’s obligation is secondary; or 

(B) the obligor has a right of recourse with respect to an obligation 
secured by collateral against the debtor, another obligor, or property 
of either. 

(72) “Secured party” means: 

(A) a person in whose favor a security interest is created or provided 
for under a security agreement, whether or not any obligation to be 
secured is outstanding; 

(B) a person that holds an agricultural lien; 
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(C) a consignor; 

(D) a person to which accounts, chattel paper, payment intangibles, 
or promissory notes have been sold; 

(E) a trustee, indenture trustee, agent, collateral agent, or other 
representative in whose favor a security interest or agricultural lien is 
created or provided for; or 

(F) a person that holds a security interest arising under Section 
2-401, 2-505, 2-711(3), 2A-508(5), 4-210, or 5-118. 

(73) *Security agreement" means an agreement that creates or 
provides for a security interest. 

(74) “Send”, in connection with a record or notification, means: 

(A) to deposit in the mail, deliver for transmission, or transmit by 
any other usual means of communication, with postage or cost of trans- 
mission provided for, addressed to any address reasonable under the 
circumstances; or 

(B) to cause the record or notification to be received within the time 
that it would have been received if properly sent under subparagraph 
(A). 

(75) *Software" means a computer program and any supporting infor- 
mation provided in connection with a transaction relating to the 
program. The term does not include a computer program that is included 
in the definition of goods. 

(76) *State" means a State of the United States, the District of Colum- 
bia, Puerto Rico, the United States Virgin Islands, or any territory or 
insular possession subject to the jurisdiction of the United States. 

(77) “Supporting obligation" means a letter-of-credit right or secondary 
obligation that supports the payment or performance of an account, 
chattel paper, a document, a general intangible, an instrument, or invest- 
ment property. 

(78) “Tangible chattel paper" means chattel paper evidenced by a rec- 
ord or records consisting of information that is inscribed on a tangible 
medium. 

(79) “Termination statement” means an amendment of a financing 
statement which: 

(A) identifies, by its file number, the initial financing statement to 
which it relates; and 

(B) indicates either that it is a termination statement or that the 
identified financing statement is no longer effective. 

(80) “Transmitting utility” means a person primarily engaged in the 
business of: 

(A) operating a railroad, subway, street railway, or trolley bus; 

(B) transmitting communications electrically, electromagnetically, 
or by light; 

(C) transmitting goods by pipeline or sewer; or 

(D) transmitting or producing and transmitting electricity, steam, 
gas, or water. 

(b) [Definitions in other articles.] “Control” as provided in Section 7-106 
and the following definitions in other articles apply to this article: 
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“Applicant”. 
“Beneficiary”. 
“Broker”. 

“Certificated security”. 
“Check”. 

“Clearing corporation”. 
“Contract for sale”. 
“Customer”. 
“Entitlement holder”. 
“Financial asset”. 
“Holder in due course”. 


“Issuer” (with respect to a letter of credit 


or letter-of-credit right). 

“Issuer” (with respect to a security). 
“Issuer” (with respect to documents of 
title). 

“Lease”. 

“Lease agreement”. 

“Lease contract”. 

“Leasehold interest”. 

“Lessee”. 


“Lessee in ordinary course of business”. 


“Lessor”. 

“Lessor’s residual interest”. 
“Letter of credit”. 
“Merchant”. 

“Negotiable instrument”. 
“Nominated person”. 
“Note”. 

“Proceeds of a letter of credit”. 
“Prove”. 

“Sale”. 

“Securities account”. 
“Securities intermediary”. 
“Security”. 

“Security certificate”. 
“Security entitlement”. 
“Uncertificated security”. 


Section 5-102. 
Section 5-102. 
Section 8-102. 
Section 8-102. 
Section 3-104. 
Section 8-102. 
Section 2-106. 
Section 4-104. 
Section 8-102. 
Section 8-102. 
Section 3-302. 
Section 5-102. 


Section 8-201. 
Section 7-102. 


Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 2A-103. 
Section 5-102. 
Section 2-104. 
Section 3-104. 
Section 5-102. 
Section 3-104. 
Section 5-114. 
Section 3-103. 
Section 2-106. 
Section 8-501. 
Section 8-102. 
Section 8-102. 
Section 8-102. 
Section 8-102. 
Section 8-102. 


(c) [Article 1 definitions and principles.] Article 1 contains general 
definitions and principles of construction and interpretation applicable 
hroughout this article. 


As amended in 1999, 2000, 2001 and 2003. 
See Appendix P for material relating to changes made in text in 1999 and 


2000. 
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See Appendix I contained within revised Article 1 for material relating to 
changes made in text in 2001. 

See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. All terms that are defined in Article 9 and used in more than one section are 
consolidated in this section. Note that the definition of “security interest" is found in 
Section 1-201, not in this Article, and has been revised. See Appendix I. Many of the defini- 
ions in this section are new; many others derive from those in former Section 9-105. The 
ollowing Comments also indicate other sections of former Article 9 that defined (or 
explained) terms. 

2. Parties to Secured Transactions. 

a. *Debtor"; *Obligor"; *Secondary Obligor." Determining whether a person was a 
"debtor" under former Section 9-105(1)(d) required a close examination of the context in 

hich the term was used. To reduce the need for this examination, this Article redefines 
“debtor” and adds new defined terms, “secondary obligor” and “obligor.” In the context o 
Part 6 (default and enforcement), these definitions distinguish among three classes o 
persons: (i) those persons who may have a stake in the proper enforcement of a security 
interest by virtue of their non-lien property interest (typically, an ownership interest) in 
he collateral, (ii) those persons who may have a stake in the proper enforcement of the se- 
curity interest because of their obligation to pay the secured debt, and (iii) those persons 

ho have an obligation to pay the secured debt but have no stake in the proper enforce- 
ment of the security interest. Persons in the first class are debtors. Persons in the second 
class are secondary obligors if any portion of the obligation is secondary or if the obligor 
has a right of recourse against the debtor or another obligor with respect to an obligation 
secured by collateral. One must consult the law of suretyship to determine whether an 
obligation is secondary. The Restatement (3d), Suretyship and Guaranty § 1 (1996), contains 
a useful explanation of the concept. Obligors in the third class are neither debtors nor sec- 
ondary obligors. With one exception (Section 9-616, as it relates to a consumer obligor), the 
ights and duties provided by Part 6 affect non-debtor obligors only if they are “secondary 
obligors." 

By including in the definition of “debtor” all persons with a property interest (other than 
a security interest in or other lien on collateral), the definition includes transferees of col- 
ateral, whether or not the secured party knows of the transfer or the transferee's identity. 
Exculpatory provisions in Part 6 protect the secured party in that circumstance. See 
Sections 9-605 and 9-628. The definition renders unnecessary former Section 9-112, which 
governed situations in which collateral was not owned by the debtor. The definition also 
includes a “consignee,” as defined in this section, as well as a seller of accounts, chattel 
paper, payment intangibles, or promissory notes. 

Secured parties and other lienholders are excluded from the definition of “debtor” because 
he interests of those parties normally derive from and encumber a debtor's interest. 
However, if in a separate secured transaction a secured party grants, as debtor, a security 
interest in its own interest (i.e., its security interest and any obligation that it secures), the 
secured party is a debtor in that transaction. This typically occurs when a secured party 

ith a security interest in specific goods assigns chattel paper. 

Consider the following examples: 

Example 1: Behnfeldt borrows money and grants a security interest in her Miata to secure the 

debt. Behnfeldt is a debtor and an obligor. 


Example 2: Behnfeldt borrows money and grants a security interest in her Miata to secure the 
debt. Bruno co-signs a negotiable note as maker. As before, Behnfeldt is the debtor and an obligor. 
As an accommodation party (see Section 3-419), Bruno is a secondary obligor. Bruno has this 
status even if the note states that her obligation is a primary obligation and that she waives all 
suretyship defenses. 

Example 3: Behnfeldt borrows money on an unsecured basis. Bruno co-signs the note and grants 
a security interest in her Honda to secure her obligation. Inasmuch as Behnfeldt does not have a 
property interest in the Honda, Behnfeldt is not a debtor. Having granted the security interest, 
Bruno is the debtor. Because Behnfeldt is a principal obligor, she is not a secondary obligor. What- 
ever the outcome of enforcement of the security interest against the Honda or Bruno's secondary 
obligation, Bruno will look to Behnfeldt for her losses. The enforcement will not affect Behnfeldt's 
aggregate obligations. 
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When the principal obligor (borrower) and the secondary obligor (surety) each has granted 
a security interest in different collateral, the status of each is determined by the collateral 
involved. 


Example 4: Behnfeldt borrows money and grants a security interest in her Miata to secure the 
debt. Bruno co-signs the note and grants a security interest in her Honda to secure her obligation. 
When the secured party enforces the security interest in Behnfeldt’s Miata, Behnfeldt is the 
debtor, and Bruno is a secondary obligor. When the secured party enforces the security interest in 
the Honda, Bruno is the “debtor.” As in Example 3, Behnfeldt is an obligor, but not a secondary 
obligor. 


controls, among other things, which person has the duties and potential liability that Part 

6 imposes upon a secured party. The definition of “secured party” also includes a “con- 

signor,” a person to which accounts, chattel paper, payment intangibles, or promissory 
otes have been sold, and the holder of an agricultural lien. 

The definition of “secured party” clarifies the status of various types of representatives. 
Consider, for example, a multi-bank facility under which Bank A, Bank B, and Bank C are 
enders and Bank A serves as the collateral agent. If the security interest is granted to the 
banks, then they are the secured parties. If the security interest is granted to Bank A as 
collateral agent, then Bank A is the secured party. 

c. Other Parties. A “consumer obligor” is defined as the obligor in a consumer 
ransaction. Definitions of “new debtor” and “original debtor” are used in the special rules 
ound in Sections 9-326 and 9-508. 

3. Definitions Relating to Creation of a Security Interest. 

a. “Collateral.” As under former Section 9-105, “collateral” is the property subject to a 
security interest and includes accounts and chattel paper that have been sold. It has been 
expanded in this Article. The term now explicitly includes proceeds subject to a security 
interest. It also reflects the broadened scope of the Article. It includes property subject to 
an agricultural lien as well as payment intangibles and promissory notes that have been 
sold. 

b. “Security Agreement.” The definition of “security agreement” is substantially the 
same as under former Section 9-105—an agreement that creates or provides for a security 
interest. However, the term frequently was used colloquially in former Article 9 to refer to 
he document or writing that contained a debtor’s security agreement. This Article 
eliminates that usage, reserving the term for the more precise meaning specified in the 
definition. 

Whether an agreement creates a security interest depends not on whether the parties 
intend that the law characterize the transaction as a security interest but rather on whether 
he transaction falls within the definition of “security interest” in Section 1-201. Thus, an 
agreement that the parties characterize as a “lease” of goods may be a “security agree- 
ment,” notwithstanding the parties’ stated intention that the law treat the transaction as a 
ease and not as a secured transaction. See Section 1-203. 

4. Goods-Related Definitions. 

a. “Goods”; “Consumer Goods”; “Equipment”; “Farm Products”; “Farming Opera- 

on”; “Inventory.” The definition of “goods” is substantially the same as the definition in. 
ormer Section 9-105. This Article also retains the four mutually-exclusive “types” of collat- 

eral that consist of goods: “consumer goods,” “equipment,” “farm products,” and “inventory.” 
he revisions are primarily for clarification. 

The classes of goods are mutually exclusive. For example, the same property cannot 
simultaneously be both equipment and inventory. In borderline cases—a physician’s car or 
a farmer’s truck that might be either consumer goods or equipment—the principal use to 

hich the property is put is determinative. Goods can fall into different classes at different 
imes. For example, a radio may be inventory in the hands of a dealer and consumer goods 
in the hands of a consumer. As under former Article 9, goods are “equipment” if they do not 
all into another category. 

The definition of “consumer goods” follows former Section 9-109. The classification turns 
on whether the debtor uses or bought the goods for use “primarily for personal, family, or 
household purposes.” 

Goods are inventory if they are leased by a lessor or held by a person for sale or lease. 
he revised definition of “inventory” makes clear that the term includes goods leased by the 
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debtor to others as well as goods held for lease. (The same result should have obtained 
under the former definition.) Goods to be furnished or furnished under a service contract, 
aw materials, and work in process also are inventory. Implicit in the definition is the crite- 
ion that the sales or leases are or will be in the ordinary course of business. For example, 
machinery used in manufacturing is equipment, not inventory, even though it is the policy 
of the debtor to sell machinery when it becomes obsolete or worn. Inventory also includes 
goods that are consumed in a business (e.g., fuel used in operations). In general, goods used 
in a business are equipment if they are fixed assets or have, as identifiable units, a 
elatively long period of use, but are inventory, even though not held for sale or lease, i 
hey are used up or consumed in a short period of time in producing a product or providing 
a service. 

Goods are “farm products" if the debtor is engaged in farming operations with respect to 
he goods. Animals in a herd of livestock are covered whether the debtor acquires them by 
purchase or as a result of natural increase. Products of crops or livestock remain farm 
products as long as they have not been subjected to a manufacturing process. The terms 
"crops" and “livestock” are not defined. The new definition of “farming operations" is for 
clarification only. 

Crops, livestock, and their products cease to be “farm products” when the debtor ceases 
0 be engaged in farming operations with respect to them. If, for example, they come into 
he possession of a marketing agency for sale or distribution or of a manufacturer or pro- 
cessor as raw materials, they become inventory. Products of crops or livestock, even though 
hey remain in the possession of a person engaged in farming operations, lose their status 
as farm products if they are subjected to a manufacturing process. What is and what is not 
a manufacturing operation is not specified in this Article. At one end of the spectrum, some 
processes are so closely connected with farming—such as pasteurizing milk or boiling sap 
o produce maple syrup or sugar—that they would not constitute manufacturing. On the 
other hand an extensive canning operation would be manufacturing. Once farm products 
have been subjected to a manufacturing operation, they normally become inventory. 

The revised definition of “farm products” clarifies the distinction between crops and 
standing timber and makes clear that aquatic goods produced in aquacultural operations 
may be either crops or livestock. Although aquatic goods that are vegetable in nature often 

ould be crops and those that are animal would be livestock, this Article leaves the courts 

ee to classify the goods on a case-by-case basis. See Section 9-324, Comment 11. 

The definitions of *goods" and *software" are also mutually exclusive. Computer programs 

sually constitute *software," and, as such, are not *goods" as this Article uses the terms. 
However, under the circumstances specified in the definition of “goods,” computer programs 
embedded in goods are part of the *goods" and are not *software." 

b. “Accession”; “Manufactured Home"; “Manufactured-Home Transaction." Other 
specialized definitions of goods include “accession” (see the special priority and enforcement 

ules in Section 9-335), and “manufactured home” (see Section 9-515, permitting a financ- 
ing statement in a “manufactured-home transaction” to be effective for 30 years). The defi- 
nition of “manufactured home” borrows from the federal Manufactured Housing Act, 42 

S.C. 88 5401 et seq., and is intended to have the same meaning. 

c. *As-Extracted Collateral." Under this Article, oil, gas, and other minerals that have 

ot been extracted from the ground are treated as real property, to which this Article does 
not apply. Upon extraction, minerals become personal property (goods) and eligible to be 
collateral under this Article. See the definition of “goods,” which excludes “oil, gas, and 
other minerals before extraction." To take account of financing practices reflecting the shift 
rom real to personal property, this Article contains special rules for perfecting security 
interests in minerals which attach upon extraction and in accounts resulting from the sale 
of minerals at the wellhead or minehead. See, e.g., Sections 9-301(4) (law governing perfec- 
ion and priority); 9-501 (place of filing), 9-502 (contents of financing statement), 9-519 
(indexing of records). The new term, “as-extracted collateral," refers to the minerals and re- 
ated accounts to which the special rules apply. The term “at the wellhead” encompasses 
arrangements based on a sale of the produce at the moment that it issues from the ground 
and is measured, without technical distinctions as to whether title passes at the “Christmas 
ree" of a well, the far side of a gathering tank, or at some other point. The term *at . . . 
he minehead" is comparable. 

The following examples explain the operation of these provisions. 
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Example 5: Debtor owns an interest in oil that is to be extracted. To secure Debtor’s obligations 
to Lender, Debtor enters into an authenticated agreement granting Lender an interest in the oil. 
Although Lender may acquire an interest in the oil under real-property law, Lender does not 
acquire a security interest under this Article until the oil becomes personal property, i.e., until is 
extracted and becomes “goods” to which this Article applies. Because Debtor had an interest in the 
oil before extraction and Lender’s security interest attached to the oil as extracted, the oil is “as- 
extracted collateral.” 

Example 6: Debtor owns an interest in oil that is to be extracted and contracts to sell the oil to 
Buyer at the wellhead. In an authenticated agreement, Debtor agrees to sell to Lender the right to 
payment from Buyer. This right to payment is an account that constitutes “as-extracted collateral.” 

If Lender then resells the account to Financer, Financer acquires a security interest. However, 
inasmuch as the debtor-seller in that transaction, Lender, had no interest in the oil before extrac- 
tion, Financer’s collateral (the account it owns) is not “as-extracted collateral.” 

Example 7: Under the facts of Example 6, before extraction, Buyer grants a security interest in 
the oil to Bank. Although Bank’s security interest attaches when the oil is extracted, Bank’s secu- 
rity interest is not in “as-extracted collateral,” inasmuch as its debtor, Buyer, did not have an 
interest in the oil before extraction. 

5. Receivables-related Definitions. 

a. “Account”; “Health-Care-Insurance Receivable”; “As-Extracted Collateral." 
he definition of “account” has been expanded and reformulated. It is no longer limited to 
ights to payment relating to goods or services. Many categories of rights to payment that 
ere classified as general intangibles under former Article 9 are accounts under this 

Article. Thus, if they are sold, a financing statement must be filed to perfect the buyer’s 
interest in them. Among the types of property that are expressly excluded from the defini- 
ion is “a right to payment for money or funds advanced or sold.” As defined in Section 
1-201, “money” is limited essentially to currency. As used in the exclusion from the defini- 
ion of “account,” however, “funds” is a broader concept (although the term is not defined). 
For example, when a bank-lender credits a borrower’s deposit account for the amount of a 
oan, the bank’s advance of funds is not a transaction giving rise to an account. 

The definition of “health-care-insurance receivable” is new. It is a subset of the definition. 
of “account.” However, the rules generally applicable to account debtors on accounts do not 
apply to insurers obligated on health-care-insurance receivables. See Sections 9-404(e), 
9-405(d), 9-406). 

Note that certain accounts also are “as-extracted collateral.” See Comment 4.c., Examples 
6 and 7. 

b. *Chattel Paper”; “Electronic Chattel Paper"; “Tangible Chattel Paper." “Chat- 
el paper" consists of a monetary obligation together with a security interest in or a lease o 
specific goods if the obligation and security interest or lease are evidenced by *a record or 
ecords." The definition has been expanded from that found in former Article 9 to include 
ecords that evidence a monetary obligation and a security interest in specific goods and 
software used in the goods, a security interest in specific goods and license of software used 
in the goods, or a lease of specific goods and license of software used in the goods. The 
expanded definition covers transactions in which the debtor's or lessee's monetary obligation 
includes amounts owed with respect to software used in the goods. The monetary obligation 
with respect to the software need not be owed under a license from the secured party or les- 
or, and the secured party or lessor need not be a party to the license transaction itself. 
Among the types of monetary obligations that are included in *chattel paper" are amounts 
that have been advanced by the secured party or lessor to enable the debtor or lessee to 
acquire or obtain financing for a license of the software used in the goods.* The definition 
also makes clear that rights to payment arising out of credit-card transactions are not chat- 

el paper. 

Charters of vessels are expressly excluded from the definition of chattel paper; they are 
accounts. The term “charter” as used in this section includes bareboat charters, time 
charters, successive voyage charters, contracts of affreightment, contracts of carriage, and 
all other arrangements for the use of vessels. Under former Section 9-105, only if the evi- 
dence of an obligation consisted of “a writing or writings" could an obligation qualify as 
chattel paper. In this Article, traditional, written chattel paper is included in the definition 
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of “tangible chattel paper." “Electronic chattel paper" is chattel paper that is stored in an 
electronic medium instead of in tangible form. The concept of an electronic medium should 
be construed liberally to include electrical, digital, magnetic, optical, electromagnetic, or 
any other current or similar emerging technologies. 

The definition of electronic chattel paper does not dictate that it be created in any partic- 
ular fashion. For example, a record consisting of a tangible writing may be converted to 
electronic form (e.g., by creating electronic images of a signed writing). Or, records may be 
initially created and executed in electronic form (e.g., a lessee might authenticate an 
electronic record of a lease that is then stored in electronic form). In either case the result- 
ing records are electronic chattel paper. 

c. “Instrument”; “Promissory Note." The definition of “instrument” includes a negotia- 
ble instrument. As under former Section 9-105, it also includes any other right to payment 
of a monetary obligation that is evidenced by a writing of a type that in ordinary course o 
business is transferred by delivery (and, if necessary, an indorsement or assignment). 
Except in the case of chattel paper, the fact that an instrument is secured by a security 
interest or encumbrance on property does not change the character of the instrument as 
such or convert the combination of the instrument and collateral into a separate classifica- 

ion of personal property. The definition makes clear that rights to payment arising out o 
credit-card transactions are not instruments. The definition of “promissory note" is new, 
ecessitated by the inclusion of sales of promissory notes within the scope of Article 9. It 
explicitly excludes obligations arising out of “orders” to pay (e.g., checks) as opposed to 
“promises” to pay. See Section 3-104. 

d. “General Intangible”; “Payment Intangible.” “General intangible" is the residual 
category of personal property, including things in action, that is not included in the other 
defined types of collateral. Examples are various categories of intellectual property and the 

ight to payment of a loan of funds that is not evidenced by chattel paper or an instrument. 
As used in the definition of “general intangible,” “things in action” includes rights that 
arise under a license of intellectual property, including the right to exploit the intellectual 
property without liability for infringement. The definition has been revised to exclude com- 
mercial tort claims, deposit accounts, and letter-of-credit rights. Each of the three is a sep- 
arate type of collateral. One important consequence of this exclusion is that tortfeasors 
(commercial tort claims), banks (deposit accounts), and persons obligated on letters o 
credit (letter-of-credit rights) are not “account debtors” having the rights and obligations 
set forth in Sections 9-404, 9-405, and 9-406. In particular, tortfeasors, banks, and persons 
obligated on letters of credit are not obligated to pay an assignee (secured party) upon 
eceipt of the notification described in Section 9-404(a). See Comment 5.h. Another 
important consequence relates to the adequacy of the description in the security agreement. 
See Section 9-108. 

“Payment intangible” is a subset of the definition of “general intangible.” The sale of a 
payment intangible is subject to this Article. See Section 9-109(a)(3). Virtually any 
intangible right could give rise to a right to payment of money once one hypothesizes, for 
example, that the account debtor is in breach of its obligation. The term “payment 
intangible,” however, embraces only those general intangibles “under which the account 
debtor’s principal obligation is a monetary obligation.” (Emphasis added.) 

In classifying intangible collateral, a court should begin by identifying the particular 

ights that have been assigned. The account debtor (promisor) under a particular contract 

may owe several types of monetary obligations as well as other, nonmonetary obligations. I 
he promisee’s right to payment of money is assigned separately, the right is an account or 
payment intangible, depending on how the account debtor’s obligation arose. When all the 
promisee’s rights are assigned together, an account, a payment intangible, and a general 
intangible all may be involved, depending on the nature of the rights. 

A right to the payment of money is frequently buttressed by ancillary covenants, such as 
covenants in a purchase agreement, note, or mortgage requiring insurance on the collateral 
or forbidding removal of the collateral, or covenants to preserve the creditworthiness of the 
promisor, such as covenants restricting dividends and the like. This Article does not treat 

hese ancillary rights separately from the rights to payment to which they relate. For 
example, attachment and perfection of an assignment of a right to payment of a monetary 
obligation, whether it be an account or payment intangible, also carries these ancillary 
ights. 

Every “payment intangible” is also a “general intangible.” Likewise, “software” is a “gen- 
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otherwise provided, statutory provisions applicable to general intangibles apply to payment 
intangibles and software. 

e. “Letter-of-Credit Right.” The term “letter-of-credit right” embraces the rights to 
payment and performance under a letter of credit (defined in Section 5-102). However, it 
does not include a beneficiary’s right to demand payment or performance. Transfer of those 

ights to a transferee beneficiary is governed by Article 5. See Sections 9-107, Comment 4, 
and 9-329, Comments 3 and 4. 

f. “Supporting Obligation.” This new term covers the most common types of credit 
enhancements—suretyship obligations (including guarantees) and letter-of-credit rights 
hat support one of the types of collateral specified in the definition. As explained in Com- 
ment 2.a., suretyship law determines whether an obligation is “secondary” for purposes o 
his definition. Section 9-109 generally excludes from this Article transfers of interests in 
insurance policies. However, the regulation of a secondary obligation as an insurance prod- 

ct does not necessarily mean that it is a “policy of insurance" for purposes of the exclusion 
in Section 9-109. Thus, this Article may cover a secondary obligation (as a supporting 
obligation), even if the obligation is issued by a regulated insurance company and the 
obligation is subject to regulation as an “insurance” product. 

This Article contains rules explicitly governing attachment, perfection, and priority of se- 
curity interests in supporting obligations. See Sections 9-203, 9-308, 9-310, and 9-322. 

hese provisions reflect the principle that a supporting obligation is an incident of the col- 
ateral it supports. 

Collections of or other distributions under a supporting obligation are “proceeds” of the 
supported collateral as well as *proceeds" of the supporting obligation itself. See Section 
9-102 (defining “proceeds”) and Comment 13.b. As such, the collections and distributions 
are subject to the priority rules applicable to proceeds generally. See Section 9-322. 
However, under the special rule governing security interests in a letter-of-credit right, a 
secured party's failure to obtain control (Section 9-107) of a letter-of-credit right supporting 
collateral may leave its security interest exposed to a priming interest of a party who does 

ake control. See Section 9-329 (security interest in a letter-of-credit right perfected by 
control has priority over a conflicting security interest). 

g. “Commercial Tort Claim.” This term is new. A tort claim may serve as original col- 
ateral under this Article only if it is a “commercial tort claim." See Section 9-109(d). Al- 
hough security interests in commercial tort claims are within its scope, this Article does 
ot override other applicable law restricting the assignability of a tort claim. See Section 

9-401. A security interest in a tort claim also may exist under this Article if the claim is 
proceeds of other collateral. 

h. “Account Debtor.” An “account debtor" is a person obligated on an account, chattel 
paper, or general intangible. The account debtor's obligation often is a monetary obligation; 
however, this is not always the case. For example, if a franchisee uses its rights under a 
ranchise agreement (a general intangible) as collateral, then the franchisor is an “account 
debtor." As a general matter, Article 3, and not Article 9, governs obligations on negotiable 
instruments. Accordingly, the definition of “account debtor" excludes obligors on negotiable 
instruments constituting part of chattel paper. The principal effect of this change from the 
definition in former Article 9 is that the rules in Sections 9-408, 9-404, 9-405, and 9-406, 
dealing with the rights of an assignee and duties of an account debtor, do not apply to an 
assignment of chattel paper in which the obligation to pay is evidenced by a negotiable 
instrument. (Section 9-406(d), however, does apply to promissory notes, including negotia- 
ble promissory notes.) Rather, the assignee's rights are governed by Article 3. Similarly, 

he duties of an obligor on a nonnegotiable instrument are governed by non-Article 9 law 
unless the nonnegotiable instrument is a part of chattel paper, in which case the obligor is 
an account debtor. 

i. Receivables Under Government Entitlement Programs. This Article does not 
contain a defined term that encompasses specifically rights to payment or performance 

nder the many and varied government entitlement programs. Depending on the nature o 
a right under a program, it could be an account, a payment intangible, a general intangible 
other than a payment intangible, or another type of collateral. The right also might be 
proceeds of collateral (e.g., crops). 

6. Investment-Property-Related Definitions: “Commodity Account”; “Commodity 
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Contract"; “Commodity Customer"; “Commodity Intermediary”; “Investment 
Property." These definitions are substantially the same as the corresponding definitions in 
ormer Section 9-115. “Investment property” includes securities, both certificated and 

ncertificated, securities accounts, security entitlements, commodity accounts, and com- 
modity contracts. The term investment property includes a "securities account" in order to 
acilitate transactions in which a debtor wishes to create a security interest in all of the 
investment positions held through a particular account rather than in particular positions 
carried in the account. Former Section 9-115 was added in conjunction with Revised Article 
8 and contained a variety of rules applicable to security interests in investment property. 

hese rules have been relocated to the appropriate sections of Article 9. See, e.g., Sections 
9-203 (attachment), 9-314 (perfection by control), 9-328 (priority). 

The terms “security,” “security entitlement," and related terms are defined in Section 
8-102, and the term “securities account" is defined in Section 8-501. The terms “commodity 
account," “commodity contract," “commodity customer,” and “commodity intermediary” are 
defined in this section. Commodity contracts are not “securities” or “financial assets” under 
Article 8. See Section 8-103(f). Thus, the relationship between commodity intermediaries 
and commodity customers is not governed by the indirect-holding-system rules of Part 5 o 
Article 8. For securities, Article 9 contains rules on security interests, and Article 8 contains 

ules on the rights of transferees, including secured parties, on such matters as the rights 

of a transferee if the transfer was itself wrongful and gives rise to an adverse claim. For 
commodity contracts, Article 9 establishes rules on security interests, but questions of the 
sort dealt with in Article 8 for securities are left to other law. 

The indirect-holding-system rules of Article 8 are sufficiently flexible to be applied to new 
developments in the securities and financial markets, where that is appropriate. Accord- 
ingly, the definition of “commodity contract” is narrowly drafted to ensure that it does not 
operate as an obstacle to the application of the Article 8 indirect-holding-system rules to 

ew products. The term “commodity contract” covers those contracts that are traded on or 
subject to the rules of a designated contract market and foreign commodity contracts that 
are carried on the books of American commodity intermediaries. The effect of this definition 
is that the category of commodity contracts that are excluded from Article 8 but governed 
by Article 9 is essentially the same as the category of contracts that fall within the exclusive 
egulatory jurisdiction of the federal Commodity Futures Trading Commission. 

Commodity contracts are different from securities or other financial assets. A person who 
enters into a commodity futures contract is not buying an asset having a certain value and 
holding it in anticipation of increase in value. Rather the person is entering into a contract 
o buy or sell a commodity at set price for delivery at a future time. That contract may 
become advantageous or disadvantageous as the price of the commodity fluctuates during 
he term of the contract. The rules of the commodity exchanges require that the contracts 
be marked to market on a daily basis; that is, the customer pays or receives any increment 
attributable to that day's price change. Because commodity customers may incur obliga- 
ions on their contracts, they are required to provide collateral at the outset, known as 
“original margin," and may be required to provide additional amounts, known as “variation 
margin," during the term of the contract. 

The most likely setting in which a person would want to take a security interest in a 
commodity contract is where a lender who is advancing funds to finance an inventory of a 
physical commodity requires the borrower to enter into a commodity contract as a hedge 
against the risk of decline in the value of the commodity. The lender will want to take a se- 
curity interest in both the commodity itself and the hedging commodity contract. Typically, 
such arrangements are structured as security interests in the entire commodity account in 

hich the borrower carries the hedging contracts, rather than in individual contracts. 

One important effect of including commodity contracts and commodity accounts in Article 
9 is to provide a clearer legal structure for the analysis of the rights of commodity clearing 
organizations against their participants and futures commission merchants against their 
customers. The rules and agreements of commodity clearing organizations generally provide 
hat the clearing organization has the right to liquidate any participant's positions in order 
o satisfy obligations of the participant to the clearing corporation. Similarly, agreements 
between futures commission merchants and their customers generally provide that the 
utures commission merchant has the right to liquidate a customer's positions in order to 
satisfy obligations of the customer to the futures commission merchant. 

The main property that a commodity intermediary holds as collateral for the obligations 
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hat the commodity customer may incur under its commodity contracts is not other com- 
modity contracts carried by the customer but the other property that the customer has 
posted as margin. Typically, this property will be securities. The commodity intermediary’s 
security interest in such securities is governed by the rules of this Article on security 
interests in securities, not the rules on security interests in commodity contracts or com- 
modity accounts. 

Although there are significant analytic and regulatory differences between commodities 
and securities, the development of commodity contracts on financial products in the past 
ew decades has resulted in a system in which the commodity markets and securities 
markets are closely linked. The rules on security interests in commodity contracts and com- 
modity accounts provide a structure that may be essential in times of stress in the financial 
markets. Suppose, for example that a firm has a position in a securities market that is 
hedged by a position in a commodity market, so that payments that the firm is obligated to 
make with respect to the securities position will be covered by the receipt of funds from the 
commodity position. Depending upon the settlement cycles of the different markets, it is 
possible that the firm could find itself in a position where it is obligated to make the pay- 
ment with respect to the securities position before it receives the matching funds from the 
commodity position. If cross-margining arrangements have not been developed between the 
wo markets, the firm may need to borrow funds temporarily to make the earlier payment. 
he rules on security interests in investment property would facilitate the use of positions 
in one market as collateral for loans needed to cover obligations in the other market. 

7. Consumer-Related Definitions: “Consumer Debtor”; “Consumer Goods"; 
*Consumer-goods transaction”; “Consumer Obligor”; “Consumer Transaction.” 
he definition of “consumer goods” (discussed above) is substantially the same as the defi- 
ition in former Section 9-109. The definitions of “consumer debtor,” “consumer obligor,” 
“consumer-goods transaction,” and “consumer transaction” have been added in connection 

ith various new (and old) consumer-related provisions and to designate certain provisions 
hat are inapplicable in consumer transactions. 

“Consumer-goods transaction” is a subset of “consumer transaction.” Under each defini- 
ion, both the obligation secured and the collateral must have a personal, family, or 


household purpose. However, “mixed” business and personal transactions also may be 
characterized as a consumer-goods transaction or consumer transaction. Subparagraph (A) 
of the definition of consumer-goods transactions and clause (i) of the definition of consumer 
ransaction are primary purposes tests. Under these tests, it is necessary to determine the 
primary purpose of the obligation or obligations secured. Subparagraph (B) and clause (iii) 
of these definitions are satisfied if any of the collateral is consumer goods, in the case of a 
consumer-goods transaction, or “is held or acquired primarily for personal, family, or 


” 


household purposes,” in the case of a consumer transaction. The fact that some of the 
obligations secured or some of the collateral for the obligation does not satisfy the tests 
(e.g., some of the collateral is acquired for a business purpose) does not prevent a transac- 
ion from being a “consumer transaction” or “consumer-goods transaction.” 

8. Filing-Related Definitions: “Continuation Statement”; “File Number"; “Filing 
Office”; “Filing-office Rule”; “Financing Statement”; “Fixture Filing”; 
“Manufactured-Home Transaction”; “New Debtor”; “Original Debtor”; “Public- 
Finance Transaction”; “Termination Statement”; “Transmitting Utility.” These 
definitions are used exclusively or primarily in the filing-related provisions in Part 5. Most 
are self-explanatory and are discussed in the Comments to Part 5. A financing statement 

led in a manufactured-home transaction or a public-finance transaction may remain effec- 
ive for 30 years instead of the 5 years applicable to other financing statements. See 
Section 9-515(b). The definitions relating to medium neutrality also are significant for the 
ling provisions. See Comment 9. 

The definition of “transmitting utility” has been revised to embrace the business o 
ransmitting communications generally to take account of new and future types of com- 
munications technology. The term designates a special class of debtors for whom separate 
ling rules are provided in Part 5, thereby obviating the many local fixture filings that 

ould be necessary under the rules of Section 9-501 for a far-flung public-utility debtor. 
ransmitting utility will not necessarily be regulated by or operating as such in a jurisdic- 
ion where fixtures are located. For example, a utility might own transmission lines in a ju- 
isdiction, although the utility generates no power and has no customers in the jurisdiction. 

9. Definitions Relating to Medium Neutrality. 
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a. “Record.” In many, but not all, instances, the term “record” replaces the term “writ- 
ing" and “written.” A “record” includes information that is in intangible form (e.g., electroni- 
cally stored) as well as tangible form (e.g., written on paper). Given the rapid development 
and commercial adoption of modern communication and storage technologies, requirements 
hat documents or communications be “written,” “in writing," or otherwise in tangible form 
do not necessarily reflect or aid commercial practices. 

A “record” need not be permanent or indestructible, but the term does not include any 
oral or other communication that is not stored or preserved by any means. The information 
must be stored on paper or in some other medium. Information that has not been retained 
other than through human memory does not qualify as a record. Examples of current 

echnologies commercially used to communicate or store information include, but are not 
imited to, magnetic media, optical discs, digital voice messaging systems, electronic mail, 
audio tapes, and photographic media, as well as paper. “Record” is an inclusive term that 
includes all of these methods of storing or communicating information. Any “writing” is a 
ecord. A record may be authenticated. See Comment 9.b. A record may be created without 
he knowledge or intent of a particular person. 

Like the terms “written” or “in writing," the term “record” does not establish the purposes, 
permitted uses, or legal effect that a record may have under any particular provision o 
aw. Whatever is filed in the Article 9 filing system, including financing statements, continu- 
ation statements, and termination statements, whether transmitted in tangible or 
intangible form, would fall within the definition. However, in some instances, statutes or 

ling-office rules may require that a paper record be filed. In such cases, even if this Article 
permits the filing of an electronic record, compliance with those statutes or rules is 
ecessary. Similarly, a filer must comply with a statute or rule that requires a particular 
ype of encoding or formatting for an electronic record. 

This Article sometimes uses the terms “for record,” “of record,” “record or legal title," and 
"record owner." Some of these are terms traditionally used in real-property law. The defini- 

ion of “record” in this Article now explicitly excepts these usages from the defined term. 
Also, this Article refers to a record that is filed or recorded in real-property recording 
systems to record a mortgage as a "record of a mortgage." This usage recognizes that the 
defined term *mortgage" means an interest in real property; it does not mean the record 
hat evidences, or is filed or recorded with respect to, the mortgage. 

b. “Authenticate”; “Communicate”; “Send.” The terms “authenticate” and “authenti- 
cated” generally replace “sign” and “signed.” “Authenticated” replaces and broadens the def- 
inition of “signed,” in Section 1-201, to encompass authentication of all records, not just 

ritings. (References to authentication of, e.g., an agreement, demand, or notification 
mean, of course, authentication of a record containing an agreement, demand, or 
notification.) The terms “communicate” and “send” also contemplate the possibility of com- 
munication by nonwritten media. These definitions include the act of transmitting both 

angible and intangible records. The definition of “send” replaces, for purposes of this 
rticle, the corresponding term in Section 1-201. The reference to “usual means of com- 
munication” in that definition contemplates an inquiry into the appropriateness of the 
method of transmission used in the particular circumstances involved. 

10. Scope-Related Definitions. 

a. Expanded Scope of Article: “Agricultural Lien”; “Consignment”; “Payment 
Intangible”; “Promissory Note.” These new definitions reflect the expanded scope o 

rticle 9, as provided in Section 9-109(a). 

b. Reduced Scope of Exclusions: “Governmental Unit”; *Health-Care-Insurance 

eceivable”; “Commercial Tort Claims.” These new definitions reflect the reduced 
scope of the exclusions, provided in Section 9-109(c) and (d), of transfers by governmental 
debtors and assignments of interests in insurance policies and commercial tort claims. 

11. Choice-of-Law-Related Definitions: “Certificate of Title”; “Governmental 

nit”; “Jurisdiction of Organization”; “Registered Organization”; “State.” These 

ew definitions reflect the changes in the law governing perfection and priority of security 
interests and agricultural liens provided in Part 3, Subpart 1. 

Not every organization that may provide information about itself in the public records is 
a “registered organization.” For example, a general partnership is not a “registered organi- 
zation,” even if it files a statement of partnership authority under Section 303 of the 

niform Partnership Act (1994) or an assumed name (“dba”) certificate. This is because the 
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State under whose law the partnership is organized is not required to maintain a public 
ecord showing that the partnership has been organized. In contrast, corporations, limited 
iability companies, and limited partnerships are “registered organizations.” 

12. Deposit-Account-Related Definitions: “Deposit Account”; “Bank.” The revised 
definition of “deposit account” incorporates the definition of “bank,” which is new. The defi- 
nition derives from the definitions of “bank” in Sections 4-105(1) and 4A-105(a)(2), which 
ocus on whether the organization is “engaged in the business of banking.” 

Deposit accounts evidenced by Article 9 “instruments” are excluded from the term “de- 
posit account.” In contrast, former Section 9-105 excluded from the former definition “an ac- 
count evidenced by a certificate of deposit.” The revised definition clarifies the proper treat- 
ment of nonnegotiable or uncertificated certificates of deposit. Under the definition, an 
uncertificated certificate of deposit would be a deposit account (assuming there is no writ- 
ing evidencing the bank’s obligation to pay) whereas a nonnegotiable certificate of deposit 

ould be a deposit account only if it is not an “instrument” as defined in this section (a 
question that turns on whether the nonnegotiable certificate of deposit is “of a type that in 
ordinary course of business is transferred by delivery with any necessary indorsement or 
assignment.”) 

A deposit account evidenced by an instrument is subject to the rules applicable to instru- 
ments generally. As a consequence, a security interest in such an instrument cannot be 
perfected by “control” (see Section 9-104), and the special priority rules applicable to de- 
posit accounts (see Sections 9-327 and 9-340) do not apply. 

The term “deposit account” does not include “investment property,” such as securities 
and security entitlements. Thus, the term also does not include shares in a money-market 
mutual fund, even if the shares are redeemable by check. 

13. Proceeds-Related Definitions: “Cash Proceeds”; 

“Proceeds.” The revised definition of “proceeds” expands the definition beyond that 

contained in former Section 9-306 and resolves ambiguities in the former section. 

a. Distributions on Account of Collateral. The phrase “whatever is collected on, or 
distributed on account of, collateral,” in subparagraph (B), is broad enough to cover cash or 
stock dividends distributed on account of securities or other investment property that is 
original collateral. Compare former Section 9-306 (“Any payments or distributions made 

ith respect to investment property collateral are proceeds.”). This section rejects the hold- 
ing of FDIC v. Hastie, 2 F.3d 1042 (10th Cir. 1993) (postpetition cash dividends on stock 

subject to a prepetition pledge are not “proceeds” under Bankruptcy Code Section 552(b)), 
o the extent the holding relies on the Article 9 definition of “proceeds.” 

b. Distributions on Account of Supporting Obligations. Under subparagraph (B), 
collections on and distributions on account of collateral consisting of various credit-support 
arrangements (“supporting obligations," as defined in Section 9-102) also are proceeds. 
Consequently, they are afforded treatment identical to proceeds collected from or distributed 
by the obligor on the underlying (supported) right to payment or other collateral. Proceeds 
of supporting obligations also are proceeds of the underlying rights to payment or other 
collateral. 

c. Proceeds of Proceeds. The definition of “proceeds” no longer provides that proceeds 
of proceeds are themselves proceeds. That idea is expressed in the revised definition of “col- 
ateral" in Section 9-102. No change in meaning is intended. 

d. Proceeds Received by Person Who Did Not Create Security Interest. When col- 
ateral is sold subject to a security interest and the buyer then resells the collateral, a ques- 

ion arose under former Article 9 concerning whether the *debtor" had *received" what the 
buyer received on resale and, therefore, whether those receipts were “proceeds” under for- 
mer Section 9-306(2). This Article contains no requirement that property be “received” by 
he debtor for the property to qualify as proceeds. It is necessary only that the property be 
raceable, directly or indirectly, to the original collateral. 

e. Cash Proceeds and Noncash Proceeds. The definition of “cash proceeds" is 
substantially the same as the corresponding definition in former Section 9-306. The phrase 
“and the like" covers property that is functionally equivalent to “money, checks, or deposit 
accounts," such as some money-market accounts that are securities or part of securities 
entitlements. Proceeds other than cash proceeds are noncash proceeds. 

14. Consignment-Related Definitions: “Consignee”; “Consignment”; “Consignor.” 

he definition of *consignment" excludes, in subparagraphs (B) and (C), transactions for 
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hich filing would be inappropriate or of insufficient benefit to justify the costs. A consign- 
ment excluded from the application of this Article by one of those subparagraphs may still 
be a true consignment; however, it is governed by non-Article 9 law. The definition also 
excludes, in subparagraph (D), what have been called “consignments intended for security." 

hese “consignments” are not bailments but secured transactions. Accordingly, all o 

Article 9 applies to them. See Sections 1-201(b)(35), 9-109(a)(1). The “consignor” is the 
person who delivers goods to the “consignee” in a consignment. 

The definition of “consignment” requires that the goods be delivered “to a merchant for 
he purpose of sale." If the goods are delivered for another purpose as well, such as milling 

or processing, the transaction is a consignment nonetheless because a purpose of the 
delivery is “sale.” On the other hand, if a merchant-processor-bailee will not be selling the 
goods itself but will be delivering to buyers to which the owner-bailor agreed to sell the 
goods, the transaction would not be a consignment. 

15. *Accounting." This definition describes the record and information that a debtor is 
entitled to request under Section 9-210. 

16. “Document.” The definition of “document” incorporates both tangible and electronic 
documents of title. See Section 1-201(15)[1-201(b)16] and Comment 15 [16]. 

Legislative Note: Former Article 1 defined document of title in section 1-201(15) and ac- 

ompanying comment 15. Revised Article 1 defines document of title in Section 1-201(b)(16) 
and accompanying comment 16. Cross references should be adapted depending upon which 
version of Article 1 is in force in the jurisdiction. 

18. *Fixtures." This definition is unchanged in substance from the corresponding defini- 
ion in former Section 9-313. See Section 9-334 (priority of security interests in fixtures and 

crops). 

19. “Good Faith." This Article expands the definition of “good faith" to include “the ob- 
servance of reasonable commercial standards of fair dealing." The definition in this section 
applies when the term is used in this Article, and the same concept applies in the context 
of this Article for purposes of the obligation of good faith imposed by Section 1-203. See 
subsection (c). 

20. *Lien Creditor" This definition is unchanged in substance from the corresponding 
definition in former Section 9-301. 

21. *New Value." This Article deletes former Section 9-108. Its broad formulation of new 
alue, which embraced the taking of after-acquired collateral for a pre-existing claim, was 
nnecessary, counterintuitive, and ineffective for its original purpose of sheltering after- 

acquired collateral from attack as a voidable preference in bankruptcy. The new definition 
derives from Bankruptcy Code Section 547(a). The term is used with respect to temporary 
perfection of security interests in instruments, certificated securities, or negotiable docu- 
ments under Section 9-312(e) and with respect to chattel paper priority in Section 9-330. 

22. *Person Related To." Section 9-615 provides a special method for calculating a defi- 
ciency or surplus when "the secured party, a person related to the secured party, or a sec- 
ondary obligor" acquires the collateral at a foreclosure disposition. Separate definitions o 

he term are provided with respect to an individual secured party and with respect to a 
secured party that is an organization. The definitions are patterned on the corresponding 
definition in Section 1.301(32) of the Uniform Consumer Credit Code (1974). 

23. *Proposal." This definition describes a record that is sufficient to propose to retain 
collateral in full or partial satisfaction of a secured obligation. See Sections 9-620, 9-621, 
9-622. 

24. *Pursuant to Commitment." This definition is unchanged in substance from the 
corresponding definition in former Section 9-105. It is used in connection with special prior- 
ity rules applicable to future advances. See Section 9-323. 

25. “Software.” The definition of “software” is used in connection with the priority rules 
applicable to purchase-money security interests. See Sections 9-103, 9-324. Software, like a 
payment intangible, is a type of general intangible for purposes of this Article. See Com- 
ment 4.a., above, regarding the distinction between “goods” and “software.” 

26. Terminology: “Assignment” and “Transfer.” In numerous provisions, this Article 

efers to the “assignment” or the “transfer” of property interests. These terms and their 
derivatives are not defined. This Article generally follows common usage by using the 
erms “assignment” and “assign” to refer to transfers of rights to payment, claims, and 
iens and other security interests. It generally uses the term "transfer" to refer to other 
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ransfers of interests in property. Except when used in connection with a letter-of-credit 
ransaction (see Section 9-107, Comment 4), no significance should be placed on the use o 
one term or the other. Depending on the context, each term may refer to the assignment or 
ransfer of an outright ownership interest or to the assignment or transfer of a limited 
interest, such as a security interest. 


As amended in 1999, 2000, 2001 and 2003. 
See Appendix P for material relating to changes made in Official Comment 
in 1999 and 2000. 


See Appendix I contained within revised Article 1 for material relating to 
changes made in Official Comment in 2001. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-103. Purchase-Money Security Interest; Application of 
Payments; Burden of Establishing. 

(a) [Definitions.] In this section: 

(1) “purchase-money collateral" means goods or software that secures 
a purchase-money obligation incurred with respect to that collateral; 
and 

(2) *purchase-money obligation" means an obligation of an obligor 
incurred as all or part of the price of the collateral or for value given to 
enable the debtor to acquire rights in or the use of the collateral if the 
value is in fact so used. 

(b) [Purchase-money security interest in goods.] A security interest 
in goods is a purchase-money security interest: 

(1) to the extent that the goods are purchase-money collateral with re- 
spect to that security interest; 

(2) if the security interest is in inventory that is or was purchase- 
money collateral, also to the extent that the security interest secures a 
purchase-money obligation incurred with respect to other inventory in 
which the secured party holds or held a purchase-money security inter- 
est; and 

(3) also to the extent that the security interest secures a purchase- 
money obligation incurred with respect to software in which the secured 
party holds or held a purchase-money security interest. 

(c) [Purchase-money security interest in software.] A security inter- 
est in software is a purchase-money security interest to the extent that the 
security interest also secures a purchase-money obligation incurred with 
respect to goods in which the secured party holds or held a purchase- 
money security interest if: 

(1) the debtor acquired its interest in the software in an integrated 
transaction in which it acquired an interest in the goods; and 

(2) the debtor acquired its interest in the software for the principal 
purpose of using the software in the goods. 

(d) [Consignor's inventory purchase-money security interest.] 

he security interest of a consignor in goods that are the subject of a 
consignment is a purchase-money security interest in inventory. 

(e) [Application of payment in non-consumer-goods transaction.] 
In a transaction other than a consumer-goods transaction, if the extent to 
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hich a security interest is a purchase-money security interest depends on 
he application of a payment to a particular obligation, the payment must 
be applied: 

(1) in accordance with any reasonable method of application to which 
the parties agree; 

(2) in the absence of the parties’ agreement to a reasonable method, in 
accordance with any intention of the obligor manifested at or before the 
time of payment; or 

(3) in the absence of an agreement to a reasonable method and a 
timely manifestation of the obligor's intention, in the following order: 

(A) to obligations that are not secured; and 
(B) if more than one obligation is secured, to obligations secured by 
purchase-money security interests in the order in which those obliga- 
tions were incurred. 
(f) [No loss of status of purchase-money security interest in non- 
onsumer-goods transaction.] In a transaction other than a consumer- 
goods transaction, a purchase-money security interest does not lose its 
status as such, even if: 

(1) the purchase-money collateral also secures an obligation that is not 
a purchase-money obligation; 

(2) collateral that is not purchase-money collateral also secures the 
purchase-money obligation; or 

(3) the purchase-money obligation has been renewed, refinanced, 
consolidated, or restructured. 


(g) [Burden of proof in non-consumer-goods transaction.] In a 
ransaction other than a consumer-goods transaction, a secured party 
claiming a purchase-money security interest has the burden of establish- 
ing the extent to which the security interest is a purchase-money security 
interest. 


(h) [Non-consumer-goods transactions; no inference.] The limita- 
ion of the rules in subsections (e), (f), and (g) to transactions other than 
consumer-goods transactions is intended to leave to the court the determi- 
mation of the proper rules in consumer-goods transactions. The court may 
not infer from that limitation the nature of the proper rule in consumer- 
goods transactions and may continue to apply established approaches. 


Official Comment 

1. Source. Former Section 9-107. 

2. Scope of This Section. Under Section 9-309(1), a purchase-money security interest 
in consumer goods is perfected when it attaches. Sections 9-317 and 9-324 provide special 
priority rules for purchase-money security interests in a variety of contexts. This section 
explains when a security interest enjoys purchase-money status. 

3. *Purchase-Money Collateral"; *Purchase-Money Obligation"; *Purchase- 

oney Security Interest." Subsection (a) defines *purchase-money collateral" and 
“purchase-money obligation." These terms are essential to the description of what consti- 
utes a purchase-money security interest under subsection (b). As used in subsection (a)(2), 
he definition of “purchase-money obligation," the “price” of collateral or the “value given to 
enable" includes obligations for expenses incurred in connection with acquiring rights in 
he collateral, sales taxes, duties, finance charges, interest, freight charges, costs of storage 
in transit, demurrage, administrative charges, expenses of collection and enforcement, at- 

orney's fees, and other similar obligations. 
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The concept of “purchase-money security interest” requires a close nexus between the 
acquisition of collateral and the secured obligation. Thus, a security interest does not 
qualify as a purchase-money security interest if a debtor acquires property on unsecured 
credit and subsequently creates the security interest to secure the purchase price. 

4. Cross-Collateralization of Purchase-Money Security Interests in Inventory. 
Subsection (b)(2) deals with the problem of cross-collateralized purchase-money security 
interests in inventory. Consider a simple example: 

Example: Seller (S) sells an item of inventory (Item-1) to Debtor (D), retaining a se- 
curity interest in Item-1 to secure Item-1's price and all other obligations, existing and 
future, of D to S. S then sells another item of inventory to D (Item-2), again retaining a 
security interest in Item-2 to secure Item-2's price as well as all other obligations of D to 
S. D then pays to S Item-1’s price. D then sells Item-2 to a buyer in ordinary course o 
business, who takes Item-2 free of S's security interest. 

nder subsection (b)(2), S's security interest in Item-1 securing Item-2’s unpaid price would 
be a purchase-money security interest. This is so because S has a purchase-money security 
interest in Item-1, Item-1 secures the price of (a *purchase-money obligation incurred with 

espect to") Item-2 (“other inventory”), and Item-2 itself was subject to a purchase-money 
security interest. Note that, to the extent Item-1 secures the price of Item-2, S's security 
interest in Item-1 would not be a purchase-money security interest under subsection (b)(1). 
he security interest in Item-1 is a purchase-money security interest under subsection 
(b)(1) only to the extent that Item-1 is “purchase-money collateral,” i.e., only to the extent 
hat Item-1 *secures a purchase-money obligation incurred with respect to that collateral" 
(i.e., Item-1). See subsection (a)(1). 

5. Purchase-Money Security Interests in Goods and Software. Subsections (b) and 
(c) limit purchase-money security interests to security interests in goods, including fixtures, 
and software. Otherwise, no change in meaning from former Section 9-107 is intended. The 
second sentence of former Section 9-115(5)(f) made the purchase-money priority rule (for- 
mer Section 9-312(4)) inapplicable to investment property. This section’s limitation makes 
hat provision unnecessary. 

Subsection (c) describes the limited circumstances under which a security interest in 
goods may be accompanied by a purchase-money security interest in software. The software 
must be acquired by the debtor in a transaction integrated with the transaction in which 
he debtor acquired the goods, and the debtor must acquire the software for the principal 
purpose of using the software in the goods. “Software” is defined in Section 9-102. 

6. Consignments. Under former Section 9-114, the priority of the consignor’s interest is 
similar to that of a purchase-money security interest. Subsection (d) achieves this result 
more directly, by defining the interest of a “consignor,” defined in Section 9-102, to be a 
purchase-money security interest in inventory for purposes of this Article. This drafting 
convention obviates any need to set forth special priority rules applicable to the interest o 
a consignor. Rather, the priority of the consignor’s interest as against the rights of lien 
creditors of the consignee, competing secured parties, and purchasers of the goods from the 
consignee can be determined by reference to the priority rules generally applicable to 
inventory, such as Sections 9-317, 9-320, 9-322, and 9-324. For other purposes, including 
he rights and duties of the consignor and consignee as between themselves, the consignor 

ould remain the owner of goods under a bailment arrangement with the consignee. See 
Section 9-319. 

7. Provisions Applicable Only to Non-Consumer-Goods Transactions. 

a. “Dual-Status” Rule. For transactions other than consumer-goods transactions, this 

rticle approves what some cases have called the “dual-status” rule, under which a security 
interest may be a purchase-money security interest to some extent and a non-purchase- 
money security interest to some extent. (Concerning consumer-goods transactions, see 
subsection (h) and Comment 8.) Some courts have found this rule to be explicit or implicit 
in the words “to the extent,” found in former Section 9-107 and continued in subsections 
(b)(1) and (b)(2). The rule is made explicit in subsection (e). For non-consumer-goods 
ransactions, this Article rejects the “transformation” rule adopted by some cases, under 

hich any cross-collateralization, refinancing, or the like destroys the purchase-money 
status entirely. 

Consider, for example, what happens when a $10,000 loan secured by a purchase-money 
security interest is refinanced by the original lender, and, as part of the transaction, the 
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debtor borrows an additional $2,000 secured by the collateral. Subsection (f) resolves any 
doubt that the security interest remains a purchase-money security interest. Under subsec- 
ion (b), however, it enjoys purchase-money status only to the extent of $10,000. 

b. Allocation of Payments. Continuing with the example, if the debtor makes a $1,000 
payment on the $12,000 obligation, then one must determine the extent to which the secu- 
ity interest remains a purchase-money security interest—$9,000 or $10,000. Subsection 
(e)(1) expresses the overriding principle, applicable in cases other than consumer-goods 
ransactions, for determining the extent to which a security interest is a purchase-money 
security interest under these circumstances: freedom of contract, as limited by principle o 
easonableness. An unconscionable method of application, for example, is not a reasonable 
one and so would not be given effect under subsection (e)(1). In the absence of agreement, 
subsection (e)(2) permits the obligor to determine how payments should be allocated. If the 
obligor fails to manifest its intention, obligations that are not secured will be paid first. (As 
used in this Article, the concept of “obligations that are not secured" means obligations for 

hich the debtor has not created a security interest. This concept is different from and 
should not be confused with the concept of an “unsecured claim" as it appears in Bank- 

uptcy Code Section 506(a).) The obligor may prefer this approach, because unsecured debt 
is likely to carry a higher interest rate than secured debt. A creditor who would prefer to be 
secured rather than unsecured also would prefer this approach. 

After the unsecured debt is paid, payments are to be applied first toward the obligations 
secured by purchase-money security interests. In the event that there is more than one 
such obligation, payments first received are to be applied to obligations first incurred. See 
subsection (e)(3). Once these obligations are paid, there are no purchase-money security 
interests and no additional allocation rules are needed. 

Subsection (f) buttresses the dual-status rule by making it clear that (in a transaction 
other than a consumer-goods transaction) cross-collateralization and renewals, refinanc- 
ings, and restructurings do not cause a purchase-money security interest to lose its status 
as such. The statutory terms “renewed,” “refinanced,” and “restructured” are not defined. 

ether the terms encompass a particular transaction depends upon whether, under the 
particular facts, the purchase-money character of the security interest fairly can be said to 
survive. Each term contemplates that an identifiable portion of the purchase-money obliga- 
ion could be traced to the new obligation resulting from a renewal, refinancing, or 
estructuring. 

c. Burden of Proof. As is the case when the extent of a security interest is in issue, 
under subsection (g) the secured party claiming a purchase-money security interest in a 

ransaction other than a consumer-goods transaction has the burden of establishing 

hether the security interest retains its purchase-money status. This is so whether the de- 
ermination is to be made following a renewal, refinancing, or restructuring or otherwise. 

8. Consumer-Goods Transactions; Characterization Under Other Law. Under 
subsection (h), the limitation of subsections (e), (f), and (g) to transactions other than 
consumer-goods transactions leaves to the court the determination of the proper rules in 
consumer-goods transactions. Subsection (h) also instructs the court not to draw any infer- 
ence from this limitation as to the proper rules for consumer-goods transactions and leaves 

he court free to continue to apply established approaches to those transactions. 

This section addresses only whether a security interest is a ^purchase-money security| 
interest" under this Article, primarily for purposes of perfection and priority. See, e.g., 
Sections 9-317, 9-324. In particular, its adoption of the dual-status rule, allocation of pay- 
ments rules, and burden of proof standards for non-consumer-goods transactions is not 
intended to affect or influence characterizations under other statutes. Whether a security 
interest is a ^purchase-money security interest" under other law is determined by that law. 
For example, decisions under Bankruptcy Code Section 522(f) have applied both the dual- 
status and the transformation rules. The Bankruptcy Code does not expressly adopt the 
state law definition of *purchase-money security interest." Where federal law does not defer 

o this Article, this Article does not, and could not, determine a question of federal law. 


§ 9-104. Control of Deposit Account. 
(a) [Requirements for control.] A secured party has control of a de- 
posit account if: 
(1) the secured party is the bank with which the deposit account is 
maintained; 
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(2) the debtor, secured party, and bank have agreed in an authenti- 
cated record that the bank will comply with instructions originated by 
the secured party directing disposition of the funds in the deposit ac- 
count without further consent by the debtor; or 


(3) the secured party becomes the bank’s customer with respect to the 
deposit account. 


(b) [Debtor’s right to direct disposition.] A secured party that has 
satisfied subsection (a) has control, even if the debtor retains the right to 
direct the disposition of funds from the deposit account. 


Official Comment 

1. Source. New; derived from Section 8-106. 

2. Why “Control” Matters. This section explains the concept of “control” of a deposit 
account. “Control” under this section may serve two functions. First, “control . . . pursuant 
o the debtor’s agreement" may substitute for an authenticated security agreement as an 
element of attachment. See Section 9-203(b)(3)(D). Second, when a deposit account is taken 
as original collateral, the only method of perfection is obtaining control under this section. 
See Section 9-312(b)(1). 

3. Requirements for “Control.” This section derives from Section 8-106 of Revised 

rticle 8, which defines “control” of securities and certain other investment property. Under 
subsection (a)(1), the bank with which the deposit account is maintained has control. The 
effect of this provision is to afford the bank automatic perfection. No other form of public 
notice is necessary; all actual and potential creditors of the debtor are always on notice that 
he bank with which the debtor's deposit account is maintained may assert a claim against 
he deposit account. 

Under subsection (a)(2), a secured party may obtain control by obtaining the bank's 
authenticated agreement that it will comply with the secured party's instructions without 
urther consent by the debtor. The analogous provision in Section 8-106 does not require 
hat the agreement be authenticated. An agreement to comply with the secured party's 
instructions suffices for “control” of a deposit account under this section even if the bank's 
agreement is subject to specified conditions, e.g., that the secured party's instructions are 
accompanied by a certification that the debtor is in default. (Of course, if the condition is 
he debtor’s further consent, the statute explicitly provides that the agreement would not 
confer control.) See revised Section 8-106, Comment 7. 

Under subsection (a)(3), a secured party may obtain control by becoming the bank's 
"customer," as defined in Section 4-104. As the customer, the secured party would enjoy the 
ight (but not necessarily the exclusive right) to withdraw funds from, or close, the deposit 
account. See Sections 4-401(a), 4-403(a). 

Although the arrangements giving rise to control may themselves prevent, or may enable 
he secured party at its discretion to prevent, the debtor from reaching the funds on de- 
posit, subsection (b) makes clear that the debtor's ability to reach the funds is not inconsis- 
ent with *control." 

Perfection by control is not available for bank accounts evidenced by an instrument (e.g., 
certain certificates of deposit), which by definition are “instruments” and not “deposit 
accounts." See Section 9-102 (defining “deposit account" and “instrument”). 


$ 9-105. Control of Electronic Chattel Paper. 

A secured party has control of electronic chattel paper if the record or 
records comprising the chattel paper are created, stored, and assigned in 
such a manner that: 


(1) a single authoritative copy of the record or records exists which is 
unique, identifiable and, except as otherwise provided in paragraphs (4), 
(5), and (6), unalterable; 

(2) the authoritative copy identifies the secured party as the assignee 
of the record or records; 
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(3) the authoritative copy is communicated to and maintained by the 
secured party or its designated custodian; 


(4) copies or revisions that add or change an identified assignee of the 
authoritative copy can be made only with the participation of the secured 
party; 

(5) each copy of the authoritative copy and any copy of a copy is readily 
identifiable as a copy that is not the authoritative copy; and 


(6) any revision of the authoritative copy is readily identifiable as an 
authorized or unauthorized revision. 


Official Comment 

1. Source. New. 

2. “Control” of Electronic Chattel Paper. This Article covers security interests in 
“electronic chattel paper," a new term defined in Section 9-102. This section governs how 
"control" of electronic chattel paper may be obtained. A secured party's control of electronic 
chattel paper (i) may substitute for an authenticated security agreement for purposes of at- 

achment under Section 9-203, (ii) is a method of perfection under Section 9-314, and (iii) is 

a condition for obtaining special, non-temporal priority under Section 9-330. Because 
electronic chattel paper cannot be transferred, assigned, or possessed in the same manner 
as tangible chattel paper, a special definition of control is necessary. In descriptive terms, 
his section provides that control of electronic chattel paper is the functional equivalent o 
possession of “tangible chattel paper" (a term also defined in Section 9-102). 

3. *Authoritative Copy" of Electronic Chattel Paper. One requirement for establish- 
ing control is that a particular copy be an “authoritative copy. " Although other copies may 
exist, they must be distinguished from the authoritative copy. This may be achieved, for 
example, through the methods of authentication that are used or by business practices 
involving the marking of any additional copies. When tangible chattel paper is converted to 
electronic chattel paper, in order to establish that a copy of the electronic chattel paper is 
he authoritative copy it may be necessary to show that the tangible chattel paper no lon- 
ger exists or has been permanently marked to indicate that it is not the authoritative copy. 

4. Development of Control Systems. This Article leaves to the marketplace the 
development of systems and procedures, through a combination of suitable technologies 
and business practices, for dealing with control of electronic chattel paper in a commercial 
context. However, achieving control under this section requires more than the agreement o 
interested persons that the elements of control are satisfied. For example, paragraph (4) 
contemplates that control requires that it be a physical impossibility (or sufficiently unlikely 
or implausible so as to approach practical impossibility) to add or change an identified as- 
signee without the participation of the secured party (or its authorized representative). It 

ould not be enough for the assignor merely to agree that it will not change the identified 
assignee without the assignee-secured party's consent. However, the standards applied to 
determine whether a party is in control of electronic chattel paper should not be more 
stringent than the standards now applied to determine whether a party is in possession o 

angible chattel paper. Control of electronic chattel paper contemplates systems or 
procedures such that the secured party must take some action (either directly or through 
its designated custodian) to effect a change or addition to the authoritative copy. But just 
as a secured party does not lose possession of tangible chattel paper merely by virtue of the 
possibility that a person acting on its behalf could wrongfully redeliver the chattel paper to 
he debtor, so control of electronic chattel paper would not be defeated by the possibility 
hat the secured party's interest could be subverted by the wrongful conduct of a person 
(such as a custodian) acting on its behalf. 

Systems that evolve for control of electronic chattel paper may or may not involve a third 
party custodian of the relevant records. However, this section and the concept of control o 
electronic chattel paper are not based on the same concepts as are control of deposit ac- 
counts (Section 9-104), security entitlements, a type of investment property (Section 9-106), 
and letter-of-credit rights (Section 9-107). The rules for control of that collateral are based 
on existing market practices and legal and regulatory regimes for institutions such as 
banks and securities intermediaries. Analogous practices for electronic chattel paper are 
developing nonetheless. The flexible approach adopted by this section, moreover, should not 
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impede the development of these practices and, eventually, legal and regulatory regimes, 
hich may become analogous to those for, e.g., investment property. 


§ 9-106. Control of Investment Property. 

(a) [Control under Section 8-106.] A person has control of a 
certificated security, uncertificated security, or security entitlement as 
provided in Section 8-106. 

(b) [Control of commodity contract.] A secured party has control of a 
commodity contract if: 

(1) the secured party is the commodity intermediary with which the 
commodity contract is carried; or 

(2) the commodity customer, secured party, and commodity intermedi- 
ary have agreed that the commodity intermediary will apply any value 
distributed on account of the commodity contract as directed by the 
secured party without further consent by the commodity customer. 


(c) [Effect of control of securities account or commodity account.] 

secured party having control of all security entitlements or commodity 
contracts carried in a securities account or commodity account has control 
over the securities account or commodity account. 


Official Comment 

1. Source. Former Section 9-115(e). 

2. “Control” Under Article 8. For an explanation of “control” of securities and certain. 
other investment property, see Section 8-106, Comments 4 and 7. 

3. “Control” of Commodity Contracts. This section, as did former Section 9-115(1)(e), 
contains provisions relating to control of commodity contracts which are analogous to those 
in Section 8-106 for other types of investment property. 

4. Securities Accounts and Commodity Accounts. For drafting convenience, control 

ith respect to a securities account or commodity account is defined in terms of obtaining 

control over the security entitlements or commodity contracts. Of course, an agreement 
hat provides that (without further consent of the debtor) the securities intermediary or 
commodity intermediary will honor instructions from the secured party concerning a secu- 
ities account or commodity account described as such is sufficient. Such an agreement nec- 
essarily implies that the intermediary will honor instructions concerning all security 
entitlements or commodity contracts carried in the account and thus affords the secured 
party control of all the security entitlements or commodity contracts. 


$ 9-107. Control of Letter-of-Credit Right. 

A secured party has control of a letter-of-credit right to the extent of any 
right to payment or performance by the issuer or any nominated person i 
he issuer or nominated person has consented to an assignment of proceeds 
of the letter of credit under Section 5-114(c) or otherwise applicable law or 


Official Comment 


1. Source. New. 

2. “Control” of Letter-of-Credit Right. Whether a secured party has control of a 
etter-of-credit right may determine the secured party's priority as against competing 
secured parties. See Section 9-329. This section provides that a secured party acquires 
control of a letter-of-credit right by receiving an assignment if the secured party obtains the 
consent of the issuer or any nominated person, such as a confirmer or negotiating bank, 
under Section 5-114 or other applicable law or practice. Because both issuers and nominated 
persons may give or be obligated to give value under a letter of credit, this section 
contemplates that a secured party obtains control of a letter-of-credit right with respect to 
he issuer or a particular nominated person only to the extent that the issuer or that 
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ominated person consents to the assignment. For example, if a secured party obtains 
control to the extent of an issuer's obligation but fails to obtain the consent of a nominated 
person, the secured party does not have control to the extent that the nominated person 
gives value. In many cases the person or persons who will give value under a letter o 
credit will be clear from its terms. In other cases, prudence may suggest obtaining consent 
rom more than one person. The details of the consenting issuer's or nominated person's 
duties to pay or otherwise render performance to the secured party are left to the agree- 
ment of the parties. 

3. *Proceeds of a Letter of Credit." Section 5-114 follows traditional banking terminol- 
ogy by referring to a letter of credit beneficiary's assignment of its right to receive payment 
hereunder as an assignment of the *proceeds of a letter of credit." However, as the seller o 
goods can assign its right to receive payment (an “account”) before it has been earned by 
delivering the goods to the buyer, so the beneficiary of a letter of credit can assign its 
contingent right to payment before the letter of credit has been honored. See Section 
5-114(b). If the assignment creates a security interest, the security interest can be perfected 
at the time it is created. An assignment of, including the creation of a security interest in, a 

etter-of-credit right is an assignment of a present interest. 

4. “Transfer” vs. “Assignment.” Letter-of-credit law and practice distinguish the 
"transfer" of a letter of credit from an *assignment." Under a transfer, the transferee itsel 
becomes the beneficiary and acquires the right to draw. Whether a new, substitute credit is 
issued or the issuer advises the transferee of its status as such, the transfer constitutes a 
novation under which the transferee is the new, substituted beneficiary (but only to the 
extent of the transfer, in the case of a partial transfer). 

Section 5-114(e) provides that the rights of a transferee beneficiary or nominated person 
are independent of the beneficiary's assignment of the proceeds of a letter of credit and are 
superior to the assignee's right to the proceeds. For this reason, transfer does not appear in 
his Article as a means of control or perfection. Section 9-109(c)(4) recognizes the indepen- 
dent and superior rights of a transferee beneficiary under Section 5-114(e); this Article does 

ot apply to the rights of a transferee beneficiary or nominated person to the extent that 
hose rights are independent and superior under Section 5-114. 
5. Supporting Obligation: Automatic Attachment and Perfection. A letter-of-credit 
ight is a type of “supporting obligation,” as defined in Section 9-102. Under Sections 9-203 
and 9-308, a security interest in a letter-of-credit right automatically attaches and is 
automatically perfected if the security interest in the supported obligation is a perfected se- 
curity interest. However, unless the secured party has control of the letter-of-credit right or 
itself becomes a transferee beneficiary, it cannot obtain any rights against the issuer or a 
nominated person under Article 5. Consequently, as a practical matter, the secured party’s 
ights would be limited to its ability to locate and identify proceeds distributed by the is- 
suer or nominated person under the letter of credit. 


§ 9-108. Sufficiency of Description. 
(a) [Sufficiency of description.] Except as otherwise provided in 
subsections (c), (d), and (e), a description of personal or real property is 


sufficient, whether or not it is specific, if it reasonably identifies what is 
described. 


(b) [Examples of reasonable identification.] Except as otherwise 
provided in subsection (d), a description of collateral reasonably identifies 
he collateral if it identifies the collateral by: 
(1) specific listing; 
(2) category; 
(3) except as otherwise provided in subsection (e), a type of collateral 
defined in [the Uniform Commercial Code]; 
(4) quantity; 
(5) computational or allocational formula or procedure; or 


(6) except as otherwise provided in subsection (c), any other method, i 
the identity of the collateral is objectively determinable. 
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(c) [Supergeneric description not sufficient.] A description of collat- 
eral as “all the debtor’s assets” or “all the debtor’s personal property” or 
sing words of similar import does not reasonably identify the collateral. 


(d) [Investment property.] Except as otherwise provided in subsection 
(e), a description of a security entitlement, securities account, or commod- 
ity account is sufficient if it describes: 


(1) the collateral by those terms or as investment property; or 
(2) the underlying financial asset or commodity contract. 


(e) [When description by type insufficient.] A description only by 
ype of collateral defined in [the Uniform Commercial Code] is an insuf- 
ficient description of: 


(1) a commercial tort claim; or 


(2) in a consumer transaction, consumer goods, a security entitlement, 
a securities account, or a commodity account. 


Official Comment 

1. Source. Former Sections 9-110, 9-115(8). 

2. General Rules. Subsection (a) retains substantially the same formulation as former 
Section 9-110. Subsection (b) expands upon subsection (a) by indicating a variety of ways in 

hich a description might reasonably identify collateral. Whereas a provision similar to 
subsection (b) was applicable only to investment property under former Section 9-115(3), 
subsection (b) applies to all types of collateral, subject to the limitation in subsection (d). 
Subsection (b) is subject to subsection (c), which follows prevailing case law and adopts the 

iew that an “all assets” or “all personal property” description for purposes of a security 
agreement is not sufficient. Note, however, that under Section 9-504, a financing statement 
sufficiently indicates the collateral if it “covers all assets or all personal property.” 

The purpose of requiring a description of collateral in a security agreement under Section 
9-203 is evidentiary. The test of sufficiency of a description under this section, as under for- 
mer Section 9-110, is that the description do the job assigned to it: make possible the 
identification of the collateral described. This section rejects any requirement that a de- 
scription is insufficient unless it is exact and detailed (the so-called “serial number” test). 

3. After-Acquired Collateral. Much litigation has arisen over whether a description in 
a security agreement is sufficient to include after-acquired collateral if the agreement does 
not explicitly so provide. This question is one of contract interpretation and is not 
susceptible to a statutory rule (other than a rule to the effect that it is a question o 
contract interpretation). Accordingly, this section contains no reference to descriptions o 
after-acquired collateral. 

4. Investment Property. Under subsection (d), the use of the wrong Article 8 terminol- 
ogy does not render a description invalid (e.g., a security agreement intended to cover a 
debtor's “security entitlements” is sufficient if it refers to the debtor's securities"). Note 
also that given the broad definition of *securities account" in Section 8-501, a security inter- 
est in a securities account also includes all other rights of the debtor against the securities 
intermediary arising out of the securities account. For example, a security interest in a se- 
curities account would include credit balances due to the debtor from the securities 
intermediary, whether or not they are proceeds of a security entitlement. Moreover, describ- 
ing collateral as a securities account is a simple way of describing all of the security entitle- 
ments carried in the account. 

5. Consumer Investment Property; Commercial Tort Claims. Subsection (e) 

equires greater specificity of description in order to prevent debtors from inadvertently 
encumbering certain property. Subsection (e) requires that a description by defined “type” 
of collateral alone of a commercial tort claim or, in a consumer transaction, of a security 
entitlement, securities account, or commodity account, is not sufficient. For example, “all 
existing and after-acquired investment property” or “all existing and after-acquired secu- 
ity entitlements," without more, would be insufficient in a consumer transaction to de- 
scribe a security entitlement, securities account, or commodity account. The reference to 
"only by type" in subsection (e) means that a description is sufficient if it satisfies subsec- 
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ion (a) and contains a descriptive component beyond the “type” alone. Moreover, if the col- 
ateral consists of a securities account or commodity account, a description of the account is 
sufficient to cover all existing and future security entitlements or commodity contracts car- 
ied in the account. See Section 9-203(h), (i). 
Under Section 9-204, an after-acquired collateral clause in a security agreement will not 
each future commercial tort claims. It follows that when an effective security agreement 
covering a commercial tort claim is entered into the claim already will exist. Subsection (e) 
does not require a description to be specific. For example, a description such as “all tort 
claims arising out of the explosion of debtor’s factory” would suffice, even if the exact 
amount of the claim, the theory on which it may be based, and the identity of the tortfea- 
sor(s) are not described. (Indeed, those facts may not be known at the time.) 


[SUBPART 2. APPLICABILITY OF ARTICLE] 


§ 9-109. Scope. 

(a) [General scope of article.] Except as otherwise provided in subsec- 
ions (c) and (d), this article applies to: 

(1) a transaction, regardless of its form, that creates a security inter- 
est in personal property or fixtures by contract; 

(2) an agricultural lien; 

(3) a sale of accounts, chattel paper, payment intangibles, or promis- 
sory notes; 

(4) a consignment; 

(5) a security interest arising under Section 2-401, 2-505, 2-711(3), or 
2A-508(5), as provided in Section 9-110; and 

(6) a security interest arising under Section 4-210 or 5-118. 

(b) [Security interest in secured obligation.] The application of this 
article to a security interest in a secured obligation is not affected by the 
fact that the obligation is itself secured by a transaction or interest to 

hich this article does not apply. 

(c) [Extent to which article does not apply.] This article does not ap- 
ply to the extent that: 

(1) a statute, regulation, or treaty of the United States preempts this 
article; 

(2) another statute of this State expressly governs the creation, perfec- 
tion, priority, or enforcement of a security interest created by this State 
or a governmental unit of this State; 

(3) a statute of another State, a foreign country, or a governmental 
unit of another State or a foreign country, other than a statute generally 
applicable to security interests, expressly governs creation, perfection, 
priority, or enforcement of a security interest created by the State, 
country, or governmental unit; or 

(4) the rights of a transferee beneficiary or nominated person under a 
letter of credit are independent and superior under Section 5-114. 

(d) [Inapplicability of article.] This article does not apply to: 

(1) a landlord’s lien, other than an agricultural lien; 

(2) a lien, other than an agricultural lien, given by statute or other 
rule of law for services or materials, but Section 9-333 applies with re- 
spect to priority of the lien; 
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(3) an assignment of a claim for wages, salary, or other compensation 
of an employee; 

(4) a sale of accounts, chattel paper, payment intangibles, or promis- 
sory notes as part of a sale of the business out of which they arose; 

(5) an assignment of accounts, chattel paper, payment intangibles, or 
promissory notes which is for the purpose of collection only; 

(6) an assignment of a right to payment under a contract to an as- 
signee that is also obligated to perform under the contract; 

(7) an assignment of a single account, payment intangible, or promis- 
sory note to an assignee in full or partial satisfaction of a preexisting 
indebtedness; 

(8) a transfer of an interest in or an assignment of a claim under a 
policy of insurance, other than an assignment by or to a health-care 
provider of a health-care-insurance receivable and any subsequent as- 
signment of the right to payment, but Sections 9-315 and 9-322 apply 
with respect to proceeds and priorities in proceeds; 

(9) an assignment of a right represented by a judgment, other than a 
judgment taken on a right to payment that was collateral; 

(10) a right of recoupment or set-off, but: 

(A) Section 9-340 applies with respect to the effectiveness of rights 
of recoupment or set-off against deposit accounts; and 

(B) Section 9-404 applies with respect to defenses or claims of an ac- 
count debtor; 


(11) the creation or transfer of an interest in or lien on real property, 
including a lease or rents thereunder, except to the extent that provision 
is made for: 


(A) liens on real property in Sections 9-203 and 9-308; 

(B) fixtures in Section 9-334; 

(C) fixture filings in Sections 9-501, 9-502, 9-512, 9-516, and 9-519; 
and 

(D) security agreements covering personal and real property in Section 

9-604; 

(12) an assignment of a claim arising in tort, other than a commercial 
tort claim, but Sections 9-315 and 9-322 apply with respect to proceeds 
and priorities in proceeds; or 

(13) an assignment of a deposit account in a consumer transaction, but 
Sections 9-315 and 9-322 apply with respect to proceeds and priorities in 
proceeds. 


Official Comment 

1. Source. Former Sections 9-102, 9-104. 

2. Basic Scope Provision. Subsection (a)(1) derives from former Section 9-102(1) and 
(2). These subsections have been combined and shortened. No change in meaning is 
intended. Under subsection (a)(1), all consensual security interests in personal property 
and fixtures are covered by this Article, except for transactions excluded by subsections (c) 
and (d). As to which transactions give rise to a “security interest," the definition of that 
erm in Section 1-201 must be consulted. When a security interest is created, this Article 
applies regardless of the form of the transaction or the name that parties have given to it. 

3. Agricultural Liens. Subsection (a)(2) is new. It expands the scope of this Article to 
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cover agricultural liens, as defined in Section 9-102. 

4. Sales of Accounts, Chattel Paper, Payment Intangibles, Promissory Notes, 
and Other Receivables. Under subsection (a)(3), as under former Section 9-102, this 
Article applies to sales of accounts and chattel paper. This approach generally has been 
successful in avoiding difficult problems of distinguishing between transactions in which a 
eceivable secures an obligation and those in which the receivable has been sold outright. 
In many commercial financing transactions the distinction is blurred. 

Subsection (a)(3) expands the scope of this Article by including the sale of a “payment 
intangible” (defined in Section 9-102 as “a general intangible under which the account 
debtor’s principal obligation is a monetary obligation”) and a “promissory note” (also 
defined in Section 9-102). To a considerable extent, this Article affords these transactions 
reatment identical to that given sales of accounts and chattel paper. In some respects, 
however, sales of payment intangibles and promissory notes are treated differently from 
sales of other receivables. See, e.g., Sections 9-309 (automatic perfection upon attachment), 
9-408 (effect of restrictions on assignment). By virtue of the expanded definition of *ac- 
count" (defined in Section 9-102), this Article now covers sales of (and other security 
interests in) *health-care-insurance receivables" (also defined in Section 9-102). Although 
his Article occasionally distinguishes between outright sales of receivables and sales that 
secure an obligation, neither this Article nor the definition of “security interest" (Section 
1-201(37)) delineates how a particular transaction is to be classified. That issue is left to 
he courts. 

5. Transfer of Ownership in Sales of Receivables. A “sale” of an account, chattel 
paper, a promissory note, or a payment intangible includes a sale of a right in the receiv- 
able, such as a sale of a participation interest. The term also includes the sale of an 
enforcement right. For example, a *[plerson entitled to enforce” a negotiable promissory 

ote (Section 3-301) may sell its ownership rights in the instrument. See Section 3-203, 
Comment 1 (“Ownership rights in instruments may be determined by principles of the law 
of property, independent of Article 3, which do not depend upon whether the instrument 

as transferred under Section 3-203.”). Also, the right under Section 3-309 to enforce a 
ost, destroyed, or stolen negotiable promissory note may be sold to a purchaser who could 
enforce that right by causing the seller to provide the proof required under that section. 

his Article rejects decisions reaching a contrary result, e.g., Dennis Joslin Co. v. Robinson 
Broadcasting, 977 F. Supp. 491 (D.D.C. 1997). 

Nothing in this section or any other provision of Article 9 prevents the transfer of full 
and complete ownership of an account, chattel paper, an instrument, or a payment 
intangible in a transaction of sale. However, as mentioned in Comment 4, neither this 

rticle nor the definition of “security interest” in Section 1-201 provides rules for 
distinguishing sales transactions from those that create a security interest securing an 
obligation. This Article applies to both types of transactions. The principal effect of this 
coverage is to apply this Article’s perfection and priority rules to these sales transactions. 

se of terminology such as “security interest,” “debtor,” and “collateral” is merely a draft- 
ing convention adopted to reach this end, and its use has no relevance to distinguishing 
sales from other transactions. See PEB Commentary No. 14. 

Following a debtor’s outright sale and transfer of ownership of a receivable, the debtor- 
seller retains no legal or equitable rights in the receivable that has been sold. See Section 
9-318(a). This is so whether or not the buyer’s security interest is perfected. (A security 
interest arising from the sale of a promissory note or payment intangible is perfected upon 
attachment without further action. See Section 9-309.) However, if the buyer’s interest in 
accounts or chattel paper is unperfected, a subsequent lien creditor, perfected secured 
party, or qualified buyer can reach the sold receivable and achieve priority over (or take 

ee of) the buyer’s unperfected security interest under Section 9-317. This is so not because 
he seller of a receivable retains rights in the property sold; it does not. Nor is this so 
because the seller of a receivable is a “debtor” and the buyer of a receivable is a “secured 
party” under this Article (they are). It is so for the simple reason that Sections 9-318(b), 
9-317, and 9-322 make it so, as did former Sections 9-301 and 9-312. Because the buyer’s 
security interest is unperfected, for purposes of determining the rights of creditors of and 
purchasers for value from the debtor-seller, under Section 9-318(b) the debtor-seller is 
deemed to have the rights and title it sold. Section 9-317 subjects the buyer’s unperfected 
interest in accounts and chattel paper to that of the debtor-seller’s lien creditor and other 
persons who qualify under that section. 
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6. Consignments. Subsection (a)(4) is new. This Article applies to every “consignment.” 
he term, defined in Section 9-102, includes many but not all “true” consignments (i.e., 
bailments for the purpose of sale). If a transaction is a “sale or return,” as defined in 
evised Section 2-326, it is not a “consignment.” In a “sale or return" transaction, the buyer 

becomes the owner of the goods, and the seller may obtain an enforceable security interest 
in the goods only by satisfying the requirements of Section 9-203. 

Under common law, creditors of a bailee were unable to reach the interest of the bailor 
(in the case of a consignment, the consignor-owner). Like former Section 2-326 and former 

rticle 9, this Article changes the common-law result; however, it does so in a different 
manner. For purposes of determining the rights and interests of third-party creditors of, 
and purchasers of the goods from, the consignee, but not for other purposes, such as reme- 
dies of the consignor, the consignee is deemed to acquire under this Article whatever rights 
and title the consignor had or had power to transfer. See Section 9-319. The interest of a 
consignor is defined to be a security interest under revised Section 1-201(37), more specifi- 
cally, a purchase-money security interest in the consignee's inventory. See Section 9-103(d). 

hus, the rules pertaining to lien creditors, buyers, and attachment, perfection, and prior- 
ity of competing security interests apply to consigned goods. The relationship between the 
consignor and consignee is left to other law. Consignors also have no duties under Part 6. 
See Section 9-601(g). 

Sometimes parties characterize transactions that secure an obligation (other than the 
bailee's obligation to returned bailed goods) as “consignments.” These transactions are not 
"consignments" as contemplated by Section 9-109(a)(4). See Section 9-102. This Article ap- 
plies also to these transactions, by virtue of Section 9-109(a)(1). They create a security 
interest within the meaning of the first sentence of Section 1-201(37). 

This Article does not apply to bailments for sale that fall outside the definition of ^consign- 
ment" in Section 9-102 and that do not create a security interest that secures an obligation. 

7. Security Interest in Obligation Secured by Non-Article 9 Transaction. Subsec- 
ion (b) is unchanged in substance from former Section 9-102(3). The following example 
provides an illustration. 

Example 1: O borrows $10,000 from M and secures its repayment obligation, evi- 
denced by a promissory note, by granting to M a mortgage on O's land. This Article does 
not apply to the creation of the real-property mortgage. However, if M sells the promis- 
sory note to X or gives a security interest in the note to secure M's own obligation to X, 
this Article applies to the security interest thereby created in favor of X. The security 
interest in the promissory note is covered by this Article even though the note is secured 
by a real-property mortgage. Also, X's security interest in the note gives X an attached 
security interest in the mortgage lien that secures the note and, if the security interest 
in the note is perfected, the security interest in the mortgage lien likewise is perfected. 
See Sections 9-203, 9-308. 

It also follows from subsection (b) that an attempt to obtain or perfect a security interest in 
a secured obligation by complying with non-Article 9 law, as by an assignment of record o 
a real-property mortgage, would be ineffective. Finally, it is implicit from subsection (b) 
hat one cannot obtain a security interest in a lien, such as a mortgage on real property, 
hat is not also coupled with an equally effective security interest in the secured obligation. 

his Article rejects cases such as In re Maryville Savings & Loan Corp., 743 F.2d 413 (6th 
Cir. 1984), clarified on reconsideration, 760 F.2d 119 (1985). 

8. Federal Preemption. Former Section 9-104(a) excluded from Article 9 *a security 
interest subject to any statute of the United States, to the extent that such statute governs 
he rights of parties to and third parties affected by transactions in particular types o 
property." Some (erroneously) read the former section to suggest that Article 9 sometimes 
deferred to federal law even when federal law did not preempt Article 9. Subsection (c)(1) 
ecognizes explicitly that this Article defers to federal law only when and to the extent that 

it must—i.e., when federal law preempts it. 

9. Governmental Debtors. Former Section 9-104(e) excluded transfers by governmental 
debtors. It has been revised and replaced by the exclusions in new paragraphs (2) and (3) o 
subsection (c). These paragraphs reflect the view that Article 9 should apply to security 
interests created by a State, foreign country, or a “governmental unit" (defined in Section 
9-102) of either except to the extent that another statute governs the issue in question. 

nder paragraph (2), this Article defers to all statutes of the forum State. (A forum cannot 
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determine whether it should consult the choice-of-law rules in the forum's UCC unless it 
rst determines that its UCC applies to the transaction before it.) Paragraph (3) defers to 

statutes of another State or a foreign country only to the extent that those statutes contain 
ules applicable specifically to security interests created by the governmental unit in 
uestion. 

f Example 2: A New Jersey state commission creates a security interest in favor of a 
New York bank. The validity of the security interest is litigated in New York. The rele- 
vant security agreement provides that it is governed by New York law. To the extent 
that a New Jersey statute contains rules peculiar to creation of security interests by 
governmental units generally, to creation of security interests by state commissions, or 
to creation of security interests by this particular state commission, then that law will 
govern. On the other hand, to the extent that New Jersey law provides that security 
interests created by governmental units, state commissions, or this state commission are 
governed by the law generally applicable to secured transactions (i.e., New Jersey’s 
Article 9), then New York’s Article 9 will govern. 

Example 3: An airline that is an instrumentality of a foreign country creates a secu- 
rity interest in favor of a New York bank. The analysis used in the previous example 
would apply here. That is, if the matter is litigated in New York, New York law would 
govern except to the extent that the foreign country enacted a statute applicable to secu- 
rity interests created by governmental units generally or by the airline specifically. 

The fact that New York law applies does not necessarily mean that perfection is ac- 
complished by filing in New York. Rather, it means that the court should apply New York’s 
Article 9, including its choice-of-law provisions. Under New York’s Section 9-301, perfection 
is governed by the law of the jurisdiction in which the debtor is located. Section 9-307 
determines the debtor’s location for choice-of-law purposes. 

If a transaction does not bear an appropriate relation to the forum State, then that 
State’s Article 9 will not apply, regardless of whether the transaction would be excluded by 
paragraph (3). 

Example 4: A Belgian governmental unit grants a security interest in its equipment 
to a Swiss secured party. The equipment is located in Belgium. A dispute arises and, for 
some reason, an action is brought in a New Mexico state court. Inasmuch as the transac- 
tion bears no “appropriate relation" to New Mexico, New Mexico's UCC, including its 
Article 9, is inapplicable. See Section 1-105(1). New Mexico's Section 9-109(c) on excluded 
transactions should not come into play. Even if the parties agreed that New Mexico law 
would govern, the parties' agreement would not be effective because the transaction does 
not bear a “reasonable relation” to New Mexico. See Section 1-105(1). 

Conversely, Article 9 will come into play only if the litigation arises in a UCC jurisdiction 
or if a foreign choice-of-law rule leads a foreign court to apply the law of a UCC jurisdiction. 
For example, if issues concerning a security interest granted by a foreign airline to a New 

ork bank are litigated overseas, the court may be bound to apply the law of the debtor's 

jurisdiction and not New York's Article 9. 

10. Certain Statutory and Common-Law Liens; Interests in Real Property. With 
ew exceptions (nonconsensual agricultural liens being one), this Article applies only to 
consensual security interests in personal property. Following former Section 9-104(b) and 
(), paragraphs (1) and (11) of subsection (d) exclude landlord's liens and leases and most 
other interests in or liens on real property. These exclusions generally reiterate the limita- 
ions on coverage (i.e., “by contract,” “in personal property and fixtures") made explicit in 
subsection (a1). Similarly, most jurisdictions provide special liens to suppliers of many 
ypes of services and materials, either by statute or by common law. With the exception o 
agricultural liens, it is not necessary for this Article to provide general codification of this 
ien structure, which is determined in large part by local conditions and which is far| 

emoved from ordinary commercial financing. As under former Section 9-104(c), subsection 

(d)(2) excludes these suppliers! liens (other than agricultural liens) from this Article. 

However, Section 9-333 provides a rule for determining priorities between certain posses- 

sory suppliers’ liens and security interests covered by this Article. 

11. Wage and Similar Claims. As under former Section 9-104(d), subsection (d)(3) 
excludes assignments of claims for wages and the like from this Article. These assignments 
present important social issues that other law addresses. The Federal Trade Commission. 
has ruled that, with some exceptions, the taking of an assignment of wages or other earn- 
ings is an unfair act or practice under the Federal Trade Commission Act. See 16 C.F.R. 
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Part 444. State statutes also may regulate such assignments. 

12. Certain Sales and Assignments of Receivables; Judgments. In general this 

rticle covers security interests in (including sales of) accounts, chattel paper, payment 

intangibles, and promissory notes. Paragraphs (4), (5), (6), and (7) of subsection (d) exclude 

om the Article certain sales and assignments of receivables that, by their nature, do not 
concern commercial financing transactions. These paragraphs add to the exclusions in for- 
mer Section 9-104(f) analogous sales and assignments of payment intangibles and promis- 
sory notes. For similar reasons, subsection (d)(9) retains the exclusion of assignments o 
judgments under former Section 9-104(h) (other than judgments taken on a right to pay- 
ment that itself was collateral under this Article). 

13. Insurance. Subsection (d)(8) narrows somewhat the broad exclusion of interests in 
insurance policies under former Section 9-104(g). This Article now covers assignments by or 
o a health-care provider of “health-care-insurance receivables” (defined in Section 9-102). 
14. Set-Off. Subsection (d)(10) adds two exceptions to the general exclusion of set-o 
ights from Article 9 under former Section 9-104(i). The first takes account of new Section 
9-340, which regulates the effectiveness of a set-off against a deposit account that stands as 
collateral. The second recognizes Section 9-404, which affords the obligor on an account, 
chattel paper, or general intangible the right to raise claims and defenses against an as- 

signee (secured party). 

15. Tort Claims. Subsection (d)(12) narrows somewhat the broad exclusion of transfers 
of tort claims under former Section 9-104(k). This Article now applies to assignments o 
“commercial tort claims” (defined in Section 9-102) as well as to security interests in tort 
claims that constitute proceeds of other collateral (e.g., a right to payment for negligent de- 
struction of the debtor’s inventory). Note that once a claim arising in tort has been settled 
and reduced to a contractual obligation to pay, the right to payment becomes a payment 
intangible and ceases to be a claim arising in tort. 

This Article contains two special rules governing creation of a security interest in tort 
claims. First, a description of collateral in a security agreement as “all tort claims” is insuf- 

cient to meet the requirement for attachment. See Section 9-108(e). Second, no security 
interest attaches under an after-acquired property clause to a tort claim. See Section 
9-204(b). In addition, this Article does not determine whom the tortfeasor must pay to dis- 
charge its obligation. Inasmuch as a tortfeasor is not an “account debtor,” the rules govern- 
ing waiver of defenses and discharge of an obligation by an obligor (Sections 9-403, 9-404, 
9-405, and 9-406) are inapplicable to tort-claim collateral. 

16. Deposit Accounts. Except in consumer transactions, deposit accounts may be taken 
as original collateral under this Article. Under former Section 9-104(/), deposit accounts 

ere excluded as original collateral, leaving security interests in deposit accounts to be 
governed by the common law. The common law is nonuniform, often difficult to discover 
and comprehend, and frequently costly to implement. As a consequence, debtors who 

ished to use deposit accounts as collateral sometimes were precluded from doing so as a 
practical matter. By excluding deposit accounts from the Article’s scope as original collat- 
eral in consumer transactions, subsection (d)(13) leaves those transactions to law other 
han this Article. However, in both consumer and non-consumer transactions, sections 


This Article contains several safeguards to protect debtors against inadvertently 
encumbering deposit accounts and to reduce the likelihood that a secured party will realize 
a windfall from a debtor’s deposit accounts. For example, because “deposit account” is a 
separate type of collateral, a security agreement covering general intangibles will not 
adequately describe deposit accounts. Rather, a security agreement must reasonably 
identify the deposit accounts that are the subject of a security interest, e.g., by using the 
erm “deposit accounts.” See Section 9-108. To perfect a security interest in a deposit ac- 
count as original collateral, a secured party (other than the bank with which the deposit ac- 
count is maintained) must obtain “control” of the account either by obtaining the bank’s 
authenticated agreement or by becoming the bank’s customer with respect to the deposit 
account. See Sections 9-312(b)(1), 9-104. Either of these steps requires the debtor’s consent. 

This Article also contains new rules that determine which State's law governs perfection. 
and priority of a security interest in a deposit account (Section 9-304), priority of conflicting 
security interests in and set-off rights against a deposit account (Sections 9-327, 9-340), the 
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ights of transferees of funds from an encumbered deposit account (Section 9-332), the 

obligations of the bank (Section 9-341), enforcement of security interests in a deposit ac- 
count (Section 9-607(c)), and the duty of a secured party to terminate control of a deposit 
account (Section 9-208(b)). 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 9-110. Security Interests Arising Under Article 2 or 2A. 


A security interest arising under Section 2-401, 2-505, 2-711(3), or 
2A-508(5) is subject to this article. However, until the debtor obtains pos- 
session of the goods: 


(1) the security interest is enforceable, even if Section 9-203(b)(3) has 
not been satisfied; 


(2) filing is not required to perfect the security interest; 


(3) the rights of the secured party after default by the debtor are 
governed by Article 2 or 2A; and 


(4) the security interest has priority over a conflicting security interest 
created by the debtor. 


Official Comments 

1. Source. Former Section 9-113. 

2. Background. Former Section 9-113, from which this section derives, referred gener- 
ally to security interests “arising solely under the Article on Sales (Article 2) or the Article 
on Leases (Article 2A)." Views differed as to the precise scope of that section. In contrast, 
Section 9-110 specifies the security interests to which it applies. 

3. Security Interests Under Articles 2 and 2A. Section 2-505 explains how a seller o 
goods may reserve a security interest in them. Section 2-401 indicates that a reservation o 

itle by the seller of goods, despite delivery to the buyer, is limited to reservation of a secu- 
ity interest. As did former Article 9, this Article governs a security interest arising solely 
nder one of those sections; however, until the buyer obtains possession of the goods, the 
security interest is enforceable even in the absence of a security agreement, filing is not 
ecessary to perfect the security interest, and the seller-secured party's rights on the 
buyer's default are governed by Article 2. 

Sections 2-711(3) and 2A-508(5) create a security interest in favor of a buyer or lessee in 
possession of goods that were rightfully rejected or as to which acceptance was justifiably 
evoked. As did former Article 9, this Article governs a security interest arising solely 
nder one of those sections; however, until the seller or lessor obtains possession of the 
goods, the security interest is enforceable even in the absence of a security agreement, fil- 
ing is not necessary to perfect the security interest, and the secured party's (buyer's or les- 
see's) rights on the debtor's (seller's or lessor's) default are governed by Article 2 or 2A, as 
he case may be. 

4. Priority. This section adds to former Section 9-113 a priority rule. Until the debtor 
obtains possession of the goods, a security interest arising under one of the specified sec- 
ions of Article 2 or 2A has priority over conflicting security interests created by the debtor. 
hus, a security interest arising under Section 2-401 or 2-505 has priority over a conflicting 
security interest in the buyer's after-acquired goods, even if the goods in question are 
inventory. Arguably, the same result would obtain under Section 9-322, but even if it would 
not, a purchase-money-like priority is appropriate. Similarly, a security interest under 
Section 2-711(3) or 2A-508(5) has priority over security interests claimed by the seller's or 
essor's secured lender. This result is appropriate, inasmuch as the payments giving rise to 
he debt secured by the Article 2 or 2A security interest are likely to be included among the 
ender's proceeds. 

Example: Seller owns equipment subject to a security interest created by Seller in 
favor of Lender. Buyer pays for the equipment, accepts the goods, and then justifiably 
revokes acceptance. As long as Seller does not recover possession of the equipment, 
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Buyer’s security interest under Section 2-711(3) is senior to that of Lender. 

In the event that a security interest referred to in this section conflicts with a security 
interest that is created by a person other than the debtor, Section 9-325 applies. Thus, i 
Lender’s security interest in the example was created not by Seller but by the person from 

hom Seller acquired the goods, Section 9-325 would govern. 

5. Relationship to Other Rights and Remedies Under Articles 2 and 2A. This 
Article does not specifically address the conflict between (i) a security interest created by a 
buyer or lessee and (ii) the seller's or lessor’s right to withhold delivery under Section 
2-702(1), 2-703(a), or 2A-525, the seller’s or lessor’s right to stop delivery under Section 
2-705 or 2A-526, or the seller’s right to reclaim under Section 2-507(2) or 2-702(2). These 
conflicts are governed by the first sentence of Section 2-403(1), under which the buyer’s 
secured party obtains no greater rights in the goods than the buyer had or had power to 
convey, or Section 2A-307(1), under which creditors of the lessee take subject to the lease 
contract. 


PART 2. EFFECTIVENESS OF SECURITY 
AGREEMENT; ATTACHMENT OF SECURITY 
INTEREST; RIGHTS OF PARTIES TO SECURITY 
AGREEMENT 


[SUBPART 1. EFFECTIVENESS AND ATTACHMENT] 


§ 9-201. General Effectiveness of Security Agreement. 

(a) [General effectiveness.] Except as otherwise provided in [the 

niform Commercial Code], a security agreement is effective according to 
its terms between the parties, against purchasers of the collateral, and 
against creditors. 

(b) [Applicable consumer laws and other law.] A transaction subject 
o this article is subject to any applicable rule of law which establishes a 
different rule for consumers and [insert reference to (i) any other statute 
or regulation that regulates the rates, charges, agreements, and practices 
for loans, credit sales, or other extensions of credit and (ii) any consumer- 
protection statute or regulation]. 

(c) [Other applicable law controls.] In case of conflict between this 
article and a rule of law, statute, or regulation described in subsection (b), 
he rule of law, statute, or regulation controls. Failure to comply with a 
statute or regulation described in subsection (b) has only the effect the 
statute or regulation specifies. 

(d) [Further deference to other applicable law.] This article does 
not: 

(1) validate any rate, charge, agreement, or practice that violates a 
rule of law, statute, or regulation described in subsection (b); or 

(2) extend the application of the rule of law, statute, or regulation to a 
transaction not otherwise subject to it. 


Official Comment 
1. Source. Former Sections 9-201, 9-203(4). 
2. Effectiveness of Security Agreement. Subsection (a) provides that a security agree- 
ment is generally effective. With certain exceptions, a security agreement is effective be- 
ween the debtor and secured party and is likewise effective against third parties. Note 
hat “security agreement” is used here (and elsewhere in this Article) as it is defined in 
Section 9-102: “an agreement that creates or provides for a security interest.” It follows 
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hat subsection (a) does not provide that every term or provision contained in a record that 
contains a security agreement or that is so labeled is effective. Properly read, former Sec- 
ion 9-201 was to the same effect. Exceptions to the general rule of subsection (a) arise 

here there is an overriding provision in this Article or any other Article of the UCC. For 
example, Section 9-317 subordinates unperfected security interests to lien creditors and 
certain buyers, and several provisions in Part 3 subordinate some security interests to 
other security interests and interests of purchasers. 

3. Law, Statutes, and Regulations Applicable to Certain Transactions. Subsection 
(b) makes clear that certain transactions, although subject to this Article, also are subject 
o other applicable laws relating to consumers or specified in that subsection. Subsection (c) 
provides that the other law is controlling in the event of a conflict, and that a violation o 
other law does not ipso facto constitute a violation of this Article. Subsection (d) provides 
hat this Article does not validate violations under or extend the application of the other 
applicable laws. 


$ 9-202. Title to Collateral Immaterial. 


Except as otherwise provided with respect to consignments or sales o 

accounts, chattel paper, payment intangibles, or promissory notes, the pro- 

isions of this article with regard to rights and obligations apply whether 
itle to collateral is in the secured party or the debtor. 


Official Comment 

1. Source. Former Section 9-202. 

2. Title Immaterial. The rights and duties of parties to a secured transaction and af- 
ected third parties are provided in this Article without reference to the location of “title” to 
he collateral. For example, the characteristics of a security interest that secures the 
purchase price of goods are the same whether the secured party appears to have retained 
itle or the debtor appears to have obtained title and then conveyed title or a lien to the 
secured party. 

3. When Title Matters. 

a. Under This Article. This section explicitly acknowledges two circumstances in which 
he effect of certain Article 9 provisions turns on ownership (title). First, in some respects 
sales of accounts, chattel paper, payment intangibles, and promissory notes receive special 
reatment. See, e.g., Sections 9-207(a), 9-210(b), 9-615(e). Buyers of receivables under for- 
mer Article 9 were treated specially, as well. See, e.g., former Section 9-502(2). Second, the 
emedies of a consignor under a true consignment and, for the most part, the remedies of a 
buyer of accounts, chattel paper, payment intangibles, or promissory notes are determined 
by other law and not by Part 6. See Section 9-601(g). 

b. Under Other Law. This Article does not determine which line of interpretation (e.g., 
itle theory or lien theory, retained title or conveyed title) should be followed in cases in 
hich the applicability of another rule of law depends upon who has title. If, for example, a 
evenue law imposes a tax on the “legal” owner of goods or if a corporation law makes a 
ote of the stockholders prerequisite to a corporation “giving” a security interest but not i 
it acquires property “subject” to a security interest, this Article does not attempt to define 
hether the secured party is a “legal” owner or whether the transaction “gives” a security 
interest for the purpose of such laws. Other rules of law or the agreement of the parties 

determines the location and source of title for those purposes. 


§ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Supporting Obligations; Formal Requisites. 

(a) [Attachment.] A security interest attaches to collateral when it 
becomes enforceable against the debtor with respect to the collateral, un- 
less an agreement expressly postpones the time of attachment. 

(b) [Enforceability.] Except as otherwise provided in subsections (c) 
hrough (i) a security interest is enforceable against the debtor and third 
parties with respect to the collateral only if : 

(1) value has been given; 
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(2) the debtor has rights in the collateral or the power to transfer 
rights in the collateral to a secured party; and 
(3) one of the following conditions is met: 

(A) the debtor has authenticated a security agreement that provides 
a description of the collateral and, if the security interest covers timber 
to be cut, a description of the land concerned; 

(B) the collateral is not a certificated security and is in the posses- 
sion of the secured party under Section 9-313 pursuant to the debtor’s 
security agreement; 

(C) the collateral is a certificated security in registered form and the 
security certificate has been delivered to the secured party under 
Section 8-301 pursuant to the debtor’s security agreement; or 

(D) the collateral is deposit accounts, electronic chattel paper, invest- 
ment property, letter-of-credit rights, or electronic documents, and the 
secured party has control under Section 7-106, 9-104, 9-105, 9-106, or 
9-107 pursuant to the debtor’s security agreement. 

(c) [Other UCC provisions.] Subsection (b) is subject to Section 4-210 
on the security interest of a collecting bank, Section 5-118 on the security 
interest of a letter-of-credit issuer or nominated person, Section 9-110 on a 
security interest arising under Article 2 or 2A, and Section 9-206 on secu- 
rity interests in investment property. 

(d) [When person becomes bound by another person's security 
agreement.] A person becomes bound as debtor by a security agreement 
entered into by another person if, by operation of law other than this 
article or by contract: 

(1) the security agreement becomes effective to create a security inter- 
est in the person's property; or 

(2) the person becomes generally obligated for the obligations of the 
other person, including the obligation secured under the security agree- 

ment, and acquires or succeeds to all or substantially all of the assets o 

the other person. 

(e) [Effect of new debtor becoming bound.] If a new debtor becomes 
bound as debtor by a security agreement entered into by another person: 

(1) the agreement satisfies subsection (b)(3) with respect to existing or 
after-acquired property of the new debtor to the extent the property is 
described in the agreement; and 

(2) another agreement is not necessary to make a security interest in 
the property enforceable. 

(f) [Proceeds and supporting obligations.] The attachment of a secu- 
rity interest in collateral gives the secured party the rights to proceeds 
provided by Section 9-315 and is also attachment of a security interest in a 
supporting obligation for the collateral. 

(g) [Lien securing right to payment.] The attachment of a security 
interest in a right to payment or performance secured by a security inter- 
est or other lien on personal or real property is also attachment of a secu- 
rity interest in the security interest, mortgage, or other lien. 

(h) [Security entitlement carried in securities account.] The at- 

achment of a security interest in a securities account is also attachment 
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(i) [Commodity contracts carried in commodity account.] The at- 
achment of a security interest in a commodity account is also attachment 
of a security interest in the commodity contracts carried in the commodity 
account. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 
1. Source. Former Sections 9-203, 9-115(2), (6). 
2. Creation, Attachment, and Enforceability. Subsection (a) states the general rule 
hat a security interest attaches to collateral only when it becomes enforceable against the 
debtor. Subsection (b) specifies the circumstances under which a security interest becomes 
enforceable. Subsection (b) states three basic prerequisites to the existence of a security 
interest: value (paragraph (1)), rights or power to transfer rights in collateral (paragraph. 
(2), and agreement plus satisfaction of an evidentiary requirement (paragraph (3)). When 
all of these elements exist, a security interest becomes enforceable between the parties and 
attaches under subsection (a). Subsection (c) identifies certain exceptions to the general 
ule of subsection (b). 
3. Security Agreement; Authentication. Under subsection (b)(3), enforceability 
equires the debtor's security agreement and compliance with an evidentiary requirement 
in the nature of a Statute of Frauds. Paragraph (3)(A) represents the most basic of the evi- 
dentiary alternatives, under which the debtor must authenticate a security agreement that 
provides a description of the collateral. Under Section 9-102, a “security agreement" i 
agreement that creates or provides for a security interest." Neither that definition nor the 
equirement of paragraph (3)(A) rejects the deeply rooted doctrine that a bill of sale, al- 
hough absolute in form, may be shown in fact to have been given as security. Under this 
rticle, as under prior law, a debtor may show by parol evidence that a transfer purporting 
o be absolute was in fact for security. Similarly, a self-styled “lease” may serve as a secu- 
ity agreement if the agreement creates a security interest. See Section 1-201(37) 
(distinguishing security interest from lease). 

4. Possession, Delivery, or Control Pursuant to Security Agreement. The other 
alternatives in subsection (b)(3) dispense with the requirement of an authenticated security 
agreement and provide alternative evidentiary tests. Under paragraph (3)(B), the secured 
party's possession substitutes for the debtor's authentication under paragraph (3)(A) if the 
secured party's possession is “pursuant to the debtor's security agreement." That phrase 

efers to the debtor’s agreement to the secured party's possession for the purpose of creat- 
ing a security interest. The phrase should not be confused with the phrase “debtor has 
authenticated a security agreement," used in paragraph (3)(A), which contemplates the 
debtor's authentication of a record. In the unlikely event that possession is obtained 

ithout the debtor's agreement, possession would not suffice as a substitute for an 
authenticated security agreement. However, once the security interest has become enforce- 
able and has attached, it is not impaired by the fact that the secured party's possession is 


contemplated by Section 9-313 is possession for purposes of subsection (b)(3)(B), even 
hough it may not constitute possession “pursuant to the debtor's agreement” and 
consequently might not serve as a substitute for an authenticated security agreement 
under subsection (b)(3)(A). Subsection (b)(3)(C) provides that delivery of a certificated secu- 
ity to the secured party under Section 8-301 pursuant to the debtor's security agreement 
is sufficient as a substitute for an authenticated security agreement. Similarly, under 
subsection (b)(3)(D), control of investment property, a deposit account, electronic chattel 
paper, a letter-of-credit right, or electronic documents satisfies the evidentiary test i 
control is pursuant to the debtor's security agreement. 

5. Collateral Covered by Other Statute or Treaty. One evidentiary purpose of the 
ormal requisites stated in subsection (b) is to minimize the possibility of future disputes as 
o the terms of a security agreement (e.g., as to the property that stands as collateral for 
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he obligation secured). One should distinguish the evidentiary functions of the formal 
equisites of attachment and enforceability (such as the requirement that a security agree- 
ment contain a description of the collateral) from the more limited goals of “notice filing” 
or financing statements under Part 5, explained in Section 9-502, Comment 2. When 
perfection is achieved by compliance with the requirements of a statute or treaty described 
in Section 9-311(a), such as a federal recording act or a certificate-of-title statute, the man- 
ner of describing the collateral in a registry imposed by the statute or treaty may or may 
not be adequate for purposes of this section and Section 9-108. However, the description 
contained in the security agreement, not the description in a public registry or on a certifi- 
cate of title, controls for purposes of this section. 

6. Debtor’s Rights; Debtor’s Power to Transfer Rights. Subsection (b)(2) conditions 
attachment on the debtor’s having “rights in the collateral or the power to transfer rights 
in the collateral to a secured party.” A debtor’s limited rights in collateral, short of full 
ownership, are sufficient for a security interest to attach. However, in accordance with ba- 
sic personal property conveyancing principles, the baseline rule is that a security interest 
attaches only to whatever rights a debtor may have, broad or limited as those rights may 

e. 

Certain exceptions to the baseline rule enable a debtor to transfer, and a security inter- 
est to attach to, greater rights than the debtor has. See Part 3, Subpart 3 (priority rules). 

he phrase, “or the power to transfer rights in the collateral to a secured party," accom- 
modates those exceptions. In some cases, a debtor may have power to transfer another 
person's rights only to a class of transferees that excludes secured parties. See, e.g., Section 
2-403(2) (giving certain merchants power to transfer an entruster's rights to a buyer in 
ordinary course of business). Under those circumstances, the debtor would not have the 
power to create a security interest in the other person's rights, and the condition in subsec- 

ion (b)(2) would not be satisfied. 

7. New Debtors. Subsection (e) makes clear that the enforceability requirements o 
subsection (b)(3) are met when a new debtor becomes bound under an original debtor's se- 
curity agreement. If a new debtor becomes bound as debtor by a security agreement entered 
into by another person, the security agreement satisfies the requirement of subsection 
(b)(3) as to the existing and after-acquired property of the new debtor to the extent the 
property is described in the agreement. 

Subsection (d) explains when a new debtor becomes bound. Persons who become bound 

nder paragraph (2) are limited to those who both become primarily liable for the original 
debtor's obligations and succeed to (or acquire) its assets. Thus, the paragraph excludes 
sureties and other secondary obligors as well as persons who become obligated through veil 
piercing and other non-successorship doctrines. In many cases, paragraph (2) will exclude 
successors to the assets and liabilities of a division of a debtor. See also Section 9-508, 
Comment 3. 

8. Supporting Obligations. Under subsection (f), a security interest in a “supporting 
obligation" (defined in Section 9-102) automatically follows from a security interest in the 
underlying, supported collateral. This result was implicit under former Article 9. Implicit 
in subsection (f) is the principle that the secured party's interest in a supporting obligation 
extends to the supporting obligation only to the extent that it supports the collateral in 

hich the secured party has a security interest. Complex issues may arise, however, if a 
supporting obligation supports many separate obligations of a particular account debtor 
and if the supported obligations are separately assigned as security to several secured 
parties. The problems may be exacerbated if a supporting obligation is limited to an aggre- 
gate amount that is less than the aggregate amount of the obligations it supports. This 
Article does not contain provisions dealing with competing claims to a limited supporting 


common-law rule that a transfer of an obligation secured by a security interest or other lien 
on personal or real property also transfers the security interest or lien. See Restatement 
(3d), Property (Mortgages) $ 5.4(a) (1997). See also Section 9-308(e) (analogous rule for 
perfection). 

10. Investment Property. Subsections (h) and (i) make clear that attachment of a secu- 
ity interest in a securities account or commodity account is also attachment in security 
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entitlements or commodity contracts carried in the accounts. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Text in 2003. 


$ 9-204. After-Acquired Property; Future Advances. 


(a) [After-acquired collateral.] Except as otherwise provided in 
subsection (b), a security agreement may create or provide for a security 
interest in after-acquired collateral. 


(b) [When after-acquired property clause not effective.] A security 
interest does not attach under a term constituting an after-acquired prop- 
erty clause to: 


(1) consumer goods, other than an accession when given as additional 
security, unless the debtor acquires rights in them within 10 days after 
the secured party gives value; or 


(2) a commercial tort claim. 


(c) [Future advances and other value.] A security agreement may 
provide that collateral secures, or that accounts, chattel paper, payment 
intangibles, or promissory notes are sold in connection with, future ad- 

ances or other value, whether or not the advances or value are given pur- 
suant to commitment. 


Official Comment 

1. Source. Former Section 9-204. 

2. After-Acquired Property; Continuing General Lien. Subsection (a) makes clear 
hat a security interest arising by virtue of an after-acquired property clause is no less 

alid than a security interest in collateral in which the debtor has rights at the time value 

is given. A security interest in after-acquired property is not merely an “equitable” interest; 

no further action by the secured party—such as a supplemental agreement covering the 
ew collateral—is required. This section adopts the principle of a *continuing general lien" 

or ^floating lien." It validates a security interest in the debtor's existing and (upon acquisi- 
ion) future assets, even though the debtor has liberty to use or dispose of collateral 
ithout being required to account for proceeds or substitute new collateral. See Section 

9-205. Subsection (a), together with subsection (c), also validates “cross-collateral” clauses 
nder which collateral acquired at any time secures advances whenever made. 

3. After-Acquired Consumer Goods. Subsection (b)(1) makes ineffective an after- 
acquired property clause covering consumer goods (defined in Section 9-109), except as ac- 
cessions (see Section 9-335), acquired more than 10 days after the secured party gives 

alue. Subsection (b)(1) is unchanged in substance from the corresponding provision in for- 
mer Section 9-204(2). 

4. Commercial Tort Claims. Subsection (b)(2) provides that an after-acquired property 
clause in a security agreement does not reach future commercial tort claims. In order for a 
security interest in a tort claim to attach, the claim must be in existence when the security 
agreement is authenticated. In addition, the security agreement must describe the tort 
claim with greater specificity than simply “all tort claims.” See Section 9-108(e). 

5. Future Advances; Obligations Secured. Under subsection (c) collateral may secure 
uture as well as past or present advances if the security agreement so provides. This is in 
ine with the policy of this Article toward security interests in after-acquired property 

nder subsection (a). Indeed, the parties are free to agree that a security interest secures 

any obligation whatsoever. Determining the obligations secured by collateral is solely a 
matter of construing the parties’ agreement under applicable law. This Article rejects the 
holdings of cases decided under former Article 9 that applied other tests, such as whether a 
uture advance or other subsequently incurred obligation was of the same or a similar type 
or class as earlier advances and obligations secured by the collateral. 

6. Sales of Receivables. Subsections (a) and (c) expressly validate after-acquired prop- 
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erty and future advance clauses not only when the transaction is for security purposes but 
also when the transaction is the sale of accounts, chattel paper, payment intangibles, or 
promissory notes.. This result was implicit under former Article 9. 

7. Financing Statements. The effect of after-acquired property and future advance 
clauses as components of a security agreement should not be confused with the require- 
ments applicable to financing statements under this Article’s system of perfection by notice 

ling. The references to after-acquired property clauses and future advance clauses in this 
section are limited to security agreements. There is no need to refer to after-acquired prop- 
erty or future advances or other obligations secured in a financing statement. See Section 
9-502, Comment 2. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-205. Use or Disposition of Collateral Permissible. 


(a) [When security interest not invalid or fraudulent.] A security 
interest is not invalid or fraudulent against creditors solely because: 


(1) the debtor has the right or ability to: 
(A) use, commingle, or dispose of all or part of the collateral, includ- 
ing returned or repossessed goods; 
(B) collect, compromise, enforce, or otherwise deal with collateral; 
(C) accept the return of collateral or make repossessions; or 
(D) use, commingle, or dispose of proceeds; or 


(2) the secured party fails to require the debtor to account for proceeds 
or replace collateral. 


(b) [Requirements of possession not relaxed.] This section does not 
relax the requirements of possession if attachment, perfection, or enforce- 

ent of a security interest depends upon possession of the collateral by the 
secured party. 


Official Comment 

1. Source. Former Section 9-205. 

2. Validity of Unrestricted “Floating Lien.” This Article expressly validates the 
“floating lien” on shifting collateral. See Sections 9-201, 9-204 and Comment 2. This section 
provides that a security interest is not invalid or fraudulent by reason of the debtor’s lib- 
erty to dispose of the collateral without being required to account to the secured party for 
proceeds or substitute new collateral. As did former Section 9-205, this section repeals the 

ule of Benedict v. Ratner, 268 U.S. 353 (1925), and other cases which held such arrange- 
ments void as a matter of law because the debtor was given unfettered dominion or control 
over collateral. The Benedict rule did not effectively discourage or eliminate security 
ransactions in inventory and receivables. Instead, it forced financing arrangements to be 
self-liquidating. Although this section repeals Benedict, the filing and other perfection 
equirements (see Part 3, Subpart 2, and Part 5) provide for public notice that overcomes 
any potential misleading effects of a debtor’s use and control of collateral. Moreover, noth- 
ing in this section prevents the debtor and secured party from agreeing to procedures by 

hich the secured party polices or monitors collateral or to restrictions on the debtor’s 
dominion. However, this Article leaves these matters to agreement based on business 
considerations, not on legal requirements. 

3. Possessory Security Interests. Subsection (b) makes clear that this section does not 

elax the requirements for perfection by possession under Section 9-313. If a secured party 
allows the debtor access to and control over collateral its security interest may be or 
become unperfected. 

4. Permissible Freedom for Debtor to Enforce Collateral. Former Section 9-205 

eferred to a debtor’s “liberty..to collect or compromise accounts or chattel paper.” This sec- 
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ion recognizes the broader rights of a debtor to “enforce,” as well as to “collect” and *com- 

promise" collateral. This section's reference to collecting, compromising, and enforcing “col- 
ateral” instead of “accounts or chattel paper" contemplates the many other types o 
collateral that a debtor may wish to “collect, compromise, or enforce”: e.g., deposit accounts, 
Eg general intangibles, instruments, investment property, and letter-of-credit 
ights. 


§ 9-206. Security Interest Arising in Purchase or Delivery of 
Financial Asset. 

(a) [Security interest when person buys through securities 
intermediary.] A security interest in favor of a securities intermediary 
attaches to a person's security entitlement if: 

(1) the person buys a financial asset through the securities intermedi- 
ary in a transaction in which the person is obligated to pay the purchase 
price to the securities intermediary at the time of the purchase; and 


(2) the securities intermediary credits the financial asset to the buyer's 
securities account before the buyer pays the securities intermediary. 


(b) [Security interest secures obligation to pay for financial asset.] 
he security interest described in subsection (a) secures the person's 
obligation to pay for the financial asset. 


(c) [Security interest in payment against delivery transaction.] A 
security interest in favor of a person that delivers a certificated security or 
other financial asset represented by a writing attaches to the security or 
other financial asset if: 


(1) the security or other financial asset: 


(A) in the ordinary course of business is transferred by delivery with 
any necessary indorsement or assignment; and 


(B) is delivered under an agreement between persons in the busi- 
ness of dealing with such securities or financial assets; and 


(2) the agreement calls for delivery against payment. 


(d) [Security interest secures obligation to pay for delivery.] The 
security interest described in subsection (c) secures the obligation to make 
payment for the delivery. 


Official Comment 
1. Source. Former 9-116. 

2. Codification of *Broker's Lien." Depending upon a securities intermediary's ar- 
angements with its entitlement holders, the securities intermediary may treat the entitle- 
ment holder as entitled to financial assets before the entitlement holder has actually made 
payment for them. For example, many brokers permit retail customers to pay for financial 
assets by check. The broker may not receive final payment of the check until several days 
after the broker has credited the customer's securities account for the financial assets. 
hus, the customer will have acquired a security entitlement prior to payment. Subsection 
(a) provides that, in such circumstances, the securities intermediary has a security interest 
in the entitlement holder's security entitlement. Under subsection (b) the security interest 
secures the customer's obligation to pay for the financial asset in question. Subsections (a) 
and (b) codify and adapt to the indirect holding system the so-called *broker's lien," which 

has long been recognized. See Restatement, Security $ 12. 

3. Financial Assets Delivered Against Payment. Subsection (c) creates a security 
interest in favor of persons who deliver certificated securities or other financial assets in 
physical form, such as money market instruments, if the agreed payment is not received. 
In some arrangements for settlement of transactions in physical financial assets, the 
seller's securities custodian will deliver physical certificates to the buyer's securities 
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custodian and receive a time-stamped delivery receipt. The buyer’s securities custodian will 
examine the certificate to ensure that it is in good order, and that the delivery matches a 
rade in which the buyer has instructed the seller to deliver to that custodian. If all is in 
order, the receiving custodian will settle with the delivering custodian through whatever 
unds settlement system has been agreed upon or is used by custom and usage in that 
market. The understanding of the trade, however, is that the delivery is conditioned upon 
payment, so that if payment is not made for any reason, the security will be returned to the 
deliverer. Subsection (c) clarifies the rights of persons making deliveries in such 
circumstances. It provides the person making delivery with a security interest in the secu- 
ities or other financial assets; under subsection (d), the security interest secures the 
seller’s right to receive payment for the delivery. Section 8-301 specifies when delivery of a 
certificated security occurs; that section should be applied as well to other financial assets 
as well for purposes of this section. 
4. Automatic Attachment and Perfection. Subsections (a) and (c) refer to attachment 
of a security interest. Attachment under this section has the same incidents (enforceability, 
ight to proceeds, etc.) as attachment under Section 9-203. This section overrides the gen- 
eral attachment rules in Section 9-203. See Section 9-203(c). A securities intermediary’s se- 
curity interest under subsection (a) is perfected by control without further action. See 
Section 8-106 (control); 9-314 (perfection). Security interests arising under subsection (c) 
are automatically perfected. See Section 9-309(9). 


[SUBPART 2. RIGHTS AND DUTIES] 


§ 9-207. Rights and Duties of Secured Party Having Possession or 
Control of Collateral. 

(a) [Duty of care when secured party in possession.] Except as 

otherwise provided in subsection (d), a secured party shall use reasonable 

care in the custody and preservation of collateral in the secured party’s 


possession. In the case of chattel paper or an instrument, reasonable care 
includes taking necessary steps to preserve rights against prior parties un- 
less otherwise agreed. 

(b) [Expenses, risks, duties, and rights when secured party in 
possession.] Except as otherwise provided in subsection (d), if a secured 
party has possession of collateral: 

(1) reasonable expenses, including the cost of insurance and payment 
of taxes or other charges, incurred in the custody, preservation, use, or 
operation of the collateral are chargeable to the debtor and are secured 
by the collateral; 

(2) the risk of accidental loss or damage is on the debtor to the extent 
of a deficiency in any effective insurance coverage; 

(3) the secured party shall keep the collateral identifiable, but fungible 
collateral may be commingled; and 

(4) the secured party may use or operate the collateral: 

(A) for the purpose of preserving the collateral or its value; 

(B) as permitted by an order of a court having competent jurisdic- 
tion; or 

(C) except in the case of consumer goods, in the manner and to the 
extent agreed by the debtor. 

(c) [Duties and rights when secured party in possession or 

ontrol.] Except as otherwise provided in subsection (d), a secured party 
having possession of collateral or control of collateral under Section 7-106, 
9-104, 9-105, 9-106, or 9-107: 
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(1) may hold as additional security any proceeds, except money or 
funds, received from the collateral; 

(2) shall apply money or funds received from the collateral to reduce 
the secured obligation, unless remitted to the debtor; and 

(3) may create a security interest in the collateral. 

(d) [Buyer of certain rights to payment.] If the secured party is a 
buyer of accounts, chattel paper, payment intangibles, or promissory notes 
or a consignor: 

(1) subsection (a) does not apply unless the secured party is entitled 
under an agreement: 
(A) to charge back uncollected collateral; or 
(B) otherwise to full or limited recourse against the debtor or a sec- 
ondary obligor based on the nonpayment or other default of an ac- 
count debtor or other obligor on the collateral; and 
(2) subsections (b) and (c) do not apply. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Section 9-207. 

2. Duty of Care for Collateral in Secured Party's Possession. Like former section 
9-207, subsection (a) imposes a duty of care, similar to that imposed on a pledgee at com- 
mon law, on a secured party in possession of collateral. See Restatement, Security $8 17, 
18. In many cases a secured party in possession of collateral may satisfy this duty by 


notifying the debtor of action that should be taken and allowing the debtor to take the ac- 
ion itself. If the secured party itself takes action, its reasonable expenses may be added to 


»| 


he secured obligation. The revised definitions of “collateral,” “debtor,” and “secured party 
in Section 9-102 make this section applicable to collateral subject to an agricultural lien i 
he collateral is in the lienholder's possession. Under Section 1-102 the duty to exercise rea- 
sonable care may not be disclaimed by agreement, although under that section the parties 
emain free to determine by agreement standards that are not manifestly unreasonable as 
o what constitutes reasonable care. Unless otherwise agreed, for a secured party in posses- 
sion of chattel paper or an instrument, reasonable care includes the preservation of rights 
against prior parties. The secured party's right to have instruments or documents indorsed 
or transferred to it or its order is dealt with in the relevant sections of Articles 3, 7, and 8. 
See Sections 3-201, 7-506, 8-304(d). 

3. Specific Rules When Secured Party in Possession or Control of Collateral. 
Subsections (b) and (c) provide rules following common-law precedents which apply unless 
he parties otherwise agree. The rules in subsection (b) apply to typical issues that may 
arise while a secured party is in possession of collateral, including expenses, insurance, and 
axes, risk of loss or damage, identifiable and fungible collateral, and use or operation o 
collateral. Subsection (c) contains rules that apply in certain circumstances that may arise 
hen a secured party is in either possession or control of collateral. These circumstances 
include the secured party's receiving proceeds from the collateral and the secured party's 

creation of a security interest in the collateral. 

4. Applicability Following Default. This section applies when the secured party has 
possession of collateral either before or after default. See Sections 9-601(b), 9-609. Subsec- 
ion (b)(4)(C) limits agreements concerning the use or operation of collateral to collateral 
other than consumer goods. Under Section 9-602(1), a debtor cannot waive or vary that 
imitation. 

5. *Repledges" and Right of Redemption. Subsection (c)(3) eliminates the qualifica- 
ion in former Section 9-207 to the effect that the terms of a “repledge” may not “impair” a 
debtor's “right to redeem” collateral. The change is primarily for clarification. There is no 
basis on which to draw from subsection (c)(3) any inference concerning the debtor's right to 
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edeem the collateral. The debtor enjoys that right under Section 9-623; this section need 

not address it. For example, if the collateral is a negotiable note that the secured party 
(SP-1) repledges to SP-2, nothing in this section suggests that the debtor (D) does not 
etain the right to redeem the note upon payment to SP-1 of all obligations secured by the 
note. But, as explained below, the debtor’s unimpaired right to redeem as against the 
debtor’s original secured party nevertheless may not be enforceable as against the new 
secured party. 

In resolving questions that arise from the creation of a security interest by SP-1, one 
must take care to distinguish D's rights against SP-1 from D’s rights against SP-2. Once D 
discharges the secured obligation, D becomes entitled to the note; SP-1 has no legal basis 
upon which to withhold it. If, as a practical matter, SP-1 is unable to return the note 
because SP-2 holds it as collateral for SP-1’s unpaid debt, then SP-1 is liable to D under the 
aw of conversion. 

Whether SP-2 would be liable to D depends on the relative priority of SP-2’ 


(repledge), subsection (c)(3) provides a statutory power for SP-1 to give SP-2 a security 
interest (subject, of course, to any agreement by SP-1 not to give a security interest). In the 
ast majority of cases where repledge rights are significant, the security interest of the 
second secured party, SP-2 in the example, will be senior to the debtor’s interest. By virtue 
of the debtor’s consent or applicable legal rules, SP-2 typically would cut off D’s rights in 
investment property or be immune from D’s claims. See Sections 9-331, 3-306 (holder in. 
due course), 8-303 (protected purchaser), 8-502 (acquisition of a security entitlement), 
8-503(e) (action by entitlement holder). Moreover, the expectations and business practices 
in some markets, such as the securities markets, are such that D’s consent to SP-2’s taking 

ee of D’s rights inheres in D’s creation of SP-1’s security interest which gives rise to SP- 
Ts power under this section. In these situations, D would have no right to recover the col- 
ateral or recover damages from SP-2. Nevertheless, D would have a damage claim against 
SP-1 if SP-1 had given a security interest to SP-2 in breach of its agreement with D. More- 
over, if SP-2's security interest secures an amount that is less than the amount secured by 
SP-1’s security interest (granted by D), then D’s exercise of its right to redeem would 
provide value sufficient to discharge SP-1's obligations to SP-2. 

For the most part this section does not change the law under former Section 9-207, al- 
hough eliminating the reference to the debtor's right of redemption may alter the secured 
party's right to repledge in one respect. Former Section 9-207 could have been read to limit 
he secured party's statutory right to repledge collateral to repledge transactions in which 
he collateral did not secure a greater obligation than that of the original debtor. Inasmuch 
as this is a matter normally dealt with by agreement between the debtor and secured 
party, any change would appear to have little practical effect. 

6. *Repledges" of Investment Property. The following example will aid the discussion 
of “repledges” of investment property. 

Example. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Alpha does not have an account with Able. Alpha uses Beta Bank as its secu- 
rities custodian. Debtor instructs Able to transfer the shares to Beta, for the account o 
Alpha, and Able does so. Beta then credits Alpha's account. Alpha has control of the se- 
curity entitlement for the 1000 shares under Section 8-106(d). (These are the facts o 
Example 2, Section 8-106, Comment 4.) Although, as between Debtor and Alpha, Debtor 
may have become the beneficial owner of the new securities entitlement with Beta, Beta 
has agreed to act on Alpha's entitlement orders because, as between Beta and Alpha, 
Alpha has become the entitlement holder. 

Next, Alpha grants Gamma Bank a security interest in the security entitlement with 
Beta that includes the 1000 shares of XYZ Co. stock. In order to afford Gamma control o 

he entitlement, Alpha instructs Beta to transfer the stock to Gamma's custodian, Delta 
Bank, which credits Gamma's account for 1000 shares. At this point Gamma holds its secu- 
ities entitlement for its benefit as well as that of its debtor, Alpha. Alpha's derivative 
ights also are for the benefit of Debtor. 

In many, probably most, situations and at any particular point in time, it will be impos- 
sible for Debtor or Alpha to "trace" Alpha's *repledge" to any particular securities entitle- 
ment or financial asset of Gamma or anyone else. Debtor would retain, of course, a right to 

edeem the collateral from Alpha upon satisfaction of the secured obligation. However, in 
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Alpha in the event Alpha failed to restore the security entitlement to Debtor. Moreover, 
even in the unlikely event that Debtor could trace a property interest, in the context of the 

nancial markets, normally the operation of this section, Debtor's explicit agreement to 
permit Alpha to create a senior security interest, or legal rules permitting Gamma to cut 
off Debtor's rights or become immune from Debtor's claims would effectively subordinate 
Debtor's interest to the holder of a security interest created by Alpha. And, under the 
shelter principle, all subsequent transferees would obtain interests to which Debtor's inter- 
est also would be subordinate. 

7. Buyers of Chattel Paper and Other Receivables; Consignors. This section has 
been revised to reflect the fact that a seller of accounts, chattel paper, payment intangibles, 
or promissory notes retains no interest in the collateral and so is not disadvantaged by the 
secured party's noncompliance with the requirements of this section. Accordingly, subsec- 
ion (d) provides that subsection (a) applies only to security interests that secure an obliga- 
ion and to sales of receivables in which the buyer has recourse against the debtor. (O 
course, a buyer of accounts or payment intangibles could not have “possession” of original 
collateral, but might have possession of proceeds, such as promissory notes or checks.) The 
meaning of “recourse” in this respect is limited to recourse arising out of the account 
debtor's failure to pay or other default. 

Subsection (d) makes subsections (b) and (c) inapplicable to buyers of accounts, chattel 
paper, payment intangibles, or promissory notes and consignors. Of course, there is no rea- 
son to believe that a buyer of receivables or a consignor could not, for example, create a se- 
curity interest or otherwise transfer an interest in the collateral, regardless of who has pos- 
session of the collateral. However, this section leaves the rights of those owners to law 
other than Article 9. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 9-208. Additional Duties of Secured Party Having Control of 


Collateral. 
(a) [Applicability of section.] This section applies to cases in which 
here is no outstanding secured obligation and the secured party is not 
committed to make advances, incur obligations, or otherwise give value. 
(b) [Duties of secured party after receiving demand from debtor.] 
ithin 10 days after receiving an authenticated demand by the debtor: 

(1) a secured party having control of a deposit account under Section 
9-104(a)(2) shall send to the bank with which the deposit account is 
maintained an authenticated statement that releases the bank from any 
further obligation to comply with instructions originated by the secured 
party; 

(2) a secured party having control of a deposit account under Section 
9-104(a)(3) shall: 

(A) pay the debtor the balance on deposit in the deposit account; or 
(B) transfer the balance on deposit into a deposit account in the 
debtor’s name; 

(3) a secured party, other than a buyer, having control of electronic 
chattel paper under Section 9-105 shall: 

(A) communicate the authoritative copy of the electronic chattel 
paper to the debtor or its designated custodian; 

(B) if the debtor designates a custodian that is the designated 
custodian with which the authoritative copy of the electronic chattel 
paper is maintained for the secured party, communicate to the 
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custodian an authenticated record releasing the designated custodian 
from any further obligation to comply with instructions originated by 
the secured party and instructing the custodian to comply with instruc- 
tions originated by the debtor; and 

(C) take appropriate action to enable the debtor or its designated 
custodian to make copies of or revisions to the authoritative copy 
which add or change an identified assignee of the authoritative copy 
without the consent of the secured party; 


(4) a secured party having control of investment property under Section 
8-106(d)(2) or 9-106(b) shall send to the securities intermediary or com- 
modity intermediary with which the security entitlement or commodity 
contract is maintained an authenticated record that releases the securi- 
ties intermediary or commodity intermediary from any further obliga- 
tion to comply with entitlement orders or directions originated by the 
secured party; 

(5) a secured party having control of a letter-of-credit right under 
Section 9-107 shall send to each person having an unfulfilled obligation 
to pay or deliver proceeds of the letter of credit to the secured party an 
authenticated release from any further obligation to pay or deliver 
proceeds of the letter of credit to the secured party; and 


(6) a secured party having control of an electronic document shall: 


(A) give control of the electronic document to the debtor or its 
designated custodian; 


(B) if the debtor designates a custodian that is the designated 
custodian with which the authoritative copy of the electronic docu- 
ment is maintained for the secured party, communicate to the 
custodian an authenticated record releasing the designated custodian 
from any further obligation to comply with instructions originated by 
the secured party and instructing the custodian to comply with instruc- 
tions originated by the debtor; and 


(C) take appropriate action to enable the debtor or its designated 
custodian to make copies of or revisions to the authoritative copy 
which add or change an identified assignee of the authoritative copy 
without the consent of the secured party. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. New. 

2. Scope and Purpose. This section imposes duties on a secured party who has control 
of a deposit account, electronic chattel paper, investment property, a letter-of-credit right, 
or electronic documents of title. The duty to terminate the secured party’s control is analo- 
gous to the duty to file a termination statement, imposed by Section 9-513. Under subsec- 

ion (a), it applies only when there is no outstanding secured obligation and the secured 
party is not committed to give value. The requirements of this section can be varied by 
agreement under Section 1-102(3). For example, a debtor could by contract agree that the 
secured party may comply with subsection (b) by releasing control more than 10 days after 
demand. Also, duties under this section should not be read to conflict with the terms of the 
collateral itself. For example, if the collateral is a time deposit account, subsection (b)(2) 
should not require a secured party with control to make an early withdrawal of the funds 
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(assuming that were possible) in order to pay them over to the debtor or put them in an ac- 
count in the debtor's name. 

3. Remedy for Failure to Relinquish Control. If a secured party fails to comply with 
he requirements of subsection (b), the debtor has the remedy set forth in Section 9-625(e). 
his remedy is identical to that applicable to failure to provide or file a termination state- 

ment under Section 9-513. 

4. Duty to Relinquish Possession. Although Section 9-207 addresses directly the 
duties of a secured party in possession of collateral, that section does not require the 
secured party to relinquish possession when the secured party ceases to hold a security 
interest. Under common law, absent agreement to the contrary, the failure to relinquish 
possession of collateral upon satisfaction of the secured obligation would constitute a 
conversion. Inasmuch as problems apparently have not surfaced in the absence of statutory 
duties under former Article 9 and the common-law duty appears to have been sufficient, 
his Article does not impose a statutory duty to relinquish possession. 


As amended in 2000 and 2003. 


See Appendix P for material relating to changes made in Official Comment 
in 2000 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-209. Duties of Secured Party if Account Debtor Has Been 
Notified of Assignment. 
(a) [Applicability of section.] Except as otherwise provided in subsec- 
ion (c), this section applies if: 
(1) there is no outstanding secured obligation; and 


(2) the secured party is not committed to make advances, incur obliga- 
tions, or otherwise give value. 


(b) [Duties of secured party after receiving demand from debtor.] 

ithin 10 days after receiving an authenticated demand by the debtor, a 
secured party shall send to an account debtor that has received notifica- 
ion of an assignment to the secured party as assignee under Section 
9-406(a) an authenticated record that releases the account debtor from any 
further obligation to the secured party. 


(c) [Inapplicability to sales.] This section does not apply to an assign- 
ent constituting the sale of an account, chattel paper, or payment 


Official Comment 
1. Source. New. 
2. Scope and Purpose. Like Sections 9-208 and 9-513, which require a secured party to 
elinquish control of collateral and to file or provide a termination statement for a financing 
statement, this section requires a secured party to free up collateral when there no longer 
is any outstanding secured obligation or any commitment to give value in the future. This 
section addresses the case in which account debtors have been notified to pay a secured 
party to whom the receivables have been assigned. It requires the secured party (assignee) 
o inform the account debtors that they no longer are obligated to make payment to the 
secured party. See subsection (b). It does not apply to account debtors whose obligations on 
an account, chattel paper, or payment intangible have been sold. See subsection (c). 


$ 9-210. Request for Accounting; Request Regarding List of 
Collateral or Statement of Account. 


(a) [Definitions.] In this section: 


(1) *Request" means a record of a type described in paragraph (2), (3), 
or (4). 
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(2) “Request for an accounting” means a record authenticated by a 
debtor requesting that the recipient provide an accounting of the unpaid 
obligations secured by collateral and reasonably identifying the transac- 
tion or relationship that is the subject of the request. 

(3) “Request regarding a list of collateral” means a record authenticated 
by a debtor requesting that the recipient approve or correct a list o 
what the debtor believes to be the collateral securing an obligation and 
reasonably identifying the transaction or relationship that is the subject 
of the request. 

(4) “Request regarding a statement of account” means a record 
authenticated by a debtor requesting that the recipient approve or cor- 
rect a statement indicating what the debtor believes to be the aggregate 
amount of unpaid obligations secured by collateral as of a specified date 
and reasonably identifying the transaction or relationship that is the 
subject of the request. 

(b) [Duty to respond to requests.] Subject to subsections (c), (d), (e), 
and (f), a secured party, other than a buyer of accounts, chattel paper, pay- 
ment intangibles, or promissory notes or a consignor, shall comply with a 
request within 14 days after receipt: 

(1) in the case of a request for an accounting, by authenticating and 
sending to the debtor an accounting; and 

(2) in the case of a request regarding a list of collateral or a request 
regarding a statement of account, by authenticating and sending to the 
debtor an approval or correction. 

(c) [Request regarding list of collateral; statement concerning 

ype of collateral.] A secured party that claims a security interest in all 

of a particular type of collateral owned by the debtor may comply with a 
request regarding a list of collateral by sending to the debtor an 
authenticated record including a statement to that effect within 14 days 
after receipt. 

(d) [Request regarding list of collateral; no interest claimed.] A 
person that receives a request regarding a list of collateral, claims no 
interest in the collateral when it receives the request, and claimed an 
interest in the collateral at an earlier time shall comply with the request 

ithin 14 days after receipt by sending to the debtor an authenticated 


(1) disclaiming any interest in the collateral; and 
(2) if known to the recipient, providing the name and mailing address 
of any assignee of or successor to the recipient’s interest in the collateral. 
(e) [Request for accounting or regarding statement of account; 
no interest in obligation claimed.] A person that receives a request for 
an accounting or a request regarding a statement of account, claims no 
interest in the obligations when it receives the request, and claimed an 
interest in the obligations at an earlier time shall comply with the request 
ithin 14 days after receipt by sending to the debtor an authenticated 


(1) disclaiming any interest in the obligations; and 
(2) if known to the recipient, providing the name and mailing address 
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of any assignee of or successor to the recipient’s interest in the 
obligations. 


(f) [Charges for responses.] A debtor is entitled without charge to one 
response to a request under this section during any six-month period. The 
secured party may require payment of a charge not exceeding $25 for each 
additional response. 


As amended in 1999. 
See Appendix P for material relating to changes made in text in 1999. 


Official Comment 

1. Source. Former Section 9-208. 

2. Scope and Purpose. This section provides a procedure whereby a debtor may obtain. 
rom a secured party information about the secured obligation and the collateral in which 
he secured party may claim a security interest. It clarifies and resolves some of the issues 
hat arose under former Section 9-208 and makes information concerning the secured 
indebtedness readily available to debtors, both before and after default. It applies to agri- 

cultural lien transactions (see the definitions of “debtor,” “secured party," and “collateral” in 
Section 9-102), but generally not to sales of receivables. See subsection (b). 

3. Requests by Debtors Only. A financing statement filed under Part 5 may disclose 
only that a secured party may have a security interest in specified types of collateral. In 
most cases the financing statement will contain no indication of the obligation (if any) 
secured, whether any security interest actually exists, or the particular property subject to 
a security interest. Because creditors of and prospective purchasers from a debtor may 
have legitimate needs for more detailed information, it is necessary to provide a procedure 
under which the secured party will be required to provide information. On the other hand, 

he secured party should not be under a duty to disclose any details of the debtor's financial 

affairs to any casual inquirer or competitor who may inquire. For this reason, this section 
gives the right to request information to the debtor only. The debtor may submit a request 
in connection with negotiations with subsequent creditors and purchasers, as well as for 
he purpose of determining the status of its credit relationship or demonstrating which o 
its assets are free of a security interest. 

4. Permitted Types of Requests for Information. Subsection (a) contemplates that a 
debtor may request three types of information by submitting three types of “requests” to 
he secured party. First, the debtor may request the secured party to prepare and send an 
"accounting" (defined in Section 9-102). Second, the debtor may submit to the secured party 
a list of collateral for the secured party's approval or correction. Third, the debtor may 
submit to the secured party for its approval or correction a statement of the aggregate 
amount of unpaid secured obligations. Inasmuch as a secured party may have numerous 

ransactions and relationships with a debtor, each request must identify the relevant 
ransactions or relationships. Subsections (b) and (c) require the secured party to respond 
o a request within 14 days following receipt of the request. 

5. Recipients Claiming No Interest in the Transaction. A debtor may be unaware 

hat a creditor with whom it has dealt has assigned its security interest or the secured 
obligation. Subsections (d) and (e) impose upon recipients of requests under this section the 
duty to inform the debtor that they claim no interest in the collateral or secured obligation, 
espectively, and to inform the debtor of the name and mailing address of any known as- 
signee or successor. As under subsections (b) and (c), a response to a request under subsec- 
ion (d) or (e) is due 14 days following receipt. 

6. Waiver; Remedy for Failure to Comply. The debtor's rights under this section may 
not be waived or varied. See Section 9-602(2). Section 9-625 sets forth the remedies for 
noncompliance with the requirements of this section. 

7. Limitation on Free Responses to Requests. Under subsection (f), during a six- 
month period a debtor is entitled to receive from the secured party one free response to a 

equest. The debtor is not entitled to a free response to each type of request (i.e., three free 
esponses) during a six-month period. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 
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PART 3. PERFECTION AND PRIORITY 
[SUBPART 1. LAW GOVERNING PERFECTION AND PRIORITY] 


§ 9-301. Law Governing Perfection and Priority of Security 
Interests. 

Except as otherwise provided in Sections 9-303 through 9-306, the fol- 
lowing rules determine the law governing perfection, the effect of perfec- 
ion or nonperfection, and the priority of a security interest in collateral: 

(1) Except as otherwise provided in this section, while a debtor is lo- 
cated in a jurisdiction, the local law of that jurisdiction governs perfec- 
tion, the effect of perfection or nonperfection, and the priority of a secu- 
rity interest in collateral. 

(2) While collateral is located in a jurisdiction, the local law of that ju- 
risdiction governs perfection, the effect of perfection or nonperfection, 
and the priority of a possessory security interest in that collateral. 

(3) Except as otherwise provided in paragraph (4), while tangible ne- 
gotiable documents, goods, instruments, money, or tangible chattel paper 
is located in a jurisdiction, the local law of that jurisdiction governs: 

(A) perfection of a security interest in the goods by filing a fixture 
filing; 

(B) perfection of a security interest in timber to be cut; and 

(C) the effect of perfection or nonperfection and the priority of a 
nonpossessory security interest in the collateral. 


(4) The local law of the jurisdiction in which the wellhead or minehead 
is located governs perfection, the effect of perfection or nonperfection, 
and the priority of a security interest in as-extracted collateral. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Sections 9-103(1)(a), (b), 9-103(3)(a), (b), 9-103(5), substantially 
modified. 

2. Scope of This Subpart. Part 3, Subpart 1 (Sections 9-301 through 9-307) contains 
choice-of-law rules similar to those of former Section 9-103. Former Section 9-103 generally 
addresses which State’s law governs “perfection and the effect of perfection or non-perfection 
of" security interests. See, e.g., former Section 9-103(1)(b). This Article follows the broader 
and more precise formulation in former Section 9-103(6)(b), which was revised in connec- 

ion with the promulgation of Revised Article 8 in 1994: *perfection, the effect of perfection 
or non-perfection, and the priority of" security interests. Priority, in this context, subsumes 
all of the rules in Part 3, including “cut off" or “take free" rules such as Sections 9-317(b), 
(c), and (d), 9-320(a), (b), and (d), and 9-332. This subpart does not address choice of law for 
other purposes. For example, the law applicable to issues such as attachment, validity, 
characterization (e.g., true lease or security interest), and enforcement is governed by the 
ules in Section 1-105; that governing law typically is specified in the same agreement that 
contains the security agreement. And, another jurisdiction's law may govern other third- 
party matters addressed in this Article. See Section 9-401, Comment 3. 

3. Scope of Referral. In designating the jurisdiction whose law governs, this Article 
directs the court to apply only the substantive (“local”) law of a particular jurisdiction and 
not its choice-of-law rules. 

Example 1: Litigation over the priority of a security interest in accounts arises in 
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State X. State X has adopted the official text of this Article, which provides that priority 

is determined by the local law of the jurisdiction in which the debtor is located. See 

Section 9-301(1). The debtor is located in State Y. Even if State Y has retained former 

Article 9 or enacted a nonuniform choice-of-law rule (e.g., one that provides that perfec- 

tion is governed by the law of State Z), a State X court should look only to the substan- 

tive law of State Y and disregard State Y's choice-of-law rule. State Y's substantive law 

(e.g., its Section 9-501) provides that financing statements should be filed in a filing office 

in State Y. Note, however, that if the identical perfection issue were to be litigated in 

State Y, the court would look to State Y's former Section 9-103 or nonuniform 9-301 and 

conclude that a filing in State Y is ineffective. 

Example 2: In the preceding Example, assume that State X has adopted the official 
text of this Article, and State Y has adopted a nonuniform Section 9-301(1) under which 
perfection is governed by the whole law of State X, including its choice-of-law rules. If lit- 
igation occurs in State X, the court should look to the substantive law of State Y, which 
provides that financing statements are to be filed in a filing office in State Y. If litigation 
occurs in State Y, the court should look to the law of State X, whose choice-of-law rule 
requires that the court apply the substantive law of State Y. Thus, regardless of the ju- 
risdiction in which the litigation arises, the financing statement should be filed in State 
Y. 

4. Law Governing Perfection: General Rule. Paragraph (1) contains the general rule: 
he law governing perfection of security interests in both tangible and intangible collateral, 

hether perfected by filing or automatically, is the law of the jurisdiction of the debtor's lo- 
cation, as determined under Section 9-307. 

Paragraph (1) substantially simplifies the choice-of-law rules. Former Section 9-103 
contained different choice-of-law rules for different types of collateral. Under Section 
9-301(1), the law of a single jurisdiction governs perfection with respect to most types o 
collateral, both tangible and intangible. Paragraph (1) eliminates the need for former Sec- 

ion 9-103(1)(c), which concerned purchase-money security interests in tangible collateral 
hat is intended to move from one jurisdiction to the other. It is likely to reduce the 
requency of cases in which the governing law changes after a financing statement is 
properly filed. (Presumably, debtors change their own location less frequently than they 
change the location of their collateral.) The approach taken in paragraph (1) also eliminates 
some difficult priority issues and the need to distinguish between “mobile” and “ordinary” 
goods, and it reduces the number of filing offices in which secured parties must file or 
search when collateral is located in several jurisdictions. 

5. Law Governing Perfection: Exceptions. The general rule is subject to several 
exceptions. It does not apply to goods covered by a certificate of title (see Section 9-303), de- 
posit accounts (see Section 9-304), investment property (see Section 9-305), or letter-of- 
credit rights (see Section 9-306). Nor does it apply to possessory security interests, i.e., se- 
curity interests that the secured party has perfected by taking possession of the collateral 
(see paragraph (2)), security interests perfected by filing a fixture filing (see subparagraph 
(3)(A)), security interests in timber to be cut (subparagraph (3)(B)), or security interests in 
as-extracted collateral (see paragraph (4)). 

a. Possessory Security Interests. Paragraph (2) applies to possessory security interests 
and provides that perfection is governed by the local law of the jurisdiction in which the 
collateral is located. This is the rule of former Section 9-103(1)(b), except paragraph (2) 
eliminates the troublesome “last event" test of former law. 

The distinction between nonpossessory and possessory security interests creates the 

potential for the same jurisdiction to apply two different choice-of-law rules to determine 
perfection in the same collateral. For example, were a secured party in possession of an 
instrument or a tangible document to relinquish possession in reliance on temporary 
perfection, the applicable law immediately would change from that of the location of the 
collateral to that of the location of the debtor. The applicability of two different choice-of- 
aw rules for perfection is unlikely to lead to any material practical problems. The perfec- 
ion rules of one Article 9 jurisdiction are likely to be identical to those of another. More- 
over, under paragraph (3), the relative priority of competing security interests in tangible 
collateral is resolved by reference to the law of the jurisdiction in which the collateral is lo- 
cated, regardless of how the security interests are perfected. 

b. Fixtures. Application of the general rule in paragraph (1) to perfection of a security, 
interest in fixtures would yield strange results. For example, perfection of a security inter- 
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by the law of Delaware. Although Delaware law would send one to a filing office in Arizona 
or the place to file a financing statement as a fixture filing, see Section 9-501, Delaware 
aw would not take account of local, nonuniform, real-property filing and recording require- 
ments that Arizona law might impose. For this reason, paragraph (3)(A) contains a special 
ule for security interests perfected by a fixture filing; the law of the jurisdiction in which 
he fixtures are located governs perfection, including the formal requisites of a fixture 
ling. Under paragraph (3)(C), the same law governs priority. Fixtures are “goods” as 
defined in Section 9-102. 

c. Timber to Be Cut. Application of the general rule in paragraph (1) to perfection of a. 
security interest in timber to be cut would yield undesirable results analogous to those 
described with respect to fixtures. Paragraph (3)(B) adopts a similar solution: perfection is 
governed by the law of the jurisdiction in which the timber is located. As with fixtures, 

nder paragraph (3)(C), the same law governs priority. Timber to be cut also is “goods” as 
defined in Section 9-102. 

Paragraph (3)(B) applies only to “timber to be cut,” not to timber that has been cut. 
Consequently, once the timber is cut, the general choice-of-law rule in paragraph (1) 
becomes applicable. To ensure continued perfection, a secured party should file in both the 


ocated. The former filing would be with the office in which a real property mortgage would 
be filed, and the latter would be a central filing. See Section 9-501. 

d. As-Extracted Collateral. Paragraph (4) adopts the rule of former Section 9-103(5) 

ith respect to certain security interests in minerals and related accounts. Like security 
interests in fixtures perfected by filing a fixture filing, security interests in minerals that 
are as-extracted collateral are perfected by filing in the office designated for the filing or re- 
cording of a mortgage on the real property. For the same reasons, the law governing perfec- 
ion and priority is the law of the jurisdiction in which the wellhead or minehead is located. 

6. Change in Law Governing Perfection. When the debtor changes its location to an- 
other jurisdiction, the jurisdiction whose law governs perfection under paragraph (1) 
changes, as well. Similarly, the law governing perfection of a possessory security interest in 
collateral under paragraph (2) changes when the collateral is removed to another 
jurisdiction. Nevertheless, these changes will not result in an immediate loss of perfection. 
See Section 9-316(a), (b). 

7. Law Governing Effect of Perfection and Priority: Goods, Documents, Instru- 

ents, Money, Negotiable Documents, and Tangible Chattel Paper. Under former 
Section 9-103, the law of a single jurisdiction governed both questions of perfection and 
hose of priority. This Article generally adopts that approach. See paragraph (1). But the 
approach may create problems if the debtor and collateral are located in different 
jurisdictions. For example, assume a security interest in equipment located in Pennsylvania 
is perfected by filing in Illinois, where the debtor is located. If the law of the jurisdiction in 

hich the debtor is located were to govern priority, then the priority of an execution lien on 
goods located in Pennsylvania would be governed by rules enacted by the Illinois legislature. 

To address this problem, paragraph (3)(C) divorces questions of perfection from questions 
of "the effect of perfection or nonperfection and the priority of a security interest." Under 
paragraph (3)(C), the rights of competing claimants to tangible collateral are resolved by 

eference to the law of the jurisdiction in which the collateral is located. A similar bifurca- 
ion applied to security interests in investment property under former Section 9-103(6). See 
Section 9-305. 

Paragraph (3)(C) applies the law of the situs to determine priority only with respect to 
goods (including fixtures), instruments, money, tangible negotiable documents, and tangible 
chattel paper. Compare former Section 9-103(1), which applied the law of the location o 

he collateral to documents, instruments, and “ordinary” (as opposed to “mobile”) goods. 
his Article does not distinguish among types of goods. The ordinary/mobile goods distinc- 
ion appears to address concerns about where to file and search, rather than concerns 
about priority. There is no reason to preserve this distinction under the bifurcated approach. 

Particularly serious confusion may arise when the choice-of-law rules of a given jurisdic- 

ion result in each of two competing security interests in the same collateral being governed 
by a different priority rule. The potential for this confusion existed under former Section 
9-103(4) with respect to chattel paper: Perfection by possession was governed by the law o 
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he location of the paper, whereas perfection by filing was governed by the law of the loca- 
ion of the debtor. Consider the mess that would have been created if the language or inter- 
pretation of former Section 9-308 were to differ in the two relevant States, or if one of the 
elevant jurisdictions (e.g., a foreign country) had not adopted Article 9. The potential for 
confusion could have been exacerbated when a secured party perfected both by taking pos- 
session in the State where the collateral is located (State A) and by filing in the State 

here the debtor is located (State B)—a common practice for some chattel paper financers. 
By providing that the law of the jurisdiction in which the collateral is located governs prior- 
ity, paragraph (3) substantially diminishes this problem. 

8. Non-U.S. Debtors. This Article applies the same choice-of-law rules to all debtors, 
oreign and domestic. For example, it adopts the bifurcated approach for determining the 
aw applicable to security interests in goods and other tangible collateral. See Comment 
5.a., above. The Article contains a new rule specifying the location of non-U.S. debtors for 
purposes of this Part. The rule appears in Section 9-307 and is explained in the Comments 
o that section. Former Section 9-103(3)(c), which contained a special choice-of-law rule 
governing security interests created by debtors located in a non-U.S. jurisdiction, proved 
unsatisfactory and was deleted. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-302. Law Governing Perfection and Priority of Agricultural 
Liens. 


While farm products are located in a jurisdiction, the local law of that 
jurisdiction governs perfection, the effect of perfection or nonperfection, 
and the priority of an agricultural lien on the farm products. 


Official Comment 
1. Source. New. 
2. Agricultural Liens. This section provides choice-of-law rules for agricultural liens on 
arm products. Perfection, the effect of perfection or nonperfection, and priority all are 
governed by the law of the jurisdiction in which the farm products are located. Other 
choice-of-law rules, including Section 1-105, determine which jurisdiction's law governs 
other matters, such as the secured party's rights on default. See Section 9-301, Comment 2. 
Inasmuch as no agricultural lien on proceeds arises under this Article, this section does not 
expressly apply to proceeds of agricultural liens. However, if another statute creates an ag- 
icultural lien on proceeds, it may be appropriate for courts to apply the choice-of-law rule 
in this section to determine priority in the proceeds. 


$ 9-303. Law Governing Perfection and Priority of Security 
Interests in Goods Covered by a Certificate of Title. 

(a) [Applicability of section.] This section applies to goods covered by 
a certificate of title, even if there is no other relationship between the ju- 
risdiction under whose certificate of title the goods are covered and the 
goods or the debtor. 

(b) [When goods covered by certificate of title.] Goods become 
covered by a certificate of title when a valid application for the certificate 
of title and the applicable fee are delivered to the appropriate authority. 
Goods cease to be covered by a certificate of title at the earlier of the time 
he certificate of title ceases to be effective under the law of the issuing ju- 
risdiction or the time the goods become covered subsequently by a certifi- 
cate of title issued by another jurisdiction. 

(c) [Applicable law.] The local law of the jurisdiction under whose cer- 

ificate of title the goods are covered governs perfection, the effect of perfec- 
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ion or nonperfection, and the priority of a security interest in goods 
covered by a certificate of title from the time the goods become covered by 
he certificate of title until the goods cease to be covered by the certificate 
of title. 


Official Comment 

1. Source. Former Section 9-103(2)(a), (b), substantially revised. 

2. Scope of This Section. This section applies to “goods covered by a certificate of title.” 
he new definition of “certificate of title” in Section 9-102 makes clear that this section ap- 
plies not only to certificate-of-title statutes under which perfection occurs upon notation o 
he security interest on the certificate but also to those that contemplate notation but 
provide that perfection is achieved by another method, e.g., delivery of designated docu- 
ments to an official. Subsection (a), which is new, makes clear that this section applies to 
certificates of a jurisdiction having no other contacts with the goods or the debtor. This 
esult comports with most of the reported cases on the subject and with contemporary busi- 
mess practices in the trucking industry. 

3. Law Governing Perfection and Priority. Subsection (c) is the basic choice-of-law 

ule for goods covered by a certificate of title. Perfection and priority of a security interest 

are governed by the law of the jurisdiction under whose certificate of title the goods are 
covered from the time the goods become covered by the certificate of title until the goods 
cease to be covered by the certificate of title. 

Normally, under the law of the relevant jurisdiction, the perfection step would consist o 
compliance with that jurisdiction's certificate-of-title statute and a resulting notation of the 
security interest on the certificate of title. See Section 9-311(b). In the typical case of an 
automobile or over-the-road truck, a person who wishes to take a security interest in the 

ehicle can ascertain whether it is subject to any security interests by looking at the certif- 
icate of title. But certificates of title cover certain types of goods in some States but not in 
others. A secured party who does not realize this may extend credit and attempt to perfect 
by filing in the jurisdiction in which the debtor is located. If the goods had been titled in 
another jurisdiction, the lender would be unperfected. 

Subsection (b) explains when goods become covered by a certificate of title and when they 
cease to be covered. Goods may become covered by a certificate of title, even though no cer- 

ificate of title has issued. Former Section 9-103(2)(b) provided that the law of the jurisdic- 
ion issuing the certificate ceases to apply upon “surrender” of the certificate. This Article 
eliminates the concept of *surrender." However, if the certificate is surrendered in conjunc- 
ion with an appropriate application for a certificate to be issued by another jurisdiction, 
he law of the original jurisdiction ceases to apply because the goods became covered 
subsequently by a certificate of title from another jurisdiction. Alternatively, the law of the 
original jurisdiction ceases to apply when the certificate *ceases to be effective" under the 
aw of that jurisdiction. Given the diversity in certificate-of-title statutes, the term “effec- 
ive" is not defined. 

4. Continued Perfection. The fact that the law of one State ceases to apply under 
subsection (b) does not mean that a security interest perfected under that law becomes 


Section 9-316(d), (e). Moreover, a perfected security interest may be subject to defeat by 
certain buyers and secured parties. See Section 9-337. 

5. Inventory. Compliance with a certificate-of-title statute generally is not the method o 
perfecting security interests in inventory. Section 9-311(d) provides that a security interest 
created in inventory held by a person in the business of selling goods of that kind is subject 

o the normal filing rules; compliance with a certificate-of-title statute is not necessary or 
effective to perfect the security interest. Most certificate-of-title statutes are in accord. 

The following example explains the subtle relationship between this rule and the choice- 
of-law rules in Section 9-303 and former Section 9-103(2): 

Example: Goods are located in State A and covered by a certificate of title issued. 
under the law of State A. The State A certificate of title is “clean”; it does not reflect a 
security interest. Owner takes the goods to State B and sells (trades in) the goods to 
Dealer, who is in the business of selling goods of that kind and is located (within the 
meaning of Section 9-307) in State B. As is customary, Dealer retains the duly assigned 
State A certificate of title pending resale of the goods. Dealer's inventory financer, SP, 
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obtains a security interest in the goods under its after-acquired property clause. 

Under Section 9-311(d) of both State A and State B, Dealer's inventory financer, SP, 
must perfect by filing instead of complying with a certificate-of-title statute. If Section. 
9-303 were read to provide that the law applicable to perfection of SP's security interest is 
hat of State A, because the goods are covered by a State A certificate, then SP would be 

equired to file in State A under State A's Section 9-501. That result would be anomalous, 
o say the least, since the principle underlying Section 9-311(d) is that the inventory should 
be treated as ordinary goods. 

Section 9-303 (and former Section 9-103(2)) should be read as providing that the law o 
State B, not State A, applies. A court looking to the forum's Section 9-303(a) would find 
hat Section 9-303 applies only if two conditions are met: (i) the goods are covered by the 
certificate as explained in Section 9-303(b), i.e., application had been made for a State 
(here, State A) to issue a certificate of title covering the goods and (ii) the certificate is a 
"certificate of title" as defined in Section 9-102, i.e., “a statute provides for the security 
interest in question to be indicated on the certificate as a condition or result of the security 
interest's obtaining priority over the rights of a lien creditor." Stated otherwise, Section 
9-303 applies only when compliance with a certificate-of-title statute, and not filing, is the 
appropriate method of perfection. Under the law of State A, for purposes of perfecting SP's 

ecurity interest in the dealer's inventory, the proper method of perfection is filing—not 

compliance with State A's certificate-of-title statute. For that reason, the goods are not 
covered by a “certificate of title,” and the second condition is not met. Thus, Section 9-303 
does not apply to the goods. Instead, Section 9-301 applies, and the applicable law is that o 
State B, where the debtor (dealer) is located. 

6. External Constraints on This Section. The need to coordinate Article 9 with a va- 
iety of nonuniform certificate-of-title statutes, the need to provide rules to take account o 
situations in which multiple certificates of title are outstanding with respect to particular 
goods, and the need to govern the transition from perfection by filing in one jurisdiction to 
perfection by notation in another all create pressure for a detailed and complex set of rules. 
In an effort to minimize complexity, this Article does not attempt to coordinate Article 9 

ith the entire array of certificate-of-title statutes. In particular, Sections 9-303, 9-311, and 
9-316(d) and (e) assume that the certificate-of-title statutes to which they apply do not have 

elation-back provisions (i.e., provisions under which perfection is deemed to occur at a 
ime earlier than when the perfection steps actually are taken). A Legislative Note to 
Section 9-311 recommends the elimination of relation-back provisions in certificate-of-title 
statutes affecting perfection of security interests. 

Ideally, at any given time, only one certificate of title is outstanding with respect to par- 

icular goods. In fact, however, sometimes more than one jurisdiction issues more than one 

certificate of title with respect to the same goods. This situation results from defects in 
certificate-of-title laws and the interstate coordination of those laws, not from deficiencies 
in this Article. As long as the possibility of multiple certificates of title remains, the 
potential for innocent parties to suffer losses will continue. At best, this Article can identify, 
clearly which innocent parties will bear the losses in familiar fact patterns. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-304. Law Governing Perfection and Priority of Security 
Interests in Deposit Accounts. 

(a) [Law of bank's jurisdiction governs.] The local law of a bank's ju- 
risdiction governs perfection, the effect of perfection or nonperfection, and 
he priority of a security interest in a deposit account maintained with 
hat bank. 

(b) [BanE's jurisdiction.] The following rules determine a bank's juris- 
diction for purposes of this part: 

(1) If an agreement between the bank and its customer governing the 
deposit account expressly provides that a particular jurisdiction is the 
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bank’s jurisdiction for purposes of this part, this article, or [the Uniform 
Commercial Code], that jurisdiction is the bank’s jurisdiction. 

(2) If paragraph (1) does not apply and an agreement between the 
bank and its customer governing the deposit account expressly provides 
that the agreement is governed by the law of a particular jurisdiction, 
that jurisdiction is the bank’s jurisdiction. 

(3) If neither paragraph (1) nor paragraph (2) applies and an agree- 
ment between the bank and its customer governing the deposit account 
expressly provides that the deposit account is maintained at an office in 
a particular jurisdiction, that jurisdiction is the bank’s jurisdiction. 

(4) If none of the preceding paragraphs applies, the bank’s jurisdiction 
is the jurisdiction in which the office identified in an account statement 
as the office serving the customer’s account is located. 

(5) If none of the preceding paragraphs applies, the bank’s jurisdiction 
is the jurisdiction in which the chief executive office of the bank is located. 


Official Comment 
1. Source. New; derived from Section 8-110(e) and former Section 9-103(6). 
2. Deposit Accounts. Under this section, the law of the “bank’s jurisdiction” governs 
perfection and priority of a security interest in deposit accounts. Subsection (b) contains 
ules for determining the “bank’s jurisdiction.” The substance of these rules is substantially 
similar to that of the rules determining the “security intermediary’s jurisdiction” under for- 
mer Section 8-110(e), except that subsection (b)(1) provides more flexibility than the analo- 
gous provision in former Section 8-110(e)(1). Subsection (b)(1) permits the parties to choose 
he law of one jurisdiction to govern perfection and priority of security interests and a dif- 
erent governing law for other purposes. The parties’ choice is effective, even if the jurisdic- 
ion whose law is chosen bears no relationship to the parties or the transaction. Section 
8-110(e)(1) has been conformed to subsection (b)(1) of this section, and Section 9-305(b)(1), 
concerning a commodity intermediary’s jurisdiction, makes a similar departure from former 
Section 9-103(6)(e)(i). 
3. Change in Law Governing Perfection. When the bank’s jurisdiction changes, the 
jurisdiction whose law governs perfection under subsection (a) changes, as well. Neverthe- 
ess, the change will not result in an immediate loss of perfection. See Section 9-316(f), (g). 


§ 9-305. Law Governing Perfection and Priority of Security 
Interests in Investment Property. 
(a) [Governing law: general rules.] Except as otherwise provided in 
subsection (c), the following rules apply: 

(1) While a security certificate is located in a jurisdiction, the local law 
of that jurisdiction governs perfection, the effect of perfection or 
nonperfection, and the priority of a security interest in the certificated 
security represented thereby. 

(2) The local law of the issuer’s jurisdiction as specified in Section 
8-110(d) governs perfection, the effect of perfection or nonperfection, and 
the priority of a security interest in an uncertificated security. 

(3) The local law of the securities intermediary’s jurisdiction as speci- 
fied in Section 8-110(e) governs perfection, the effect of perfection or 
nonperfection, and the priority of a security interest in a security entitle- 
ment or securities account. 

(4) The local law of the commodity intermediary’s jurisdiction governs 
perfection, the effect of perfection or nonperfection, and the priority of a 
security interest in a commodity contract or commodity account. 
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, 


(b) [Commodity intermediary's jurisdiction.] The following rules 


determine a commodity intermediary's jurisdiction for purposes of this 


(1) If an agreement between the commodity intermediary and com- 
modity customer governing the commodity account expressly provides 
that a particular jurisdiction is the commodity intermediary's jurisdic- 
tion for purposes of this part, this article, or [the Uniform Commercial 
Code], that jurisdiction is the commodity intermediary’s jurisdiction. 

(2) If paragraph (1) does not apply and an agreement between the 
commodity intermediary and commodity customer governing the com- 
modity account expressly provides that the agreement is governed by 
the law of a particular jurisdiction, that jurisdiction is the commodity 
intermediary’s jurisdiction. 

(3) If neither paragraph (1) nor paragraph (2) applies and an agree- 
ment between the commodity intermediary and commodity customer 
governing the commodity account expressly provides that the commodity 
account is maintained at an office in a particular jurisdiction, that juris- 
diction is the commodity intermediary’s jurisdiction. 


(4) If none of the preceding paragraphs applies, the commodity 
intermediary’s jurisdiction is the jurisdiction in which the office identi- 
fied in an account statement as the office serving the commodity 
customer’s account is located. 


(5) If none of the preceding paragraphs applies, the commodity 
intermediary’s jurisdiction is the jurisdiction in which the chief execu- 
tive office of the commodity intermediary is located. 


(c) [When perfection governed by law of jurisdiction where 
debtor located.] The local law of the jurisdiction in which the debtor is 
located governs: 


(1) perfection of a security interest in investment property by filing; 


(2) automatic perfection of a security interest in investment property 
created by a broker or securities intermediary; and 


(3) automatic perfection of a security interest in a commodity contract 
or commodity account created by a commodity intermediary. 


Official Comment 

1. Source. Former Section 9-103(6). 

2. Investment Property: General Rules. This section specifies choice-of-law rules for 
perfection and priority of security interests in investment property. Subsection (a)(1) covers 
security interests in certificated securities. Subsection (a)(2) covers security interests in 
uncertificated securities. Subsection (a)(3) covers security interests in security entitlements 
and securities accounts. Subsection (a)(4) covers security interests in commodity contracts 
and commodity accounts. The approach of each of these paragraphs is essentially the same. 

hey identify the jurisdiction’s law that governs questions of perfection and priority by us- 
ing the same principles that Article 8 uses to determine other questions concerning that 
orm of investment property. Thus, for certificated securities, the law of the jurisdiction in 

hich the certificate is located governs. Cf. Section 8-110(c). For uncertificated securities, 
he law of the issuer’s jurisdiction governs. Cf. Section 8-110(a). For security entitlements 
and securities accounts, the law of the securities intermediary’s jurisdiction governs. Cf. 
Section 8-110(b). For commodity contracts and commodity accounts, the law of the commod- 
ity intermediary’s jurisdiction governs. Because commodity contracts and commodity ac- 
counts are not governed by Article 8, subsection (b) contains rules that specify the commod- 
ity intermediary’s jurisdiction. These are analogous to the rules in Section 8-110(e) 
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greater flexibility than did former Section 9-103(6)(3). See also Section 9-304(b) (bank's ju- 
isdiction); Revised Section 8-110(e)(1) (securities intermediary’s jurisdiction). 
3. Investment Property: Exceptions. Subsection (c) establishes an exception to the 
general rules set out in subsection (a). It provides that perfection of a security interest by| 
ling, automatic perfection of a security interest in investment property created by a debtor 
ho is a broker or securities intermediary (see Section 9-309(10)), and automatic perfection 
of a security interest in a commodity contract or commodity account of a debtor who is a 
commodity intermediary (see Section 9-309(11)) are governed by the law of the jurisdiction 
in which the debtor is located, as determined under Section 9-307. 
4. Examples: The following examples illustrate the rules in this section: 
Example 1: A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed 
by Pennsylvania law but expressly provides that the law of California is Able's jurisdic- 
tion for purposes of the Uniform Commercial Code. Through the account the customer 
holds securities of a Massachusetts corporation, which Able holds through a clearing 
corporation located in New York. The customer obtains a margin loan from Able. Subsec- 
tion (a3) provides that California law—the law of the securities intermediary's jurisdic- 
tion—governs perfection and priority of the security interest, even if California has no 
other relationship to the parties or the transaction. 

Example 2: A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer obtains a loan from a lender located in Illinois. The lender takes a security 
interest and perfects by obtaining an agreement among the debtor, itself, and Able, 
which satisfies the requirement of Section 8-106(d)(2) to give the lender control. Subsec- 
tion (a)(3) provides that Pennsylvania law—the law of the securities intermediary’s juris- 
diction—governs perfection and priority of the security interest, even if Pennsylvania has 
no other relationship to the parties or the transaction. 

Example 3: A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account, the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer borrows from SP-1, and SP-1 files a financing statement in New Jersey. Later, 
the customer obtains a loan from SP-2. SP-2 takes a security interest and perfects by 
obtaining an agreement among the debtor, itself, and Able, which satisfies the require- 
ment of Section 8-106(d)(2) to give the SP-2 control. Subsection (c) provides that perfec- 
tion of SP-1’s security interest by filing is governed by the location of the debtor, so the 
filing in New Jersey was appropriate. Subsection (a)(3), however, provides that 
Pennsylvania law—the law of the securities intermediary's jurisdiction—governs all 
other questions of perfection and priority. Thus, Pennsylvania law governs perfection o 
SP-2's security interest, and Pennsylvania law also governs the priority of the security 
interests of SP-1 and SP-2. 

5. Change in Law Governing Perfection. When the issuer's jurisdiction, the securi- 
ies intermediary's jurisdiction, or commodity intermediary's jurisdiction changes, the juris- 
diction whose law governs perfection under subsection (a) changes, as well. Similarly, the 
aw governing perfection of a possessory security interest in a certificated security changes 

hen the collateral is removed to another jurisdiction, see subsection (a1), and the law 
governing perfection by filing changes when the debtor changes its location. See subsection 
(c). Nevertheless, these changes will not result in an immediate loss of perfection. See 
Section 9-316. 


$ 9-306. Law Governing Perfection and Priority of Security 
Interests in Letter-of-Credit Rights. 

(a) [Governing law: issuer's or nominated person's jurisdiction.] 
Subject to subsection (c), the local law of the issuer's jurisdiction or a 
nominated person's jurisdiction governs perfection, the effect of perfection 
or nonperfection, and the priority of a security interest in a letter-of-credit 


902 


ECURED ÍiRANSACTIONS 


(b) [Issuer's or nominated person's jurisdiction.] For purposes o 
his part, an issuer's jurisdiction or nominated person's jurisdiction is the 
jurisdiction whose law governs the liability of the issuer or nominated 
person with respect to the letter-of-credit right as provided in Section 
5-116. 


(c) [When section not applicable.] This section does not apply to a se- 
curity interest that is perfected only under Section 9-308(d). 


Official Comment 

1. Source. New; derived in part from Section 8-110(e) and former Section 9-103(6). 

2. Sui Generis Treatment. This section governs the applicable law for perfection and 
priority of security interests in letter-of-credit rights, other than a security interest 
perfected only under Section 9-308(d) (i.e., as a supporting obligation). The treatment dif- 
ers substantially from that provided in Section 9-304 for deposit accounts. The basic rule is 

hat the law of the issuer’s or nominated person’s (e.g., confirmer’s) jurisdiction, derived 

om the terms of the letter of credit itself, controls perfection and priority, but only if the 
issuer’s or nominated person’s jurisdiction is a State, as defined in Section 9-102. If the is- 
suer’s or nominated person’s jurisdiction is not a State, the baseline rule of Section 9-301 
applies—perfection and priority are governed by the law of the debtor’s location, determined 

nder Section 9-307. Export transactions typically involve a foreign issuer and a domestic 

ominated person, such as a confirmer, located in a State. The principal goal of this section 
is to reduce the likelihood that perfection and priority would be governed by the law of a 
oreign jurisdiction in a transaction that is essentially domestic from the standpoint of the 
debtor-beneficiary, its creditors, and a domestic nominated person. 

3. Issuer’s or Nominated Person’s Jurisdiction. Subsection (b) defers to the rules 
established under Section 5-116 for determination of an issuer’s or nominated person’s 
jurisdiction. 

Example: An Italian bank issues a letter of credit that is confirmed by a New York 
bank. The beneficiary is a Connecticut corporation. The letter of credit provides that the 
issuer’s liability is governed by Italian law, and the confirmation provides that the 
confirmer’s liability is governed by the law of New York. Under Sections 9-306(b) and 
5-116(a), Italy is the issuer’s jurisdiction and New York is the confirmer’s (nominated 
person’s) jurisdiction. Because the confirmer’s jurisdiction is a State, the law of New 
York governs perfection and priority of a security interest in the beneficiary’s letter-of- 
credit right against the confirmer. See Section 9-306(a). However, because the issuer’s 
jurisdiction is not a State, the law of that jurisdiction does not govern. See Section 
9-306(a). Rather, the choice-of-law rule in Section 9-301(1) applies to perfection and 
priority of a security interest in the beneficiary’s letter-of-credit right against the issuer. 
Under that section, perfection and priority are governed by the law of the jurisdiction in 
which the debtor (beneficiary) is located. That jurisdiction is Connecticut. See Section 
9-307. 

4. Scope of this Section. This section specifies only the law governing perfection, the ef- 
ect of perfection or nonperfection, and priority of security interests. Section 5-116 specifies 
he law governing the liability of, and Article 5 (or other applicable law) deals with the 
ights and duties of, an issuer or nominated person. Perfection, nonperfection, and priority 
have no effect on those rights and duties. 

5. Change in Law Governing Perfection. When the issuer’s jurisdiction, or nominated 
person’s jurisdiction changes, the jurisdiction whose law governs perfection under subsec- 
ion (a) changes, as well. Nevertheless, this change will not result in an immediate loss o 
perfection. See Section 9-316(f), (g). 


§ 9-307. Location of Debtor. 


(a) [“Place of business.”] In this section, “place of business” means a 
place where a debtor conducts its affairs. 


(b) [Debtor’s location: general rules.] Except as otherwise provided 
in this section, the following rules determine a debtor’s location: 
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(1) A debtor who is an individual is located at the individual’s principal 
residence. 

(2) A debtor that is an organization and has only one place of business 
is located at its place of business. 

(3) A debtor that is an organization and has more than one place o 
business is located at its chief executive office. 

(c) [Limitation of applicability of subsection (b).] Subsection (b) ap- 
plies only if a debtor’s residence, place of business, or chief executive office, 
as applicable, is located in a jurisdiction whose law generally requires in- 
formation concerning the existence of a nonpossessory security interest to 
be made generally available in a filing, recording, or registration system as 
a condition or result of the security interest’s obtaining priority over the 
rights of a lien creditor with respect to the collateral. If subsection (b) does 
not apply, the debtor is located in the District of Columbia. 

(d) [Continuation of location: cessation of existence, etc.] A person 
hat ceases to exist, have a residence, or have a place of business continues 

o be located in the jurisdiction specified by subsections (b) and (c). 

(e) [Location of registered organization organized under State 
law.] A registered organization that is organized under the law of a State 
is located in that State. 

(f) [Location of registered organization organized under federal 
law; bank branches and agencies.] Except as otherwise provided in 
subsection (i), a registered organization that is organized under the law o 
he United States and a branch or agency of a bank that is not organized 

nder the law of the United States or a State are located: 

(1) in the State that the law of the United States designates, if the law 
designates a State of location; 

(2) in the State that the registered organization, branch, or agency 
designates, if the law of the United States authorizes the registered or- 
ganization, branch, or agency to designate its State of location; or 

(3) in the District of Columbia, if neither paragraph (1) nor paragraph 
(2) applies. 

(g) [Continuation of location: change in status of registered 
organization.] A registered organization continues to be located in the ju- 
risdiction specified by subsection (e) or (f) notwithstanding: 

(1) the suspension, revocation, forfeiture, or lapse of the registered 
organization's status as such in its jurisdiction of organization; or 

(2) the dissolution, winding up, or cancellation of the existence of the 
registered organization. 

(h) [Location of United States.] The United States is located in the 
District of Columbia. 

(i) [Location of foreign bank branch or agency if licensed in only 
one state.] A branch or agency of a bank that is not organized under the 
law of the United States or a State is located in the State in which the 
branch or agency is licensed, if all branches and agencies of the bank are 
licensed in only one State. 

() [Location of foreign air carrier.] A foreign air carrier under the 
Federal Aviation Act of 1958, as amended, is located at the designated of- 
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fice of the agent upon which service of process may be made on behalf o 
he carrier. 

(k) [Section applies only to this part.] This section applies only for 
purposes of this part. 


Official Comment 

1. Source. Former Section 9-103(3)(d), substantially revised. 

2. General Rules. As a general matter, the location of the debtor determines the juris- 
diction whose law governs perfection of a security interest. See Sections 9-301(1), 9-305(c). 
It also governs priority of a security interest in certain types of intangible collateral, such 
as accounts, electronic chattel paper, and general intangibles. This section determines the 
ocation of the debtor for choice-of-law purposes, but not for other purposes. See subsection 
(k). 

Subsection (b) states the general rules: An individual debtor is deemed to be located at 

he individual's principal residence with respect to both personal and business assets. Any 
other debtor is deemed to be located at its place of business if it has only one, or at its chie 
executive office if it has more than one place of business. 

As used in this section, a “place of business" means a place where the debtor conducts its 
affairs. See subsection (a). Thus, every organization, even eleemosynary institutions and 
other organizations that do not conduct “for profit” business activities, has a “place o 
business." Under subsection (d), a person who ceases to exist, have a residence, or have a 
place of business continues to be located in the jurisdiction determined by subsection (b). 

The term “chief executive office" is not defined in this Section or elsewhere in the Uniform 
Commercial Code. *Chief executive office" means the place from which the debtor manages 

he main part of its business operations or other affairs. This is the place where persons 
dealing with the debtor would normally look for credit information, and is the appropriate 
place for filing. With respect to most multi-state debtors, it will be simple to determine 

hich of the debtor's offices is the *chief executive office." Even when a doubt arises, it 

ould be rare that there could be more than two possibilities. A secured party in such a 
case may protect itself by perfecting under the law of each possible jurisdiction. 

Similarly, the term “principal residence” is not defined. If the security interest in ques- 
ion is a purchase-money security interest in consumer goods which is perfected upon at- 
achment, see Section 9-309(1), the choice of law may make no difference. In other cases, 
hen a doubt arises, prudence may dictate perfecting under the law of each jurisdiction 
hat might be the debtor's *principal residence." 

The general rule is subject to several exceptions, each of which is discussed below. 

3. Non-U.S. Debtors. Under the general rules of this section, a non-U.S. debtor normally 

ould be located in a foreign jurisdiction and, as a consequence, foreign law would govern 
perfection. When foreign law affords no public notice of security interests, the general rule 

yields unacceptable results. 

Accordingly, subsection (c) provides that the normal rules for determining the location o 
a debtor (i.e., the rules in subsection (b)) apply only if they yield a location that is “a juris- 
diction whose law generally requires information concerning the existence of a nonposses- 
sory security interest to be made generally available in a filing, recording, or registration 
system as a condition or result of the security interest's obtaining priority over the rights o 
a lien creditor with respect to the collateral." The phrase “generally requires" is meant to 
include legal regimes that generally require notice in a filing or recording system as a 
condition of perfecting nonpossessory security interests, but which permit perfection by an- 
other method (e.g., control, automatic perfection, temporary perfection) in limited 
circumstances. A jurisdiction that has adopted this Article or an earlier version of this 
Article is such a jurisdiction. If the rules in subsection (b) yield a jurisdiction whose law 
does not generally require notice in a filing or registration system, the debtor is located in 
he District of Columbia. 

Example 1: Debtor is an English corporation with 7 offices in the United States and 
its chief executive office in London, England. Debtor creates a security interest in its 
accounts. Under subsection (b)(3), Debtor would be located in England. However, subsec- 
tion (c) provides that subsection (b) applies only if English law generally conditions 
perfection on giving public notice in a filing, recording, or registration system. Otherwise, 
Debtor is located in the District of Columbia. Under Section 9-301(1), perfection, the ef- 
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fect of perfection, and priority are governed by the law of the jurisdiction of the debtor’s 

location—here, England or the District of Columbia (depending on the content of English 

law). 

Example 2: Debtor is an English corporation with 7 offices in the United States and 
its chief executive office in London, England. Debtor creates a security interest in equip- 
ment located in London. Under subsection (b)(3) Debtor would be located in England. 
However, subsection (c) provides that subsection (b) applies only if English law generally 
conditions perfection on giving public notice in a filing, recording, or registration system. 
Otherwise, Debtor is located in the District of Columbia. Under Section 9-301(1), perfec- 
tion is governed by the law of the jurisdiction of the debtor’s location, whereas, under 
Section 9-301(3), the law of the jurisdiction in which the collateral is located—here, 
England—governs priority. 

The foregoing discussion assumes that each transaction bears an appropriate relation to 
he forum State. In the absence of an appropriate relation, the forum State’s entire UCC, 
including the choice-of-law provisions in Article 9 (Sections 9-301 through 9-307), will not 
apply. See Section 9-109, Comment 9. 

4. Registered Organizations Organized Under Law of a State. Under subsection 
(e), a registered organization (e.g., a corporation or limited partnership) organized under 
he law of a “State” (defined in Section 9-102) is located in its State of organization. Subsec- 
ion (g) makes clear that events affecting the status of a registered organization, such as 
he dissolution of a corporation or revocation of its charter, do not affect its location for 
purposes of subsection (e). However, certain of these events may result in, or be ac- 
companied by, a transfer of collateral from the registered organization to another debtor. 

his section does not determine whether a transfer occurs, nor does it determine the legal 
consequences of any transfer. 

Determining the registered organization-debtor’s location by reference to the jurisdiction 
of organization could provide some important side benefits for the filing systems. A jurisdic- 
ion could structure its filing system so that it would be impossible to make a mistake in a 
egistered organization-debtor’s name on a financing statement. For example, a filer would 
be informed if a filed record designated an incorrect corporate name for the debtor. Linking 

ling to the jurisdiction of organization also could reduce pressure on the system imposed 
by transactions in which registered organizations cease to exist—as a consequence o 
merger or consolidation, for example. The jurisdiction of organization might prohibit such 
ransactions unless steps were taken to ensure that existing filings were refiled against a 
successor or terminated by the secured party. 

5. Registered Organizations Organized Under Law of United States; Branches 
and Agencies of Banks Not Organized Under Law of United States. Subsection (f) 
specifies the location of a debtor that is a registered organization organized under the law 
of the United States. It defers to the law of the United States, to the extent that that law 
determines, or authorizes the debtor to determine, the debtor’s location. Thus, if the law o 
he United States designates a particular State as the debtor’s location, that State is the 
debtor’s location for purposes of this Article’s choice-of-law rules. Similarly, if the law of the 

nited States authorizes the registered organization to designate its State of location, the 
State that the registered organization designates is the State in which it is located for 
purposes of this Article’s choice-of-law rules. In other cases, the debtor is located in the 
District of Columbia. 

In some cases, the law of the United States authorizes the registered organization to des- 
ignate a main office, home office, or other comparable office. See, e.g., 12 U.S.C. §§ 22 and 
1464(a); 12 C.F.R. § 552.3. Designation of such an office constitutes the designation of the 
State of location for purposes of Section 9-307(f)(2). 

In cases not governed by subsection (f) or (i), the location of a foreign bank is determined 
by subsections (b) and (c). 

6. United States. To the extent that Article 9 governs (see Sections 1-105, 9-109(c)), the 

nited States is located in the District of Columbia for purposes of this Article's choice-of- 
aw rules. See subsection (h). 

7. Foreign Air Carriers. Subsection (j) follows former Section 9-103(3)(d). To the extent 
hat it is applicable, the Convention on the International Recognition of Rights in Aircraft 
(Geneva Convention) supersedes state legislation on this subject, as set forth in Section 
9-311(b), but some nations are not parties to that Convention. 
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$ 9-308. When Security Interest or Agricultural Lien Is Perfected; 
Continuity of Perfection. 

(a) [Perfection of security interest.] Except as otherwise provided in 
his section and Section 9-309, a security interest is perfected if it has at- 
ached and all of the applicable requirements for perfection in Sections 

9-310 through 9-316 have been satisfied. A security interest is perfected 
hen it attaches if the applicable requirements are satisfied before the se- 
curity interest attaches. 


(b) [Perfection of agricultural lien.] An agricultural lien is perfected 
if it has become effective and all of the applicable requirements for perfec- 
ion in Section 9-310 have been satisfied. An agricultural lien is perfected 

hen it becomes effective if the applicable requirements are satisfied before 
he agricultural lien becomes effective. 


(c) [Continuous perfection; perfection by different methods.] A se- 
curity interest or agricultural lien is perfected continuously if it is 
originally perfected by one method under this article and is later perfected 
by another method under this article, without an intermediate period 

hen it was unperfected. 


(d) [Supporting obligation.] Perfection of a security interest in collat- 
eral also perfects a security interest in a supporting obligation for the 
collateral. 


(e) [Lien securing right to payment.] Perfection of a security interest 
in a right to payment or performance also perfects a security interest in a 
security interest, mortgage, or other lien on personal or real property 
securing the right. 


(f) [Security entitlement carried in securities account.] Perfection 
of a security interest in a securities account also perfects a security inter- 
est in the security entitlements carried in the securities account. 


(g) [Commodity contract carried in commodity account.] Perfec- 
ion of a security interest in a commodity account also perfects a security 
interest in the commodity contracts carried in the commodity account. 


egislative Note: Any statute conflicting with subsection (e) must be made expressly subject 
to that subsection. 


Official Comment 

1. Source. Former Sections 9-303, 9-115(2). 

2. General Rule. This Article uses the term “attach” to describe the point at which prop- 
erty becomes subject to a security interest. The requisites for attachment are stated in 
Section 9-203. When it attaches, a security interest may be either perfected or unperfected. 
"Perfected" means that the security interest has attached and the secured party has taken 
all the steps required by this Article as specified in Sections 9-310 through 9-316. 
perfected security interest may still be or become subordinate to other interests. See, e.g., 
Sections 9-320, 9-322. However, in general, after perfection the secured party is protected 
against creditors and transferees of the debtor and, in particular, against any representa- 

ive of creditors in insolvency proceedings instituted by or against the debtor. See, e.g., 
Section 9-317. 

Subsection (a) explains that the time of perfection is when the security interest has at- 
ached and any necessary steps for perfection, such as taking possession or filing, have 
been taken. The “except” clause refers to the perfection-upon-attachment rules appearing 
in Section 9-309. It also reflects that other subsections of this section, e.g., subsection (d), 
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contain automatic-perfection rules. If the steps for perfection have been taken in advance, 
as when the secured party files a financing statement before giving value or before the 
debtor acquires rights in the collateral, then the security interest is perfected when it 
attaches. 

3. Agricultural Liens. Subsection (b) is new. It describes the elements of perfection o 
an agricultural lien. 

4. Continuous Perfection. The following example illustrates the operation of subsec- 

ion (c): 

Example 1: Debtor, an importer, creates a security interest in goods that it imports 
and the documents of title that cover the goods. The secured party, Bank, takes posses- 
sion of a tangible negotiable bill of lading covering certain imported goods and thereby 
perfects its security interest in the bill of lading and the goods. See Sections 9-313(a), 
9-312(c)(1). Bank releases the bill of lading to the debtor for the purpose of procuring the 
goods from the carrier and selling them. Under Section 9-312(f), Bank continues to have 
a perfected security interest in the document and goods for 20 days. Bank files a financ- 
ing statement covering the collateral before the expiration of the 20-day period. Its secu- 
rity interest now continues perfected for as long as the filing is good. 

If the successive stages of Bank’s security interest succeed each other without an 
intervening gap, the security interest is “perfected continuously,” and the date of perfection. 
is when the security interest first became perfected (i.e., when Bank received possession o 
he tangible bill of lading). If, however, there is a gap between stages—for example, if Bank 
does not file until after the expiration of the 20-day period specified in Section 9-312(f) and 
eaves the collateral in the debtor's possession—then, the chain being broken, the perfec- 
ion is no longer continuous. The date of perfection would now be the date of filing (after 
expiration of the 20-day period). Bank's security interest would be vulnerable to any 
interests arising during the gap period which under Section 9-317 take priority over an 
unperfected security interest. 

5. Supporting Obligations. Subsection (d) is new. It provides for automatic perfection 
of a security interest in a supporting obligation for collateral if the security interest in the 
collateral is perfected. This is unlikely to effect any change in the law prior to adoption o 
his Article. 

Example 2: Buyer is obligated to pay Debtor for goods sold. Buyer's president 
guarantees the obligation. Debtor creates a security interest in the right to payment (ac- 
count) in favor of Lender. Under Section 9-203(f), the security interest attaches to 
Debtor's rights under the guarantee (supporting obligation). Under subsection (d), perfec- 
tion of the security interest in the account constitutes perfection of the security interest 
in Debtor's rights under the guarantee. 

6. Rights to Payment Secured by Lien. Subsection (e) is new. It deals with the situa- 
ion in which a security interest is created in a right to payment that is secured by a secu- 
ity interest, mortgage, or other lien. 

Example 3: Owner gives to Mortgagee a mortgage on Blackacre to secure a loan. 
Owner's obligation to pay is evidenced by a promissory note. In need of working capital, 
Mortgagee borrows from Financer and creates a security interest in the note in favor o 
Financer. Section 9-203(g) adopts the traditional view that the mortgage follows the 
note; i.e., the transferee of the note acquires the mortgage, as well. This subsection 
adopts a similar principle: perfection of a security interest in the right to payment con- 
stitutes perfection of a security interest in the mortgage securing it. 

An important consequence of the rules in Section 9-203(g) and subsection (e) is that, by 
acquiring a perfected security interest in a mortgage (or other secured) note, the secured 
party acquires a security interest in the mortgage (or other lien) that is senior to the rights 
of a person who becomes a lien creditor of the mortgagee (Article 9 debtor). See Section 
9-317(a)(2). This result helps prevent the separation of the mortgage (or other lien) from 
he note. 

Under this Article, attachment and perfection of a security interest in a secured right to 
payment do not of themselves affect the obligation to pay. For example, if the obligation is 
evidenced by a negotiable note, then Article 3 dictates the person whom the maker must 
pay to discharge the note and any lien securing it. See Section 3-602. If the right to pay- 
ment is a payment intangible, then Section 9-406 determines whom the account debtor 
must pay. 
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Similarly, this Article does not determine who has the power to release a mortgage o 
ecord. That issue is determined by real-property law. 

7. Investment Property. Subsections (f) and (g) follow former Section 9-115(2). 
As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


9-309. Security Interest Perfected Upon Attachment. 
The following security interests are perfected when they attach: 

(1) a purchase-money security interest in consumer goods, except as 
otherwise provided in Section 9-311(b) with respect to consumer goods 
that are subject to a statute or treaty described in Section 9-311(a); 

(2) an assignment of accounts or payment intangibles which does not 
by itself or in conjunction with other assignments to the same assignee 
transfer a significant part of the assignor’s outstanding accounts or pay- 
ment intangibles; 

(3) a sale of a payment intangible; 

(4) a sale of a promissory note; 

(5) a security interest created by the assignment of a health-care- 
insurance receivable to the provider of the health-care goods or services; 

(6) a security interest arising under Section 2-401, 2-505, 2-711(3), or 
2A-508(5), until the debtor obtains possession of the collateral; 

(7) a security interest of a collecting bank arising under Section 4-210; 

(8) a security interest of an issuer or nominated person arising under 
Section 5-118; 

(9) a security interest arising in the delivery of a financial asset under 
Section 9-206(c); 

(10) a security interest in investment property created by a broker or 
securities intermediary; 

(11) a security interest in a commodity contract or a commodity ac- 
count created by a commodity intermediary; 

(12) an assignment for the benefit of all creditors of the transferor and 
subsequent transfers by the assignee thereunder; 

(13) a security interest created by an assignment of a beneficial inter- 
est in a decedent’s estate; and 

(14) a sale by an individual of an account that is a right to payment o 
winnings in a lottery or other game of chance. 


Official Comment 

1. Source. Derived from former Sections 9-302(1), 9-115(4)(c), (d), 9-116. 

2. Automatic Perfection. This section contains the perfection-upon-attachment rules 
previously located in former Sections 9-302(1), 9-115(4)(c), (d), and 9-116. Rather than 
continue to state the rule by indirection, this section explicitly provides for perfection upon 
attachment. 

3. Purchase-Money Security Interest in Consumer Goods. Former Section 
9-302(1)(d) has been revised and appears here as paragraph (1). No filing or other step is 

equired to perfect a purchase-money security interest in consumer goods, other than 
goods, such as automobiles, that are subject to a statute or treaty described in Section 
9-311(a). However, filing is required to perfect a non-purchase-money security interest in 
consumer goods and is necessary to prevent a buyer of consumer goods from taking free o 
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a security interest under Section 9-320(b). A fixture filing is required for priority over 
conflicting interests in fixtures to the extent provided in Section 9-334. 

4. Rights to Payment. Paragraph (2) expands upon former Section 9-302(1)(e) by af- 
ording automatic perfection to certain assignments of payment intangibles as well as 
accounts. The purpose of paragraph (2) is to save from ex post facto invalidation casual or 
isolated assignments—assignments which no one would think of filing. Any person who 
egularly takes assignments of any debtor’s accounts or payment intangibles should file. In 
his connection Section 9-109(d)(4) through (7), which excludes certain transfers of ac- 
counts, chattel paper, payment intangibles, and promissory notes from this Article, should 
be consulted. 

Paragraphs (3) and (4), which are new, afford automatic perfection to sales of payment 
intangibles and promissory notes, respectively. They reflect the practice under former 
Article 9. Under that Article, filing a financing statement did not affect the rights of a 
buyer of payment intangibles or promissory notes, inasmuch as the former Article did not 
cover those sales. To the extent that the exception in paragraph (2) covers outright sales o 
payment intangibles, which automatically are perfected under paragraph (3), the exception 
is redundant. 

Paragraph (14), which is new, affords automatic perfection to sales by individuals of an. 
"account" (as defined in Section 9-102) consisting of the right to winnings in a lottery or 
other game of chance. Payments on these accounts typically extend for periods of twenty 
years or more. It would be unduly burdensome for the secured party, who would have no 
other reason to maintain contact with the seller, to monitor the the seller's whereabouts for 
such a length of time. This paragraph was added in 2001. It applies to a sale of an account 
described in it, even if the sale was entered into before the effective date of the paragraph. 
However, if the relative priorities of conflicting claims to the account were established 
before the paragraph took effect, Article 9 as in effect immediately prior to the date the 
paragraph took effect determines priority. 

5. Health-Care-Insurance Receivables. Paragraph (5) extends automatic perfection to 
assignments of health-care-insurance receivables if the assignment is made to the health- 
care provider that provided the health-care goods or services. The primary effect is that, 

hen an individual assigns a right to payment under an insurance policy to the person who 
provided health-care goods or services, the provider has no need to file a financing state- 
ment against the individual. The normal filing requirements apply to other assignments o 
health-care-insurance receivables covered by this Article, e.g., assignments from the health- 
care provider to a financer. 

6. Investment Property. Paragraph (9) replaces the last clause of former Section 
9-116(2), concerning security interests that arise in the delivery of a financial asset. 

Paragraphs (10) and (11) replace former Section 9-115(4)(c) and (d), concerning secured 
nancing of securities and commodity firms and clearing corporations. The former sections 
indicated that, with respect to certain security interests created by a securities intermedi- 
ary or commodity intermediary, *[t]he filing of a financing statement . . . has no effect for 
purposes of perfection or priority with respect to that security interest." No change in 
meaning is intended by the deletion of the quoted phrase. 

Secured financing arrangements for securities firms are currently implemented in vari- 
ous ways. In some circumstances, lenders may require that the transactions be structured 
as “hard pledges,” where the securities are transferred on the books of a clearing corpora- 

ion from the debtor’s account to the lender’s account or to a special pledge account for the 
ender where they cannot be disposed of without the specific consent of the lender. In other 
circumstances, lenders are content with so-called “agreement to pledge” or “agreement to 
deliver” arrangements, where the debtor retains the positions in its own account, but 
eflects on its books that the positions have been hypothecated and promises that the secu- 
ities will be transferred to the secured party’s account on demand. 

The perfection and priority rules of this Article are designed to facilitate current secured 
nancing arrangements for securities firms as well as to provide sufficient flexibility to ac- 
commodate new arrangements that develop in the future. Hard pledge arrangements are 
covered by the concept of control. See Sections 9-314, 9-106, 8-106. Non-control secured 
nancing arrangements for securities firms are covered by the automatic perfection rule o 
paragraph (10). Before the 1994 revision of Articles 8 and 9, agreement to pledge arrange- 
ments could be implemented under a provision that a security interest in securities given 
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or new value under a written security agreement was perfected without filing or posses- 
sion for a period of 21 days. Although the security interests were temporary in legal theory, 
he financing arrangements could, in practice, be continued indefinitely by rolling over the 
ans at least every 21 days. Accordingly, a knowledgeable creditor of a securities firm real- 
izes that the firm's securities may be subject to security interests that are not discoverable 
rom any public records. The automatic-perfection rule of paragraph (10) makes it unneces- 
p to engage in the purely formal practice of rolling over these arrangements every 21 
ays. 
In some circumstances, a clearing corporation may be the debtor in a secured financing 
arrangement. For example, a clearing corporation that settles delivery-versus-payment 
ransactions among its participants on a net, same-day basis relies on timely payments 

om all participants with net obligations due to the system. If a participant that is a net 
debtor were to default on its payment obligation, the clearing corporation would not receive 
some of the funds needed to settle with participants that are net creditors to the system. To 
complete end-of-day settlement after a payment default by a participant, a clearing corpora- 
ion that settles on a net, same-day basis may need to draw on credit lines and pledge secu- 
ities of the defaulting participant or other securities pledged by participants in the clear- 
ing corporation to secure such drawings. The clearing corporation may be the top-tier 
securities intermediary for the securities pledged, so that it would not be practical for the 
ender to obtain control. Even where the clearing corporation holds some types of securities 
hrough other intermediaries, however, the clearing corporation is unlikely to be able to 
complete the arrangements necessary to convey “control” over the securities to be pledged 
in time to complete settlement in a timely manner. However, the term “securities intermedi- 
ary" is defined in Section 8-102(a)(14) to include clearing corporations. Thus, the perfection 
ule of paragraph (10) applies to security interests in investment property granted by clear- 
ing corporations. 

7. Beneficial Interests in Trusts. Under former Section 9-302(1)(c), filing was not 
equired to perfect a security interest created by an assignment of a beneficial interest in a 
rust. Because beneficial interests in trusts are now used as collateral with greater 
requency in commercial transactions, under this Article filing is required to perfect a secu- 
ity interest in a beneficial interest. 

8. Assignments for Benefit of Creditors. No filing or other action is required to 

perfect an assignment for the benefit of creditors. These assignments are not financing 
ransactions, and the debtor ordinarily will not be engaging in further credit transactions. 


$ 9-310. When Filing Required to Perfect Security Interest or 
Agricultural Lien; Security Interests and Agricultural 
Liens to Which Filing Provisions Do Not Apply. 
(a) [General rule: perfection by filing.] Except as otherwise provided 
in subsection (b) and Section 9-312(b), a financing statement must be filed 
o perfect all security interests and agricultural liens. 

(b) [Exceptions: filing not necessary.] The filing of a financing state- 
ent is not necessary to perfect a security interest: 

(1) that is perfected under Section 9-308(d), (e), (£), or (g); 

(2) that is perfected under Section 9-309 when it attaches; 

(3) in property subject to a statute, regulation, or treaty described in 
Section 9-311(a); 

(4) in goods in possession of a bailee which is perfected under Section 
9-312(d)(1) or (2); 

(5) in certificated securities, documents, goods, or instruments which 
is perfected without filing, control, or possession under Section 9-312(e), 
(f), or (g); 

(6) in collateral in the secured party's possession under Section 9-313; 

(7) in a certificated security which is perfected by delivery of the secu- 
rity certificate to the secured party under Section 9-313; 
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(8) in deposit accounts, electronic chattel paper, electronic documents, 
investment property, or letter-of-credit rights which is perfected by 
control under Section 9-314; 

(9) in proceeds which is perfected under Section 9-315; or 

(10) that is perfected under Section 9-316. 


(c) [Assignment of perfected security interest.] If a secured party 
assigns a perfected security interest or agricultural lien, a filing under this 
article is not required to continue the perfected status of the security 
interest against creditors of and transferees from the original debtor. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Section 9-302(1), (2). 

2. General Rule. Subsection (a) establishes a central Article 9 principle: Filing a financ- 
ing statement is necessary for perfection of security interests and agricultural liens. 
However, filing is not necessary to perfect a security interest that is perfected by another 
permissible method, see subsection (b), nor does filing ordinarily perfect a security interest 
in a deposit account, letter-of-credit right, or money. See Section 9-312(b). Part 5 of the 
Article deals with the office in which to file, mechanics of filing, and operations of the filing 
office. 

3. Exemptions from Filing. Subsection (b) lists the security interests for which filing is 
ot required as a condition of perfection, because they are perfected automatically upon at- 
achment (subsections (b)(2) and (b)(9)) or upon the occurrence of another event (subsec- 
ions (b)(1), (b)(5), and (b)(9)), because they are perfected under the law of another jurisdic- 
ion (subsection (b)(10)), or because they are perfected by another method, such as by the 

secured party's taking possession or control (subsections (b)(3), (b)(4), (b)(5), (b)(6), (b)(7), 
and (b)(8)). 

4. Assignments of Perfected Security Interests. Subsection (c) concerns assignment 
of a perfected security interest or agricultural lien. It provides that no filing is necessary in 
connection with an assignment by a secured party to an assignee in order to maintain 
perfection as against creditors of and transferees from the original debtor. 

Example 1: Buyer buys goods from Seller, who retains a security interest in them. 

After Seller perfects the security interest by filing, Seller assigns the perfected security 

interest to X. The security interest, in X’s hands and without further steps on X’s part, 

continues perfected against Buyer’s transferees and creditors. 

Example 2: Dealer creates a security interest in specific equipment in favor of Lender. 
After Lender perfects the security interest in the equipment by filing, Lender assigns the 
chattel paper (which includes the perfected security interest in Dealer’s equipment) to X. 
The security interest in the equipment, in X’s hands and without further steps on X’s 
part, continues perfected against Dealer’s transferees and creditors. However, regardless 
of whether Lender made the assignment to secure Lender’s obligation to X or whether 
the assignment was an outright sale of the chattel paper, the assignment creates a secu- 
rity interest in the chattel paper in favor of X. Accordingly, X must take whatever steps 
may be required for perfection in order to be protected against Lender’s transferees and 
creditors with respect to the chattel paper. 

Subsection (c) applies not only to an assignment of a security interest perfected by filing 
but also to an assignment of a security interest perfected by a method other than by filing, 
such as by control or by possession. Although subsection (c) addresses explicitly only the 
absence of an additional filing requirement, the same result normally will follow in the case 
of an assignment of a security interest perfected by a method other than by filing. For 
example, as long as possession of collateral is maintained by an assignee or by the assignor 
or another person on behalf of the assignee, no further perfection steps need be taken on 
account of the assignment to continue perfection as against creditors and transferees of the 
original debtor. Of course, additional action may be required for perfection of the assignee’s 
interest as against creditors and transferees of the assignor. 
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Similarly, subsection (c) applies to the assignment of a security interest perfected by 
compliance with a statute, regulation, or treaty under Section 9-311(b), such as a certificate- 
of-title statute. Unless the statute expressly provides to the contrary, the security interest 

ill remain perfected against creditors of and transferees from the original debtor, even i 
he assignee takes no action to cause the certificate of title to reflect the assignment or to 
cause its name to appear on the certificate of title. See PEB Commentary No. 12, which 
discusses this issue under former Section 9-302(3). Compliance with the statute is “equiva- 
ent to filing" under Section 9-311(b). 


$ 9-311. Perfection of Security Interests in Property Subject to 
Certain Statutes, Regulations, and Treaties. 

(a) [Security interest subject to other law.] Except as otherwise 
provided in subsection (d), the filing of a financing statement is not neces- 
sary or effective to perfect a security interest in property subject to: 

(1) a statute, regulation, or treaty of the United States whose require- 
ments for a security interest's obtaining priority over the rights of a lien 
creditor with respect to the property preempt Section 9-310(a); 

(2) [list any certificate-of-title statute covering automobiles, trailers, 
mobile homes, boats, farm tractors, or the like, which provides for a se- 
curity interest to be indicated on the certificate as a condition or result 
of perfection, and any non-Uniform Commercial Code central filing stat- 
ute]; or 

(3) a certificate-of-title statute of another jurisdiction which provides 
for a security interest to be indicated on the certificate as a condition or 
result of the security interest's obtaining priority over the rights of a 
lien creditor with respect to the property. 

(b) [Compliance with other law.] Compliance with the requirements 
of a statute, regulation, or treaty described in subsection (a) for obtaining 
priority over the rights of a lien creditor is equivalent to the filing of a 
financing statement under this article. Except as otherwise provided in 
subsection (d) and Sections 9-313 and 9-316(d) and (e) for goods covered by 
a certificate of title, a security interest in property subject to a statute, 
regulation, or treaty described in subsection (a) may be perfected only by 
compliance with those requirements, and a security interest so perfected 
remains perfected notwithstanding a change in the use or transfer of pos- 
session of the collateral. 

(c) [Duration and renewal of perfection.] Except as otherwise 
provided in subsection (d) and Section 9-316(d) and (e), duration and re- 
newal of perfection of a security interest perfected by compliance with the 
requirements prescribed by a statute, regulation, or treaty described in 
subsection (a) are governed by the statute, regulation, or treaty. In other 
respects, the security interest is subject to this article. 

(d) [Inapplicability to certain inventory.] During any period in which 
collateral subject to a statute specified in subsection (a)(2) is inventory 
held for sale or lease by a person or leased by that person as lessor and 

hat person is in the business of selling goods of that kind, this section 
does not apply to a security interest in that collateral created by that 


egislative Note: This Article contemplates that perfection of a security interest in goods 
overed by a certificate of title occurs upon receipt by appropriate State officials of a properly 
tendered application for a certificate of title on which the security interest is to be indicated, 
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without a relation back to an earlier time. States whose certificate-of-title statutes provide 
or perfection at a different time or contain a relation-back provision should amend the 
tatutes accordingly. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 
1. Source. Former Section 9-302(3), (4). 
2. Federal Statutes, Regulations, and Treaties. Subsection (a)(1) exempts from the 
ling provisions of this Article transactions as to which a system of filing—state or federal— 
has been established under federal law. Subsection (b) makes clear that when such a 
system exists, perfection of a relevant security interest can be achieved only through 
compliance with that system (i.e., filing under this Article is not a permissible alternative). 

An example of the type of federal statute referred to in subsection (a)(1) is 49 U.S.C. 
§§ 44107—11, for civil aircraft of the United States. The Assignment of Claims Act of 1940, 
as amended, provides for notice to contracting and disbursing officers and to sureties on 
ponds but does not establish a national filing system and therefore is not within the scope 
of subsection (a)(1). An assignee of a claim against the United States may benefit from 
compliance with the Assignment of Claims Act. But regardless of whether the assignee 
complies with that Act, the assignee must file under this Article in order to perfect its secu- 

ity interest against creditors and transferees of its assignor. 

Subsection (a)(1) provides explicitly that the filing requirement of this Article defers only 

o federal statutes, regulations, or treaties whose requirements for a security interest’s 
obtaining priority over the rights of a lien creditor preempt Section 9-310(a). The provision 
eschews reference to the term “perfection,” inasmuch as Section 9-308 specifies the mean- 
ing of that term and a preemptive rule may use other terminology. 

3. State Statutes. Subsections (a)(2) and (3) exempt from the filing requirements of this 

rticle transactions covered by State certificate-of-title statutes covering motor vehicles 
and the like. The description of certificate-of-title statutes in subsections (a)(2) and (a)(3) 

racks the language of the definition of “certificate of title” in Section 9-102. For a discus- 
sion of the operation of state certificate-of-title statutes in interstate contexts, see the 
Comments to Section 9-303. 

Some states have enacted central filing statutes with respect to secured transactions in 

inds of property that are of special importance in the local economy. Subsection (a)(2) 
defers to these statutes with respect to filing for that property. 

4. Inventory Covered by Certificate of Title. Under subsection (d), perfection of a se- 
curity interest in the inventory of a person in the business of selling goods of that kind is 
governed by the normal perfection rules, even if the inventory is subject to a certificate-of- 

itle statute. Compliance with a certificate-of-title statute is both unnecessary and ineffec- 

ive to perfect a security interest in inventory to which this subsection applies. Thus, a 
secured party who finances an automobile dealer that is in the business of selling and leas- 
ing its inventory of automobiles can perfect a security interest in all the automobiles by fil- 
ing a financing statement but not by compliance with a certificate-of-title statute. 

Subsection (d), and thus the filing and other perfection provisions of this Article, does not 
apply to inventory that is subject to a certificate-of-title statute and is of a kind that the 
debtor is not in the business of selling. For example, if goods are subject to a certificate-of- 

itle statute and the debtor is in the business of leasing but not of selling, goods of that 

ind, the other subsections of this section govern perfection of a security interest in the 
goods. The fact that the debtor eventually sells the goods does not, of itself, mean that the 
debtor “is in the business of selling goods of that kind.” 

The filing and other perfection provisions of this Article apply to goods subject to a 
certificate-of-title statute only “during any period in which collateral is inventory held for 
sale or lease or leased.” If the debtor takes goods of this kind out of inventory and uses 

hem, say, as equipment, a filed financing statement would not remain effective to perfect a 
security interest. 

5. Compliance with Perfection Requirements of Other Statute. Subsection (b) 
makes clear that compliance with the perfection requirements (i.e., the requirements for 
obtaining priority over a lien creditor), but not other requirements, of a statute, regulation, 
or treaty described in subsection (a) is sufficient for perfection under this Article. Perfection 
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of a security interest under such a statute, regulation, or treaty has all the consequences o 
perfection under this Article. 

The interplay of this section with certain certificate-of-title statutes may create confusion 
and uncertainty. For example, statutes under which perfection does not occur until a certif- 
icate of title is issued will create a gap between the time that the goods are covered by the 
certificate under Section 9-303 and the time of perfection. If the gap is long enough, it may 

esult in turning some unobjectionable transactions into avoidable preferences under Bank- 
uptcy Code Section 547. (The preference risk arises if more than 10 days (or 20 days, in 
he case of a purchase-money security interest) passes between the time a security interest 
attaches (or the debtor receives possession of the collateral, in the case of a purchase- 
money security interest) and the time it is perfected.) Accordingly, the Legislative Note to 
his section instructs the legislature to amend the applicable certificate-of-title statute to 
provide that perfection occurs upon receipt by the appropriate State official of a properly 
endered application for a certificate of title on which the security interest is to be indicated. 

Under some certificate-of-title statutes, including the Uniform Motor Vehicle Certificate 
of Title and Anti-Theft Act, perfection generally occurs upon delivery of specified docu- 
ments to a state official but may, under certain circumstances, relate back to the time o 
attachment. This relation-back feature can create great difficulties for the application of the 

ules in Sections 9-303 and 9-311(b). Accordingly, the Legislative Note also recommends to 
egislatures that they remove any relation-back provisions from certificate-of-title statutes 
affecting security interests. 

6. Compliance with Perfection Requirements of Other Statute as Equivalent to 
Filing. Under Subsection (b), compliance with the perfection requirements (i.e., the require- 
ments for obtaining priority over a lien creditor) of a statute, regulation, or treaty described 
in subsection (a) “is equivalent to the filing of a financing statement." 

The quoted phrase appeared in former Section 9-302(3). Its meaning was unclear, and 
many questions arose concerning the extent to which and manner in which Article 9 rules 

eferring to “filing” were applicable to perfection by compliance with a certificate-of-title 
statute. This Article takes a variety of approaches for applying Article 9's filing rules to 
compliance with other statutes and treaties. First, as discussed above in Comment 5, it 
eaves the determination of some rules, such as the rule establishing time of perfection 
(Section 9-516(a)), to the other statutes themselves. Second, this Article explicitly applies 
some Article 9 filing rules to perfection under other statutes or treaties. See, e.g., Section 
9-505. Third, this Article makes other Article 9 rules applicable to security interests 
perfected by compliance with another statute through the “equivalent to. . . filing" provi- 
sion in the first sentence of Section 9-311(b). The third approach is reflected for the most 
part in occasional Comments explaining how particular rules apply when perfection is ac- 
complished under Section 9-311(b). See, e.g., Section 9-310, Comment 4; Section 9-315, 
Comment 6; Section 9-317, Comment 8. The absence of a Comment indicating that a partic- 
lar filing provision applies to perfection pursuant to Section 9-311(b) does not mean the 
provision is inapplicable. 

7. Perfection by Possession of Goods Covered by Certificate-of-Title Statute. 
secured party who holds a security interest perfected under the law of State A in goods that 
subsequently are covered by a State B certificate of title may face a predicament. Ordinarily, 

he secured party will have four months under State B's Section 9-316(c) and (d) in which 
o (re)perfect as against a purchaser of the goods by having its security interest noted on a 
State B certificate. This procedure is likely to require the cooperation of the debtor and any 
competing secured party whose security interest has been noted on the certificate. Com- 
ment 4(e) to former Section 9-103 observed that “that cooperation is not likely to be 
orthcoming from an owner who wrongfully procured the issuance of a new certificate not 
showing the out-of-state security interest, or from a local secured party finding himself in a 
priority contest with the out-of-state secured party." According to that Comment, “[t]he 
only solution for the out-of-state secured party under present certificate of title statutes 
seems to be to reperfect by possession, i.e., by repossessing the goods." But the “solution” 
may not have worked: Former Section 9-302(4) provided that a security interest in property 
subject to a certificate-of-title statute ^can be perfected only by compliance therewith." 

Sections 9-316(d) and (e), 9-311(c), and 9-313(b) of this Article resolve the conflict by 
providing that a security interest that remains perfected solely by virtue of Section 9-316(e) 
can be (re)perfected by the secured party's taking possession of the collateral. These sec- 

ions contemplate only that taking possession of goods covered by a certificate of title will 
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ork as a method of perfection. None of these sections creates a right to take possession. 
Section 9-609 and the agreement of the parties define the secured party’s right to take 
possession. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-312. Perfection of Security Interests in Chattel Paper, Deposit 
Accounts, Documents, Goods Covered by Documents, 
Instruments, Investment Property, Letter-of-Credit 
Rights, and Money; Perfection by Permissive Filing; 
Temporary Perfection Without Filing or Transfer of 
Possession. 

(a) [Perfection by filing permitted.] A security interest in chattel 
paper, negotiable documents, instruments, or investment property may be 
perfected by filing. 

(b) [Control or possession of certain collateral.] Except as otherwise 
provided in Section 9-315(c) and (d) for proceeds: 

(1) a security interest in a deposit account may be perfected only by 
control under Section 9-314; 

(2) and except as otherwise provided in Section 9-308(d), a security 
interest in a letter-of-credit right may be perfected only by control under 
Section 9-314; and 

(3) a security interest in money may be perfected only by the secured 
party’s taking possession under Section 9-313. 

(c) [Goods covered by negotiable document.] While goods are in the 
possession of a bailee that has issued a negotiable document covering the 


(1) a security interest in the goods may be perfected by perfecting a se- 
curity interest in the document; and 

(2) a security interest perfected in the document has priority over any 
security interest that becomes perfected in the goods by another method 
during that time. 

(d) [Goods covered by nonnegotiable document.] While goods are 
in the possession of a bailee that has issued a nonnegotiable document 
covering the goods, a security interest in the goods may be perfected by: 

(1) issuance of a document in the name of the secured party; 
(2) the bailee’s receipt of notification of the secured party’s interest; or 
(3) filing as to the goods. 

(e) [Temporary perfection: new value.] A security interest in 
certificated securities, negotiable documents, or instruments is perfected 

ithout filing or the taking of possession or control for a period of 20 days 
from the time it attaches to the extent that it arises for new value given 

nder an authenticated security agreement. 

(f) [Temporary perfection: goods or documents made available to 
debtor.] A perfected security interest in a negotiable document or goods 
in possession of a bailee, other than one that has issued a negotiable docu- 
ment for the goods, remains perfected for 20 days without filing if the 
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representing the goods for the purpose of: 
(1) ultimate sale or exchange; or 
(2) loading, unloading, storing, shipping, transshipping, manufactur- 
ing, processing, or otherwise dealing with them in a manner preliminary 
to their sale or exchange. 

(g) [Temporary perfection: delivery of security certificate or 
instrument to debtor.] A perfected security interest in a certificated se- 
curity or instrument remains perfected for 20 days without filing if the 
secured party delivers the security certificate or instrument to the debtor 
for the purpose of: 

(1) ultimate sale or exchange; or 
(2) presentation, collection, enforcement, renewal, or registration o 
transfer. 

(h) [Expiration of temporary perfection.] After the 20-day period 
specified in subsection (e), (f), or (g) expires, perfection depends upon 
compliance with this article. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Section 9-304, with additions and some changes. 

2. Instruments. Under subsection (a), a security interest in instruments may be 
perfected by filing. This rule represents an important change from former Article 9, under 
hich the secured party's taking possession of an instrument was the only method o 
achieving long-term perfection. The rule is likely to be particularly useful in transactions 
involving a large number of notes that a debtor uses as collateral but continues to collect 
rom the makers. A security interest perfected by filing is subject to defeat by certain 
subsequent purchasers (including secured parties). Under Section 9-330(d), purchasers for 
alue who take possession of an instrument without knowledge that the purchase violates 
he rights of the secured party generally would achieve priority over a security interest in 
he instrument perfected by filing. In addition, Section 9-331 provides that filing a financ- 
ing statement does not constitute notice that would preclude a subsequent purchaser from 

becoming a holder in due course and taking free of all claims under Section 3-306. 

3. Chattel Paper; Negotiable Documents. Subsection (a) further provides that filing 
is available as a method of perfection for security interests in chattel paper and negotiable 
documents. Tangible chattel paper is sometimes delivered to the assignee, and sometimes 
eft in the hands of the assignor for collection. Subsection (a) allows the assignee to perfect 
its security interest by filing in the latter case. Alternatively, the assignee may perfect by 

aking possession. See Section 9-313(a). An assignee of electronic chattel paper may perfect 
by taking control. See Sections 9-314(a), 9-105. The security interest of an assignee who 
akes possession or control may qualify for priority over a competing security interest 
perfected by filing. See Section 9-330. 

Negotiable documents may be, and usually are, delivered to the secured party. See 
rticle 1, Section 1-201 (definition of *delivery"). The secured party's taking possession of a| 
angible document or control of an electronic document will suffice as a perfection step. See 

Sections 9-313(a), 9-314 and 7-106. However, as is the case with chattel paper, a security 
interest in a negotiable document may be perfected by filing. 

4. Investment Property. A security interest in investment property, including 
certificated securities, uncertificated securities, security entitlements, and securities ac- 
counts, may be perfected by filing. However, security interests created by brokers, securi- 

ies intermediaries, or commodity intermediaries are automatically perfected; filing is of no 
effect. See Section 9-309(10), (11). A security interest in all kinds of investment property 
also may be perfected by control, see Sections 9-314, 9-106, and a security interest in a 
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certificated security also may be perfected by the secured party’s taking delivery under 
Section 8-301. See Section 9-313(a). A security interest perfected only by filing is subordi- 
nate to a conflicting security interest perfected by control or delivery. See Section 9-328(1), 
(5). Thus, although filing is a permissible method of perfection, a secured party who perfects 
by filing takes the risk that the debtor has granted or will grant a security interest in the 
same collateral to another party who obtains control. Also, perfection by filing would not 
give the secured party protection against other types of adverse claims, since the Article 8 
adverse claim cut-off rules require control. See Section 8-510. 
5. Deposit Accounts. Under new subsection (b)(1), the only method of perfecting a secu- 
ity interest in a deposit account as original collateral is by control. Filing is ineffective, 
except as provided in Section 9-315 with respect to proceeds. As explained in Section 9-104, 
“control” can arise as a result of an agreement among the secured party, debtor, and bank, 
hereby the bank agrees to comply with instructions of the secured party with respect to 
disposition of the funds on deposit, even though the debtor retains the right to direct dispo- 
sition of the funds. Thus, subsection (b)(1) takes an intermediate position between certain 
non-UCC law, which conditions the effectiveness of a security interest on the secured 
party’s enjoyment of such dominion and control over the deposit account that the debtor is 
unable to dispose of the funds, and the approach this Article takes to securities accounts, 
under which a secured party who is unable to reach the collateral without resort to judicial 
process may perfect by filing. By conditioning perfection on “control,” rather than requiring 
he secured party to enjoy absolute dominion to the exclusion of the debtor, subsection 
(b)(1) permits perfection in a wide variety of transactions, including those in which the 
secured party actually relies on the deposit account in extending credit and maintains some 
meaningful dominion over it, but does not wish to deprive the debtor of access to the funds 
altogether. 

6. Letter-of-Credit Rights. Letter-of-credit rights commonly are “supporting obliga- 

ions,” as defined in Section 9-102. Perfection as to the related account, chattel paper, docu- 

ment, general intangible, instrument, or investment property will perfect as to the letter- 
of-credit rights. See Section 9-308(d). Subsection (b)(2) provides that, in other cases, a 
security interest in a letter-of-credit right may be perfected only by control. “Control,” for 
hese purposes, is explained in Section 9-107. 

7. Goods Covered by Document of Title. Subsection (c) applies to goods in the posses- 
sion of a bailee who has issued a negotiable document covering the goods. Subsection (d) 
applies to goods in the possession of a bailee who has issued a nonnegotiable document o 

itle, including a document of title that is “non-negotiable” under Section 7-104. Section 
9-313 governs perfection of a security interest in goods in the possession of a bailee who 
has not issued a document of title. 

Subsection (c) clarifies the perfection and priority rules in former Section 9-304(2). Con- 
sistently with the provisions of Article 7, subsection (c) takes the position that, as long as a 
negotiable document covering goods is outstanding, title to the goods is, so to say, locked up 
in the document. Accordingly, a security interest in goods covered by a negotiable document 
may be perfected by perfecting a security interest in the document. The security interest 
also may be perfected by another method, e.g., by filing. The priority rule in subsection (c) 
governs only priority between (i) a security interest in goods which is perfected by perfect- 
ing in the document and (ii) a security interest in the goods which becomes perfected by an- 
other method while the goods are covered by the document. 

Example 1: While wheat is in a grain elevator and covered by a negotiable 
warehouse receipt, Debtor creates a security interest in the wheat in favor of SP-1 and 
SP-2. SP-1 perfects by filing a financing statement covering ^wheat." Thereafter, SP-2 
perfects by filing a financing statement describing the warehouse receipt. Subsection 
(c)(1) provides that SP-2’s security interest is perfected. Subsection (c)(2) provides that 
SP-2’s security interest is senior to SP-1’s. 

Example 2: The facts are as in Example 1, but SP-1’s security interest attached and 
was perfected before the goods were delivered to the grain elevator. Subsection (c)(2) does 
not apply, because SP-1’s security interest did not become perfected during the time that 
the wheat was in the possession of a bailee. Rather, the first-to-file-or-perfect priority 
rule applies. See Sections 9-322 and 7-503. 

A secured party may become “a holder to whom a negotiable document of title has been 
duly negotiated" under Section 7-501. If so, the secured party acquires the rights specified 
by Article 7. Article 9 does not limit those rights, which may include the right to priority 
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over an earlier-perfected security interest. See Section 9-331(a). 

Subsection (d) takes a different approach to the problem of goods covered by a nonnego- 
iable document. Here, title to the goods is not looked on as being locked up in the docu- 
ment, and the secured party may perfect its security interest directly in the goods by filing 
as to them. The subsection provides two other methods of perfection: issuance of the docu- 
ment in the secured party's name (as consignee of a straight bill of lading or the person to 

hom delivery would be made under a non-negotiable warehouse receipt) and receipt o 

otification of the secured party's interest by the bailee. Perfection under subsection (d) oc- 
curs when the bailee receives notification of the secured party's interest in the goods, 

egardless of who sends the notification. Receipt of notification is effective to perfect, 

egardless of whether the bailee responds. Unlike former Section 9-304(3), from which it 
derives, subsection (d) does not apply to goods in the possession of a bailee who has not is- 
sued a document of title. Section 9-313(c) covers that case and provides that perfection by 
possession as to goods not covered by a document requires the bailee's acknowledgment. 

8. Temporary Perfection Without Having First Otherwise Perfected. Subsection 
(e) follows former Section 9-304(4) in giving perfected status to security interests in 
certificated securities, instruments, and negotiable documents for a short period (reduced 
rom 21 to 20 days, which is the time period generally applicable in this Article), although 
here has been no filing and the collateral is in the debtor's possession or control. The 20- 
day temporary perfection runs from the date of attachment. There is no limitation on the 
purpose for which the debtor is in possession, but the secured party must have given “new 

alue" (defined in Section 9-102) under an authenticated security agreement. 

9. Maintaining Perfection After Surrendering Possession. There are a variety of le- 
gitimate reasons—many of them are described in subsections (f) and (g)—why certain types 
of collateral must be released temporarily to a debtor. No useful purpose would be served 
by cluttering the files with records of such exceedingly short term transactions. 

Subsection (f) affords the possibility of 20-day perfection in negotiable documents and 
goods in the possession of a bailee but not covered by a negotiable document. Subsection (g) 
provides for 20-day perfection in certificated securities and instruments. These subsections 
derive from former Section 9-305(5). However, the period of temporary perfection has been 

educed from 21 to 20 days, which is the time period generally applicable in this Article, 
and “enforcement” has been added in subsection (g) as one of the special and limited 
purposes for which a secured party can release an instrument or certificated security to the 
debtor and still remain perfected. The period of temporary perfection runs from the date a 
secured party who already has a perfected security interest turns over the collateral to the 
debtor. There is no new value requirement, but the turnover must be for one or more of the 
purposes stated in subsection (f) or (g). The 20-day period may be extended by perfecting as 
o the collateral by another method before the period expires. However, if the security 
interest is not perfected by another method until after the 20-day period expires, there will 
be a gap during which the security interest is unperfected. 

Temporary perfection extends only to the negotiable document or goods under subsection 
(f) and only to the certificated security or instrument under subsection (g). It does not 
extend to proceeds. If the collateral is sold, the security interest will continue in the 
proceeds for the period specified in Section 9-315. 

Subsections (f) and (g) deal only with perfection. Other sections of this Article govern the 
priority of a security interest in goods after surrender of possession or control of the docu- 
ment covering them. In the case of a purchase-money security interest in inventory, prior- 
ity may be conditioned upon giving notification to a prior inventory financer. See Section 
9-324. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-313. When Possession by or Delivery to Secured Party 
Perfects Security Interest Without Filing. 
(a) [Perfection by possession or delivery.] Except as otherwise 
provided in subsection (b), a secured party may perfect a security interest 
in tangible negotiable documents, goods, instruments, money, or tangible 
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chattel paper by taking possession of the collateral. A secured party may 
perfect a security interest in certificated securities by taking delivery o 
he certificated securities under Section 8-301. 

(b) [Goods covered by certificate of title.] With respect to goods 
covered by a certificate of title issued by this State, a secured party may 
perfect a security interest in the goods by taking possession of the goods 
only in the circumstances described in Section 9-316(d). 

(c) [Collateral in possession of person other than debtor.] With re- 
spect to collateral other than certificated securities and goods covered by a 
document, a secured party takes possession of collateral in the possession 
of a person other than the debtor, the secured party, or a lessee of the col- 
lateral from the debtor in the ordinary course of the debtor’s business, 

hen: 

(1) the person in possession authenticates a record acknowledging that 
it holds possession of the collateral for the secured party’s benefit; or 

(2) the person takes possession of the collateral after having 
authenticated a record acknowledging that it will hold possession of col- 
lateral for the secured party’s benefit. 

(d) [Time of perfection by possession; continuation of perfection.] 
If perfection of a security interest depends upon possession of the collat- 
eral by a secured party, perfection occurs no earlier than the time the 
secured party takes possession and continues only while the secured party 
retains possession. 

(e) [Time of perfection by delivery; continuation of perfection.] A 
security interest in a certificated security in registered form is perfected by 
delivery when delivery of the certificated security occurs under Section 
8-301 and remains perfected by delivery until the debtor obtains posses- 
sion of the security certificate. 

(f) [Acknowledgment not required.] A person in possession of collat- 
eral is not required to acknowledge that it holds possession for a secured 
party’s benefit. 

(g) [Effectiveness of acknowledgment; no duties or confirmation.] 
If a person acknowledges that it holds possession for the secured party’s 


(1) the acknowledgment is effective under subsection (c) or Section 
8-301(a), even if the acknowledgment violates the rights of a debtor; and 

(2) unless the person otherwise agrees or law other than this article 
otherwise provides, the person does not owe any duty to the secured 
party and is not required to confirm the acknowledgment to another 
person. 

(h) [Secured party’s delivery to person other than debtor.] A 
secured party having possession of collateral does not relinquish posses- 
sion by delivering the collateral to a person other than the debtor or a les- 
see of the collateral from the debtor in the ordinary course of the debtor’s 
business if the person was instructed before the delivery or is instructed 
contemporaneously with the delivery: 

(1) to hold possession of the collateral for the secured party’s benefit; 
or 
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(2) to redeliver the collateral to the secured party. 

(i) [Effect of delivery under subsection (h); no duties or 
onfirmation.] A secured party does not relinquish possession, even if a 
delivery under subsection (h) violates the rights of a debtor. A person to 

hich collateral is delivered under subsection (h) does not owe any duty to 
he secured party and is not required to confirm the delivery to another 
person unless the person otherwise agrees or law other than this article 
otherwise provides. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Sections 9-305, 9-115(6). 

2. Perfection by Possession. As under the common law of pledge, no filing is required 
by this Article to perfect a security interest if the secured party takes possession of the 
collateral. See Section 9-310(b)(6). 

This section permits a security interest to be perfected by the taking of possession only 

hen the collateral is goods, instruments, tangible negotiable documents, money, or 

angible chattel paper. Accounts, commercial tort claims, deposit accounts, investment 
property, letter-of-credit rights, letters of credit, and oil, gas, or other minerals before 
extraction are excluded. (But see Comment 6, below, regarding certificated securities.) À se- 
curity interest in accounts and payment intangibles—property not ordinarily represented 
by any writing whose delivery operates to transfer the right to payment—may under this 
Article be perfected only by filing. This rule would not be affected by the fact that a security 
agreement or other record described the assignment of such collateral as a *pledge." Section 
9-309(2) exempts from filing certain assignments of accounts or payment intangibles which 
are out of the ordinary course of financing. These exempted assignments are perfected 

hen they attach. Similarly, under Section 9-309(3), sales of payment intangibles are 
automatically perfected. 

3. *Possession." This section does not define *possession." It adopts the general concept 
as it developed under former Article 9. As under former Article 9, in determining whether a 
particular person has possession, the principles of agency apply. For example, if the collat- 
eral is in possession of an agent of the secured party for the purposes of possessing on 
behalf of the secured party, and if the agent is not also an agent of the debtor, the secured 
party has taken actual possession, and subsection (c) does not apply. Sometimes a person 
holds collateral both as an agent of the secured party and as an agent of the debtor. The 
act of dual agency is not of itself inconsistent with the secured party's having taken pos- 
session (and thereby having rendered subsection (c) inapplicable). The debtor cannot 
qualify as an agent for the secured party for purposes of the secured party's taking 
possession. And, under appropriate circumstances, a court may determine that a person in 
possession is so closely connected to or controlled by the debtor that the debtor has retained 
effective possession, even though the person may have agreed to take possession on behal 
of the secured party. If so, the person's taking possession would not constitute the secured 
party's taking possession and would not be sufficient for perfection. See also Section 9-205(b). 
In a typical escrow arrangement, where the escrowee has possession of collateral as agent 
or both the secured party and the debtor, the debtor's relationship to the escrowee is not 
such as to constitute retention of possession by the debtor. 

4. Goods in Possession of Third Party: Perfection. Former Section 9-305 permitted 
perfection of a security interest by notification to a bailee in possession of collateral. This 
Article distinguishes between goods in the possession of a bailee who has issued a docu- 
ment of title covering the goods and goods in the possession of a third party who has not 
issued a document. Section 9-312(c) or (d) applies to the former, depending on whether the 
document is negotiable. Section 9-313(c) applies to the latter. It provides a method o 
perfection by possession when the collateral is possessed by a third person who is not the 
secured party's agent. 

Notification of a third person does not suffice to perfect under Section 9-313(c). Rather, 
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holds possession of the collateral for the secured party’s benefit. Compare Section 9-312(d), 
under which receipt of notification of the security party’s interest by a bailee holding goods 
covered by a nonnegotiable document is sufficient to perfect, even if the bailee does not ac- 
owledge receipt of the notification. A third person may acknowledge that it will hold for 
he secured party's benefit goods to be received in the future. Under these circumstances, 
perfection by possession occurs when the third person obtains possession of the goods. 

Under subsection (c), acknowledgment of notification by a “lessee . . . in. . . ordinary 
course of. . . business" (defined in Section 2A-103) does not suffice for possession. The sec- 
ion thus rejects the reasoning of In re Atlantic Systems, Inc., 135 B.R. 463 (Bankr. S.D.N.Y. 
1992) (holding that notification to debtor-lessor's lessee sufficed to perfect security interest 
in leased goods). See Steven O. Weise, Perfection by Possession: The Need for an Objective 
Test, 29 Idaho Law Rev. 705 (1992—93) (arguing that lessee's possession in ordinary course 
of debtor-lessor’s business does not provide adequate public notice of possible security 
interest in leased goods). Inclusion of a per se rule concerning lessees is not meant to 
preclude a court, under appropriate circumstances, from determining that a third person is 
so closely connected to or controlled by the debtor that the debtor has retained effective 
possession. If so, the third person's acknowledgment would not be sufficient for perfection. 

In some cases, it may be uncertain whether a person who has possession of collateral is 
an agent of the secured party or a non-agent bailee. Under those circumstances, prudence 
might suggest that the secured party obtain the person's acknowledgment to avoid litiga- 
ion and ensure perfection by possession regardless of how the relationship between the 
secured party and the person is characterized. 

5. No Relation Back. Former Section 9-305 provided that a security interest is perfected 
by possession from the time possession is taken “without a relation back." As the Comment 
o former Section 9-305 observed, the relation-back theory, under which the taking of pos- 
session was deemed to relate back to the date of the original security agreement, has had 
ittle vitality since the 1938 revision of the Federal Bankruptcy Act. The theory is inconsis- 
ent with former Article 9 and with this Article. See Section 9-313(d). Accordingly, this 
Article deletes the quoted phrase as unnecessary. Where a pledge transaction is 
contemplated, perfection dates only from the time possession is taken, although a securit 
interest may attach, unperfected. The only exceptions to this rule are the short, 20-day 
periods of perfection provided in Section 9-312(e), (f), and (g), during which a debtor may 
have possession of specified collateral in which there is a perfected security interest. 

6. Certificated Securities. The second sentence of subsection (a) reflects the traditional 
ule for perfection of a security interest in certificated securities. Compare Section 9-115(6) 
(1994 Official Text); Sections 8-321, 8-313(1)(a) (1978 Official Text); Section 9-305 (1972 Of- 

cial Text). It has been modified to refer to *delivery" under Section 8-301. Corresponding 
changes appear in Section 9-203(b). 

Subsection (e), which is new, applies to a secured party in possession of security certifi- 
cates or another person who has taken delivery of security certificates and holds them for 
he secured party's benefit under Section 8-301. See Comment 8. 

Under subsection (e), a possessory security interest in a certificated security remains 
perfected until the debtor obtains possession of the security certificate. This rule is analo- 
gous to that of Section 9-314(c), which deals with perfection of security interests in invest- 
ment property by control. See Section 9-314, Comment 3. 

7. Goods Covered by Certificate of Title. Subsection (b) is necessary to effect changes 
o the choice-of-law rules governing goods covered by a certificate of title. These changes 
are described in the Comments to Section 9-311. Subsection (b), like subsection (a), does 

ot create a right to take possession. Rather, it indicates the circumstances under which 
he secured party's taking possession of goods covered by a certificate of title is effective to 
perfect a security interest in the goods: the goods become covered by a certificate of title is- 
sued by this State at a time when the security interest is perfected by any method under 
he law of another jurisdiction. 

8. Goods in Possession of Third Party: No Duty to Acknowledge; Consequences 
of Acknowledgment. Subsections (f) and (g) are new and address matters as to which for- 
mer Article 9 was silent. They derive in part from Section 8-106(g). Subsection (f) provides 
hat a person in possession of collateral is not required to acknowledge that it holds for a 
secured party. Subsection (g)(1) provides that an acknowledgment is effective even i 
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rongful as to the debtor. Subsection (g)(2) makes clear that an acknowledgment does not 
give rise to any duties or responsibilities under this Article. Arrangements involving the 
possession of goods are hardly standardized. They include bailments for services to be 
performed on the goods (such as repair or processing), for use (leases), as security (pledges), 
or carriage, and for storage. This Article leaves to the agreement of the parties and to any 
other applicable law the imposition of duties and responsibilities upon a person who 
acknowledges under subsection (c). For example, by acknowledging, a third party does not 
become obliged to act on the secured party's direction or to remain in possession of the col- 
ateral unless it agrees to do so or other law so provides. 

9. Delivery to Third Party by Secured Party. New subsections (h) and (i) address the 
practice of mortgage warehouse lenders. These lenders typically send mortgage notes to 
prospective purchasers under cover of letters advising the prospective purchasers that the 
enders hold security interests in the notes. These lenders relied on notification to maintain 
perfection under former 9-305. Requiring them to obtain authenticated acknowledgments 
rom each prospective purchaser under subsection (c) could be unduly burdensome and 
disruptive of established practices. Under subsection (h), when a secured party in posses- 
sion itself delivers the collateral to a third party, instructions to the third party would be 
sufficient to maintain perfection by possession; an acknowledgment would not be necessary. 

nder subsection (i), the secured party does not relinquish possession by making a delivery 
nder subsection (h), even if the delivery violates the rights of the debtor. That subsection 
also makes clear that a person to whom collateral is delivered under subsection (h) does not 
owe any duty to the secured party and is not required to confirm the delivery to another 
person unless the person otherwise agrees or law other than this Article provides otherwise. 


As amended in 2000 and 2003. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-314. Perfection by Control. 

(a) [Perfection by control.] A security interest in investment property, 
deposit accounts, letter-of-credit rights, electronic chattel paper, or 
electronic documents may be perfected by control of the collateral under 
Section 7-106, 9-104, 9-105, 9-106, or 9-107. 

(b) [Specified collateral: time of perfection by control; continua- 

ion of perfection.] A security interest in deposit accounts, electronic 

chattel paper, letter-of-credit rights, or electronic documents is perfected 
by control under Section 7-106, 9-104, 9-105, or 9-107 when the secured 
party obtains control and remains perfected by control only while the 
secured party retains control. 

(c) [Investment property: time of perfection by control; continua- 

ion of perfection.] A security interest in investment property is 
perfected by control under Section 9-106 from the time the secured party 
obtains control and remains perfected by control until: 
(1) the secured party does not have control; and 
(2) one of the following occurs: 
(A) if the collateral is a certificated security, the debtor has or 
acquires possession of the security certificate; 
(B) if the collateral is an uncertificated security, the issuer has 
registered or registers the debtor as the registered owner; or 
(C) if the collateral is a security entitlement, the debtor is or becomes 
the entitlement holder. 


As amended in 2003. 
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See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Substantially new; derived in part from former Section 9-115(4). 

2. Control. This section provides for perfection by control with respect to investment 
property, deposit accounts, letter-of-credit rights, electronic chattel paper, and electronic 
documents. For explanations of how a secured party takes control of these types of collat- 
eral, see Sections 9-104 through 9-107 and Section 7-106. Subsection (b) explains when a 
security interest is perfected by control and how long a security interest remains perfected 
by control. Like Section 9-313(d) and for the same reasons, subsection (b) makes no refer- 
ence to the doctrine of “relation back.” See Section 9-313, Comment 5. As to an electronic 
document that is reissued in a tangible medium, Section 7-105, a secured party that is 
perfected by control in the electronic document should file as to the document before 
elinquishing control in order to maintain continuous perfection in the document. See 
Section 9-308. 

3. Investment Property. Subsection (c) provides a special rule for investment property. 
Once a secured party has control, its security interest remains perfected by control until 
he secured party ceases to have control and the debtor receives possession of collateral 
hat is a certificated security, becomes the registered owner of collateral that is an 

ncertificated security, or becomes the entitlement holder of collateral that is a security 
entitlement. The result is particularly important in the “repledge” context. See Section 
9-207, Comment 5. 

In a transaction in which a secured party who has control grants a security interest in 
investment property or sells outright the investment property, by virtue of the debtor’s 
consent or applicable legal rules, a purchaser from the secured party typically will cut o 
he debtor’s rights in the investment property or be immune from the debtor’s claims. See 
Section 9-207, Comments 5 and 6. If the investment property is a security, the debtor 

ormally would retain no interest in the security following the purchase from the secured 
party, and a claim of the debtor against the secured party for redemption (Section 9-623) or 
otherwise with respect to the security would be a purely personal claim. If the investment 
property transferred by the secured party is a financial asset in which the debtor had a se- 
curity entitlement credited to a securities account maintained with the secured party as a 
securities intermediary, the debtor’s claim against the secured party could arise as a part 
of its securities account notwithstanding its personal nature. (This claim would be analo- 
gous to a “credit balance” in the securities account, which is a component of the securities 
account even though it is a personal claim against the intermediary.) In the case in which 
he debtor may retain an interest in investment property notwithstanding a repledge or 
sale by the secured party, subsection (c) makes clear that the security interest will remain 
perfected by control. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-315. Secured Party's Rights on Disposition of Collateral and 
in Proceeds. 


(a) [Disposition of collateral: continuation of security interest or 
agricultural lien; proceeds.] Except as otherwise provided in this article 
and in Section 2-403(2): 

(1) a security interest or agricultural lien continues in collateral 
notwithstanding sale, lease, license, exchange, or other disposition 
thereof unless the secured party authorized the disposition free of the 
security interest or agricultural lien; and 

(2) a security interest attaches to any identifiable proceeds o 
collateral. 

(b) [When commingled proceeds identifiable.] Proceeds that are 
commingled with other property are identifiable proceeds: 
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(1) if the proceeds are goods, to the extent provided by Section 9-336; 
and 
(2) if the proceeds are not goods, to the extent that the secured party 

identifies the proceeds by a method of tracing, including application o 

equitable principles, that is permitted under law other than this article 

with respect to commingled property of the type involved. 

(c) [Perfection of security interest in proceeds.] A security interest 
in proceeds is a perfected security interest if the security interest in the 
original collateral was perfected. 

(d) [Continuation of perfection.] A perfected security interest in 
proceeds becomes unperfected on the 21st day after the security interest 
attaches to the proceeds unless: 

(1) the following conditions are satisfied: 

(A) a filed financing statement covers the original collateral; 

(B) the proceeds are collateral in which a security interest may be 
perfected by filing in the office in which the financing statement has 
been filed; and 

(C) the proceeds are not acquired with cash proceeds; 

(2) the proceeds are identifiable cash proceeds; or 

(3) the security interest in the proceeds is perfected other than under 
subsection (c) when the security interest attaches to the proceeds or 
within 20 days thereafter. 

(e) [When perfected security interest in proceeds becomes 

nperfected.] If a filed financing statement covers the original collateral, 


a security interest in proceeds which remains perfected under subsection 
(d)(1) becomes unperfected at the later of: 


(1) when the effectiveness of the filed financing statement lapses under 
Section 9-515 or is terminated under Section 9-513; or 


(2) the 21st day after the security interest attaches to the proceeds. 


Official Comment 

1. Source. Former Section 9-306. 

2. Continuation of Security Interest or Agricultural Lien Following Disposition 
of Collateral. Subsection (a)(1), which derives from former Section 9-306(2), contains the 
general rule that a security interest survives disposition of the collateral. In these cases, 

he secured party may repossess the collateral from the transferee or, in an appropriate 
case, maintain an action for conversion. The secured party may claim both any proceeds 
and the original collateral but, of course, may have only one satisfaction. 

In many cases, a purchaser or other transferee of collateral will take free of a security 
interest, and the secured party's only right will be to proceeds. For example, the general 

ule does not apply, and a security interest does not continue in collateral, if the secured 
party authorized the disposition, in the agreement that contains the security agreement or 
otherwise. Subsection (a1) adopts the view of PEB Commentary No. 3 and makes explicit 
hat the authorized disposition to which it refers is an authorized disposition “free of" the 
security interest or agricultural lien. The secured party's right to proceeds under this sec- 
ion or under the express terms of an agreement does not in itself constitute an authoriza- 
ion of disposition. The change in language from former Section 9-306(2) is not intended to 
address the frequently litigated situation in which the effectiveness of the secured party's 
consent to a disposition is conditioned upon the secured party's receipt of the proceeds. In 
hat situation, subsection (a) leaves the determination of authorization to the courts, as 
nder former Article 9. 

This Article contains several provisions under which a transferee takes free of a security 
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interest or agricultural lien. For example, Section 9-317 states when transferees take free 
of unperfected security interests; Sections 9-320 and 9-321 on goods, 9-321 on general 
intangibles, 9-330 on chattel paper and instruments, and 9-331 on negotiable instruments, 

egotiable documents, and securities state when purchasers of such collateral take free of a 
security interest, even though perfected and even though the disposition was not 
authorized. Section 9-332 enables most transferees (including non-purchasers) of funds 
rom a deposit account and most transferees of money to take free of a perfected security 
interest in the deposit account or money. 

Likewise, the general rule that a security interest survives disposition does not apply i 
he secured party entrusts goods collateral to a merchant who deals in goods of that kind 
and the merchant sells the collateral to a buyer in ordinary course of business. Section 
2-403(2) gives the merchant the power to transfer all the secured party’s rights to the 
buyer, even if the sale is wrongful as against the secured party. Thus, under subsection 
(a)(1), an entrusting secured party runs the same risk as any other entruster. 

3. Secured Party’s Right to Identifiable Proceeds. Under subsection (a)(2), which 
derives from former Section 9-306(2), a security interest attaches to any identifiable 
“proceeds,” as defined in Section 9-102. See also Section 9-203(f). Subsection (b) is new. It 
indicates when proceeds commingled with other property are identifiable proceeds and 
permits the use of whatever methods of tracing other law permits with respect to the type 
of property involved. Among the “equitable principles” whose use other law may permit is 
he “lowest intermediate balance rule.” See Restatement (2d), Trusts § 202. 

4. Automatic Perfection in Proceeds: General Rule. Under subsection (c), a security 
interest in proceeds is a perfected security interest if the security interest in the original 
collateral was perfected. This Article extends the period of automatic perfection in proceeds 
rom 10 days to 20 days. Generally, a security interest in proceeds becomes unperfected on 
he 21st day after the security interest attaches to the proceeds. See subsection (d). The 
oss of perfected status under subsection (d) is prospective only. Compare, e.g., Section 
9-515(c) (deeming security interest unperfected retroactively). 

5. Automatic Perfection in Proceeds: Proceeds Acquired with Cash Proceeds. 
Subsection (d)(1) derives from former Section 9-306(3)(a). It carries forward the basic rule 
hat a security interest in proceeds remains perfected beyond the period of automatic 
perfection if a filed financing statement covers the original collateral (e.g., inventory) and 
he proceeds are collateral in which a security interest may be perfected by filing in the of- 

ce where the financing statement has been filed (e.g., equipment). A different rule applies 
if the proceeds are acquired with cash proceeds, as is the case if the original collateral 
(inventory) is sold for cash (cash proceeds) that is used to purchase equipment (proceeds). 

nder these circumstances, the security interest in the equipment proceeds remains 
perfected only if the description in the filed financing indicates the type of property 
constituting the proceeds (e.g., “equipment”). 

This section reaches the same result but takes a different approach. It recognizes that 
he treatment of proceeds acquired with cash proceeds under former Section 9-306(3)(a) es- 
sentially was superfluous. In the example, had the filing covered “equipment” as well as 
“inventory,” the security interest in the proceeds would have been perfected under the 
usual rules governing after-acquired equipment (see former Sections 9-302, 9-303); 
paragraph (3)(a) added only an exception to the general rule. Subsection (d)(1)(C) of this 
section takes a more direct approach. It makes the general rule of continued perfection 
inapplicable to proceeds acquired with cash proceeds, leaving perfection of a security inter- 
est in those proceeds to the generally applicable perfection rules under subsection (d)(3). 

Example 1: Lender perfects a security interest in Debtor’s inventory by filing a 
financing statement covering “inventory.” Debtor sells the inventory and deposits the 
buyer’s check into a deposit account. Debtor draws a check on the deposit account and 

uses it to pay for equipment. Under the “lowest intermediate balance rule,” which is a 

permitted method of tracing in the relevant jurisdiction, see Comment 3, the funds used 

to pay for the equipment were identifiable proceeds of the inventory. Because the 
proceeds (equipment) were acquired with cash proceeds (deposit account), subsection 

(d)(1) does not extend perfection beyond the 20-day automatic period. 

Example 2: Lender perfects a security interest in Debtor’s inventory by filing a 
financing statement covering “all debtor’s property.” As in Example 1, Debtor sells the 
inventory, deposits the buyer's check into a deposit account, draws a check on the deposit 
account, and uses the check to pay for equipment. Under the “lowest intermediate bal- 
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ance rule," which is a permitted method of tracing in the relevant jurisdiction, see Com- 
ment 3, the funds used to pay for the equipment were identifiable proceeds of the 
inventory. Because the proceeds (equipment) were acquired with cash proceeds (deposit 
account), subsection (d)(1) does not extend perfection beyond the 20-day automatic period. 
However, because the financing statement is sufficient to perfect a security interest in 
debtor's equipment, under subsection (d)(3) the security interest in the equipment 
proceeds remains perfected beyond the 20-day period. 

6. Automatic Perfection in Proceeds: Lapse or Termination of Financing State- 


erminated. If the lapse or termination occurs before the 21st day after the security interest 

attaches, however, the security interest in the proceeds remains perfected until the 21st 
day. Section 9-311(b) provides that compliance with the perfection requirements of a stat- 
ute or treaty described in Section 9-311(a) “is equivalent to the filing of a financing 
statement." It follows that collateral subject to a security interest perfected by such compli- 
ance under Section 9-311(b) is covered by a “filed financing statement” within the meaning 
of Section 9-315(d) and (e). 

7. Automatic Perfection in Proceeds: Continuation of Perfection in Cash 
Proceeds. Former Section 9-306(3)(b) provided that if a filed financing statement covered 
original collateral, a security interest in identifiable cash proceeds of the collateral remained 
perfected beyond the ten-day period of automatic perfection. Former Section 9-306(3)(c) 
contained a similar rule with respect to identifiable cash proceeds of investment property. 
Subsection (d)(2) extends the benefits of former Sections 9-306(3)(b) and (3)(c) to identifi- 
able cash proceeds of all types of original collateral in which a security interest is perfected 
by any method. Under subsection (d)(2), if the security interest in the original collateral 

as perfected, a security interest in identifiable cash proceeds will remain perfected 
indefinitely, regardless of whether the security interest in the original collateral remains 
perfected. In many cases, however, a purchaser or other transferee of the cash proceeds will 

ake free of the perfected security interest. See, e.g., Sections 9-330(d) (purchaser of check), 
9-331 (holder in due course of check), 9-332 (transferee of money or funds from a deposit 
account). 

8. Insolvency Proceedings; Returned and Repossessed Goods. This Article deletes 
ormer Section 9-306(4), which dealt with proceeds in insolvency proceedings. Except as 
otherwise provided by the Bankruptcy Code, the debtor's entering into bankruptcy does not 
affect a secured party's right to proceeds. 

This Article also deletes former Section 9-306(5), which dealt with returned and repos- 
sessed goods. Section 9-330, Comments 9 to 11 explain and clarify the application of prior- 
ity rules to returned and repossessed goods as proceeds of chattel paper. 

9. Proceeds of Collateral Subject to Agricultural Lien. This Article does not 
determine whether a lien extends to proceeds of farm products encumbered by an agricul- 
ural lien. If, however, the proceeds are themselves farm products on which an “agricul- 
ural lien" (defined in Section 9-102) arises under other law, then the agricultural-lien pro- 

isions of this Article apply to the agricultural lien on the proceeds in the same way in 
hich they would apply had the farm products not been proceeds. 


$ 9-316. Continued Perfection of Security Interest Following 
Change in Governing Law. 

(a) [General rule: effect on perfection of change in governing 
law.] A security interest perfected pursuant to the law of the jurisdiction 
designated in Section 9-301(1) or 9-305(c) remains perfected until the 
earliest of: 


(1) the time perfection would have ceased under the law of that juris- 
diction; 

(2) the expiration of four months after a change of the debtor's location 
to another jurisdiction; or 

(3) the expiration of one year after a transfer of collateral to a person 
that thereby becomes a debtor and is located in another jurisdiction. 
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(b) [Security interest perfected or unperfected under law of new 
jurisdiction.] If a security interest described in subsection (a) becomes 
perfected under the law of the other jurisdiction before the earliest time or 
event described in that subsection, it remains perfected thereafter. If the 
security interest does not become perfected under the law of the other ju- 
risdiction before the earliest time or event, it becomes unperfected and is 
deemed never to have been perfected as against a purchaser of the collat- 
eral for value. 

(c) [Possessory security interest in collateral moved to new 
jurisdiction.] A possessory security interest in collateral, other than 
goods covered by a certificate of title and as-extracted collateral consisting 
of goods, remains continuously perfected if: 

(1) the collateral is located in one jurisdiction and subject to a security 
interest perfected under the law of that jurisdiction; 

(2) thereafter the collateral is brought into another jurisdiction; and 

(3) upon entry into the other jurisdiction, the security interest is 
perfected under the law of the other jurisdiction. 

(d) [Goods covered by certificate of title from this state.] Except as 
otherwise provided in subsection (e), a security interest in goods covered 
by a certificate of title which is perfected by any method under the law o 
another jurisdiction when the goods become covered by a certificate of title 
from this State remains perfected until the security interest would have 
become unperfected under the law of the other jurisdiction had the goods 
mot become so covered. 


(e) [When subsection (d) security interest becomes unperfected 
against purchasers.] A security interest described in subsection (d) 
becomes unperfected as against a purchaser of the goods for value and is 
deemed never to have been perfected as against a purchaser of the goods 
for value if the applicable requirements for perfection under Section 9-311(b) 
or 9-313 are not satisfied before the earlier of: 


(1) the time the security interest would have become unperfected 
under the law of the other jurisdiction had the goods not become covered 
by a certificate of title from this State; or 

(2) the expiration of four months after the goods had become so 
covered. 

(f) [Change in jurisdiction of bank, issuer, nominated person, se- 
urities intermediary, or commodity intermediary.] A security inter- 
est in deposit accounts, letter-of-credit rights, or investment property 
hich is perfected under the law of the bank's jurisdiction, the issuer's ju- 
risdiction, a nominated person's jurisdiction, the securities intermediary's 
jurisdiction, or the commodity intermediary's jurisdiction, as applicable, 
remains perfected until the earlier of: 

(1) the time the security interest would have become unperfected 
under the law of that jurisdiction; or 

(2) the expiration of four months after a change of the applicable juris- 
diction to another jurisdiction. 

(g) [Subsection (f) security interest perfected or unperfected 
nder law of new jurisdiction.] If a security interest described in 
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before the earlier of the time or the end of the period described in that 

subsection, it remains perfected thereafter. If the security interest does not 
become perfected under the law of the other jurisdiction before the earlier 

of that time or the end of that period, it becomes unperfected and is deemed 

never to have been perfected as against a purchaser of the collateral for 
alue. 


Official Comment 

1. Source. Former Section 9-103(1)(d), (2)(b), (3)(e), as modified. 

2. Continued Perfection. This section deals with continued perfection of security 
interests that have been perfected under the law of another jurisdiction. The fact that the 
aw of a particular jurisdiction ceases to govern perfection under Sections 9-301 through 
9-307 does not necessarily mean that a security interest perfected under that law automati- 
cally becomes unperfected. To the contrary: This section generally provides that a security 
interest perfected under the law of one jurisdiction remains perfected for a fixed period o 
ime (four months or one year, depending on the circumstances), even though the jurisdic- 
ion whose law governs perfection changes. However, cessation of perfection under the law 
of the original jurisdiction cuts short the fixed period. The four-month and one-year periods 
are long enough for a secured party to discover in most cases that the law of a different ju- 
isdiction governs perfection and to reperfect (typically by filing) under the law of that 
jurisdiction. If a secured party properly reperfects a security interest before it becomes 
unperfected under subsection (a), then the security interest remains perfected continuousl 
hereafter. See subsection (b). 

Example 1: Debtor is a general partnership whose chief executive office is in 
Pennsylvania. Lender perfects a security interest in Debtor's equipment by filing in 
Pennsylvania on May 15, 2002. On April 1, 2005, without Lender's knowledge, Debtor 
moves its chief executive office to New Jersey. Lender's security interest remains 
perfected for four months after the move. See subsection (a)(2). 

Example 2: Debtor is a general partnership whose chief executive office is in 
Pennsylvania. Lender perfects a security interest in Debtor's equipment by filing in 
Pennsylvania on May 15, 2002. On April 1, 2007, without Lender's knowledge, Debtor 
moves its chief executive office to New Jersey. Lender's security interest remains 
perfected only through May 14, 2007, when the effectiveness of the filed financing state- 
ment lapses. See subsection (a)(1). Although, under these facts, Lender would have only 
a short period of time to discover that Debtor had relocated and to reperfect under New 
Jersey law, Lender could have protected itself by filing a continuation statement in. 
Pennsylvania before Debtor relocated. By doing so, Lender would have prevented lapse 
and allowed itself the full four months to discover Debtor's new location and refile there 
or, if Debtor is in default, to perfect by taking possession of the equipment. 

Example 3: Under the facts of Example 2, Lender files a financing statement in New 
Jersey before the effectiveness of the Pennsylvania financing statement lapses. Under 
subsection (b), Lender's security interest is continuously perfected beyond May 14, 2007, 
for a period determined by New Jersey's Article 9. 

Subsection (a)(3) allows a one-year period in which to reperfect. The longer period is nec- 
essary, because, even with the exercise of due diligence, the secured party may be unable to 
discover that the collateral has been transferred to a person located in another jurisdiction. 

Example 4: Debtor is a Pennsylvania corporation. Lender perfects a security inter- 
est in Debtor's equipment by filing in Pennsylvania. Debtor's shareholders decide to 
"reincorporate" in Delaware. They form a Delaware corporation (Newcorp) into which 
they merge Debtor. The merger effectuates a transfer of the collateral from Debtor to 
Newcorp, which thereby becomes a debtor and is located in another jurisdiction. Under 
subsection (a)(3), the security interest remains perfected for one year after the merger. I 
a financing statement is filed in Delaware against Newcorp within the year following the 
merger, then the security interest remains perfected thereafter for a period determined 
by Delaware's Article 9. 

Note that although Newcorp is a “new debtor" as defined in Section 9-102, the application 
of subsection (a)(3) is not limited to transferees who are new debtors. Note also that, under 
Section 9-507, the financing statement naming Debtor remains effective even though 
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Newcorp has become the debtor. 

This section addresses security interests that are perfected (i.e., that have attached and 
as to which any required perfection step has been taken) before the debtor changes its 
ocation. As the following example explains, this section does not apply to security interests 
hat have not attached before the location changes. 

Example 5: Debtor is a Pennsylvania corporation. Debtor grants to Lender a secu- 
rity interest in Debtor's existing and after-acquired inventory. Lender perfects by filing 
in Pennsylvania. Debtor's shareholders decide to “reincorporate” in Delaware. They form 
a Delaware corporation (Newcorp) into which they merge Debtor. By virtue of the merger, 
Newcorp becomes bound by Debtor's security agreement. See Section 9-203. After the 
merger, Newcorp acquires inventory to which Lender's security interest attaches. 
Because Newcorp is located in Delaware, Delaware law governs perfection of a security 
interest in Newcorp's inventory. See Sections 9-301, 9-307. Having failed to perfect 
under Delaware law, Lender holds an unperfected security interest in the inventory 
acquired by Newcorp after the merger. The same result follows regardless of the name o 
the Delaware corporation (i.e., even if the Delaware corporation and Debtor have the 
same name). A different result would occur if Debtor and Newcorp were incorporated in 
the same state. See Section 9-508, Comment 4. 

3. Retroactive Unperfection. Subsection (b) sets forth the consequences of the failure 

o reperfect before perfection ceases under subsection (a): the security interest becomes 
nperfected prospectively and, as against purchasers for value, including buyers and 
secured parties, but not as against donees or lien creditors, retroactively. The rule applies 
o agricultural liens, as well. See also Section 9-515 (taking the same approach with respect 
o lapse). Although this approach creates the potential for circular priorities, the alterna- 
ive—retroactive unperfection against lien creditors—would create substantial and 
njustifiable preference risks. 

Example 6: Under the facts of Example 4, six months after the merger, Buyer 
bought from Newcorp some equipment formerly owned by Debtor. At the time of the 
purchase, Buyer took subject to Lender's perfected security interest, of which Buyer was 
unaware. See Section 9-315(a)(1). However, subsection (b) provides that if Lender fails to 
reperfect in Delaware within a year after the merger, its security interest becomes 
unperfected and is deemed never to have been perfected against Buyer. Having given 
value and received delivery of the equipment without knowledge of the security interest 
and before it was perfected, Buyer would take free of the security interest. See Section 
9-317(b). 

Example 7: Under the facts of Example 4, one month before the merger, Debtor cre- 
ated a security interest in certain equipment in favor of Financer, who perfected by filing 
in Pennsylvania. At that time, Financer’s security interest is subordinate to Lender’s. 
See Section 9-322(a)(1). Financer reperfects by filing in Delaware within a year after the 
merger, but Lender fails to do so. Under subsection (b), Lender’s security interest is 
deemed never to have been perfected against Financer, a purchaser for value. 
Consequently, under Section 9-322(a)(2), Financer’s security interest is now senior. 

Of course, the expiration of the time period specified in subsection (a) does not of itsel 
prevent the secured party from later reperfecting under the law of the new jurisdiction. I 

he secured party does so, however, there will be a gap in perfection, and the secured party 
may lose priority as a result. Thus, in Example 7, if Lender perfects by filing in Delaware 
more than one year under the merger, it will have a new date of filing and perfection for 
purposes of Section 9-322(a)(1). Financer's security interest, whose perfection dates back to 
he filing in Pennsylvania under subsection (b), will remain senior. 

4. Possessory Security Interests. Subsection (c) deals with continued perfection of pos- 
sessory security interests. It applies not only to security interests perfected solely by the 
secured party's having taken possession of the collateral. It also applies to security interests 
perfected by a method that includes as an element of perfection the secured party's having 

aken possession, such as perfection by taking delivery of a certificated security in registered 
orm, see Section 9-313(a), and perfection by obtaining control over a certificated security. 
See Section 9-314(a). 

5. Goods Covered by Certificate of Title. Subsections (d) and (e) address continued 
perfection of a security interest in goods covered by a certificate of title. The following 
examples explain the operation of those subsections. 

Example 8: Debtor's automobile is covered by a certificate of title issued by Illinois. 
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Lender perfects a security interest in the automobile by complying with Illinois' 
certificate-of-title statute. Thereafter, Debtor applies for a certificate of title in Indiana. 
Six months thereafter, Creditor acquires a judicial lien on the automobile. Under Section 
9-303(b), Illinois law ceases to govern perfection; rather, once Debtor delivers the ap- 
plication and applicable fee to the appropriate Indiana authority, Indiana law governs. 
Nevertheless, under Indiana's Section 9-316(d), Lender's security interest remains 
perfected until it would become unperfected under Illinois law had no certificate of title 
been issued by Indiana. (For example, Illinois' certificate-of-title statute may provide 
that the surrender of an Illinois certificate of title in connection with the issuance of a 
certificate of title by another jurisdiction causes a security interest noted thereon to 
become unperfected.) If Lender's security interest remains perfected, it is senior to 
Creditor's judicial lien. 

Example 9: Under the facts in Example 8, five months after Debtor applies for an In- 
diana certificate of title, Debtor sells the automobile to Buyer. Under subsection (e)(2), 
because Lender did not reperfect within the four months after the goods became covered 
by the Indiana certificate of title, Lender's security interest is deemed never to have been 
perfected against Buyer. Under Section 9-317(b), Buyer is likely to take free of the secu- 
rity interest. Lender could have protected itself by perfecting its security interest either 
under Indiana's certificate-of-title statute, see Section 9-311, or, if it had a right to do so 
under an agreement or Section 9-609, by taking possession of the automobile. See Section. 
9-313(b). 

The results in Examples 8 and 9 do not depend on the fact that the original perfection. 

as achieved by notation on a certificate of title. Subsection (d) applies regardless of the 

method by which a security interest is perfected under the law of another jurisdiction when 
he goods became covered by a certificate of title from this State. 

Section 9-337 affords protection to a limited class of persons buying or acquiring a secu- 
ity interest in the goods while a security interest is perfected under the law of another ju- 
isdiction but after this State has issued a clean certificate of title. 

6. Deposit Accounts, Letter-of-Credit Rights, and Investment Property. Subsec- 
ions (f) and (g) address changes in the jurisdiction of a bank, issuer of an uncertificated se- 

curity, issuer of or nominated person under a letter of credit, securities intermediary, and 
commodity intermediary. The provisions are analogous to those of subsections (a) and (b). 

7. Agricultural Liens. This section does not apply to agricultural liens. 

Example 10: Supplier holds an agricultural lien on corn. The lien arises under an 
Iowa statute. Supplier perfects by filing a financing statement in Iowa, where the corn is 
located. See Section 9-302. Debtor stores the corn in Missouri. Assume the Iowa agricul- 
tural lien survives or an agricultural lien arises under Missouri law (matters that this 
Article does not govern). Once the corn is located in Missouri, Missouri becomes the ju- 
risdiction whose law governs perfection. See Section 9-302. Thus, the agricultural lien 
will not be perfected unless Supplier files a financing statement in Missouri. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


[SUBPART 3. PRIORITY] 


$ 9-317. Interests That Take Priority Over or Take Free of 
Security Interest or Agricultural Lien. 


(a) [Conflicting security interests and rights of lien creditors.] A 
security interest or agricultural lien is subordinate to the rights of: 


(1) a person entitled to priority under Section 9-322; and 
(2) except as otherwise provided in subsection (e), a person that 
becomes a lien creditor before the earlier of the time: 
(A) the security interest or agricultural lien is perfected; or 
(B) one of the conditions specified in Section 9-203(b)(3) is met and a 
financing statement covering the collateral is filed. 
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(b) [Buyers that receive delivery.] Except as otherwise provided in 
subsection (e), a buyer, other than a secured party, of tangible chattel 
paper, tangible documents, goods, instruments, or a security certificate 

akes free of a security interest or agricultural lien if the buyer gives value 
and receives delivery of the collateral without knowledge of the security 
interest or agricultural lien and before it is perfected. 


(c) [Lessees that receive delivery.] Except as otherwise provided in 
subsection (e), a lessee of goods takes free of a security interest or agricul- 
ural lien if the lessee gives value and receives delivery of the collateral 

ithout knowledge of the security interest or agricultural lien and before 
it is perfected. 


(d) [Licensees and buyers of certain collateral.] A licensee of a gen- 
eral intangible or a buyer, other than a secured party, of accounts, 
electronic chattel paper, electronic documents, general intangibles, or 
investment property other than a certificated security takes free of a secu- 
rity interest if the licensee or buyer gives value without knowledge of the 
security interest and before it is perfected. 


(e) [Purchase-money security interest.] Except as otherwise provided 
in Sections 9-320 and 9-321, if a person files a financing statement with re- 
spect to a purchase-money security interest before or within 20 days after 

he debtor receives delivery of the collateral, the security interest takes 
priority over the rights of a buyer, lessee, or lien creditor which arise be- 
ween the time the security interest attaches and the time of filing. 


As amended in 2000 and 2003. 
See Appendix P for material relating to changes made in text in 2000. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Sections 9-301, 2A-307(2). 

2. Scope of This Section. As did former Section 9-301, this section lists the classes o 
persons who take priority over, or take free of, an unperfected security interest. Section 
9-308 explains when a security interest or agricultural lien is ^perfected." A security inter- 
est that has attached (see Section 9-203) but as to which a required perfection step has not 
been taken is “unperfected.” Certain provisions have been moved from former Section 
9-301. The definition of “lien creditor" now appears in Section 9-102, and the rules govern- 
ing priority in future advances are found in Section 9-323. 

3. Competing Security Interests. Section 9-322 states general rules for determining 
priority among conflicting security interests and refers to other sections that state special 

ules of priority in a variety of situations. The security interests given priority under 

Section 9-322 and the other sections to which it refers take priority in general even over a 
perfected security interest. A fortiori they take priority over an unperfected security 
interest. Peregraph-(a)CD-of this-section-so-states." 

4. Filed but Unattached Security Interest vs. Lien Creditor. Under former Section 
9-301(1)(b), a lien creditor’s rights had priority over an unperfected security interest. 
Perfection required attachment (former Section 9-303), and attachment required the giving 
of value (former Section 9-203). It followed that, if a secured party had filed a financing 
statement, but the debtor had not entered into a security agreement and value had not yet 
been given, an intervening lien creditor whose lien arose after filing but before attachment 


[Section 9-317] the Permanent Editorial Board for Uniform 
Commercial Code October 20, 1999. 


*Amendments in italics approved by 
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of the security interest acquired rights that are senior to those of the secured party who 
ater gives value. This result comported with the nemo dat concept: When the security 
interest attached, the collateral was already subject to the judicial lien. 

On the other hand, this approach treated the first secured advance differently from all 
other advances, even in circumstances in which a security agreement covering the collat- 
eral had been entered into before the judicial lien attached. The special rule for future ad- 

ances in former Section 9-301(4) (substantially reproduced in Section 9-323(b)) afforded 
priority to a discretionary advance made by a secured party within 45 days after the lien 
creditor’s rights arose as long as the secured party was “perfected” when the lien creditor's 
ien arose-i.e., as long as the advance was not the first one and an earlier advance had been 
made. 

Subsection (a)(2) revises former Section 9-301(1)(b) and, in appropriate cases, treats the 

rst advance the same as subsequent advances. More specifically, a judicial lien that arises 
after the security-agreement condition of Section 9-203(b)(3) is satisfied and a financing 
statement is filed, but before the security interest attaches and becomes perfected, is subor- 
dinate to all advances secured by the security interest, even the first advance, except as 
otherwise provided in Section 9-323(b). However, if the security interest becomes 
unperfected (e.g., because the effectiveness of the filed financing statement lapses) before 
he judicial lien arises, the security interest is subordinate. If a financing statement is filed 
but a security interest does not attach, then no priority contest arises. The lien creditor has 
he only enforceable claim to the property. 

5. Security Interest of Consignor or Receivables Buyer vs. Lien Creditor. Section 
1-201(37) defines “security interest" to include the interest of most true consignors of goods 
and the interest of most buyers of certain receivables (accounts, chattel paper, payment 
intangibles, and promissory notes). A consignee of goods or a seller of accounts or chattel 
paper each is deemed to have rights in the collateral which a lien creditor may reach, as 
ong as the competing security interest of the consignor or buyer is unperfected. This is so 
even though, as between the consignor and the debtor-consignee, the latter has only limited 

ights, and, as between the buyer and debtor-seller, the latter does not have any rights in 
he collateral. See Sections 9-318 (seller), 9-319 (consignee). Security interests arising from 


sales of payment intangibles and promissory notes are automatically perfected. See Section 
9-309. Accordingly, a subsequent judicial lien always would be subordinate to the rights o 
a buyer of those types of receivables. 

6. Purchasers Other Than Secured Parties. Subsections (b), (c), and (d) afford prior- 
ity over an unperfected security interest to certain purchasers (other than secured parties) 
of collateral. They derive from former Sections 9-301(1)(c), 2A-307(2), and 9-301(d). Former 


»| 


Section 9-301(1)(c) and (1)(d) provided that unperfected security interests are “subordinate 
o the rights of certain purchasers. But, as former Comment 9 suggested, the practical ef- 
ect of subordination in this context is that the purchaser takes free of the security interest. 

o avoid any possible misinterpretation, subsections (b) and (d) of this section use the 
phrase "takes free." 

Subsection (b) governs goods, as well as intangibles of the type whose transfer is effected 
by physical delivery of the representative piece of paper (tangible chattel paper, tangible 
documents, instruments, and security certificates). To obtain priority, a buyer must both 
give value and receive delivery of the collateral without knowledge of the existing security 
interest and before perfection. Even if the buyer gave value without knowledge and before 
perfection, the buyer would take subject to the security interest if perfection occurred 
before physical delivery of the collateral to the buyer. Subsection (c) contains a similar rule 

ith respect to lessees of goods. Note that a lessee of goods in ordinary course of business 

akes free of all security interests created by the lessor, even if perfected. See Section 

9-321. 

Normally, there will be no question when a buyer of tangible chattel paper, tangible 
documents, instruments, or security certificates “receives delivery" of the property. See 
Section 1-201 (defining *delivery"). However, sometimes a buyer or lessee of goods, such as 
complex machinery, takes delivery of the goods in stages and completes assembly at its 
own location. Under those circumstances, the buyer or lessee “receives delivery" within the 
meaning of subsections (b) and (c) when, after an inspection of the portion of the goods 

emaining with the seller or lessor, it would be apparent to a potential lender to the seller 
or lessor that another person might have an interest in the goods. 

The rule of subsection (b) obviously is not appropriate where the collateral consists o 
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intangibles and there is no representative piece of paper whose physical delivery is the only 
or the customary method of transfer. Therefore, with respect to such intangibles (accounts, 
electronic chattel paper, electronic documents, general intangibles, and investment prop- 
erty other than certificated securities), subsection (d) gives priority to any buyer who gives 

alue without knowledge, and before perfection, of the security interest. A licensee of a gen- 
eral intangible takes free of an unperfected security interest in the general intangible 
under the same circumstances. Note that a licensee of a general intangible in ordinary 
course of business takes rights under a nonexclusive license free of security interests cre- 
ated by the licensor, even if perfected. See Section 9-321. 

Unless Section 9-109 excludes the transaction from this Article, a buyer of accounts, 
chattel paper, payment intangibles, or promissory notes is a “secured party” (defined in 
Section 9-102), and subsections (b) and (d) do not determine priority of the security interest 
created by the sale. Rather, the priority rules generally applicable to competing security 
interests apply. See Section 9-322. 

7. Agricultural Liens. Subsections (a), (b), and (c) subordinate unperfected agricultural 
iens in the same manner in which they subordinate unperfected security interests. 

8. Purchase-Money Security Interests. Subsection (e) derives from former Section 
9-301(2). It provides that, if a purchase-money security interest is perfected by filing no 
ater than 20 days after the debtor receives delivery of the collateral, the security interest 
akes priority over the rights of buyers, lessees, or lien creditors which arise between the 
ime the security interest attaches and the time of filing. Subsection (e) differs from former 
Section 9-301(2) in two significant respects. First, subsection (e) protects a purchase-money 
security interest against all buyers and lessees, not just against transferees in bulk. 
Second, subsection (e) conditions this protection on filing within 20, as opposed to ten, days 
after delivery. 

Section 9-311(b) provides that compliance with the perfection requirements of a statute 
or treaty described in Section 9-311(a) “is equivalent to the filing of a financing statement.” 
It follows that a person who perfects a security interest in goods covered by a certificate o 
itle by complying with the perfection requirements of an applicable certificate-of-title stat- 
ute “files a financing statement” within the meaning of subsection(e). 


As amended in 1999, 2000 and 2003. 
See Appendix P for material relating to changes made in Official Comment 
in 1999 and 2000. 
See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-318. No Interest Retained in Right to Payment That Is Sold; 
Rights and Title of Seller of Account or Chattel Paper 
With Respect to Creditors and Purchasers. 

(a) [Seller retains no interest.] A debtor that has sold an account, 
chattel paper, payment intangible, or promissory note does not retain a 
legal or equitable interest in the collateral sold. 

(b) [Deemed rights of debtor if buyer's security interest 

nperfected.] For purposes of determining the rights of creditors of, and 
purchasers for value of an account or chattel paper from, a debtor that has 
sold an account or chattel paper, while the buyer's security interest is 

nperfected, the debtor is deemed to have rights and title to the account or 
chattel paper identical to those the debtor sold. 


Official Comment 

1. Source. New. 

2. Sellers of Accounts, Chattel Paper, Payment Intangibles, and Promissory 
Notes. Section 1-201(37) defines “security interest” to include the interest of a buyer of ac- 
counts, chattel paper, payment intangibles, or promissory notes. See also Section 9-109(a) 
and Comment 5. Subsection (a) makes explicit what was implicit, but perfectly obvious, 

nder former Article 9: The fact that a sale of an account or chattel paper gives rise to a 
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"security interest" does not imply that the seller retains an interest in the property that 
has been sold. To the contrary, a seller of an account or chattel paper retains no interest 

hatsoever in the property to the extent that it has been sold. Subsection (a) also applies to 
sales of payment intangibles and promissory notes, transactions that were not covered by 
ormer Article 9. Neither this Article nor the definition of “security interest" in Section 
1-201 provides rules for distinguishing sales transactions from those that create a security 
interest securing an obligation. 

3. Buyers of Accounts and Chattel Paper. Another aspect of sales of accounts and 
chattel paper also was implicit, and equally obvious, under former Article 9: If the buyer's 
security interest is unperfected, then for purposes of determining the rights of certain third 
parties, the seller (debtor) is deemed to have all rights and title that the seller sold. The 
seller is deemed to have these rights even though, as between the parties, it has sold all its 

ights to the buyer. Subsection (b) makes this explicit. As a consequence of subsection (b), i 
he buyer's security interest is unperfected, the seller can transfer, and the creditors of the 
seller can reach, the account or chattel paper as if it had not been sold. 

Example: Debtor sells accounts or chattel paper to Buyer-1 and retains no interest 
in them. Buyer-1 does not file a financing statement. Debtor then sells the same 
receivables to Buyer-2. Buyer-2 files a proper financing statement. Having sold the 
receivables to Buyer-1, Debtor would not have any rights in the collateral so as to permit; 
Buyer-2’s security (ownership) interest to attach. Nevertheless, under this section, for 
purposes of determining the rights of purchasers for value from Debtor, Debtor is deemed 
to have the rights that Debtor sold. Accordingly, Buyer-2's security interest attaches, is 
perfected by the filing, and, under Section 9-322, is senior to Buyer-1’s interest. 

4. Effect of Perfection. If the security interest of a buyer of accounts or chattel paper is 
perfected the usual result would take effect: transferees from and creditors of the seller 
could not acquire an interest in the sold accounts or chattel paper. The same result gener- 
ally would occur if payment intangibles or promissory notes were sold, inasmuch as the 
buyer's security interest is automatically perfected under Section 9-309. However, in 
certain circumstances a purchaser who takes possession of a promissory note will achieve 
priority, under Sections 9-330 or 9-331, over the security interest of an earlier buyer of the 
promissory note. It necessarily follows that the seller in those circumstances retains the 
power to transfer the promissory note, as if it had not been sold, to a purchaser who 
obtains priority under either of those sections. See Section 9-203(b)(3), Comment 6. 


$ 9-319. Rights and Title of Consignee With Respect to Creditors 
and Purchasers. 


(a) [Consignee has consignor's rights.] Except as otherwise provided 
in subsection (b), for purposes of determining the rights of creditors of, and 
purchasers for value of goods from, a consignee, while the goods are in the 
possession of the consignee, the consignee is deemed to have rights and 

itle to the goods identical to those the consignor had or had power to 
ransfer. 


(b) [Applicability of other law.] For purposes of determining the 
rights of a creditor of a consignee, law other than this article determines 
he rights and title of a consignee while goods are in the consignee's pos- 
session if, under this part, a perfected security interest held by the con- 
signor would have priority over the rights of the creditor. 


Official Comment 

1. Source. New. 

2. Consignments. This section takes an approach to consignments similar to that taken. 
by Section 9-318 with respect to buyers of accounts and chattel paper. Revised Section 
1-201(37) defines “security interest" to include the interest of a consignor of goods under 
many true consignments. Section 9-319(a) provides that, for purposes of determining the 
ights of certain third parties, the consignee is deemed to acquire all rights and title that 
he consignor had, if the consignor's security interest is unperfected. The consignee acquires 
hese rights even though, as between the parties, it purchases a limited interest in the 
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goods (as would be the case in a true consignment, under which the consignee acquires only 
he interest of a bailee). As a consequence of this section, creditors of the consignee can 
acquire judicial liens and security interests in the goods. 

Insofar as creditors of the consignee are concerned, this Article to a considerable extent 

eformulates the former law, which appeared in former Sections 2-326 and 9-114, without 

changing the results. However, neither Article 2 nor former Article 9 specifically addresses 
he rights of non-ordinary course buyers from the consignee. Former Section 9-114 
contained priority rules applicable to security interests in consigned goods. Under this 
Article, the priority rules for purchase-money security interests in inventory apply to 
consignments. See Section 9-103(d). Accordingly, a special section containing priority rules 
or consignments no longer is needed. Section 9-317 determines whether the rights of a 
judicial lien creditor are senior to the interest of the consignor, Sections 9-322 and 9-324 
govern competing security interests in consigned goods, and Sections 9-317, 9-315, and 
9-320 determine whether a buyer takes free of the consignor’s interest. 

The following example explains the operation of this section: 

Example 1: SP-1 delivers goods to Debtor in a transaction constituting a “consign- 
ment” as defined in Section 9-102. SP-1 does not file a financing statement. Debtor then 
grants a security interest in the goods to SP-2. SP-2 files a proper financing statement. 
Assuming Debtor is a mere bailee, as in a “true” consignment, Debtor would not have 
any rights in the collateral (beyond those of a bailee) so as to permit SP-2’s security 
interest to attach to any greater rights. Nevertheless, under this section, for purposes o 
determining the rights of Debtor’s creditors, Debtor is deemed to acquire SP-1's rights. 
Accordingly, SP-2’s security interest attaches, is perfected by the filing, and, under 
Section 9-322, is senior to SP-1’s interest. 

3. Effect of Perfection. Subsection (b) contains a special rule with respect to consign- 
ments that are perfected. If application of this Article would result in the consignor having 
priority over a competing creditor, then other law determines the rights and title of the 
consignee. 

Example 2: SP-1 delivers goods to Debtor in a transaction constituting a “consign- 
ment” as defined in Section 9-102. SP-1 files a proper financing statement. Debtor then 
grants a security interest in the goods to SP-2. Under Section 9-322, SP-1’s security 
interest is senior to SP-2’s. Subsection (b) indicates that, for purposes of determining SP- 
2’s rights, other law determines the rights and title of the consignee. If, for example, a 
consignee obtains only the special property of a bailee, then SP-2’s security interest 
would attach only to that special property. 

Example 3: SP-1 obtains a security interest in all Debtor’s existing and after-acquired 
inventory. SP-1 perfects its security interest with a proper filing. Then SP-2 delivers 
goods to Debtor in a transaction constituting a “consignment” as defined in Section 9-102. 
SP-2 files a proper financing statement but does not send notification to SP-1 under 
Section 9-324(b). Accordingly, SP-2’s security interest is junior to SP-1’s under Section 
9-322(a). Under Section 9-319(a), Debtor is deemed to have the consignor’s rights and 
title, so that SP-1’s security interest attaches to SP-2’s ownership interest in the goods. 
Thereafter, Debtor grants a security interest in the goods to SP-3, and SP-3 perfects by 
filing. Because SP-2’s perfected security interest is senior to SP-3’s under Section 9-322(a), 
Section 9-319(b) applies: Other law determines Debtor’s rights and title to the goods 
insofar as SP-3 is concerned, and SP-3’s security interest attaches to those rights. 


§ 9-320. Buyer of Goods. 

(a) [Buyer in ordinary course of business.] Except as otherwise 
provided in subsection (e), a buyer in ordinary course of business, other 
han a person buying farm products from a person engaged in farming 
operations, takes free of a security interest created by the buyer’s seller, 
even if the security interest is perfected and the buyer knows of its 


goods for use primarily for personal, family, or household purposes takes 
free of a security interest, even if perfected, if the buyer buys: 
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(1) without knowledge of the security interest; 
(2) for value; 


(3) primarily for the buyer's personal, family, or household purposes; 
and 


(4) before the filing of a financing statement covering the goods. 


(c) [Effectiveness of filing for subsection (b).] To the extent that it 
affects the priority of a security interest over a buyer of goods under subsec- 
ion (b), the period of effectiveness of a filing made in the jurisdiction in 
hich the seller is located is governed by Section 9-316(a) and (b). 


(d) [Buyer in ordinary course of business at wellhead or 

inehead.] A buyer in ordinary course of business buying oil, gas, or 
other minerals at the wellhead or minehead or after extraction takes free 
of an interest arising out of an encumbrance. 


(e) [Possessory security interest not affected.] Subsections (a) and 
(b) do not affect a security interest in goods in the possession of the secured 
party under Section 9-313. 


Official Comment 

1. Source. Former Section 9-307. 

2. Scope of This Section. This section states when buyers of goods take free of a secu- 
ity interest even though perfected. Of course, a buyer who takes free of a perfected secu- 
ity interest takes free of an unperfected one. Section 9-317 should be consulted to 

determine what purchasers, in addition to the buyers covered in this section, take free o 
an unperfected security interest. Article 2 states general rules on purchase of goods from a 
seller with defective or voidable title (Section 2-403). 

3. Buyers in Ordinary Course. Subsection (a) derives from former Section 9-307(1). 

he definition of *buyer in ordinary course of business" in Section 1-201 restricts its ap- 
plication to buyers “from a person, other than a pawnbroker, in the business of selling 
goods of that kind." Thus subsection (a) applies primarily to inventory collateral. The 
subsection further excludes from its operation buyers of “farm products" (defined in Section 
9-102) from a person engaged in farming operations. The buyer in ordinary course of busi- 
ess is defined as one who buys goods “in good faith, without knowledge that the sale 
iolates the rights of another person and in the ordinary course." Subsection (a) provides 
hat such a buyer takes free of a security interest, even though perfected, and even though 
he buyer knows the security interest exists. Reading the definition together with the rule 
of law results in the buyer's taking free if the buyer merely knows that a security interest 
covers the goods but taking subject if the buyer knows, in addition, that the sale violates a 
erm in an agreement with the secured party. 

As did former Section 9-307(1), subsection (a) applies only to security interests created by 
he seller of the goods to the buyer in ordinary course. However, under certain circum- 

stances a buyer in ordinary course who buys goods that were encumbered with a security 
interest created by a person other than the seller may take free of the security interest, as 
Example 2 explains. See also Comment 6, below. 

Example 1: Manufacturer, who is in the business of manufacturing appliances, 
owns manufacturing equipment subject to a perfected security interest in favor of Lender. 
Manufacturer sells the equipment to Dealer, who is in the business of buying and selling 
used equipment. Buyer buys the equipment from Dealer. Even if Buyer qualifies as a 
buyer in the ordinary course of business, Buyer does not take free of Lender's security 
interest under subsection (a), because Dealer did not create the security interest; 
Manufacturer did. 

Example 2: Manufacturer, who is in the business of manufacturing appliances, owns 
manufacturing equipment subject to a perfected security interest in favor of Lender. 
Manufacturer sells the equipment to Dealer, who is in the business of buying and selling 
used equipment. Lender learns of the sale but does nothing to assert its security interest. 
Buyer buys the equipment from Dealer. Inasmuch as Lender's acquiescence constitutes 
an “entrusting” of the goods to Dealer within the meaning of Section 2-403(3) Buyer 
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takes free of Lender’s security interest under Section 2-403(2) if Buyer qualifies as a 

buyer in ordinary course of business. 

4. Buyers of Farm Products. This section does not enable a buyer of farm products to 
ake free of a security interest created by the seller, even if the buyer is a buyer in ordinary 
course of business. However, a buyer of farm products may take free of a security interest 
nder Section 1324 of the Food Security Act of 1985, 7 U.S.C. § 1631. 

5. Buyers of Consumer Goods. Subsection (b), which derives from former Section 
9-307(2), deals with buyers of collateral that the debtor-seller holds as “consumer goods” 
(defined in Section 9-102). Under Section 9-309(1), a purchase-money interest in consumer 
goods, except goods that are subject to a statute or treaty described in Section 9-311(a) 
(such as automobiles that are subject to a certificate-of-title statute), is perfected automati- 
cally upon attachment. There is no need to file to perfect. Under subsection (b) a buyer o 
consumer goods takes free of a security interest, even though perfected, if the buyer buys 
(1) without knowledge of the security interest, (2) for value, (3) primarily for the buyer’s 
own personal, family, or household purposes, and (4) before a financing statement is filed. 

As to purchase money-security interests which are perfected without filing under Section 
9-309(1): A secured party may file a financing statement, although filing is not required for 
perfection. If the secured party does file, all buyers take subject to the security interest. I 

he secured party does not file, a buyer who meets the qualifications stated in the preceding 
paragraph takes free of the security interest. 

As to security interests for which a perfection step is required: This category includes all 
non-purchase-money security interests, and all security interests, whether or not purchase- 
money, in goods subject to a statute or treaty described in Section 9-311(a), such as 
automobiles covered by a certificate-of-title statute. As long as the required perfection step 
has not been taken and the security interest remains unperfected, not only the buyers 
described in subsection (b) but also the purchasers described in Section 9-317 will take free 
of the security interest. After a financing statement has been filed or the perfection require- 
ments of the applicable certificate-of-title statute have been complied with (compliance is 

he equivalent of filing a financing statement; see Section 9-311(b)), all subsequent buyers, 
nder the rule of subsection (b), are subject to the security interest. 

The rights of a buyer under subsection (b) turn on whether a financing statement has 
been filed against consumer goods. Occasionally, a debtor changes his or her location after 
a filing is made. Subsection (c), which derives from former Section 9-103(1)(d)(iii), deals 

ith the continued effectiveness of the filing under those circumstances. It adopts the rules 
of Sections 9-316(a) and (b). These rules are explained in the Comments to that section. 

6. Authorized Dispositions. The limitations that subsections (a) and (b) impose on the 
persons who may take free of a security interest apply of course only to unauthorized sales 
by the debtor. If the secured party authorized the sale in an express agreement or otherwise, 

he buyer takes free under Section 9-315(a) without regard to the limitations of this section. 
(That section also states the right of a secured party to the proceeds of a sale, authorized or 
unauthorized.) Moreover, the buyer also takes free if the secured party waived or otherwise 
is precluded from asserting its security interest against the buyer. See Section 1-103. 

7. Oil, Gas, and Other Minerals. Under subsection (d), a buyer in ordinary course o 
business of minerals at the wellhead or minehead or after extraction takes free of a secu- 
ity interest created by the seller. Specifically, it provides that qualified buyers take free 
ot only of Article 9 security interests but also of interests “arising out of an encumbrance.” 
As defined in Section 9-102, the term “encumbrance” means “a right, other than an owner- 
ship interest, in real property.” Thus, to the extent that a mortgage encumbers minerals 
ot only before but also after extraction, subsection (d) enables a buyer in ordinary course 
of the minerals to take free of the mortgage. This subsection does not, however, enable 
hese buyers to take free of interests arising out of ownership interests in the real property. 

his issue is significant only in a minority of states. Several of them have adopted special 
statutes and nonuniform amendments to Article 9 to provide special protections to mineral 
owners, whose interests often are highly fractionalized in the case of oil and gas. See Terry 
I. Cross, Oil and Gas Product Liens—Statutory Security Interests for Producers and Royalty 
Owners Under the Statutes of Kansas, New Mexico, Oklahoma, Texas and Wyoming, 50 
Consumer Fin. L. Q. Rep. 418 (1996). Inasmuch as a complete resolution of the issue would 

equire the addition of complex provisions to this Article, and there are good reasons to 
believe that a uniform solution would not be feasible, this Article leaves its resolution to 
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other legislation. 

8. Possessory Security Interests. Subsection (e) is new. It rejects the holding o 
Tanbro Fabrics Corp. v. Deering Milliken, Inc., 350 N.E.2d 590 (N.Y. 1976) and, together 

ith Section 9-317(b), prevents a buyer of goods collateral from taking free of a security 
interest if the collateral is in the possession of the secured party. “The secured party” 
eferred in subsection (e) is the holder of the security interest referred to in subsection (a) 
or (b). Section 9-313 determines whether a secured party is in possession for purposes o 
his section. Under some circumstances, Section 9-313 provides that a secured party is in 
possession of collateral even if the collateral is in the physical possession of a third party. 


$ 9-321. Licensee of General Intangible and Lessee of Goods in 
Ordinary Course of Business. 

(a) [“Licensee in ordinary course of business."] In this section, “li- 
censee in ordinary course of business" means a person that becomes a li- 
censee of a general intangible in good faith, without knowledge that the 
license violates the rights of another person in the general intangible, and 
in the ordinary course from a person in the business of licensing general 
intangibles of that kind. A person becomes a licensee in the ordinary 


practices in the kind of business in which the licensor is engaged or with 
he licensor's own usual or customary practices. 

(b) [Rights of licensee in ordinary course of business.] A licensee 
in ordinary course of business takes its rights under a nonexclusive license 
free of a security interest in the general intangible created by the licensor, 
even if the security interest is perfected and the licensee knows of its 
existence. 

(c) [Rights of lessee in ordinary course of business.] A lessee in 
ordinary course of business takes its leasehold interest free of a security 
interest in the goods created by the lessor, even if the security interest is 
perfected and the lessee knows of its existence. 


Official Comment 

1. Source. Derived from Sections 2A-103(1)(0), 2A-307(3). 

2. Licensee in Ordinary Course. Like the analogous rules in Section 9-320(a) with re- 
spect to buyers in ordinary course and subsection (c) with respect to lessees in ordinary 
course, the new rule in subsection (b) reflects the expectations of the parties and the 
marketplace: a licensee under a nonexclusive license takes subject to a security interest un- 
ess the secured party authorizes the license free of the security interest or other, control- 
ing law such as that of this section (protecting ordinary-course licensees) dictates a con- 
rary result. See Sections 9-201, 9-315. The definition of “licensee in ordinary course o 
business" in subsection (a) is modeled upon that of “buyer in ordinary course of business." 

3. Lessee in Ordinary Course. Subsection (c) contains the rule formerly found in 
Section 2A-307(3). The rule works in the same way as that of Section 9-320(a). 


$ 9-322. Priorities Among Conflicting Security Interests in and 
Agricultural Liens on Same Collateral. 

(a) [General priority rules.] Except as otherwise provided in this sec- 
ion, priority among conflicting security interests and agricultural liens in 
he same collateral is determined according to the following rules: 

(1) Conflicting perfected security interests and agricultural liens rank 
according to priority in time of filing or perfection. Priority dates from 
the earlier of the time a filing covering the collateral is first made or the 
security interest or agricultural lien is first perfected, if there is no pe- 
riod thereafter when there is neither filing nor perfection. 
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(2) A perfected security interest or agricultural lien has priority over a 
conflicting unperfected security interest or agricultural lien. 

(3) The first security interest or agricultural lien to attach or become 
effective has priority if conflicting security interests and agricultural 
liens are unperfected. 

(b) [Time of perfection: proceeds and supporting obligations.] For 

he purposes of subsection (a)(1): 

(1) the time of filing or perfection as to a security interest in collateral 
is also the time of filing or perfection as to a security interest in proceeds; 
and 

(2) the time of filing or perfection as to a security interest in collateral 
supported by a supporting obligation is also the time of filing or perfec- 
tion as to a security interest in the supporting obligation. 

(c) [Special priority rules: proceeds and supporting obligations.] 
Except as otherwise provided in subsection (f), a security interest in collat- 
eral which qualifies for priority over a conflicting security interest under 
Section 9-327, 9-328, 9-329, 9-330, or 9-331 also has priority over a conflict- 
ing security interest in: 

(1) any supporting obligation for the collateral; and 

(2) proceeds of the collateral if: 

(A) the security interest in proceeds is perfected; 

(B) the proceeds are cash proceeds or of the same type as the collat- 
eral; and 

(C) in the case of proceeds that are proceeds of proceeds, all interven- 
ing proceeds are cash proceeds, proceeds of the same type as the col- 
lateral, or an account relating to the collateral. 

(d) [First-to-file priority rule for certain collateral.] Subject to 
subsection (e) and except as otherwise provided in subsection (f), if a secu- 
rity interest in chattel paper, deposit accounts, negotiable documents, 
instruments, investment property, or letter-of-credit rights is perfected by 
a method other than filing, conflicting perfected security interests in 
proceeds of the collateral rank according to priority in time of filing. 

(e) [Applicability of subsection (d).] Subsection (d) applies only if the 
proceeds of the collateral are not cash proceeds, chattel paper, negotiable 
documents, instruments, investment property, or letter-of-credit rights. 

(f) [Limitations on subsections (a) through (e).] Subsections (a) 

hrough (e) are subject to: 

(1) subsection (g) and the other provisions of this part; 

(2) Section 4-210 with respect to a security interest of a collecting 
bank; 

(3) Section 5-118 with respect to a security interest of an issuer or 
nominated person; and 

(4) Section 9-110 with respect to a security interest arising under 
Article 2 or 2A. 

(g) [Priority under agricultural lien statute.] A perfected agricul- 

ural lien on collateral has priority over a conflicting security interest in or 
agricultural lien on the same collateral if the statute creating the agricul- 
ural lien so provides. 
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Official Comment 

1. Source. Former Section 9-312(5), (6). 

2. Scope of This Section. In a variety of situations, two or more people may claim a se- 
curity interest in the same collateral. This section states general rules of priority among 
conflicting security interests. As subsection (f) provides, the general rules in subsections (a) 

hrough (e) are subject to the rule in subsection (g) governing perfected agricultural liens 
and to the other rules in this Part of this Article. Rules that override this section include 
hose applicable to purchase-money security interests (Section 9-324) and those qualifying 
or special priority in particular types of collateral. See, e.g., Section 9-327 (deposit ac- 
counts); Section 9-328 (investment property); Section 9-329 (letter-of-credit rights); Section 
9-330 (chattel paper and instruments); Section 9-334 (fixtures). In addition, the general 
ules of sections (a) through (e) are subject to priority rules governing security interests 
arising under Articles 2, 2A, 4, and 5. 

3. General Rules. Subsection (a) contains three general rules. Subsection (a)(1) governs 
he priority of competing perfected security interests. Subsection (a)(2) governs the priority 
of competing security interests if one is perfected and the other is not. Subsection (a)(3) 
governs the priority of competing unperfected security interests. The rules may be regarded 
as adaptations of the idea, deeply rooted at common law, of a race of diligence among 
creditors. The first two rules are based on precedence in the time as of which the competing 
secured parties either filed their financing statements or obtained perfected security 
interests. Under subsection (a)(1), the first secured party who files or perfects has priority. 

nder subsection (a)(2), which is new, a perfected security interest has priority over an 
unperfected one. Under subsection (a)(3), if both security interests are unperfected, the first 
o attach has priority. Note that Section 9-709(b) may affect the application of subsection. 
(a) to a filing that occurred before the effective date of this Article and which would be inef- 
ective to perfect a security interest under former Article 9 but effective under this Article. 

4. Competing Perfected Security Interests. When there is more than one perfected 
security interest, the security interests rank according to priority in time of filing or 
perfection. “Filing,” of course, refers to the filing of an effective financing statement. “Perfec- 

ion" refers to the acquisition of a perfected security interest, i.e., one that has attached 
and as to which any required perfection step has been taken. See Sections 9-308 and 9-309. 

Example 1: On February 1, A files a financing statement covering a certain item o 
Debtor's equipment. On March 1, B files a financing statement covering the same 
equipment. On April 1, B makes a loan to Debtor and obtains a security interest in the 
equipment. On May 1, A makes a loan to Debtor and obtains a security interest in the 
same collateral. A has priority even though B's loan was made earlier and was perfected 
when made. It makes no difference whether A knew of B's security interest when A 
made its advance. 

The problem stated in Example 1 is peculiar to a notice-filing system under which filing 
may occur before the security interest attaches (see Section 9-502). The justification for 
determining priority by order of filing lies in the necessity of protecting the filing system 

hat is, of allowing the first secured party who has filed to make subsequent advances 
ithout each time having to check for subsequent filings as a condition of protection. Note, 

however, that this first-to-file protection is not absolute. For example, Section 9-324 affords 

priority to certain purchase-money security interests, even if a competing secured party 
as the first to file or perfect. 

Example 2: A and B make non-purchase-money advances secured by the same 
collateral. The collateral is in Debtor's possession, and neither security interest is 
perfected when the second advance is made. Whichever secured party first perfects its 
security interest (by taking possession of the collateral or by filing) takes priority. It 
makes no difference whether that secured party knows of the other security interest at 
the time it perfects its own. 

The rule of subsection (a)(1), affording priority to the first to file or perfect, applies to se- 
curity interests that are perfected by any method, including temporarily (Section 9-312) or 

pon attachment (Section 9-309), even though there may be no notice to creditors or 
subsequent purchasers and notwithstanding any common-law rule to the contrary. The 
orm of the claim to priority, i.e., filing or perfection, may shift from time to time, and the 
ank will be based on the first filing or perfection as long as there is no intervening period 
ithout filing or perfection. See Section 9-308(c). 
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Example 3: On October 1, A acquires a temporarily perfected (20-day) security 
interest, unfiled, in a tangible negotiable document in the debtor’s possession under 
Section 9-312(e). On October 5, B files and thereby perfects a security interest that 
previously had attached to the same document. On October 10, A files. A has priority, 
even after the 20-day period expires, regardless of whether A knows of B’s security inter- 
est when A files. A was the first to perfect and maintained continuous perfection or filing 
since the start of the 20-day period. However, the perfection of A’s security interest 
extends only “to the extent it arises for new value given.” To the extent A’s security 
interest secures advances made by A beyond the 20-day period, its security interest 
would be subordinate to B’s, inasmuch as B was the first to file. 

In general, the rule in subsection (a)(1) does not distinguish among various advances 
made by a secured party. The priority of every advance dates from the earlier of filing or 
perfection. However, in rare instances, the priority of an advance dates from the time the 
advance is made. See Example 3 and Section 9-323. 

5. Priority in After-Acquired Property. The application of the priority rules to after- 
acquired property must be considered separately for each item of collateral. Priority does 

ot depend only on time of perfection but may also be based on priority in filing before 
perfection. 

Example 4: On February 1, A makes advances to Debtor under a security agree- 
ment covering “all Debtor’s machinery, both existing and after-acquired.” A promptly 
files a financing statement. On April 1, B takes a security interest in all Debtor’s 
machinery, existing and after-acquired, to secure an outstanding loan. The following 
day, B files a financing statement. On May 1, Debtor acquires a new machine. When 
Debtor acquires rights in the new machine, both A and B acquire security interests in 
the machine simultaneously. Both security interests are perfected simultaneously. 
However, A has priority because A filed before B. 

When after-acquired collateral is encumbered by more than one security interest, one o 
he security interests often is a purchase-money security interest that is entitled to special 
priority under Section 9-324. 

6. Priority in Proceeds: General Rule. Subsection (b)(1) follows former Section 
9-312(6). It provides that the baseline rules of subsection (a) apply generally to priority 
conflicts in proceeds except where otherwise provided (e.g., as in subsections (c) through 
(e)). Under Section 9-208, attachment cannot occur (and therefore, under Section 9-308, 
perfection cannot occur) as to particular collateral until the collateral itself comes into exis- 
ence and the debtor has rights in it. Thus, a security interest in proceeds of original collat- 
eral does not attach and is not perfected until the proceeds come into existence and the 
debtor acquires rights in them. 

Example 5: On April 1, Debtor authenticates a security agreement granting to A a 
security interest in all Debtor’s existing and after-acquired inventory. The same day, 
files a financing statement covering inventory. On May 1, Debtor authenticates a secu- 
rity agreement granting B a security interest in all Debtor’s existing and future accounts. 
On June 1, Debtor sells inventory to a customer on 30-day unsecured credit. When 
Debtor acquires the account, B’s security interest attaches to it and is perfected by B’s 
financing statement. At the very same time, A's security interest attaches to the account; 
as proceeds of the inventory and is automatically perfected. See Section 9-315. Under 
subsection (b) of this section, for purposes of determining A’s priority in the account, the 
time of filing as to the original collateral (April 1, as to inventory) is also the time of fil- 
ing as to proceeds (account). Accordingly, A's security interest in the account has priorit 
over B’s. Of course, had B filed its financing statement before A filed (e.g., on March 1), 
then B would have priority in the accounts. 

Section 9-324 governs the extent to which a special purchase-money priority in goods or 
software carries over into the proceeds of the original collateral. 

7. Priority in Proceeds: Special Rules. Subsections (c), (d), and (e), which are new, 
provide additional priority rules for proceeds of collateral in situations where the temporal 
(first-in-time) rules of subsection (a)(1) are not appropriate. These new provisions 
distinguish what these Comments refer to as “non-filing collateral” from what they call “fil- 
ing collateral.” As used in these Comments, non-filing collateral is collateral of a type for 

hich perfection may be achieved by a method other than filing (possession or control, 
mainly) and for which secured parties who so perfect generally do not expect or need to 
conduct a filing search. More specifically, non-filing collateral is chattel paper, deposit ac- 
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counts, negotiable documents, instruments, investment property, and letter-of-credit rights. 
Other collateral—accounts, commercial tort claims, general intangibles, goods, nonnegotia- 
ble documents, and payment intangibles-is filing collateral. 

8. Proceeds of Non-Filing Collateral: Non-Temporal Priority. Subsection (c)(2) 
provides a baseline priority rule for proceeds of non-filing collateral which applies if the 
secured party has taken the steps required for non-temporal priority over a conflicting se- 
curity interest in non-filing collateral (e.g., control, in the case of deposit accounts, letter-of- 
credit rights, investment property, and in some cases, electronic negotiable documents, 
section 9-331). This rule determines priority in proceeds of non-filing collateral whether or 

ot there exists an actual conflicting security interest in the original non-filing collateral. 

nder subsection (c)(2), the priority in the original collateral continues in proceeds if the 
security interest in proceeds is perfected and the proceeds are cash proceeds or non-filing 
proceeds “of the same type" as the original collateral. As used in subsection (c)(2), “type” 
means a type of collateral defined in the Uniform Commercial Code and should be read 
broadly. For example, a security is *of the same type" as a security entitlement (i.e., invest- 
ment property), and a promissory note is *of the same type" as a draft (i.e., an instrument). 

Example 6: SP-1 perfects its security interest in investment property by filing. SP-2 
perfects subsequently by taking control of a certificated security. Debtor receives cash 
proceeds of the security (e.g., dividends deposited into Debtor's deposit account). If the 
first-to-file-or-perfect rule of subsection (a)(1) were applied, SP-1’s security interest in the 
cash proceeds would be senior, although SP-2's security interest continues perfected 
under Section 9-315 beyond the 20-day period of automatic perfection. This was the 
result under former Article 9. Under subsection (c), however, SP-2's security interest is 
senior. 

Note that a different result would obtain in Example 6 (i.e., SP-1’s security interest would 
be senior) if SP-1 were to obtain control of the deposit-account proceeds. This is so because 
subsection (c) is subject to subsection (f), which in turn provides that the priority rules 

nder subsections (a) through (e) are subject to “the other provisions of this part." One o 
hose “other provisions" is Section 9-327, which affords priority to a security interest 
perfected by control. See Section 9-327(1). 

Example 7: SP-1 perfects its security interest in investment property by filing. SP-2 
perfects subsequently by taking control of a certificated security. Debtor receives proceeds 
of the security consisting of a new certificated security issued as a stock dividend on the 
original collateral. Although the new security is of the same type as the original collat- 
eral (i.e., investment property), once the 20-day period of automatic perfection expires 
(see Section 9-315(d)), SP-2’s security interest is unperfected. (SP-2 has not filed or taken 
delivery or control, and no temporary-perfection rule applies.) Consequently, once the 20- 
day period expires, subsection (c) does not confer priority, and, under subsection (a)(2), 
SP-1’s security interest in the security is senior. This was the result under former Article 
9; 

Example 8: SP-1 perfects its security interest in investment property by filing. SP-2 
perfects subsequently by taking control of a certificated security and also by filing against 
investment property. Debtor receives proceeds of the security consisting of a new 
certificated security issued as a stock dividend of the collateral. Because the new security 
is of the same type as the original collateral (i.e., investment property) and (unlike 
Example 7) SP-2’s security interest is perfected by filing, SP-2's security interest is senior 
under subsection (c). If the new security were redeemed by the issuer upon surrender 
and yet another security were received by Debtor, SP-2's security interest would continue 
to enjoy priority under subsection (c). The new security would be proceeds of proceeds. 

Example 9: SP-1 perfects its security interest in investment property by filing. SP-2 
subsequently perfects its security interest in investment property by taking control of a 
certificated security and also by filing against investment property. Debtor receives 
proceeds of the security consisting of a dividend check that it deposits to a deposit 
account. Because the check and the deposit account are cash proceeds, SP-1’s and SP-2's 
security interests in the cash proceeds are perfected under Section 9-315 beyond the 20- 
day period of automatic perfection. However, SP-2's security interest is senior under 
subsection (c). 

Example 10: SP-1 perfects its security interest in investment property by filing. SP-2 
perfects subsequently by taking control of a certificated security and also by filing against 
investment property. Debtor receives an instrument as proceeds of the security. (Assume 
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that the instrument is not cash proceeds.) Because the instrument is not of the same type 

as the original collateral (i.e., investment property), SP-2’s security interest, although 

perfected by filing, does not achieve priority under subsection (c). Under the first-to-file- 
or-perfect rule of subsection (a)(1), SP-1’s security interest in the proceeds is senior. 
The proceeds of proceeds are themselves proceeds. See Section 9-102 (defining “proceeds” 
and “collateral”). Sometimes competing security interests arise in proceeds that are several 
generations removed from the original collateral. As the following example explains, the 
applicability of subsection (c) may turn on the nature of the intervening proceeds. 
Example 11: SP-1 perfects its security interest in Debtor’s deposit account by obtain- 
ing control. Thereafter, SP-2 files against inventory, (presumably) searches, finds no 
indication of a conflicting security interest, and advances against Debtor’s existing and 
after-acquired inventory. Debtor uses funds from the deposit account to purchase inven- 
tory, which SP-1 can trace as identifiable proceeds of its security interest in Debtor’s de- 
posit account, and which SP-2 claims as original collateral. The inventory is sold and the 
proceeds deposited into another deposit account, as to which SP-1 has not obtained 
control. Subsection (c) does not govern priority in this other deposit account. This deposit 
account is cash proceeds and is also the same type of collateral as SP-1’s original collat- 
eral, as required by subsections (c)(2)(A) and (B). However, SP-1’s security interest does 
not satisfy subsection (c)(2)(C) because the inventory proceeds, which intervened be- 
tween the original deposit account and the deposit account constituting the proceeds at 
issue, are not cash proceeds, proceeds of the same type as the collateral (original deposit 
account), or an account relating to the collateral. Stated otherwise, once proceeds other 
than cash proceeds, proceeds of the same type as the original collateral, or an account re- 
lating to the original collateral intervene in the chain of proceeds, priority under subsec- 
tion (c) is thereafter unavailable. The special priority rule in subsection (d) also is inap- 
plicable to this case. See Comment 9, Example 13, below. Instead, the general first-to- 
file-or-perfect rule of subsections (a) and (b) apply. Under that rule, SP-1 has priority 
unless its security interest in the inventory proceeds became unperfected under Section 
9-315(d). Had SP-2 filed against inventory before SP-1 obtained control of the original 
deposit account, the SP-2 would have had priority even if SP-1’s security interest in the 
inventory proceeds remained perfected. 
9. Proceeds of Non-Filing Collateral: Special Temporal Priority. Under subsec- 
ions (d) and (e), if a security interest in non-filing collateral is perfected by a method other 
han filing (e.g., control or possession), it does not retain its priority over a conflicting secu- 
ity interest in proceeds that are filing collateral. Moreover, it is not entitled to priority in 
proceeds under the first-to file-or-perfect rule of subsections (a)(1) and (b). Instead, under 
subsection (d), priority is determined by a new first-to-file rule. 
Example 12: SP-1 perfects its security interest in Debtor's deposit account by obtain- 
ing control. Thereafter, SP-2 files against equipment, (presumably) searches, finds no 
indication of a conflicting security interest, and advances against Debtor's equipment. 
SP-1 then files against Debtor's equipment. Debtor uses funds from the deposit account 
to purchase equipment, which SP-1 can trace as proceeds of its security interest in| 
Debtor’s deposit account. If the first-to-file-or-perfect rule were applied, SP-1’s security 
interest would be senior under subsections (a)(1) and (b), because it was the first to 
perfect in the original collateral and there was no period during which its security inter- 
est was unperfected. Under subsection (d), however, SP-2's security interest would be 
senior because it filed first. This corresponds with the likely expectations of the parties. 
Note that under subsection (e), the first-to-file rule of subsection (d) applies only if the 
proceeds in question are other than non-filing collateral (i.e., if the proceeds are filing 
collateral). If the proceeds are non-filing collateral, either the first-to-file-or-perfect rule 

nder subsections (a) and (b) or the non-temporal priority rule in subsection (c) would ap- 
ply, depending on the facts. 

Example 13: SP-1 perfects its security interest in Debtor's deposit account by obtain- 
ing control. Thereafter, SP-2 files against inventory, (presumably) searches, finds no 
indication of a conflicting security interest, and advances against Debtor's existing and 
after-acquired inventory. Debtor uses funds from the deposit account to purchase inven- 
tory, which SP-1 can trace as identifiable proceeds of its security interest in Debtor's de- 
posit account, and which SP-2 claims as original collateral. The inventory is sold and the 
proceeds deposited into another deposit account, as to which SP-1 has not obtained 
control. As discussed above in Comment 8, Example 11, subsection (c) does not govern 
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priority in this deposit account. Subsection (d) also does not govern, because the proceeds 

at issue (the deposit account) are cash proceeds. See subsection (e). Rather, the general 

rules of subsections (a) and (b) govern. 

10. Priority in Supporting Obligations. Under subsections (b)(2) and (c)(1), a security 
interest having priority in collateral also has priority in a supporting obligation for that 
collateral. However, the rules in these subsections are subject to the special rule in Section 
9-329 governing the priority of security interests in a letter-of-credit right. See subsection 
(f). Under Section 9-329, a secured party's failure to obtain control (Section 9-107) of a 
etter-of-credit right that serves as supporting collateral leaves its security interest exposed 
o a priming interest of a party who does take control. 

11. Unperfected Security Interests. Under subsection (a)(3), if conflicting security 
interests are unperfected, the first to attach has priority. This rule may be of merely theo- 
etical interest, inasmuch as it is hard to imagine a situation where the case would come 
into litigation without either secured party's having perfected its security interest. If nei- 
her security interest had been perfected at the time of the filing of a petition in bank- 
uptcy, ordinarily neither would be good against the trustee in bankruptcy under the Bank- 
uptcy Code. 

12. Agricultural Liens. Statutes other than this Article may purport to grant priority to 
an agricultural lien as against a conflicting security interest or agricultural lien. Under 
subsection (g), if another statute grants priority to an agricultural lien, the agricultural 
ien has priority only if the same statute creates the agricultural lien and the agricultural 
ien is perfected. Otherwise, subsection (a) applies the same priority rules to an agricul- 
ural lien as to a security interest, regardless of whether the agricultural lien conflicts with 
another agricultural lien or with a security interest. 

Inasmuch as no agricultural lien on proceeds arises under this Article, subsections (b) 
hrough (e) do not apply to proceeds of agricultural liens. However, if an agricultural lien 
has priority under subsection (g) and the statute creating the agricultural lien gives the 
secured party a lien on proceeds of the collateral subject to the lien, a court should apply 
he principle of subsection (g) and award priority in the proceeds to the holder of the 
perfected agricultural lien. 


As amended in 2000 and 2003. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 

See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-323. Future Advances. 


(a) [When priority based on time of advance.] Except as otherwise 
provided in subsection (c), for purposes of determining the priority of a 
perfected security interest under Section 9-322(a)(1), perfection of the se- 
curity interest dates from the time an advance is made to the extent that 

he security interest secures an advance that: 
(1) is made while the security interest is perfected only: 
(A) under Section 9-309 when it attaches; or 
(B) temporarily under Section 9-312(e), (£), or (g); and 
(2) is not made pursuant to a commitment entered into before or while 
the security interest is perfected by a method other than under Section 

9-309 or 9-312(e), (£), or (g). 

(b) [Lien creditor.] Except as otherwise provided in subsection (c), a se- 
curity interest is subordinate to the rights of a person that becomes a lien 
creditor to the extent that the security interest secures an advance made 

ore than 45 days after the person becomes a lien creditor unless the 
advance is made: 

(1) without knowledge of the lien; or 
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(2) pursuant to a commitment entered into without knowledge of the 
lien. 

(c) [Buyer of receivables.] Subsections (a) and (b) do not apply to a se- 
curity interest held by a secured party that is a buyer of accounts, chattel 
paper, payment intangibles, or promissory notes or a consignor. 

(d) [Buyer of goods.] Except as otherwise provided in subsection (e), a 
buyer of goods other than a buyer in ordinary course of business takes free 
of a security interest to the extent that it secures advances made after the 
earlier of: 

(1) the time the secured party acquires knowledge of the buyer’s 
purchase; or 
(2) 45 days after the purchase. 

(e) [Advances made pursuant to commitment: priority of buyer o 
goods.] Subsection (d) does not apply if the advance is made pursuant to a 
commitment entered into without knowledge of the buyer’s purchase and 
before the expiration of the 45-day period. 

(f) [Lessee of goods.] Except as otherwise provided in subsection (g), a 
lessee of goods, other than a lessee in ordinary course of business, takes 

he leasehold interest free of a security interest to the extent that it secures 
advances made after the earlier of: 
(1) the time the secured party acquires knowledge of the lease; or 
(2) 45 days after the lease contract becomes enforceable. 
(g) [Advances made pursuant to commitment: priority of lessee o 


goods.] Subsection (f) does not apply if the advance is made pursuant to a 
commitment entered into without knowledge of the lease and before the 
expiration of the 45-day period. 


As amended in 1999. 
See Appendix P for material relating to changes made in text in 1999. 


Official Comment 
1. Source. Former Sections 9-312(7), 9-301(4), 9-307(3), 2A-307(4). 
2. Scope of This Section. A security agreement may provide that collateral secures 
uture advances. See Section 9-204(c). This section collects all of the special rules dealing 
ith the priority of advances made by a secured party after a third party acquires an inter- 
est in the collateral. Subsection (a) applies when the third party is a competing secured 
party. It replaces and clarifies former Section 9-312(7). Subsection (b) deals with lien credi- 
ors and replaces former Section 9-301(4). Subsections (d) and (e) deal with buyers and 
eplace former Section 9-307(3). Subsections (f) and (g) deal with lessees and replace former 
Section 2A-307(4). 
3. Competing Security Interests. Under a proper reading of the first-to-file-or- perfect 
ule of Section 9-322(a)(1) (and former Section 9-312(5)), it is abundantly clear that the 
ime when an advance is made plays no role in determining priorities among conflicting se- 
curity interests except when a financing statement was not filed and the advance is the giv- 
ing of value as the last step for attachment and perfection. Thus, a secured party takes 
subject to all advances secured by a competing security interest having priority under 
Section 9-322(a)(1). This result generally obtains regardless of how the competing security 
interest is perfected and regardless of whether the advances are made “pursuant to com- 
mitment” (Section 9-102). Subsection (a) of this section states the only other instance when 
he time of an advance figures in the priority scheme in Section 9-322: when the security 
interest is perfected only automatically under Section 9-309 or temporarily under Section 
9-312(e), (f), or (g), and the advance is not made pursuant to a commitment entered into 

hile the security interest was perfected by another method. Thus, an advance has priority 
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om the date it is made only in the rare case in which it is made without commitment and 

hile the security interest is perfected only temporarily under Section 9-312. 

The new formulation in subsection (a) clarifies the result when the initial advance is paid 
and a new (“future”) advance is made subsequently. Under former Section 9-312(7), the 
priority of the new advance turned on whether it was *made while a security interest is 
perfected." This section resolves any ambiguity by omitting the quoted phrase. 

Example 1: On February 1, A makes an advance secured by machinery in the 
debtor's possession and files a financing statement. On March 1, B makes an advance 
secured by the same machinery and files a financing statement. On April 1, A makes a 
further advance, under the original security agreement, against the same machinery. A 
was the first to file and so, under the first-to-file-or-perfect rule of Section 9-322(a)(1), A's 
security interest has priority over B's, both as to the February 1 and as to the April 1 
advance. It makes no difference whether A knows of B's intervening advance when A 
makes the second advance. Note that, as long as A was the first to file or perfect, A 
would have priority with respect to both advances if either A or B had perfected by tak- 
ing possession of the collateral. Likewise, A would have priority if A's April 1 advance 
was not made under the original agreement with the debtor, but was under a new 
agreement. 

Example 2: On October 1, A acquires a temporarily perfected (20-day) security inter- 
est, unfiled, in a tangible negotiable document in the debtor's possession under Section 
9-312(e) or (f). The security interest secures an advance made on that day as well as 
future advances. On October 5, B files and thereby perfects a security interest that previ- 
ously had attached to the same document. On October 8, A makes an additional advance. 
On October 10, A files. Under Section 9-322(a)(1), because A was the first to perfect and 
maintained continuous perfection or filing since the start of the 20-day period, A has 
priority, even after the 20-day period expires. See Section 9-322, Comment 4, Example 3. 
However, under this section, for purposes of Section 9-322(a)(1), to the extent A's security: 
interest secures the October 8 advance, the security interest was perfected on October 8. 
Inasmuch as B perfected on October 5, B has priority over the October 8 advance. 

The rule in subsection (a) is more liberal toward the priority of future advances than the 
corresponding rules applicable to intervening lien creditors (subsection (b)), buyers (subsec- 

ions (d) and (e)), and lessees (subsections (f) and (g)). 
4. Cosipetmg Dien. Creditors: Subsection (b) replaces former Section 9- 301(4)—H-ad- 


M “that. to mcn extent-a-seeurity-interest-seeured. 

interest; ee it-was junior-to thetien-ereditor’s interest and addresses the rights 
bu a "lien. creditor," as defined in Section 9-102. Under Section 9-317(a)(2), a perfeeted secu- 
ity interest is senior to the rights of a-subsequenttien-erediter a person who becomes a lien 
reditor, unless the person becomes a lien creditor before the security interest is perfected 
and before a financing statement covering ded collateral 1 is filed a Section 2 203(b)(3) is 
satisfied. Subsection (b) of this section ekim es the-errone "pliea 6 nerta 
procicing-tdied-a-pe d provides that a rend interest is Padas ono to those 
ights to the extent that the specified circumstances occur. Subsection (b) does not elevate 
the priority of a security interest that is subordinate to the rights of a lien creditor under 
ection 9-317(a)(2); it only subordinates. * 

As under former Section 9-301(4), a secured party's knowledge does not cut short the 45- 
day period during which future advances can achieve priority over an intervening lien 
creditor's interest. Rather, because of the impact of the rule in subsection (b) on the ques- 

ion whether the security interest for future advances is “protected” under Section 6323(c)(2) 
and (d) of the Internal Revenue Code as amended by the Federal Tax Lien Act of 1966, the 
priority of the security interest for future advances over a lien creditor is made absolute for 
45 days regardless of knowledge of the secured party concerning the lien. If, however, the 


[Section 9-323] the Permanent Editorial Board for Uniform 


* Amendments in italics approved by Commercial Code October 20, 1999. 
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advance is made after the 45 days, the advance will not have priority unless it was made or 
committed without knowledge of the lien. 

5. Sales of Receivables; Consignments. Subsections (a) and (b) do not apply to outright 
sales of accounts, chattel paper, payment intangibles, or promissory notes, nor do they ap- 
ply to consignments. 

6. Competing Buyers and Lessees. Under subsections (d) and (e), a buyer will not 

ake subject to a security interest to the extent it secures advances made after the secured 
party has knowledge that the buyer has purchased the collateral or more than 45 days af- 
er the purchase unless the advances were made pursuant to a commitment entered into 
before the expiration of the 45-day period and without knowledge of the purchase. Subsec- 
ions (f) and (g) provide an analogous rule for lessees. Of course, a buyer in ordinary course 

ho takes free of the security interest under Section 9-320 and a lessee in ordinary course 

ho takes free under Section 9-321 are not subject to any future advances. Subsections (d) 
and (e) replace former Section 9-307(3), and subsections (f) and (g) replace former Section 
2A-307(4). No change in meaning is intended. 


As amended in 1999, 2000 and 2003. 
See Appendix P for material relating to changes made in Official Comment 
in 1999 and 2000. 
See Appendix I contained within revised Article 7 for material relating to 
changes made in Official Comment in 2003. 


$ 9-324. Priority of Purchase-Money Security Interests. 

(a) [General rule: purchase-money priority.] Except as otherwise 
provided in subsection (g), a perfected purchase-money security interest in 
goods other than inventory or livestock has priority over a conflicting secu- 
rity interest in the same goods, and, except as otherwise provided in Section 
9-327, a perfected security interest in its identifiable proceeds also has 
priority, if the purchase-money security interest is perfected when the 
debtor receives possession of the collateral or within 20 days thereafter. 

(b) [Inventory purchase-money priority.] Subject to subsection (c) 
and except as otherwise provided in subsection (g), a perfected purchase- 

oney security interest in inventory has priority over a conflicting security 
interest in the same inventory, has priority over a conflicting security 
interest in chattel paper or an instrument constituting proceeds of the 
inventory and in proceeds of the chattel paper, if so provided in Section 
9-330, and, except as otherwise provided in Section 9-327, also has priority 
in identifiable cash proceeds of the inventory to the extent the identifiable 
cash proceeds are received on or before the delivery of the inventory to a 
buyer, if: 

(1) the purchase-money security interest is perfected when the debtor 
receives possession of the inventory; 

(2) the purchase-money secured party sends an authenticated notifica- 
tion to the holder of the conflicting security interest; 

(3) the holder of the conflicting security interest receives the notifica- 
tion within five years before the debtor receives possession of the inven- 
tory; and 

(4) the notification states that the person sending the notification has 
or expects to acquire a purchase-money security interest in inventory o 
the debtor and describes the inventory. 

(c) [Holders of conflicting inventory security interests to be 
notified.] Subsections (b)(2) through (4) apply only if the holder of the 
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conflicting security interest had filed a financing statement covering the 
same types of inventory: 

(1) if the purchase-money security interest is perfected by filing, before 
the date of the filing; or 

(2) if the purchase-money security interest is temporarily perfected 
without filing or possession under Section 9-312(f), before the beginning 
of the 20-day period thereunder. 

(d) [Livestock purchase-money priority.] Subject to subsection (e) 
and except as otherwise provided in subsection (g), a perfected purchase- 
money security interest in livestock that are farm products has priority 
over a conflicting security interest in the same livestock, and, except as 
otherwise provided in Section 9-327, a perfected security interest in their 
identifiable proceeds and identifiable products in their unmanufactured 
states also has priority, if: 

(1) the purchase-money security interest is perfected when the debtor 
receives possession of the livestock; 

(2) the purchase-money secured party sends an authenticated notifica- 
tion to the holder of the conflicting security interest; 

(3) the holder of the conflicting security interest receives the notifica- 
tion within six months before the debtor receives possession of the live- 
stock; and 

(4) the notification states that the person sending the notification has 
or expects to acquire a purchase-money security interest in livestock o 
the debtor and describes the livestock. 

(e) [Holders of conflicting livestock security interests to be 
notified.] Subsections (d)(2) through (4) apply only if the holder of the 
conflicting security interest had filed a financing statement covering the 
same types of livestock: 

(1) if the purchase-money security interest is perfected by filing, before 
the date of the filing; or 

(2) if the purchase-money security interest is temporarily perfected 
without filing or possession under Section 9-312(f), before the beginning 
of the 20-day period thereunder. 

(f) [Software purchase-money priority.] Except as otherwise 
provided in subsection (g), a perfected purchase-money security interest in 
software has priority over a conflicting security interest in the same collat- 
eral, and, except as otherwise provided in Section 9-327, a perfected secu- 
rity interest in its identifiable proceeds also has priority, to the extent that 
he purchase-money security interest in the goods in which the software 

as acquired for use has priority in the goods and proceeds of the goods 

nder this section. 

(g) [Conflicting purchase-money security interests.] If more than 
one security interest qualifies for priority in the same collateral under 
subsection (a), (b), (d), or (f): 

(1) a security interest securing an obligation incurred as all or part o 
the price of the collateral has priority over a security interest securing 
an obligation incurred for value given to enable the debtor to acquire 
rights in or the use of collateral; and 
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(2) in all other cases, Section 9-322(a) applies to the qualifying secu- 
rity interests. 


Official Comment 
1. Source. Former Section 9-312(3), (4). 
2. Priority of Purchase-Money Security Interests. This section contains the priority 
ules applicable to purchase-money security interests, as defined in Section 9-103. It affords 
a special, non-temporal priority to those purchase-money security interests that satisfy the 
statutory conditions. In most cases, priority will be over a security interest asserted under 
an after-acquired property clause. See Section 9-204 on the extent to which security 
interests in after-acquired property are validated. 

A purchase-money security interest can be created only in goods and software. See 
Section 9-103. Section 9-324(a), which follows former Section 9-312(4), contains the general 

ule for purchase-money security interests in goods. It is subject to subsections (b) and (c), 

hich derive from former Section 9-312(3) and apply to purchase-money security interests 
in inventory, and subsections (d) and (e), which apply to purchase-money security interests 
in livestock that are farm products. Subsection (f) applies to purchase-money security 
interests in software. Subsection (g) deals with the relatively unusual case in which a 
debtor creates two purchase-money security interests in the same collateral and both secu- 
ity interests qualify for special priority under one of the other subsections. 

Former Section 9-312(2) contained a rule affording special priority to those who provided 
secured credit that enabled a debtor to produce crops. This rule proved unworkable and has 
been eliminated from this Article. Instead, model Section 9-324A contains a revised 
production-money priority rule. That section is a model, not uniform, provision. The spon- 
sors of the UCC have taken no position as to whether it should be enacted, instead leaving 
he matter for state legislatures to consider if they are so inclined. 

3. Purchase-Money Priority in Goods Other Than Inventory and Livestock. 
Subsection (a) states a general rule applicable to all types of goods except inventory and 
arm-products livestock: the purchase-money interest takes priority if it is perfected when 
he debtor receives possession of the collateral or within 20 days thereafter. (As to the 20- 
day “grace period," compare Section 9-317(e). Former Sections 9-312(4) and 9-301(2) 
contained a 10-day grace period.) The perfection requirement means that the purchase- 
money secured party either has filed a financing statement before that time or has a 
emporarily perfected security interest in goods covered by documents under Section 
9-312(e) and (f) which is continued in a perfected status by filing before the expiration o 
he 20-day period specified in that section. A purchase-money security interest qualifies for 
priority under subsection (a), even if the purchase-money secured party knows that a 
conflicting security interest has been created and/or that the holder of the conflicting inter- 
est has filed a financing statement covering the collateral. 

Normally, there will be no question when “the debtor receives possession of the collat- 
eral" for purposes of subsection (a). However, sometimes a debtor buys goods and takes pos- 
session of them in stages, and then assembly and testing are completed (by the seller or 
debtor-buyer) at the debtor's location. Under those circumstances, the buyer “takes posses- 
sion" within the meaning of subsection (a) when, after an inspection of the portion of the 
goods in the debtor's possession, it would be apparent to a potential lender to the debtor 
hat the debtor has acquired an interest in the goods taken as a whole. 

A similar issue concerning the time when “the debtor receives possession" arises when a 
person acquires possession of goods under a transaction that is not governed by this Article 
and then later agrees to buy the goods on secured credit. For example, a person may take 
possession of goods as lessee under a lease contract and then exercise an option to purchase 
he goods from the lessor on secured credit. Under Section 2A-307(1), creditors of the lessee 
generally take subject to the lease contract; filing a financing statement against the lessee 
is unnecessary to protect the lessor's leasehold or residual interest. Once the lease is 
converted to a security interest, filing a financing statement is necessary to protect the 
seller's (former lessor's) security interest. Accordingly, the 20-day period in subsection (a) 
does not commence until the goods become *collateral" (defined in Section 9-102), i.e., until 
hey are subject to a security interest. 

4. Purchase-Money Security Interests in Inventory. Subsections (b) and (c) afford a. 
means by which a purchase-money security interest in inventory can achieve priority over 
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an earlier-filed security interest in the same collateral. To achieve priority, the purchase- 
money security interest must be perfected when the debtor receives possession of the 
inventory. For a discussion of when “the debtor receives possession," see Comment 3, 
above. The 20-day grace period of subsection (a) does not apply. 

The arrangement between an inventory secured party and its debtor typically requires 
he secured party to make periodic advances against incoming inventory or periodic releases 
of old inventory as new inventory is received. A fraudulent debtor may apply to the secured 
party for advances even though it has already given a purchase-money security interest in 
he inventory to another secured party. For this reason, subsections (b)(2) through (4) and 
(c) impose a second condition for the purchase-money security interest's achieving priority: 
he purchase-money secured party must give notification to the holder of a conflicting secu- 
ity interest who filed against the same item or type of inventory before the purchase- 
money secured party filed or its security interest became perfected temporarily under 
Section 9-312(e) or (f). The notification requirement protects the non-purchase-money 
inventory secured party in such a situation: if the inventory secured party has received 
otification, it presumably will not make an advance; if it has not received notification (or i 
he other security interest does not qualify as purchase-money), any advance the inventory 
secured party may make ordinarily will have priority under Section 9-322. Inasmuch as an 
arrangement for periodic advances against incoming goods is unusual outside the inventory 

eld, subsection (a) does not contain a notification requirement. 

5. Notification to Conflicting Inventory Secured Party: Timing. Under subsection 
(b)(3), the perfected purchase-money security interest achieves priority over a conflicting 
security interest only if the holder of the conflicting security interest receives a notification 

ithin five years before the debtor receives possession of the purchase-money collateral. I 
he debtor never receives possession, the five-year period never begins, and the purchase- 
money security interest has priority, even if notification is not given. However, where the 
purchase-money inventory financing began by the purchase-money secured party's posses- 
sion of a negotiable document of title, to retain priority the secured party must give the 
notification required by subsection (b) at or before the usual time, i.e., when the debtor gets 
possession of the inventory, even though the security interest remains perfected for 20 days 

nder Section 9-312(e) or (f). 

Some people have mistakenly read former Section 9-312(3)(b) to require, as a condition o 
purchase-money priority in inventory, that the purchase-money secured party give the 
notification before it files a financing statement. Read correctly, the “before” clauses compare 
(1) the time when the holder of the conflicting security interest filed a financing statement 

ith (ii) the time when the purchase-money security interest becomes perfected by filing or 
automatically perfected temporarily. Only if (i) occurs before (ii) must notification be given 

o the holder of the conflicting security interest. Subsection (c) has been rewritten to clarif 
his point. 

6. Notification to Conflicting Inventory Secured Party: Address. Inasmuch as the 
address provided as that of the secured party on a filed financing statement is an “address 
hat is reasonable under the circumstances," the holder of a purchase-money security inter- 
est may satisfy the requirement to *send" notification to the holder of a conflicting security, 
interest in inventory by sending a notification to that address, even if the address is or 
becomes incorrect. See Section 9-102 (definition of “send”). Similarly, because the address is 
"held out by [the holder of the conflicting security interest] as the place for receipt of such 
communications [i.e., communications relating to security interests],” the holder is deemed 

o have “received” a notification delivered to that address. See Section 1-201(26). 

7. Consignments. Subsections (b) and (c) also determine the priority of a consignor's 
interest in consigned goods as against a security interest in the goods created by the 
consignee. Inasmuch as a consignment subject to this Article is defined to be a purchase- 
money security interest, see Section 9-103(d), no inference concerning the nature of the 

ransaction should be drawn from the fact that a consignor uses the term “security inter- 
est" in its notice under subsection (b)(4). Similarly, a notice stating that the consignor has 
delivered or expects to deliver goods, properly described, “on consignment” meets the 
equirements of subsection (b)(4), even if it does not contain the term "security interest," 
and even if the transaction subsequently is determined to be a security interest. Cf. Section 
9-505 (use of “consignor” and “consignee” in financing statement). 

8. Priority in Proceeds: General. When the purchase-money secured party has prior- 
ity over another secured party, the question arises whether this priority extends to the 


951 


UNIFORM COMMERCIAL CODE 


proceeds of the original collateral. Subsections (a), (d), and (f) give an affirmative answer, 
but only as to proceeds in which the security interest is perfected (see Section 9-315). Al- 
hough this qualification did not appear in former Section 9-312(4), it was implicit in that 
provision. 

In the case of inventory collateral under subsection (b), where financing frequently is 
based on the resulting accounts, chattel paper, or other proceeds, the special priority of the 
purchase-money secured interest carries over into only certain types of proceeds. As under 
ormer Section 9-312(3), the purchase-money priority in inventory under subsection (b) car- 

ies over into identifiable cash proceeds (defined in Section 9-102) received on or before the 
delivery of the inventory to a buyer. 

As a general matter, also like former Section 9-312(3), the purchase-money priority in| 
inventory does not carry over into proceeds consisting of accounts or chattel paper. Many 
parties financing inventory are quite content to protect their first-priority security interest 
in the inventory itself. They realize that when the inventory is sold, someone else will be 

nancing the resulting receivables (accounts or chattel paper), and the priority for inven- 
ory will not run forward to the receivables constituting the proceeds. Indeed, the cash sup- 
plied by the receivables financer often will be used to pay the inventory financing. In some 
situations, the party financing the inventory on a purchase-money basis makes contractual 
arrangements that the proceeds of receivables financing by another be devoted to paying o 
he inventory security interest. 

However, the purchase-money priority in inventory does carry over to proceeds consisting 
of chattel paper and its proceeds (and also to instruments) to the extent provided in Section 
9-330. Under Section 9-330(e), the holder of a purchase-money security interest in inven- 

ory is deemed to give new value for proceeds consisting of chattel paper. Taken together, 

Sections 9-324(b) and 9-330(e) enable a purchase-money inventory secured party to obtain 
priority in chattel paper constituting proceeds of the inventory, even if the secured party 
does not actually give new value for the chattel paper, provided the purchase-money 
secured party satisfies the other conditions for achieving priority. 

When the proceeds of original collateral (goods or software) consist of a deposit account, 
Section 9-327 governs priority to the extent it conflicts with the priority rules of this 
section. 

9. Priority in Accounts Constituting Proceeds of Inventory. The application of the 
priority rules in subsection (b) is shown by the following examples: 

Example 1: Debtor creates a security interest in its existing and after-acquired 
inventory in favor of SP-1, who files a financing statement covering inventory. SP-2 
subsequently takes a purchase-money security interest in certain inventory and, under 
subsection (b), achieves priority in this inventory over SP-1. This inventory is then sold, 
producing accounts. Accounts are not cash proceeds, and so the special purchase-money 
priority in the inventory does not control the priority in the accounts. Rather, the first- 
to-file-or-perfect rule of Section 9-322(a)(1) applies. The time of SP-1’s filing as to the 
inventory is also the time of filing as to the accounts under Section 9-322(b). Assuming 
that each security interest in the accounts proceeds remains perfected under Section 
9-315, SP-1 has priority as to the accounts. 

Example 2: In Example 1, if SP-2 had filed directly against accounts, the date of that 
filing as to accounts would be compared with the date of SP-1’s filing as to the inventory. 
The first filed would prevail under Section 9-322(a)(1). 

Example 3: If SP-3 had filed against accounts in Example 1 before either SP-1 or 
SP-2 filed against inventory, SP-3's filing against accounts would have priority over the 
filings of SP-1 and SP-2. This result obtains even though the filings against inventory are 
effective to continue the perfected status of SP-1’s and SP-2’s security interest in the ac- 
counts beyond the 20-day period of automatic perfection. See Section 9-315. SP-1’s and 
SP-2's position as to the inventory does not give them a claim to accounts (as proceeds o 
the inventory) which is senior to someone who has filed earlier against accounts. If, on 
the other hand, either SP-1’s or SP-2’s filing against the inventory preceded SP-3's filing 
against accounts, SP-1 or SP-2 would outrank SP-3 as to the accounts. 

10. Purchase-Money Security Interests in Livestock. New subsections (d) and (e) 
provide a purchase-money priority rule for farm-products livestock. They are patterned on 

he purchase-money priority rule for inventory found in subsections (b) and (c) and include 
a requirement that the purchase-money secured party notify earlier-filed parties. Two dif- 
erences between subsections (b) and (d) are noteworthy. First, unlike the purchase-money 
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inventory lender, the purchase-money livestock lender enjoys priority in all proceeds of the 
collateral. Thus, under subsection (d), the purchase-money secured party takes priority in 
accounts over an earlier-filed accounts financer. Second, subsection (d) affords priority in 
certain products of the collateral as well as proceeds. 

11. Purchase-Money Security Interests in Aquatic Farm Products. Aquatic goods 
produced in aquacultural operations (e.g., catfish raised on a catfish farm) are farm 
products. See Section 9-102 (definition of *farm products"). The definition does not indicate 

hether aquatic goods are “crops,” as to which the model production money security inter- 
est priority in Section 9-324A applies, or “livestock,” as to which the purchase-money prior- 
ity in subsection (d) of this section applies. This Article leaves courts free to determine the 
classification of particular aquatic goods on a case-by-case basis, applying whichever prior- 
ity rule makes more sense in the overall context of the debtor's business. 

12. Purchase-Money Security Interests in Software. Subsection (f) governs the 
priority of purchase-money security interests in software. Under Section 9-103(c), a 
purchase-money security interest arises in software only if the debtor acquires its interest 
n the software for the principal purpose of using the software in goods subject to a 
purchase-money security interest. Under subsection (f), a purchase-money security interest 
n software has the same priority as the purchase-money security interest in the goods in 

hich the software was acquired for use. This priority is determined under subsections (b) 
and (c) (for inventory) or (a) (for other goods). 

13. Multiple Purchase-Money Security Interests. New subsection (g) governs prior- 
ity among multiple purchase-money security interests in the same collateral. It grants 
priority to purchase-money security interests securing the price of collateral (i.e., created in 

avor of the seller) over purchase-money security interests that secure enabling loans. 
Section 7.2(c) of the Restatement (3d) of the Law of Property (Mortgages) (1997) adopts this 
ule with respect to real property mortgages. As Comment d to that section explains: 

the equities favor the vendor. Not only does the vendor part with specific real estate rather than 

money, but the vendor would never relinquish it at all except on the understanding that the 

vendor will be able to use it to satisfy the obligation to pay the price. This is the case even though 
the vendor may know that the mortgagor is going to finance the transaction in part by borrowing 
from a third party and giving a mortgage to secure that obligation. In the final analysis, the law is 
more sympathetic to the vendor's hazard of losing real estate previously owned than to the third 
party lender's risk of being unable to collect from an interest in real estate that never previously 
belonged to it. 

he first-to-file-or-perfect rule of Section 9-322 applies to multiple purchase-money security 

interests securing enabling loans. 


$ 9-325. Priority of Security Interests in Transferred Collateral. 
(a) [Subordination of security interest in transferred collateral.] 
Except as otherwise provided in subsection (b), a security interest created 
by a debtor is subordinate to a security interest in the same collateral cre- 
ated by another person if: 
(1) the debtor acquired the collateral subject to the security interest 
created by the other person; 
(2) the security interest created by the other person was perfected 
when the debtor acquired the collateral; and 
(3) there is no period thereafter when the security interest is 
unperfected. 
(b) [Limitation of subsection (a) subordination.] Subsection (a) 
subordinates a security interest only if the security interest: 
(1) otherwise would have priority solely under Section 9-322(a) or 
9-324; or 
(2) arose solely under Section 2-711(3) or 2A-508(5). 


Official Comment 
1. Source. New. 
2. *Double Debtor Problem." This section addresses the *double debtor" problem, 
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hich arises when a debtor acquires property that is subject to a security interest created 
by another debtor. 
3. Taking Subject to Perfected Security Interest. Consider the following scenario: 

Example 1: A owns an item of equipment subject to a perfected security interest in 
favor of SP-A. A sells the equipment to B, not in the ordinary course of business. B 
acquires its interest subject to SP-A's security interest. See Sections 9-201, 9-315(a)(1). 
Under this section, if B creates a security interest in the equipment in favor of SP-B, SP- 
B’s security interest is subordinate to SP-A's security interest, even if SP-B filed against 
B before SP-A filed against A, and even if SP-B took a purchase-money security interest. 
Normally, SP-B could have investigated the source of the equipment and discovered SP- 
A's filing before making an advance against the equipment, whereas SP-A had no reason 
to search the filings against someone other than its debtor, A. 

4. Taking Subject to Unperfected Security Interest. This section applies only if the 
security interest in the transferred collateral was perfected when the transferee acquired 
he collateral. See subsection (a)(2). If this condition is not met, then the normal priority 
ules apply. 

Example 2: A owns an item of equipment subject to an unperfected security interest 
in favor of SP-A. A sells the equipment to B, who gives value and takes delivery of the 
equipment without knowledge of the security interest. B takes free of the security 
interest. See Section 9-317(b). If B then creates a security interest in favor of SP-B, no 
priority issue arises; SP-B has the only security interest in the equipment. 

Example 3: The facts are as in Example 2, except that B knows of SP-A's security 
interest and therefore takes the equipment subject to it. If B creates a security interest 
in the equipment in favor of SP-B, this section does not determine the relative priority o 
the security interests. Rather, the normal priority rules govern. If SP-B perfects its secu- 
rity interest, then, under Section 9-322(a)(2), SP-A's unperfected security interest will be 
junior to SP-B’s perfected security interest. The award of priority to SP-B is premised on 
the belief that SP-A's failure to file could have misled SP-B. 

5. Taking Subject to Perfected Security Interest that Becomes Unperfected. This 
section applies only if the security interest in the transferred collateral did not become 
nperfected at any time after the transferee acquired the collateral. See subsection (a)(3). I 

his condition is not met, then the normal priority rules apply. 

Example 4: As in Example 1, A owns an item of equipment subject to a perfected se- 
curity interest in favor of SP-A. A sells the equipment to B, not in the ordinary course o 
business. B acquires its interest subject to SP-A's security interest. See Sections 9-201, 
9-315(a)(1). B creates a security interest in favor of SP-B, and SP-B perfects its security 
interest. This section provides that SP-A's security interest is senior to SP-B's. However, 
if SP-A's financing statement lapses while SP-B’s security interest is perfected, then the 
normal priority rules would apply, and SP-B's security interest would become senior to 
SP-A's security interest. See Sections 9-322(a)(2), 9-515(c). 

6. Unusual Situations. The appropriateness of the rule of subsection (a) is most appar- 
ent when it works to subordinate security interests having priority under the basic priority, 
ules of Section 9-322(a) or the purchase-money priority rules of Section 9-324. The rule 
also works properly when applied to the security interest of a buyer under Section 2-711(3) 
or a lessee under Section 2A-508(5). However, subsection (a) may provide an inappropriate 
esolution of the “double debtor” problem in some of the wide variety of other contexts in 

hich the problem may arise. Although subsection (b) limits the application of subsection| 
(a) to those cases in which subordination is known to be appropriate, courts should apply 
he rule in other settings, if necessary to promote the underlying purposes and policies o 
he Uniform Commercial Code. See Section 1-103(a). 


As amended in 2005. 


See Appendix V for material relating to changes made in Official Comment 
in 2005. 


§ 9-326. Priority of Security Interests Created by New Debtor. 

(a) [Subordination of security interest created by new debtor.] 
Subject to subsection (b), a security interest created by a new debtor which 
is perfected by a filed financing statement that is effective solely under 
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subordinate to a security interest in the same collateral which is perfected 
other than by a filed financing statement that is effective solely under 
Section 9-508. 

(b) [Priority under other provisions; multiple original debtors.] 

he other provisions of this part determine the priority among conflicting 
security interests in the same collateral perfected by filed financing state- 

ents that are effective solely under Section 9-508. However, if the secu- 
rity agreements to which a new debtor became bound as debtor were not 
entered into by the same original debtor, the conflicting security interests 
rank according to priority in time of the new debtor's having become bound. 


Official Comment 

1. Source. New. 

2. Subordination of Security Interests Created by New Debtor. This section ad- 
dresses the priority contests that may arise when a new debtor becomes bound by the secu- 

ity agreement of an original debtor and each debtor has a secured creditor. 

Subsection (a) subordinates the original debtor's secured party's security interest 
perfected against the new debtor solely under Section 9-508. The security interest is 
subordinated to security interests in the same collateral perfected by another method, e.g., 
by filing against the new debtor. As used in this section, “a filed financing statement that is 
effective solely under Section 9-508" refers to a financing statement filed against the origi- 

al debtor that continues to be effective under Section 9-508. It does not encompass a new 
initial financing statement providing the name of the new debtor, even if the initial financ- 
ing statement is filed to maintain the effectiveness of a financing statement under the cir- 
cumstances described in Section 9-508(b). Nor does it encompass a financing statement 
led against the original debtor which remains effective against collateral transferred by 
he original debtor to the new debtor. See Section 9-508(c). Concerning priority contests 
involving transferred collateral, see Sections 9-325 and 9-507. 

Example 1: SP-X holds a perfected-by-filing security interest in X Corp's existing 
and after-acquired inventory, and SP-Z holds a perfected-by-possession security interest 
in an item of Z Corp’s inventory. Z Corp becomes bound as debtor by X Corp’s security 
agreement (e.g., Z Corp buys X Corp's assets and assumes its security agreement). See 
Section 9-203(d). Under Section 9-508, SP-X's financing statement is effective to perfect a 
security interest in the item of inventory in which Z Corp has rights. However, subsec- 
tion (a) provides that SP-X's security interest is subordinate to SP-Z's, regardless o 
whether SP-X's financing statement was filed before SP-Z perfected its security interest. 

Example 2: SP-X holds a perfected-by-filing security interest in X Corp's existing and 

after-acquired inventory, and SP-Z holds a perfected-by-filing security interest in Z 
Corp's existing and after-acquired inventory. Z Corp becomes bound as debtor by X 
Corp's security agreement. Subsequently, Z Corp acquires a new item of inventory. 
Under Section 9-508, SP-X's financing statement is effective to perfect a security interest 
in the new item of inventory in which Z Corp has rights. However, because SP-Z's secu- 
rity interest was perfected by another method, subsection (a) provides that SP-X's secu- 
rity interest is subordinate to SP-Z's, regardless of which financing statement was filed 
first. This would be the case even if SP-Z filed after Z Corp became bound by X Corp’s se- 
curity agreement. 

3. Other Priority Rules. Subsection (b) addresses the priority among security interests 
created by the original debtor (X Corp). By invoking the other priority rules of this subpart, 
as applicable, subsection (b) preserves the relative priority of security interests created by 

he original debtor. 

Example 3: Under the facts of Example 2, SP-Y also holds a perfected-by-filing secu- 
rity interest in X Corp's existing and after-acquired inventory. SP-Y filed after SP-X. 
Inasmuch as both SP-X's and SP-Y's security interests in inventory acquired by Z Corp 
after it became bound are perfected solely under Section 9-508, the normal priority rules 
determine their relative priorities. Under the “first-to-file-or-perfect” rule of Section 
9-322(a)(1), SP-X has priority over SP-Y. 

Example 4: Under the facts of Example 3, after Z Corp became bound by X Corp’s se- 
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curity agreement, SP-Y promptly filed a new initial financing statement against Z Corp. 
At that time, SP-X’s security interest was perfected only by virtue of its original filing 
against X Corp which was “effective solely under Section 9-508.” Because SP-Y’s security 
interest no longer is perfected by a financing statement that is “effective solely under 
Section 9-508,” this section does not apply to the priority contest. Rather, the normal 
priority rules apply. Under Section 9-322, because SP-Y’s financing statement was filed 
against Z Corp, the new debtor, before SP-X's, SP-Y’s security interest is senior to that o 
SP-X. Similarly, the normal priority rules would govern priority between SP-Y and SP-Z. 
The second sentence of subsection (b) effectively limits the applicability of the first 
sentence to situations in which a new debtor has become bound by more than one security 
agreement entered into by the same original debtor. When the new debtor has become 
bound by security agreements entered into by different original debtors, the second sentence 
provides that priority is based on priority in time of the new debtor's becoming bound. 

Example 5: Under the facts of Example 2, SP-W holds a perfected-by-filing security 
interest in W Corp’s existing and after-acquired inventory. After Z Corp became bound 
by X Corp’s security agreement in favor of SP-X, Z Corp became bound by W Corp’s secu- 
rity agreement. Under subsection (b), SP-W's security interest in inventory acquired by 
Z Corp is subordinate to that of SP-X, because Z Corp became bound under SP-X's secu- 
rity agreement before it became bound under SP-W's security agreement. This is the 
result regardless of which financing statement (SP-X's or SP-W's) was filed first. 

he second sentence of subsection (b) reflects the generally accepted view that priority 
based on the first-to-file rule is inappropriate for resolving priority disputes when the fil- 
ings were made against different debtors. Like subsection (a) and the first sentence o 
subsection (b), however, the second sentence of subsection (b) relates only to priority 
conflicts among security interests perfected by filed financing statements that are “effective 
solely under Section 9-508." 

Example 6: Under the facts of Example 5, after Z Corp became bound by W Corp's 
security agreement, SP-W promptly filed a new initial financing statement against Z 
Corp. At that time, SP-X's security interest was perfected only pursuant to its original 
filing against X Corp which was "effective solely under Section 9-508." Because SP-W's 
security interest is not perfected by a financing statement that is “effective solely under 
Section 9-508," this section does not apply to the priority contest. Rather, the normal 
priority rules apply. Under Section 9-322, because SP-W's financing statement was the 
first to be filed against Z Corp, the new debtor, SP-W's security interest is senior to that 
of SP-X. Similarly, the normal priority rules would govern priority between SP-W and 
SP-Z. 


9-327. Priority of Security Interests in Deposit Account. 
The following rules govern priority among conflicting security interests 
in the same deposit account: 

(1) A security interest held by a secured party having control of the 
deposit account under Section 9-104 has priority over a conflicting secu- 
rity interest held by a secured party that does not have control. 

(2) Except as otherwise provided in paragraphs (3) and (4), security 
interests perfected by control under Section 9-314 rank according to 
priority in time of obtaining control. 

(3) Except as otherwise provided in paragraph (4), a security interest 
held by the bank with which the deposit account is maintained has 
priority over a conflicting security interest held by another secured 
party. 

(4) A security interest perfected by control under Section 9-104(a)(3) 
has priority over a security interest held by the bank with which the de- 
posit account is maintained. 


Official Comment 
1. Source. New; derived from former Section 9-115(5). 
2. Scope of This Section. This section contains the rules governing the priority o 
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conflicting security interests in deposit accounts. It overrides conflicting priority rules. See 
Sections 9-322(f)(1), 9-324(a), (b), (d), (f£). This section does not apply to accounts evidenced 
by an instrument (e.g., certain certificates of deposit), which by definition are not *deposit 
accounts." 

3. Control. Under paragraph (1), security interests perfected by control (Sections 9-314, 
9-104) take priority over those perfected otherwise, e.g., as identifiable cash proceeds under 
Section 9-315. Secured parties for whom the deposit account is an integral part of the credit 
decision will, at a minimum, insist upon the right to immediate access to the deposit ac- 
count upon the debtor's default (i.e., control). Those secured parties for whom the deposit 
account is less essential will not take control, thereby running the risk that the debtor will 
dispose of funds on deposit (either outright or for collateral purposes) after default but 
before the account can be frozen by court order or the secured party can obtain control. 

Paragraph (2) governs the case (expected to be very rare) in which a bank enters into a. 
Section 9-104(a)(2) control agreement with more than one secured party. It provides that 
he security interests rank according to time of obtaining control. If the bank is solvent and 
he control agreements are well drafted, the bank will be liable to each secured party, and 
he priority rule will have no practical effect. 

4. Priority of Bank. Under paragraph (3), the security interest of the bank with which 
he deposit account is maintained normally takes priority over all other conflicting security 
interests in the deposit account, regardless of whether the deposit account constitutes the 
competing secured party's original collateral or its proceeds. A rule of this kind enables 
banks to extend credit to their depositors without the need to examine either the public 

ecord or their own records to determine whether another party might have a security 
interest in the deposit account. 

A secured party who takes a security interest in the deposit account as original collateral 
can protect itself against the results of this rule in one of two ways. It can take control o 
he deposit account by becoming the bank's customer. Under paragraph (4), this arrange- 
ment operates to subordinate the bank's security interest. Alternatively, the secured party 
can obtain a subordination agreement from the bank. See Section 9-339. 

A secured party who claims the deposit account as proceeds of other collateral can reduce 
he risk of becoming junior by obtaining the debtor's agreement to deposit proceeds into a 
specific cash-collateral account and obtaining the agreement of that bank to subordinate all 
its claims to those of the secured party. But if the debtor violates its agreement and 
deposits funds into a deposit account other than the cash-collateral account, the secured 
party risks being subordinated. 

5. Priority in Proceeds of, and Funds Transferred from, Deposit Account. The 
priority afforded by this section does not extend to proceeds of a deposit account. Rather, 
Section 9-322(c) through (e) and the provisions referred to in Section 9-322(f) govern priori- 
ies in proceeds of a deposit account. Section 9-315(d) addresses continuation of perfection 
in proceeds of deposit accounts. As to funds transferred from a deposit account that serves 
as collateral, see Section 9-332. 


$ 9-328. Priority of Security Interests in Investment Property. 
The following rules govern priority among conflicting security interests 
in the same investment property: 

(1) A security interest held by a secured party having control of invest- 
ment property under Section 9-106 has priority over a security interest 
held by a secured party that does not have control of the investment 
property. 

(2) Except as otherwise provided in paragraphs (3) and (4), conflicting 
security interests held by secured parties each of which has control 
under Section 9-106 rank according to priority in time of: 

(A) if the collateral is a security, obtaining control; 
(B) if the collateral is a security entitlement carried in a securities 
account and: 
(1) if the secured party obtained control under Section 8-106(d)(1), 
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the secured party’s becoming the person for which the securities ac- 
count is maintained; 

(ii) if the secured party obtained control under Section 8-106(d)(2), 
the securities intermediary’s agreement to comply with the secured 
party’s entitlement orders with respect to security entitlements car- 
ried or to be carried in the securities account; or 

(iii) if the secured party obtained control through another person 
under Section 8-106(d)(3), the time on which priority would be based 
under this paragraph if the other person were the secured party; or 
(C) if the collateral is a commodity contract carried with a commod- 

ity intermediary, the satisfaction of the requirement for control speci- 

fied in Section 9-106(b)(2) with respect to commodity contracts carried 
or to be carried with the commodity intermediary. 

(3) A security interest held by a securities intermediary in a security 
entitlement or a securities account maintained with the securities 
intermediary has priority over a conflicting security interest held by an- 
other secured party. 

(4) A security interest held by a commodity intermediary in a com- 
modity contract or a commodity account maintained with the commodity 
intermediary has priority over a conflicting security interest held by an- 
other secured party. 

(5) A security interest in a certificated security in registered form 
which is perfected by taking delivery under Section 9-313(a) and not by 
control under Section 9-314 has priority over a conflicting security inter- 


est perfected by a method other than control. 

(6) Conflicting security interests created by a broker, securities 
intermediary, or commodity intermediary which are perfected without 
control under Section 9-106 rank equally. 

(7) In all other cases, priority among conflicting security interests in 
investment property is governed by Sections 9-322 and 9-323. 


Official Comment 

1. Source. Former Section 9-115(5). 

2. Scope of This Section. This section contains the rules governing the priority o 
conflicting security interests in investment property. Paragraph (1) states the most 
important general rule—that a secured party who obtains control has priority over a 
secured party who does not obtain control. Paragraphs (2) through (4) deal with conflicting 
security interests each of which is perfected by control. Paragraph (5) addresses the prior- 
ity of a security interest in a certificated security which is perfected by delivery but not 
control. Paragraph (6) deals with the relatively unusual circumstance in which a broker, 
securities intermediary, or commodity intermediary has created conflicting security 
interests none of which is perfected by control. Paragraph (7) provides that the general 
priority rules of Sections 9-322 and 9-323 apply to cases not covered by the specific rules in 
his section. The principal application of this residual rule is that the usual first in time o 

ling rule applies to conflicting security interests that are perfected only by filing. Because 
he control priority rule of paragraph (1) provides for the ordinary cases in which persons 
purchase securities on margin credit from their brokers, there is no need for special rules 
or purchase-money security interests. See also Section 9-103 (limiting purchase-money col- 
ateral to goods and software). 

3. General Rule: Priority of Security Interest Perfected by Control. Under 
paragraph (1), a secured party who obtains control has priority over a secured party who 
does not obtain control. The control priority rule does not turn on either temporal sequence 
or awareness of conflicting security interests. Rather, it is a structural rule, based on the 
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principle that a lender should be able to rely on the collateral without question if the lender 
has taken the necessary steps to assure itself that it is in a position where it can foreclose 
on the collateral without further action by the debtor. The control priority rule is necessary 
because the perfection rules provide considerable flexibility in structuring secured financing 
arrangements. For example, at the “retail” level, a secured lender to an investor who wants 
he full measure of protection can obtain control, but the creditor may be willing to accept 
he greater measure of risk that follows from perfection by filing. Similarly, at the 
“wholesale” level, a lender to securities firms can leave the collateral with the debtor and 
obtain a perfected security interest under the automatic perfection rule of Section 9-309(10), 
but a lender who wants to be entirely sure of its position will want to obtain control. The 
control priority rule of paragraph (1) is an essential part of this system of flexibility. It is 
easible to provide more than one method of perfecting security interests only if the rules 
ensure that those who take the necessary steps to obtain the full measure of protection do 
not run the risk of subordination to those who have not taken such steps. A secured party 
ho is unwilling to run the risk that the debtor has granted or will grant a conflicting 
control security interest should not make a loan without obtaining control of the collateral. 
As applied to the retail level, the control priority rule means that a secured party who 
obtains control has priority over a conflicting security interest perfected by filing without 
egard to inquiry into whether the control secured party was aware of the filed security 
interest. Prior to the 1994 revisions to Articles 8 and 9, Article 9 did not permit perfection 
of security interests in securities by filing. Accordingly, parties who deal in securities never 
developed a practice of searching the UCC files before conducting securities transactions. 
Although filing is now a permissible method of perfection, in order to avoid disruption o 
existing practices in this business it is necessary to give perfection by filing a different and 
more limited effect for securities than for some other forms of collateral. The priority rules 
are not based on the assumption that parties who perfect by the usual method of obtaining 
control will search the files. Quite the contrary, the control priority rule is intended to 
ensure that, with respect to investment property, secured parties who do obtain control are 
entirely unaffected by filings. To state the point another way, perfection by filing is intended 
o affect only general creditors or other secured creditors who rely on filing. The rule that a 
security interest perfected by filing can be primed by a control security interest, without 
egard to awareness, is a consequence of the system of perfection and priority rules for 
investment property. These rules are designed to take account of the circumstances of the 
securities markets, where filing is not given the same effect as for some other forms o 
property. No implication is made about the effect of filing with respect to security interests 
in other forms of property, nor about other Article 9 rules, e.g., Section 9-330, which govern 
he circumstances in which security interests in other forms of property perfected by filing 
can be primed by subsequent perfected security interests. 
The following examples illustrate the application of the priority rule in paragraph (1): 
Example 1: Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock for which Debtor has a certificate. Alpha perfects by 
filing. Later, Debtor borrows from Beta and grants Beta a security interest in the 1000 
shares of XYZ Co. stock. Debtor delivers the certificate, properly indorsed, to Beta. Alpha 
and Beta both have perfected security interests in the XYZ Co. stock. Beta has control, 
see Section 8-106(b)(1), and hence has priority over Alpha. 

Example 2: Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, held through a securities account with Able & Co. 
Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a security 
interest in the 1000 shares of XYZ Co. stock. Debtor instructs Able to have the 1000 
shares transferred through the clearing corporation to Custodian Bank, to be credited to 
Beta's account with Custodian Bank. Alpha and Beta both have perfected security 
interests in the XYZ Co. stock. Beta has control, see Section 8-106(d)(1), and hence has 
priority over Alpha. 

Example 3: Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, which is held through a securities account with Able 
& Co. Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a secu- 
rity interest in the 1000 shares of XYZ Co. stock. Debtor, Able, and Beta enter into an 
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agreement under which Debtor will continue to receive dividends and distributions, and 
will continue to have the right to direct dispositions, but Beta will also have the right to 
direct dispositions and receive the proceeds. Alpha and Beta both have perfected security 
interests in the XYZ Co. stock (more precisely, in the Debtor’s security entitlement to the 
financial asset consisting of the XYZ Co. stock). Beta has control, see Section 8-106(d)(2), 
and hence has priority over Alpha. 

Example 4: Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, held through a securities account with Able & Co. 
Alpha perfects by filing. Debtor’s agreement with Able & Co. provides that Able has a se- 
curity interest in all securities carried in the account as security for any obligations o 
Debtor to Able. Debtor incurs obligations to Able and later defaults on the obligations to 
Alpha and Able. Able has control by virtue of the rule of Section 8-106(e) that if a 
customer grants a security interest to its own intermediary, the intermediary has control. 
Since Alpha does not have control, Able has priority over Alpha under the general control 
priority rule of paragraph (1). 

4. Conflicting Security Interests Perfected by Control: Priority of Securities 
Intermediary or Commodity Intermediary. Paragraphs (2) through (4) govern the 
priority of conflicting security interests each of which is perfected by control. The following 
example explains the application of the rules in paragraphs (3) and (4): 

Example 5: Debtor holds securities through a securities account with Able & Co. 
Debtor’s agreement with Able & Co. provides that Able has a security interest in all se- 
curities carried in the account as security for any obligations of Debtor to Able. Debtor 
borrows from Beta and grants Beta a security interest in 1000 shares of XYZ Co. stock 
carried in the account. Debtor, Able, and Beta enter into an agreement under which 
Debtor will continue to receive dividends and distributions and will continue to have the 
right to direct dispositions, but Beta will also have the right to direct dispositions and 
receive the proceeds. Debtor incurs obligations to Able and later defaults on the obliga- 
tions to Beta and Able. Both Beta and Able have control, so the general control priority 
rule of paragraph (1) does not apply. Compare Example 4. Paragraph (3) provides that a 
security interest held by a securities intermediary in positions of its own customer has 
priority over a conflicting security interest of an external lender, so Able has priority 
over Beta. (Paragraph (4) contains a parallel rule for commodity intermediaries.) The 
agreement among Able, Beta, and Debtor could, of course, determine the relative priority 
of the security interests of Able and Beta, see Section 9-339, but the fact that the 
intermediary has agreed to act on the instructions of a secured party such as Beta does 
not itself imply any agreement by the intermediary to subordinate. 

5. Conflicting Security Interests Perfected by Control: Temporal Priority. For- 
mer Section 9-115 introduced into Article 9 the concept of conflicting security interests that 

ank equally. Paragraph (2) of this section governs priority in those circumstances in which 
more than one secured party (other than a broker, securities intermediary, or commodity 
intermediary) has control. It replaces the equal-priority rule for conflicting security interests 
in investment property with a temporal rule. For securities, both certificated and 
uncertificated, under paragraph (2)(A) priority is based on the time that control is obtained. 
For security entitlements carried in securities accounts, the treatment is more complex. 
Paragraph (2)(B) bases priority on the timing of the steps taken to achieve control. The fol- 
owing example illustrates the application of paragraph (2). 

Example 6: Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor 
owns a security entitlement that includes 1000 shares of XYZ Co. stock that Debtor 
holds through a securities account with Able & Co. Debtor, Able, and Alpha enter into 
an agreement under which Debtor will continue to receive dividends and distributions, 
and will continue to have the right to direct dispositions, but Alpha will also have the 
right to direct dispositions and receive the proceeds. Later, Debtor borrows from Beta 
and grants Beta a security interest in all its investment property, existing and after- 
acquired. Debtor, Able, and Beta enter into an agreement under which Debtor will 
continue to receive dividends and distributions, and will continue to have the right to 
direct dispositions, but Beta will also have the right to direct dispositions and receive the 
proceeds. Alpha and Beta both have perfected-by-control security interests in the secu- 
rity entitlement to the XYZ Co. stock by virtue of their agreements with Able. See 
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Sections 9-314(a), 9-106(a), 8-106(d)(2). Under paragraph (2)(B)(ii), the priority of each 

security interest dates from the time of the secured party's agreement with Able. Because 

Alpha's agreement was first in time, Alpha has priority. This priority applies equally to 

security entitlements to financial assets credited to the account after the agreement was 

entered into. 

The priority rule is analogous to “first-to-file” priority under Section 9-322 with respect to 
after-acquired collateral. Paragraphs (2)(B)(i) and (2)(B)(iii) provide similar rules for secu- 

ity entitlements as to which control is obtained by other methods, and paragraph (2)(C) 
provides a similar rule for commodity contracts carried in a commodity account. Section 
8-510 also has been revised to provide a temporal priority conforming to paragraph (2)(B). 

6. Certificated Securities. A long-standing practice has developed whereby secured 
parties whose collateral consists of a security evidenced by a security certificate take pos- 
session of the security certificate. If the security certificate is in bearer form, the secured 
party's acquisition of possession constitutes “delivery” under Section 8-301(a)(1), and the 
delivery constitutes “control” under Section 8-106(a). Comment 5 discusses the priority o 
security interests perfected by control of investment property. 

If the security certificate is in registered form, the secured party will not achieve control 
over the security unless the security certificate contains an appropriate indorsement or is 
(re)registered in the secured party's name. See Section 8-106(b). However, the secured 
party's acquisition of possession constitutes “delivery” of the security certificate under 
Section 8-301 and serves to perfect the security interest under Section 9-313(a), even if the 
security certificate has not been appropriately indorsed and has not been (re)registered in 
he secured party's name. A security interest perfected by this method has priority over a 
security interest perfected other than by control (e.g., by filing). See paragraph (5). 

The priority rule stated in paragraph (5) may seem anomalous, in that it can afford less 
avorable treatment to purchasers who buy collateral outright that to those who take a se- 
curity interest in it. For example, a buyer of a security certificate would cut off a security 
interest perfected by filing only if the buyer achieves the status of a protected purchaser 
under Section 8-303. The buyer would not be a protected purchaser, for example, if it does 
not obtain “control” under Section 8-106 (e.g., if it fails to obtain a proper indorsement o 

he certificate) or if it had notice of an adverse claim under Section 8-105. The apparent 
anomaly disappears, however, when one understands the priority rule not as one intended 
o protect careless or guilty parties, but as one that eliminates the need to conduct a search. 
of the public records only insofar as necessary to serve the needs of the securities markets. 

7. Secured Financing of Securities Firms. Priority questions concerning security 
interests granted by brokers and securities intermediaries are governed by the general 
control-beats-non-control priority rule of paragraph (1), as supplemented by the special 

ules set out in paragraphs (2) (temporal priority—first to control), (3) (special priority for 
securities intermediary), and (6) (equal priority for non-control). The following examples il- 
ustrate the priority rules as applied to this setting. (In all cases it is assumed that the 
debtor retains sufficient other securities to satisfy all customers' claims. This section deals 

ith the relative rights of secured lenders to a securities firm. Disputes between a secured 
ender and the firm's own customers are governed by Section 8-511.) 

Example 7: Able & Co., a securities dealer, enters into financing arrangements with 
two lenders, Alpha Bank and Beta Bank. In each case the agreements provide that the 
lender will have a security interest in the securities identified on lists provided to the 
lender on a daily basis, that the debtor will deliver the securities to the lender on 
demand, and that the debtor will not list as collateral any securities which the debtor 
has pledged to any other lender. Upon Able's insolvency it is discovered that Able has 
listed the same securities on the collateral lists provided to both Alpha and Beta. Alpha 
and Beta both have perfected security interests under the automatic-perfection rule o 
Section 9-309(10). Neither Alpha nor Beta has control. Paragraph (6) provides that the 
security interests of Alpha and Beta rank equally, because each of them has a non- 
control security interest granted by a securities firm. They share pro-rata. 

Example 8: Able enters into financing arrangements, with Alpha Bank and Beta 
Bank as in Example 7. At some point, however, Beta decides that it is unwilling to 
continue to provide financing on a non-control basis. Able directs the clearing corporation 
where it holds its principal inventory of securities to move specified securities into Beta's 
account. Upon Able's insolvency it is discovered that a list of collateral provided to Alpha 
includes securities that had been moved to Beta's account. Both Alpha and Beta have 
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perfected security interests; Alpha under the automatic-perfection rule of Section 

9-309(10), and Beta under that rule and also the perfection-by-control rule in Section 

9-314(a). Beta has control but Alpha does not. Beta has priority over Alpha under 

paragraph (1). 

Example 9: Able & Co. carries its principal inventory of securities through Clearing 
Corporation, which offers a “shared control” facility whereby a participant securities firm 
can enter into an arrangement with a lender under which the securities firm will retain. 
the power to trade and otherwise direct dispositions of securities carried in its account, 
but Clearing Corporation agrees that, at any time the lender so directs, Clearing Corpora- 
tion will transfer any securities from the firm’s account to the lender’s account or 
otherwise dispose of them as directed by the lender. Able enters into financing arrange- 
ments with two lenders, Alpha and Beta, each of which obtains such a control agreement 
from Clearing Corporation. The agreement with each lender provides that Able will des- 
ignate specific securities as collateral on lists provided to the lender on a daily or other 
periodic basis, and that it will not pledge the same securities to different lenders. Upon. 
Able's insolvency, it is discovered that Able has listed the same securities on the collat- 
eral lists provided to both Alpha and Beta. Both Alpha and Beta have control over the 
disputed securities. Paragraph (2) awards priority to whichever secured party first 
entered into the agreement with Clearing Corporation. 

8. Relation to Other Law. Section 1-103 provides that *unless displaced by particular 
provisions of this Act, the principles of law and equity . . . shall supplement its provisions." 

here may be circumstances in which a secured party's action in acquiring a security inter- 
est that has priority under this section constitutes conduct that is wrongful under other 
aw. Though the possibility of such resort to other law may provide an appropriate “escape 

alve" for cases of egregious conduct, care must be taken to ensure that this does not 
impair the certainty and predictability of the priority rules. Whether a court may ap- 
propriately look to other law to impose liability upon or estop a secured party from assert- 
ing its Article 9 priority depends on an assessment of the secured party's conduct under the 
standards established by such other law as well as a determination of whether the particu- 
ar application of such other law is displaced by the UCC. 

Some circumstances in which other law is clearly displaced by the UCC rules are readily 
identifiable. Common law “first in time, first in right" principles, or correlative tort liability 

ules such as common law conversion principles under which a purchaser may incur li- 
ability to a person with a prior property interest without regard to awareness of that claim, 
are necessarily displaced by the priority rules set out in this section since these rules 
determine the relative ranking of security interests in investment property. So too, Article 
8 provides protections against adverse claims to certain purchasers of interests in invest- 
ment property. In circumstances where a secured party not only has priority under Section 
9-328, but also qualifies for protection against adverse claims under Section 8-303, 8-502, 
or 8-510, resort to other law would be precluded. 

In determining whether it is appropriate in a particular case to look to other law, account 
must also be taken of the policies that underlie the commercial law rules on securities 
markets and security interests in securities. À principal objective of the 1994 revision o 
Article 8 and the provisions of Article 9 governing investment property was to ensure that 
secured financing transactions can be implemented on a simple, timely, and certain basis. 
One of the circumstances that led to the revision was the concern that uncertainty in the 
application of the rules on secured transactions involving securities and other financial as- 
sets could contribute to systemic risk by impairing the ability of financial institutions to 
provide liquidity to the markets in times of stress. The control priority rule is designed to 
provide a clear and certain rule to ensure that lenders who have taken the necessary steps 
o establish control do not face a risk of subordination to other lenders who have not done 
so. 

The control priority rule does not turn on an inquiry into the state of a secured party’s 
awareness of potential conflicting claims because a rule under which a person’s rights 
depended on that sort of after-the-fact inquiry could introduce an unacceptable measure o 

ncertainty. If an inquiry into awareness could provide a complete and satisfactory resolu- 

ion of the problem in all cases, the priority rules of this section would have incorporated 
hat test. The fact that they do not necessarily means that resort to other law based solely 
on that factor is precluded, though the question whether a control secured party induced or 
encouraged its financing arrangement with actual knowledge that the debtor would be 
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iolating the rights of another secured party may, in some circumstances, appropriately be 
reated as a factor in determining whether the control party's action is the kind of egregious 
conduct for which resort to other law is appropriate. 


§ 9-329. Priority of Security Interests in Letter-of-Credit Right. 
The following rules govern priority among conflicting security interests 
in the same letter-of-credit right: 

(1) A security interest held by a secured party having control of the 
letter-of-credit right under Section 9-107 has priority to the extent of its 
control over a conflicting security interest held by a secured party that 
does not have control. 


(2) Security interests perfected by control under Section 9-314 rank 
according to priority in time of obtaining control. 


Official Comment 
1. Source. New; loosely modeled after former Section 9-115(5). 
2. General Rule. Paragraph (1) awards priority to a secured party who perfects a secu- 
ity interest directly in letter-of-credit rights (i.e., one that takes an assignment of proceeds 

and obtains consent of the issuer or any nominated person under Section 5-114(c)) over an- 
other conflicting security interest (i.e., one that is perfected automatically in the letter-of- 
credit rights as supporting obligations under Section 9-308(d)). This is consistent with 
international letter-of-credit practice and provides finality to payments made to recognized 
assignees of letter-of-credit proceeds. If an issuer or nominated person recognizes multiple 
security interests in a letter-of-credit right, resulting in multiple parties having control 
(Section 9-107), under paragraph (2) the security interests rank according to the time o 
obtaining control. 

3. Drawing Rights; Transferee Beneficiaries. Drawing under a letter of credit is 
personal to the beneficiary and requires the beneficiary to perform the conditions for draw- 
ing under the letter of credit. Accordingly, a beneficiary's grant of a security interest in a 
etter of credit includes the beneficiary's “letter-of-credit right” as defined in Section 9-102 
and the right to “proceeds of [the] letter of credit" as defined in Section 5-114(a), but does 

ot include the right to demand payment under the letter of credit. 

Section 5-114(e) provides that the “[rlights of a transferee beneficiary or nominated 
person are independent of the beneficiary's assignment of the proceeds of a letter of credit 
and are superior to the assignee’s right to the proceeds." To the extent the rights of a 
ransferee beneficiary or nominated person are independent and superior, this Article does 

ot apply. See Section 9-109(c). 

Under Article 5, there is in effect a novation upon the transfer with the issuer becoming 
bound on a new, independent obligation to the transferee. The rights of nominated persons 
and transferee beneficiaries under a letter of credit include the right to demand payment 

om the issuer. Under Section 5-114(e), their rights to payment are independent of their 
obligations to the beneficiary (or original beneficiary) and superior to the rights of assignees 
of letter-of-credit proceeds (Section 5-114(c)) and others claiming a security interest in the 
beneficiary's (or original beneficiary's) letter-of-credit rights. 

A transfer of drawing rights under a transferable letter of credit establishes independent 
Article 5 rights in the transferee and does not create or perfect an Article 9 security inter- 
est in the transferred drawing rights. The definition of “letter-of-credit right" in Section 
9-102 excludes a beneficiary's drawing rights. The exercise of drawing rights by a transferee 
beneficiary may breach a contractual obligation of the transferee to the original beneficiary 
concerning when and how much the transferee may draw or how it may use the funds 

eceived under the letter of credit. If, for example, drawing rights are transferred to sup- 
port a sale or loan from the transferee to the original beneficiary, then the transferee would 
be obligated to the original beneficiary under the sale or loan agreement to account for any 
drawing and for the use of any funds received. The transferee's obligation would be 
governed by the applicable law of contracts or restitution. 

4. Secured Party-Transferee Beneficiaries. As described in Comment 3, drawing 

ights under letters of credit are transferred in many commercial contexts in which the 
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ransferee is not a secured party claiming a security interest in an underlying receivable 
supported by the letter of credit. Consequently, a transfer of a letter of credit is not a 
method of “perfection” of a security interest. The transferee’s independent right to draw 
nder the letter of credit and to receive and retain the value thereunder (in effect, priority) 
is not based on Article 9 but on letter-of-credit law and the terms of the letter of credit. As- 
sume, however, that a secured party does hold a security interest in a receivable that is 
owned by a beneficiary-debtor and supported by a transferable letter of credit. Assume fur- 
her that the beneficiary-debtor causes the letter of credit to be transferred to the secured 
party, the secured party draws under the letter of credit, and, upon the issuer’s payment to 
he secured party-transferee, the underlying account debtor’s obligation to the original 
beneficiary-debtor is satisfied. In this situation, the payment to the secured party-transferee 
is proceeds of the receivable collected by the secured party-transferee. Consequently, the 
secured party-transferee would have certain duties to the debtor and third parties under 
Article 9. For example, it would be obliged to collect under the letter of credit in a com- 
mercially reasonable manner and to remit any surplus pursuant to Sections 9-607 and 
9-608. 

This scenario is problematic under letter-of-credit law and practice, inasmuch as a 
ransferee beneficiary collects in its own right arising from its own performance. Accord- 
ingly, under Section 5-114, the independent and superior rights of a transferee control over 
any inconsistent duties under Article 9. A transferee beneficiary may take a transfer o 
drawing rights to avoid reliance on the original beneficiary's credit and collateral, and it 
may consider any Article 9 rights superseded by its Article 5 rights. Moreover, it will not 
always be clear (i) whether a transferee beneficiary has a security interest in the underly- 
ng collateral, (ii) whether any security interest is senior to the rights of others, or (iii) 

hether the transferee beneficiary is aware that it holds a security interest. There will be 
clear cases in which the role of a transferee beneficiary as such is merely incidental to a 
conventional secured financing. There also will be cases in which the existence of a security 
interest may have little to do with the position of a transferee beneficiary as such. In deal- 
ing with these cases and less clear cases involving the possible application of Article 9 to a 
nominated person or a transferee beneficiary, the right to demand payment under a letter 
of credit should be distinguished from letter-of-credit rights. The courts also should give ap- 
propriate consideration to the policies and provisions of Article 5 and letter-of-credit 
practice as well as Article 9. 


§ 9-330. Priority of Purchaser of Chattel Paper or Instrument. 

(a) [Purchaser’s priority: security interest claimed merely as 
proceeds.] A purchaser of chattel paper has priority over a security inter- 
est in the chattel paper which is claimed merely as proceeds of inventory 
subject to a security interest if: 

(1) in good faith and in the ordinary course of the purchaser’s busi- 
ness, the purchaser gives new value and takes possession of the chattel 
paper or obtains control of the chattel paper under Section 9-105; and 

(2) the chattel paper does not indicate that it has been assigned to an 
identified assignee other than the purchaser. 

(b) [Purchaser’s priority: other security interests.] A purchaser o 
chattel paper has priority over a security interest in the chattel paper 

hich is claimed other than merely as proceeds of inventory subject to a 
security interest if the purchaser gives new value and takes possession o 

he chattel paper or obtains control of the chattel paper under Section 
9-105 in good faith, in the ordinary course of the purchaser’s business, and 
ithout knowledge that the purchase violates the rights of the secured 


(c) [Chattel paper purchaser’s priority in proceeds.] Except as 
otherwise provided in Section 9-327, a purchaser having priority in chattel 
paper under subsection (a) or (b) also has priority in proceeds of the chat- 
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(1) Section 9-322 provides for priority in the proceeds; or 


(2) the proceeds consist of the specific goods covered by the chattel 
paper or cash proceeds of the specific goods, even if the purchaser's secu- 
rity interest in the proceeds is unperfected. 


(d) [Instrument purchaser's priority.] Except as otherwise provided 
in Section 9-331(a), a purchaser of an instrument has priority over a secu- 


(e) [Holder of purchase-money security interest gives new value.] 
For purposes of subsections (a) and (b), the holder of a purchase-money se- 
curity interest in inventory gives new value for chattel paper constituting 
proceeds of the inventory. 


(f) [Indication of assignment gives knowledge.] For purposes o 
subsections (b) and (d), if chattel paper or an instrument indicates that it 
has been assigned to an identified secured party other than the purchaser, 
a purchaser of the chattel paper or instrument has knowledge that the 
purchase violates the rights of the secured party. 


Official Comment 

1. Source. Former Section 9-308. 

2. Non-Temporal Priority. This Article permits a security interest in chattel paper or 
instruments to be perfected either by filing or by the secured party's taking possession. 

his section enables secured parties and other purchasers of chattel paper (both electronic 
and tangible) and instruments to obtain priority over earlier-perfected security interests. 

3. Chattel Paper. Subsections (a) and (b) follow former Section 9-308 in distinguishing 
between earlier-perfected security interests in chattel paper that is claimed merely as 
proceeds of inventory subject to a security interest and chattel paper that is claimed other 

han merely as proceeds. Like former Section 9-308, this section does not elaborate upon 
he phrase *merely as proceeds." For an elaboration, see PEB Commentary No. 8. 
This section makes explicit the *good faith" requirement and retains the requirements o 
“the ordinary course of the purchaser’s business" and the giving of “new value" as condi- 
ions for priority. Concerning the last, this Article deletes former Section 9-108 and adds to 
Section 9-102 a completely different definition of the term “new value.” Under subsection 
(e), the holder of a purchase-money security interest in inventory is deemed to give “new 
alue" for chattel paper constituting the proceeds of the inventory. Accordingly, the 
purchase-money secured party may qualify for priority in the chattel paper under subsec- 
ion (a) or (b), whichever is applicable, even if it does not make an additional advance 
against the chattel paper. 

If a possessory security interest in tangible chattel paper or a perfected-by-control secu- 

ity interest in electronic chattel paper does not qualify for priority under this section, it 
may be subordinate to a perfected-by-filing security interest under Section 9-322(a)(1). 

4. Possession. The priority afforded by this section turns in part on whether a purchaser 
“takes possession” of tangible chattel paper. Similarly, the governing law provisions in 
Section 9-301 address both “possessory” and “nonpossessory” security interests. Two com- 
mon practices have raised particular concerns. First, in some cases the parties create more 

han one copy or counterpart of chattel paper evidencing a single secured obligation or 
ease. This practice raises questions as to which counterpart is the “original” and whether 
it is necessary for a purchaser to take possession of all counterparts in order to “take pos- 
session” of the chattel paper. Second, parties sometimes enter into a single “master” 
agreement. The master agreement contemplates that the parties will enter into separate 
“schedules” from time to time, each evidencing chattel paper. Must a purchaser of an 
obligation or lease evidenced by a single schedule also take possession of the master agree- 
ment as well as the schedule in order to “take possession” of the chattel paper? 
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The problem raised by the first practice is easily solved. The parties may in the terms o 
heir agreement and by designation on the chattel paper identify only one counterpart as 
he original chattel paper for purposes of taking possession of the chattel paper. Concerns 

about the second practice also are easily solved by careful drafting. Each schedule should 
provide that it incorporates the terms of the master agreement, not the other way around. 
his will make it clear that each schedule is a “stand alone” document. 

5. Chattel Paper Claimed Merely as Proceeds. Subsection (a) revises the rule in for- 
mer Section 9-308(b) to eliminate reference to what the purchaser knows. Instead, a 
purchaser who meets the possession or control, ordinary course, and new value require- 
ments takes priority over a competing security interest unless the chattel paper itsel 
indicates that it has been assigned to an identified assignee other than the purchaser. Thus 
subsection (a) recognizes the common practice of placing a “legend” on chattel paper to 
indicate that it has been assigned. This approach, under which the chattel paper purchaser 

ho gives new value in ordinary course can rely on possession of unlegended, tangible chat- 
el paper without any concern for other facts that it may know, comports with the expecta- 
ions of both inventory and chattel paper financers. 

6. Chattel Paper Claimed Other Than Merely as Proceeds. Subsection (b) eliminates 
he requirement that the purchaser take without knowledge that the “specific paper” is 
subject to the security interest and substitutes for it the requirement that the purchaser 
ake “without knowledge that the purchase violates the rights of the secured party.” This 
standard derives from the definition of “buyer in ordinary course of business” in Section 
1-201(9). The source of the purchaser's knowledge is irrelevant. Note, however, that “knowl- 
edge” means “actual knowledge.” Section 1-201(25). 

In contrast to a junior secured party in accounts, who may be required in some special 
circumstances to undertake a search under the “good faith” requirement, see Comment 5 to 
Section 9-331, a purchaser of chattel paper under this section is not required as a matter o 
good faith to make a search in order to determine the existence of prior security interests. 

here may be circumstances where the purchaser undertakes a search nevertheless, either 
on its own volition or because other considerations make it advisable to do so, e.g., where 
he purchaser also is purchasing accounts. Without more, a purchaser of chattel paper who 


paper is encumbered with a security interest, does not have knowledge that its purchase 
iolates the secured party's rights. However, if a purchaser sees a statement in a financing 
statement to the effect that a purchase of chattel paper from the debtor would violate the 
ights of the filed secured party, the purchaser would have such knowledge. Likewise, 
nder new subsection (f), if the chattel paper itself indicates that it had been assigned to 
an identified secured party other than the purchaser, the purchaser would have wrongful 
owledge for purposes of subsection (b), thereby preventing the purchaser from qualifying 
or priority under that subsection, even if the purchaser did not have actual knowledge. In 
he case of tangible chattel paper, the indication normally would consist of a written legend 
on the chattel paper. In the case of electronic chattel paper, this Article leaves to develop- 
ing market and technological practices the manner in which the chattel paper would 
indicate an assignment. 

7. Instruments. Subsection (d) contains a special priority rule for instruments. Under 
his subsection, a purchaser of an instrument has priority over a security interest perfected 
by a method other than possession (e.g., by filing, temporarily under Section 9-312(e) or (g), 
as proceeds under Section 9-315(d), or automatically upon attachment under Section 
9-309(4) if the security interest arises out of a sale of the instrument) if the purchaser gives 

alue and takes possession of the instrument in good faith and without knowledge that the 
purchase violates the rights of the secured party. Generally, to the extent subsection (d) 
conflicts with Section 3-306, subsection (d) governs. See Section 3-102(b). For example, no- 
ice of a conflicting security interest precludes a purchaser from becoming a holder in due 
course under Section 3-302 and thereby taking free of all claims to the instrument under 
Section 3-306. However, a purchaser who takes even with knowledge of the security inter- 
est qualifies for priority under subsection (d) if it takes without knowledge that the purchase 
iolates the rights of the holder of the security interest. Likewise, a purchaser qualifies for 
priority under subsection (d) if it takes for “value” as defined in Section 1-201, even if it 
does not take for “value” as defined in Section 3-303. 

Subsection (d) is subject to Section 9-331(a), which provides that Article 9 does not limit 
he rights of a holder in due course under Article 3. Thus, in the rare case in which the 
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purchaser of an instrument qualifies for priority under subsection (d), but another person 
has the rights of a holder in due course of the instrument, the other person takes free o 
he purchaser's claim. See Section 3-306. 

The rule in subsection (d) is similar to the rules in subsections (a) and (b), which govern 
priority in chattel paper. The observations in Comment 6 concerning the requirement o 
good faith and the phrase “without knowledge that the purchase violates the rights of the 
secured party" apply equally to purchasers of instruments. However, unlike a purchaser o 
chattel paper, to qualify for priority under this section a purchaser of an instrument need 
only give “value” as defined in Section 1-201; it need not give “new value." Also, the 
purchaser need not purchase the instrument in the ordinary course of its business. 

Subsection (d) applies to checks as well as notes. For example, to collect and retain 
checks that are proceeds (collections) of accounts free of a senior secured party's claim to 
he same checks, a junior secured party must satisfy the good-faith requirement (honesty 
in fact and the observance of reasonable commercial standards of fair dealing) of this 
subsection. This is the same good-faith requirement applicable to holders in due course. See 
Section 9-331, Comment 5. 

8. Priority in Proceeds of Chattel Paper. Subsection (c) sets forth the two circum- 
stances under which the priority afforded to a purchaser of chattel paper under subsection 
(a) or (b) extends also to proceeds of the chattel paper. The first is if the purchaser would 
have priority under the normal priority rules applicable to proceeds. The second, which the 
ollowing Comments discuss in greater detail, is if the proceeds consist of the specific goods 
covered by the chattel paper. Former Article 9 generally was silent as to the priority of a 
security interest in proceeds when a purchaser qualifies for priority under Section 9-308 
(but see former Section 9-306(5)(b), concerning returned and repossessed goods). 

9. Priority in Returned and Repossessed Goods. Returned and repossessed goods 
may constitute proceeds of chattel paper. The following Comments explain the treatment o 

eturned and repossessed goods as proceeds of chattel paper. The analysis is consistent 
ith that of PEB Commentary No. 5, which these Comments replace, and is based upon 
he following example: 

Example: SP-1 has a security interest in all the inventory of a dealer in goods 
(Dealer); SP-1’s security interest is perfected by filing. Dealer sells some of its inventory 
to a buyer in the ordinary course of business (BIOCOB) pursuant to a conditional sales 
contract (chattel paper) that does not indicate that it has been assigned to SP-1. SP-2 
purchases the chattel paper from Dealer and takes possession of the paper in good faith, 
in the ordinary course of business, and without knowledge that the purchase violates the 
rights of SP-1. Subsequently, BIOCOB returns the goods to Dealer because they are 
defective. Alternatively, Dealer acquires possession of the goods following BIOCOB’s 
default. 

10. Assignment of Non-Lease Chattel Paper. 

a. Loan by SP-2 to Dealer Secured by Chattel Paper (or Functional Equivalent 
Pursuant to Recourse Arrangement). 

(1) Returned Goods. If BIOCOB returns the goods to Dealer for repairs, Dealer is 
merely a bailee and acquires thereby no meaningful rights in the goods to which SP-1's se- 
curity interest could attach. (Although SP-1’s security interest could attach to Dealer's 
interest as a bailee, that interest is not likely to be of any particular value to SP-1.) Dealer 
is the owner of the chattel paper (i.e., the owner of a right to payment secured by a security 
interest in the goods); SP-2 has a security interest in the chattel paper, as does SP-1 (as 
proceeds of the goods under Section 9-315). Under Section 9-330, SP-2's security interest in 

he chattel paper is senior to that of SP-1. SP-2 enjoys this priority regardless of whether, 

or when, SP-2 filed a financing statement covering the chattel paper. Because chattel paper 
and goods represent different types of collateral, Dealer does not have any meaningful 
interest in goods to which either SP-1’s or SP-2's security interest could attach in order to 
secure Dealer's obligations to either creditor. See Section 9-102 (defining *chattel paper" 
and *goods"). 

Now assume that BIOCOB returns the goods to Dealer under circumstances whereby 
Dealer once again becomes the owner of the goods. This would be the case, for example, i 

he goods were defective and BIOCOB was entitled to reject or revoke acceptance of the 
goods. See Sections 2-602 (rejection), 2-608 (revocation of acceptance). Unless BIOCOB has 
aived its defenses as against assignees of the chattel paper, SP-1’s and SP-2’s rights 
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against BIOCOB would be subject to BIOCOB’s claims and defenses. See Sections 9-403, 
9-404. SP-1’s security interest would attach again because the returned goods would be 
proceeds of the chattel paper. Dealer’s acquisition of the goods easily can be characterized 
as “proceeds” consisting of an “in kind” collection on or distribution on account of the chat- 
el paper. See Section 9-102 (definition of “proceeds”). Assuming that SP-1’s security inter- 
est is perfected by filing against the goods and that the filing is made in the same office 

here a filing would be made against the chattel paper, SP-1’s security interest in the 
goods would remain perfected beyond the 20-day period of automatic perfection. See Section 
9-315(d). 

Because Dealer’s newly reacquired interest in the goods is proceeds of the chattel paper, 
SP-2’s security interest also would attach in the goods as proceeds. If SP-2 had perfected its 
security interest in the chattel paper by filing (again, assuming that filing against the chat- 

el paper was made in the same office where a filing would be made against the goods), SP- 
2’s security interest in the reacquired goods would be perfected beyond 20 days. See Section 
9-315(d). However, if SP-2 had relied only on its possession of the chattel paper for perfec- 
ion and had not filed against the chattel paper or the goods, SP-2’s security interest would 
be unperfected after the 20-day period. See Section 9-315(d). Nevertheless, SP-2’s 
unperfected security interest in the goods would be senior to SP-1’s security interest under 
Section 9-330(c). The result in this priority contest is not affected by SP-2’s acquiescence or 
on-acquiescence in the return of the goods to Dealer. 

(2) Repossessed Goods. As explained above, Dealer owns the chattel paper covering the 
goods, subject to security interests in favor of SP-1 and SP-2. In Article 9 parlance, Dealer 
has an interest in chattel paper, not goods. If Dealer, SP-1, or SP-2 repossesses the goods 
upon BIOCOB’s default, whether the repossession is rightful or wrongful as among Dealer, 
SP-1, or SP-2, Dealer’s interest will not change. The location of goods and the party who 
possesses them does not affect the fact that Dealer’s interest is in chattel paper, not goods. 

he goods continue to be owned by BIOCOB. SP-1’s security interest in the goods does not 
attach until such time as Dealer reacquires an interest (other than a bare possessory inter- 
est) in the goods. For example, Dealer might buy the goods at a foreclosure sale from SP-2 
(whose security interest in the chattel paper is senior to that of SP-1); that disposition 

ould cut off BIOCOB’s rights in the goods. Section 9-617. 

In many cases the matter would end upon sale of the goods to Dealer at a foreclosure 
sale and there would be no priority contest between SP-1 and SP-2; Dealer would be 
unlikely to buy the goods under circumstances whereby SP-2 would retain its security 
interest. There can be exceptions, however. For example, Dealer may be obliged to purchase 

he goods from SP-2 and SP-2 may be obliged to convey the goods to Dealer, but Dealer 
may fail to pay SP-2. Or, one could imagine that SP-2, like SP-1, has a general securit 
interest in the inventory of Dealer. In the latter case, SP-2 should not receive the benefit o 
any special priority rule, since its interest in no way derives from priority under Section 
9-330. In the former case, SP-2’s security interest in the goods reacquired by Dealer is 
senior to SP-1’s security interest under Section 9-330. 

b. Dealer’s Outright Sale of Chattel Paper to SP-2. Article 9 also applies to a trans- 
action whereby SP-2 buys the chattel paper in an outright sale transaction without re- 
course against Dealer. Sections 1-201(37), 9-109(a). Although Dealer does not, in such a 

ransaction, retain any residual ownership interest in the chattel paper, the chattel paper 
constitutes proceeds of the goods to which SP-1’s security interest will attach and continue 
ollowing the sale of the goods. Section 9-315(a). Even though Dealer has not retained any 
interest in the chattel paper, as discussed above BIOCOB subsequently may return the 
goods to Dealer under circumstances whereby Dealer reacquires an interest in the goods. 

he priority contest between SP-1 and SP-2 will be resolved as discussed above; Section 
9-330 makes no distinction among purchasers of chattel paper on the basis of whether the 
purchaser is an outright buyer of chattel paper or one whose security interest secures an 
obligation of Dealer. 

11. Assignment of Lease Chattel Paper. As defined in Section 9-102, “chattel paper” 
includes not only writings that evidence security interests in specific goods but also those 
hat evidence true leases of goods. 

The analysis with respect to lease chattel paper is similar to that set forth above with re- 
spect to non-lease chattel paper. It is complicated, however, by the fact that, unlike the 
case of chattel paper arising out of a sale, Dealer retains a residual interest in the goods. 
See Section 2A-103(1)(q) (defining “lessor’s residual interest"); In re Leasing Consultants, 
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nc., 486 F.2d 367 (2d Cir. 1973) (lessor's residual interest under true lease is an interest in 

goods and is a separate type of collateral from lessor's interest in the lease). If Dealer 
eases goods to a “lessee in ordinary course of business" (LIOCOB), then LIOCOB takes its 
interest under the lease (i.e., its “leasehold interest”) free of the security interest of SP-1. 
See Sections 2A-307(3), 2A-103(1)(m) (defining “leasehold interest”), (1)(0) (defining “lessee 
in ordinary course of business”). SP-1 would, however, retain its security interest in the 
esidual interest. In addition, SP-1 would acquire an interest in the lease chattel paper as 
proceeds. If Dealer then assigns the lease chattel paper to SP-2, Section 9-330 gives SP-2 
priority over SP-1 with respect to the chattel paper, but not with respect to the residual 
interest in the goods. Consequently, assignees of lease chattel paper typically take a secu- 
ity interest in and file against the lessor's residual interest in goods, expecting their prior- 
ity in the goods to be governed by the first-to-file-or-perfect rule of Section 9-322. 

If the goods are returned to Dealer, other than upon expiration of the lease term, then 
he security interests of both SP-1 and SP-2 normally would attach to the goods as proceeds 
of the chattel paper. (If the goods are returned to Dealer at the expiration of the lease term 
and the lessee has made all payments due under the lease, however, then Dealer no longer 
has any rights under the chattel paper. Dealer's interest in the goods consists solely of its 
esidual interest, as to which SP-2 has no claim.) This would be the case, for example, 
hen the lessee rescinds the lease or when the lessor recovers possession in the exercise o 
its remedies under Article 2A. See, e.g., Section 2A-525. If SP-2 enjoyed priority in the 
chattel paper under Section 9-330, then SP-2 likewise would enjoy priority in the returned 
goods as proceeds. This does not mean that SP-2 necessarily is entitled to the entire value 
of the returned goods. The value of the goods represents the sum of the present value of (i) 
he value of their use for the term of the lease and (ii) the value of the residual interest. 
SP-2 has priority in the former, but SP-1 ordinarily would have priority in the latter. Thus, 
an allocation of a portion of the value of the goods to each component may be necessary. 

ere, as here, one secured party has a security interest in the lessor's residual interest 
and another has a priority security interest in the chattel paper, it may be advisable for the 
conflicting secured parties to establish a method for making such an allocation and 
otherwise to determine their relative rights in returned goods by agreement. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 9-331. Priority of Rights of Purchasers of Instruments, 
Documents, and Securities Under Other Articles; Priority 
of Interests in Financial Assets and Security Entitlements 
Under Article 8. 


(a) [Rights under Articles 3, 7, and 8 not limited.] This article does 
not limit the rights of a holder in due course of a negotiable instrument, a 
holder to which a negotiable document of title has been duly negotiated, or 
a protected purchaser of a security. These holders or purchasers take 
priority over an earlier security interest, even if perfected, to the extent 
provided in Articles 3, 7, and 8. 

(b) [Protection under Article 8.] This article does not limit the rights 
of or impose liability on a person to the extent that the person is protected 
against the assertion of a claim under Article 8. 

(c) [Filing not notice.] Filing under this article does not constitute no- 

ice of a claim or defense to the holders, or purchasers, or persons described 
in subsections (a) and (b). 


Official Comment 
1. Source. Former Section 9-309. 
2. *Priority." In some provisions, this Article distinguishes between claimants that take 
collateral free of a security interest (in the sense that the security interest no longer 
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encumbers the collateral) and those that take an interest in the collateral that is senior to 
a surviving security interest. See, e.g., Section 9-317. Whether a holder or purchaser 
eferred to in this section takes free or is senior to a security interest depends on whether 
he purchaser is a buyer of the collateral or takes a security interest in it. The term “prior- 
ity” is meant to encompass both scenarios, as it does in Section 9-330. 
3. Rights Acquired by Purchasers. The rights to which this section refers are set forth 
in Sections 3-305 and 3-306 (holder in due course), 7-502 (holder to whom a negotiable doc- 
ment of title has been duly negotiated), and 8-303 (protected purchaser). The holders and 
purchasers referred to in this section do not always take priority over a security interest. 
See, e.g., Section 7-503 (affording paramount rights to certain owners and secured parties 
as against holder to whom a negotiable document of title has been duly negotiated). Accord- 
ingly, this section adds the clause, “to the extent provided in Articles 3, 7, and 8” to former 


immunized from liability under Article 8. See, e.g., Sections 8-502, 8-503(e), 8-510, 8-511. 
he new subsection makes explicit in Article 9 what is implicit in former Article 9 and ex- 
plicit in several provisions of Article 8. It does not change the law. 

5. Collections by Junior Secured Party. Under this section, a secured party with a 
junior security interest in receivables (accounts, chattel paper, promissory notes, or pay- 
ment intangibles) may collect and retain the proceeds of those receivables free of the claim 
of a senior secured party to the same receivables, if the junior secured party is a holder in 
due course of the proceeds. In order to qualify as a holder in due course, the junior must 
satisfy the requirements of Section 3-302, which include taking in “good faith.” This means 

hat the junior not only must act “honestly” but also must observe “reasonable commercial 

standards of fair dealing” under the particular circumstances. See Section 9-102(a). Al- 
hough “good faith” does not impose a general duty of inquiry, e.g., a search of the records 
in filing offices, there may be circumstances in which “reasonable commercial standards o 
air dealing” would require such a search. 

Consider, for example, a junior secured party in the business of financing or buying ac- 
counts who fails to undertake a search to determine the existence of prior security interests. 
Because a search, under the usages of trade of that business, would enable it to know or 

earn upon reasonable inquiry that collecting the accounts violated the rights of a senior 
secured party, the junior may fail to meet the good-faith standard. See Utility Contractors 
Financial Services, Inc. v. Amsouth Bank, NA, 985 F.2d 1554 (11th Cir. 1993). Likewise, a 
junior secured party who collects accounts when it knows or should know under the partic- 
lar circumstances that doing so would violate the rights of a senior secured party, because 
he debtor had agreed not to grant a junior security interest in, or sell, the accounts, may 
not meet the good-faith test. Thus, if a junior secured party conducted or should have 
conducted a search and a financing statement filed on behalf of the senior secured party 
states such a restriction, the junior’s collection would not meet the good-faith standard. On 
he other hand, if there was a course of performance between the senior secured party and 
he debtor which placed no such restrictions on the debtor and allowed the debtor to collect 
and use the proceeds without any restrictions, the junior secured party may then satisfy 
he requirements for being a holder in due course. This would be more likely in those cir- 
cumstances where the junior secured party was providing additional financing to the debtor 
on an on-going basis by lending against or buying the accounts and had no notice of any 
estrictions against doing so. Generally, the senior secured party would not be prejudiced 
because the practical effect of such payment to the junior secured party is little different 
han if the debtor itself had made the collections and subsequently paid the secured party 

om the debtor's general funds. Absent collusion, the junior secured party would take the 
unds free of the senior security interests. See Section 9-332. In contrast, the senior secured 
party is likely to be prejudiced if the debtor is going out of business and the junior secured 
party collects the accounts by notifying the account debtors to make payments directly to 
he junior. Those collections may not be consistent with “reasonable commercial standards 
of fair dealing." 

Whether the junior secured party qualifies as a holder in due course is fact-sensitive and 
should be decided on a case-by-case basis in the light of those circumstances. Decisions 
such as Financial Management Services, Inc. v. Familian, 905 P.2d 506 (Ariz. App. Div. 
1995) (finding holder in due course status) could be determined differently under this ap- 
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plication of the good-faith requirement. 
The concepts addressed in this Comment are also applicable to junior secured parties as 
purchasers of instruments under Section 9-330(d). See Section 9-330, Comment 7. 


$ 9-332. Transfer of Money; Transfer of Funds From Deposit 
Account. 

(a) [Transferee of money.] A transferee of money takes the money free 
of a security interest unless the transferee acts in collusion with the debtor 
in violating the rights of the secured party. 

(b) [Transferee of funds from deposit account.] A transferee o 
funds from a deposit account takes the funds free of a security interest in| 

he deposit account unless the transferee acts in collusion with the debtor 
in violating the rights of the secured party. 


Official Comment 

1. Source. New. 

2. Scope of This Section. This section affords broad protection to transferees who take 
unds from a deposit account and to those who take money. The term “transferee” is not 

defined; however, the debtor itself is not a transferee. Thus this section does not cover the 
case in which a debtor withdraws money (currency) from its deposit account or the case in 

hich a bank debits an encumbered account and credits another account it maintains for 
he debtor. 

A transfer of funds from a deposit account, to which subsection (b) applies, normally will 
be made by check, by funds transfer, or by debiting the debtor's deposit account and credit- 
ing another depositor's account. 

Example 1: Debtor maintains a deposit account with Bank A. The deposit account is 
subject to a perfected security interest in favor of Lender. Debtor draws a check on the 
account, payable to Payee. Inasmuch as the check is not the proceeds of the deposit ac- 
count (it is an order to pay funds from the deposit account), Lender's security interest in 
the deposit account does not give rise to a security interest in the check. Payee deposits 
the check into its own deposit account, and Bank A pays it. Unless Payee acted in collu- 
sion with Debtor in violating Lender's rights, Payee takes the funds (the credits running 
in favor of Payee) free of Lender's security interest. This is true regardless of whether 
Payee is a holder in due course of the check and even if Payee gave no value for the 
check. 

Example 2: Debtor maintains a deposit account with Bank A. The deposit account is 
subject to a perfected security interest in favor of Lender. At Bank B’s suggestion, Debtor 
moves the funds from the account at Bank A to Debtor's deposit account with Bank B. 
Unless Bank B acted in collusion with Debtor in violating Lender's rights, Bank B takes 
the funds (the credits running in favor of Bank B) free from Lender's security interest. 
See subsection (b). However, inasmuch as the deposit account maintained with Bank B 
constitutes the proceeds of the deposit account at Bank A, Lender's security interest 
would attach to that account as proceeds. See Section 9-315. 

Subsection (b) also would apply if, in the example, Bank A debited Debtor's deposit ac- 
count in exchange for the issuance of Bank A's cashier's check. Lender's security interest 

ould attach to the cashier's check as proceeds of the deposit account, and the rules ap- 
plicable to instruments would govern any competing claims to the cashier's check. See, e.g., 

Sections 3-306, 9-322, 9-330, 9-331. 

If Debtor withdraws money (currency) from an encumbered deposit account and transfers 
he money to a third party, then subsection (a), to the extent not displaced by federal law 

elating to money, applies. It contains the same rule as subsection (b). 

Subsection (b) applies to transfers of funds from a deposit account; it does not apply to 
transfers of the deposit account itself or of an interest therein. For example, this section 
does not apply to the creation of a security interest in a deposit account. Competing claims 

o the deposit account itself are dealt with by other Article 9 priority rules. See Sections 
9-317(a), 9-327, 9-340, 9-341. Similarly, a corporate merger normally would not result in a 
ransfer of funds from a deposit account. Rather, it might result in a transfer of the deposit 
account itself. If so, the normal rules applicable to transferred collateral would apply; this 
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section would not. 

3. Policy. Broad protection for transferees helps to ensure that security interests in de- 
posit accounts do not impair the free flow of funds. It also minimizes the likelihood that a 
secured party will enjoy a claim to whatever the transferee purchases with the funds. Rules 
concerning recovery of payments traditionally have placed a high value on finality. The op- 
portunity to upset a completed transaction, or even to place a completed transaction in 
jeopardy by bringing suit against the transferee of funds, should be severely limited. Al- 

hough the giving of value usually is a prerequisite for receiving the ability to take free 
rom third-party claims, where payments are concerned the law is even more protective. 
hus, Section 3-418(c) provides that, even where the law of restitution otherwise would 
permit recovery of funds paid by mistake, no recovery may be had from a person “who in 
good faith changed position in reliance on the payment.” Rather than adopt this standard, 
his section eliminates all reliance requirements whatsoever. Payments made by mistake 
are relatively rare, but payments of funds from encumbered deposit accounts (e.g., deposit 
accounts containing collections from accounts receivable) occur with great regularity. In 
most cases, unlike payment by mistake, no one would object to these payments. In the vast 
proportion of cases, the transferee probably would be able to show a change of position in 
eliance on the payment. This section does not put the transferee to the burden of having to 
make this proof. 

4. “Bad Actors.” To deal with the question of the “bad actor,” this section borrows “col- 
usion” language from Article 8. See, e.g., Sections 8-115, 8-503(e). This is the most protec- 
ive (i.e., least stringent) of the various standards now found in the UCC. Compare, e.g., 
Section 1-201(9) (“without knowledge that the sale . . . is in violation of the . . . security 
interest”); Section 1-201(19) (“honesty in fact in the conduct or transaction concerned”); 
Section 3-302(a)(2)(v) (“without notice of any claim"). 

5. Transferee Who Does Not Take Free. This section sets forth the circumstances 
nder which certain transferees of money or funds take free of security interests. It does 
not determine the rights of a transferee who does not take free of a security interest. 

Example 3: The facts are as in Example 2, but, in wrongfully moving the funds from 
the deposit account at Bank A to Debtor’s deposit account with Bank B, Debtor acts in 
collusion with Bank B. Bank B does not take the funds free of Lender’s security interest 
under this section. If Debtor grants a security interest to Bank B, Section 9-327 governs 
the relative priorities of Lender and Bank B. Under Section 9-327(3), Bank B’s security 
interest in the Bank B deposit account is senior to Lender’s security interest in the de- 
posit account as proceeds. However, Bank B’s senior security interest does not protect 

Bank B against any liability to Lender that might arise from Bank B’s wrongful conduct. 


§ 9-333. Priority of Certain Liens Arising by Operation of Law. 


(a) [“Possessory lien.”] In this section, “possessory lien” means an 
interest, other than a security interest or an agricultural lien: 


(1) which secures payment or performance of an obligation for services 
or materials furnished with respect to goods by a person in the ordinary 
course of the person’s business; 


(2) which is created by statute or rule of law in favor of the person; 
and 


(3) whose effectiveness depends on the person’s possession of the goods. 


(b) [Priority of possessory lien.] A possessory lien on goods has prior- 
ity over a security interest in the goods unless the lien is created by a stat- 
te that expressly provides otherwise. 


Official Comment 
1. Source. Former Section 9-310. 
2. “Possessory Liens.” This section governs the relative priority of security interests 
arising under this Article and “possessory liens,” i.e., common-law and statutory liens 
hose effectiveness depends on the lienor’s possession of goods with respect to which the 
ienor provided services or furnished materials in the ordinary course of its business. As 
nder former Section 9-310, the possessory lien has priority over a security interest unless 
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creating the possessory lien is silent as to its priority relative to a security interest, this 
section provides a rule of interpretation that the possessory lien takes priority, even if the 
statute has been construed judicially to make the possessory lien subordinate. 


$ 9-334. Priority of Security Interests in Fixtures and Crops. 

(a) [Security interest in fixtures under this article.] A security 
interest under this article may be created in goods that are fixtures or may 
continue in goods that become fixtures. A security interest does not exist 

nder this article in ordinary building materials incorporated into an 
improvement on land. 

(b) [Security interest in fixtures under real-property law.] This 
article does not prevent creation of an encumbrance upon fixtures under 
real property law. 

(c) [General rule: subordination of security interest in fixtures.] 
In cases not governed by subsections (d) through (h), a security interest in 
fixtures is subordinate to a conflicting interest of an encumbrancer or 
owner of the related real property other than the debtor. 

(d) [Fixtures purchase-money priority.] Except as otherwise 
provided in subsection (h), a perfected security interest in fixtures has 
priority over a conflicting interest of an encumbrancer or owner of the real 
property if the debtor has an interest of record in or is in possession of the 
real property and: 

(1) the security interest is a purchase-money security interest; 

(2) the interest of the encumbrancer or owner arises before the goods 
become fixtures; and 

(3) the security interest is perfected by a fixture filing before the goods 
become fixtures or within 20 days thereafter. 

(e) [Priority of security interest in fixtures over interests in real 
property.] A perfected security interest in fixtures has priority over a 
conflicting interest of an encumbrancer or owner of the real property if: 

(1) the debtor has an interest of record in the real property or is in 
possession of the real property and the security interest: 

(A) is perfected by a fixture filing before the interest of the 
encumbrancer or owner is of record; and 

(B) has priority over any conflicting interest of a predecessor in title 
of the encumbrancer or owner; 

(2) before the goods become fixtures, the security interest is perfected 
by any method permitted by this article and the fixtures are readily 
removable: 

(A) factory or office machines; 

(B) equipment that is not primarily used or leased for use in the 
operation of the real property; or 

(C) replacements of domestic appliances that are consumer goods; 

(3) the conflicting interest is a lien on the real property obtained by 
legal or equitable proceedings after the security interest was perfected 
by any method permitted by this article; or 

(4) the security interest is: 
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(A) created in a manufactured home in a manufactured-home trans- 
action; and 

(B) perfected pursuant to a statute described in Section 9-311(a)(2). 

(f) [Priority based on consent, disclaimer, or right to remove.] A 

security interest in fixtures, whether or not perfected, has priority over a 

conflicting interest of an encumbrancer or owner of the real property if: 

(1) the encumbrancer or owner has, in an authenticated record, 

consented to the security interest or disclaimed an interest in the goods 
as fixtures; or 


(2) the debtor has a right to remove the goods as against the 
encumbrancer or owner. 
(g) [Continuation of paragraph (f)(2) priority.] The priority of the 
security interest under paragraph (f)(2) continues for a reasonable time i 
he debtor’s right to remove the goods as against the encumbrancer or 
owner terminates. 


(h) [Priority of construction mortgage.] A mortgage is a construction 

ortgage to the extent that it secures an obligation incurred for the 
construction of an improvement on land, including the acquisition cost o 
he land, if a recorded record of the mortgage so indicates. Except as 
otherwise provided in subsections (e) and (f), a security interest in fixtures 
is subordinate to a construction mortgage if a record of the mortgage is re- 
corded before the goods become fixtures and the goods become fixtures 
before the completion of the construction. A mortgage has this priority to 
he same extent as a construction mortgage to the extent that it is given to 
refinance a construction mortgage. 


(i) [Priority of security interest in crops.] A perfected security inter- 
est in crops growing on real property has priority over a conflicting inter- 
est of an encumbrancer or owner of the real property if the debtor has an 
interest of record in or is in possession of the real property. 


() [Subsection (i) prevails.] Subsection (i) prevails over any inconsis- 
ent provisions of the following statutes: 
[List here any statutes containing provisions inconsistent with subsection 


(i).] 
egislative Note: States that amend statutes to remove provisions inconsistent with subsec- 
tion (i) need not enact subsection (j). 


Official Comment 

1. Source. Former Section 9-313. 

2. Scope of This Section. This section contains rules governing the priority of security 
interests in fixtures and crops as against persons who claim an interest in real property. 
Priority contests with other Article 9 security interests are governed by the other priority 

ules of this Article. The provisions with respect to fixtures follow those of former Section 
9-313. However, they have been rewritten to conform to Section 2A-309 and to prevailing 
style conventions. Subsections (i) and (j), which apply to crops, are new. 

3. Security Interests in Fixtures. Certain goods that are the subject of personal- 
property (chattel) financing become so affixed or otherwise so related to real property that 
hey become part of the real property. These goods are called “fixtures.” See Section 9-102 
(definition of “fixtures”). Some fixtures retain their personal-property nature: a security 
interest under this Article may be created in fixtures and may continue in goods that 
become fixtures. See subsection (a). However, if the goods are ordinary building materials 
incorporated into an improvement on land, no security interest in them exists. Rather, the 
priority of claims to the building materials are determined by the law governing claims to 
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eal property. (Of course, the fact that no security interest exists in ordinary building 

materials incorporated into an improvement on land does not prejudice any rights the 
secured party may have against the debtor or any other person who violated the secured 
party's rights by wrongfully incorporating the goods into real property.) 

Thus, this section recognizes three categories of goods: (1) those that retain their chattel 
character entirely and are not part of the real property; (2) ordinary building materials 

hat have become an integral part of the real property and cannot retain their chattel 
character for purposes of finance; and (3) an intermediate class that has become real prop- 
erty for certain purposes, but as to which chattel financing may be preserved. 

To achieve priority under certain provisions of this section, a security interest must be 
perfected by making a “fixture filing" (defined in Section 9-102) in the real-property records. 
Because the question whether goods have become fixtures often is a difficult one under ap- 
plicable real-property law, a secured party may make a fixture filing as a precaution. 
Courts should not infer from a fixture filing that the secured party concedes that the goods 
are or will become fixtures. 

4. Priority in Fixtures: General. In considering priority problems under this section, 
one must first determine whether real-property claimants per se have an interest in the 
crops or fixtures as part of real property. If not, it is immaterial, so far as concerns real 
property parties as such, whether a security interest arising under this Article is perfected 
or unperfected. In no event does a real-property claimant (e.g., owner or mortgagee) acquire 
an interest in a “pure” chattel just because a security interest therein is unperfected. If on 

he other hand real-property law gives real-property parties an interest in the goods, a 
conflict arises and this section states the priorities. 

5. Priority in Fixtures: Residual Rule. Subsection (c) states the residual priority rule, 

hich applies only if one of the other rules does not: A security interest in fixtures is subor- 
dinate to a conflicting interest of an encumbrancer or owner of the related real property 
other than the debtor. 

6. Priority in Fixtures: First to File or Record. Subsection (e)(1), which follows for- 
mer Section 9-313(4)(b), contains the usual priority rule of conveyancing, that is, the first to 

le or record prevails. In order to achieve priority under this rule, however, the security 
interest must be perfected by a “fixture filing" (defined in Section 9-102), i.e., a filing for 
ecord in the real property records and indexed therein, so that it will be found in a real- 
property search.. The condition in subsection (e)(1)(B), that the security interest must have 
had priority over any conflicting interest of a predecessor in title of the conflicting 
encumbrancer or owner, appears to limit to the first-in-time principle. However, this appar- 
ent limitation is nothing other than an expression of the usual rule that a person must be 
entitled to transfer what he has. Thus, if the fixture security interest is subordinate to a 
mortgage, it is subordinate to an interest of an assignee of the mortgage, even though the 
assignment is a later recorded instrument. Similarly if the fixture security interest is sub- 
ordinate to the rights of an owner, it is subordinate to a subsequent grantee of the owner 
and likewise subordinate to a subsequent mortgagee of the owner. 

7. Priority in Fixtures: Purchase-Money Security Interests. Subsection (d), which 
ollows former Section 9-313(4)(a), contains the principal exception to the first-to-file-or- 
ecord rule of subsection (e)(1). It affords priority to purchase-money security interests in 
xtures as against prior recorded real-property interests, provided that the purchase- 

money security interest is filed as a fixture filing in the real-property records before the 

goods become fixtures or within 20 days thereafter. This priority corresponds to the 

purchase-money priority under Section 9-324(a). (Like other 10-day periods in former 
rticle 9, the 10-day period in this section has been changed to 20 days.) 

It should be emphasized that this purchase-money priority with the 20-day grace period 
or filing is limited to rights against real-property interests that arise before the goods 
become fixtures. There is no such priority with the 20-day grace period as against real- 
property interests that arise subsequently. The fixture security interest can defeat 
subsequent real-property interests only if it is filed first and prevails under the usual 
conveyancing rule in subsection (e)(1) or one of the other rules in this section. 

8. Priority in Fixtures: Readily Removable Goods. Subsection (e)(2), which derives 
rom Section 24-309 and former Section 9-313(4)(d), contains another exception to the 

sual first-to-file-or-perfect rule. It affords priority to the holders of security interests in 
certain types of readily removable goods—factory and office machines, equipment that is 
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ot primarily used or leased for use in the operation of the real property, and (as discussed 
below) certain replacements of domestic appliances. This rule is made necessary by the 
confusion in the law as to whether certain machinery, equipment, and appliances become 
xtures. It protects a secured party who, perhaps in the mistaken belief that the readily 
emovable goods will not become fixtures, makes a UCC filing (or otherwise perfects under 
his Article) rather than making a fixture filing. 

Frequently, under applicable law, goods of the type described in subsection (e)(2) will not 
be considered to have become part of the real property. In those cases, the fixture security 
interest does not conflict with a real-property interest, and resort to this section is 
unnecessary. However, if the goods have become part of the real property, subsection (e)(2) 
enables a fixture secured party to take priority over a conflicting real-property interest i 
he fixture security interest is perfected by a fixture filing or by any other method permit- 
ed by this Article. If perfection is by fixture filing, the fixture security interest would have 
priority over subsequently recorded real-property interests under subsection (e)(1) and, i 
he fixture security interest is a purchase-money security interest (a likely scenario), it 

ould also have priority over most real property interests under the purchase-money prior- 
ity of subsection (d). Note, however, that unlike the purchase-money priority rule in subsec- 
ion (d), the priority rules in subsection (e) override the priority given to a construction 
mortgage under subsection (h). 

The rule in subsection (e)(2) is limited to readily removable replacements of domestic 
appliances. It does not apply to original installations. Moreover, it is limited to appliances 
hat are “consumer goods" (defined in Section 9-102) in the hands of the debtor. The 
principal effect of the rule is to make clear that a secured party financing occasional 

eplacements of domestic appliances in noncommercial, owner-occupied contexts need not 

concern itself with real-property descriptions or records; indeed, for a purchase-money 
eplacement of consumer goods, perfection without any filing will be possible. See Section 
9-309(1). 

9. Priority in Fixtures: Judicial Liens. Subsection (e)(3), which follows former Section. 
9-313(4)(d), adopts a first-in-time rule applicable to conflicts between a fixture security 
interest and a lien on the real property obtained by legal or equitable proceedings. Such a 
ien is subordinate to an earlier-perfected security interest, regardless of the method by 

hich the security interest was perfected. Judgment creditors generally are not reliance 
creditors who search real-property records. Accordingly, a perfected fixture security interest 

akes priority over a subsequent judgment lien or other lien obtained by legal or equitable 

proceedings, even if no evidence of the security interest appears in the relevant real- 
property records. Subsection (e)(3) thus protects a perfected fixture security interest from 
avoidance by a trustee in bankruptcy under Bankruptcy Code Section 544(a), regardless o 
he method of perfection. 

10. Priority in Fixtures: Manufactured Homes. A manufactured home may become a 

xture. New subsection (e)(4) contains a special rule granting priority to certain security 
interests created in a “manufactured home” as part of a “manufactured-home transaction” 
(both defined in Section 9-102). Under this rule, a security interest in a manufactured home 
hat becomes a fixture has priority over a conflicting interest of an encumbrancer or owner 
of the real property if the security interest is perfected under a certificate-of-title statute 
(see Section 9-311). Subsection (e)(4) is only one of the priority rules applicable to security 
interests in a manufactured home that becomes a fixture. Thus, a security interest in a 
manufactured home which does not qualify for priority under this subsection may qualify 
under another. 

11. Priority in Fixtures: Construction Mortgages. The purchase-money priority pre- 
sents a difficult problem in relation to construction mortgages. The latter ordinarily will 
have been recorded even before the commencement of delivery of materials to the job, and 

herefore would take priority over fixture security interests were it not for the purchase- 
money priority. However, having recorded first, the holder of a construction mortgage rea- 
sonably expects to have first priority in the improvement built using the mortgagee’s 
advances. Subsection (g) expressly gives priority to the construction mortgage recorded 
before the filing of the purchase-money security interest in fixtures. A refinancing of a 
construction mortgage has the same priority as the construction mortgage itself. The 
phrase “an obligation incurred for the construction of an improvement” covers both optional 
advances and advances pursuant to commitment. Both types of advances have the same 
priority under subsection (g). 
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The priority under this subsection applies only to goods that become fixtures during the 
construction period leading to the completion of the improvement. The construction priority 

ill not apply to additions to the building made long after completion of the improvement, 
even if the additions are financed by the real-property mortgagee under an open-end clause 
of the construction mortgage. In such case, subsections (d), (e), and (f) govern. 

Although this subsection affords a construction mortgage priority over a purchase-money 
security interest that otherwise would have priority under subsection (d), the subsection is 
subject to the priority rules in subsections (e) and (f). Thus, a construction mortgage may 
be junior to a fixture security interest perfected by a fixture filing before the construction 
mortgage was recorded. See subsection (e)(1). 

12. Crops. Growing crops are *goods" in which a security interest may be created and 
perfected under this Article. In some jurisdictions, a mortgage of real property may cover 
crops, as well. In the event that crops are encumbered by both a mortgage and an Article 9 
security interest, subsection (i) provides that the security interest has priority. States 

hose real-property law provides otherwise should either amend that law directly or over- 

ide it by enacting subsection (j). 


$ 9-335. Accessions. 

(a) [Creation of security interest in accession.] A security interest 

ay be created in an accession and continues in collateral that becomes an 
accession. 

(b) [Perfection of security interest.] If a security interest is perfected 

hen the collateral becomes an accession, the security interest remains 
perfected in the collateral. 

(c) [Priority of security interest.] Except as otherwise provided in 
subsection (d), the other provisions of this part determine the priority of a 
security interest in an accession. 

(d) [Compliance with certificate-of-title statute.] A security interest 
in an accession is subordinate to a security interest in the whole which is 
perfected by compliance with the requirements of a certificate-of-title stat- 

te under Section 9-311(b). 

(e) [Removal of accession after default.] After default, subject to 

art 6, a secured party may remove an accession from other goods if the 
security interest in the accession has priority over the claims of every 
person having an interest in the whole. 

(f) [Reimbursement following removal.] A secured party that 
removes an accession from other goods under subsection (e) shall promptly 
reimburse any holder of a security interest or other lien on, or owner of, 

he whole or of the other goods, other than the debtor, for the cost of repair 
of any physical injury to the whole or the other goods. The secured party 
need not reimburse the holder or owner for any diminution in value of the 
hole or the other goods caused by the absence of the accession removed 
or by any necessity for replacing it. A person entitled to reimbursement 
ay refuse permission to remove until the secured party gives adequate 
assurance for the performance of the obligation to reimburse. 


Official Comment 

1. Source. Former Section 9-314. 

2. “Accession.” This section applies to an “accession,” as defined in Section 9-102, 
egardless of the cost or difficulty of removing the accession from the other goods, and 
egardless of whether the original goods have come to form an integral part of the other 

goods. This section does not apply to goods whose identity has been lost. Goods of that kind 
are “commingled goods" governed by Section 9-336. Neither this section nor the following 
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one addresses the case of collateral that changes form without the addition of other goods. 

3. “Accession” vs. “Other Goods.” This section distinguishes among the “accession,” 
he “other goods,” and the “whole.” The last term refers to the combination of the “acces- 
sion” and the “other goods.” If one person’s collateral becomes physically united with an- 
other person’s collateral, each is an “accession.” 

Example 1: SP-1 holds a security interest in the debtor’s tractors (which are not 
subject to a certificate-of-title statute), and SP-2 holds a security interest in a particular 
tractor engine. The engine is installed in a tractor. From the perspective of SP-1, the 
tractor becomes an “accession” and the engine is the “other goods.” From the perspective 
of SP-2, the engine is the “accession” and the tractor is the “other goods." The completed 
tractor—tractor cum engine—constitutes the “whole.” 

4. Scope. This section governs only a few issues concerning accessions. Subsection (a) 
contains rules governing continuation of a security interest in an accession. Subsection (b) 
contains a rule governing continued perfection of a security interest in goods that become 
an accession. Subsection (d) contains a special priority rule governing accessions that 
become part of a whole covered by a certificate of title. Subsections (e) and (f) govern 
enforcement of a security interest in an accession. 

5. Matters Left to Other Provisions of This Article: Attachment and Perfection. 
Other provisions of this Article often govern accession-related issues. For example, this sec- 
ion does not address whether a secured party acquires a security interest in the whole i 
its collateral becomes an accession. Normally this will turn on the description of the collat- 
eral in the security agreement. 

Example 2: Debtor owns a computer subject to a perfected security interest in favor 
of SP-1. Debtor acquires memory and installs it in the computer. Whether SP-1’s secu- 
rity interest attaches to the memory depends on whether the security agreement covers 
it. 

Similarly, this section does not determine whether perfection against collateral that 
becomes an accession is effective to perfect a security interest in the whole. Other provi- 
sions of this Article, including the requirements for indicating the collateral covered by a 

nancing statement, resolve that question. 

6. Matters Left to Other Provisions of This Article: Priority. With one exception, 
concerning goods covered by a certificate of title (see subsection (d)), the other provisions o 
his Part, including the rules governing purchase-money security interests, determine the 
priority of most security interests in an accession, including the relative priority of a secu- 
ity interest in an accession and a security interest in the whole. See subsection (c). 

Example 3: Debtor owns an office computer subject to a security interest in favor o 
SP-1. Debtor acquires memory and grants a perfected security interest in the memory to 
SP-2. Debtor installs the memory in the computer, at which time (one assumes) SP-1’s 
security interest attaches to the memory. The first-to-file-or-perfect rule of Section 9-322 
governs priority in the memory. If, however, SP-2’s security interest is a purchase-money 
security interest, Section 9-324(a) would afford priority in the memory to SP-2, regard- 
less of which security interest was perfected first. 

7. Goods Covered by Certificate of Title. This section does govern the priority of a se- 
curity interest in an accession that is or becomes part of a whole that is subject to a secu- 
ity interest perfected by compliance with a certificate-of-title statute. Subsection (d) 
provides that a security interest in the whole, perfected by compliance with a certificate-of- 
itle statute, takes priority over a security interest in the accession. It enables a secured 
party to rely upon a certificate of title without having to check the UCC files to determine 

hether any components of the collateral may be encumbered. The subsection imposes a 
corresponding risk upon those who finance goods that may become part of goods covered by 
a certificate of title. In doing so, it reverses the priority that appeared reasonable to most 
pre-UCC courts. 

Example 4: Debtor owns an automobile subject to a security interest in favor o 
SP-1. The security interest is perfected by notation on the certificate of title. Debtor buys 
tires subject to a perfected-by-filing purchase-money security interest in favor of SP-2 
and mounts the tires on the automobile's wheels. If the security interest in the 
automobile attaches to the tires, then SP-1 acquires priority over SP-2. The same result 
would obtain if SP-1’s security interest attached to the automobile and was perfected af- 
ter the tires had been mounted on the wheels. 
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$ 9-336. Commingled Goods. 


(a) [4Commingled goods."] In this section, “commingled goods” means 
goods that are physically united with other goods in such a manner that 


heir identity is lost in a product or mass. 
. (b) [No security interest in commingled goods as such.] A security 


(c) [Attachment of security interest to product or mass.] If collat- 
eral becomes commingled goods, a security interest attaches to the product 
or mass. 

(d) [Perfection of security interest.] If a security interest in collat- 
eral is perfected before the collateral becomes commingled goods, the secu- 
rity interest that attaches to the product or mass under subsection (c) is 
perfected. 

(e) [Priority of security interest.] Except as otherwise provided in 
subsection (f), the other provisions of this part determine the priority of a 
security interest that attaches to the product or mass under subsection (c). 

(f) [Conflicting security interests in product or mass] If more than 
one security interest attaches to the product or mass under subsection (c), 

he following rules determine priority: 
(1) A security interest that is perfected under subsection (d) has prior- 
ity over a security interest that is unperfected at the time the collateral 
becomes commingled goods. 


(2) If more than one security interest is perfected under subsection (d), 
the security interests rank equally in proportion to the value of the col- 
lateral at the time it became commingled goods. 


Official Comment 

1. Source. Former Section 9-315. 

2. *Commingled Goods.” Subsection (a) defines “commingled goods." It is meant to 
include not only goods whose identity is lost through manufacturing or production (e.g., 
our that has become part of baked goods) but also goods whose identity is lost by com- 
mingling with other goods from which they cannot be distinguished (e.g., ball bearings). 

3. Consequences of Becoming *Commingled Goods." By definition, the identity o 
he original collateral cannot be determined once the original collateral becomes com- 
mingled goods. Consequently, the security interest in the specific original collateral alone is 
ost once the collateral becomes commingled goods, and no security interest in the original 


Once collateral becomes commingled goods, the secured party's security interest is 
ransferred from the original collateral to the product or mass. See subsection (c). If the se- 
curity interest in the original collateral was perfected, the security interest in the product 
or mass is a perfected security interest. See subsection (d). This perfection continues until 
apse. 

4. Priority of Perfected Security Interests That Attach Under This Section. This 
section governs the priority of competing security interests in a product or mass only when 
both security interests arise under this section. In that case, if both security interests are 
perfected by operation of this section (see subsections (c) and (d)), then the security interests 

ank equally, in proportion to the value of the collateral at the time it became commingled 
goods. See subsection (f)(2). 

Example 1: SP-1 has a perfected security interest in Debtor's eggs, which have a 

value of $300 and secure a debt of $400, and SP-2 has a perfected security interest in 
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Debtor’s flour, which has a value of $500 and secures a debt of $700. Debtor uses the 
flour and eggs to make cakes, which have a value of $1000. The two security interests 
rank equally and share in the ratio of 3:5. Applying this ratio to the entire value of the 
product, SP-1 would be entitled to $375 (i.e., 3/8 x $1000), and SP-2 would be entitled to 
$625 (i.e., 5/8 x $1000). 
Example 2: Assume the facts of Example 1, except that SP-1’s collateral, worth $300, 
secures a debt of $200. Recall that, if the cake is worth $1000, then applying the ratio o 
3:5 would entitle SP-1 to $375 and SP-2 to $625. However, SP-1 is not entitled to collect 
from the product more than it is owed. Accordingly, SP-1’s share would be only $200, 
SP-2 would receive the remaining value, up to the amount it is owed ($700). 
Example 3: Assume that the cakes in the previous examples have a value of only 
$600. Again, the parties share in the ratio of 3:5. If, as in Example 1, SP-1 is owed $400, 
then SP-1 is entitled to $225 (i.e., 3/8 x $600), and SP-2 is entitled to $375 (i.e., 5/8 x 
$600). Debtor receives nothing. If, however, as in Example 2, SP-1 is owed only $200, 
then SP-2 receives $400. 
The results in the foregoing examples remain the same, regardless of whether SP-1 or 
SP-2 (or each) has a purchase-money security interest. 
5. Perfection: Unperfected Security Interests. The rule explained in the preceding 
Comment applies only when both security interests in original collateral are perfected 
hen the goods become commingled goods. If a security interest in original collateral is 
nperfected at the time the collateral becomes commingled goods, subsection (f)(1) applies. 
Example 4: SP-1 has a perfected security interest in the debtor's eggs, and SP-2 has 
an unperfected security interest in the debtor's flour. Debtor uses the flour and eggs to 
make cakes. Under subsection (c), both security interests attach to the cakes. But since 
SP-1’s security interest was perfected at the time of commingling and SP-2’s was not, 
only SP-1’s security interest in the cakes is perfected. See subsection (d). Under subsec- 
tion (f)(1) and Section 9-322(a)(2), SP-1’s perfected security interest has priority over SP- 
2's unperfected security interest. 
If both security interests are unperfected, the rule of Section 9-322(a)(3) would apply. 

6. Multiple Security Interests. On occasion, a single input may be encumbered by 
more than one security interest. In those cases, the multiple secured parties should be 
reated like a single secured party for purposes of determining their collective share under 
subsection (f)(2). The normal priority rules would determine how that share would be al- 
ocated between them. Consider the following example, which is a variation on Example 1 
above: 

Example 5: SP-1A has a perfected, first-priority security interest in Debtor's eggs. 
SP-1B has a perfected, second-priority security interest in the same collateral. The eggs 
have a value of $300. Debtor owes $200 to SP-1A and $200 to SP-1B. SP-2 has a perfected 
security interest in Debtor's flour, which has a value of $500 and secures a debt of $600. 
Debtor uses the flour and eggs to make cakes, which have a value of $1000. 

For purposes of subsection (f)(2), SP-1A and SP-1B should be treated like a single 
secured party. The collective security interest would rank equally with that of SP-2. 
Thus, the secured parties would share in the ratio of 3 (for SP-1A and SP-1B combined) 
to 5 (for SP-2). Applying this ratio to the entire value of the product, SP-1A and SP-1B in 
the aggregate would be entitled to $375 (i.e., 3/8 x $1000), and SP-2 would be entitled to 
$625 (i.e., 5/8 x $1000). 

SP-1A and SP-1B would share the $375 in accordance with their priority, as 
established under other rules. Inasmuch as SP-1A has first priority, it would receive 
$200, and SP-1B would receive $175. 

7. Priority of Security Interests That Attach Other Than by Operation of This 
Section. Under subsection (e), the normal priority rules determine the priority of a secu- 
ity interest that attaches to the product or mass other than by operation of this section. 
For example, assume that SP-1 has a perfected security interest in Debtor's existing and 
after-acquired baked goods, and SP-2 has a perfected security interest in Debtor's flour. 
en the flour is processed into cakes, subsections (c) and (d) provide that SP-2 acquires a 
perfected security interest in the cakes. If SP-1 filed against the baked goods before SP-2 
led against the flour, then SP-1 will enjoy priority in the cakes. See Section 9-322 (first-to- 
le-or-perfect). But if SP-2 filed against the flour before SP-1 filed against the baked goods, 
hen SP-2 will enjoy priority in the cakes to the extent of its security interest. 
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§ 9-337. Priority of Security Interests in Goods Covered by 
Certificate of Title. 
If, while a security interest in goods is perfected by any method under 
he law of another jurisdiction, this State issues a certificate of title that 
does not show that the goods are subject to the security interest or contain 
a statement that they may be subject to security interests not shown on 
he certificate: 

(1) a buyer of the goods, other than a person in the business of selling 
goods of that kind, takes free of the security interest if the buyer gives 
value and receives delivery of the goods after issuance of the certificate 
and without knowledge of the security interest; and 


(2) the security interest is subordinate to a conflicting security interest 
in the goods that attaches, and is perfected under Section 9-311(b), after 
issuance of the certificate and without the conflicting secured party's 
knowledge of the security interest. 


Official Comment 

1. Source. Derived from former Section 9-103(2)(d). 

2. Protection for Buyers and Secured Parties. This section affords protection to 
certain good-faith purchasers for value who are likely to have relied on a “clean” certificate 
of title, i.e., one that neither shows that the goods are subject to a particular security inter- 
est nor contains a statement that they may be subject to security interests not shown on 

he certificate. Under this section, a buyer can take free of, and the holder of a conflicting 
security interest can acquire priority over, a security interest that is perfected by any 
method under the law of another jurisdiction. The fact that the security interest has been 
eperfected by possession under Section 9-313 does not of itself disqualify the holder of a 
conflicting security interest from protection under paragraph (2). 


$ 9-338. Priority of Security Interest or Agricultural Lien 
Perfected by Filed Financing Statement Providing 
Certain Incorrect Information. 

If a security interest or agricultural lien is perfected by a filed financing 
statement providing information described in Section 9-516(b)(5) which is 
incorrect at the time the financing statement is filed: 

(1) the security interest or agricultural lien is subordinate to a conflict- 
ing perfected security interest in the collateral to the extent that the 
holder of the conflicting security interest gives value in reasonable reli- 
ance upon the incorrect information; and 

(2) a purchaser, other than a secured party, of the collateral takes free 
of the security interest or agricultural lien to the extent that, in reason- 
able reliance upon the incorrect information, the purchaser gives value 
and, in the case of tangible chattel paper, tangible documents, goods, 
instruments, or a security certificate, receives delivery of the collateral. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 
1. Source. New. 
2. Effect of Incorrect Information in Financing Statement. Section 9-520(a) 
equires the filing office to reject financing statements that do not contain information 
concerning the debtor as specified in Section 9-516(b)(5). An error in this information does 
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not render the financing statement ineffective. On rare occasions, a subsequent purchaser 
of the collateral (i.e., a buyer or secured party) may rely on the misinformation to its 
detriment. This section subordinates a security interest or agricultural lien perfected by an 
effective, but flawed, financing statement to the rights of a buyer or holder of a perfected 
security interest to the extent that, in reasonable reliance on the incorrect information, the 
purchaser gives value and, in the case of tangible collateral, receives delivery of the 
collateral. A purchaser who has not made itself aware of the information in the filing office 

ith respect to the debtor cannot act in “reasonable reliance” upon incorrect information. 

3. Relationship to Section 9-507. This section applies to financing statements that 
contain information that is incorrect at the time of filing and imposes a small risk o 
subordination on the filer. In contrast, Section 9-507 deals with financing statements 
containing information that is correct at the time of filing but which becomes incorrect 
ater. Except as provided in Section 9-507 with respect to changes in the debtor’s name, an 
otherwise effective financing statement does not become ineffective if the information 
contained in it becomes inaccurate. 


§ 9-339. Priority Subject to Subordination. 


This article does not preclude subordination by agreement by a person 
entitled to priority. 


Official Comment 
1. Source. Former Section 9-316. 
2. Subordination by Agreement. The preceding sections deal elaborately with ques- 
ions of priority. This section makes it entirely clear that a person entitled to priority may 
effectively agree to subordinate its claim. Only the person entitled to priority may make 
such an agreement: a person’s rights cannot be adversely affected by an agreement to 
hich the person is not a party. 


[SUBPART 4. RIGHTS OF BANK] 


§ 9-340. Effectiveness of Right of Recoupment or Set-Off Against 
Deposit Account. 


(a) [Exercise of recoupment or set-off.] Except as otherwise provided 
in subsection (c), a bank with which a deposit account is maintained may 
exercise any right of recoupment or set-off against a secured party that 
holds a security interest in the deposit account. 


(b) [Recoupment or set-off not affected by security interest.] 
Except as otherwise provided in subsection (c), the application of this 
article to a security interest in a deposit account does not affect a right o 
recoupment or set-off of the secured party as to a deposit account 

aintained with the secured party. 

(c) [When set-off ineffective.] The exercise by a bank of a set-o 
against a deposit account is ineffective against a secured party that holds 
a security interest in the deposit account which is perfected by control 

nder Section 9-104(a)(3), if the set-off is based on a claim against the 
debtor. 


Official Comment 

1. Source. New; subsection (b) is based on a nonuniform Illinois amendment. 

2. Set-off vs. Security Interest. This section resolves the conflict between a security 
interest in a deposit account and the bank’s rights of recoupment and set-off. 

Subsection (a) states the general rule and provides that the bank may effectively exercise 
ights of recoupment and set-off against the secured party. Subsection (c) contains an 
exception: if the secured party has control under Section 9-104(a)(3) (i.e., if it has become 
he bank's customer), then any set-off exercised by the bank against a debt owed by the 
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debtor (as opposed to a debt owed to the bank by the secured party) is ineffective. The bank 
may, however, exercise its recoupment rights effectively. This result is consistent with the 
priority rule in Section 9-327(4), under which the security interest of a bank in a deposit 
account is subordinate to that of a secured party who has control under Section 9-104(a)(3). 

This section deals with rights of set-off and recoupment that a bank may have under 
other law. It does not create a right of set-off or recoupment, nor is it intended to override 
any limitations or restrictions that other law imposes on the exercise of those rights. 

3. Preservation of Set-Off Right. Subsection (b) makes clear that a bank may hold 
both a right of set-off against, and an Article 9 security interest in, the same deposit 
account. By holding a security interest in a deposit account, a bank does not impair any 
ight of set-off it would otherwise enjoy. This subsection does not pertain to accounts evi- 
denced by an instrument (e.g., certain certificates of deposit), which are excluded from the 
definition of *deposit accounts." 


§ 9-341. Bank's Rights and Duties With Respect to Deposit 
Account. 


Except as otherwise provided in Section 9-340(c), and unless the bank 
otherwise agrees in an authenticated record, a bank's rights and duties 

ith respect to a deposit account maintained with the bank are not 
erminated, suspended, or modified by: 


(1) the creation, attachment, or perfection of a security interest in the 
deposit account; 


(2) the bank's knowledge of the security interest; or 
(3) the bank's receipt of instructions from the secured party. 


Official Comment 

1. Source. New. 

2. Free Flow of Funds. This section is designed to prevent security interests in deposit 
accounts from impeding the free flow of funds through the payment system. Subject to two 
exceptions, it leaves the bank's rights and duties with respect to the deposit account and 

he funds on deposit unaffected by the creation or perfection of a security interest or by the 
bank's knowledge of the security interest. In addition, the section permits the bank to 
ignore the instructions of the secured party unless it had agreed to honor them or unless 
other law provides to the contrary. A secured party who wishes to deprive the debtor of ac- 
cess to funds on deposit or to appropriate those funds for itself needs to obtain the agree- 
ment of the bank, utilize the judicial process, or comply with procedures set forth in other 
aw. Section 4-303(a), concerning the effect of notice on a bank's right and duty to pay 
items, is not to the contrary. That section addresses only whether an otherwise effective no- 
ice comes too late; it does not determine whether a timely notice is otherwise effective. 

3. Operation of Rule. The general rule of this section is subject to Section 9-340(c), 
nder which a bank's right of set-off may not be exercised against a deposit account in the 
secured party's name if the right is based on a claim against the debtor. This result reflects 
current law in many jurisdictions and does not appear to have unduly disrupted banking 
practices or the payments system. The more important function of this section, which is not 
impaired by Section 9-340, is the bank's right to follow the debtor's (customer's) instruc- 
ions (e.g., by honoring checks, permitting withdrawals, etc.) until such time as the deposi- 
ory institution is served with judicial process or receives instructions with respect to the 
unds on deposit from a secured party who has control over the deposit account. 

4. Liability of Bank. This Article does not determine whether a bank that pays out 
unds from an encumbered deposit is liable to the holder of a security interest. Although 
he fact that a secured party has control over the deposit account and the manner by which 
control was achieved may be relevant to the imposition of liability, whatever rule applies 
generally when a bank pays out funds in which a third party has an interest would 
determine liability to a secured party. Often, this rule is found in a non-UCC adverse claim 
statute. 

5. Certificates of Deposit. This section does not address the obligations of banks that 
issue instruments evidencing deposits (e.g., certain certificates of deposit). 
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§ 9-342. Bank’s Right to Refuse to Enter Into or Disclose 
Existence of Control Agreement. 


This article does not require a bank to enter into an agreement of the 
kind described in Section 9-104(a)(2), even if its customer so requests or 
directs. A bank that has entered into such an agreement is not required to 
confirm the existence of the agreement to another person unless requested 

o do so by its customer. 


Official Comment 
1. Source. New; derived from Section 8-106(g). 
2. Protection for Bank. This section protects banks from the need to enter into agree- 
ments against their will and from the need to respond to inquiries from persons other than 
heir customers. 


PART 4. RIGHTS OF THIRD PARTIES 


§ 9-401. Alienability of Debtor’s Rights. 

(a) [Other law governs alienability; exceptions.] Except as 
otherwise provided in subsection (b) and Sections 9-406, 9-407, 9-408, and 
9-409, whether a debtor’s rights in collateral may be voluntarily or invol- 

ntarily transferred is governed by law other than this article. 


(b) [Agreement does not prevent transfer.] An agreement between 
he debtor and secured party which prohibits a transfer of the debtor’s 
rights in collateral or makes the transfer a default does not prevent the 
ransfer from taking effect. 


Official Comment 

1. Source. Former Section 9-311. 

2. Scope of This Part. This Part deals with several issues affecting third parties (i.e., 
parties other than the debtor and the secured party). These issues are not addressed in 
Part 3, Subpart 3, which deals with priorities. This Part primarily addresses the rights and 
duties of account debtors and other persons obligated on collateral who are not, themselves, 
parties to a secured transaction. 

3. Governing Law. There was some uncertainty under former Article 9 as to which 
jurisdiction's law (usually, which jurisdiction's version of Article 9) applied to the matters 

hat this Part addresses. Part 3, Subpart 1, does not determine the law governing these 
matters because they do not relate to perfection, the effect of perfection or nonperfection, or 
priority. However, it might be inappropriate for a designation of applicable law by a debtor 
and secured party under Section 1-105 to control the law applicable to an independent 
ransaction or relationship between the debtor and an account debtor. 

Consider an example under Section 9-408. 

Example 1: State X has adopted this Article; former Article 9 is the law of State Y. 

A general intangible (e.g., a franchise agreement) between a debtor-franchisee, D, and 
an account debtor-franchisor, AD, is governed by the law of State Y. D grants to SP a se- 
curity interest in its rights under the franchise agreement. The franchise agreement 
contains a term prohibiting D's assignment of its rights under the agreement. D and SP 
agree that their secured transaction is governed by the law of State X. Under State X's 
Section 9-408, the restriction on D's assignment is ineffective to prevent the creation, at- 
tachment, or perfection of SP's security interest. State Y's former Section 9-318(4), 
however, does not address restrictions on the creation of security interests in general 
intangibles other than general intangibles for money due or to become due. Accordingly, 
it does not address restrictions on the assignment to SP of D's rights under the franchise 
agreement. The non-Article-9 law of State Y, which does address restrictions, provides 
that the prohibition on assignment is effective. 

This Article does not provide a specific answer to the question of which State's law ap- 
plies to the restriction on assignment in the example. However, assuming that under non- 
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CC choice-of-law principles the effectiveness of the restriction would be governed by the 
aw of State Y, which governs the franchise agreement, the fact that State X's Article 9 
governs the secured transaction between SP and D would not override the otherwise ap- 
plicable law governing the agreement. Of course, to the extent that jurisdictions eventually 
adopt identical versions of this Article and courts interpret it consistently, the inability to 
identify the applicable law in circumstances such as those in the example may be 
inconsequential. 

4. Inalienability Under Other Law. Subsection (a) addresses the question whether 
property necessarily is transferable by virtue of its inclusion (i.e., its eligibility as collat- 
eral) within the scope of Article 9. It gives a negative answer, subject to the identified 
exceptions. The substance of subsection (a) was implicit under former Article 9. 

5. Negative Pledge Covenant. Subsection (b) is an exception to the general rule in 
subsection (a). It makes clear that in secured transactions under this Article the debtor has 
ights in collateral (whether legal title or equitable) which it can transfer and which its 
creditors can reach. It is best explained with an example. 

Example 2: A debtor, D, grants to SP a security interest to secure a debt in excess o 
the value of the collateral. D agrees with SP that it will not create a subsequent security 
interest in the collateral and that any security interest purportedly granted in violation 
of the agreement will be void. Subsequently, in violation of its agreement with SP, D 
purports to grant a security interest in the same collateral to another secured party. 

Subsection (b) validates D's creation of the subsequent (prohibited) security interest, which 
might even achieve priority over the earlier security interest. See Comment 7. However, 
unlike some other provisions of this Part, such as Section 9-406, subsection (b) does not 
provide that the agreement restricting assignment itself is “ineffective.” Consequently, the 
debtor's breach may create a default. 

6. Rights of Lien Creditors. Difficult problems may arise with respect to attachment, 
evy, and other judicial procedures under which a debtor's creditors may reach collateral 
subject to a security interest. For example, an obligation may be secured by collateral 

orth many times the amount of the obligation. If a lien creditor has caused all or a por- 
ion of the collateral to be seized under judicial process, it may be difficult to determine the 
amount of the debtor's *equity" in the collateral that has been seized. The section leaves 
esolution of this problem to the courts. The doctrine of marshaling may be appropriate. 

7. Sale of Receivables. If a debtor sells an account, chattel paper, payment intangible, 
or promissory note outright, as against the buyer the debtor has no remaining rights to 
ransfer. If, however, the buyer fails to perfect its interest, then solely insofar as the rights 
of certain third parties are concerned, the debtor is deemed to retain its rights and title. 
See Section 9-318. The debtor has the power to convey these rights to a subsequent 
purchaser. If the subsequent purchaser (buyer or secured lender) perfects its interest, it 

ill achieve priority over the earlier, unperfected purchaser. See Section 9-322(a)(1). 


§ 9-402. Secured Party Not Obligated on Contract of Debtor or in 
Tort. 
The existence of a security interest, agricultural lien, or authority given 
o a debtor to dispose of or use collateral, without more, does not subject a 
secured party to liability in contract or tort for the debtor's acts or 
omissions. 


Official Comment 

1. Source. Former Section 9-317. 

2. Nonliability of Secured Party. This section, like former Section 9-317, rejects theo- 
ies on which a secured party might be held liable on a debtor's contracts or in tort merely 
because a security interest exists or because the debtor is entitled to dispose of or use 
collateral. This section expands former Section 9-317 to cover agricultural liens. 


§ 9-403. Agreement Not to Assert Defenses Against Assignee. 

(a) [*Value."] In this section, “value” has the meaning provided in Section 
3-303(a). 

(b) [Agreement not to assert claim or defense.] Except as otherwise 
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provided in this section, an agreement between an account debtor and an 
assignor not to assert against an assignee any claim or defense that the 
account debtor may have against the assignor is enforceable by an as- 
signee that takes an assignment: 
(1) for value; 
(2) in good faith; 
(3) without notice of a claim of a property or possessory right to the 
property assigned; and 
(4) without notice of a defense or claim in recoupment of the type that 
may be asserted against a person entitled to enforce a negotiable instru- 
ment under Section 3-305(a). 
(c) [When subsection (b) not applicable.] Subsection (b) does not ap- 


course of a negotiable instrument under Section 3-305(b). 
(d) [Omission of required statement in consumer transaction.] In 
a consumer transaction, if a record evidences the account debtor’s obliga- 
ion, law other than this article requires that the record include a state- 
ent to the effect that the rights of an assignee are subject to claims or de- 
fenses that the account debtor could assert against the original obligee, 
and the record does not include such a statement: 


(1) the record has the same effect as if the record included such a 
statement; and 


(2) the account debtor may assert against an assignee those claims 
and defenses that would have been available if the record included such 
a statement. 


(e) [Rule for individual under other law.] This section is subject to 
law other than this article which establishes a different rule for an account 
debtor who is an individual and who incurred the obligation primarily for 
personal, family, or household purposes. 


(f) [Other law not displaced.] Except as otherwise provided in subsec- 
ion (d), this section does not displace law other than this article which 
cives effect to an agreement by an account debtor not to assert a claim or 


defense against an assignee. 


Official Comment 

1. Source. Former Section 9-206. 

2. Scope and Purpose. Subsection (b), like former Section 9-206, generally validates an 
agreement between an account debtor and an assignor that the account debtor will not as- 
sert against an assignee claims and defenses that it may have against the assignor. These 
agreements are typical in installment sale agreements and leases. However, this section 
expands former Section 9-206 to apply to all account debtors; it is not limited to account 
debtors that have bought or leased goods. This section applies only to the obligations of an 
"account debtor," as defined in Section 9-102. Thus, it does not determine the circumstances 
under which and the extent to which a person who is obligated on a negotiable instrument 
is disabled from asserting claims and defenses. Rather, Article 3 must be consulted. See, 
e.g., Sections 3-305, 3-306. Article 3 governs even when the negotiable instrument consti- 

utes part of chattel paper. See Section 9-102 (an obligor on a negotiable instrument 
constituting part of chattel paper is not an “account debtor"). 

3. Conditions of Validation; Relationship to Article 3. Subsection (b) validates an 
account debtor's agreement only if the assignee takes an assignment for value, in good 
aith, and without notice of conflicting claims to the property assigned or of certain claims 
or defenses of the account debtor. Like former Section 9-206, this section is designed to put 


986 


ECURED ÍiRANSACTIONS 


he assignee in a position that is no better and no worse than that of a holder in due course 
of a negotiable instrument under Article 3. However, former Section 9-206 left open certain 
issues, e.g., whether the section incorporated the special Article 3 definition of *value" in 
Section 3-303 or the generally applicable definition in Section 1-201(44). Subsection (a) ad- 
dresses this question; it provides that “value” has the meaning specified in Section 3-303(a). 
Similarly, subsection (c) provides that subsection (b) does not validate an agreement with 
espect to defenses that could be asserted against a holder in due course under Section 
3-305(b) (the so-called “real” defenses). In 1990, the definition of “holder in due course" 
(Section 3-302) and the articulation of the rights of a holder in due course (Sections 3-305 
and 3-306) were revised substantially. This section tracks more closely the rules of Sections 
3-302, 3-305, and 3-306. 
4. Relationship to Terms of Assigned Property. Former Section 9-206(2), concerning 
arranties accompanying the sale of goods, has been deleted as unnecessary. This Article 
does not regulate the terms of the account, chattel paper, or general intangible that is as- 
signed, except insofar as the account, chattel paper, or general intangible itself creates a 
security interest (as often is the case with chattel paper). Thus, Article 2, and not this 
rticle, determines whether a seller of goods makes or effectively disclaims warranties, 
even if the sale is secured. Similarly, other law, and not this Article, determines the ef- 
ectiveness of an account debtor's undertaking to pay notwithstanding, and not to assert, 
any defenses or claims against an assignor-e.g., a “hell-or-high-water” provision in the 
nderlying agreement that is assigned. If other law gives effect to this undertaking, then, 
under principles of nemo dat, the undertaking would be enforceable by the assignee (secured 
party). If other law prevents the assignor from enforcing the undertaking, this section nev- 
ertheless might permit the assignee to do so. The right of the assignee to enforce would 
depend upon whether, under the particular facts, the account debtor's undertaking fairly 
could be construed as an agreement that falls within the scope of this section and whether 
he assignee meets the requirements of this section. 
5. Relationship to Federal Trade Commission Rule. Subsection (d) is new. It applies 
o rights evidenced by a record that is required to contain, but does not contain, the notice 
set forth in Federal Trade Commission Rule 433, 16 C.F.R. Part 433 (the *Holder-in-Due- 
Course Regulations"). Under this subsection, an assignee of such a record takes subject to 
he consumer account debtor's claims and defenses to the same extent as it would have i 
he writing had contained the required notice. Thus, subsection (d) effectively renders 
aiver-of-defense clauses ineffective in the transactions with consumers to which it applies. 
6. Relationship to Other Law. Like former Section 9-206(1), this section takes no posi- 
ion on the enforceability of waivers of claims and defenses by consumer account debtors, 
eaving that question to other law. However, the reference to “law other than this article" 
in subsection (e) encompasses administrative rules and regulations; the reference in former 
Section 9-206(1) that it replaces ("statute or decision") arguably did not. 
This section does not displace other law that gives effect to a non-consumer account 
debtor's agreement not to assert defenses against an assignee, even if the agreement would 
ot qualify under subsection (b). See subsection (f). It validates, but does not invalidate, 
agreements made by a non-consumer account debtor. This section also does not displace 
other law to the extent that the other law permits an assignee, who takes an assignment 
ith notice of a claim of a property or possessory right, a defense, or a claim in recoupment, 
o enforce an account debtor's agreement not to assert claims and defenses against the as- 
signor (e.g., a “hell-or-high-water” agreement). See Comment 4. It also does not displace an 
assignee’s right to assert that an account debtor is estopped from asserting a claim or 
defense. Nor does this section displace other law with respect to waivers of potential future 
claims and defenses that are the subject of an agreement between the account debtor and 
he assignee. Finally, it does not displace Section 1-107, concerning waiver of a breach that 
allegedly already has occurred. 


§ 9-404. Rights Acquired by Assignee; Claims and Defenses 
Against Assignee. 
(a) [Assignee's rights subject to terms, claims, and defenses; 
exceptions.] Unless an account debtor has made an enforceable agree- 
ent not to assert defenses or claims, and subject to subsections (b) 
hrough (e), the rights of an assignee are subject to: 
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(1) all terms of the agreement between the account debtor and as- 
signor and any defense or claim in recoupment arising from the transac- 
tion that gave rise to the contract; and 

(2) any other defense or claim of the account debtor against the as- 
signor which accrues before the account debtor receives a notification o 
the assignment authenticated by the assignor or the assignee. 

(b) [Account debtor’s claim reduces amount owed to assignee.] 
Subject to subsection (c) and except as otherwise provided in subsection 
(d), the claim of an account debtor against an assignor may be asserted 
against an assignee under subsection (a) only to reduce the amount the ac- 
count debtor owes. 

(c) [Rule for individual under other law.] This section is subject to 
law other than this article which establishes a different rule for an account 
debtor who is an individual and who incurred the obligation primarily for 
personal, family, or household purposes. 

(d) [Omission of required statement in consumer transaction.] In 
a consumer transaction, if a record evidences the account debtor’s obliga- 
ion, law other than this article requires that the record include a state- 

ent to the effect that the account debtor’s recovery against an assignee 

ith respect to claims and defenses against the assignor may not exceed 
amounts paid by the account debtor under the record, and the record does 
not include such a statement, the extent to which a claim of an account 
debtor against the assignor may be asserted against an assignee is 
determined as if the record included such a statement. 


(e) [Inapplicability to health-care-insurance receivable.] This sec- 
ion does not apply to an assignment of a health-care-insurance receivable. 


Official Comment 

1. Source. Former Section 9-318(1). 

2. Purpose; Rights of Assignee in General. Subsection (a), like former Section 
9-318(1), provides that an assignee generally takes an assignment subject to defenses and 
claims of an account debtor. Under subsection (a)(1), if the account debtor’s defenses on an 
assigned claim arise from the transaction that gave rise to the contract with the assignor, 
it makes no difference whether the defense or claim accrues before or after the account 
debtor is notified of the assignment. Under subsection (a)(2), the assignee takes subject to 
other defenses or claims only if they accrue before the account debtor has been notified o 

he assignment. Of course, an account debtor may waive its right to assert defenses or 
claims against an assignee under Section 9-403 or other applicable law. Subsection (a) 
racks Section 3-305(a)(3) more closely than its predecessor. 

3. Limitation on Affirmative Claims. Subsection (b) is new. It limits the claim that the 
account debtor may assert against an assignee. Borrowing from Section 3-305(a)(3) and 
cases construing former Section 9-318, subsection (b) generally does not afford the account 
debtor the right to an affirmative recovery from an assignee. 

4. Consumer Account Debtors; Relationship to Federal Trade Commission Rule. 
Subsections (c) and (d) also are new. Subsection (c) makes clear that the rules of this sec- 

ion are subject to other law establishing special rules for consumer account debtors. An 
“account debtor who is an individual” as used in subsection (c) includes individuals who are 
jointly or jointly and severally obligated. Subsection (d) applies to rights evidenced by a rec- 
ord that is required to contain, but does not contain, the notice set forth in Federal Trade 
Commission Rule 433, 16 C.F.R. Part 433 (the *Holder-in-Due-Course Regulations”). Under 
subsection (d), a consumer account debtor has the same right to an affirmative recovery 
rom an assignee of such a record as the consumer would have had against the assignee 
had the record contained the required notice. 

5. Scope; Application to *Account Debtor." This section deals only with the rights 
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and duties of “account debtors"—and for the most part only with account debtors on ac- 
counts, chattel paper, and payment intangibles. Subsection (e) provides that the obligation 
of an insurer with respect to a health-care-insurance receivable is governed by other law. 
References in this section to an “account debtor" include account debtors on collateral that 
is proceeds. Neither this section nor any other provision of this Article, including Sections 
9-408 and 9-409, provides analogous regulation of the rights and duties of other obligors on 
collateral, such as the maker of a negotiable instrument (governed by Article 3), the issuer 
of or nominated person under a letter of credit (governed by Article 5), or the issuer of a se- 
curity (governed by Article 8). Article 9 leaves those rights and duties untouched; however, 
Section 9-409 deals with the special case of letters of credit. When chattel paper is composed 
in part of a negotiable instrument, the obligor on the instrument is not an “account debtor,” 
and Article 3 governs the rights of the assignee of the chattel paper with respect to the is- 
sues that this section addresses. See, e.g., Section 3-601 (dealing with discharge of an 
obligation to pay a negotiable instrument). 


$ 9-405. Modification of Assigned Contract. 


(a) [Effect of modification on assignee.] A modification of or substitu- 
ion for an assigned contract is effective against an assignee if made in 
good faith. The assignee acquires corresponding rights under the modified 
or substituted contract. The assignment may provide that the modification 
or substitution is a breach of contract by the assignor. This subsection is 
subject to subsections (b) through (d). 


(b) [Applicability of subsection (a).] Subsection (a) applies to the 
extent that: 


(1) the right to payment or a part thereof under an assigned contract 
has not been fully earned by performance; or 


(2) the right to payment or a part thereof has been fully earned by 
performance and the account debtor has not received notification of the 
assignment under Section 9-406(a). 


(c) [Rule for individual under other law.] This section is subject to 
law other than this article which establishes a different rule for an account 
debtor who is an individual and who incurred the obligation primarily for 
personal, family, or household purposes. 


(d) [Inapplicability to health-care-insurance receivable.] This sec- 
ion does not apply to an assignment of a health-care-insurance receivable. 


Official Comment 

1. Source. Former Section 9-318(2). 

2. Modification of Assigned Contract. The ability of account debtors and assignors to 
modify assigned contracts can be important, especially in the case of government contracts 
and complex contractual arrangements (e.g., construction contracts) with respect to which 
modifications are customary. Subsections (a) and (b) provide that good-faith modifications 
of assigned contracts are binding against an assignee to the extent that (i) the right to pay- 
ment has not been fully earned or (ii) the right to payment has been earned and notifica- 

ion of the assignment has not been given to the account debtor. Former Section 9-318(2) 
did not validate modifications of fully-performed contracts under any circumstances, 

hether or not notification of the assignment had been given to the account debtor. Subsec- 
ion (a) protects the interests of assignees by (i) limiting the effectiveness of modifications, 
o those made in good faith, (ii) affording the assignee with corresponding rights under the 
contract as modified, and (iii) recognizing that the modification may be a breach of the as- 
signor’s agreement with the assignee. 

3. Consumer Account Debtors. Subsection (c) is new. It makes clear that the rules o 

his section are subject to other law establishing special rules for consumer account debtors. 

4. Account Debtors on Health-Care-Insurance Receivables. Subsection (d) also is 
new. It provides that this section does not apply to an assignment of a heath-care-insurance 
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eceivable. The obligation of an insurer with respect to a health-care-insurance receivable 
is governed by other law. 


§ 9-406. Discharge of Account Debtor; Notification of Assignment; 
Identification and Proof of Assignment; Restrictions on 
Assignment of Accounts, Chattel Paper, Payment 
Intangibles, and Promissory Notes Ineffective. 

(a) [Discharge of account debtor; effect of notification.] Subject to 
subsections (b) through (i), an account debtor on an account, chattel paper, 
or a payment intangible may discharge its obligation by paying the as- 
signor until, but not after, the account debtor receives a notification, 
authenticated by the assignor or the assignee, that the amount due or to 
become due has been assigned and that payment is to be made to the 
assignee. After receipt of the notification, the account debtor may dis- 
charge its obligation by paying the assignee and may not discharge the 
obligation by paying the assignor. 

(b) [When notification ineffective.] Subject to subsection (h), notifica- 
ion is ineffective under subsection (a): 

(1) if it does not reasonably identify the rights assigned; 

(2) to the extent that an agreement between an account debtor and a 
seller of a payment intangible limits the account debtor's duty to pay a 
person other than the seller and the limitation is effective under law 
other than this article; or 


(3) at the option of an account debtor, if the notification notifies the ac- 
count debtor to make less than the full amount of any installment or 


other periodic payment to the assignee, even if: 


(A) only a portion of the account, chattel paper, or payment 
intangible has been assigned to that assignee; 


(B) a portion has been assigned to another assignee; or 


(C) the account debtor knows that the assignment to that assignee 
is limited. 


(c) [Proof of assignment.] Subject to subsection (h), if requested by the 
account debtor, an assignee shall seasonably furnish reasonable proof that 
he assignment has been made. Unless the assignee complies, the account 
debtor may discharge its obligation by paying the assignor, even if the ac- 
count debtor has received a notification under subsection (a). 

(d) [Term restricting assignment generally ineffective.] Except as 
otherwise provided in subsection (e) and Sections 24-303 and 9-407, and 
subject to subsection (h), a term in an agreement between an account 
debtor and an assignor or in a promissory note is ineffective to the extent 
hat it: 

(1) prohibits, restricts, or requires the consent of the account debtor or 
person obligated on the promissory note to the assignment or transfer of, 
or the creation, attachment, perfection, or enforcement of a security 
interest in, the account, chattel paper, payment intangible, or promis- 
sory note; or 

(2) provides that the assignment or transfer or the creation, attach- 
ment, perfection, or enforcement of the security interest may give rise to 
a default, breach, right of recoupment, claim, defense, termination, right 


990 


ECURED ÍiRANSACTIONS 


of termination, or remedy under the account, chattel paper, payment 

intangible, or promissory note. 

(e) [Inapplicability of subsection (d) to certain sales.] Subsection 
(d) does not apply to the sale of a payment intangible or promissory note. 

(f) [Legal restrictions on assignment generally ineffective.] Except 
as otherwise provided in Sections 24-303 and 9-407 and subject to subsec- 
ions (h) and (i) a rule of law, statute, or regulation that prohibits, 
restricts, or requires the consent of a government, governmental body or 
official, or account debtor to the assignment or transfer of, or creation of a 
security interest in, an account or chattel paper is ineffective to the extent 
hat the rule of law, statute, or regulation: 

(1) prohibits, restricts, or requires the consent of the government, 
governmental body or official, or account debtor to the assignment or 
transfer of, or the creation, attachment, perfection, or enforcement of a 
security interest in the account or chattel paper; or 

(2) provides that the assignment or transfer or the creation, attach- 
ment, perfection, or enforcement of the security interest may give rise to 
a default, breach, right of recoupment, claim, defense, termination, right 
of termination, or remedy under the account or chattel paper. 


(g) [Subsection (b)(3) not waivable.] Subject to subsection (h), an ac- 
count debtor may not waive or vary its option under subsection (b)(3). 


(h) [Rule for individual under other law.] This section is subject to 
law other than this article which establishes a different rule for an account 
debtor who is an individual and who incurred the obligation primarily for 
personal, family, or household purposes. 


(i) [Inapplicability to health-care-insurance receivable.] This sec- 
ion does not apply to an assignment of a health-care-insurance receivable. 


() [Section prevails over specified inconsistent law.] This section 
prevails over any inconsistent provisions of the following statutes, rules, 
and regulations: 


[List here any statutes, rules, and regulations containing provisions inconsistent with 
this section.] 


egislative Note: States that amend statutes, rules, and regulations to remove provisions in- 
onsistent with this section need not enact subsection (j) 


As amended in 1999 and 2000. 
See Appendix O for material relating to changes made in text in 1999 and 
000. 


Official Comment 

1. Source. Former Section 9-318(3), (4). 

2. Account Debtor's Right to Pay Assignor Until Notification. Subsection (a) 
provides the general rule concerning an account debtor's right to pay the assignor until the 
account debtor receives appropriate notification. The revision makes clear that once the ac- 
count debtor receives the notification, the account debtor cannot discharge its obligation by 
paying the assignor. It also makes explicit that payment to the assignor before notification, 
or payment to the assignee after notification, discharges the obligation. No change in mean- 
ing from former Section 9-318 is intended. Nothing in this section conditions the effective- 
ness of a notification on the identity of the person who gives it. An account debtor that 
doubts whether the right to payment has been assigned may avail itself of the procedures 
in subsection (c). See Comment 4. 

An effective notification under subsection (a) must be authenticated. This requirement 


991 


UNIFORM COMMERCIAL CODE 


ormally could be satisfied by sending notification on the notifying person’s letterhead or 
on a form on which the notifying person’s name appears. In each case the printed name 

ould be a symbol adopted by the notifying person for the purpose of identifying the person 
and adopting the notification. See Section 9-102 (defining “authenticate”). 

Subsection (a) applies only to account debtors on accounts, chattel paper, and payment 
intangibles. (Section 9-102 defines the term “account debtor” more broadly, to include those 
obligated on all general intangibles.) Although subsection (a) is more precise than its prede- 
cessor, it probably does not change the rule that applied under former Article 9. Former 
Section 9-318(3) referred to the account debtor’s obligation to “pay,” indicating that the 
subsection was limited to account debtors on accounts, chattel paper, and other payment 
obligations. 

3. Limitations on Effectiveness of Notification. Subsection (b) contains some special 

ules concerning the effectiveness of a notification under subsection (a). 

Subsection (b)(1) tracks former Section 9-318(3) by making ineffective a notification that 
does not reasonably identify the rights assigned. A reasonable identification need not 
identify the right to payment with specificity, but what is reasonable also is not left to the 
arbitrary decision of the account debtor. If an account debtor has doubt as to the adequacy 
of a notification, it may not be safe in disregarding the notification unless it notifies the as- 
signee with reasonable promptness as to the respects in which the account debtor considers 
he notification defective. 

Subsection (b)(2), which is new, applies only to sales of payment intangibles. It makes a 
notification ineffective to the extent that other law gives effect to an agreement between an 
account debtor and a seller of a payment intangible that limits the account debtor’s duty to 
pay a person other than the seller. Payment intangibles are substantially less fungible 
han accounts and chattel paper. In some (e.g., commercial bank loans), account debtors 
customarily and legitimately expect that they will not be required to pay any person other 
han the financial institution that has advanced funds. 

It has become common in financing transactions to assign interests in a single obligation 
o more than one assignee. Requiring an account debtor that owes a single obligation to 
make multiple payments to multiple assignees would be unnecessarily burdensome. Thus, 

nder subsection (b)(3), an account debtor that is notified to pay an assignee less than the 
ull amount of any installment or other periodic payment has the option to treat the 
notification as ineffective, ignore the notice, and discharge the assigned obligation by pay- 
ing the assignor. Some account debtors may not realize that the law affords them the right 
o ignore certain notices of assignment with impunity. By making the notification ineffec- 
ive at the account debtor's option, subsection (b)(3) permits an account debtor to pay the 
assignee in accordance with the notice and thereby to satisfy its obligation pro tanto. Under 


4. Proof of Assignment. Subsection (c) links payment with discharge, as in subsection. 
(a). It follows former Section 9-318(3) in referring to the right of the account debtor to pay 
he assignor if the requested proof of assignment is not seasonably forthcoming. Even if the 
proof is not forthcoming, the notification of assignment would remain effective, so that, in 
he absence of reasonable proof of the assignment, the account debtor could discharge the 
obligation by paying either the assignee or the assignor. Of course, if the assignee did not 
in fact receive an assignment, the account debtor cannot discharge its obligation by paying 
a putative assignee who is a stranger. The observations in Comment 3 concerning the 
easonableness of an identification of a right to payment also apply here. An account debtor 
hat questions the adequacy of proof submitted by an assignee would be well advised to 
promptly inform the assignee of the defects. 

An account debtor may face another problem if its obligation becomes due while the ac- 
count debtor is awaiting reasonable proof of the assignment that it has requested from the 
assignee. This section does not excuse the account debtor from timely compliance with its 
obligations. Consequently, an account debtor that has received a notification of assignment 
and who has requested reasonable proof of the assignment may discharge its obligation by 
paying the assignor at the time (or even earlier if reasonably necessary to avoid risk o 
default) when a payment is due, even if the account debtor has not yet received a response 

o its request for proof. On the other hand, after requesting reasonable proof of the assign- 
ment, an account debtor may not discharge its obligation by paying the assignor 
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substantially in advance of the time that the payment is due unless the assignee has failed 
o provide the proof seasonably. 

5. Contractual Restrictions on Assignment. Former Section 9-318(4) rendered inef- 
ective an agreement between an account debtor and an assignor which prohibited assign- 

ment of an account (whether outright or to secure an obligation) or prohibited a security as- 
signment of a general intangible for the payment of money due or to become due. Subsection 
(d) essentially follows former Section 9-318(4), but expands the rule of free assignability to 
chattel paper (subject to Sections 24-303 and 9-407) and promissory notes and explicitly 
overrides both restrictions and prohibitions of assignment. The policies underlying the inef- 

ectiveness of contractual restrictions under this section build on common-law develop- 
ments that essentially have eliminated legal restrictions on assignments of rights to pay- 
ment as security and other assignments of rights to payment such as accounts and chattel 
paper. Any that might linger for accounts and chattel paper are addressed by new subsec- 
ion (f). See Comment 6. 

Former Section 9-318(4) did not apply to a sale of a payment intangible (as described in 
he former provision, “a general intangible for money due or to become due") but did apply 
o an assignment of a payment intangible for security. Subsection (e) continues this ap- 

proach and also makes subsection (d) inapplicable to sales of promissory notes. Section 
9-408 addresses anti-assignment clauses with respect to sales of payment intangibles and 
promissory notes. 

Like former Section 9-318(4), subsection (d) provides that anti-assignment clauses are 
“ineffective.” The quoted term means that the clause is of no effect whatsoever; the clause 
does not prevent the assignment from taking effect between the parties and the prohibited 
assignment does not constitute a default under the agreement between the account debtor 
and assignor. However, subsection (d) does not override terms that do not directly prohibit, 

estrict, or require consent to an assignment but which might, nonetheless, present a 
practical impairment of the assignment. Properly read, however, subsection (d) reaches 
only covenants that prohibit, restrict, or require consents to assignments; it does not over- 
ide all terms that might “impair” an assignment in fact. 
Example: Buyer enters into an agreement with Seller to buy equipment that Seller 
is to manufacture according to Buyer's specifications. Buyer agrees to make a series o 
prepayments during the construction process. In return, Seller agrees to set aside the 
prepaid funds in a special account and to use the funds solely for the manufacture of the 
designated equipment. Seller also agrees that it will not assign any of its rights under 
the sale agreement with Buyer. Nevertheless, Seller grants to Secured Party a security 
interest in its accounts. Seller's anti-assignment agreement is ineffective under subsec- 
tion (d); its agreement concerning the use of prepaid funds, which is not a restriction or| 
prohibition on assignment, is not. However, if Secured Party notifies Buyer to make all 
future payments directly to Secured Party, Buyer will be obliged to do so under subsec- 
tion (a) if it wishes the payments to discharge its obligation. Unless Secured Party 
releases the funds to Seller so that Seller can comply with its use-of-funds covenant, 

Seller will be in breach of that covenant. 

In the example, there appears to be a plausible business purpose for the use-of-funds 
covenant. However, a court may conclude that a covenant with no business purpose other 
han imposing an impediment to an assignment actually is a direct restriction that is 
endered ineffective by subsection (d). 

6. Legal Restrictions on Assignment. Former Section 9-318(4), like subsection (d) o 

his section, addressed only contractual restrictions on assignment. The former section was 
grounded on the reality that legal, as opposed to contractual, restrictions on assignments o 
ights to payment had largely disappeared. New subsection (f) codifies this principle of free 
assignability for accounts and chattel paper. For the most part the discussion of contractual 
estrictions in Comment 5 applies as well to legal restrictions rendered ineffective under 
subsection (f). 

7. Multiple Assignments. This section, like former Section 9-318, is not a complete cod- 
ification of the law of assignments of rights to payment. In particular, it is silent concern- 
ing many of the ramifications for an account debtor in cases of multiple assignments of the 
same right. For example, an assignor might assign the same receivable to multiple assign- 
ees (which assignments could be either inadvertent or wrongful). Or, the assignor could as- 
sign the receivable to assignee-1, which then might re-assign it to assignee-2, and so forth. 

he rights and duties of an account debtor in the face of multiple assignments and in other 
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circumstances not resolved in the statutory text are left to the common-law rules. See, e.g., 
Restatement (2d), Contracts §§ 338(3), 339. The failure of former Article 9 to codify these 
ules does not appear to have caused problems. 
8. Consumer Account Debtors. Subsection (h) is new. It makes clear that the rules o 
his section are subject to other law establishing special rules for consumer account debtors. 
9. Account Debtors on Health-Care-Insurance Receivables. Subsection (i) also is 
new. The obligation of an insurer with respect to a health-care-insurance receivable is 
governed by other law. Section 9-408 addresses contractual and legal restrictions on the as- 
signment of a health-care-insurance receivable. 


§ 9-407. Restrictions on Creation or Enforcement of Security 
Interest in Leasehold Interest or in Lessor’s Residual 
Interest. 

(a) [Term restricting assignment generally ineffective.] Except as 
otherwise provided in subsection (b), a term in a lease agreement is inef- 
fective to the extent that it: 

(1) prohibits, restricts, or requires the consent of a party to the lease 
to the assignment or transfer of, or the creation, attachment, perfection, 
or enforcement of a security interest in an interest of a party under the 
lease contract or in the lessor’s residual interest in the goods; or 

(2) provides that the assignment or transfer or the creation, attach- 
ment, perfection, or enforcement of the security interest may give rise to 
a default, breach, right of recoupment, claim, defense, termination, right 
of termination, or remedy under the lease. 

(b) [Effectiveness of certain terms.] Except as otherwise provided in 
Section 2A-303(7), a term described in subsection (a)(2) is effective to the 
extent that there is: 

(1) a transfer by the lessee of the lessee’s right of possession or use o 
the goods in violation of the term; or 

(2) a delegation of a material performance of either party to the lease 
contract in violation of the term. 

(c) [Security interest not material impairment.] The creation, at- 

achment, perfection, or enforcement of a security interest in the lessor's 
interest under the lease contract or the lessor's residual interest in the 

goods is not a transfer that materially impairs the lessee's prospect o 

obtaining return performance or materially changes the duty of or materi- 

ally increases the burden or risk imposed on the lessee within the purview 
of Section 2A-303(4) unless, and then only to the extent that, enforcement 
actually results in a delegation of material performance of the lessor. 


As amended in 1999. 
See Appendix P for material relating to changes made in text in 1999. 


Official Comment 
1. Source. Section 2A-303. 
2. Restrictions on Assignment Generally Ineffective. Under subsection (a), as under 
ormer Section 2A-303(3), a term in a lease agreement which prohibits or restricts the cre- 
ation of a security interest generally is ineffective. This reflects the general policy of Section 
9-406(d) and former Section 9-318(4). This section has been conformed in several respects 
o analogous provisions in Sections 9-406, 9-408, and 9-409, including the substitution o 
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“ineffective” for “not enforceable” and the substitution of “assignment or transfer of, or the* 
creation, attachment, perfection, or enforcement of a security interest" for “creation or 
enforcement of a security interest." 
3. Exceptions for Certain Transfers and Delegations. Subsection (b) provides excep- 
ions to the general ineffectiveness of restrictions under subsection (a). A term that 
otherwise is ineffective under subsection (a)(2) is effective to the extent that a lessee 
ransfers its right to possession and use of goods or if either party delegates material per- 
ormance of the lease contract in violation of the term. However, under subsection (c), as 
nder former Section 2A-303(3), a lessor’s creation of a security interest in its interest in a 
ease contract or its residual interest in the leased goods is not a material impairment 
under Section 2A-303(4) (former Section 2A-303(5)), absent an actual delegation of the les- 
sors material performance. The terms of the lease contract determine whether the lessor, 
in fact, has any remaining obligations to perform. If it does, it is then necessary to 
determine whether there has been an actual delegation of *material performance." See 
Section 24-303, Comments 3 and 4. 


As amended in 1999. 


See Appendix P for material relating to changes made in Official Comment 
in 1999. 


$ 9-408. Restrictions on Assignment of Promissory Notes, Health- 
Care-Insurance Receivables, and Certain General 
Intangibles Ineffective. 

(a) [Term restricting assignment generally ineffective.] Except as 
otherwise provided in subsection (b), a term in a promissory note or in an 
agreement between an account debtor and a debtor which relates to a 
health-care-insurance receivable or a general intangible, including a 
contract, permit, license, or franchise, and which term prohibits, restricts, 


or requires the consent of the person obligated on the promissory note or 
he account debtor to, the assignment or transfer of, or creation, attach- 

ent, or perfection of a security interest in, the promissory note, health- 
care-insurance receivable, or general intangible, is ineffective to the extent 
hat the term: 


(1) would impair the creation, attachment, or perfection of a security 
interest; or 

(2) provides that the assignment or transfer or the creation, attach- 
ment, or perfection of the security interest may give rise to a default, 

breach, right of recoupment, claim, defense, termination, right o 

termination, or remedy under the promissory note, health-care-insurance 

receivable, or general intangible. 

(b) [Applicability of subsection (a) to sales of certain rights to 

ayment.] Subsection (a) applies to a security interest in a payment 
intangible or promissory note only if the security interest arises out of a| 
sale of the payment intangible or promissory note. 

(c) [Legal restrictions on assignment generally ineffective.] A rule 
of law, statute, or regulation that prohibits, restricts, or requires the 
consent of a government, governmental body or official, person obligated 
on a promissory note, or account debtor to the assignment or transfer of, or 
creation of a security interest in, a promissory note, health-care-insurance 


[Section 9-407] the Permanent Editorial Board for Uniform 


* Amendments in italics approved by Commercial Code October 20, 1999. 
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receivable, or general intangible, including a contract, permit, license, or 
franchise between an account debtor and a debtor, is ineffective to the 
extent that the rule of law, statute, or regulation: 

(1) would impair the creation, attachment, or perfection of a security 
interest; or 

(2) provides that the assignment or transfer or the creation, attach- 
ment, or perfection of the security interest may give rise to a default, 
breach, right of recoupment, claim, defense, termination, right o 
termination, or remedy under the promissory note, health-care-insurance 
receivable, or general intangible. 

(d) [Limitation on ineffectiveness under subsections (a) and (c).] 

o the extent that a term in a promissory note or in an agreement be- 
ween an account debtor and a debtor which relates to a health-care- 
insurance receivable or general intangible or a rule of law, statute, or 
regulation described in subsection (c) would be effective under law other 
han this article but is ineffective under subsection (a) or (c), the creation, 
attachment, or perfection of a security interest in the promissory note, 
health-care-insurance receivable, or general intangible: 

(1) is not enforceable against the person obligated on the promissory 
note or the account debtor; 

(2) does not impose a duty or obligation on the person obligated on the 
promissory note or the account debtor; 

(3) does not require the person obligated on the promissory note or the 
account debtor to recognize the security interest, pay or render perfor- 
mance to the secured party, or accept payment or performance from the 
secured party; 

(4) does not entitle the secured party to use or assign the debtor’s 
rights under the promissory note, health-care-insurance receivable, or 
general intangible, including any related information or materials 
furnished to the debtor in the transaction giving rise to the promissory 
note, health-care-insurance receivable, or general intangible; 

(5) does not entitle the secured party to use, assign, possess, or have 
access to any trade secrets or confidential information of the person obli- 
gated on the promissory note or the account debtor; and 

(6) does not entitle the secured party to enforce the security interest in 
the promissory note, health-care-insurance receivable, or general 
intangible. 

(e) [Section prevails over specified inconsistent law.] This section 
prevails over any inconsistent provisions of the following statutes, rules, 
and regulations: 


[List here any statutes, rules, and regulations containing provisions inconsistent with 
this section.] 


egislative Note: States that amend statutes, rules, and regulations to remove provisions in- 
onsistent with this section need not enact subsection (e). 


As amended in 1999. 
See Appendix P for material relating to changes made in text in 1999. 
Official Comment 


1. Source. New. 
2. Free Assignability. This section makes ineffective any attempt to restrict the assign- 
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ment of a general intangible, health-care-insurance receivable, or promissory note, whether 
he restriction appears in the terms of a promissory note or the agreement between an ac- 
count debtor and a debtor (subsection (a)) or in a rule of law, including a statute or 
governmental rule or regulation (subsection (c)). This result allows the creation, attach- 
ment, and perfection of a security interest in a general intangible, such as an agreement for 
he nonexclusive license of software, as well as sales of certain receivables, such as a 
health-care-insurance receivable (which is an *account"), payment intangible, or promissor 

ote, without giving rise to a default or breach by the assignor or from triggering a remedy 
of the account debtor or person obligated on a promissory note. This enhances the ability o 
certain debtors to obtain credit. On the other hand, subsection (d) protects the other 
party—the “account debtor" on a general intangible or the person obligated on a promissory 

ote—from adverse effects arising from the security interest. It leaves the account debtor's 
or obligated person's rights and obligations unaffected in all material respects if a restric- 
ion rendered ineffective by subsection (a) or (c) would be effective under law other than 
Article 9. 

Example 1: A term of an agreement for the nonexclusive license of computer 
software prohibits the licensee from assigning any of its rights as licensee with respect 
to the software. The agreement also provides that an attempt to assign rights in viola- 
tion of the restriction is a default entitling the licensor to terminate the license 
agreement. The licensee, as debtor, grants to a secured party a security interest in its 
rights under the license and in the computers in which it is installed. Under this section, 
the term prohibiting assignment and providing for a default upon an attempted assign- 
ment is ineffective to prevent the creation, attachment, or perfection of the security 
interest or entitle the licensor to terminate the license agreement. However, under 
subsection (d), the secured party (absent the licensor's agreement) is not entitled to 
enforce the license or to use, assign, or otherwise enjoy the benefits of the licensed 
software, and the licensor need not recognize (or pay any attention to) the secured party. 
Even if the secured party takes possession of the computers on the debtor's default, the 
debtor would remain free to remove the software from the computer, load it on another 
computer, and continue to use it, if the license so permits. If the debtor does not remove 
the software, other law may require the secured party to remove it before disposing o 
the computer. Disposition of the software with the computer could violate an effective 
prohibition on enforcement of the security interest. See subsection (d). 

3. Nature of Debtor's Interest. Neither this section nor any other provision of this 

rticle determines whether a debtor has a property interest. The definition of the term “se- 
curity interest" provides that it is an "interest in personal property." See Section 1-201(37). 
Ordinarily, a debtor can create a security interest in collateral only if it has “rights in the 
collateral." See Section 9-203(b). Other law determines whether a debtor has a property 
interest (“rights in the collateral") and the nature of that interest. For example, the nonex- 
clusive license addressed in Example 1 may not create any property interest whatsoever in 
he intellectual property (e.g., copyright) that underlies the license and that effectively 
enables the licensor to grant the license. The debtor's property interest may be confined 
solely to its interest in the promises made by the licensor in the license agreement (e.g., a 
promise not to sue the debtor for its use of the software). 

4. Scope: Sales of Payment Intangibles and Other General Intangibles; Assign- 

ents Unaffected by this Section. Subsections (a) and (c) render ineffective restrictions 
on assignments only “to the extent" that the assignments restrict the “creation, attach- 
ment, or perfection of a security interest," including sales of payment intangibles and prom- 
issory notes. This section does not render ineffective a restriction on an assignment that 
does not create a security interest. For example, if the debtor in Comment 2, Example 1 
purported to assign the license to another entity that would use the computer software 
itself, other law would govern the effectiveness of the anti-assignment provisions. 

Subsection (a) applies to a security interest in payment intangibles only if the security 
interest arises out of sale of the payment intangibles. Contractual restrictions directed to 
security interests in payment intangibles which secure an obligation are subject to Section 
9-406(d). Subsection (a) also deals with sales of promissory notes which also create security 
interests. See Section 9-109(a). Subsection (c) deals with all security interests in payment 
intangibles or promissory notes, whether or not arising out of a sale. 

Subsection (a) does not render ineffective any term, and subsection (c) does not render 
ineffective any law, statute or regulation, that restricts outright sales of general intangibles 
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other than payment intangibles. They deal only with restrictions on security interests. The 
only sales of general intangibles that create security interests are sales of payment 
intangibles. 

5. Terminology: “Account Debtor”; “Person Obligated on a Promissory Note.” 
his section uses the term “account debtor” as it is defined in Section 9-102. The term 
efers to the party, other than the debtor, to a general intangible, including a permit, 
icense, franchise, or the like, and the person obligated on a health-care-insurance receiv- 

able, which is a type of account. The definition of “account debtor" does not limit the term 
o persons who are obligated to pay under a general intangible. Rather, the term includes 
all persons who are obligated on a general intangible, including those who are obligated to 
ender performance in exchange for payment. In some cases, e.g., the creation of a security 
interest in a franchisee’s rights under a franchise agreement, the principal payment obliga- 
ion may be owed by the debtor (franchisee) to the account debtor (franchisor). This section 
also refers to a “person obligated on a promissory note,” inasmuch as those persons do not 
all within the definition of “account debtor.” 

Example 2: A licensor and licensee enter into an agreement for the nonexclusive 
license of computer software. The licensee’s interest in the license agreement is a gen- 
eral intangible. If the licensee grants to a secured party a security interest in its rights 
under the license agreement, the licensee is the debtor and the licensor is the account 
debtor. On the other hand, if the licensor grants to a secured party a security interest in 
its right to payment (an account) under the license agreement, the licensor is the debtor 
and the licensee is the account debtor. (This section applies to the security interest in 
the general intangible but not to the security interest in the account, which is not a 
health-care-insurance receivable.) 

6. Effects on Account Debtors and Persons Obligated on Promissory Notes. 
Subsections (a) and (c) affect two classes of persons. These subsections affect account debt- 
ors on general intangibles and health-care-insurance receivables and persons obligated on 
promissory notes. Subsection (c) also affects governmental entities that enact or determine 

ules of law. However, subsection (d) ensures that these affected persons are not affected 
adversely. That provision removes any burdens or adverse effects on these persons for 

hich any rational basis could exist to restrict the effectiveness of an assignment or to 
exercise any remedies. For this reason, the effects of subsections (a) and (c) are immaterial 
insofar as those persons are concerned. 

Subsection (a) does not override terms that do not directly prohibit, restrict, or require 
consent to an assignment but which might, nonetheless, present a practical impairment o 

he assignment. Properly read, however, this section, like Section 9-406(d), reaches only 
covenants that prohibit, restrict, or require consents to assignments; it does not override all 
erms that might “impair” an assignment in fact. 

Example 3: A licensor and licensee enter into an agreement for the nonexclusive 
license of valuable business software. The license agreement includes terms (i) prohibit- 
ing the licensee from assigning its rights under the license, (ii) prohibiting the licensee 
from disclosing to anyone certain information relating to the software and the licensor, 
and (iii) deeming prohibited assignments and prohibited disclosures to be defaults. The 
licensee wishes to obtain financing and, in exchange, is willing to grant a security inter- 
est in its rights under the license agreement. The secured party, reasonably, refuses to 
extend credit unless the licensee discloses the information that it is prohibited from 
disclosing under the license agreement. The secured party cannot determine the value o 
the proposed collateral in the absence of this information. Under this section, the terms 
of the license prohibiting the assignment (grant of the security interest) and making the 
assignment a default are ineffective. However, the nondisclosure covenant is not a term 
that prohibits the assignment or creation of a security interest in the license. 
Consequently, the nondisclosure term is enforceable even though the practical effect is to 
restrict the licensee's ability to use its rights under the license agreement as collateral. 

he nondisclosure term also would be effective in the factual setting of Comment 2, Example 
1. If the secured party's possession of the computers loaded with software would put it in a 
position to discover confidential information that the debtor was prohibited from disclosing, 
he licensor should be entitled to enforce its rights against the secured party. Moreover, the 
icensor could have required the debtor to obtain the secured party's agreement that (1) it 
ould immediately return all copies of software loaded on the computers and that (ii) it 
ould not examine or otherwise acquire any information contained in the software. This 
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section does not prevent an account debtor from protecting by agreement its independent 
interests that are unrelated to the “creation, attachment, or perfection” of a security 
interest. In Example 1, moreover, the secured party is not in possession of copies of software 
by virtue of its security interest or in connection with enforcing its security interest in the 
debtor's license of the software. Its possession is incidental to its possession of the comput- 
ers, in which it has a security interest. Enforcing against the secured party a restriction re- 
ating to the software in no way interferes with its security interest in the computers. 
7. Effect in Assignor's Bankruptcy. This section could have a substantial effect if the 
assignor enters bankruptcy. Roughly speaking, Bankruptcy Code Section 552 invalidates 
security interests in property acquired after a bankruptcy petition is filed, except to the 
extent that the postpetition property constitutes proceeds of prepetition collateral. 
Example 4: A debtor is the owner of a cable television franchise that, under ap- 
plicable law, cannot be assigned without the consent of the municipal franchisor. 
lender wishes to extend credit to the debtor, provided that the credit is secured by the 
debtor's “going business" value. To secure the loan, the debtor grants a security interest 
in all its existing and after-acquired property. The franchise represents the principal 
value of the business. The municipality refuses to consent to any assignment for collat- 
eral purposes. If other law were given effect, the security interest in the franchise would 
not attach; and if the debtor were to enter bankruptcy and sell the business, the secured 
party would receive but a fraction of the business's value. Under this section, however, 
the security interest would attach to the franchise. As a result, the security interest 
would attach to the proceeds of any sale of the franchise while a bankruptcy is pending. 
However, this section would protect the interests of the municipality by preventing the 
secured party from enforcing its security interest to the detriment of the municipality. 
8. Effect Outside of Bankruptcy. The principal effects of this section will take place 
outside of bankruptcy. Compared to the relatively few debtors that enter bankruptcy, there 
are many more that do not. By making available previously unavailable property as collat- 
eral, this section should enable debtors to obtain additional credit. For purposes o 
determining whether to extend credit, under some circumstances a secured party may 
ascribe value to the collateral to which its security interest has attached, even if this sec- 
ion precludes the secured party from enforcing the security interest without the agreement 
of the account debtor or person obligated on the promissory note. This may be the case 

here the secured party sees a likelihood of obtaining that agreement in the future. This 
may also be the case where the secured party anticipates that the collateral will give rise to 
a type of proceeds as to which this section would not apply. 

Example 5: Under the facts of Example 4, the debtor does not enter bankruptcy. 
Perhaps in exchange for a fee, the municipality agrees that the debtor may transfer the 
franchise to a buyer. As consideration for the transfer, the debtor receives from the 
buyer its check for part of the purchase price and its promissory note for the balance. 
The security interest attaches to the check and promissory note as proceeds. See Section 
9-315(a)(2). This section does not apply to the security interest in the check, which is not 
a promissory note, health-care-insurance receivable, or general intangible. Nor does it 
apply to the security interest in the promissory note, inasmuch as it was not sold to the 
secured party. 

9. Contrary Federal Law. This section does not override federal law to the contrary. 
However, it does reflect an important policy judgment that should provide a template for 
uture federal law reforms. 


$ 9-409. Restrictions on Assignment of Letter-of-Credit Rights 
Ineffective. 


(a) [Term or law restricting assignment generally ineffective.] A 
erm in a letter of credit or a rule of law, statute, regulation, custom, or 
practice applicable to the letter of credit which prohibits, restricts, or 
requires the consent of an applicant, issuer, or nominated person to a 
beneficiary's assignment of or creation of a security interest in a letter-of- 
credit right is ineffective to the extent that the term or rule of law, statute, 
regulation, custom, or practice: 
(1) would impair the creation, attachment, or perfection of a security 
interest in the letter-of-credit right; or 
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(2) provides that the assignment or the creation, attachment, or perfec- 
tion of the security interest may give rise to a default, breach, right o 
recoupment, claim, defense, termination, right of termination, or remedy 
under the letter-of-credit right. 

(b) [Limitation on ineffectiveness under subsection (a).] To the 
extent that a term in a letter of credit is ineffective under subsection (a) 
but would be effective under law other than this article or a custom or 
practice applicable to the letter of credit, to the transfer of a right to draw 
or otherwise demand performance under the letter of credit, or to the as- 
signment of a right to proceeds of the letter of credit, the creation, attach- 

ent, or perfection of a security interest in the letter-of-credit right: 

(1) is not enforceable against the applicant, issuer, nominated person, 
or transferee beneficiary; 

(2) imposes no duties or obligations on the applicant, issuer, nominated 
person, or transferee beneficiary; and 

(3) does not require the applicant, issuer, nominated person, or 
transferee beneficiary to recognize the security interest, pay or render 
performance to the secured party, or accept payment or other perfor- 
mance from the secured party. 


As amended in 1999. 


See Appendix P for material relating to changes made in text in 1999. 


Official Comment 

1. Source. New. 

2. Purpose and Relevance. This section, patterned on Section 9-408, limits the ef- 
ectiveness of attempts to restrict the creation, attachment, or perfection of a security inter- 
est in letter-of-credit rights, whether the restriction appears in the letter of credit or a rule 
of law, custom, or practice applicable to the letter of credit. It protects the creation, attach- 
ment, and perfection of a security interest while preventing these events from giving rise to 
a default or breach by the assignor or from triggering a remedy or defense of the issuer or 
other person obligated on a letter of credit. Letter-of-credit rights are a type of supporting 
obligation. See Section 9-102. Under Sections 9-203 and 9-308, a security interest in a sup- 
porting obligation attaches and is perfected automatically if the security interest in the 
supported obligation attaches and is perfected. See Section 9-107, Comment 5. The 
automatic attachment and perfection under Article 9 would be anomalous or misleading if, 

nder other law (e.g., Article 5), a restriction on transfer or assignment were effective to 
block attachment and perfection. 

3. Relationship to Letter-of-Credit Law. Although restrictions on an assignment of a 
etter of credit are ineffective to prevent creation, attachment, and perfection of a security 
interest, subsection (b) protects the issuer and other parties from any adverse effects of the 
security interest by preserving letter-of-credit law and practice that limits the right of a 
beneficiary to transfer its right to draw or otherwise demand performance (Section 5-112) 
and limits the obligation of an issuer or nominated person to recognize a beneficiary’s as- 
signment of letter-of-credit proceeds (Section 5-114). Thus, this section’s treatment o 
etter-of-credit rights differs from this Article’s treatment of instruments and investment 
property. Moreover, under Section 9-109(c)(4), this Article does not apply to the extent that 
he rights of a transferee beneficiary or nominated person are independent and superior 
under Section 5-114, thereby preserving the “independence principle” of letter-of-credit law. 
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PART 5. FILING 


[SUBPART 1. FILING OFFICE; CONTENTS AND EFFECTIVENESS 
OF FINANCING STATEMENT] 


§ 9-501. Filing Office. 


(a) [Filing offices.] Except as otherwise provided in subsection (b), i 
he local law of this State governs perfection of a security interest or agri- 
cultural lien, the office in which to file a financing statement to perfect the 
security interest or agricultural lien is: 


(1) the office designated for the filing or recording of a record of a 
mortgage on the related real property, if: 


(A) the collateral is as-extracted collateral or timber to be cut; or 


(B) the financing statement is filed as a fixture filing and the collat- 
eral is goods that are or are to become fixtures; or 


(2) the office of [ ] [or any office duly authorized by [ ]], in all other 
cases, including a case in which the collateral is goods that are or are to 
become fixtures and the financing statement is not filed as a fixture 
filing. 

(b) [Filing office for transmitting utilities.] The office in which to file 

a financing statement to perfect a security interest in collateral, including 

fixtures, of a transmitting utility is the office of [ ]. The financing state- 

ent also constitutes a fixture filing as to the collateral indicated in the 
financing statement which is or is to become fixtures. 

egislative Note: The State should designate the filing office where the brackets appear. The 


ling office may be that of a governmental official (e.g., the Secretary of State) or a private 
party that maintains the State's filing system. 


Official Comment 

1. Source. Derived from former Section 9-401. 

2. Where to File. Subsection (a) indicates where in a given State a financing statement 
is to be filed. Former Article 9 afforded each State three alternative approaches, depending 
on the extent to which the State desires central filing (usually with the Secretary of State), 
ocal filing (usually with a county office), or both. As Comment 1 to former Section 9-401 
observed, “The principal advantage of state-wide filing is ease of access to the credit infor- 
mation which the files exist to provide. Consider for example the national distributor who 

ishes to have current information about the credit standing of the thousands of persons 
he sells to on credit. The more completely the files are centralized on a state-wide basis, the 
easier and cheaper it becomes to procure credit information; the more the files are scat- 

ered in local filing units, the more burdensome and costly." Local filing increases the net 
costs of secured transactions also by increasing uncertainty and the number of required 
lings. Any benefit that local filing may have had in the 1950's is now insubstantial. Ac- 
cordingly, this Article dictates central filing for most situations, while retaining local filing 
or real-estate-related collateral and special filing provisions for transmitting utilities. 

3. Minerals and Timber. Under subsection (a)(1), a filing in the office where a record o 
a mortgage on the related real property would be filed will perfect a security interest in as- 
extracted collateral. Inasmuch as the security interest does not attach until extraction, the 

ling continues to be effective after extraction. A different result occurs with respect to 
imber to be cut, however. Unlike as-extracted collateral, standing timber may be goods 
before it is cut. See Section 9-102 (defining *goods"). Once cut, however, it is no longer 
imber to be cut, and the filing in the real-property-mortgage office ceases to be effective. 
he timber then becomes ordinary goods, and filing in the office specified in subsection 
(a)(2) is necessary for perfection. Note also that after the timber is cut the law of the 
debtor's location, not the location of the timber, governs perfection under Section 9-301. 
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4. Fixtures. There are two ways in which a secured party may file a financing statement 
o perfect a security interest in goods that are or are to become fixtures. It may file in the 
Article 9 records, as with most other goods. See subsection (a)(2). Or it may file the financ- 
ing statement as a “fixture filing,” defined in Section 9-102, in the office in which a record o 
a mortgage on the related real property would be filed. See subsection(a)(1)(B). 
5. Transmitting Utilities. The usual filing rules do not apply well for a transmitting 
utility (defined in Section 9-102). Many pre-UCC statutes provided special filing rules for 
ailroads and in some cases for other public utilities, to avoid the requirements for filing 
ith legal descriptions in every county in which such debtors had property. Former Section| 
9-401(5) recreated and broadened these provisions, and subsection (b) follows this approach. 
he patus of the debtor will inform persons searching the record as to where to make a 
search. 


$ 9-502. Contents of Financing Statement; Record of Mortgage as 
Financing Statement; Time of Filing Financing 
Statement. 
(a) [Sufficiency of financing statement.] Subject to subsection (b), a 
financing statement is sufficient only if it: 

(1) provides the name of the debtor; 

(2) provides the name of the secured party or a representative of the 
secured party; and 

(3) indicates the collateral covered by the financing statement. 

(b) [Real-property-related financing statements.] Except as 
otherwise provided in Section 9-501(b), to be sufficient, a financing state- 

ent that covers as-extracted collateral or timber to be cut, or which is 
filed as a fixture filing and covers goods that are or are to become fixtures, 
must satisfy subsection (a) and also: 

(1) indicate that it covers this type of collateral; 

(2) indicate that it is to be filed [for record] in the real property re- 
cords; 

(3) provide a description of the real property to which the collateral is 
related [sufficient to give constructive notice of a mortgage under the 
law of this State if the description were contained in a record of the 
mortgage of the real property]; and 

(4) if the debtor does not have an interest of record in the real prop- 
erty, provide the name of a record owner. 

(c) [Record of mortgage as financing statement.] A record of a 

ortgage is effective, from the date of recording, as a financing statement 
filed as a fixture filing or as a financing statement covering as-extracted 
collateral or timber to be cut only if: 

(1) the record indicates the goods or accounts that it covers; 

(2) the goods are or are to become fixtures related to the real property 
described in the record or the collateral is related to the real property 
described in the record and is as-extracted collateral or timber to be cut; 

(3) the record satisfies the requirements for a financing statement in 
this section other than an indication that it is to be filed in the real 
property records; and 

(4) the record is [duly] recorded. 

(d) [Filing before security agreement or attachment.] A financing 
statement may be filed before a security agreement is made or a security 
interest otherwise attaches. 
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egislative Note: Language in brackets is optional. Where the State has any special record- 
ing system for real property other than the usual grantor-grantee index (as, for instance, a 
tract system or a title registration or Torrens system) local adaptations of subsection (b) and. 

ection 9-519(d) and (e) may be necessary. See, e.g., Mass. Gen. Laws Chapter 106, Section 
9-410. 


Official Comment 

1. Source. Former Section 9-402(1), (5), (6). 

2. “Notice Filing." This section adopts the system of “notice filing.” What is required to 
be filed is not, as under pre-UCC chattel mortgage and conditional sales acts, the security 
agreement itself, but only a simple record providing a limited amount of information 
(financing statement). The financing statement may be filed before the security interest at- 
aches or thereafter. See subsection (d). See also Section 9-308(a) (contemplating situations 
in which a financing statement is filed before a security interest attaches). 

The notice itself indicates merely that a person may have a security interest in the collat- 
eral indicated. Further inquiry from the parties concerned will be necessary to disclose the 
complete state of affairs. Section 9-210 provides a statutory procedure under which the 
secured party, at the debtor's request, may be required to make disclosure. However, in 
many cases, information may be forthcoming without the need to resort to the formalities 
of that section. 

Notice filing has proved to be of great use in financing transactions involving inventory, 
accounts, and chattel paper, because it obviates the necessity of refiling on each of a series 
of transactions in a continuing arrangement under which the collateral changes from day 
o day. However, even in the case of filings that do not necessarily involve a series o 
ransactions (e.g., a loan secured by a single item of equipment), a financing statement is 
effective to encompass transactions under a security agreement not in existence and not 
contemplated at the time the notice was filed, if the indication of collateral in the financing 
statement is sufficient to cover the collateral concerned. Similarly, a financing statement is 
effective to cover after-acquired property of the type indicated and to perfect with respect to 
uture advances under security agreements, regardless of whether after-acquired property 
or future advances are mentioned in the financing statement and even if not in the contem- 
plation of the parties at the time the financing statement was authorized to be filed. 

3. Debtor's Signature; Required Authorization. Subsection (a) sets forth the simple 
ormal requirements for an effective financing statement. These requirements are: (1) the 
debtor’s name; (2) the name of a secured party or representative of the secured party; and 
(3) an indication of the collateral. 

Whereas former Section 9-402(1) required the debtor's signature to appear on a financing 
statement, this Article contains no signature requirement. The elimination of the signature 
equirement facilitates paperless filing. (However, as PEB Commentary No. 15 indicates, a 
paperless financing statement was sufficient under former Article 9.) Elimination of the 
signature requirement also makes the exceptions provided by former Section 9-402(2) 
unnecessary. 

The fact that this Article does not require that an authenticating symbol be contained in 
he public record does not mean that all filings are authorized. Rather, Section 9-509(a) 
entitles a person to file an initial financing statement, an amendment that adds collateral, 
or an amendment that adds a debtor only if the debtor authorizes the filing, and Section 
9-509(d) entitles a person other than the debtor to file a termination statement only if the 
secured party of record authorizes the filing. Of course, a filing has legal effect only to the 
extent it is authorized. See Section 9-510. 

Law other than this Article, including the law with respect to ratification of past acts, 
generally determines whether a person has the requisite authority to file a record under 
his Article. See Sections 1-103 and 9-509, Comment 3. However, under Section 9-509(b), 
he debtor's authentication of (or becoming bound by) a security agreement ipso facto con- 
stitutes the debtor's authorization of the filing of a financing statement covering the collat- 


Section 9-625 provides a remedy for unauthorized filings. Making an unauthorized filing 
also may give rise to civil or criminal liability under other law. In addition, this Article 
contains provisions that assist in the discovery of unauthorized filings and the amelioration 
of their practical effect. For example, Section 9-518 provides a procedure whereby a person 
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may add to the public record a statement to the effect that a financing statement indexed 
under the person’s name was wrongfully filed, and Section 9-509(d) entitles any person to 

le a termination statement if the secured party of record fails to comply with its obligation 
o file or send one to the debtor, the debtor authorizes the filing, and the termination state- 
ment so indicates. However, the filing office is neither obligated nor permitted to inquire 
into issues of authorization. See Section 9-520(a). 

4. Certain Other Requirements. Subsection (a) deletes other provisions of former Sec- 
ion 9-402(1) because they seems unwise (real-property description for financing statements 

covering crops), unnecessary (adequacy of copies of financing statements), or both (copy o 
security agreement as financing statement). In addition, the filing office must reject a 

nancing statement lacking certain other information formerly required as a condition o 
perfection (e.g., an address for the debtor or secured party). See Sections 9-516(b), 9-520(a). 
However, if the filing office accepts the record, it is effective nevertheless. See Section 
9-520(c). 

5. Real-Property-Related Filings. Subsection (b) contains the requirements for financ- 
ing statements filed as fixture filings and financing statements covering timber to be cut or 
minerals and minerals-related accounts constituting as-extracted collateral. A description 
of the related real property must be sufficient to reasonably identify it. See Section 9-108. 

his formulation rejects the view that the real property description must be by metes and 
bounds, or otherwise conforming to traditional real-property practice in conveyancing, but, 

of course, the incorporation of such a description by reference to the recording data of a 
deed, mortgage or other instrument containing the description should suffice under the 
most stringent standards. The proper test is that a description of real property must be suf- 

cient so that the financing statement will fit into the real-property search system and be 
ound by a real-property searcher. Under the optional language in subsection (b)(3), the 
est of adequacy of the description is whether it would be adequate in a record of a mortgage 
of the real property. As suggested in the Legislative Note, more detail may be required i 
here is a tract indexing system or a land registration system. 

If the debtor does not have an interest of record in the real property, a real-property- 
elated financing statement must show the name of a record owner, and Section 9-519(d) 
equires the financing statement to be indexed in the name of that owner. This require- 

ment also enables financing statements covering as-extracted collateral or timber to be cut 
and financing statements filed as fixture filings to fit into the real-property search system. 

6. Record of Mortgage Effective as Financing Statement. Subsection (c) explains 
hen a record of a mortgage is effective as a financing statement filed as a fixture filing or| 
o cover timber to be cut or as-extracted collateral. Use of the term “record of a mortgage" 
ecognizes that in some systems the record actually filed is not the record pursuant to 
hich a mortgage is created. Moreover, “mortgage” is defined in Section 9-102 as an “inter- 

est in real property," not as the record that creates or evidences the mortgage or the record 

hat is filed in the public recording systems. A record creating a mortgage may also create a 
security interest with respect to fixtures (or other goods) in conformity with this Article. 
single agreement creating a mortgage on real property and a security interest in chattels is 
common and useful for certain purposes. Under subsection (c), the recording of the record 
evidencing a mortgage (if it satisfies the requirements for a financing statement) consti- 
utes the filing of a financing statement as to the fixtures (but not, of course, as to other 
goods). Section 9-515(g) makes the usual five-year maximum life for financing statements 
inapplicable to mortgages that operate as fixture filings under Section 9-502(c). Such mort- 
gages are effective for the duration of the real-property recording. 

Of course, if a combined mortgage covers chattels that are not fixtures, a regular financ- 
ing statement filing is necessary with respect to the chattels, and subsection (c) is 
inapplicable. Likewise, a financing statement filed as a “fixture filing"is not effective to 
perfect a security interest in personal property other than fixtures. 

In some cases it may be difficult to determine whether goods are or will become fixtures. 
Nothing in this Part prohibits the filing of a “precautionary” fixture filing, which would 
provide protection in the event goods are determined to be fixtures. The fact of filing should 

ot be a factor in the determining whether goods are fixtures. Cf. Section 9-505(b). 


§ 9-503. Name of Debtor and Secured Party. 


(a) [Sufficiency of debtor's name.] A financing statement sufficiently 
provides the name of the debtor: 
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(1) if the debtor is a registered organization, only if the financing 
statement provides the name of the debtor indicated on the public record 
of the debtor's jurisdiction of organization which shows the debtor to 
have been organized; 

(2) if the debtor is a decedent's estate, only if the financing statement 
provides the name of the decedent and indicates that the debtor is an 
estate; 

(3) if the debtor is a trust or a trustee acting with respect to property 
held in trust, only if the financing statement: 

(A) provides the name specified for the trust in its organic docu- 
ments or, if no name is specified, provides the name of the settlor and 
additional information sufficient to distinguish the debtor from other 
trusts having one or more of the same settlors; and 

(B) indicates, in the debtor's name or otherwise, that the debtor is a 
trust or is a trustee acting with respect to property held in trust; and 
(4) in other cases: 

(A) if the debtor has a name, only if it provides the individual or 
organizational name of the debtor; and 

(B) if the debtor does not have a name, only if it provides the names 
of the partners, members, associates, or other persons comprising the 
debtor. 


(b) [Additional debtor-related information.] A financing statement 
hat provides the name of the debtor in accordance with subsection (a) is 
not rendered ineffective by the absence of: 


(1) a trade name or other name of the debtor; or 


(2) unless required under subsection (a)(4)(B), names of partners, 
members, associates, or other persons comprising the debtor. 


(c) [Debtor's trade name insufficient.] A financing statement that 
provides only the debtor's trade name does not sufficiently provide the 
name of the debtor. 


(d) [Representative capacity.] Failure to indicate the representative 
capacity of a secured party or representative of a secured party does not 
affect the sufficiency of a financing statement. 


(e) [Multiple debtors and secured parties.] A financing statement 
ay provide the name of more than one debtor and the name of more than 
one secured party. 


Official Comment 

1. Source. Subsections (a)(4)(A), (b), and (c) derive from former Section 9-402(7); 
otherwise, new. 

2. Debtor's Name. The requirement that a financing statement provide the debtor's 
name is particularly important. Financing statements are indexed under the name of the 
debtor, and those who wish to find financing statements search for them under the debtor's 
name. Subsection (a) explains what the debtor's name is for purposes of a financing 
statement. If the debtor is a “registered organization" (defined in Section 9-102 so as to 
ordinarily include corporations, limited partnerships, and limited liability companies), then 
he debtor’s name is the name shown on the public records of the debtor's “jurisdiction o 
organization” (also defined in Section 9-102). Subsections (a)(2) and (a)(3) contain special 

ules for decedent's estates and common-law trusts. (Subsection (a)(1) applies to business 
rusts that are registered organizations.) 

Subsection (a)(4)(A) essentially follows the first sentence of former Section 9-402(7). 
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broadly, to include all legal and commercial entities as well as associations that lack the 
status of a legal entity. Thus, the term includes corporations, partnerships of all kinds, 
business trusts, limited liability companies, unincorporated associations, personal trusts, 
governments, and estates. If the organization has a name, that name is the correct name to 
put on a financing statement. If the organization does not have a name, then the financing 
statement should name the individuals or other entities who comprise the organization. 
Together with subsections (b) and (c), subsection (a) reflects the view prevailing under 
ormer Article 9 that the actual individual or organizational name of the debtor on a 
nancing statement is both necessary and sufficient, whether or not the financing state- 

ment provides trade or other names of the debtor and, if the debtor has a name, whether or 
ot the financing statement provides the names of the partners, members, or associates 
ho comprise the debtor. 

Note that, even if the name provided in an initial financing statement is correct, the fil- 
ing office nevertheless must reject the financing statement if it does not identify an individ- 
ual debtor’s last name (e.g., if it is not clear whether the debtor’s name is Perry Mason or 
Mason Perry). See Section 9-516(b)(3)(C). 

3. Secured Party’s Name. New subsection (d) makes clear that when the secured party 
is a representative, a financing statement is sufficient if it names the secured party, whether 
or not it indicates any representative capacity. Similarly, a financing statement that names 
a representative of the secured party is sufficient, even if it does not indicate the represen- 

ative capacity. 
Example: Debtor creates a security interest in favor of Bank X, Bank Y, and Bank 

Z, but not to their representative, the collateral agent (Bank A). The collateral agent is 

not itself a secured party. See Section 9-102. Under Sections 9-502(a) and 9-503(d), 

however, a financing statement is effective if it names as secured party Bank A and not 

the actual secured parties, even if it omits Bank A’s representative capacity. 
Each person whose name is provided in an initial financing statement as the name of the 
secured party or representative of the secured party is a secured party of record. See 
Section 9-511. 

4. Multiple Names. Subsection (e) makes explicit what is implicit under former Article 
9: a financing statement may provide the name of more than one debtor and secured party. 
See Section 1-102(5)(a) (words in the singular include the plural). With respect to records 

elating to more than one debtor, see Section 9-520(d). With respect to financing statements 
providing the name of more than one secured party, see Sections 9-509(e) and 9-510(b). 


§ 9-504. Indication of Collateral. 


A financing statement sufficiently indicates the collateral that it covers 
if the financing statement provides: 


(1) a description of the collateral pursuant to Section 9-108; or 


(2) an indication that the financing statement covers all assets or all 
personal property. 


As amended in 1999. 
See Appendix P for material relating to changes made in text in 1999. 


Official Comment 

1. Source. Former Section 9-402(1). 

2. Indication of Collateral. To comply with Section 9-502(a), a financing statement 
must “indicate” the collateral it covers. A financing statement sufficiently indicates collat- 
eral claimed to be covered by the financing statement if it satisfies the purpose of condition- 
ing perfection on the filing of a financing statement, i.e., if it provides notice that a person 
may have a security interest in the collateral claimed. See Section 9-502, Comment 2. In 
particular, an indication of collateral that would have satisfied the requirements of former 
Section 9-402(1) (i.e., “a statement indicating the types, or describing the items, of collat- 
eral”) suffices under Section 9502(a). An indication may satisfy the requirements of Section 
9-502(a), even if it would not have satisfied the requirements of former Section 9-402(1). 

This section provides two safe harbors. Under paragraph (1), a “description” of the collat- 
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eral (as the term is explained in Section 9-108) suffices as an indication for purposes of the 
sufficiency of a financing statement. 
Debtors sometimes create a security interest in all, or substantially all, of their assets. 
o accommodate this practice, paragraph (2) expands the class of sufficient collateral refer- 
ences to embrace “an indication that the financing statement covers all assets or all personal 
property." If the property in question belongs to the debtor and is personal property, any 
searcher will know that the property is covered by the financing statement. Of course, 
egardless of its breadth, a financing statement has no effect with respect to property, 
indicated but to which a security interest has not attached. Note that a broad statement o 
his kind (e.g., “all debtor’s personal property") would not be a sufficient “description” for 
purposes of a security agreement. See Sections 9-203(b)(3)(A), 9-108. It follows that a some- 
hat narrower description than “all assets,” e.g., “all assets other than automobiles,” is suf- 
cient for purposes of this section, even if it does not suffice for purposes of a security 
agreement. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 9-505. Filing and Compliance With Other Statutes and Treaties 
for Consignments, Leases, Other Bailments, and Other 
Transactions. 


(a) [Use of terms other than *debtor" and *secured party."] A con- 
signor, lessor, or other bailor of goods, a licensor, or a buyer of a payment 
intangible or promissory note may file a financing statement, or may| 
comply with a statute or treaty described in Section 9-311(a), using the 

erms “consignor”, “consignee”, “lessor”, “lessee”, “bailor”, “bailee”, *licen- 


sor”, “licensee”, “owner”, “registered owner”, “buyer”, “seller”, or words o 
similar import, instead of the terms “secured party” and “debtor”. 


(b) [Effect of financing statement under subsection (a).] This part 
applies to the filing of a financing statement under subsection (a) and, as 
appropriate, to compliance that is equivalent to filing a financing state- 

ent under Section 9-311(b), but the filing or compliance is not of itself a 
factor in determining whether the collateral secures an obligation. If it is 
determined for another reason that the collateral secures an obligation, a 
security interest held by the consignor, lessor, bailor, licensor, owner, or 
buyer which attaches to the collateral is perfected by the filing or 
compliance. 


Official Comment 

1. Source. Former Section 9-408. 

2. Precautionary Filing. Occasionally, doubts arise concerning whether a transaction 
creates a relationship to which this Article or its filing provisions apply. For example, ques- 
ions may arise over whether a “lease” of equipment in fact creates a security interest or 

hether the “sale” of payment intangibles in fact secures an obligation, thereby requiring 
action to perfect the security interest. This section, which derives from former Section 
9-408, affords the option of filing of a financing statement with appropriate changes o 
erminology but without affecting the substantive question of classification of the 
ransaction. 

3. Changes from Former Section 9-408. This section expands the rule of Section 9-408 
o embrace more generally other bailments and transactions, as well as sales transactions, 
primarily sales of payment intangibles and promissory notes. It provides the same benefits 
or compliance with a statute or treaty described in Section 9-311(a) that former Section 
9-408 provided for filing, in connection with the use of terms such as “lessor,” “consignor,” 
etc. The references to “owner” and “registered owner” are intended to address, for example, 
he situation where a putative lessor is the registered owner of an automobile covered by a 
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certificate of title and the transaction is determined to create a security interest. Although 

his section provides that the security interest is perfected, the relevant certificate-of-title 
statute may expressly provide to the contrary or may be ambiguous. If so, it may be neces- 
sary or advisable to amend the certificate-of-title statute to ensure that perfection of the se- 
curity interest will be achieved. 

As does Section 1-201, former Article 9 referred to transactions, including leases and 
consignments, “intended as security." This misleading phrase created the erroneous impres- 
sion that the parties to a transaction can dictate how the law will classify it (e.g., as a bail- 
ment or as a security interest) and thus affect the rights of third parties. This Article 
deletes the phrase wherever it appears. Subsection (b) expresses the principle more 
precisely by referring to a security interest that *secures an obligation." 

4. Consignments. Although a “true” consignment is a bailment, the filing and priority 
provisions of former Article 9 applied to “true” consignments. See former Sections 2-326(3), 
9-114. A consignment “intended as security" created a security interest that was in all 

espects subject to former Article 9. This Article subsumes most true consignments under 
he rubric of “security interest." See Sections 9-102 (definition of “consignment”), 9-109(a) 
(4), 1-201(37) (definition of “security interest”). Nevertheless, it maintains the distinction 
between a (true) “consignment,” as to which only certain aspects of Article 9 apply, and a 
so-called consignment that actually “secures an obligation," to which Article 9 applies in 
ull. The revisions to this section reflect the change in terminology. 


$ 9-506. Effect of Errors or Omissions. 


(a) [Minor errors and omissions.] A financing statement substantially 
satisfying the requirements of this part is effective, even if it has minor er- 
rors or omissions, unless the errors or omissions make the financing state- 

ent seriously misleading. 


(b) [Financing statement seriously misleading.] Except as otherwise 
provided in subsection (c), a financing statement that fails sufficiently to 


ously misleading. 


(c) [Financing statement not seriously misleading.] If a search o 
he records of the filing office under the debtor's correct name, using the 
filing office's standard search logic, if any, would disclose a financing state- 

ent that fails sufficiently to provide the name of the debtor in accordance 

ith Section 9-503(a), the name provided does not make the financing 
statement seriously misleading. 


(d) [*Debtor’s correct name."] For purposes of Section 9-508(b), the 
*debtor's correct name" in subsection (c) means the correct name of the 
new debtor. 


Official Comment 

1. Source. Former Section 9-402(8). 

2. Errors. Like former Section 9-402(8), subsection (a) is in line with the policy of this 
Article to simplify formal requisites and filing requirements. It is designed to discourage 
he fanatical and impossibly refined reading of statutory requirements in which courts oc- 
casionally have indulged themselves. Subsection (a) provides the standard applicable to 
indications of collateral. Subsections (b) and (c), which are new, concern the effectiveness o 
nancing statements in which the debtor’s name is incorrect. Subsection (b) contains the 
general rule: a financing statement that fails sufficiently to provide the debtor's name in ac- 
cordance with Section 9-503(a) is seriously misleading as a matter of law. Subsection (c) 
provides an exception: If the financing statement nevertheless would be discovered in a 
search under the debtor's correct name, using the filing office's standard search logic, i 
any, then as a matter of law the incorrect name does not make the financing statement 
seriously misleading. A financing statement that is seriously misleading under this section 
is ineffective even if it is disclosed by (i) using a search logic other than that of the filing 
office to search the official records, or (ii) using the filing office's standard search logic to 
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search a data base other than that of the filing office. 

In addition to requiring the debtor's name and an indication of the collateral, Section 
9-502(a) requires a financing statement to provide the name of the secured party or a rep- 
esentative of the secured party. Inasmuch as searches are not conducted under the secured 
party's name, and no filing is needed to continue the perfected status of security interest af- 
er it is assigned, an error in the name of the secured party or its representative will not be 
seriously misleading. However, in an appropriate case, an error of this kind may give rise 
o an estoppel in favor of a particular holder of a conflicting claim to the collateral. See 
Section 1-103. 

3. New Debtors. Subsection (d) provides that, in determining the extent to which a 
nancing statement naming an original debtor is effective against a new debtor, the suffi- 
ciency of the financing statement should be tested against the name of the new debtor. 


$ 9-507. Effect of Certain Events on Effectiveness of Financing 
Statement. 

(a) [Disposition.] A filed financing statement remains effective with re- 
spect to collateral that is sold, exchanged, leased, licensed, or otherwise 
disposed of and in which a security interest or agricultural lien continues, 
even if the secured party knows of or consents to the disposition. 


(b) [Information becoming seriously misleading.] Except as 
otherwise provided in subsection (c) and Section 9-508, a financing state- 
ent is not rendered ineffective if, after the financing statement is filed, 
he information provided in the financing statement becomes seriously 

isleading under Section 9-506. 

(c) [Change in debtor's name.] If a debtor so changes its name that a 
filed financing statement becomes seriously misleading under Section 
9-506: 

(1) the financing statement is effective to perfect a security interest in 
collateral acquired by the debtor before, or within four months after, the 
change; and 

(2) the financing statement is not effective to perfect a security inter- 
est in collateral acquired by the debtor more than four months after the 
change, unless an amendment to the financing statement which renders 
the financing statement not seriously misleading is filed within four 
months after the change. 


Official Comment 

1. Source. Former Section 9-402(7). 

2. Scope of Section. This section deals with situations in which the information in a 
proper financing statement becomes inaccurate after the financing statement is filed. 
Compare Section 9-338, which deals with situations in which a financing statement contains 
a particular kind of information concerning the debtor (i.e., the information described in 
Section 9-516(b)(5)) that is incorrect at the time it is filed. 

3. Post-Filing Disposition of Collateral. Under subsection (a), a financing statement 

emains effective even if the collateral is sold or otherwise disposed of. This subsection 

clarifies the third sentence of former Section 9-402(7) by providing that a financing state- 

ment remains effective following the disposition of collateral only when the security inter- 

est or agricultural lien continues in that collateral. This result is consistent with the 

conclusion of PEB Commentary No. 3. Normally, a security interest does continue after dis- 

position of the collateral. See Section 9-315(a). Law other than this Article determines 
hether an agricultural lien survives disposition of the collateral. 

As a consequence of the disposition, the collateral may be owned by a person other than 

he debtor against whom the financing statement was filed. Under subsection (a), the 
secured party remains perfected even if it does not correct the public record. For this rea- 
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son, any person seeking to determine whether a debtor owns collateral free of security 
interests must inquire as to the debtor’s source of title and, if circumstances seem to 
equire it, search in the name of a former owner. Subsection (a) addresses only the suffi- 
ciency of the information contained in the financing statement. A disposition of collateral 
may result in loss of perfection for other reasons. See Section 9-316. 

Example: Dee Corp. is an Illinois corporation. It creates a security interest in its 
equipment in favor of Secured Party. Secured Party files a proper financing statement in 
Illinois. Dee Corp. sells an item of equipment to Bee Corp., a Pennsylvania corporation, 
subject to the security interest. The security interest continues, see Section 9-315(a), and 
remains perfected, see Section 9-507(a), notwithstanding that the financing statement is 
filed under “D” (for Dee Corp.) and not under “B.” However, because Bee Corp. is located 
in Pennsylvania and not Illinois, see Section 9-307, unless Secured Party perfects under 
Pennsylvania law within one year after the transfer, its security interest will become 
unperfected and will be deemed to have been unperfected against purchasers of the 
collateral. See Section 9-316. 

4. Other Post-Filing Changes. Subsection (b) provides that, as a general matter, post- 
ling changes that render a financing statement inaccurate and seriously misleading have 
no effect on a financing statement. The financing statement remains effective. It is subject 
o two exceptions: Section 9-508 and Section 9-507(c). Section 9-508 addresses the effective- 
ess of a financing statement filed against an original debtor when a new debtor becomes 
bound by the original debtor's security agreement. It is discussed in the Comments to that 
section. Section 9-507(c) addresses a “pure” change of the debtor's name, i.e., a change that 
does not implicate a new debtor. It clarifies former Section 9-402(7). If a name change 
enders a filed financing statement seriously misleading, the financing statement, unless 
amended to provide the debtor’s new correct name, is effective only to perfect a security 
interest in collateral acquired by the debtor before, or within four months after, the change. 
If an amendment that provides the new correct name is filed within four months after the 
change, the financing statement as amended would be effective also with respect to collat- 
eral acquired more than four months after the change. If an amendment that provides the 
new correct name is filed more than four months after the change, the financing statement 
as amended would be effective also with respect to collateral acquired more than four 
months after the change, but only from the time of the filing of the amendment. 


$ 9-508. Effectiveness of Financing Statement if New Debtor 
Becomes Bound by Security Agreement. 

(a) [Financing statement naming original debtor.] Except as 
otherwise provided in this section, a filed financing statement naming an 
original debtor is effective to perfect a security interest in collateral in 

hich a new debtor has or acquires rights to the extent that the financing 
statement would have been effective had the original debtor acquired 
rights in the collateral. 

(b) [Financing statement becoming seriously misleading.] If the 
difference between the name of the original debtor and that of the new 
debtor causes a filed financing statement that is effective under subsection 
(a) to be seriously misleading under Section 9-506: 

(1) the financing statement is effective to perfect a security interest in 
collateral acquired by the new debtor before, and within four months af- 
ter, the new debtor becomes bound under Section 9-203(d); and 

(2) the financing statement is not effective to perfect a security inter- 
est in collateral acquired by the new debtor more than four months after 
the new debtor becomes bound under Section 9-203(d) unless an initial 
financing statement providing the name of the new debtor is filed before 
the expiration of that time. 

(c) [When section not applicable.] This section does not apply to col- 
lateral as to which a filed financing statement remains effective against 
he new debtor under Section 9-507(a). 
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Official Comment 

1. Source. New. 

2. The Problem. Section 9-203(d) and (e) and this section deal with situations where one 
party (the “new debtor") becomes bound as debtor by a security agreement entered into by 
another person (the “original debtor"). These situations often arise as a consequence o 
changes in business structure. For example, the original debtor may be an individual 
debtor who operates a business as a sole proprietorship and then incorporates it. Or, the 
original debtor may be a corporation that is merged into another corporation. Under both 
ormer Article 9 and this Article, collateral that is transferred in the course of the incorpora- 
ion or merger normally would remain subject to a perfected security interest. See Sections, 
9-315(a), 9-507(a). Former Article 9 was less clear with respect to whether an after-acquired 
property clause in a security agreement signed by the original debtor would be effective to 
create a security interest in property acquired by the new corporation or the merger 
survivor and, if so, whether a financing statement filed against the original debtor would be 
effective to perfect the security interest. This section and Sections 9-203(d) and (e) are a 
clarification. 

3. How New Debtor Becomes Bound. Normally, a security interest is unenforceable 
unless the debtor has authenticated a security agreement describing the collateral. See 
Section 9-203(b). New Section 9-203(e) creates an exception, under which a security agree- 
ment entered into by one person is effective with respect to the property of another. This 
exception comes into play if a “new debtor" becomes bound as debtor by a security agree- 
ment entered into by another person (the *original debtor"). (The quoted terms are defined 
in Section 9-102.) If a new debtor does become bound, then the security agreement entered 
into by the original debtor satisfies the security-agreement requirement of Section 9-203(b) 
(3) as to existing or after-acquired property of the new debtor to the extent the property is 
described in the security agreement. In that case, no other agreement is necessary to make 
a security interest enforceable in that property. See Section 9-203(e). 

Section 9-203(d) explains when a new debtor becomes bound by an original debtor's secu- 

ity agreement. Under Section 9-203(d)(1), a new debtor becomes bound as debtor if, by 
contract or operation of other law, the security agreement becomes effective to create a se- 
curity interest in the new debtor's property. For example, if the applicable corporate law o 
mergers provides that when A Corp merges into B Corp, B Corp becomes a debtor under A 
Corp's security agreement, then B Corp would become bound as debtor following such a 
merger. Similarly, B Corp would become bound as debtor if B Corp contractually assumes 
A's obligations under the security agreement. 

Under certain circumstances, a new debtor becomes bound for purposes of this Article 
even though it would not be bound under other law. Under Section 9-203(d)(2), a new 
debtor becomes bound when, by contract or operation of other law, it (i) becomes obligated 

ot only for the secured obligation but also generally for the obligations of the original 
debtor and (ii) acquires or succeeds to substantially all the assets of the original debtor. For 
example, some corporate laws provide that, when two corporations merge, the surviving 
corporation succeeds to the assets of its merger partner and “has all liabilities" of both 
corporations. In the case where, for example, A Corp merges into B Corp (and A Corp 
ceases to exist), some people have questioned whether A Corp’s grant of a security interest 
in its existing and after-acquired property becomes a “liability” of B Corp, such that B 
Corp's existing and after-acquired property becomes subject to a security interest in favor 
of A Corp's lender. Even if corporate law were to give a negative answer, under Section 
9-203(d)(2), B Corp would become bound for purposes of Section 9-203(e) and this section. 

he “substantially all of the assets" requirement of Section 9-203(d)(2) excludes sureties 
and other secondary obligors as well as persons who become obligated through veil piercing 
and other non-successorship doctrines. In most cases, it will exclude successors to the as- 
sets and liabilities of a division of a debtor. 

4. When Financing Statement Effective Against New Debtor. Subsection (a) 
provides that a filing against the original debtor generally is effective to perfect a security 
interest in collateral that a new debtor has at the time it becomes bound by the original 
debtor's security agreement and collateral that it acquires after the new debtor becomes 
bound. Under subsection (b), however, if the filing against the original debtor is seriously 
misleading as to the new debtor’s name, the filing is effective as to collateral acquired by 
he new debtor more than four months after the new debtor becomes bound only if a person 
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les during the four-month period an initial financing statement providing the name of the 
new debtor. Compare Section 9-507(c) (four-month period of effectiveness with respect to 
collateral acquired by a debtor after the debtor changes its name). Moreover, if the original 
debtor and the new debtor are located in different jurisdictions, a filing against the original 
debtor would not be effective to perfect a security interest in collateral that the new debtor 
acquires or has acquired from a person other than the original debtor. See Example 5, 
Section 9-316, Comment 2. 

5. Transferred Collateral. This section does not apply to collateral transferred by the 
original debtor to a new debtor. See subsection (c). Under those circumstances, the filing 
against the original debtor continues to be effective until it lapses or perfection is lost for 
another reason. See sections 9-316, 9-507(a). 

6. Priority. Section 9-326 governs the priority contest between a secured creditor of the 
original debtor and a secured creditor of the new debtor. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-509. Persons Entitled to File a Record. 

(a) [Person entitled to file record.] A person may file an initial financ- 
ing statement, amendment that adds collateral covered by a financing 
statement, or amendment that adds a debtor to a financing statement only 
if: 

(1) the debtor authorizes the filing in an authenticated record or pur- 
suant to subsection (b) or (c); or 

(2) the person holds an agricultural lien that has become effective at 
the time of filing and the financing statement covers only collateral in 
which the person holds an agricultural lien. 

(b) [Security agreement as authorization.] By authenticating or 
becoming bound as debtor by a security agreement, a debtor or new debtor 
authorizes the filing of an initial financing statement, and an amendment, 
covering: 

(1) the collateral described in the security agreement; and 
(2) property that becomes collateral under Section 9-315(a)(2), whether 
or not the security agreement expressly covers proceeds. 

(c) [Acquisition of collateral as authorization.] By acquiring collat- 
eral in which a security interest or agricultural lien continues under Section 
9-315(a)(1), a debtor authorizes the filing of an initial financing statement, 
and an amendment, covering the collateral and property that becomes col- 
lateral under Section 9-315(a)(2). 

(d) [Person entitled to file certain amendments.] A person may file 
an amendment other than an amendment that adds collateral covered by a 
financing statement or an amendment that adds a debtor to a financing 
statement only if: 

(1) the secured party of record authorizes the filing; or 
(2) the amendment is a termination statement for a financing state- 

ment as to which the secured party of record has failed to file or send a 

termination statement as required by Section 9-513(a) or (c), the debtor 

authorizes the filing, and the termination statement indicates that the 
debtor authorized it to be filed. 

(e) [Multiple secured parties of record.] If there is more than one 
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secured party of record for a financing statement, each secured party o 
record may authorize the filing of an amendment under subsection (d). 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 
1. Source. New. 
2. Scope and Approach of This Section. This section collects in one place most of the 
ules determining whether a record may be filed. Section 9-510 explains the extent to 
hich a filed record is effective. Under these sections, the identity of the person who effects 
a filing is immaterial. The filing scheme contemplated by this Part does not contemplate 
hat the identity of a “filer” will be a part of the searchable records. This is consistent with, 
and a necessary aspect of, eliminating signatures or other evidence of authorization from 
he system. (Note that the 1972 amendments to this Article eliminated the requirement 
hat a financing statement contain the signature of the secured party.) As long as the ap- 
propriate person authorizes the filing, or, in the case of a termination statement, the debtor 
is entitled to the termination, it is insignificant whether the secured party or another 
person files any given record. The question of authorization is one for the court, not the fil- 
ing office. However, a filing office may choose to employ authentication procedures in con- 
ection with electronic communications, e.g., to verify the identity of a filer who seeks to 
charge the filing fee. 
3. Unauthorized Filings. Records filed in the filing office do not require signatures for 
heir effectiveness. Subsection (a)(1) substitutes for the debtor’s signature on a financing 
statement the requirement that the debtor authorize in an authenticated record the filing 
of an initial financing statement or an amendment that adds collateral. Also, under subsec- 
ion (a)(1), if an amendment adds a debtor, the debtor who is added must authorize the 
amendment. A person who files an unauthorized record in violation of subsection (a)(1) is 
iable under Section 9-625(b) and (e) for actual and statutory damages. Of course, a filed 
nancing statement is ineffective to perfect a security interest if the filing is not authorized. 
See Section 9-510(a). Law other than this Article, including the law with respect to ratifica- 
ion of past acts, generally determines whether a person has the requisite authority to file a 
ecord under this section. See Sections 1-103, 9-502, Comment 3. This Article applies to 
other issues, such as the priority of a security interest perfected by the filing of a financing 
statement. 

4. Ipso Facto Authorization. Under subsection (b), the authentication of a security 
agreement ipso facto constitutes the debtor's authorization of the filing of a financing state- 
ment covering the collateral described in the security agreement. The secured party need 
not obtain a separate authorization. Similarly, a new debtor's becoming bound by a securit 
agreement ipso facto constitutes the new debtor's authorization of the filing of a financing 
statement covering the collateral described in the security agreement by which the new 
debtor has become bound. And, under subsection (c), the acquisition of collateral in which a 
security interest continues after disposition under Section 9-315(a)(1) ipso facto constitutes 
an authorization to file an initial financing statement againt the person who acquired the 
collateral. The authorization to file an initial financing statement also constitutes an autho- 

ization to file a record covering actual proceeds of the original collateral, even if the secu- 
ity agreement is silent as to proceeds. 

Example 1: Debtor authenticates a security agreement creating a security interest 
in Debtor's inventory in favor of Secured Party. Secured Party files a financing state- 
ment covering inventory and accounts. The financing statement is authorized insofar as 
it covers inventory and unauthorized insofar as it covers accounts. (Note, however, that 
the financing statement will be effective to perfect a security interest in accounts 
constituting proceeds of the inventory to the same extent as a financing statement cover- 
ing only inventory.) 

Example 2: Debtor authenticates a security agreement creating a security interest in 
Debtor's inventory in favor of Secured Party. Secured Party files a financing statement 
covering inventory. Debtor sells some inventory, deposits the buyer's payment into a de- 
posit account, and withdraws the funds to purchase equipment. As long as the equipment 
can be traced to the inventory, the security interest continues in the equipment. See 
Section 9-315(a)(2). However, because the equipment was acquired with cash proceeds, 


1013 


UNIFORM COMMERCIAL CODE 


the financing statement becomes ineffective to perfect the security interest in the equip- 

ment on the 21st day after the security interest attaches to the equipment unless Secured 

Party continues perfection beyond the 20-day period by filing a financing statement 

against the equipment or amending the filed financing statement to cover equipment. See 

Section 9-315(d). Debtor's authentication of the security agreement authorizes the filing 

of an initial financing statement or amendment covering the equipment, which is *prop- 

erty that becomes collateral under Section 9-315(a)(2)." See Section 9-509(b)(2). 

5. Agricultural Liens. Under subsection (a)(2), the holder of an agricultural lien may 

le a financing statement covering collateral subject to the lien without obtaining the 
debtor's authorization. Because the lien arises as matter of law, the debtor's consent is not 

equired. A person who files an unauthorized record in violation of this subsection is liable 
under Section 9-625(e) for a statutory penalty and damages. 

6. Amendments; Termination Statements Authorized by Debtor. Most amend- 
ments may not be filed unless the secured party of record, as determined under Section 
9-511, authorizes the filing. See subsection (d)(1). However, under subsection (d)(2), the au- 

horization of the secured party of record is not required for the filing of a termination 
statement if the secured party of record failed to send or file a termination statement as 
equired by Section 9-513, the debtor authorizes it to be filed, and the termination state- 
ment so indicates. 

7. Multiple Secured Parties of Record. Subsection (e) deals with multiple secured 
parties of record. It permits each secured party of record to authorize the filing o 
amendments. However, Section 9-510(b) protects the rights and powers of one secured 
party of record from the effects of filings made by another secured party of record. See 
Section 9-510, Comment 3. 

8. Successor to Secured Party of Record. A person may succeed to the powers of the 
secured party of record by operation of other law, e.g., the law of corporate mergers. In that 
case, the successor has the power to authorize filings within the meaning of this section. 


$ 9-510. Effectiveness of Filed Record. 


(a) [Filed record effective if authorized.] A filed record is effective 
only to the extent that it was filed by a person that may file it under 
Section 9-509. 


(b) [Authorization by one secured party of record.] A record autho- 
rized by one secured party of record does not affect the financing statement 
ith respect to another secured party of record. 


(c) [Continuation statement not timely filed.] A continuation state- 
ent that is not filed within the six-month period prescribed by Section 
9-515(d) is ineffective. 


Official Comment 

1. Source. New. 

2. Ineffectiveness of Unauthorized or Overbroad Filings. Subsection (a) provides 
hat a filed financing statement is effective only to the extent it was filed by a person 

entitled to file it. 

Example 1: Debtor authorizes the filing of a financing statement covering inventory. 
Under Section 9-509, the secured party may file a financing statement covering only 
inventory; it may not file a financing statement covering other collateral. The secured 
party files a financing statement covering inventory and equipment. This section provides 
that the financing statement is effective only to the extent the secured party may file it. 
Thus, the financing statement is effective to perfect a security interest in inventory but 
ineffective to perfect a security interest in equipment. 

3. Multiple Secured Parties of Record. Section 9-509(e) permits any secured party o 
ecord to authorize the filing of most amendments. Subsection (b) of this section prevents a 
ling authorized by one secured party of record from affecting the rights and powers of an- 

other secured party of record without the latter's consent. 

Example 2: Debtor creates a security interest in favor of A and B. The filed financ- 
ing statement names A and B as the secured parties. An amendment deleting some col- 
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lateral covered by the financing statement is filed pursuant to B's authorization. Al- 
though B's security interest in the deleted collateral becomes unperfected, A's security 
interest remains perfected in all the collateral. 

Example 3: Debtor creates a security interest in favor of A and B. The financing 
statement names A and B as the secured parties. A termination statement is filed pursu- 
ant to B's authorization. Although the effectiveness of the financing statement terminates 
with respect to B's security interest, A's rights are unaffected. That is, the financing 
statement continues to be effective to perfect A's security interest. 

4. Continuation Statements. A continuation statement may be filed only within the six 
months immediately before lapse. See Section 9-515(d). The filing office is obligated to 
eject a continuation statement that is filed outside the six-month period. See Sections 
9-520(a), 9-516(b)(7). Subsection (c) provides that if the filing office fails to reject a continu- 
ation statement that is not filed in a timely manner, the continuation statement is ineffec- 
ive nevertheless. 


$ 9-511. Secured Party of Record. 


(a) [Secured party of record.] A secured party of record with respect 
o a financing statement is a person whose name is provided as the name 
of the secured party or a representative of the secured party in an initial 
financing statement that has been filed. If an initial financing statement is 
filed under Section 9-514(a), the assignee named in the initial financing 
statement is the secured party of record with respect to the financing| 
statement. 


(b) [Amendment naming secured party of record.] If an amend- 

ent of a financing statement which provides the name of a person as a 
secured party or a representative of a secured party is filed, the person 
named in the amendment is a secured party of record. If an amendment is 
filed under Section 9-514(b), the assignee named in the amendment is a 
secured party of record. 


(c) [Amendment deleting secured party of record.] A person 
remains a secured party of record until the filing of an amendment of the 
financing statement which deletes the person. 


Official Comment 

1. Source. New. 

2. Secured Party of Record. This new section explains how the secured party of record 
is to be determined. If SP-1 is named as the secured party in an initial financing statement, 
it is the secured party of record. Similarly, if an initial financing statement reflects a total 
assignment from SP-0 to SP-1, then SP-1 is the secured party of record. See subsection (a). 
If, subsequently, an amendment is filed assigning SP-1’s status to SP-2, then SP-2 becomes 

he secured party of record in place of SP-1. The same result obtains if a subsequent 
amendment deletes the reference to SP-1 and substitutes therefor a reference to SP-2. If, 
however, a subsequent amendment adds SP-2 as a secured party but does not purport to 
emove SP-1 as a secured party, then SP-2 and SP-1 each is a secured party of record. See 
subsection (b). An amendment purporting to remove the only secured party of record 

ithout providing a successor is ineffective. See Section 9-512(e). At any point in time, all 
effective records that comprise a financing statement must be examined to determine the 
person or persons that have the status of secured party of record. 

3. Successor to Secured Party of Record. Application of other law may result in a 
person succeeding to the powers of a secured party of record. For example, if the secured 
party of record (A) merges into another corporation (B) and the other corporation (B) 
survives, other law may provide that B has all of A's powers. In that case, B is authorized 

o take all actions under this Part that A would have been authorized to take. Similarly, 
acts taken by a person who is authorized under generally applicable principles of agency to 
act on behalf of the secured party of record are effective under this Part. 
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§ 9-512. Amendment of Financing Statement. 


[Alternative A] 

(a) [Amendment of information in financing statement.] Subject to 
Section 9-509, a person may add or delete collateral covered by, continue 
or terminate the effectiveness of, or, subject to subsection (e), otherwise 
amend the information provided in, a financing statement by filing an 
amendment that: 

(1) identifies, by its file number, the initial financing statement to 
which the amendment relates; and 

(2) if the amendment relates to an initial financing statement filed [or 
recorded] in a filing office described in Section 9-501(a)(1), provides the 

information specified in Section 9-502(b). 


[Alternative B] 

(a) [Amendment of information in financing statement.] Subject to 
Section 9-509, a person may add or delete collateral covered by, continue 
or terminate the effectiveness of, or, subject to subsection (e), otherwise 
amend the information provided in, a financing statement by filing an 
amendment that: 

(1) identifies, by its file number, the initial financing statement to 
which the amendment relates; and 

(2) if the amendment relates to an initial financing statement filed [or 
recorded] in a filing office described in Section 9-501(a)(1), provides the 
date [and time] that the initial financing statement was filed [or re- 

corded] and the information specified in Section 9-502(b). 

[End of Alternatives] 

(b) [Period of effectiveness not affected.] Except as otherwise 
provided in Section 9-515, the filing of an amendment does not extend the 
period of effectiveness of the financing statement. 

(c) [Effectiveness of amendment adding collateral.] A financing 
statement that is amended by an amendment that adds collateral is effec- 
ive as to the added collateral only from the date of the filing of the 
amendment. 

(d) [Effectiveness of amendment adding debtor.] A financing state- 


o the added debtor only from the date of the filing of the amendment. 
(e) [Certain amendments ineffective.] An amendment is ineffective 
o the extent it: 


(1) purports to delete all debtors and fails to provide the name of a 
debtor to be covered by the financing statement; or 
(2) purports to delete all secured parties of record and fails to provide 
the name of a new secured party of record. 
egislative Note: States whose real-estate filing offices require additional information in 


amendments and cannot search their records by both the name of the debtor and the file 
umber should enact Alternative B to Sections 9-512(a), 9-518(b), 9-519(f) and 9-522(a). 


Official Comment 


1. Source. Former 9-402(4). 
2. Changes to Financing Statements. This section addresses changes to financing 
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statements, including addition and deletion of collateral. Although termination statements, 
assignments, and continuation statements are types of amendment, this Article follows for- 
mer Article 9 and contains separate sections containing additional provisions applicable to 
particular types of amendments. See Section 9-513 (termination statements); 9-514 (assign- 
ments); 9-515 (continuation statements). One should not infer from this separate treatment 
hat this Article requires a separate amendment to accomplish each change. Rather, a 
single amendment would be legally sufficient to, e.g., add collateral and continue the ef- 
ectiveness of the financing statement. 

3. Amendments. An amendment under this Article may identify only the information 
contained in a financing statement that is to be changed; alternatively, it may take the 
orm of an amended and restated financing statement. The latter would state, for example, 
hat the financing statement “is amended and restated to read as follows: . . . " References 
in this Part to an *amended financing statement" are to a financing statement as amended 
by an amendment using either technique. 

This section revises former Section 9-402(4) to permit secured parties of record to make 
changes in the public record without the need to obtain the debtor's signature. However, 
he filing of an amendment that adds collateral or adds a debtor must be authorized by the 
debtor or it will not be effective. See Sections 9-509(a), 9-510(a). 

4. Amendment Adding Debtor. An amendment that adds a debtor is effective, provided 
hat the added debtor authorizes the filing. See Section 9-509(a). However, filing an amend- 
ment adding a debtor to a previously filed financing statement affords no advantage over 

ling an initial financing statement against that debtor and may be disadvantageous. With 
espect to the added debtor, for purposes of determining the priority of the security inter- 
est, the time of filing is the time of the filing of the amendment, not the time of the filing o 
he initial financing statement. See subsection (d). However, the effectiveness of the financ- 
ing statement lapses with respect to added debtor at the time it lapses with respect to the 
original debtor. See subsection (b). 

5. Deletion of All Debtors or Secured Parties of Record. Subsection (e) assures that 
here will be a debtor and secured party of record for every financing statement. 

Example: A filed financing statement names A and B as secured parties of record 


and covers inventory and equipment. An amendment deletes equipment and purports to 
delete A and B as secured parties of record without adding a substitute secured party. 
The amendment is ineffective to the extent it purports to delete the secured parties o 
record but effective with respect to the deletion of collateral. As a consequence, the 
financing statement, as amended, covers only inventory, but A and B remain as secured 
parties of record. 


9-513. Termination Statement. 

(a) [Consumer goods.] A secured party shall cause the secured party o 
record for a financing statement to file a termination statement for the 
financing statement if the financing statement covers consumer goods and: 

(1) there is no obligation secured by the collateral covered by the 
financing statement and no commitment to make an advance, incur an 
obligation, or otherwise give value; or 

(2) the debtor did not authorize the filing of the initial financing 
statement. 

(b) [Time for compliance with subsection (a).] To comply with 
subsection (a), a secured party shall cause the secured party of record to 
file the termination statement: 

(1) within one month after there is no obligation secured by the collat- 
eral covered by the financing statement and no commitment to make an 
advance, incur an obligation, or otherwise give value; or 

(2) if earlier, within 20 days after the secured party receives an 
authenticated demand from a debtor. 

(c) [Other collateral.] In cases not governed by subsection (a), within 
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20 days after a secured party receives an authenticated demand from a 
debtor, the secured party shall cause the secured party of record for a 
financing statement to send to the debtor a termination statement for the 
financing statement or file the termination statement in the filing office if: 


(1) except in the case of a financing statement covering accounts or 
chattel paper that has been sold or goods that are the subject of a 
consignment, there is no obligation secured by the collateral covered by 
the financing statement and no commitment to make an advance, incur 
an obligation, or otherwise give value; 


(2) the financing statement covers accounts or chattel paper that has 
been sold but as to which the account debtor or other person obligated 
has discharged its obligation; 


(3) the financing statement covers goods that were the subject of a 
consignment to the debtor but are not in the debtor’s possession; or 


(4) the debtor did not authorize the filing of the initial financing 
statement. 


(d) [Effect of filing termination statement.] Except as otherwise 
provided in Section 9-510, upon the filing of a termination statement with 
he filing office, the financing statement to which the termination state- 

ent relates ceases to be effective. Except as otherwise provided in Section 
9-510, for purposes of Sections 9-519(g), 9-522(a), and 9-523(c), the filing 

ith the filing office of a termination statement relating to a financing 
statement that indicates that the debtor is a transmitting utility also 
causes the effectiveness of the financing statement to lapse. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 

1. Source. Former Section 9-404. 

2. Duty to File or Send. This section specifies when a secured party must cause the 
secured party of record to file or send to the debtor a termination statement for a financing 
statement. Because most financing statements expire in five years unless a continuation 
statement is filed (Section 9-515), no compulsion is placed on the secured party to file a 

ermination statement unless demanded by the debtor, except in the case of consumer 
goods. Because many consumers will not realize the importance to them of clearing the 
public record, an affirmative duty is put on the secured party in that case. But many 
purchase-money security interests in consumer goods will not be filed, except for motor 
ehicles. See Section 9-309(1). Under Section 9-311(b), compliance with a certificate-of-title 
statute is “equivalent to the filing of a financing statement under this article.” Thus, this 
section applies to a certificate of title unless the section is superseded by a certificate-of- 
itle statute that contains a specific rule addressing a secured party’s duty to cause a nota- 
ion of a security interest to be removed from a certificate of title. In the context of a certif- 
icate of title, however, the secured party could comply with this section by causing the 
emoval itself or providing the debtor with documentation sufficient to enable the debtor to 
effect the removal. 

Subsections (a) and (b) apply to a financing statement covering consumer goods. Subsec- 
ion (c) applies to other financing statements. Subsection (a) and (c) each makes explicit 

hat was implicit under former Article 9: If the debtor did not authorize the filing of a 

nancing statement in the first place, the secured party of record should file or send a 
ermination statement. The liability imposed upon a secured party that fails to comply with 
subsection (a) or (c) is identical to that imposed for the filing of an unauthorized financing 
statement or amendment. See Section 9-625(e). 
3. “Bogus” Filings. A secured party’s duty to send a termination statement arises when 
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he secured party “receives” an authenticated demand from the debtor. In the case of an 
unauthorized financing statement, the person named as debtor in the financing statement 
may have no relationship with the named secured party and no reason to know the secured 
party's address. Inasmuch as the address in the financing statement is “held out by [the 
person named as secured party in the financing statement] as the place for receipt of such 
communications [i.e., communications relating to security interests],” the putative secured 
party is deemed to have “received” a notification delivered to that address. See Section 
1-201(26). If a termination statement is not forthcoming, the person named as debtor itsel 
may authorize the filing of a termination statement, which will be effective if it indicates 
hat the person authorized it to be filed. See Sections 9-509(d)(2), 9-510(c). 

4. Buyers of Receivables. Applied literally, former Section 9-404(1) would have required 
many buyers of receivables to file a termination statement immediately upon filing a 
nancing statement because "there is no outstanding secured obligation and no commit- 
ment to make advances, incur obligations, or otherwise give value.” Subsections (c)(1) and 
(2) remedy this problem. While the security interest of a buyer of accounts or chattel paper 
(B-1) is perfected, the debtor is not deemed to retain an interest in the sold receivables and 
hus could transfer no interest in them to another buyer (B-2) or to a lien creditor (LC). 
However, for purposes of determining the rights of the debtor's creditors and certain 
purchasers of accounts or chattel paper from the debtor, while B-1’s security interest is 
nperfected, the debtor-seller is deemed to have rights in the sold receivables, and a 
competing security interest or judicial lien may attach to those rights. See Sections 9-318, 
9-109, Comment 5. Suppose that B-1’s security interest in certain accounts and chattel 
paper is perfected by filing, but the effectiveness of the financing statement lapses. Both 
before and after lapse, B-1 collects some of the receivables. After lapse, LC acquires a lien 
on the accounts and chattel paper. B-1’s unperfected security interest in the accounts and 
chattel paper is subordinate to LC’s rights. See Section 9-317(a)(2). But collections on ac- 
counts and chattel paper are not “accounts” or “chattel paper.” Even if B-1’s security inter- 
est in the accounts and chattel paper is or becomes unperfected, neither the debtor nor LC 
acquires rights to the collections that B-1 collects (and owns) before LC acquires a lien. 
5. Effect of Filing. Subsection (d) states the effect of filing a termination statement: the 
elated financing statement ceases to be effective. If one of several secured parties of record 
les a termination statement, subsection (d) applies only with respect to the rights of the 
person who authorized the filing of the termination statement. See Section 9-510(b). The 
nancing statement remains effective with respect to the rights of the others. However, 
even if a financing statement is terminated (and thus no longer is effective) with respect to 
all secured parties of record, the financing statement, including the termination statement, 

ill remain of record until at least one year after it lapses with respect to all secured par- 
ies of record. See Section 9-519(g). 


$ 9-514. Assignment of Powers of Secured Party of Record. 

(a) [Assignment reflected on initial financing statement.] Except 
as otherwise provided in subsection (c), an initial financing statement may 
reflect an assignment of all of the secured party's power to authorize an 
amendment to the financing statement by providing the name and mailing 
address of the assignee as the name and address of the secured party. 

(b) [Assignment of filed financing statement.] Except as otherwise 
provided in subsection (c), a secured party of record may assign of record 
all or part of its power to authorize an amendment to a financing state- 

ent by filing in the filing office an amendment of the financing statement 

hich: 

(1) identifies, by its file number, the initial financing statement to 
which it relates; 

(2) provides the name of the assignor; and 

(3) provides the name and mailing address of the assignee. 

(c) [Assignment of record of mortgage.] An assignment of record of a 
security interest in a fixture covered by a record of a mortgage which is ef- 
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he manner provided by law of this State other than [the Uniform Com- 
ercial Code]. 


Official Comment 

1. Source. Former Section 9-405. 

2. Assignments. This section provides a permissive device whereby a secured party o 
ecord may effectuate an assignment of its power to affect a financing statement. It may 
also be useful for a secured party who has assigned all or part of its security interest or ag- 
icultural lien and wishes to have the fact noted of record, so that inquiries concerning the 
ransaction would be addressed to the assignee. See Section 9-502, Comment 2. Upon the 
ling of an assignment, the assignee becomes the “secured party of record” and may autho- 
ize the filing of a continuation statement, termination statement, or other amendment. 
Note that under Section 9-310(c) no filing of an assignment is required as a condition o 
continuing the perfected status of the security interest against creditors and transferees o 
he original debtor. However, if an assignment is not filed, the assignor remains the secured 
party of record, with the power (even if not the right) to authorize the filing of effective 
amendments. See Sections 9-511(c), 9-509(d). 


(Section 9-502(c)), then an assignment of record of the security interest may be made only 
in the manner in which an assignment of record of the mortgage may be made under local 
eal-property law. 

3. Comparison to Prior Law. Most of the changes reflected in this section are for 
clarification or to embrace medium-neutral drafting. As a general matter, this section 
preserves the opportunity given by former Section 9-405 to assign a security interest of rec- 
ord in one of two different ways. Under subsection (a), a secured party may assign all of its 
power to affect a financing statement by naming an assignee in the initial financing 
statement. The secured party of record may accomplish the same result under subsection 
(b) by making a subsequent filing. Subsection (b) also may be used for an assignment o 
only some of the secured party of record’s power to affect a financing statement, e.g., the 
power to affect the financing statement as it relates to particular items of collateral or as it 

elates to an undivided interest in a security interest in all the collateral. An initial financ- 
ing statement may not be used to change the secured party of record under these 
circumstances. However, an amendment adding the assignee as a secured party of record 
may be used. 


§ 9-515. Duration and Effectiveness of Financing Statement; 
Effect of Lapsed Financing Statement. 

(a) [Five-year effectiveness.] Except as otherwise provided in subsec- 
ions (b), (e), (f), and (g), a filed financing statement is effective for a period 
of five years after the date of filing. 

(b) [Public-finance or manufactured-home transaction.] Except as 
otherwise provided in subsections (e), (f), and (g), an initial financing state- 

ent filed in connection with a public-finance transaction or manufactured- 
home transaction is effective for a period of 30 years after the date of filing 
if it indicates that it is filed in connection with a public-finance transaction 
or manufactured-home transaction. 

(c) [Lapse and continuation of financing statement.] The effective- 


its effectiveness unless before the lapse a continuation statement is filed 
pursuant to subsection (d). Upon lapse, a financing statement ceases to be 
effective and any security interest or agricultural lien that was perfected 
by the financing statement becomes unperfected, unless the security inter- 
est is perfected otherwise. If the security interest or agricultural lien 
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becomes unperfected upon lapse, it is deemed never to have been perfected 
as against a purchaser of the collateral for value. 


(d) [When continuation statement may be filed.] A continuation 
statement may be filed only within six months before the expiration of the 
five-year period specified in subsection (a) or the 30-year period specified in 
subsection (b), whichever is applicable. 

(e) [Effect of filing continuation statement.] Except as otherwise 
provided in Section 9-510, upon timely filing of a continuation statement, 

he effectiveness of the initial financing statement continues for a period o 
five years commencing on the day on which the financing statement would 
have become ineffective in the absence of the filing. Upon the expiration o 

he five-year period, the financing statement lapses in the same manner as 

provided in subsection (c), unless, before the lapse, another continuation 
statement is filed pursuant to subsection (d). Succeeding continuation 
statements may be filed in the same manner to continue the effectiveness 
of the initial financing statement. 


(£) [Transmitting utility financing statement.] If a debtor is a 
ransmitting utility and a filed financing statement so indicates, the financ- 
ing statement is effective until a termination statement is filed. 


(g) [Record of mortgage as financing statement.] A record of a 

ortgage that is effective as a financing statement filed as a fixture filing 

nder Section 9-502(c) remains effective as a financing statement filed as a 
fixture filing until the mortgage is released or satisfied of record or its ef- 
fectiveness otherwise terminates as to the real property. 


Official Comment 

1. Source. Former Section 9-403(2), (3), (6). 

2. Period of Financing Statement's Effectiveness. Subsection (a) states the general 
ule: a financing statement is effective for a five-year period unless its effectiveness is 
continued under this section or terminated under Section 9-513. Subsection (b) provides 
hat if the financing statement relates to a public-finance transaction or a manufactured- 
home transaction and so indicates, the financing statement is effective for 30 years. These 
nancings typically extend well beyond the standard, five-year period. Under subsection (f), 
a financing statement filed against a transmitting utility remains effective indefinitely, 
ntil a termination statement is filed. Likewise, under subsection (g), a mortgage effective 
as a fixture filing remains effective until its effectiveness terminates under real-property 
aw. 

3. Lapse. When the period of effectiveness under subsection (a) or (b) expires, the ef- 
ectiveness of the financing statement lapses. The last sentence of subsection (c) addresses 
he effect of lapse. The deemed retroactive unperfection applies only with respect to 
purchasers for value; unlike former Section 9-403(2), it does not apply with respect to lien 
creditors. 

Example 1: SP-1 and SP-2 both hold security interests in the same collateral. Both 
security interests are perfected by filing. SP-1 filed first and has priority under Section 
9-322(a)(1). The effectiveness of SP-1’s filing lapses. As long as SP-2’s security interest 
remains perfected thereafter, SP-2 is entitled to priority over SP-1’s security interest, 
which is deemed never to have been perfected as against a purchaser for value (SP-2). 
See Section 9-322(a)(2). 

Example 2: SP holds a security interest perfected by filing. On July 1, LC acquires a 
judicial lien on the collateral. Two weeks later, the effectiveness of the financing state- 
ment lapses. Although the security interest becomes unperfected upon lapse, it was 
perfected when LC acquired its lien. Accordingly, notwithstanding the lapse, the perfected 
security interest has priority over the rights of LC, who is not a purchaser. See Section 
9-317(a)(2). 

4. Effect of Debtor’s Bankruptcy. Under former Section 9-403(2), lapse was tolled i 
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he debtor entered bankruptcy or another insolvency proceeding. Nevertheless, being un- 
aware that insolvency proceedings had been commenced, filing offices routinely removed re- 
cords from the files as if lapse had not been tolled. Subsection (c) deletes the former tolling 
provision and thereby imposes a new burden on the secured party: to be sure that a financ- 
ing statement does not lapse during the debtor's bankruptcy. The secured party can prevent 
apse by filing a continuation statement, even without first obtaining relief from the 
automatic stay. See Bankruptcy Code Section 362(b)(3). Of course, if the debtor enters 
bankruptcy before lapse, the provisions of this Article with respect to lapse would be of no 
effect to the extent that federal bankruptcy law dictates a contrary result (e.g., to the 
extent that the Bankruptcy Code determines rights as of the date of the filing of the bank- 
uptcy petition). 

5. Continuation Statements. Subsection (d) explains when a continuation statement 
may be filed. A continuation statement filed at a time other than that prescribed by subsec- 
ion (d) is ineffective, see Section 9-510(c), and the filing office may not accept it. See 
Sections 9-520(a), 9-516(b). Subsection (e) specifies the effect of a continuation statement 
and provides for successive continuation statements. 


$ 9-516. What Constitutes Filing; Effectiveness of Filing. 
(a) [What constitutes filing.] Except as otherwise provided in subsec- 
ion (b), communication of a record to a filing office and tender of the filing 
fee or acceptance of the record by the filing office constitutes filing. 
(b) [Refusal to accept record; filing does not occur.] Filing does not 
occur with respect to a record that a filing office refuses to accept because: 
(1) the record is not communicated by a method or medium of com- 
munication authorized by the filing office; 
(2) an amount equal to or greater than the applicable filing fee is not 
tendered; 


(3) the filing office is unable to index the record because: 


(A) in the case of an initial financing statement, the record does not 
provide a name for the debtor; 

(B) in the case of an amendment or correction statement, the record: 

(i) does not identify the initial financing statement as required by 

Section 9-512 or 9-518, as applicable; or 

(ii) identifies an initial financing statement whose effectiveness 

has lapsed under Section 9-515; 

(C) in the case of an initial financing statement that provides the 
name of a debtor identified as an individual or an amendment that 
provides a name of a debtor identified as an individual which was not 
previously provided in the financing statement to which the record re- 
lates, the record does not identify the debtor's last name; or 

(D) in the case of a record filed [or recorded] in the filing office 
described in Section 9-501(a)(1), the record does not provide a suf- 
ficient description of the real property to which it relates; 

(4) in the case of an initial financing statement or an amendment that 
adds a secured party of record, the record does not provide a name and 
mailing address for the secured party of record; 

(5) in the case of an initial financing statement or an amendment that 
provides a name of a debtor which was not previously provided in the 
financing statement to which the amendment relates, the record does 
not: 

(A) provide a mailing address for the debtor; 
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(B) indicate whether the debtor is an individual or an organization; 
or 
(C) if the financing statement indicates that the debtor is an organi- 
zation, provide: 
(i) a type of organization for the debtor; 
(ii) a jurisdiction of organization for the debtor; or 
(ii) an organizational identification number for the debtor or 
indicate that the debtor has none; 

(6) in the case of an assignment reflected in an initial financing state- 
ment under Section 9-514(a) or an amendment filed under Section 
9-514(b), the record does not provide a name and mailing address for the 
assignee; or 

(7) in the case of a continuation statement, the record is not filed 
within the six-month period prescribed by Section 9-515(d). 


(1) a record does not provide information if the filing office is unable to 
read or decipher the information; and 
(2) a record that does not indicate that it is an amendment or identify 
an initial financing statement to which it relates, as required by Section 
9-512, 9-514, or 9-518, is an initial financing statement. 
(d) [Refusal to accept record; record effective as filed record.] A 
record that is communicated to the filing office with tender of the filing fee, 
but which the filing office refuses to accept for a reason other than one set 


forth in subsection (b), is effective as a filed record except as against a 
purchaser of the collateral which gives value in reasonable reliance upon 
he absence of the record from the files. 


Official Comment 

1. Source. Subsection (a): former Section 9-403(1); the remainder is new. 

2. What Constitutes Filing. Subsection (a) deals generically with what constitutes fil- 
ing of a record, including an initial financing statement and amendments of all kinds (e.g., 
assignments, termination statements, and continuation statements). It follows former Sec- 

ion 9-403(1), under which either acceptance of a record by the filing office or presentation 
of the record and tender of the filing fee constitutes filing. 

3. Effectiveness of Rejected Record. Subsection (b) provides an exclusive list o 
grounds upon which the filing office may reject a record. See Section 9-520(a). Although 
some of these grounds would also be grounds for rendering a filed record ineffective (e.g., an 
initial financing statement does not provide a name for the debtor), many others would not 
be (e.g., an initial financing statement does not provide a mailing address for the debtor or 
secured party of record). Neither this section nor Section 9-520 requires or authorizes the 

ling office to determine, or even consider, the accuracy of information provided in a record. 
For example, the State A filing office may not reject under subsection (b)(5)(C) an initial 
nancing statement indicating that the debtor is a State A corporation and providing a 
hree-digit organizational identification number, even if all State A organizational 
identification numbers contain at least five digits and two letters. Some organizations that 
are not registered organizations (such as foreign corporations) have a readily determinable 
jurisdiction of organization. When that is not the case, with respect to an organization that 
is not a registered organization, for purposes of this section, the debtor's jurisdiction of or- 
ganization is any jurisdiction that bears a reasonable relation to the debtor, such as the ju- 
isdiction stated in any organizational document or agreement for the debtor as the juris- 
diction under whose law the organization is formed or as the jurisdiction whose law is the 
governing law, or the jurisdiction in which the debtor is located under Section 9-307(b) (i.e., 
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its place of business or its chief executive office). Thus, for purposes of this section, more 
han one jurisdiction may qualify as the debtor’s jurisdiction of organization. See Comment 
9. 

A financing statement or other record that is communicated to the filing office but which 
he filing office refuses to accept provides no public notice, regardless of the reason for the 
ejection. However, this section distinguishes between records that the filing office right- 
ully rejects and those that it wrongfully rejects. A filer is able to prevent a rightful rejec- 
ion by complying with the requirements of subsection (b). No purpose is served by giving 

effect to records that justifiably never find their way into the system, and subsection (b) so 
provides. 

Subsection (d) deals with the filing office’s unjustified refusal to accept a record. Here, the 
ler is in no position to prevent the rejection and as a general matter should not be 

prejudiced by it. Although wrongfully rejected records generally are effective, subsection (d) 
contains a special rule to protect a third-party purchaser of the collateral (e.g., a buyer or 
competing secured party) who gives value in reliance upon the apparent absence of the rec- 
ord from the files. As against a person who searches the public record and reasonably relies 
on what the public record shows, subsection (d) imposes upon the filer the risk that a rec- 
ord failed to make its way into the filing system because of the filing office’s wrongful rejec- 
ion of it. (Compare Section 9-517, under which a mis-indexed financing statement is fully 
effective.) This risk is likely to be small, particularly when a record is presented electroni- 
cally, and the filer can guard against this risk by conducting a post-filing search of the 
ecords. Moreover, Section 9-520(b) requires the filing office to give prompt notice of its 
efusal to accept a record for filing. 

4. Method or Medium of Communication. Rejection pursuant to subsection (b)(1) for 
ailure to communicate a record properly should be understood to mean noncompliance 

ith procedures relating to security, authentication, or other communication-related 
equirements that the filing office may impose. Subsection (b)(1) does not authorize a filing 

office to impose additional substantive requirements. See Section 9-520, Comment 2. 

5. Address for Secured Party of Record. Under subsection (b)(4) and Section 9-520(a), 
he lack of a mailing address for the secured party of record requires the filing office to 
eject an initial financing statement. The failure to include an address for the secured party 

of record no longer renders a financing statement ineffective. See Section 9-502(a). The 
unction of the address is not to identify the secured party of record but rather to provide 
an address to which others can send required notifications, e.g., of a purchase-money secu- 
ity interest in inventory or of the disposition of collateral. Inasmuch as the address shown 
on a filed financing statement is an “address that is reasonable under the circumstances,” a 
person required to send a notification to the secured party may satisfy the requirement by 
sending a notification to that address, even if the address is or becomes incorrect. See 
Section 9-102 (definition of “send”). Similarly, because the address is “held out by [the 
secured party] as the place for receipt of such communications [i.e., communications relat- 
ing to security interests],” the secured party is deemed to have received a notification 
delivered to that address. See Section 1-201(26). 

6. Uncertainty Concerning Individual Debtor’s Last Name. Subsection (b)(3)(C) 

equires the filing office to reject an initial financing statement or amendment adding an 

individual debtor if the office cannot index the record because it does not identify the 
debtor’s last name (e.g., it is unclear whether the debtor’s name is Elton John or John 
Elton). 

7. Inability of Filing Office to Read or Decipher Information. Under subsection 
(c)(1), if the filing office cannot read or decipher information, the information is not provided 
by a record for purposes of subsection (b). 

8. Classification of Records. For purposes of subsection (b), a record that does not 
indicate it is an amendment or identify an initial financing statement to which it relates is 
deemed to be an initial financing statement. See subsection (c)(2). 

9. Effectiveness of Rejectable But Unrejected Record. Section 9-520(a) requires the 

ling office to refuse to accept an initial financing statement for a reason set forth in 
subsection (b). However, if the filing office accepts such a financing statement nevertheless, 
he financing statement generally is effective if it complies with the requirements of Section 
9-502(a) and (b). See Section 9-520(c). Similarly, an otherwise effective financing statement 
generally remains so even though the information in the financing statement becomes 
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incorrect. See Section 9-507(b). (Note that if the information required by subsection (b)(5) is 
incorrect when the financing statement is filed, Section 9-338 applies.) 


$ 9-517. Effect of Indexing Errors. 
The failure of the filing office to index a record correctly does not affect 
he effectiveness of the filed record. 


Official Comment 

1. Source. New. 

2. Effectiveness of Mis-Indexed Records. This section provides that the filing office's 
error in mis-indexing a record does not render ineffective an otherwise effective record. As 
did former Section 9-401, this section imposes the risk of filing-office error on those who 
search the files rather than on those who file. 


$ 9-518. Claim Concerning Inaccurate or Wrongfully Filed 
Record. 
(a) [Correction statement.] A person may file in the filing office a cor- 
rection statement with respect to a record indexed there under the person's 
name if the person believes that the record is inaccurate or was wrongfully 


[Alternative A] 
(b) [Sufficiency of correction statement.] A correction statement 


(1) identify the record to which it relates by the file number assigned 
to the initial financing statement to which the record relates; 
(2) indicate that it is a correction statement; and 


(3) provide the basis for the person's belief that the record is inac- 
curate and indicate the manner in which the person believes the record 
should be amended to cure any inaccuracy or provide the basis for the 
person's belief that the record was wrongfully filed. 


[Alternative B] 
(b) [Sufficiency of correction statement.] A correction statement 


(1) identify the record to which it relates by: 
(A) the file number assigned to the initial financing statement to 
which the record relates; and 
(B) if the correction statement relates to a record filed [or recorded] 
in a filing office described in Section 9-501(a)(1), the date [and time] 
that the initial financing statement was filed [or recorded] and the in- 
formation specified in Section 9-502(b); 
(2) indicate that it is a correction statement; and 
(3) provide the basis for the person's belief that the record is inac- 
curate and indicate the manner in which the person believes the record 
should be amended to cure any inaccuracy or provide the basis for the 
person's belief that the record was wrongfully filed. 


[End of Alternatives] 
(c) [Record not affected by correction statement.] The filing of a 
correction statement does not affect the effectiveness of an initial financing 
statement or other filed record. 
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egislative Note: States whose real-estate filing offices require additional information in 
amendments and cannot search their records by both the name of the debtor and the file 
umber should enact Alternative B to Sections 9-512(a), 9-518(b), 9-519(f) and 9-522(a). 


Official Comment 


1. Source. New. 

2. Correction Statements. Former Article 9 did not afford a nonjudicial means for a 
debtor to correct a financing statement or other record that was inaccurate or wrongfully 

led. Subsection (a) affords the debtor the right to file a correction statement. Among other 
equirements, the correction statement must provide the basis for the debtor’s belief that 
he public record should be corrected. See subsection (b). These provisions, which resemble 
he analogous remedy in the Fair Credit Reporting Act, 15 U.S.C. § 16811, afford an ag- 
grieved person the opportunity to state its position on the public record. They do not permit 
an aggrieved person to change the legal effect of the public record. Thus, although a filed 
correction statement becomes part of the “financing statement,” as defined in Section 9-102, 
he filing does not affect the effectiveness of the initial financing statement or any other 
led record. See subsection (c). 

This section does not displace other provisions of this Article that impose liability for 
making unauthorized filings or failing to file or send a termination statement (see Section 
9-625(e)), nor does it displace any available judicial remedies. 

3. Resort to Other Law. This Article cannot provide a satisfactory or complete solution 

o problems caused by misuse of the public records. The problem of “bogus” filings is not 
imited to the UCC filing system but extends to the real-property records, as well. A sum- 
mary judicial procedure for correcting the public record and criminal penalties for those 

ho misuse the filing and recording systems are likely to be more effective and put less 
strain on the filing system than provisions authorizing or requiring action by filing and re- 
cording offices. 


[SUBPART 2. DUTIES AND OPERATION OF FILING OFFICE] 


§ 9-519. Numbering, Maintaining, and Indexing Records; 
Communicating Information Provided in Records. 
(a) [Filing office duties.] For each record filed in a filing office, the fil- 
ing office shall: 

(1) assign a unique number to the filed record; 

(2) create a record that bears the number assigned to the filed record 
and the date and time of filing; 

(3) maintain the filed record for public inspection; and 
i (4) index the filed record in accordance with subsections (c), (d), and 
e). 

(b) [File number.] A file number [assigned after January 1, 2002,] must 
include a digit that: 

(1) is mathematically derived from or related to the other digits of the 
file number; and 

(2) aids the filing office in determining whether a number com- 
municated as the file number includes a single-digit or transpositional 
error. 

(c) [Indexing: general.] Except as otherwise provided in subsections (d) 
and (e), the filing office shall: 

(1) index an initial financing statement according to the name of the 
debtor and index all filed records relating to the initial financing state- 
ment in a manner that associates with one another an initial financing 
statement and all filed records relating to the initial financing state- 
ment; and 
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(2) index a record that provides a name of a debtor which was not 
previously provided in the financing statement to which the record re- 
lates also according to the name that was not previously provided. 

(d) [Indexing: real-property-related financing statement.] If a 
financing statement is filed as a fixture filing or covers as-extracted collat- 
eral or timber to be cut, [it must be filed for record and] the filing office 
shall index it: 

(1) under the names of the debtor and of each owner of record shown 
on the financing statement as if they were the mortgagors under a 
mortgage of the real property described; and 

(2) to the extent that the law of this State provides for indexing of re- 
cords of mortgages under the name of the mortgagee, under the name o 
the secured party as if the secured party were the mortgagee thereun- 
der, or, if indexing is by description, as if the financing statement were a 
record of a mortgage of the real property described. 

(e) [Indexing: real-property-related assignment.] If a financing 
statement is filed as a fixture filing or covers as-extracted collateral or 

imber to be cut, the filing office shall index an assignment filed under 
Section 9-514(a) or an amendment filed under Section 9-514(b): 

(1) under the name of the assignor as grantor; and 

(2) to the extent that the law of this State provides for indexing a rec- 
ord of the assignment of a mortgage under the name of the assignee, 
under the name of the assignee. 


[Alternative A] 
(f) [Retrieval and association capability.] The filing office shall 
aintain a capability: 

(1) to retrieve a record by the name of the debtor and by the file 
number assigned to the initial financing statement to which the record 
relates; and 

(2) to associate and retrieve with one another an initial financing 
statement and each filed record relating to the initial financing 
statement. 

[Alternative B] 
(f) [Retrieval and association capability.] The filing office shall 
maintain a capability: 

(1) to retrieve a record by the name of the debtor and: 

(A) if the filing office is described in Section 9-501(a)(1), by the file 
number assigned to the initial financing statement to which the record 
relates and the date [and time] that the record was filed [or recorded]; 
or 

(B) if the filing office is described in Section 9-501(a)(2), by the file 
number assigned to the initial financing statement to which the record 
relates; and 
(2) to associate and retrieve with one another an initial financing 

statement and each filed record relating to the initial financing 
statement. 


[End of Alternatives] 
(g) [Removal of debtor's name.] The filing office may not remove a 
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debtor’s name from the index until one year after the effectiveness of a 
financing statement naming the debtor lapses under Section 9-515 with re- 
spect to all secured parties of record. 

(h) [Timeliness of filing office performance.] The filing office shall 
perform the acts required by subsections (a) through (e) at the time and in 
he manner prescribed by filing-office rule, but not later than two business 
days after the filing office receives the record in question. 


|i) [Inapplicability to real-property-related filing office.] Subsec- 
ion[s] [(b)] [and] [(h)] doles] not apply to a filing office described in Section 
9-501(aX1).] 
egislative Notes: 

1. States whose filing offices currently assign file numbers that include a verification 
number, commonly known as a *check digit," or can implement this requirement before the 
effective date of this Article should omit the bracketed language in subsection (b). 

2. In States in which writings will not appear in the real property records and indices 
unless actually recorded the bracketed language in subsection (d) should be used. 

3. States whose real-estate filing offices require additional information in amendments 
and cannot search their records by both the name of the debtor and the file number should 
enact Alternative B to Sections 9-512(a), 9-518(b), 9-519(f) and 9-522(a). 

4. A State that elects not to require real-estate filing offices to comply with either or 
both of subsections (b) and (h) may adopt an applicable variation of subsection (i) and 
add *Except as otherwise provided in subsection (i)," to the appropriate subsection or 
subsections. 


Official Comment 


1. Source. Former Sections 9-403(4), (7), 9-405(2). 
2. Filing Office's Duties. Subsections (a) through (e) set forth the duties of the filing of- 


ce with respect to filed records. Subsection (h), which is new, imposes a minimum stan- 
dard of performance for those duties. Prompt indexing is crucial to the effectiveness of any 
ling system. An accepted but un-indexed record affords no public notice. Subsection (f) 
equires the filing office to maintain appropriate storage and retrieval facilities, and subsec- 
ion (g) contains minimum requirements for the retention of records. 

3. File Number. Subsection (a)(1) requires the filing office to assign a unique number to 
each filed record. That number is the “file number" only if the record is an initial financing 
statement. See Section 9-102. 

4. Time of Filing. Subsection (a)(2) and Section 9-523 refer to the “date and time" o 
ling. The statutory text does not contain any instructions to a filing office as to how the 
ime of filing is to be determined. The method of determining or assigning a time of filing is 

an appropriate matter for filing-office rules to address. 

5. Related Records. Subsections (c) and (f) are designed to ensure that an initial financ- 
ing statement and all filed records relating to it are associated with one another, indexed 

nder the name of the debtor, and retrieved together. To comply with subsection (f), a filing 
office (other than a real-property recording office in a State that enacts subsection (f), 
Alternative B) must be capable of retrieving records in each of two ways: by the name o 
he debtor and by the file number of the initial financing statement to which the record 
elates. 

6. Prohibition on Deleting Names from Index. This Article contemplates that the fil- 
ing office will not delete the name of a debtor from the index until at least one year passes 
after the effectiveness of the financing statement lapses as to all secured parties of record. 
See subsection (g). This rule applies even if the filing office accepts an amendment purport- 
ing to delete or modify the name of a debtor or terminate the effectiveness of the financing 
statement. If an amendment provides a modified name for a debtor, the amended name 
should be added to the index, see subsection (c)(2), but the pre-amendment name should 

emain in the index. 

Compared to former Article 9, the rule in subsection (g) increases the amount of informa- 
ion available to those who search the public records. The rule also contemplates that 
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searchers—not the filing office—will determine the significance and effectiveness of filed 
ecords. 


$ 9-520. Acceptance and Refusal to Accept Record. 


(a) [Mandatory refusal to accept record.] A filing office shall refuse 
o accept a record for filing for a reason set forth in Section 9-516(b) and 

ay refuse to accept a record for filing only for a reason set forth in Section 
9-516(b). 

(b) [Communication concerning refusal.] If a filing office refuses to 
accept a record for filing, it shall communicate to the person that pre- 
sented the record the fact of and reason for the refusal and the date and 
ime the record would have been filed had the filing office accepted it. The 
communication must be made at the time and in the manner prescribed by 
filing-office rule but [, in the case of a filing office described in Section 
9-501(a)(2),] in no event more than two business days after the filing office 
receives the record. 


(c) [When filed financing statement effective.] A filed financing state- 

ent satisfying Section 9-502(a) and (b) is effective, even if the filing office 
is required to refuse to accept it for filing under subsection (a). However, 
Section 9-338 applies to a filed financing statement providing information 
described in Section 9-516(b)(5) which is incorrect at the time the financ- 
ing statement is filed. 


(d) [Separate application to multiple debtors.] If a record com- 
unicated to a filing office provides information that relates to more than 
one debtor, this part applies as to each debtor separately. 
egislative Note: A State that elects not to require real-property filing offices to comply with 
ubsection (b) should include the bracketed language. 


Official Comment 

1. Source. New. 

2. Refusal to Accept Record for Filing. In some States, filing offices considered 
hemselves obligated by former Article 9 to review the form and content of a financing 
statement and to refuse to accept those that they determine are legally insufficient. Some 
ling offices imposed requirements for or conditions to filing that do not appear in the 
statute. Under this section, the filing office is not expected to make legal judgments and is 
not permitted to impose additional conditions or requirements. 

Subsection (a) both prescribes and limits the bases upon which the filing office must and 
may reject records by reference to the reasons set forth in Section 9-516(b). For the most 
part, the bases for rejection are limited to those that prevent the filing office from dealing 

ith a record that it receives—because some of the requisite information (e.g., the debtor's 
name) is missing or cannot be deciphered, because the record is not communicated by a 

method (e.g., it is MIME-rather than UU-encoded) or medium (e.g., it is written rather 
han electronic) that the filing office accepts, or because the filer fails to tender an amount 
equal to or greater than the filing fee. 

3. Consequences of Accepting Rejectable Record. Section 9-516(b) includes among 
he reasons for rejecting an initial financing statement the failure to give certain informa- 

ion that is not required as a condition of effectiveness. In conjunction with Section 9-516(b) 
(5), this section requires the filing office to refuse to accept a financing statement that is 
egally sufficient to perfect a security interest under Section 9-502 but does not contain a 
mailing address for the debtor, does not disclose whether the debtor is an individual or an 
organization (e.g., a partnership or corporation) or, if the debtor is an organization, does 
not give certain specified information concerning the organization. The information required 
by Section 9-516(b)(5) assists searchers in weeding out “false positives," i.e., records that a 
search reveals but which do not pertain to the debtor in question. It assists filers by help- 
ing to ensure that the debtor's name is correct and that the financing statement is filed in. 
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he proper jurisdiction. 

If the filing office accepts a financing statement that does not give this information at all, 
he filing is fully effective. Section 9-520(c). The financing statement also generally is effec- 
ive if the information is given but is incorrect; however, Section 9-338 affords protection to 
buyers and holders of perfected security interests who gives value in reasonable reliance 

pon the incorrect information. 

4. Filing Office’s Duties with Respect to Rejected Record. Subsection (b) requires 
he filing office to communicate the fact of rejection and the reason therefor within a fixed 
period of time. Inasmuch as a rightfully rejected record is ineffective and a wrongfully 

ejected record is not fully effective, prompt communication concerning any rejection is 
important. 

5. Partial Effectiveness of Record. Under subsection (d), the provisions of this Part 
apply to each debtor separately. Thus, a filing office may reject an initial financing state- 
ment or other record as to one named debtor but accept it as to the other. 

Example: An initial financing statement is communicated to the filing office. The 
financing statement names two debtors, John Smith and Jane Smith. It contains all o 
the information described in Section 9-516(b)(5) with respect to John but lacks some o 
the information with respect to Jane. The filing office must accept the financing state- 
ment with respect to John, reject it with respect to Jane, and notify the filer of the 
rejection. 


9-521. Uniform Form of Written Financing Statement and 
Amendment. 


(a) [Initial financing statement form.] A filing office that accepts 

ritten records may not refuse to accept a written initial financing state- 

ent in the following form and format except for a reason set forth in 
Section 9-516(b): 
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UCC FINANCING STATEMENT 
FOLLOW INSTRUCTIONS (front and back) CAREFULLY 
A. NAME & PHONE OF CONTACT AT FILER [optional] 


B. SEND ACKNOWLEDGMENT TO: (Name and Address) 


[- 


THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY 


1. DEBTOR'S EXACT FULL LEGAL NAME - insert only one debtor name (1a or 1b) - do not abbreviate or combine names 
Ja, ORGANIZATION'S NAME. 


OR Hi INDIVIDUALS LAST NAME [pest NAME las NAME 


^c. MAILING ADDRESS. [rj STATE |POSTAL CODE 


1d TAXIDA SSNOREN [ADD'LINFORE [1e TYPE OF ORGANIZATION 1f. JURISDICTION OF ORGANIZATION 19. ORGANIZATIONAL ID #, if any 
ORGANIZATION 
DEBTOR 
2. ADDITIONAL DEBTOR'S EXACT FULL LEGAL NAME - insert only gne debtor name (2a or 2b) - do not abbreviate or combine names 
2a. ORGANIZATION'S NAME. 


OR 156, IRDIVIDUACS LAST NAME H MIODLE NAME 


2c. MAILING ADDRESS STATE qe CODE 


zl 
2d. TAXID#  SSNOREIN | |ADD'L INFO RE |2e. TYPE OF ORGANIZATION 2t. JURISDICTION OF ORGANIZATION 29. ORGANIZATIONAL ID #, if any 
ORGANIZATION 
DEBTOR 


3. SECURED PARTY'S NAME (or NAME of TOTAL ASSIGNEE of ASSIGNOR S/P) - insert only one secured party name (3a or 3b) 
3a. ORGANIZATION'S NAME 


9n 3b. INDIVIDUAL'S LAST NAME MIDDLE NAME 


3c. MAILING ADDRESS POSTAL CODE. 


4. This FINANCING STATEMENT covers the following coltaterat: 


S. ALTERNATIVE DESIGNATION [it applicable] E DeL INON-UCC FILING 
[Ta petors | fDentor + | foebtor2 


8. OPTIONAL FILER REFERENCE DATA 


NATIONAL UCC FINANCING STATEMENT (FORM UCC1) (REV. 07/29/98) 


UNIFORM COMMERCIAL CODE 


ucc FINANCING ST, ATEMENT ADDENDUM 


THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY 


sepia rapid 
14. Description of reni esate: 


15. Nene ano scideees of a RECORD OWNER of above-degcbd nal ite. 
Af Dibblor aces. not hava à record iniamai]: 


NATIONAL UCC FINANCING STATEMENT ADDENDUM (FORM UCC! Ad) (REV. 07/29/98) 


ECURED ÍiRANSACTIONS 


(b) [Amendment form.] A filing office that accepts written records 
ay not refuse to accept a written record in the following form and format 
except for a reason set forth in Section 9-516(b): 


UCC FINANCING STATEMENT AMENDMENT 


FOLLOW INSTRUCTIONS (iront and beck! CAREFULLY 


THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY 


2 [| TERMINATION: Efectvenses of the Financing Statement Kiertiied above is terminated seth reapect io security idareviis) of the Secured Party authorizing this Tenninafion Sialerseni. 


$.| | CONTINUATION: Efiediverms of he Financing Statement ientiied above wih rapaci 1o auray interes) ot ba Sacared Party authorizing fie Corthoitian Sista ment 1 
continued ior the addlcnal perod provided by applicable iaw. 


4.| [ASSIGNMENT (f or partie: Give name of assignee is horn 72 or 7b and access of amigas in hem 7c: and aio give nire of sesionar in dan 9. 
5. AMENDMENT (PARTY INFORMATION): This Amendment wtata | |Deblor or | | Secured Party of moord. Check only one of thane two baras, 
Also check gne of fe tobosing three boxes and provide appropriate information in goes 6 wnxtior 7. 


| CHANGE nane ancior address: Give current record name in tem éa or 6h; siso give Rew DELETE name Give record name ADO rame Completa Vm 7€ or 7D, ana aso 
in karn 7a or 7b andior new address (if address. in bam Je. to be deleted in teen Ga or fb. tam 7G alo Hams 76-7 . 


0, AMENDMENT (COLLATERAL CHANGE): check only ang bex, 
Deacrihe colssani [Jure w[]usns, a pre oniri[ Jrestiod colera dencrotior, or descrbe colateral [NT 


——MÁ——————— nt 
9. NAME oF SECURED PARTY OF RECORD AUTHORIZING THIS AMENDMENT (rame of smskgrer, ttis it uo Assiorcment). (thie le an Amendment authorized by a Debtor wich. 
adde coles ot adós tfo authoricng Debior, or thia ia à Terminalicn moihertid by e Debtor, check here [| aedi enter rame of DEBTOR autortring this Amendment. 
Iia. ORGANIZATION S NAME 


..: NATIONAL UGG FINANCING STATEMENT AMENDMENT (FORM UCC3) (REV. 07/28/98) 


UNIFORM COMMERCIAL CODE 


A. INITIAL FINANCING STATEMENT FILE $ [same as Aem 1a on Amendment Korm) 


MONLE: 


THE ABOVE SPACE IS FOR FILING OFFICE USE ONLY 


Ra ea mn SR ETT a PS SS SS PS Pr E REEL 


NATIONALUGC FINANCING STATEMENT AMENOMENT AODENDUM (FORM UCC3AC) (REV. 0725/98) 


ECURED ÍiRANSACTIONS 


Official Comment 

1. Source. New. 

2. *Safe Harbor" Written Forms. Although Section 9-520 limits the bases upon which 
he filing office can refuse to accept records, this section provides sample written forms that 

must be accepted in every filing office in the country, as long as the filing office's rules 
permit it to accept written communications. By completing one of the forms in this section, 
a secured party can be certain that the filing office is obligated to accept it. 

The forms in this section are based upon national financing statement forms that were in 
se under former Article 9. Those forms were developed over an extended period and reflect 
he comments and suggestions of filing officers, secured parties and their counsel, and ser- 
ice companies. The formatting of those forms and of the ones in this section has been 

designed to reduce error by both filers and filing offices. 

A filing office that accepts written communications may not reject, on grounds of form or 
ormat, a filing using these forms. Although filers are not required to use the forms, they 

are encouraged and can be expected to do so, inasmuch as the forms are well designed and 
avoid the risk of rejection on the basis of form or format. As their use expands, the forms 

ill rapidly become familiar to both filers and filing-office personnel. Filing offices may and 
should encourage the use of these forms by declaring them to be the *standard" (but not 
exclusive) forms for each jurisdiction, albeit without in any way suggesting that alternative 
orms are unacceptable. 

The multi-purpose form in subsection (b) covers changes with respect to the debtor, the 
secured party, the collateral, and the status of the financing statement (termination and 
continuation). A single form may be used for several different types of amendments at once 
(e.g., both to change a debtor's name and continue the effectiveness of the financing 
statement). 


$ 9-522. Maintenance and Destruction of Records. 
[Alternative A] 


(a) [Post-lapse maintenance and retrieval of information.] The fil- 
ing office shall maintain a record of the information provided in a filed 
financing statement for at least one year after the effectiveness of the 
financing statement has lapsed under Section 9-515 with respect to all 
secured parties of record. The record must be retrievable by using the 
name of the debtor and by using the file number assigned to the initial 
financing statement to which the record relates. 


[Alternative B] 

(a) [Post-lapse maintenance and retrieval of information.] The fil- 
ing office shall maintain a record of the information provided in a filed 
financing statement for at least one year after the effectiveness of the 
financing statement has lapsed under Section 9-515 with respect to all 
secured parties of record. The record must be retrievable by using the 
name of the debtor and: 

(1) if the record was filed [or recorded] in the filing office described in 
Section 9-501(a)(1), by using the file number assigned to the initial 
financing statement to which the record relates and the date [and time] 
that the record was filed [or recorded]; or 

(2) if the record was filed in the filing office described in Section 
9-501(a)(2), by using the file number assigned to the initial financing 
statement to which the record relates. 


[End of Alternatives] 
(b) [Destruction of written records.] Except to the extent that a stat- 
te governing disposition of public records provides otherwise, the filing of- 
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fice immediately may destroy any written record evidencing a financing 
statement. However, if the filing office destroys a written record, it shall 

aintain another record of the financing statement which complies with 
subsection (a). 


egislative Note: States whose real-estate filing offices require additional information in 
amendments and cannot search their records by both the name of the debtor and the file 
number should enact Alternative B to Sections 9-512(a), 9-518(b), 9-519(f) and 9-522(a). 


Official Comment 


1. Source. Former Section 9-403(3), revised substantially. 

2. Maintenance of Records. Section 9-523 requires the filing office to provide informa- 
ion concerning certain lapsed financing statements. Accordingly, subsection (a) requires 
he filing office to maintain a record of the information in a financing statement for at least 

one year after lapse. During that time, the filing office may not delete any information with 
espect to a filed financing statement; it may only add information. This approach relieves 
he filing office from any duty to determine whether to substitute or delete information 

upon receipt of an amendment. It also assures searchers that they will receive all informa- 
ion with respect to financing statements filed against a debtor and thereby be able 
hemselves to determine the state of the public record. 

The filing office may maintain this information in any medium. Subsection (b) permits 
he filing office immediately to destroy written records evidencing a financing statement, 

provided that the filing office maintains another record of the information contained in the 
nancing statement as required by subsection (a). 


$ 9-523. Information From Filing Office; Sale or License of 
Records. 
(a) [Acknowledgment of filing written record.] If a person that files 
a written record requests an acknowledgment of the filing, the filing office 
shall send to the person an image of the record showing the number as- 
signed to the record pursuant to Section 9-519(a)(1) and the date and time 
of the filing of the record. However, if the person furnishes a copy of the 
record to the filing office, the filing office may instead: 
(1) note upon the copy the number assigned to the record pursuant to 
Section 9-519(a)(1) and the date and time of the filing of the record; and 
(2) send the copy to the person. 


(b) [Acknowledgment of filing other record.] If a person files a rec- 
ord other than a written record, the filing office shall communicate to the 
person an acknowledgment that provides: 

(1) the information in the record; 

(2) the number assigned to the record pursuant to Section 9-519(a)(1); 
and 

(3) the date and time of the filing of the record. 

(c) [Communication of requested information.] The filing office 
shall communicate or otherwise make available in a record the following 
information to any person that requests it: 

(1) whether there is on file on a date and time specified by the filing of- 
fice, but not a date earlier than three business days before the filing of- 
fice receives the request, any financing statement that: 

(A) designates a particular debtor [or, if the request so states, 
designates a particular debtor at the address specified in the request]; 

(B) has not lapsed under Section 9-515 with respect to all secured 
parties of record; and 
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(C) if the request so states, has lapsed under Section 9-515 and a 
record of which is maintained by the filing office under Section 9-522(a); 


(2) the date and time of filing of each financing statement; and 
(3) the information provided in each financing statement. 


(d) [Medium for communicating information.] In complying with its 
duty under subsection (c), the filing office may communicate information in 
any medium. However, if requested, the filing office shall communicate in- 
formation by issuing [its written certificate] [a record that can be admitted 
into evidence in the courts of this State without extrinsic evidence of its 
authenticity]. 


(e) [Timeliness of filing office performance.] The filing office shall 
perform the acts required by subsections (a) through (d) at the time and in 
he manner prescribed by filing-office rule, but not later than two business 
days after the filing office receives the request. 


(f) [Public availability of records.] At least weekly, the [insert ap- 
propriate official or governmental agency] [filing office] shall offer to sell or 
license to the public on a nonexclusive basis, in bulk, copies of all records 
filed in it under this part, in every medium from time to time available to 

he filing office. 
egislative Notes: 

1. States whose filing office does not offer the additional service of responding to 
search requests limited to a particular address should omit the bracketed language in 
subsection (c)(1)(A). 

2. A State that elects not to require real-estate filing offices to comply with either or 
both of subsections (e) and (f) should specify in the appropriate subsection(s) only the fil- 
ing office described in Section 9-501(a)(2). 


Official Comment 

1. Source. Former Section 9-407; subsections (d) and (e) are new. 

2. Filing Office's Duty to Provide Information. Former Section 9-407, dealing with 
obtaining information from the filing office, was bracketed to suggest to legislatures that its 
enactment was optional. Experience has shown that the method by which interested persons 
can obtain information concerning the public records should be uniform. Accordingly, the 
analogous provisions of this Article are not in brackets. 

Most of the other changes from former Section 9-407 are for clarification, to embrace 
medium-neutral drafting, or to impose standards of performance on the filing office. 

3. Acknowledgments of Filing. Subsections (a) and (b) require the filing office to ac- 
nowledge the filing of a record. Under subsection (a), the filing office is required to ac- 
nowledge the filing of a written record only upon request of the filer. Subsection (b) 
equires the filing office to acknowledge the filing of a non-written record even in the 

absence of a request from the filer. 

4. Response to Search Request. Subsection (c)(3) requires the filing office to provide 
"the information contained in each financing statement" to a person who requests it. This 

equirement can be satisfied by providing copies, images, or reports. The requirement does 

ot in any manner inhibit the filing office from also offering to provide less than all of the 
information (presumably for a lower fee) to a person who asks for less. Thus, subsection (c) 
accommodates the practice of providing only the type of record (e.g., initial financing state- 
ment, continuation statement), number assigned to the record, date and time of filing, and 
names and addresses of the debtor and secured party when a requesting person asks for no 
more (i.e., when the person does not ask for copies of financing statements). In contrast, the 

ling office's obligation under subsection (b) to provide an acknowledgment containing “the 
information contained in the record" is not defined by a customer's request. Thus unless the 

ler stipulates otherwise, to comply with subsection (b) the filing office's acknowledgment 
must contain all of the information in a record. 

Subsection (c) assures that a minimum amount of information about filed records will be 
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available to the public. It does not preclude a filing office from offering additional services. 

5. Lapsed and Terminated Financing Statements. This section reflects the policy 
hat terminated financing statements will remain part of the filing office's data base. The 

ling office may remove from the data base only lapsed financing statements, and then only 

hen at least a year has passed after lapse. See Section 9-519(g). Subsection (c)(1)(C) 
equires a filing office to conduct a search and report as to lapsed financing statements that 
have not been removed from the data base, when requested. 

6. Search by Debtor's Address. Subsection (c)(1)(A) contemplates that, by making a 
single request, a searcher will receive the results of a search of the entire public record 
maintained by any given filing office. Addition of the bracketed language in subsection 
(c)(1)(A) would permit a search report limited to financing statements showing a particular 
address for the debtor, but only if the search request is so limited. With or without the 
bracketed language, this subsection does not permit the filing office to compel a searcher to 
imit a request by address. 

7. Medium of Communication; Certificates. Former Article 9 provided that the filing 
office respond to a request for information by providing a certificate. The principle o 
medium-neutrality would suggest that the statute not require a written certificate. Subsec- 
ion (d) follows this principle by permitting the filing office to respond by communicating “in| 
any medium." By permitting communication “in any medium,” subsection (d) is not incon- 
sistent with a system in which persons other than filing office staff conduct searches of the 

ling office's (computer) records. 

Some searchers find it necessary to introduce the results of their search into evidence. 
Because official written certificates might be introduced into evidence more easily than of- 

cial communications in another medium, subsection (d) affords States the option of requir- 
ing the filing office to issue written certificates upon request. The alternative bracketed 
anguage in subsection (d) recognizes that some States may prefer to permit the filing office 
o respond in another medium, as long as the response can be admitted into evidence in the 
courts of that State without extrinsic evidence of its authenticity. 

8. Performance Standard. The utility of the filing system depends on the ability o 
searchers to get current information quickly. Accordingly, subsection (e) requires that the 

ling office respond to a request for information no later than two business days after it 
eceives the request. The information contained in the response must be current as of a 
date no earlier than three business days before the filing office receives the request. See 
subsection (c)(1). The failure of the filing office to comply with performance standards, such 
as subsection (e), has no effect on the private rights of persons affected by the filing o 
ecords. 

9. Sales of Records in Bulk. Subsection (f), which is new, mandates that the appropri- 
ate official or the filing office sell or license the filing records to the public in bulk, on a non- 
exclusive basis, in every medium available to the filing office. The details of implementation 
are left to filing-office rules. 


§ 9-524. Delay by Filing Office. 
Delay by the filing office beyond a time limit prescribed by this part is 
excused if: 


(1) the delay is caused by interruption of communication or computer 
facilities, war, emergency conditions, failure of equipment, or other cir- 
cumstances beyond control of the filing office; and 

(2) the filing office exercises reasonable diligence under the 
circumstances. 


Official Comment 
Source. New; derived from Section 4-109. 


$ 9-525. Fees. 

(a) [Initial financing statement or other record: general rule.] 
Except as otherwise provided in subsection (e), the fee for filing and index- 
ing a record under this part, other than an initial financing statement o 
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he kind described in subsection (b), is [the amount specified in subsection 
(c), if applicable, plus]: 
(1) $[X] if the record is communicated in writing and consists of one or 
two pages; 
(2) $[2X] if the record is communicated in writing and consists of more 
than two pages; and 
(3) $[veX] if the record is communicated by another medium autho- 
rized by filing-office rule. 
(b) [Initial financing statement: public-finance and manufactured- 
housing transactions.] Except as otherwise provided in subsection (e), 
he fee for filing and indexing an initial financing statement of the follow- 
ing kind is [the amount specified in subsection (c), if applicable, plus]: 
(1) $_____ if the financing statement indicates that it is filed in 
connection with a public-finance transaction; 
(2) $_______ if the financing statement indicates that it is filed in 
connection with a manufactured-home transaction. 


[Alternative A] 


(c) [Number of names.] The number of names required to be indexed 
does not affect the amount of the fee in subsections (a) and (b). 


[Alternative B] 
(c) [Number of names.] Except as otherwise provided in subsection (e), 
if a record is communicated in writing, the fee for each name more than 
wo required to be indexed is $ 


[End of Alternatives] 

(d) [Response to information request.] The fee for responding to a 
request for information from the filing office, including for [issuing a certif- 
icate showing] [communicating] whether there is on file any financing| 
statement naming a particular debtor, is: 

(D$. — ifthe request is communicated in writing; and 
(2) $_____ if the request is communicated by another medium au- 
thorized by filing-office rule. 

(e) [Record of mortgage.] This section does not require a fee with re- 
spect to a record of a mortgage which is effective as a financing statement 
filed as a fixture filing or as a financing statement covering as-extracted 
collateral or timber to be cut under Section 9-502(c). However, the record- 
ing and satisfaction fees that otherwise would be applicable to the record 
of the mortgage apply. 

egislative Notes: 
1. To preserve uniformity, a State that places the provisions of this section together 
with statutes setting fees for other services should do so without modification. 


2. A State should enact subsection (c), Alternative A, and omit the bracketed language 
in subsections (a) and (b) unless its indexing system entails a substantial additional cost. 
when indexing additional names. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 


1. Source. Various sections of former Part 4. 
2. Fees. This section contains all fee requirements for filing, indexing, and responding to 
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equests for information. Uniformity in the fee structure (but not necessarily in the amount 
of fees) makes this Article easier for secured parties to use and reduces the likelihood that 
a filed record will be rejected for failure to pay at least the correct amount of the fee. See 
Section 9-516(b)(2). 
The costs of processing electronic records are less than those with respect to written 
ecords. Accordingly, this section mandates a lower fee as an incentive to file electronically 
and imposes the additional charge (if any) for multiple debtors only with respect to written 
ecords. When written records are used, this Article encourages the use of the uniform 
orms in Section 9-521. The fee for filing these forms should be no greater than the fee for 
other written records. 

To make the relevant information included in a filed record more accessible once the rec- 
ord is found, this section mandates a higher fee for longer written records than for shorter 
ones. Finally, recognizing that financing statements naming more than one debtor are most 
often filed against a husband and wife, any additional charge for multiple debtors applies 

o records filed with respect to more than two debtors, rather than with respect to more 
han one. 


§ 9-526. Filng-Office Rules. 
(a) [Adoption of filing-office rules.] The [insert appropriate govern- 
ental official or agency] shall adopt and publish rules to implement this 
article. The filing-office rules must bef: 
(1)] consistent with this article[; and 
(2) adopted and published in accordance with the [insert any applicable 
state administrative procedure act]]. 
(b) [Harmonization of rules.] To keep the filing-office rules and prac- 
ices of the filing office in harmony with the rules and practices of filing of- 
fices in other jurisdictions that enact substantially this part, and to keep 
he technology used by the filing office compatible with the technology used 
by filing offices in other jurisdictions that enact substantially this part, the 
[insert appropriate governmental official or agency], so far as is consistent 
ith the purposes, policies, and provisions of this article, in adopting, 
amending, and repealing filing-office rules, shall: 
(1) consult with filing offices in other jurisdictions that enact 
substantially this part; and 
(2) consult the most recent version of the Model Rules promulgated by 
the International Association of Corporate Administrators or any succes- 
sor organization; and 
(3) take into consideration the rules and practices of, and the technol- 
ogy used by, filing offices in other jurisdictions that enact substantially 
this part. 


Official Comment 

1. Source. New; subsection (b) derives in part from the Uniform Consumer Credit Code 
(1974). 

2. Rules Required. Operating a filing office is a complicated business, requiring many 
more rules and procedures than this Article can usefully provide. Subsection (a) requires 
he adoption of rules to carry out the provisions of Article 9. The filing-office rules must be 
consistent with the provisions of the statute and adopted in accordance with local 
procedures. The publication requirement informs secured parties about filing-office prac- 
ices, aids secured parties in evaluating filing-related risks and costs, and promotes regular- 
ity of application within the filing office. 

3. Importance of Uniformity. In today’s national economy, uniformity of the policies 
and practices of the filing offices will reduce the costs of secured transactions substantially. 
he International Association of Corporate Administrators (IACA), referred to in subsec- 
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ion (b), is an organization whose membership includes filing officers from every State. 
hese individuals are responsible for the proper functioning of the Article 9 filing system 
and have worked diligently to develop model filing-office rules, with a view toward effi- 
ciency and uniformity. 
Although uniformity is an important desideratum, subsection (a) affords considerable 
exibility in the adoption of filing-office rules. Each State may adopt a version of subsection 
(a) that reflects the desired relationship between the statewide filing office described in 
Section 9-501(a)(2) and the local filing offices described in Section 9-501(a)(1) and that 
akes into account the practices of its filing offices. Subsection (a) need not designate a 
single official or agency to adopt rules applicable to all filing offices, and the rules ap- 
plicable to the statewide filing office need not be identical to those applicable to the local fil- 
ng office. For example, subsection (a) might provide for the statewide filing office to adopt 
ling-office rules, and, if not prohibited by other law, the filing office might adopt one set o 
ules for itself and another for local offices. Or, subsection (a) might designate one official or 
agency to adopt rules for the statewide filing office and another to adopt rules for local fil- 
ng offices. 


§ 9-527. Duty to Report. 

The [insert appropriate governmental official or agency] shall report [an- 
nually on or before _______] to the [Governor and Legislature] on the 
operation of the filing office. The report must contain a statement of the 
extent to which: 

(1) the filing-office rules are not in harmony with the rules of filing of- 
fices in other jurisdictions that enact substantially this part and the 
reasons for these variations; and 

(2) the filing-office rules are not in harmony with the most recent ver- 
sion of the Model Rules promulgated by the International Association o 
Corporate Administrators, or any successor organization, and the 
reasons for these variations. 


Official Comment 

1. Source. New; derived in part from the Uniform Consumer Credit Code (1974). 

2. Duty to Report. This section is designed to promote compliance with the standards o 
performance imposed upon the filing office and with the requirement that the filing office's 
policies, practices, and technology be consistent and compatible with the policies, practices, 
and technology of other filing offices. 


PART 6. DEFAULT 


[SUBPART 1. DEFAULT AND ENFORCEMENT OF SECURITY 
INTEREST] 


$ 9-601. Rights After Default; Judicial Enforcement; Consignor or 
Buyer of Accounts, Chattel Paper, Payment Intangibles, 
or Promissory Notes. 
(a) [Rights of secured party after default.] After default, a secured 
party has the rights provided in this part and, except as otherwise provided 
in Section 9-602, those provided by agreement of the parties. A secured 


(1) may reduce a claim to judgment, foreclose, or otherwise enforce the 
claim, security interest, or agricultural lien by any available judicial pro- 
cedure; and 

(2) if the collateral is documents, may proceed either as to the docu- 
ments or as to the goods they cover. 
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(b) [Rights and duties of secured party in possession or control.] 
A secured party in possession of collateral or control of collateral under 
Section 7-106, 9-104, 9-105, 9-106, or 9-107 has the rights and duties 
provided in Section 9-207. 

(c) [Rights cumulative; simultaneous exercise.] The rights under 
subsections (a) and (b) are cumulative and may be exercised 
simultaneously. 

(d) [Rights of debtor and obligor.] Except as otherwise provided in 
subsection (g) and Section 9-605, after default, a debtor and an obligor 
have the rights provided in this part and by agreement of the parties. 

(e) [Lien of levy after judgment.] If a secured party has reduced its 
claim to judgment, the lien of any levy that may be made upon the collat- 
eral by virtue of an execution based upon the judgment relates back to the 
earliest of: 

(1) the date of perfection of the security interest or agricultural lien in 
the collateral; 


(2) the date of filing a financing statement covering the collateral; or 


(3) any date specified in a statute under which the agricultural lien 
was created. 
(f) [Execution sale.] A sale pursuant to an execution is a foreclosure o 
he security interest or agricultural lien by judicial procedure within the 
eaning of this section. A secured party may purchase at the sale and 
hereafter hold the collateral free of any other requirements of this article. 


(g) [Consignor or buyer of certain rights to payment.] Except as 


otherwise provided in Section 9-607(c), this part imposes no duties upon a 
secured party that is a consignor or is a buyer of accounts, chattel paper, 
payment intangibles, or promissory notes. 


As amended in 2003. 


See Appendix I contained within revised Article 7 for material relating to 
changes made in text in 2003. 


Official Comment 

1. Source. Former Section 9-501(1), (2), (5). 

2. Enforcement: In General. The rights of a secured party to enforce its security inter- 
est in collateral after the debtor's default are an important feature of a secured transaction. 
(Note that the term “rights,” as defined in Section 1-201, includes “remedies.”) This Part 
provides those rights as well as certain limitations on their exercise for the protection o 

he defaulting debtor, other creditors, and other affected persons. However, subsections (a) 
and (d) make clear that the rights provided in this Part do not exclude other rights provided 
by agreement. 

3. When Remedies Arise. Under subsection (a) the secured party's rights arise “[alfter 
default." As did former Section 9-501, this Article leaves to the agreement of the parties the 
circumstances giving rise to a default. This Article does not determine whether a secured 
party's post-default conduct can constitute a waiver of default in the face of an agreement 
stating that such conduct shall not constitute a waiver. Rather, it continues to leave to the 
parties' agreement, as supplemented by law other than this Article, the determination 

hether a default has occurred or has been waived. See Section 1-103. 

4. Possession of Collateral; Section 9-207. After a secured party takes possession o 
collateral following a default, there is no longer any distinction between a security interest 
hat before default was nonpossessory and a security interest that was possessory before 
default, as under a common-law pledge. This Part generally does not distinguish between 
he rights of a secured party with a nonpossessory security interest and those of a secured 
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party with a possessory security interest. However, Section 9-207 addresses rights and 
duties with respect to collateral in a secured party's possession. Under subsection (b) of this 
section, Section 9-207 applies not only to possession before default but also to possession af- 
er default. Subsection (b) also has been conformed to Section 9-207, which, unlike former 
Section 9-207, applies to secured parties having control of collateral. 

5. Cumulative Remedies. Former Section 9-501(1) provided that the secured party's 
emedies were cumulative, but it did not explicitly provide whether the remedies could be 
exercised simultaneously. Subsection (c) permits the simultaneous exercise of remedies i 
he secured party acts in good faith. The liability scheme of Subpart 2 affords redress to an 
aggrieved debtor or obligor. Moreover, permitting the simultaneous exercise of remedies 
under subsection (c) does not override any non-UCC law, including the law of tort and 
statutes regulating collection of debts, under which the simultaneous exercise of remedies 
in a particular case constitutes abusive behavior or harassment giving rise to liability. 
6. Judicial Enforcement. Under subsection (a) a secured party may reduce its claim to 
judgment or foreclose its interest by any available procedure outside this Article under ap- 
plicable law. Subsection (e) generally follows former Section 9-501(5). It makes clear that 
any judicial lien that the secured party may acquire against the collateral effectively is a 
continuation of the original security interest (if perfected) and not the acquisition of a new 
interest or a transfer of property on account of a preexisting obligation. Under former Sec- 
ion 9-501(5), the judicial lien was stated to relate back to the date of perfection of the secu- 
ity interest. Subsection (e), however, provides that the lien relates back to the earlier o 
he date of filing or the date of perfection. This provides a secured party who enforces a se- 
curity interest by judicial process with the benefit of the “first-to-file-or-perfect” priority 
ule of Section 9-322(a)(1). 
7. Agricultural Liens. Part 6 provides parallel treatment for the enforcement of agricul- 
ural liens and security interests. Because agricultural liens are statutory rather than 
consensual, this Article does draw a few distinctions between these liens and security 
interests. Under subsection (e), the statute creating an agricultural lien would govern 

hether and the date to which an execution lien relates back. Section 9-606 explains when 
a “default” occurs in the agricultural lien context. 

8. Execution Sales. Subsection (f) also follows former Section 9-501(5). It makes clear 
hat an execution sale is an appropriate method of foreclosure contemplated by this Part. 
However, the sale is governed by other law and not by this Article, and the limitations 
nder Section 9-610 on the right of a secured party to purchase collateral do not apply. 

9. Sales of Receivables; Consignments. Subsection (g) provides that, except as 
provided in Section 9-607(c), the duties imposed on secured parties do not apply to buyers 
of accounts, chattel paper, payment intangibles, or promissory notes. Although denominated 
"secured parties," these buyers own the entire interest in the property sold and so may 
enforce their rights without regard to the seller (“debtor”) or the seller's creditors. Likewise, 
a true consignor may enforce its ownership interest under other law without regard to the 
duties that this Part imposes on secured parties. Note, however, that Section 9-615 governs 
cases in which a consignee's secured party (other than a consignor) is enforcing a security 
interest that is senior to the security interest (i.e., ownership interest) of a true consignor. 


$ 9-602. Waiver and Variance of Rights and Duties. 


Except as otherwise provided in Section 9-624, to the extent that they 
give rights to a debtor or obligor and impose duties on a secured party, the 


listed sections: 


(1) Section 9-207(b)(4)(C), which deals with use and operation of the 
collateral by the secured party; 


(2) Section 9-210, which deals with requests for an accounting and 
requests concerning a list of collateral and statement of account; 


(3) Section 9-607(c), which deals with collection and enforcement o 
collateral; 


(4) Sections 9-608(a) and 9-615(c) to the extent that they deal with ap- 
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plication or payment of noncash proceeds of collection, enforcement, or 
disposition; 

(5) Sections 9-608(a) and 9-615(d) to the extent that they require ac- 
counting for or payment of surplus proceeds of collateral; 


(6) Section 9-609 to the extent that it imposes upon a secured party 
that takes possession of collateral without judicial process the duty to do 
so without breach of the peace; 

(7) Sections 9-610(b), 9-611, 9-613, and 9-614, which deal with disposi- 
tion of collateral; 


(8) Section 9-615(f), which deals with calculation of a deficiency or 
surplus when a disposition is made to the secured party, a person re- 
lated to the secured party, or a secondary obligor; 


(9) Section 9-616, which deals with explanation of the calculation of a 
surplus or deficiency; 


(10) Sections 9-620, 9-621, and 9-622, which deal with acceptance o 
collateral in satisfaction of obligation; 


(11) Section 9-623, which deals with redemption of collateral; 
(12) Section 9-624, which deals with permissible waivers; and 


(13) Sections 9-625 and 9-626, which deal with the secured party's li- 
ability for failure to comply with this article. 


Official Comment 

1. Source. Former Section 9-501(3). 

2. Waiver: In General. Section 1-102(3) addresses which provisions of the UCC are 
mandatory and which may be varied by agreement. With exceptions relating to good faith, 
diligence, reasonableness, and care, immediate parties, as between themselves, may vary 
its provisions by agreement. However, in the context of rights and duties after default, our 
egal system traditionally has looked with suspicion on agreements that limit the debtor's 

ights and free the secured party of its duties. As stated in former Section 9-501, Comment 
4, “no mortgage clause has ever been allowed to clog the equity of redemption.” The context 
of default offers great opportunity for overreaching. The suspicious attitudes of the courts 
have been grounded in common sense. This section, like former Section 9-501(3), codifies 
his long-standing and deeply rooted attitude. The specified rights of the debtor and duties 
of the secured party may not be waived or varied except as stated. Provisions that are not 
specified in this section are subject to the general rules in Section 1-102(3). 
3. Nonwaivable Rights and Duties. This section revises former Section 9-501(3) by 
estricting the ability to waive or modify additional specified rights and duties: (1) duties 
under Section 9-207(b)(4)(C), which deals with the use and operation of consumer goods, (ii) 
he right to a response to a request for an accounting, concerning a list of collateral, or 
concerning a statement of account (Section 9-210), (iii) the duty to collect collateral in a 
commercially reasonable manner (Section 9-607), (iv) the implicit duty to refrain from a 
breach of the peace in taking possession of collateral under Section 9-609, (v) the duty to 
apply noncash proceeds of collection or disposition in a commercially reasonable manner 
(Sections 9-608 and 9-615), (vi) the right to a special method of calculating a surplus or de- 
ciency in certain dispositions to a secured party, a person related to secured party, or a 
secondary obligor (Section 9-615), (vii) the duty to give an explanation of the calculation o 
a surplus or deficiency (Section 9-616), (viii) the right to limitations on the effectiveness o 
certain waivers (Section 9-624), and (ix) the right to hold a secured party liable for failure 
o comply with this Article (Sections 9-625 and 9-626). For clarity and consistency, this 
rticle uses the term “waive or vary” instead of “renouncle] or modify[],” which appeared in 
ormer Section 9-504(3). 
This section provides generally that the specified rights and duties *may not be waived or 
aried." However, it does not restrict the ability of parties to agree to settle, compromise, or 
enounce claims for past conduct that may have constituted a violation or breach of those 
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ights and duties, even if the settlement involves an express “waiver.” 

4. Waiver by Debtors and Obligors. The restrictions on waiver contained in this sec- 
ion apply to obligors as well as debtors. This resolves a question under former Article 9 as 
o whether secondary obligors, assuming that they were “debtors” for purposes of former 

Part 5, were permitted to waive, under the law of suretyship, rights and duties under that 
Part. 

5. Certain Post-Default Waivers. Section 9-624 permits post-default waivers in limited 
circumstances. These waivers must be made in agreements that are authenticated. Under 
Section 1-201, an “ agreement? means the bargain of the parties in fact." In considering 

aivers under Section 9-624 and analogous agreements in other contexts, courts should 
carefully scrutinize putative agreements that appear in records that also address many ad- 
ditional or unrelated matters. 


$ 9-603. Agreement on Standards Concerning Rights and Duties. 


(a) [Agreed standards.] The parties may determine by agreement the 
standards measuring the fulfillment of the rights of a debtor or obligor and 
he duties of a secured party under a rule stated in Section 9-602 if the 
standards are not manifestly unreasonable. 


(b) [Agreed standards inapplicable to breach of peace.] Subsection 
(a) does not apply to the duty under Section 9-609 to refrain from breach- 
ing the peace. 


Official Comment 

1. Source. Former Section 9-501(3). 

2. Limitation on Ability to Set Standards. Subsection (a), like former Section 9-501(3), 
permits the parties to set standards for compliance with the rights and duties under this 
Part if the standards are not *manifestly unreasonable." Under subsection (b), the parties 
are not permitted to set standards measuring fulfillment of the secured party's duty to take 
collateral without breaching the peace. 


$ 9-604. Procedure if Security Agreement Covers Real Property or 
Fixtures. 


(a) [Enforcement: personal and real property.] If a security agree- 
ent covers both personal and real property, a secured party may proceed: 
(1) under this part as to the personal property without prejudicing any 
rights with respect to the real property; or 
(2) as to both the personal property and the real property in accor- 
dance with the rights with respect to the real property, in which case 
the other provisions of this part do not apply. 
(b) [Enforcement: fixtures.] Subject to subsection (c), if a security 
agreement covers goods that are or become fixtures, a secured party may 


(1) under this part; or 
(2) in accordance with the rights with respect to real property, in 
which case the other provisions of this part do not apply. 
(c) [Removal of fixtures.] Subject to the other provisions of this part, i 
a secured party holding a security interest in fixtures has priority over all 
owners and encumbrancers of the real property, the secured party, after 
default, may remove the collateral from the real property. 
(d) [Injury caused by removal.] A secured party that removes collat- 
eral shall promptly reimburse any encumbrancer or owner of the real 
property, other than the debtor, for the cost of repair of any physical injury 
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encumbrancer or owner for any diminution in value of the real property 

caused by the absence of the goods removed or by any necessity of replac- 

ing them. A person entitled to reimbursement may refuse permission to 

remove until the secured party gives adequate assurance for the perfor- 
ance of the obligation to reimburse. 


Official Comment 

1. Source. Former Sections 9-501(4), 9-313(8). 

2. Real-Property-Related Collateral. The collateral in many transactions consists o 
both real and personal property. In the interest of simplicity, speed, and economy, subsec- 
ion (a), like former Section 9-501(4), permits (but does not require) the secured party to 
proceed as to both real and personal property in accordance with its rights and remedies 

ith respect to the real property. Subsection (a) also makes clear that a secured party who 
exercises rights under Part 6 with respect to personal property does not prejudice any 

ights under real-property law. 

This Article does not address certain other real-property-related problems. In a number 
of States, the exercise of remedies by a creditor who is secured by both real property and 
on-real property collateral is governed by special legal rules. For example, under some 
anti-deficiency laws, creditors risk loss of rights against personal property collateral if they 
err in enforcing their rights against the real property. Under a “one-form-of-action” rule (or 
ule against splitting a cause of action), a creditor who judicially enforces a real property 
mortgage and does not proceed in the same action to enforce a security interest in person- 
alty may (among other consequences) lose the right to proceed against the personalty. Al- 
hough statutes of this kind create impediments to enforcement of security interests, this 
Article does not override these limitations under other law. 

3. Fixtures. Subsection (b) is new. It makes clear that a security interest in fixtures may 
be enforced either under real-property law or under any of the applicable provisions of Part 
6, including sale or other disposition either before or after removal of the fixtures (see 
subsection (c)). Subsection (b) also serves to overrule cases holding that a secured party's 
only remedy after default is the removal of the fixtures from the real property. See, e.g., 

aplewood Bank & Trust v. Sears, Roebuck & Co., 625 A.2d 537 (N.J. Super. Ct. App. Div. 
1993). 

Subsection (c) generally follows former Section 9-313(8). It gives the secured party the 
ight to remove fixtures under certain circumstances. A secured party whose security inter- 
est in fixtures has priority over owners and encumbrancers of the real property may remove 
he collateral from the real property. However, subsection (d) requires the secured party to 

eimburse any owner (other than the debtor) or encumbrancer for the cost of repairing any 
physical injury caused by the removal. This right to reimbursement is implemented by the 
ast sentence of subsection (d), which gives the owner or encumbrancer a right to security 
or indemnity as a condition for giving permission to remove. 


$ 9-605. Unknown Debtor or Secondary Obligor. 
A secured party does not owe a duty based on its status as secured 


(1) to a person that is a debtor or obligor, unless the secured party 
knows: 


(A) that the person is a debtor or obligor; 
(B) the identity of the person; and 
(C) how to communicate with the person; or 
(2) to a secured party or lienholder that has filed a financing state- 
ment against a person, unless the secured party knows: 
(A) that the person is a debtor; and 
(B) the identity of the person. 


ECURED ÍiRANSACTIONS 


Official Comment 
1. Source. New. 
2. Duties to Unknown Persons. This section relieves a secured party from duties owed 
o a debtor or obligor, if the secured party does not know about the debtor or obligor. 
Similarly, it relieves a secured party from duties owed to a secured party or lienholder who 
has filed a financing statement against the debtor, if the secured party does not know about 
he debtor. For example, a secured party may be unaware that the original debtor has sold 
he collateral subject to the security interest and that the new owner has become the 
debtor. If so, the secured party owes no duty to the new owner (debtor) or to a secured 
party who has filed a financing statement against the new owner. This section should be 
ead in conjunction with the exculpatory provisions in Section 9-628. Note that it relieves a 
secured party not only from duties arising under this Article but also from duties arising 
nder other law by virtue of the secured party's status as such under this Article, unless 
he other law otherwise provides. 


$ 9-606. Time of Default for Agricultural Lien. 
For purposes of this part, a default occurs in connection with an agricul- 
ural lien at the time the secured party becomes entitled to enforce the 
lien in accordance with the statute under which it was created. 


Official Comment 

1. Source. New. 

2. Time of Default. Remedies under this Part become available upon the debtor's 
"default." See Section 9-601. This section explains when “default” occurs in the agricultural- 
ien context. It requires one to consult the enabling statute to determine when the 
ienholder is entitled to enforce the lien. 


$ 9-607. Collection and Enforcement by Secured Party. 
(a) [Collection and enforcement generally.] If so agreed, and in any 
event after default, a secured party: 

(1) may notify an account debtor or other person obligated on collat- 
eral to make payment or otherwise render performance to or for the ben- 
efit of the secured party; 

(2) may take any proceeds to which the secured party is entitled under 
Section 9-315; 

(3) may enforce the obligations of an account debtor or other person 
obligated on collateral and exercise the rights of the debtor with respect 
to the obligation of the account debtor or other person obligated on col- 
lateral to make payment or otherwise render performance to the debtor, 
and with respect to any property that secures the obligations of the ac- 
count debtor or other person obligated on the collateral; 

(4) if it holds a security interest in a deposit account perfected by 
control under Section 9-104(a)(1), may apply the balance of the deposit 
account to the obligation secured by the deposit account; and 

(5) if it holds a security interest in a deposit account perfected by 
control under Section 9-104(a)(2) or (3), may instruct the bank to pay the 
balance of the deposit account to or for the benefit of the secured party. 
(b) [Nonjudicial enforcement of mortgage.] If necessary to enable a 

secured party to exercise under subsection (a)(3) the right of a debtor to 
enforce a mortgage nonjudicially, the secured party may record in the of- 
fice in which a record of the mortgage is recorded: 

(1) a copy of the security agreement that creates or provides for a se- 
curity interest in the obligation secured by the mortgage; and 
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(2) the secured party’s sworn affidavit in recordable form stating that: 
(A) a default has occurred; and 
(B) the secured party is entitled to enforce the mortgage 
nonjudicially. 
(c) [Commercially reasonable collection and enforcement.] A 
secured party shall proceed in a commercially reasonable manner if the 
secured party: 


(1) undertakes to collect from or enforce an obligation of an account 
debtor or other person obligated on collateral; and 


(2) is entitled to charge back uncollected collateral or otherwise to full 
or limited recourse against the debtor or a secondary obligor. 


(d) [Expenses of collection and enforcement.] A secured party may 
deduct from the collections made pursuant to subsection (c) reasonable ex- 
penses of collection and enforcement, including reasonable attorney’s fees 
and legal expenses incurred by the secured party. 


(e) [Duties to secured party not affected.] This section does not 
determine whether an account debtor, bank, or other person obligated on 
collateral owes a duty to a secured party. 


Official Comment 

1. Source. Former Section 9-502; subsections (b), (d), and (e) are new. 

2. Collections: In General. Collateral consisting of rights to payment is not only the 
most liquid asset of a typical debtor’s business but also is property that may be collected 

ithout any interruption of the debtor’s business This situation is far different from that in 

hich collateral is inventory or equipment, whose removal may bring the business to a 
halt. Furthermore, problems of valuation and identification, present with collateral that is 

angible personal property, frequently are not as serious in the case of rights to payment 

and other intangible collateral. Consequently, this section, like former Section 9-502, recog- 
nizes that financing through assignments of intangibles lacks many of the complexities 
hat arise after default in other types of financing. This section allows the assignee to 
iquidate collateral by collecting whatever may become due on the collateral, whether or 
not the method of collection contemplated by the security arrangement before default was 
direct (i.e., payment by the account debtor to the assignee, “notification” financing) or 
indirect (i.e., payment by the account debtor to the assignor, “nonnotification” financing). 

3. Scope. The scope of this section is broader than that of former Section 9-502. It ap- 
plies not only to collections from account debtors and obligors on instruments but also to 
enforcement more generally against all persons obligated on collateral. It explicitly provides 
or the secured party’s enforcement of the debtor’s rights in respect of the account debtor’s 
(and other third parties’) obligations and for the secured party’s enforcement of supporting 
obligations with respect to those obligations. (Supporting obligations are components of the 
collateral under Section 9-203(f).) The rights of a secured party under subsection (a) include 

he right to enforce claims that the debtor may enjoy against others. For example, the 
claims might include a breach-of-warranty claim arising out of a defect in equipment that 
is collateral or a secured party's action for an injunction against infringement of a patent 
hat is collateral. Those claims typically would be proceeds of original collateral under 
Section 9-315. 

4. Collection and Enforcement Before Default. Like Part 6 generally, this section 
deals with the rights and duties of secured parties following default. However, as did for- 
mer Section 9-502 with respect to collection rights, this section also applies to the collection 
and enforcement rights of secured parties even if a default has not occurred, as long as the 
debtor has so agreed. It is not unusual for debtors to agree that secured parties are entitled 

o collect and enforce rights against account debtors prior to default. 

5. Collections by Junior Secured Party. A secured party who holds a security inter- 
est in a right to payment may exercise the right to collect and enforce under this section, 
even if the security interest is subordinate to a conflicting security interest in the same 
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ight to payment. Whether the junior secured party has priority in the collected proceeds 
depends on whether the junior secured party qualifies for priority as a purchaser of an 
instrument (e.g., the account debtor's check) under Section 9-330(d), as a holder in due 
course of an instrument under Sections 3-305 and 9-331(a), or as a transferee of money 
nder Section 9-332(a). See Sections 9-330, Comment 7; 9-331, Comment 5; and 9-332. 

6. Relationship to Rights and Duties of Persons Obligated on Collateral. This 
section permits a secured party to collect and enforce obligations included in collateral in 
its capacity as a secured party. It is not necessary for a secured party first to become the 
owner of the collateral pursuant to a disposition or acceptance. However, the secured 
party's rights, as between it and the debtor, to collect from and enforce collateral against 
account debtors and others obligated on collateral under subsection (a) are subject to 
Section 9-341, Part 4, and other applicable law. Neither this section nor former Section 
9-502 should be understood to regulate the duties of an account debtor or other person obli- 
sated on collateral. Subsection (e) makes this explicit. For example, the secured party may 
be unable to exercise the debtor's rights under an instrument if the debtor is in possession 
of the instrument, or under a non-transferable letter of credit if the debtor is the beneficiary. 

nless a secured party has control over a letter-of-credit right and is entitled to receive 
payment or performance from the issuer or a nominated person under Article 5, its reme- 
dies with respect to the letter-of-credit right may be limited to the recovery of any identifi- 
able proceeds from the debtor. This section establishes only the baseline rights of the 
secured party vis-a-vis the debtor—the secured party is entitled to enforce and collect after 
default or earlier if so agreed. 

7. Deposit Account Collateral. Subsections (a)(4) and (5) set forth the self-help remedy 
or a secured party whose collateral is a deposit account. Subsection (a)(4) addresses the 
ights of a secured party that is the bank with which the deposit account is maintained. 

hat secured party automatically has control of the deposit account under Section 9-104(a) 
(1). After default, and otherwise if so agreed, the bank/secured party may apply the funds 
on deposit to the secured obligation. 

If a security interest of a third party is perfected by control (Section 9-104(a)(2) or (a)(3)), 
hen after default, and otherwise if so agreed, the secured party may instruct the bank to 
pay out the funds in the account. If the third party has control under Section 9-104(a)(3), 
he depositary institution is obliged to obey the instruction because the secured party is its 
customer. See Section 4-401. If the third party has control under Section 9-104(a)(2), the 
control agreement determines the depositary institution's obligation to obey. 

If a security interest in a deposit account is unperfected, or is perfected by filing by virtue 
of the proceeds rules of Section 9-315, the depositary institution ordinarily owes no obliga- 
ion to obey the secured party's instructions. See Section 9-341. To reach the funds without 
he debtor's cooperation, the secured party must use an available judicial procedure. 

8. Rights Against Mortgagor of Real Property. Subsection (b) addresses the situa- 
ion in which the collateral consists of a mortgage note (or other obligation secured by a 
mortgage on real property). After the debtor's (mortgagee's) default, the secured party (as- 
signee) may wish to proceed with a nonjudicial foreclosure of the mortgage securing the 
note but may be unable to do so because it has not become the assignee of record. The 
assignee/secured party may not have taken a recordable assignment at the commencement 
of the transaction (perhaps the mortgage note in question was one of hundreds assigned to 
he secured party as collateral). Having defaulted, the mortgagee may be unwilling to sign 
a recordable assignment. This section enables the secured party (assignee) to become the 
assignee of record by recording in the applicable real-property records the security agree- 
ment and an affidavit certifying default. Of course, the secured party's rights derive from 
hose of its debtor. Subsection (b) would not entitle the secured party to proceed with a 
oreclosure unless the mortgagor also were in default or the debtor (mortgagee) otherwise 
enjoyed the right to foreclose. 

9. Commercial Reasonableness. Subsection (c) provides that the secured party's col- 
ection and enforcement rights under subsection (a) must be exercised in a commercially 
easonable manner. These rights include the right to settle and compromise claims against 
he account debtor. The secured party's failure to observe the standard of commercial 
easonableness could render it liable to an aggrieved person under Section 9-625, and the 

secured party's recovery of a deficiency would be subject to Section 9-626. Subsection (c) 
does not apply if, as is characteristic of most sales of accounts, chattel paper, payment 
intangibles, and promissory notes, the secured party (buyer) has no right of recourse 
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against the debtor (seller) or a secondary obligor. However, if the secured party does have a 
ight of recourse, the commercial-reasonableness standard applies to collection and enforce- 
ment even though the assignment to the secured party was a “true” sale. The obligation to 
proceed in a commercially reasonable manner arises because the collection process affects 
he extent of the seller's recourse liability, not because the seller retains an interest in the 
sold collateral (the seller does not). Concerning classification of a transaction, see Section 
9-109, Comment 4. 

10. Attorney's Fees and Legal Expenses. The phrase “reasonable attorney's fees and 
egal expenses," which appears in subsection (d), includes only those fees and expenses 
incurred in proceeding against account debtors or other third parties. The secured party's 
ight to recover these expenses from the collections arises automatically under this section. 

he secured party also may incur other attorney's fees and legal expenses in proceeding 
against the debtor or obligor. Whether the secured party has a right to recover those fees 
and expenses depends on whether the debtor or obligor has agreed to pay them, as is the 
case with respect to attorney's fees and legal expenses under Sections 9-608(a)(1)(A) and 
9-615(a)(1). The parties also may agree to allocate a portion of the secured party's overhead 
o collection and enforcement under subsection (d) or Section 9-608(a). 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


$ 9-608. Application of Proceeds of Collection or Enforcement; 
Liability for Deficiency and Right to Surplus. 

(a) [Application of proceeds, surplus, and deficiency if obligation 
secured.] If a security interest or agricultural lien secures payment or 
performance of an obligation, the following rules apply: 

(1) A secured party shall apply or pay over for application the cash 
proceeds of collection or enforcement under Section 9-607 in the follow- 


ing order to: 

(A) the reasonable expenses of collection and enforcement and, to 
the extent provided for by agreement and not prohibited by law, rea- 
sonable attorney's fees and legal expenses incurred by the secured 
party; 

(B) the satisfaction of obligations secured by the security interest or| 
agricultural lien under which the collection or enforcement is made; 
and 

(C) the satisfaction of obligations secured by any subordinate secu- 
rity interest in or other lien on the collateral subject to the security 
interest or agricultural lien under which the collection or enforcement 
is made if the secured party receives an authenticated demand for 
proceeds before distribution of the proceeds is completed. 

(2) If requested by a secured party, a holder of a subordinate security 
interest or other lien shall furnish reasonable proof of the interest or 
lien within a reasonable time. Unless the holder complies, the secured 
party need not comply with the holder's demand under paragraph (1)(C). 

(3) A secured party need not apply or pay over for application noncash 
proceeds of collection and enforcement under Section 9-607 unless the 
failure to do so would be commercially unreasonable. A secured party 
that applies or pays over for application noncash proceeds shall do so in 
a commercially reasonable manner. 

(4) A secured party shall account to and pay a debtor for any surplus, 
and the obligor is liable for any deficiency. 
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(b) [No surplus or deficiency in sales of certain rights to payment.] 
If the underlying transaction is a sale of accounts, chattel paper, payment 
intangibles, or promissory notes, the debtor is not entitled to any surplus, 
and the obligor is not liable for any deficiency. 


As amended in 2000. 


See Appendix P for material relating to changes made in text in 2000. 


Official Comment 

1. Source. Subsection (a) is new; subsection (b) derives from former Section 9-502(2). 

2. Modifications of Prior Law. Subsections (a) and (b) modify former Section 9-502(2) 
by explicitly providing for the application of proceeds recovered by the secured party in 
substantially the same manner as provided in Section 9-615(a) and (e) for dispositions o 
collateral. 

3. Surplus and Deficiency. Subsections (a)(4) and (b) omit, as unnecessary, the refer- 
ences contained in former Section 9-502(2) to agreements varying the baseline rules on 
surplus and deficiency. The parties are always free to agree that an obligor will not be li- 
able for a deficiency, even if the collateral secures an obligation, and that an obligor is li- 
able for a deficiency, even if the transaction is a sale of receivables. For parallel provisions, 
see Section 9-615(d) and (e). 

4. Noncash Proceeds. Subsection (a)(3) addresses the situation in which an enforcing 
secured party receives noncash proceeds. 

Example: An enforcing secured party receives a promissory note from an account 
debtor who is unable to pay an account when it is due. The secured party accepts the 
note in exchange for extending the date on which the account debtor's obligation is due. 
The secured party may wish to credit its debtor (the assignor) with the principal amount 
of the note upon receipt of the note, but probably will prefer to credit the debtor only as 
and when the note is paid. 

nder subsection (a)(3), the secured party is under no duty to apply the note or its value to 
he outstanding obligation unless its failure to do so would be commercially unreasonable. 

If the secured party does apply the note to the outstanding obligation, however, it must do 
so in a commercially reasonable manner. The parties may provide for the method of ap- 
plication of noncash proceeds by agreement, if the method is not manifestly unreasonable. 
See Section 9-603. This section does not explain when the failure to apply noncash proceeds 

ould be commercially unreasonable; it leaves that determination to case-by-case 
adjudication. In the example, the secured party appears to have accepted the account 
debtor's note in order to increase the likelihood of payment and decrease the likelihood that 
he account debtor would dispute its obligation. Under these circumstances, it may well be 
commercially reasonable for the secured party to credit its debtor's obligations only as and 

hen cash proceeds are collected from the account debtor, especially given the uncertaint 
hat attends the account debtor's eventual payment. For an example of a secured party's 
eceipt of noncash proceeds in which it may well be commercially unreasonable for the 
secured party to delay crediting its debtor's obligations with the value of noncash proceeds, 
see Section 9-615, Comment 3. 

When the secured party is not required to “apply or pay over for application noncash 
proceeds," the proceeds nonetheless remain collateral subject to this Article. If the secured 
party were to dispose of them, for example, appropriate notification would be required (see 
Section 9-611), and the disposition would be subject to the standards provided in this Part 
(see Section 9-610). Moreover, a secured party in possession of the noncash proceeds would 
have the duties specified in Section 9-207. 

5. No Effect on Priority of Senior Security Interest. The application of proceeds 
equired by subsection (a) does not affect the priority of a security interest in collateral 
hich is senior to the interest of the secured party who is collecting or enforcing collateral 
nder Section 9-607. Although subsection (a) imposes a duty to apply proceeds to the 

enforcing secured party's expenses and to the satisfaction of the secured obligations owed 

o it and to subordinate secured parties, that duty applies only among the enforcing secured. 
party and those persons. Concerning the priority of a junior secured party who collects and 
enforces collateral, see Section 9-607, Comment 5. 
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§ 9-609. Secured Party’s Right to Take Possession After Default. 


(a) [Possession; rendering equipment unusable; disposition on 
debtor’s premises.] After default, a secured party: 


(1) may take possession of the collateral; and 


(2) without removal, may render equipment unusable and dispose o 
collateral on a debtor’s premises under Section 9-610. 


(b) [Judicial and nonjudicial process.] A secured party may proceed 
nder subsection (a): 


(1) pursuant to judicial process; or 
(2) without judicial process, if it proceeds without breach of the peace. 


(c) [Assembly of collateral.] If so agreed, and in any event after 
default, a secured party may require the debtor to assemble the collateral 
and make it available to the secured party at a place to be designated by 
he secured party which is reasonably convenient to both parties. 


Official Comment 

1. Source. Former Section 9-503. 

2. Secured Party’s Right to Possession. This section follows former Section 9-503 and 
earlier uniform legislation. It provides that the secured party is entitled to take possession 
of collateral after default. 

3. Judicial Process; Breach of Peace. Subsection (b) permits a secured party to 
proceed under this section without judicial process if it does so “without breach of the 
peace.” Although former Section 9-503 placed the same condition on a secured party’s right 

o take possession of collateral, subsection (b) extends the condition to the right provided in 

subsection (a)(2) as well. Like former Section 9-503, this section does not define or explain 
he conduct that will constitute a breach of the peace, leaving that matter for continuing 
development by the courts. In considering whether a secured party has engaged in a breach 
of the peace, however, courts should hold the secured party responsible for the actions o 
others taken on the secured party’s behalf, including independent contractors engaged by 
he secured party to take possession of collateral. 

This section does not authorize a secured party who repossesses without judicial process 

o utilize the assistance of a law-enforcement officer. A number of cases have held that a 
epossessing secured party's use of a law-enforcement officer without benefit of judicial pro- 
cess constituted a failure to comply with former Section 9-503. 

4. Damages for Breach of Peace. Concerning damages that may be recovered based on. 
a secured party's breach of the peace in connection with taking possession of collateral, see 
Section 9-625, Comment 3. 

5. Multiple Secured Parties. More than one secured party may be entitled to take pos- 
session of collateral under this section. Conflicting rights to possession among secured par- 

ies are resolved by the priority rules of this Article. Thus, a senior secured party is 
entitled to possession as against a junior claimant. Non-UCC law governs whether a junior 
secured party in possession of collateral is liable to the senior in conversion. Normally, a 
junior who refuses to relinquish possession of collateral upon the demand of a secured 
party having a superior possessory right to the collateral would be liable in conversion. 

6. Secured Party's Right to Disable and Dispose of Equipment on Debtor's 
Premises. In the case of some collateral, such as heavy equipment, the physical removal 

om the debtor's plant and the storage of the collateral pending disposition may be imprac- 

ical or unduly expensive. This section follows former Section 9-503 by providing that, in 
ieu of removal, the secured party may render equipment unusable or may dispose of collat- 
eral on the debtor's premises. Unlike former Section 9-503, however, this section explicitly 
conditions these rights on the debtor's default. Of course, this section does not validate un- 
easonable action by a secured party. Under Section 9-610, all aspects of a disposition must 
be commercially reasonable. 

7. Debtor's Agreement to Assemble Collateral. This section follows former Section 
9-503 also by validating a debtor's agreement to assemble collateral and make it available 

0 a secured party at a place that the secured party designates. Similar to the treatment o 
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agreements to permit collection prior to default under Section 9-607 and former 9-502, 
however, this section validates these agreements whether or not they are conditioned on 
he debtor's default. For example, a debtor might agree to make available to a secured 
party, from time to time, any instruments or negotiable documents that the debtor receives 
on account of collateral. A court should not infer from this section's validation that a 
debtor’s agreement to assemble and make available collateral would not be enforceable 
under other applicable law. 

8. Agreed Standards. Subject to the limitation imposed by Section 9-603(b), this 
section's provisions concerning agreements to assemble and make available collateral and a 
secured party's right to disable equipment and dispose of collateral on a debtor's premises 
are likely topics for agreement on standards as contemplated by Section 9-603. 


$ 9-610. Disposition of Collateral After Default. 

(a) [Disposition after default.] After default, a secured party may sell, 
lease, license, or otherwise dispose of any or all of the collateral in its pres- 
ent condition or following any commercially reasonable preparation or 
processing. 

(b) [Commercially reasonable disposition.] Every aspect of a dispo- 
sition of collateral, including the method, manner, time, place, and other 

erms, must be commercially reasonable. If commercially reasonable, a 
secured party may dispose of collateral by public or private proceedings, by 
one or more contracts, as a unit or in parcels, and at any time and place 
and on any terms. 

(c) [Purchase by secured party.] A secured party may purchase 
collateral: 

(1) at a public disposition; or 

(2) at a private disposition only if the collateral is of a kind that is cus- 
tomarily sold on a recognized market or the subject of widely distributed 
standard price quotations. 

(d) [Warranties on disposition.] A contract for sale, lease, license, or 
other disposition includes the warranties relating to title, possession, quiet 
enjoyment, and the like which by operation of law accompany a voluntary 
disposition of property of the kind subject to the contract. 

(e) [Disclaimer of warranties.] A secured party may disclaim or 

odify warranties under subsection (d): 

(1) in a manner that would be effective to disclaim or modify the war- 
ranties in a voluntary disposition of property of the kind subject to the 
contract of disposition; or 

(2) by communicating to the purchaser a record evidencing the contract 
for disposition and including an express disclaimer or modification of the 
warranties. 

(f) [Record sufficient to disclaim warranties.] A record is sufficient 

o disclaim warranties under subsection (e) if it indicates “There is no war- 
ranty relating to title, possession, quiet enjoyment, or the like in this dis- 
position" or uses words of similar import. 


Official Comment 

1. Source. Former Section 9-504(1), (3) 

2. Commercially Reasonable Dispositions. Subsection (a) follows former Section 
9-504 by permitting a secured party to dispose of collateral in a commercially reasonable 
manner following a default. Although subsection (b) permits both public and private disposi- 

ions, ^every aspect of a disposition . . . must be commercially reasonable." This section en- 
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courages private dispositions on the assumption that they frequently will result in higher 

ealization on collateral for the benefit of all concerned. Subsection (a) does not restrict 
dispositions to sales; collateral may be sold, leased, licensed, or otherwise disposed. Section 
9-627 provides guidance for determining the circumstances under which a disposition is 
"commercially reasonable." 

3. Time of Disposition. This Article does not specify a period within which a secured 
party must dispose of collateral. This is consistent with this Article's policy to encourage 
private dispositions through regular commercial channels. It may, for example, be prudent 

ot to dispose of goods when the market has collapsed. Or, it might be more appropriate to 
sell a large inventory in parcels over a period of time instead of in bulk. Of course, under 
subsection (b) every aspect of a disposition of collateral must be commercially reasonable. 

his requirement explicitly includes the *method, manner, time, place and other terms." 
For example, if a secured party does not proceed under Section 9-620 and holds collateral 
or a long period of time without disposing of it, and if there is no good reason for not mak- 
ing a prompt disposition, the secured party may be determined not to have acted in a *com- 
mercially reasonable" manner. See also Section 1-203 (general obligation of good faith). 

4. Pre-Disposition Preparation and Processing. Former Section 9-504(1) appeared 

o give the secured party the choice of disposing of collateral either “in its then condition or 
ollowing any commercially reasonable preparation or processing." Some courts held that 
he “commercially reasonable" standard of former Section 9-504(3) nevertheless could 
impose an affirmative duty on the secured party to process or prepare the collateral prior to 
disposition. Subsection (a) retains the substance of the quoted language. Although courts 
should not be quick to impose a duty of preparation or processing on the secured party, 
subsection (a) does not grant the secured party the right to dispose of the collateral *in its 
hen condition" under all circumstances. A secured party may not dispose of collateral “in 
its then condition" when, taking into account the costs and probable benefits of preparation 
or processing and the fact that the secured party would be advancing the costs at its risk, it 
ould be commercially unreasonable to dispose of the collateral in that condition. 

5. Disposition by Junior Secured Party. Disposition rights under subsection (a) are 
not limited to first-priority security interests. Rather, any secured party as to whom there 
has been a default enjoys the right to dispose of collateral under this subsection. The 
exercise of this right by a secured party whose security interest is subordinate to that o 
another secured party does not of itself constitute a conversion or otherwise give rise to li- 
ability in favor of the holder of the senior security interest. Section 9-615 addresses applica- 

ion of the proceeds of a disposition by a junior secured party. Under Section 9-615(a), a 
junior secured party owes no obligation to apply the proceeds of disposition to the satisfac- 
ion of obligations secured by a senior security interest. Section 9-615(g) builds on this gen- 
eral rule by protecting certain juniors from claims of a senior concerning cash proceeds o 
he disposition. Even if a senior were to have a non-Article 9 claim to proceeds of a junior's 
disposition, Section 9-615(g) would protect a junior that acts in good faith and without 

owledge that its actions violate the rights of a senior party. Because the disposition by a 
junior would not cut off a senior's security interest or other lien (see Section 9-617), in 
many (probably most) cases the junior's receipt of the cash proceeds would not violate the 

ights of the senior. 

The holder of a senior security interest is entitled, by virtue of its priority, to take posses- 
sion of collateral from the junior secured party and conduct its own disposition, provided. 

hat the senior enjoys the right to take possession of the collateral from the debtor. See 
Section 9-609. The holder of a junior security interest normally must notify the senior 
secured party of an impending disposition. See Section 9-611. Regardless of whether the 
senior receives a notification from the junior, the junior's disposition does not of itself dis- 
charge the senior's security interest. See Section 9-617. Unless the senior secured party has 
authorized the disposition free and clear of its security interest, the senior's security inter- 
est ordinarily will survive the disposition by the junior and continue under Section 9-315(a). 
If the senior enjoys the right to repossess the collateral from the debtor, the senior likewise 
may recover the collateral from the transferee. 

When a secured party's collateral is encumbered by another security interest or other 
ien, one of the claimants may seek to invoke the equitable doctrine of marshaling. As 
explained by the Supreme Court, that doctrine “rests upon the principle that a creditor 
having two funds to satisfy his debt, may not by his application of them to his demand, 
defeat another creditor, who may resort to only one of the funds." Meyer v. United States, 
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375 U.S. 233, 236 (1963), quoting Sowell v. Federal Reserve Bank, 268 U.S. 449, 456-57 
(1925). The purpose of the doctrine is “to prevent the arbitrary action of a senior lienor 
rom destroying the rights of a junior lienor or a creditor having less security.” Id. at 237. 
Because it is an equitable doctrine, marshaling “is applied only when it can be equitably 
ashioned as to all of the parties” having an interest in the property. Id. This Article leaves 
courts free to determine whether marshaling is appropriate in any given case. See Section 
1-103. 

6. Security Interests of Equal Rank. Sometimes two security interests enjoy the same 
priority. This situation may arise by contract, e.g., pursuant to “equal and ratable” provi- 
sions in indentures, or by operation of law. See Section 9-328(6). This Article treats a secu- 

ity interest having equal priority like a senior security interest in many respects. Assume, 
or example, that SP-X and SP-Y enjoy equal priority, SP-W is senior to them, and SP-Z is 
junior. If SP-X disposes of the collateral under this section, then (i) SP-W’s and SP-Y’s secu- 
ity interests survive the disposition but SP-Z’s does not, see Section 9-617, and (ii) neither 
SP-W nor SP-Y is entitled to receive a distribution of proceeds, but SP-Z is. See Section 
9-615(a)(3). 

When one considers the ability to obtain possession of the collateral, a secured party with 
equal priority is unlike a senior secured party. As the senior secured party, SP-W should 
enjoy the right to possession as against SP-X. See Section 9-609, Comment 5. If SP-W takes 
possession and disposes of the collateral under this section, it is entitled to apply the 
proceeds to satisfy its secured claim. SP-Y, however, should not have such a right to take 
possession from SP-X; otherwise, once SP-Y took possession from SP-X, SP-X would have 

he right to get possession from SP-Y, which would be obligated to redeliver possession to 
SP-X, and so on. Resolution of this problem is left to the parties and, if necessary, the 
courts. 

7. Public vs. Private Dispositions. This Part maintains two distinctions between “pub- 
ic” and other dispositions: (i) the secured party may buy at the former, but normally not at 
he latter (Section 9-610(c)), and (ii) the debtor is entitled to notification of “the time and 

place of a public disposition” and notification of “the time after which” a private disposition 
or other intended disposition is to be made (Section 9-613(1)(E)). It does not retain the 
distinction under former Section 9-504(4), under which transferees in a noncomplying pub- 
ic disposition could lose protection more easily than transferees in other noncomplying 
dispositions. Instead, Section 9-617(b) adopts a unitary standard. Although the term is not 
defined, as used in this Article, a ^public disposition" is one at which the price is determined 
after the public has had a meaningful opportunity for competitive bidding. *Meaningful op- 
portunity" is meant to imply that some form of advertisement or public notice must precede 
he sale (or other disposition) and that the public must have access to the sale (disposition). 

8. Investment Property. Dispositions of investment property may be regulated by the 
ederal securities laws. Although a “public” disposition of securities under this Article ma 
implicate the registration requirements of the Securities Act of 1933, it need not do so. 

disposition that qualifies for a “private placement" exemption under the Securities Act o 
1933 nevertheless may constitute a “public” disposition within the meaning of this section. 
Moreover, the *commercially reasonable" requirements of subsection (b) need not prevent a 
secured party from conducting a foreclosure sale without the issuer's compliance with 
ederal registration requirements. 

9. “Recognized Market." A “recognized market," as used in subsection (c) and Section 
9-611(d), is one in which the items sold are fungible and prices are not subject to individual 
negotiation. For example, the New York Stock Exchange is a recognized market. A market 
in which prices are individually negotiated or the items are not fungible is not a recognized 
market, even if the items are the subject of widely disseminated price guides or are disposed 
of through dealer auctions. 

10. Relevance of Price. While not itself sufficient to establish a violation of this Part, a 
ow price suggests that a court should scrutinize carefully all aspects of a disposition to 
ensure that each aspect was commercially reasonable. Note also that even if the disposition 
is commercially reasonable, Section 9-615(f) provides a special method for calculating a de- 

ciency or surplus if (1i) the transferee in the disposition is the secured party, a person re- 
ated to the secured party, or a secondary obligor, and (ii) the amount of proceeds of the dis- 
position is significantly below the range of proceeds that a complying disposition to a 
person other than the secured party, a person related to the secured party, or a secondary 
obligor would have brought. 
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11. Warranties. Subsection (d) affords the transferee in a disposition under this section 
he benefit of any title, possession, quiet enjoyment, and similar warranties that would 

have accompanied the disposition by operation of non-Article 9 law had the disposition 
been conducted under other circumstances. For example, the Article 2 warranty of title 

ould apply to a sale of goods, the analogous warranties of Article 2A would apply to a 
ease of goods, and any common-law warranties of title would apply to dispositions of other 

ypes of collateral. See, e.g., Restatement (2d), Contracts § 333 (warranties of assignor). 

Subsection (e) explicitly provides that these warranties can be disclaimed either under 
other applicable law or by communicating a record containing an express disclaimer. The 

ecord need not be written, but an oral communication would not be sufficient. See Section 

9-102 (definition of “record”). Subsection (f) provides a sample of wording that will ef- 
ectively exclude the warranties in a disposition under this section, whether or not the 
exclusion would be effective under non-Article 9 law. 

The warranties incorporated by subsection (d) are those relating to “title, possession, 
quiet enjoyment, and the like.” Depending on the circumstances, a disposition under this 
section also may give rise to other statutory or implied warranties, e.g., warranties of qual- 
ity or fitness for purpose. Law other than this Article determines whether such other war- 

anties apply to a disposition under this section. Other law also determines issues relating 
o disclaimer of such warranties. For example, a foreclosure sale of a car by a car dealer 
could give rise to an implied warranty of merchantability (Section 2-314) unless effectively 
disclaimed or modified (Section 2-316). 

This section’s approach to these warranties conflicts with the former Comment to Section. 
2-312. This Article rejects the baseline assumption that commercially reasonable disposi- 

ions under this section are out of the ordinary commercial course or peculiar. The Comment 
o Section 2-312 has been revised accordingly. 


$ 9-611. Notification Before Disposition of Collateral. 
(a) [*Notification date.”] In this section, “notification date" means the 
earlier of the date on which: 


(1) a secured party sends to the debtor and any secondary obligor an 
authenticated notification of disposition; or 


(2) the debtor and any secondary obligor waive the right to notification. 
(b) [Notification of disposition required.] Except as otherwise 
provided in subsection (d), a secured party that disposes of collateral under 
Section 9-610 shall send to the persons specified in subsection (c) a reason- 
able authenticated notification of disposition. 
(c) [Persons to be notified.] To comply with subsection (b), the secured 
party shall send an authenticated notification of disposition to: 
(1) the debtor; 
(2) any secondary obligor; and 
(3) if the collateral is other than consumer goods: 

(A) any other person from which the secured party has received, 
before the notification date, an authenticated notification of a claim o 
an interest in the collateral; 

(B) any other secured party or lienholder that, 10 days before the 
notification date, held a security interest in or other lien on the collat- 
eral perfected by the filing of a financing statement that: 

(i) identified the collateral; 

(ii) was indexed under the debtor's name as of that date; and 

(ii) was filed in the office in which to file a financing statement 
against the debtor covering the collateral as of that date; and 

(C) any other secured party that, 10 days before the notification 
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date, held a security interest in the collateral perfected by compliance 
with a statute, regulation, or treaty described in Section 9-311(a). 


(d) [Subsection (b) inapplicable: perishable collateral; recognized 

arket.] Subsection (b) does not apply if the collateral is perishable or 
hreatens to decline speedily in value or is of a type customarily sold on a 
recognized market. 


(e) [Compliance with subsection (c)(3)(B).] A secured party complies 
ith the requirement for notification prescribed by subsection (c)(3)(B) if: 


(1) not later than 20 days or earlier than 30 days before the notifica- 
tion date, the secured party requests, in a commercially reasonable man- 
ner, information concerning financing statements indexed under the 
debtor's name in the office indicated in subsection (c)(3)(B); and 


(2) before the notification date, the secured party: 
(A) did not receive a response to the request for information; or 


(B) received a response to the request for information and sent an 
authenticated notification of disposition to each secured party or other 
lienholder named in that response whose financing statement covered 
the collateral. 


Official Comment 

1. Source. Former Section 9-504(3). 

2. Reasonable Notification. This section requires a secured party who wishes to dispose 
of collateral under Section 9-610 to send *a reasonable authenticated notification of disposi- 

ion" to specified interested persons, subject to certain exceptions. The notification must be 
easonable as to the manner in which it is sent, its timeliness (i.e., a reasonable time before 
he disposition is to take place), and its content. See Sections 9-612 (timeliness of notifica- 
ion), 9-613 (contents of notification generally), 9-614 (contents of notification in consumer- 
goods transactions). 

3. Notification to Debtors and Secondary Obligors. This section imposes a duty to 
send notification of a disposition not only to the debtor but also to any secondary obligor. 
Subsections (b) and (c) resolve an uncertainty under former Article 9 by providing that sec- 
ondary obligors (sureties) are entitled to receive notification of an intended disposition o 
collateral, regardless of who created the security interest in the collateral. If the surety cre- 
ated the security interest, it would be the debtor. If it did not, it would be a secondary 
obligor. (This Article also resolves the question of the secondary obligor's ability to waive, 
pre-default, the right to notification—waiver generally is not permitted. See Section 9-602.) 
Section 9-605 relieves a secured party from any duty to send notification to a debtor or sec- 
ondary obligor unknown to the secured party. 

Under subsection (b), the principal obligor (borrower) is not always entitled to notifica- 

ion of disposition. 

Example: Behnfeldt borrows on an unsecured basis, and Bruno grants a security 
interest in her car to secure the debt. Behnfeldt is a primary obligor, not a secondary 
obligor. As such, she is not entitled to notification of disposition under this section. 

4. Notification to Other Secured Parties. Prior to the 1972 amendments to Article 9, 
ormer Section 9-504(3) required the enforcing secured party to send reasonable notification 
of the disposition: 

except in the case of consumer goods to any other person who has a security interest in the collat- 

eral and who has duly filed a financing statement indexed in the name of the debtor in this State 

or who is known by the secured party to have a security interest in the collateral. 

he 1972 amendments eliminated the duty to give notice to secured parties other than 
hose from whom the foreclosing secured party had received written notice of a claim of an 
interest in the collateral. 

Many of the problems arising from dispositions of collateral encumbered by multiple se- 
curity interests can be ameliorated or solved by informing all secured parties of an intended 
disposition and affording them the opportunity to work with one another. To this end, 
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o notify (and the corresponding burden of searching the files to discover) certain competing 
secured parties. The subsection imposes a search burden that in some cases may be greater 
han the pre-1972 burden on foreclosing secured parties but certainly is more modest than 
hat faced by a new secured lender. 

To determine who is entitled to notification, the foreclosing secured party must determine 
he proper office for filing a financing statement as of a particular date, measured by refer- 

ence to the “notification date,” as defined in subsection (a). This determination requires ref- 
erence to the choice-of-law provisions of Part 3. The secured party must ascertain whether 
any financing statements covering the collateral and indexed under the debtor’s name, as 
he name existed as of that date, in fact were filed in that office. The foreclosing secured 
party generally need not notify secured parties whose effective financing statements have 
become more difficult to locate because of changes in the location of the debtor, proceeds 
ules, or changes in the debtor's name. 

Under subsection (c)(3)(C), the secured party also must notify a secured party who has 
perfected a security interest by complying with a statute or treaty described in Section 
9-311(a), such as a certificate-of-title statute. 

Subsection (e) provides a *safe harbor" that takes into account the delays that may be at- 
endant to receiving information from the public filing offices. It provides, generally, that 
he secured party will be deemed to have satisfied its notification duty under subsection 

(c)(3)(B) if it requests a search from the proper office at least 20 but not more than 30 days 
before sending notification to the debtor and if it also sends a notification to all secured par- 
ies (and other lienholders) reflected on the search report. The secured party's duty under 
subsection (c)(3)(B) also will be satisfied if the secured party requests but does not receive a 
search report before the notification is sent to the debtor. Thus, if subsection (e) applies, a 
secured party who is entitled to notification under subsection (c)(3)(B) has no remedy 
against a foreclosing secured party who does not send the notification. The foreclosing 
secured party has complied with the notification requirement. Subsection (e) has no effect 
on the requirements of the other paragraphs of subsection (c). For example, if the foreclos- 
ing secured party received a notification from the holder of a conflicting security interest in 
accordance with subsection (c)(3)(A) but failed to send to the holder a notification of the dis- 
position, the holder of the conflicting security interest would have the right to recover any 
oss under Section 9-625(b). 

5. Authentication Requirement. Subsections (b) and (c) explicitly provide that a 
notification of disposition must be “authenticated.” Some cases read former Section 9-504(3) 
as validating oral notification. 

6. Second Try. This Article leaves to judicial resolution, based upon the facts of each 
case, the question whether the requirement of “reasonable notification" requires a “second 
ry,” ie., whether a secured party who sends notification and learns that the debtor did not 
eceive it must attempt to locate the debtor and send another notification. 

7. Recognized Market; Perishable Collateral. New subsection (d) makes it clear that 
here is no obligation to give notification of a disposition in the case of perishable collateral 
or collateral customarily sold on a recognized market (e.g., marketable securities). Former 
Section 9-504(3) might be read (incorrectly) to relieve the secured party from its duty to 

otify a debtor but not from its duty to notify other secured parties in connection with 
dispositions of such collateral. 

8. Failure to Conduct Notified Disposition. Nothing in this Article prevents a secured 
party from electing not to conduct a disposition after sending a notification. Nor does this 
Article prevent a secured party from electing to send a revised notification if its plans for 
disposition change. This assumes, however, that the secured party acts in good faith, the 

evised notification is reasonable, and the revised plan for disposition and any attendant 
delay are commercially reasonable. 

9. Waiver. A debtor or secondary obligor may waive the right to notification under this 
section only by a post-default authenticated agreement. See Section 9-624(a). 


$ 9-612. Timeliness of Notification Before Disposition of 
Collateral. 


(a) [Reasonable time is question of fact.] Except as otherwise 
provided in subsection (b), whether a notification is sent within a reason- 
able time is a question of fact. 
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(b) [10-day period sufficient in non-consumer transaction.] In a 
ransaction other than a consumer transaction, a notification of disposition 
sent after default and 10 days or more before the earliest time of disposi- 
ion set forth in the notification is sent within a reasonable time before the 


Official Comment 

1. Source. New. 

2. Reasonable Notification. Section 9-611(b) requires the secured party to send a *rea- 
sonable authenticated notification." Under that section, as under former Section 9-504(3), 
one aspect of a reasonable notification is its timeliness. This generally means that the 
notification must be sent at a reasonable time in advance of the date of a public disposition 
or the date after which a private disposition is to be made. A notification that is sent so 
near to the disposition date that a notified person could not be expected to act on or take 
account of the notification would be unreasonable. 

3. Timeliness of Notification: Safe Harbor. The 10-day notice period in subsection (b) 
is intended to be a “safe harbor" and not a minimum requirement. To qualify for the “safe 
harbor" the notification must be sent after default. A notification also must be sent in a 
commercially reasonable manner. See Section 9-611(b) (“reasonable authenticated 
notification"). These requirements prevent a secured party from taking advantage of the 
"safe harbor" by, for example, giving the debtor a notification at the time of the original 
extension of credit or sending the notice by surface mail to a debtor overseas. 


§ 9-613. Contents and Form of Notification Before Disposition of 
Collateral: General. 


Except in a consumer-goods transaction, the following rules apply: 


(1) The contents of a notification of disposition are sufficient if the 
notification: 
(A) describes the debtor and the secured party; 
(B) describes the collateral that is the subject of the intended dispo- 
sition; 
(C) states the method of intended disposition; 


(D) states that the debtor is entitled to an accounting of the unpaid 
indebtedness and states the charge, if any, for an accounting; and 


(E) states the time and place of a public disposition or the time after 
which any other disposition is to be made. 


(2) Whether the contents of a notification that lacks any of the infor- 
mation specified in paragraph (1) are nevertheless sufficient is a ques- 
tion of fact. 


(3) The contents of a notification providing substantially the informa- 
tion specified in paragraph (1) are sufficient, even if the notification 
includes: 


(A) information not specified by that paragraph; or 
(B) minor errors that are not seriously misleading. 
(4) A particular phrasing of the notification is not required. 


(5) The following form of notification and the form appearing in Section 
9-614(3), when completed, each provides sufficient information: 


NOTIFICATION OF DISPOSITION OF COLLATERAL 
o: [Name of debtor, obligor, or other person to which the notification is 
ent] 
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From: /Name, address, and telephone number of secured party] 
Name of Debtor(s): /Include only if debtor(s) are not an addressee] 

[For a public disposition:] 

We will sell for lease or license, as applicable] the [describe collateral] [to 
the highest qualified bidder] in public as follows: 

Day and Date: 

Time: 

Place: 

[For a private disposition:] 

We will sell /or lease or license, as applicable] the [describe collateral 
privately sometime after /day and date]. 


You are entitled to an accounting of the unpaid indebtedness secured by 
he property that we intend to sell /or lease or license, as applicable] [for a 
harge of $.......]. You may request an accounting by calling us at 
telephone number] 


[End of Form] 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 

1. Source. New. 

2. Contents of Notification. To comply with the “reasonable authenticated notification" 
equirement of Section 9-611(b), the contents of a notification must be reasonable. Except 
in a consumer-goods transaction, the contents of a notification that includes the informa- 
ion set forth in paragraph (1) are sufficient as a matter of law, unless the parties agree 
otherwise. (The reference to “time” of disposition means here, as it did in former Section 
9-504(3), not only the hour of the day but also the date.) Although a secured party may 
choose to include additional information concerning the transaction or the debtor's rights 
and obligations, no additional information is required unless the parties agree otherwise. A 
notification that lacks some of the information set forth in paragraph (1) nevertheless may 
be sufficient if found to be reasonable by the trier of fact, under paragraph (2). A properly 
completed sample form of notification in paragraph (5) or in Section 9-614(a)(3) is an 
example of a notification that would contain the information set forth in paragraph (1). 

nder paragraph (4), however, no particular phrasing of the notification is required. 
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§ 9-614. Contents and Form of Notification Before Disposition of 
Collateral: Consumer-Goods Transaction. 


In a consumer-goods transaction, the following rules apply: 
(1) A notification of disposition must provide the following information: 

(A) the information specified in Section 9-613(1); 

(B) a description of any liability for a deficiency of the person to 
which the notification is sent; 

(C) a telephone number from which the amount that must be paid to 
the secured party to redeem the collateral under Section 9-623 is 
available; and 

(D) a telephone number or mailing address from which additional 
information concerning the disposition and the obligation secured is 
available. 

(2) A particular phrasing of the notification is not required. 
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(3) The following form of notification, when completed, provides suf- 
ficient information: 


[Name and address of secured party] 
[Date] 


NOTICE OF OUR PLAN TO SELL PROPERTY 
Name and address of any obligor who is also a debtor] 
Subject: /Identification of Transaction] 

We have your /describe collateral], because you broke promises in our 
agreement. 

[For a public disposition:] 

We will sell /describe collateral] at public sale. A sale could include a 
lease or license. The sale will be held as follows: 

Date: 

Time: 

Place: 

You may attend the sale and bring bidders if you want. 

[For a private disposition:] 

We will sell /describe collateral] at private sale sometime after /date]. A 
sale could include a lease or license. 

The money that we get from the sale (after paying our costs) will reduce 
he amount you owe. If we get less money than you owe, you /will or will 

ot, as applicable] still owe us the difference. If we get more money than 
you owe, you will get the extra money, unless we must pay it to someone 
else. 

You can get the property back at any time before we sell it by paying us 
he full amount you owe (not just the past due payments), including our 

expenses. To learn the exact amount you must pay, call us at /telephone 
umber]. 

If you want us to explain to you in writing how we have figured the 
amount that you owe us, you may call us at /telephone number] [or write 
us at [secured party's address]] and request a written explanation. /We will 

harge you $for the explanation if we sent you another written explanation 
of the amount you owe us within the last six months.] 

If you need more information about the sale call us at /telephone number. 
or write us at [secured party's address]]. 

We are sending this notice to the following other people who have an 
interest in /describe collateral] or who owe money under your agreement: 

[Names of all other debtors and obligors, if any] 


[End of Form] 
(4) A notification in the form of paragraph (3) is sufficient, even if ad- 
ditional information appears at the end of the form. 
(5) A notification in the form of paragraph (3) is sufficient, even if it 
includes errors in information not required by paragraph (1), unless the 
error is misleading with respect to rights arising under this article. 
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(6) If a notification under this section is not in the form of paragraph (3), 
law other than this article determines the effect of including information 
not required by paragraph (1). 


Official Comment 
1. Source. New. 
2. Notification in Consumer-Goods Transactions. Paragraph (1) sets forth the infor- 
mation required for a reasonable notification in a consumer-goods transaction. A notifica- 
ion that lacks any of the information set forth in paragraph (1) is insufficient as a matter 
of law. Compare Section 9-613(2), under which the trier of fact may find a notification to be 
sufficient even if it lacks some information listed in paragraph (1) of that section. 
3. Safe-Harbor Form of Notification; Errors in Information. Although paragraph 
(2) provides that a particular phrasing of a notification is not required, paragraph (3) speci- 
es a safe-harbor form that, when properly completed, satisfies paragraph (1). Paragraphs 
(4), (5), and (6) contain special rules applicable to erroneous and additional information. 
nder paragraph (4), a notification in the safe-harbor form specified in paragraph (3) is not 
endered insufficient if it contains additional information at the end of the form. Paragraph 
(5) provides that non-misleading errors in information contained in a notification are 
permitted if the safe-harbor form is used and if the errors are in information not required, 
by paragraph (1). Finally, if a notification is in a form other than the paragraph (3) safe- 
harbor form, other law determines the effect of including in the notification information 
other than that required by paragraph (1). 


§ 9-615. Application of Proceeds of Disposition; Liability for 
Deficiency and Right to Surplus. 

(a) [Application of proceeds.] A secured party shall apply or pay over 
for application the cash proceeds of disposition under Section 9-610 in the 
following order to: 

(1) the reasonable expenses of retaking, holding, preparing for disposi- 
tion, processing, and disposing, and, to the extent provided for by agree- 
ment and not prohibited by law, reasonable attorney's fees and legal ex- 
penses incurred by the secured party; 

(2) the satisfaction of obligations secured by the security interest or 
agricultural lien under which the disposition is made; 

(3) the satisfaction of obligations secured by any subordinate security 
interest in or other subordinate lien on the collateral if: 

(A) the secured party receives from the holder of the subordinate se- 
curity interest or other lien an authenticated demand for proceeds 
before distribution of the proceeds is completed; and 

(B) in a case in which a consignor has an interest in the collateral, 
the subordinate security interest or other lien is senior to the interest 
of the consignor; and 
(4) a secured party that is a consignor of the collateral if the secured 

party receives from the consignor an authenticated demand for proceeds 

before distribution of the proceeds is completed. 

(b) [Proof of subordinate interest.] If requested by a secured party, a 
holder of a subordinate security interest or other lien shall furnish reason- 
able proof of the interest or lien within a reasonable time. Unless the 
holder does so, the secured party need not comply with the holder's demand 

nder subsection (a)(3). 

(c) [Application of noncash proceeds.] A secured party need not ap- 

ply or pay over for application noncash proceeds of disposition under Section 
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9-610 unless the failure to do so would be commercially unreasonable. A 
secured party that applies or pays over for application noncash proceeds 
shall do so in a commercially reasonable manner. 

(d) [Surplus or deficiency if obligation secured.] If the security 
interest under which a disposition is made secures payment or perfor- 
mance of an obligation, after making the payments and applications 
required by subsection (a) and permitted by subsection (c): 

(1) unless subsection (a4) requires the secured party to apply or pay 
over cash proceeds to a consignor, the secured party shall account to and 
pay a debtor for any surplus; and 

(2) the obligor is liable for any deficiency. 

(e) [No surplus or deficiency in sales of certain rights to payment.] 
If the underlying transaction is a sale of accounts, chattel paper, payment 
intangibles, or promissory notes: 

(1) the debtor is not entitled to any surplus; and 

(2) the obligor is not liable for any deficiency. 

(f) [Calculation of surplus or deficiency in disposition to person 
related to secured party.] The surplus or deficiency following a disposi- 
ion is calculated based on the amount of proceeds that would have been 
realized in a disposition complying with this part to a transferee other 
han the secured party, a person related to the secured party, or a second- 
ary obligor if: 

(1) the transferee in the disposition is the secured party, a person re- 
lated to the secured party, or a secondary obligor; and 

(2) the amount of proceeds of the disposition is significantly below the 
range of proceeds that a complying disposition to a person other than 
the secured party, a person related to the secured party, or a secondary 
obligor would have brought. 


(g) [Cash proceeds received by junior secured party.] A secured 
party that receives cash proceeds of a disposition in good faith and without 
knowledge that the receipt violates the rights of the holder of a security 
interest or other lien that is not subordinate to the security interest or ag- 
ricultural lien under which the disposition is made: 

(1) takes the cash proceeds free of the security interest or other lien; 

(2) is not obligated to apply the proceeds of the disposition to the satis- 
faction of obligations secured by the security interest or other lien; and 

(3) is not obligated to account to or pay the holder of the security 
interest or other lien for any surplus. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 

1. Source. Former Section 9-504(1), (2). 

2. Application of Proceeds. This section contains the rules governing application o 
proceeds and the debtor's liability for a deficiency following a disposition of collateral. 
Subsection (a) sets forth the basic order of application. The proceeds are applied first to the 
expenses of disposition, second to the obligation secured by the security interest that is be- 
ing enforced, and third, in the specified circumstances, to interests that are subordinate to 
hat security interest. 
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Subsections (a) and (d) also address the right of a consignor to receive proceeds of a dis- 
position by a secured party whose interest is senior to that of the consignor. Subsection (a) 
equires the enforcing secured party to pay excess proceeds first to subordinate secured 
parties or lienholders whose interests are senior to that of a consignor and, finally, to a 
consignor. Inasmuch as a consignor is the owner of the collateral, secured parties and 
ienholders whose interests are junior to the consignor’s interest will not be entitled to an 
proceeds. In like fashion, under subsection (d)(1) the debtor is not entitled to a surplus 

hen the enforcing secured party is required to pay over proceeds to a consignor. 
3. Noncash Proceeds. Subsection (c) addresses the application of noncash proceeds of a 
disposition, such as a note or lease. The explanation in Section 9-608, Comment 4, gener- 
ally applies to this subsection. 
Example: A secured party in the business of selling or financing automobiles takes 
possession of collateral (an automobile) following its debtor’s default. The secured party 
decides to sell the automobile in a private disposition under Section 9-610 and sends ap- 
propriate notification under Section 9-611. After undertaking its normal credit investiga- 
tion and in accordance with its normal credit policies, the secured party sells the 
automobile on credit, on terms typical of the credit terms normally extended by the 
secured party in the ordinary course of its business. The automobile stands as collateral 
for the remaining balance of the price. The noncash proceeds received by the secured 
party are chattel paper. The secured party may wish to credit its debtor (the assignor) 
with the principal amount of the chattel paper or may wish to credit the debtor only as 
and when the payments are made on the chattel paper by the buyer. 
nder subsection (c), the secured party is under no duty to apply the noncash proceeds 
(here, the chattel paper) or their value to the secured obligation unless its failure to do so 
ould be commercially unreasonable. If a secured party elects to apply the chattel paper to 
he outstanding obligation, however, it must do so in a commercially reasonable manner. 
he facts in the example indicate that it would be commercially unreasonable for the 
secured party to fail to apply the value of the chattel paper to the original debtor's secured 
obligation. Unlike the example in Comment 4 to Section 9-608, the noncash proceeds 
eceived in this example are of the type that the secured party regularly generates in the 


ordinary course of its financing business in nonforeclosure transactions. The original debtor 
should not be exposed to delay or uncertainty in this situation. Of course, there will be 
many situations that fall between the examples presented in the Comment to Section 9-608 
and in this Comment. This Article leaves their resolution to the court based on the facts o 
each case. 


One would expect that where noncash proceeds are or may be material, the secured party 
and debtor would agree to more specific standards in an agreement entered into before or 
after default. The parties may agree to the method of application of noncash proceeds if the 
method is not manifestly unreasonable. See Section 9-603. 

When the secured party is not required to “apply or pay over for application noncash 
proceeds," the proceeds nonetheless remain collateral subject to this Article. See Section 
9-608, Comment 4. 

4. Surplus and Deficiency. Subsection (d) deals with surplus and deficiency. It revises 
ormer Section 9-504(2) by imposing an explicit requirement that the secured party “pay” 

he debtor for any surplus, while retaining the secured party's duty to “account.” Inasmuch 
as the debtor may not be an obligor, subsection (d) provides that the obligor (not the 
debtor) is liable for the deficiency. The special rule governing surplus and deficiency when 
eceivables have been sold likewise takes into account the distinction between a debtor and 
an obligor. Subsection (d) also addresses the situation in which a consignor has an interest 
hat is subordinate to the security interest being enforced. 

5. Collateral Under New Ownership. When the debtor sells collateral subject to a se- 
curity interest, the original debtor (creator of the security interest) is no longer a debtor 
inasmuch as it no longer has a property interest in the collateral; the buyer is the debtor. 
See Section 9-102. As between the debtor (buyer of the collateral) and the original debtor 
(seller of the collateral), the debtor (buyer) normally would be entitled to the surplus follow- 
ing a disposition. Subsection (d) therefore requires the secured party to pay the surplus to 
he debtor (buyer), not to the original debtor (seller) with which it has dealt. But, because 
his situation typically arises as a result of the debtor’s wrongful act, this Article does not, 
expose the secured party to the risk of determining ownership of the collateral. If the 
secured party does not know about the buyer and accordingly pays the surplus to the origi- 
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al debtor, the exculpatory provisions of this Article exonerate the secured party from li- 
ability to the buyer. See Sections 9-605, 9-628(a), (b). If a debtor sells collateral free of a se- 
curity interest, as in a sale to a buyer in ordinary course of business (see Section 9-320(a)), 

he property is no longer collateral and the buyer is not a debtor. 

6. Certain *Low-Price" Dispositions. Subsection (f) provides a special method for 
calculating a deficiency or surplus when the secured party, a person related to the secured 
party (defined in Section 9-102), or a secondary obligor acquires the collateral at a foreclo- 
sure disposition. It recognizes that when the foreclosing secured party or a related party is 

he transferee of the collateral, the secured party sometimes lacks the incentive to maximize 

he proceeds of disposition. As a consequence, the disposition may comply with the 
procedural requirements of this Article (e.g., it is conducted in a commercially reasonable 
manner following reasonable notice) but nevertheless fetch a low price. 

Subsection (f) adjusts for this lack of incentive. If the proceeds of a disposition of collat- 
eral to a secured party, a person related to the secured party, or a secondary obligor are 
"significantly below the range of proceeds that a complying disposition to a person other 

han the secured party, a person related to the secured party, or a secondary obligor would 
have brought," then instead of calculating a deficiency (or surplus) based on the actual net 
proceeds, the calculation is based upon the amount that would have been received in a com- 
mercially reasonable disposition to a person other than the secured party, a person related 

o the secured party, or a secondary obligor. Subsection (f) thus rejects the view that the 
secured party's receipt of such a price necessarily constitutes noncompliance with Part 6. 
However, such a price may suggest the need for greater judicial scrutiny. See Section 
9-610, Comment 10. 

7. “Person Related To." Section 9-102 defines “person related to.” That term is a key el- 
ement of the system provided in subsection (f) for low-price dispositions. One part of the 
definition applies when the secured party is an individual, and the other applies when the 
secured party is an organization. The definition is patterned closely on the corresponding 
definition in Section 1.301(32) of the Uniform Consumer Credit Code. 


$ 9-616. Explanation of Calculation of Surplus or Deficiency. 


(a) [Definitions.] In this section: 
(1) *Explanation" means a writing that: 
(A) states the amount of the surplus or deficiency; 


(B) provides an explanation in accordance with subsection (c) of how 
the secured party calculated the surplus or deficiency; 


(C) states, if applicable, that future debits, credits, charges, includ- 
ing additional credit service charges or interest, rebates, and expenses 
may affect the amount of the surplus or deficiency; and 


(D) provides a telephone number or mailing address from which ad- 
ditional information concerning the transaction is available. 


(2) *Request" means a record: 

(A) authenticated by a debtor or consumer obligor; 

(B) requesting that the recipient provide an explanation; and 

(C) sent after disposition of the collateral under Section 9-610. 

(b) [Explanation of calculation.] In a consumer-goods transaction in 
hich the debtor is entitled to a surplus or a consumer obligor is liable for 
a deficiency under Section 9-615, the secured party shall: 
(1) send an explanation to the debtor or consumer obligor, as ap- 
plicable, after the disposition and: 

(A) before or when the secured party accounts to the debtor and 
pays any surplus or first makes written demand on the consumer 
obligor after the disposition for payment of the deficiency; and 

(B) within 14 days after receipt of a request; or 
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(2) in the case of a consumer obligor who is liable for a deficiency, 
within 14 days after receipt of a request, send to the consumer obligor a 
record waiving the secured party’s right to a deficiency. 

(c) [Required information.] To comply with subsection (a)(1)(B), a 
riting must provide the following information in the following order: 

(1) the aggregate amount of obligations secured by the security inter- 
est under which the disposition was made, and, if the amount reflects a 
rebate of unearned interest or credit service charge, an indication of that 
fact, calculated as of a specified date: 

(A) if the secured party takes or receives possession of the collateral 
after default, not more than 35 days before the secured party takes or 
receives possession; or 

(B) if the secured party takes or receives possession of the collateral 
before default or does not take possession of the collateral, not more 
than 35 days before the disposition; 

(2) the amount of proceeds of the disposition; 

(3) the aggregate amount of the obligations after deducting the amount 
of proceeds; 

(4) the amount, in the aggregate or by type, and types of expenses, 
including expenses of retaking, holding, preparing for disposition, 
processing, and disposing of the collateral, and attorney’s fees secured 
by the collateral which are known to the secured party and relate to the 
current disposition; 

(5) the amount, in the aggregate or by type, and types of credits, 
including rebates of interest or credit service charges, to which the 
obligor is known to be entitled and which are not reflected in the amount 
in paragraph (1); and 

(6) the amount of the surplus or deficiency. 


(d) [Substantial compliance.] A particular phrasing of the explanation 
is not required. An explanation complying substantially with the require- 

ents of subsection (a) is sufficient, even if it includes minor errors that 
are not seriously misleading. 


(e) [Charges for responses.] A debtor or consumer obligor is entitled 

ithout charge to one response to a request under this section during any 
six-month period in which the secured party did not send to the debtor or 
consumer obligor an explanation pursuant to subsection (b)(1). The secured 
party may require payment of a charge not exceeding $25 for each ad- 
ditional response. 


Official Comment 

1. Source. New. 

2. Duty to Send Information Concerning Surplus or Deficiency. This section 
eflects the view that, in every consumer-goods transaction, the debtor or obligor is entitled 
o know the amount of a surplus or deficiency and the basis upon which the surplus or de- 
ciency was calculated. Under subsection (b)(1), a secured party is obligated to provide this 

information (an “explanation,” defined in subsection (a)(1)) no later than the time that it ac- 
counts for and pays a surplus or the time of its first written attempt to collect the deficiency. 

he obligor need not make a request for an accounting in order to receive an explanation. A 

secured party who does not attempt to collect a deficiency in writing or account for and pay 
a surplus has no obligation to send an explanation under subsection (b)(1) and, 
consequently, cannot be liable for noncompliance. 


1066 


ECURED ÍiRANSACTIONS 


A debtor or secondary obligor need not wait until the secured party commences written| 
collection efforts in order to receive an explanation of how a deficiency or surplus was 
calculated. Subsection (b)(2) obliges the secured party to send an explanation within 14 
days after it receives a “request” (defined in subsection (a)(2)). 

3. Explanation of Calculation of Surplus or Deficiency. Subsection (c) contains the 

equirements for how a calculation of a surplus or deficiency must be explained in order to 
satisfy subsection (a)(1)(B). It gives a secured party some discretion concerning rebates o 
interest or credit service charges. The secured party may include these rebates in the ag- 
gregate amount of obligations secured, under subsection (c)(1), or may include them with 
other types of rebates and credits under subsection (c)(5). Rebates of interest or credit ser- 
ice charges are the only types of rebates for which this discretion is provided. If the 
secured party provides an explanation that includes rebates of pre-computed interest, its 
explanation must so indicate. The expenses and attorney’s fees to be described pursuant to 
subsection (c)(4) are those relating to the most recent disposition, not those that may have 
been incurred in connection with earlier enforcement efforts and which have been resolved 
by the parties. 


(b)(2) is liable for any loss caused plus $500. See Section 9-625(b), (c), (e)(6). A secured 
party who fails to send an explanation under subsection (b)(1) is liable for any loss caused 
plus, if the noncompliance was “part of a pattern, or consistent with a practice of noncompli- 
ance,” $500. See Section 9-625(b), (c), (e)(5). However, a secured party who fails to comply 

ith this section is not liable for statutory minimum damages under Section 9-625(c)(2). 
See Section 9-628(d). 


§ 9-617. Rights of Transferee of Collateral. 

(a) [Effects of disposition.] A secured party’s disposition of collateral 
after default: 

(1) transfers to a transferee for value all of the debtor’s rights in the 
collateral; 

(2) discharges the security interest under which the disposition is 
made; and 

(3) discharges any subordinate security interest or other subordinate 
lien [other than liens created under [cite acts or statutes providing for 
liens, if any, that are not to be discharged]]. 

(b) [Rights of good-faith transferee.] A transferee that acts in good 
faith takes free of the rights and interests described in subsection (a), even 
if the secured party fails to comply with this article or the requirements o 
any judicial proceeding. 

(c) [Rights of other transferee.] If a transferee does not take free o 
he rights and interests described in subsection (a), the transferee takes 
he collateral subject to: 

(1) the debtor’s rights in the collateral; 

(2) the security interest or agricultural lien under which the disposi- 
tion is made; and 

(3) any other security interest or other lien. 


Official Comment 

1. Source. Former Section 9-504(4). 

2. Title Taken by Good-Faith Transferee. Subsection (a) sets forth the rights acquired. 
by persons who qualify under subsection (b)—transferees who act in good faith. Such a 
person is a “transferee,” inasmuch as a buyer at a foreclosure sale does not meet the defini- 

ion of “purchaser” in Section 1-201 (the transfer is not, vis-a-vis the debtor, *voluntary"). 
By virtue of the expanded definition of the term “debtor” in Section 9-102, subsection (a) 
makes clear that the ownership interest of a person who bought the collateral subject to the 
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security interest is terminated by a subsequent disposition under this Part. Such a person 
s a debtor under this Article. Under former Article 9, the result arguably was the same, 
but the statute was less clear. Under subsection (a), a disposition normally discharges the 
security interest being foreclosed and any subordinate security interests and other liens. 

A disposition has the effect specified in subsection (a), even if the secured party fails to 
comply with this Article. An aggrieved person (e.g., the holder of a subordinate security 
interest to whom a notification required by Section 9-611 was not sent) has a right to re- 
cover any loss under Section 9-625(b). 

3. Unitary Standard in Public and Private Dispositions. Subsection (b) now 
contains a unitary standard that applies to transferees in both private and public disposi- 
ions—acting in good faith. However, this change from former Section 9-504(4) should not 
be interpreted to mean that a transferee acts in good faith even though it has knowledge o 
defects or buys in collusion, standards applicable to public dispositions under the former 
section. Properly understood, those standards were specific examples of the absence of good 
aith. 

4. Title Taken by Nonqualifying Transferee. Subsection (c) specifies the conse- 
quences for a transferee who does not qualify for protection under subsections (a) and (b) 
(1.e., a transferee who does not act in good faith). The transferee takes subject to the rights 
of the debtor, the enforcing secured party, and other security interests or other liens. 


$ 9-618. Rights and Duties of Certain Secondary Obligors. 

(a) [Rights and duties of secondary obligor.] A secondary obligor 
acquires the rights and becomes obligated to perform the duties of the 
secured party after the secondary obligor: 

(1) receives an assignment of a secured obligation from the secured 
party; 

(2) receives a transfer of collateral from the secured party and agrees 
to accept the rights and assume the duties of the secured party; or 


(3) is subrogated to the rights of a secured party with respect to 
collateral. 


(b) [Effect of assignment, transfer, or subrogation.] An assignment, 
ransfer, or subrogation described in subsection (a): 


(1) is not a disposition of collateral under Section 9-610; and 
(2) relieves the secured party of further duties under this article. 


Official Comment 

1. Source. Former Section 9-504(5). 

2. Scope of This Section. Under this section, assignments of secured obligations and 
other transactions (regardless of form) that function like assignments of secured obligations 
are not dispositions to which Part 6 applies. Rather, they constitute assignments of rights 
and (occasionally) delegations of duties. Application of this section may require an investiga- 

ion into the agreement of the parties, which may not be reflected in the words of the 
epurchase agreement (e.g., when the agreement requires a recourse party to “purchase the 
collateral” but contemplates that the purchaser will then conduct an Article 9 foreclosure 
disposition). 

This section, like former Section 9-504(5), does not constitute a general and comprehensive 

ule for allocating rights and duties upon assignment of a secured obligation. Rather, it ap- 
plies only in situations involving a secondary obligor described in subsection (a). In other 
contexts, the agreement of the parties and applicable law other than Article 9 determine 

hether the assignment imposes upon the assignee any duty to the debtor and whether the 
assignor retains its duties to the debtor after the assignment. 

Subsection (a)(1) applies when there has been an assignment of an obligation that is 
secured at the time it is assigned. Thus, if a secondary obligor acquires the collateral at a 
disposition under Section 9-610 and simultaneously or subsequently discharges the 

nsecured deficiency claim, subsection (a)(1) is not implicated. Similarly, subsection (a)(3) 
applies only when the secondary obligor is subrogated to the secured party’s rights with re- 
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spect to collateral. Thus, this subsection will not be implicated if a secondary obligor 
discharges the debtor's unsecured obligation for a post-disposition deficiency. Similarly, i 
he secured party disposes of some of the collateral and the secondary obligor thereafter 
discharges the remaining obligation, subsection (a) applies only with respect to rights and 
duties concerning the remaining collateral, and, under subsection (b), the subrogation is 
not a disposition of the remaining collateral. 

As discussed more fully in Comment 3, a secondary obligor may receive a transfer of col- 
ateral in a disposition under Section 9-610 in exchange for a payment that is applied 
against the secured obligation. However, a secondary obligor who pays and receives a 
ransfer of collateral does not necessarily become subrogated to the rights of the secured. 
party as contemplated by subsection (a)(3). Only to the extent the secondary obligor makes 
a payment in satisfaction of its secondary obligation would it become subrogated. To the 
extent its payment constitutes the price of the collateral in a Section 9-610 disposition by 
he secured party, the secondary obligor would not be subrogated. Thus, if the amount paid 
by the secondary obligor for the collateral in a Section 9-610 disposition is itself insufficient 
o discharge the secured obligation, but the secondary obligor makes an additional payment 
hat satisfies the remaining balance, the secondary obligor would be subrogated to the 
secured party's deficiency claim. However, the duties of the secured party as such would 
have come to an end with respect to that collateral. In some situations the capacity in 

hich the payment is made may be unclear. Accordingly, the parties should in their rela- 
ionship provide clear evidence of the nature and circumstances of the payment by the sec- 
ondary obligor. 

3. Transfer of Collateral to Secondary Obligor. It is possible for a secured party to 
ransfer collateral to a secondary obligor in a transaction that is a disposition under 
Section 9-610 and that establishes a surplus or deficiency under Section 9-615. Indeed, this 

rticle includes a special rule, in Section 9-615(f), for establishing a deficiency in the case 
of some dispositions to, inter alia, secondary obligors. This Article rejects the view, which 
some may have ascribed to former Section 9-504(5), that a transfer of collateral to a re- 
course party can never constitute a disposition of collateral which discharges a security 
interest. Inasmuch as a secured party could itself buy collateral at its own public sale, it 
makes no sense to prohibit a recourse party ever from buying at the sale. 

4. Timing and Scope of Obligations. Under subsection (a), a recourse party acquires 
ights and incurs obligations only “after” one of the specified circumstances occurs. This 
makes clear that when a successor assignee, transferee, or subrogee becomes obligated it 
does not assume any liability for earlier actions or inactions of the secured party whom it 
has succeeded unless it agrees to do so. Once the successor becomes obligated, however, it 
is responsible for complying with the secured party's duties thereafter. For example, if the 
successor is in possession of collateral, then it has the duties specified in Section 9-207. 

Under subsection (b), the same event (assignment, transfer, or subrogation) that gives 
ise to rights to, and imposes obligations on, a successor relieves its predecessor of any fur- 
her duties under this Article. For example, if the security interest is enforced after the 
secured obligation is assigned, the assignee—but not the assignor—has the duty to comply 

ith this Part. Similarly, the assignment does not excuse the assignor from liability for 
ailure to comply with duties that arose before the event or impose liability on the assignee 
or the assignor's failure to comply. 


$ 9-619. Transfer of Record or Legal Title. 
(a) [Transfer statement."] In this section, “transfer statement" means 
a record authenticated by a secured party stating: 
(1) that the debtor has defaulted in connection with an obligation 
secured by specified collateral; 
(2) that the secured party has exercised its post-default remedies with 
respect to the collateral; 
(3) that, by reason of the exercise, a transferee has acquired the rights 
of the debtor in the collateral; and 
(4) the name and mailing address of the secured party, debtor, and 
transferee. 
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(b) [Effect of transfer statement.] A transfer statement entitles the 
ransferee to the transfer of record of all rights of the debtor in the collat- 
eral specified in the statement in any official filing, recording, registration, 
or certificate-of-title system covering the collateral. If a transfer statement 
is presented with the applicable fee and request form to the official or office 
responsible for maintaining the system, the official or office shall: 


(1) accept the transfer statement; 
(2) promptly amend its records to reflect the transfer; and 


(3) if applicable, issue a new appropriate certificate of title in the 
name of the transferee. 


(c) [Transfer not a disposition; no relief of secured party’s duties.] 

A transfer of the record or legal title to collateral to a secured party under 

subsection (b) or otherwise is not of itself a disposition of collateral under 

his article and does not of itself relieve the secured party of its duties 
nder this article. 


Official Comment 

1. Source. New. 

2. Transfer of Record or Legal Title. Potential buyers of collateral that is covered by 
a certificate of title (e.g., an automobile) or is subject to a registration system (e.g., a copy- 

ight) typically require as a condition of their purchase that the certificate or registry 
eflect their ownership. In many cases, this condition can be met only with the consent o 
he record owner. If the record owner is the debtor and, as may be the case after the 
default, the debtor refuses to cooperate, the secured party may have great difficulty dispos- 
ing of the collateral. 

Subsection (b) provides a simple mechanism for obtaining record or legal title, for use 
primarily when other law does not provide one. Of course, use of this mechanism will not 
be effective to clear title to the extent that subsection (b) is preempted by federal law. 
Subsection (b) contemplates a transfer of record or legal title to a third party, following a 
secured party’s exercise of its disposition or acceptance remedies under this Part, as well as 
a transfer by a debtor to a secured party prior to the secured party’s exercise of those 

emedies. Under subsection (c), a transfer of record or legal title (under subsection (b) or 
under other law) to a secured party prior to the exercise of those remedies merely puts the 
secured party in a position to pass legal or record title to a transferee at foreclosure. 
secured party who has obtained record or legal title retains its duties with respect to 
enforcement of its security interest, and the debtor retains its rights as well. 

3. Title-Clearing Systems Under Other Law. Applicable non-UCC law (e.g., a 
certificate-of-title statute, federal registry rules, or the like) may provide a means by which 
he secured party may obtain or transfer record or legal title for the purpose of a disposi- 
ion of the property under this Article. The mechanism provided by this section is in addi- 
ion to any title-clearing provision under law other than this Article. 


§ 9-620. Acceptance of Collateral in Full or Partial Satisfaction of 
Obligation; Compulsory Disposition of Collateral. 

(a) [Conditions to acceptance in satisfaction.] Except as otherwise 
provided in subsection (g), a secured party may accept collateral in full or 
partial satisfaction of the obligation it secures only if: 

(1) the debtor consents to the acceptance under subsection (c); 

(2) the secured party does not receive, within the time set forth in 
subsection (d), a notification of objection to the proposal authenticated 
by: 

(A) a person to which the secured party was required to send a pro- 
posal under Section 9-621; or 
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(B) any other person, other than the debtor, holding an interest in 

the collateral subordinate to the security interest that is the subject o 

the proposal; 

(3) if the collateral is consumer goods, the collateral is not in the pos- 
session of the debtor when the debtor consents to the acceptance; and 

(4) subsection (e) does not require the secured party to dispose of the 
collateral or the debtor waives the requirement pursuant to Section 
9-624. 

(b) [Purported acceptance ineffective.] A purported or apparent ac- 
ceptance of collateral under this section is ineffective unless: 

(1) the secured party consents to the acceptance in an authenticated 
record or sends a proposal to the debtor; and 

(2) the conditions of subsection (a) are met. 

(c) [Debtor's consent.] For purposes of this section: 

(1) a debtor consents to an acceptance of collateral in partial satisfac- 
tion of the obligation it secures only if the debtor agrees to the terms o 
the acceptance in a record authenticated after default; and 

(2) a debtor consents to an acceptance of collateral in full satisfaction 
of the obligation it secures only if the debtor agrees to the terms of the 
acceptance in a record authenticated after default or the secured party: 

(A) sends to the debtor after default a proposal that is unconditional 
or subject only to a condition that collateral not in the possession o 
the secured party be preserved or maintained; 
(B) in the proposal, proposes to accept collateral in full satisfaction 
of the obligation it secures; and 
(C) does not receive a notification of objection authenticated by the 
debtor within 20 days after the proposal is sent. 
(d) [Effectiveness of notification.] To be effective under subsection 
(a)(2), a notification of objection must be received by the secured party: 

(1) in the case of a person to which the proposal was sent pursuant to 
Section 9-621, within 20 days after notification was sent to that person; 
and 

(2) in other cases: 

(A) within 20 days after the last notification was sent pursuant to 

Section 9-621; or 

(B) if a notification was not sent, before the debtor consents to the 

acceptance under subsection (c). 

(e) [Mandatory disposition of consumer goods.] A secured party 
hat has taken possession of collateral shall dispose of the collateral pursu- 
ant to Section 9-610 within the time specified in subsection (f) if: 

(1) 60 percent of the cash price has been paid in the case of a purchase- 
money security interest in consumer goods; or 

(2) 60 percent of the principal amount of the obligation secured has 
been paid in the case of a non-purchase-money security interest in 
consumer goods. 

(£) [Compliance with mandatory disposition requirement.] To 
comply with subsection (e), the secured party shall dispose of the collateral: 
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(1) within 90 days after taking possession; or 
(2) within any longer period to which the debtor and all secondary 
obligors have agreed in an agreement to that effect entered into and 
authenticated after default. 
(g) [No partial satisfaction in consumer transaction.] In a consumer 
ransaction, a secured party may not accept collateral in partial satisfac- 
ion of the obligation it secures. 


Official Comment 
1. Source. Former Section 9-505. 
2. Overview. This section and the two sections following deal with strict foreclosure, a. 
procedure by which the secured party acquires the debtor's interest in the collateral without 
he need for a sale or other disposition under Section 9-610. Although these provisions de- 
ive from former Section 9-505, they have been entirely reorganized and substantially 
ewritten. The more straightforward approach taken in this Article eliminates the fiction. 
hat the secured party always will present a “proposal” for the retention of collateral and 
he debtor will have a fixed period to respond. By eliminating the need (but preserving the 
possibility) for proceeding in that fashion, this section eliminates much of the awkwardness 
of former Section 9-505. It reflects the belief that strict foreclosures should be encouraged 
and often will produce better results than a disposition for all concerned. 

Subsection (a) sets forth the conditions necessary to an effective acceptance (formerly, 
etention) of collateral in full or partial satisfaction of the secured obligation. Section 9-621 
equires in addition that a secured party who wishes to proceed under this section notify 

certain other persons who have or claim to have an interest in the collateral. Unlike the 
ailure to meet the conditions in subsection (a), under Section 9-622(b) the failure to comply 
ith the notification requirement of Section 9-621 does not render the acceptance of collat- 
eral ineffective. Rather, the acceptance can take effect notwithstanding the secured party's 
oncompliance. A person to whom the required notice was not sent has the right to recover 
damages under Section 9-625(b). Section 9-622(a) sets forth the effect of an acceptance o 
collateral. 
3. Conditions to Effective Acceptance. Subsection (a) contains the conditions neces- 
sary to the effectiveness of an acceptance of collateral. Subsection (a)(1) requires the 
debtor’s consent. Under subsections (c)(1) and (c2), the debtor may consent by agreeing to 
he acceptance in writing after default. Subsection (c)(2) contains an alternative method by 

hich to satisfy the debtor's-consent condition in subsection (a)(1). It follows the proposal- 
and-objection model found in former Section 9-505: The debtor consents if the secured party 
sends a proposal to the debtor and does not receive an objection within 20 days. Under 
subsection (c)(1), however, that silence is not deemed to be consent with respect to ac- 
ceptances in partial satisfaction. Thus, a secured party who wishes to conduct a “partial 
strict foreclosure" must obtain the debtor's agreement in a record authenticated after 
default. In all other respects, the conditions necessary to an effective partial strict foreclo- 
sure are the same as those governing acceptance of collateral in full satisfaction. (But see 
subsection (g), prohibiting partial strict foreclosure of a security interest in consumer 
ransactions.) 

The time when a debtor consents to a strict foreclosure is significant in several circum- 


consent constitutes consent. 

Subsection (a)(2) contains the second condition to the effectiveness of an acceptance 
under this section—the absence of a timely objection from a person holding a junior inter- 
est in the collateral or from a secondary obligor. Any junior party—secured party or 
ienholder-is entitled to lodge an objection to a proposal, even if that person was not 
entitled to notification under Section 9-621. Subsection (d), discussed below, indicates when 
an objection is timely. 

Subsections (a)(3) and (a)(4) contain special rules for transactions in which consumers 
are involved. See Comment 12. 

4. Proposals. Section 9-102 defines the term “proposal.” It is necessary to send a “pro- 
posal” to the debtor only if the debtor does not agree to an acceptance in an authenticated 
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ecord as described in subsection (c)(1) or (c)(2). Section 9-621(a) determines whether it is 

necessary to send a proposal to third parties. A proposal need not take any particular form 
as long as it sets forth the terms under which the secured party is willing to accept collat- 
eral in satisfaction. A proposal to accept collateral should specify the amount (or a means o 
calculating the amount, such as by including a per diem accrual figure) of the secured 
obligations to be satisfied, state the conditions (if any) under which the proposal may be 
evoked, and describe any other applicable conditions. Note, however, that a conditional 
proposal generally requires the debtor's agreement in order to take effect. See subsection 
(c). 

5. Secured Party's Agreement; No *Constructive" Strict Foreclosure. The condi- 
ions of subsection (a) relate to actual or implied consent by the debtor and any secondary 
obligor or holder of a junior security interest or lien. To ensure that the debtor cannot 

nilaterally cause an acceptance of collateral, subsection (b) provides that compliance with 
hese conditions is necessary but not sufficient to cause an acceptance of collateral. Rather, 
under subsection (b), acceptance does not occur unless, in addition, the secured party 
consents to the acceptance in an authenticated record or sends to the debtor a proposal. For 
his reason, a mere delay in collection or disposition of collateral does not constitute a 
"constructive" strict foreclosure. Instead, delay is a factor relating to whether the secured 
party acted in a commercially reasonable manner for purposes of Section 9-607 or 9-610. 
debtor's voluntary surrender of collateral to a secured party and the secured party's accep- 
ance of possession of the collateral does not, of itself, necessarily raise an implication that 
he secured party intends or is proposing to accept the collateral in satisfaction of the 
secured obligation under this section. 

6. When Acceptance Occurs. This section does not impose any formalities or identify 
any steps that a secured party must take in order to accept collateral once the conditions o 
subsections (a) and (b) have been met. Absent facts or circumstances indicating a contrary 
intention, the fact that the conditions have been met provides a sufficient indication that 
he secured party has accepted the collateral on the terms to which the secured party has 
consented or proposed and the debtor has consented or failed to object. Following a pro- 
posal, acceptance of the collateral normally is automatic upon the secured party's becoming 
bound and the time for objection passing. As a matter of good business practice, an enforc- 
ing secured party may wish to memorialize its acceptance following a proposal, such as b 
notifying the debtor that the strict foreclosure is effective or by placing a written record to 
hat effect in its files. The secured party's agreement to accept collateral is self-executing 
and cannot be breached. The secured party is bound by its agreement to accept collateral 
and by any proposal to which the debtor consents. 

7. No Possession Requirement. This section eliminates the requirement in former Sec- 
ion 9-505 that the secured party be *in possession" of collateral. It clarifies that intangible 
collateral, which cannot be possessed, may be subject to a strict foreclosure under this 
section. However, under subsection (a)(3), if the collateral is consumer goods, acceptance 
does not occur unless the debtor is not in possession. 

8. When Objection Timely. Subsection (d) explains when an objection is timely and 
hus prevents an acceptance of collateral from taking effect. An objection by a person to 

hich notification was sent under Section 9-621 is effective if it is received by the secured 
party within 20 days from the date the notification was sent to that person. Other objecting 
parties (i.e., third parties who are not entitled to notification) may object at any time within 
20 days after the last notification is sent under Section 9-621. If no such notification is sent, 
hird parties must object before the debtor agrees to the acceptance in writing or is deemed 
o have consented by silence. The former may occur any time after default, and the latter 

equires a 20-day waiting period. See subsection (c). 

9. Applicability of Other Law. This section does not purport to regulate all aspects o 
he transaction by which a secured party may become the owner of collateral previously 
owned by the debtor. For example, a secured party's acceptance of a motor vehicle in satis- 
action of secured obligations may require compliance with the applicable motor vehicle 
certificate-of-title law. State legislatures should conform those laws so that they mesh well 

ith this section and Section 9-610, and courts should construe those laws and this section 
harmoniously. A secured party's acceptance of collateral in the possession of the debtor also 
may implicate statutes dealing with a seller's retention of possession of goods sold. 

10. Accounts, Chattel Paper, Payment Intangibles, and Promissory Notes. If the 
collateral is accounts, chattel paper, payment intangibles, or promissory notes, then a 
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secured party’s acceptance of the collateral in satisfaction of secured obligations would con- 
stitute a sale to the secured party. That sale normally would give rise to a new security 
interest (the ownership interest) under Sections 1-201(37) and 9-109. In the case of ac- 
counts and chattel paper, the new security interest would remain perfected by a filing that 
as effective to perfect the secured party’s original security interest. In the case of payment 
intangibles or promissory notes, the security interest would be perfected when it attaches. 
See Section 9-309. However, the procedures for acceptance of collateral under this section 
satisfy all necessary formalities and a new security agreement authenticated by the debtor 
ould not be necessary. 

11. Role of Good Faith. Section 1-203 imposes an obligation of good faith on a secured 
party’s enforcement under this Article. This obligation may not be disclaimed by agreement. 
See Section 1-102. Thus, a proposal and acceptance made under this section in bad faith 

ould not be effective. For example, a secured party’s proposal to accept marketable securi- 
ies worth $1,000 in full satisfaction of indebtedness in the amount of $100, made in the 
hopes that the debtor might inadvertently fail to object, would be made in bad faith. On the 
other hand, in the normal case proposals and acceptances should be not second-guessed on 
he basis of the “value” of the collateral involved. Disputes about valuation or even a clear 
excess of collateral value over the amount of obligations satisfied do not necessarily demon- 
strate the absence of good faith. 

12. Special Rules in Consumer Cases. Subsection (e) imposes an obligation on the 
secured party to dispose of consumer goods under certain circumstances. Subsection (f) 
explains when a disposition that is required under subsection (e) is timely. An effective ac- 
ceptance of collateral cannot occur if subsection (e) requires a disposition unless the debtor 

aives this requirement pursuant to Section 9-624(b). Moreover, a secured party who takes 
possession of collateral and unreasonably delays disposition violates subsection (e), if ap- 
plicable, and may also violate Section 9-610 or other provisions of this Part. Subsection (e) 
eliminates as superfluous the express statutory reference to “conversion” found in former 
Section 9-505. Remedies available under other law, including conversion, remain available 

nder this Article in appropriate cases. See Sections 1-103, 1-106. 

Subsection (g) prohibits the secured party in consumer transactions from accepting col- 
ateral in partial satisfaction of the obligation it secures. If a secured party attempts an ac- 
ceptance in partial satisfaction in a consumer transaction, the attempted acceptance is 

oid. 


$ 9-621. Notification of Proposal to Accept Collateral. 

(a) [Persons to which proposal to be sent.] A secured party that 
desires to accept collateral in full or partial satisfaction of the obligation it 
secures shall send its proposal to: 

(1) any person from which the secured party has received, before the 
debtor consented to the acceptance, an authenticated notification of a 
claim of an interest in the collateral; 

(2) any other secured party or lienholder that, 10 days before the 
debtor consented to the acceptance, held a security interest in or other 
lien on the collateral perfected by the filing of a financing statement 
that: 

(A) identified the collateral; 

(B) was indexed under the debtor's name as of that date; and 

(C) was filed in the office or offices in which to file a financing state- 
ment against the debtor covering the collateral as of that date; and 

(3) any other secured party that, 10 days before the debtor consented 
to the acceptance, held a security interest in the collateral perfected by 
compliance with a statute, regulation, or treaty described in Section 
9-311(a). 
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satisfaction.] A secured party that desires to accept collateral in partial 
satisfaction of the obligation it secures shall send its proposal to any sec- 
ondary obligor in addition to the persons described in subsection (a). 


Official Comment 
1. Source. Former Section 9-505. 
2. Notification Requirement. Subsection (a) specifies three classes of competing claim- 
ants to whom the secured party must send notification of its proposal: (i) those who notify 
he secured party that they claim an interest in the collateral, (ii) holders of certain secu- 
ity interests and liens who have filed against the debtor, and (iii) holders of certain secu- 
ity interests who have perfected by compliance with a statute (including a certificate-of- 
itle statute), regulation, or treaty described in Section 9-311(a). With regard to (ii), see 
Section 9-611, Comment 4. Subsection (b) also requires notification to any secondary 
obligor if the proposal is for acceptance in partial satisfaction. 
Unlike Section 9-611, this section contains no “safe harbor,” which excuses an enforcing 
secured party from notifying certain secured parties and other lienholders. This is because, 
nlike Section 9-610, which requires that a disposition of collateral be commercially reason- 
able, Section 9-620 permits the debtor and secured party to set the amount of credit the 
debtor will receive for the collateral subject only to the requirement of good faith. An effec- 
ive acceptance discharges subordinate security interests and other subordinate liens. See 
Section 9-622. If collateral is subject to several liens securing debts much larger than the 
alue of the collateral, the debtor may be disinclined to refrain from consenting to an accep- 
ance by the holder of the senior security interest, even though, had the debtor objected 
and the senior disposed of the collateral under Section 9-610, the collateral may have 
yielded more than enough to satisfy the senior security interest (but not enough to satisfy 
all the liens). Accordingly, this section imposes upon the enforcing secured party the risk o 
he filing office's errors and delay. The holder of a security interest who is entitled to 
otification under this section but does not receive it has the right to recover under Section 
9-625(b) any loss resulting from the enforcing secured party's noncompliance with this 
section. 


§ 9-622. Effect of Acceptance of Collateral. 


(a) [Effect of acceptance.] A secured party's acceptance of collateral in 
full or partial satisfaction of the obligation it secures: 


(1) discharges the obligation to the extent consented to by the debtor; 


(2) transfers to the secured party all of a debtor's rights in the collat- 
eral; 


(3) discharges the security interest or agricultural lien that is the 
subject of the debtor's consent and any subordinate security interest or 
other subordinate lien; and 


(4) terminates any other subordinate interest. 


(b [Discharge of subordinate interest notwithstanding 
noncompliance.] A subordinate interest is discharged or terminated 

nder subsection (a), even if the secured party fails to comply with this 
article. 


Official Comment 

1. Source. New. 

2. Effect of Acceptance. Subsection (a) specifies the effect of an acceptance of collateral 
in full or partial satisfaction of the secured obligation. The acceptance to which it refers is 
an effective acceptance. If a purported acceptance is ineffective under Section 9-620, e.g., 
because the secured party receives a timely objection from a person entitled to notification, 
hen neither this subsection nor subsection (b) applies. Paragraph (1) expresses the 
undamental consequence of accepting collateral in full or partial satisfaction of the secured 
obligation—the obligation is discharged to the extent consented to by the debtor. Unless 
otherwise agreed, the obligor remains liable for any deficiency. Paragraphs (2) through (4) 
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indicate the effects of an acceptance on various property rights and interests. Paragraph (2) 
ollows Section 9-617(a) in providing that the secured party acquires “all of a debtor’s rights 
in the collateral.” Under paragraph (3), the effect of strict foreclosure on holders of junior 
security interests and other liens is the same regardless of whether the collateral is ac- 
cepted in full or partial satisfaction of the secured obligation: all junior encumbrances are 
discharged. Paragraph (4) provides for the termination of other subordinate interests. 
Subsection (b) makes clear that subordinate interests are discharged under subsection (a) 
egardless of whether the secured party complies with this Article. Thus, subordinate 
interests are discharged regardless of whether a proposal was required to be sent or, i 
equired, was sent. However, a secured party’s failure to send a proposal or otherwise to 
comply with this Article may subject the secured party to liability under Section 9-625. 


§ 9-623. Right to Redeem Collateral. 
(a) [Persons that may redeem.] A debtor, any secondary obligor, or 
any other secured party or lienholder may redeem collateral. 
(b) [Requirements for redemption.] To redeem collateral, a person 
shall tender: 
(1) fulfillment of all obligations secured by the collateral; and 
(2) the reasonable expenses and attorney’s fees described in Section 
9-615(a)(1). 
(c) [When redemption may occur.] A redemption may occur at any 
ime before a secured party: 
(1) has collected collateral under Section 9-607; 
(2) has disposed of collateral or entered into a contract for its disposi- 
tion under Section 9-610; or 
(3) has accepted collateral in full or partial satisfaction of the obliga- 
tion it secures under Section 9-622. 


Official Comment 

1. Source. Former Section 9-506. 

2. Redemption Right. Under this section, as under former Section 9-506, the debtor or 

another secured party may redeem collateral as long as the secured party has not collected 
(Section 9-607), disposed of or contracted for the disposition of (Section 9-610), or accepted 
(Section 9-620) the collateral. Although this section generally follows former Section 9-506, 
it extends the right of redemption to holders of nonconsensual liens. To redeem the collat- 
eral a person must tender fulfillment of all obligations secured, plus certain expenses. I 
he entire balance of a secured obligation has been accelerated, it would be necessary to 
ender the entire balance. A tender of fulfillment obviously means more than a new promise 
o perform an existing promise. It requires payment in full of all monetary obligations then 
due and performance in full of all other obligations then matured. If unmatured secured 
obligations remain, the security interest continues to secure them (i.e., as if there had been 
no default). 

3. Redemption of Remaining Collateral Following Partial Enforcement. Under 
Section 9-610 a secured party may make successive dispositions of portions of its collateral. 

hese dispositions would not affect the debtor’s, another secured party’s, or a lienholder’s 

ight to redeem the remaining collateral. 

4. Effect of “Repledging.” Section 9-207 generally permits a secured party having pos- 
session or control of collateral to create a security interest in the collateral. As explained in 

he Comments to that section, the debtor’s right (as opposed to its practical ability) to 
edeem collateral is not affected by, and does not affect, the priority of a security interest 
created by the debtor’s secured party. 


§ 9-624. Waiver. 
(a) [Waiver of disposition notification.] A debtor or secondary obligor 
ay waive the right to notification of disposition of collateral under Section 
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9-611 only by an agreement to that effect entered into and authenticated 
after default. 

(b) [Waiver of mandatory disposition.] A debtor may waive the right 

o require disposition of collateral under Section 9-620(e) only by an agree- 
ment to that effect entered into and authenticated after default. 

(c) [Waiver of redemption right.] Except in a consumer-goods trans- 
action, a debtor or secondary obligor may waive the right to redeem collat- 
eral under Section 9-623 only by an agreement to that effect entered into 
and authenticated after default. 


Official Comment 
1. Source. Former Sections 9-504(3), 9-505, 9-506. 
2. Waiver. This section is a limited exception to Section 9-602, which generally prohibits 
aiver by debtors and obligors. It makes no provision for waiver of the rule prohibiting a 
secured party from buying at its own private disposition. Transactions of this kind are 
equivalent to “strict foreclosures” and are governed by Sections 9-620, 9-621, and 9-622. 


[SUBPART 2. NONCOMPLIANCE WITH ARTICLE] 


$ 9-625. Remedies for Secured Party's Failure to Comply With 
Article. 
(a) [Judicial orders concerning noncompliance.] If it is established 
hat a secured party is not proceeding in accordance with this article, a 
court may order or restrain collection, enforcement, or disposition of collat- 
eral on appropriate terms and conditions. 
(b) [Damages for noncompliance.] Subject to subsections (c), (d), and 


(f, a person is liable for damages in the amount of any loss caused by a 
failure to comply with this article. Loss caused by a failure to comply may| 
include loss resulting from the debtor's inability to obtain, or increased 
costs of, alternative financing. 
(c) [Persons entitled to recover damages; statutory damages in 
onsumer-goods transaction.] Except as otherwise provided in Section 
9-628: 


(1) a person that, at the time of the failure, was a debtor, was an 
obligor, or held a security interest in or other lien on the collateral may 
recover damages under subsection (b) for its loss; and 

(2) if the collateral is consumer goods, a person that was a debtor or a 
secondary obligor at the time a secured party failed to comply with this 
part may recover for that failure in any event an amount not less than 
the credit service charge plus 10 percent of the principal amount of the 
obligation or the time-price differential plus 10 percent of the cash price. 
(d) [Recovery when deficiency eliminated or reduced.] A debtor 
hose deficiency is eliminated under Section 9-626 may recover damages 

for the loss of any surplus. However, a debtor or secondary obligor whose 
deficiency is eliminated or reduced under Section 9-626 may not otherwise 
recover under subsection (b) for noncompliance with the provisions of this 
part relating to collection, enforcement, disposition, or acceptance. 

(e) [Statutory damages: noncompliance with specified provisions.] 
In addition to any damages recoverable under subsection (b), the debtor, 
consumer obligor, or person named as a debtor in a filed record, as ap- 
plicable, may recover $500 in each case from a person that: 
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(1) fails to comply with Section 9-208; 

(2) fails to comply with Section 9-209; 

(3) files a record that the person is not entitled to file under Section 
9-509(a); 

(4) fails to cause the secured party of record to file or send a termina- 
tion statement as required by Section 9-513(a) or (c); 


(5) fails to comply with Section 9-616(b)(1) and whose failure is part o 

a pattern, or consistent with a practice, of noncompliance; or 

(6) fails to comply with Section 9-616(b)(2). 

(f) [Statutory damages: noncompliance with Section 9-210.] A 
debtor or consumer obligor may recover damages under subsection (b) and, 
in addition, $500 in each case from a person that, without reasonable 
cause, fails to comply with a request under Section 9-210. A recipient of a 
request under Section 9-210 which never claimed an interest in the collat- 
eral or obligations that are the subject of a request under that section has 
a reasonable excuse for failure to comply with the request within the 

eaning of this subsection. 


(g) [Limitation of security interest: noncompliance with Section 
-210.] If a secured party fails to comply with a request regarding a list o 
collateral or a statement of account under Section 9-210, the secured party 

ay claim a security interest only as shown in the list or statement 
included in the request as against a person that is reasonably misled by 
he failure. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 

1. Source. Former Section 9-507. 

2. Remedies for Noncompliance; Scope. Subsections (a) and (b) provide the basic 
emedies afforded to those aggrieved by a secured party's failure to comply with this 
Article. Like all provisions that create liability, they are subject to Section 9-628, which 
should be read in conjunction with Section 9-605. The principal limitations under this Part 
on a secured party's right to enforce its security interest against collateral are the require- 
ments that it proceed in good faith (Section 1-203), in a commercially reasonable manner 
(Sections 9-607 and 9-610), and, in most cases, with reasonable notification (Sections 9-611 
hrough 9-614). Following former Section 9-507, under subsection (a) an aggrieved person 
may seek injunctive relief, and under subsection (b) the person may recover damages for 
osses caused by noncompliance. Unlike former Section 9-507, however, subsections (a) and 
(b) are not limited to noncompliance with provisions of this Part of Article 9. Rather, they 
apply to noncompliance with any provision of this Article. The change makes this section 
applicable to noncompliance with Sections 9-207 (duties of secured party in possession o 
collateral), 9-208 (duties of secured party having control over deposit account), 9-209 
(duties of secured party if account debtor has been notified of an assignment), 9-210 (duty 
o comply with request for accounting, etc.), 9-509(a) (duty to refrain from filing unautho- 
ized financing statement), and 9-513(a) or (c) (duty to provide termination statement). 
Subsection (a) also modifies the first sentence of former Section 9-507(1) by adding the ref- 
erences to “collection” and “enforcement.” Subsection (c)(2), which gives a minimum dam- 
age recovery in consumer-goods transactions, applies only to noncompliance with the provi- 


emedy for failure to comply with the requirements of this Article: a damage recovery in 
he amount of loss caused by the noncompliance. Subsection (c) identifies who may recover 
nder subsection (b). It affords a remedy to any aggrieved person who is a debtor or obligor. 
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However, a principal obligor who is not a debtor may recover damages only for noncompli- 
ance with Section 9-616, inasmuch as none of the other rights and duties in this Article run 
in favor of such a principal obligor. Such a principal obligor could not suffer any loss or 
damage on account of noncompliance with rights or duties of which it is not a beneficiary. 
Subsection (c) also affords a remedy to an aggrieved person who holds a competing security 
interest or other lien, regardless of whether the aggrieved person is entitled to notification 
under Part 6. The remedy is available even to holders of senior security interests and other 
iens. The exercise of this remedy is subject to the normal rules of pleading and proof. A 
person who has delegated the duties of a secured party but who remains obligated to 
perform them is liable under this subsection. The last sentence of subsection (d) eliminates 
he possibility of double recovery or other over-compensation arising out of a reduction or 
elimination of a deficiency under Section 9-626, based on noncompliance with the provi- 
sions of this Part relating to collection, enforcement, disposition, or acceptance. Assuming 
no double recovery, a debtor whose deficiency is eliminated under Section 9-626 may 
pursue a claim for a surplus. Because Section 9-626 does not apply to consumer transac- 
ions, the statute is silent as to whether a double recovery or other over-compensation is 
possible in a consumer transaction. 

Damages for violation of the requirements of this Article, including Section 9-609, are 
hose reasonably calculated to put an eligible claimant in the position that it would have 
occupied had no violation occurred. See Section 1-106. Subsection (b) supports the recovery 
of actual damages for committing a breach of the peace in violation of Section 9-609, and 
principles of tort law supplement this subsection. See Section 1-103. However, to the extent 
hat damages in tort compensate the debtor for the same loss dealt with by this Article, the 
debtor should be entitled to only one recovery. 

4. Minimum Damages in Consumer-Goods Transactions. Subsection (c)(2) provides 
a minimum, statutory, damage recovery for a debtor and secondary obligor in a consumer- 
goods transaction. It is patterned on former Section 9-507(1) and is designed to ensure that 
every noncompliance with the requirements of Part 6 in a consumer-goods transaction 
esults in liability, regardless of any injury that may have resulted. Subsection (c)(2) leaves 
he treatment of statutory damages as it was under former Article 9. A secured party is not 
iable for statutory damages under this subsection more than once with respect to any one 
secured obligation (see Section 9-628(e)), nor is a secured party liable under this subsection 
or failure to comply with Section 9-616 (see Section 9-628(d)). 

Following former Section 9-507(1), this Article does not include a definition or explana- 
ion of the terms “credit service charge,” “principal amount,” “time-price differential,” or 
“cash price,” as used in subsection (c)(2). It leaves their construction and application to the 
court, taking into account the subsection’s purpose of providing a minimum recovery in 
consumer-goods transactions. 

5. Supplemental Damages. Subsections (e) and (f) provide damages that supplement 
he recovery, if any, under subsection (b). Subsection (e) imposes an additional $500 li- 
ability upon a person who fails to comply with the provisions specified in that subsection, 
and subsection (f) imposes like damages on a person who, without reasonable excuse, fails 
o comply with a request for an accounting or a request regarding a list of collateral or 
statement of account under Section 9-210. However, under subsection (f), a person has a 
easonable excuse for the failure if the person never claimed an interest in the collateral or 
obligations that were the subject of the request. 

6. Estoppel. Subsection (g) limits the extent to which a secured party who fails to 
comply with a request regarding a list of collateral or statement of account may claim a se- 
curity interest. 


§ 9-626. Action in Which Deficiency or Surplus Is in Issue. 

(a) [Applicable rules if amount of deficiency or surplus in issue.] 
In an action arising from a transaction, other than a consumer transac- 
ion, in which the amount of a deficiency or surplus is in issue, the follow- 
ing rules apply: 

(1) A secured party need not prove compliance with the provisions o 
this part relating to collection, enforcement, disposition, or acceptance 
unless the debtor or a secondary obligor places the secured party's 
compliance in issue. 
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(2) If the secured party’s compliance is placed in issue, the secured 
party has the burden of establishing that the collection, enforcement, 
disposition, or acceptance was conducted in accordance with this part. 

(3) Except as otherwise provided in Section 9-628, if a secured party 
fails to prove that the collection, enforcement, disposition, or acceptance 
was conducted in accordance with the provisions of this part relating to 
collection, enforcement, disposition, or acceptance, the liability of a 
debtor or a secondary obligor for a deficiency is limited to an amount by 
which the sum of the secured obligation, expenses, and attorney’s fees 
exceeds the greater of: 

(A) the proceeds of the collection, enforcement, disposition, or accep- 
tance; or 

(B) the amount of proceeds that would have been realized had the 
noncomplying secured party proceeded in accordance with the provi- 
sions of this part relating to collection, enforcement, disposition, or 
acceptance. 

(4) For purposes of paragraph (3)(B), the amount of proceeds that 
would have been realized is equal to the sum of the secured obligation, 
expenses, and attorney’s fees unless the secured party proves that the 
amount is less than that sum. 

(5) If a deficiency or surplus is calculated under Section 9-615(f), the 
debtor or obligor has the burden of establishing that the amount o 
proceeds of the disposition is significantly below the range of prices that 
a complying disposition to a person other than the secured party, a 
person related to the secured party, or a secondary obligor would have 


brought. 

(b) [Non-consumer transactions; no inference.] The limitation o 
he rules in subsection (a) to transactions other than consumer transac- 
ions is intended to leave to the court the determination of the proper rules 
in consumer transactions. The court may not infer from that limitation the 
nature of the proper rule in consumer transactions and may continue to 
apply established approaches. 


Official Comment 

1. Source. New. 

2. Scope. The basic damage remedy under Section 9-625(b) is subject to the special rules 
in this section for transactions other than consumer transactions. This section addresses 
situations in which the amount of a deficiency or surplus is in issue, i.e., situations in 

hich the secured party has collected, enforced, disposed of, or accepted the collateral. It 
contains special rules applicable to a determination of the amount of a deficiency or surplus. 
Because this section affects a person's liability for a deficiency, it is subject to Section 
9-628, which should be read in conjunction with Section 9-605. The rules in this section ap- 
ply only to noncompliance in connection with the “collection, enforcement, disposition, or 
acceptance" under Part 6. For other types of noncompliance with Part 6, the general li- 
ability rule of Section 9-625(b)—recovery of actual damages—applies. Consider, for example, 
a repossession that does not comply with Section 9-609 for want of a default. The debtor's 

emedy is under Section 9-625(b). In a proper case, the secured party also may be liable for 
conversion under non-UCC law. If the secured party thereafter disposed of the collateral, 
however, it would violate Section 9-610 at that time, and this section would apply. 

3. Rebuttable Presumption Rule. Subsection (a) establishes the rebuttable presump- 
ion rule for transactions other than consumer transactions. Under paragraph (1), the 
secured party need not prove compliance with the relevant provisions of this Part as part o 
its prima facie case. If, however, the debtor or a secondary obligor raises the issue (in accor- 
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dance with the forum's rules of pleading and practice), then the secured party bears the 
burden of proving that the collection, enforcement, disposition, or acceptance complied. In 
he event the secured party is unable to meet this burden, then paragraph (3) explains how 
o calculate the deficiency. Under this rebuttable presumption rule, the debtor or obligor is 
o be credited with the greater of the actual proceeds of the disposition or the proceeds that 

ould have been realized had the secured party complied with the relevant provisions. If a 
deficiency remains, then the secured party is entitled to recover it. The references to “the 
secured obligation, expenses, and attorney's fees" in paragraphs (3) and (4) embrace the ap- 
plication rules in Sections 9-608(a) and 9-615(a). 

Unless the secured party proves that compliance with the relevant provisions would have 
yielded a smaller amount, under paragraph (4) the amount that a complying collection, 
enforcement, or disposition would have yielded is deemed to be equal to the amount of the 
secured obligation, together with expenses and attorney's fees. Thus, the secured party 
may not recover any deficiency unless it meets this burden. 

4. Consumer Transactions. Although subsection (a) adopts a version of the rebuttable 
presumption rule for transactions other than consumer transactions, with certain excep- 

ions Part 6 does not specify the effect of a secured party's noncompliance in consumer 
ransactions. (The exceptions are the provisions for the recovery of damages in Section 

9-625.) Subsection (b) provides that the limitation of subsection (a) to transactions other 
han consumer transactions is intended to leave to the court the determination of the 

proper rules in consumer transactions. It also instructs the court not to draw any inference 
om the limitation as to the proper rules for consumer transactions and leaves the court 
ee to continue to apply established approaches to those transactions. 

Courts construing former Section 9-507 disagreed about the consequences of a secured 
party's failure to comply with the requirements of former Part 5. Three general approaches 
emerged. Some courts have held that a noncomplying secured party may not recover a defi- 
ciency (the “absolute bar" rule). A few courts held that the debtor can offset against a claim 

o a deficiency all damages recoverable under former Section 9-507 resulting from the 
secured party's noncompliance (the “offset” rule). A plurality of courts considering the issue 
held that the noncomplying secured party is barred from recovering a deficiency unless it 
overcomes a rebuttable presumption that compliance with former Part 5 would have yielded 
an amount sufficient to satisfy the secured debt. In addition to the nonuniformity resulting 

rom court decisions, some States enacted special rules governing the availability o 
deficiencies. 

5. Burden of Proof When Section 9-615(f) Applies. In a non-consumer transaction, 
subsection (a)(5) imposes upon a debtor or obligor the burden of proving that the proceeds 
of a disposition are so low that, under Section 9-615(f), the actual proceeds should not serve 
as the basis upon which a deficiency or surplus is calculated. Were the burden placed on 

he secured party, then debtors might be encouraged to challenge the price received in 
every disposition to the secured party, a person related to the secured party, or a secondary 
obligor 

6. Delay in Applying This Section. There is an inevitable delay between the time a 
secured party engages in a noncomplying collection, enforcement, disposition, or acceptance 
and the time of a subsequent judicial determination that the secured party did not compl 

ith Part 6. During the interim, the secured party, believing that the secured obligation is 
arger than it ultimately is determined to be, may continue to enforce its security interest 
in collateral. If some or all of the secured indebtedness ultimately is discharged under this 
section, a reasonable application of this section would impose liability on the secured party 
or the amount of any excess, unwarranted recoveries but would not make the enforcement 
efforts wrongful. 


$ 9-627. Determination of Whether Conduct Was Commercially 
Reasonable. 


(a) [Greater amount obtainable under other circumstances; no 
preclusion of commercial reasonableness.] The fact that a greater 
amount could have been obtained by a collection, enforcement, disposition, 
or acceptance at a different time or in a different method from that selected 
by the secured party is not of itself sufficient to preclude the secured party 
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from establishing that the collection, enforcement, disposition, or accep- 
ance was made in a commercially reasonable manner. 


(b) [Dispositions that are commercially reasonable.] A disposition 
of collateral is made in a commercially reasonable manner if the disposi- 
ion is made: 


(1) in the usual manner on any recognized market; 

(2) at the price current in any recognized market at the time of the 
disposition; or 

(3) otherwise in conformity with reasonable commercial practices 
among dealers in the type of property that was the subject of the 
disposition. 

(c) [Approval by court or on behalf of creditors.] A collection, 
enforcement, disposition, or acceptance is commercially reasonable if it has 
been approved: 

(1) in a judicial proceeding; 

(2) by a bona fide creditors’ committee; 

(3) by a representative of creditors; or 

(4) by an assignee for the benefit of creditors. 


(d) [Approval under subsection (c) not necessary; absence of ap- 
proval has no effect.] Approval under subsection (c) need not be obtained, 
and lack of approval does not mean that the collection, enforcement, dispo- 
sition, or acceptance is not commercially reasonable. 


Official Comment 

1. Source. Former Section 9-507(2). 

2. Relationship of Price to Commercial Reasonableness. Some observers have 
ound the notion contained in subsection (a) (derived from former Section 9-507(2)) (the fact 

hat a better price could have been obtained does not establish lack of commercial 
easonableness) to be inconsistent with that found in Section 9-610(b) (derived from former 

Section 9-504(3)) (every aspect of the disposition, including its terms, must be commercially 
easonable). There is no such inconsistency. While not itself sufficient to establish a viola- 
ion of this Part, a low price suggests that a court should scrutinize carefully all aspects o 

a disposition to ensure that each aspect was commercially reasonable. 

The law long has grappled with the problem of dispositions of personal and real property 

hich comply with applicable procedural requirements (e.g., advertising, notification to 
interested persons, etc.) but which yield a price that seems low. This Article addresses that 
issue in Section 9-615(f). That section applies only when the transferee is the secured 
party, a person related to the secured party, or a secondary obligor. It contains a special 

ule for calculating a deficiency or surplus in a complying disposition that yields a price 
hat is "significantly below the range of proceeds that a complying disposition to a person 

other than the secured party, a person related to the secured party, or a secondary obligor 
ould have brought." 

3. Determination of Commercial Reasonableness; Advance Approval. It is 
important to make clear the conduct and procedures that are commercially reasonable and 

o provide a secured party with the means of obtaining, by court order or negotiation with a 
creditors' committee or a representative of creditors, advance approval of a proposed 
method of enforcement as commercially reasonable. This section contains rules that assist 
in that determination and provides for advance approval in appropriate situations. 
However, none of the specific methods of disposition specified in subsection (b) is required 
or exclusive. 

4. *Recognized Market." As in Sections 9-610(c) and 9-611(d), the concept of a 
"recognized market" in subsections (b)(1) and (2) is quite limited; it applies only to markets 
in which there are standardized price quotations for property that is essentially fungible, 
such as stock exchanges. 
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$ 9-628. Nonliability and Limitation on Liability of Secured Party; 
Liability of Secondary Obligor. 

(a) [Limitation of liability of secured party for noncompliance 

ith article.] Unless a secured party knows that a person is a debtor or 
obligor, knows the identity of the person, and knows how to communicate 

ith the person: 

(1) the secured party is not liable to the person, or to a secured party 
or lienholder that has filed a financing statement against the person, for 
failure to comply with this article; and 

(2) the secured party's failure to comply with this article does not af- 
fect the liability of the person for a deficiency. 

(b) [Limitation of liability based on status as secured party.] A 
secured party is not liable because of its status as secured party: 

(1) to a person that is a debtor or obligor, unless the secured party 
knows: 

(A) that the person is a debtor or obligor; 
(B) the identity of the person; and 
(C) how to communicate with the person; or 

(2) to a secured party or lienholder that has filed a financing state- 

ment against a person, unless the secured party knows: 
(A) that the person is a debtor; and 
(B) the identity of the person. 

(c) [Limitation of liability if reasonable belief that transaction 
not a consumer-goods transaction or consumer transaction.] A 
secured party is not liable to any person, and a person's liability for a defi- 
ciency is not affected, because of any act or omission arising out of the 
secured party's reasonable belief that a transaction is not a consumer- 
goods transaction or a consumer transaction or that goods are not 
consumer goods, if the secured party's belief is based on its reasonable reli- 
ance on: 

(1) a debtor's representation concerning the purpose for which collat- 
eral was to be used, acquired, or held; or 

(2) an obligor's representation concerning the purpose for which a 
secured obligation was incurred. 

(d) [Limitation of liability for statutory damages.] A secured party 
is not liable to any person under Section 9-625(c)(2) for its failure to comply 

ith Section 9-616. 

(e) [Limitation of multiple liability for statutory damages.] A 
secured party is not liable under Section 9-625(c)(2) more than once with 
respect to any one secured obligation. 


Official Comment 

1. Source. New. 

2. Exculpatory Provisions. Subsections (a), (b), and (c) contain exculpatory provisions 
hat should be read in conjunction with Section 9-605. Without this group of provisions, a 
secured party could incur liability to unknown persons and under circumstances that would 
not allow the secured party to protect itself. The broadened definition of the term *debtor" 
underscores the need for these provisions. 

If a secured party reasonably, but mistakenly, believes that a consumer transaction or 
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consumer-goods transaction is a non-consumer transaction or non-consumer-goods transac- 
ion, and if the secured party’s belief is based on its reasonable reliance on a representation 
of the type specified in subsection (c)(1) or (c)(2), then this Article should be applied as i 
he facts reasonably believed and the representation reasonably relied upon were true. For 
example, if a secured party reasonably believed that a transaction was a non-consumer 
ransaction and its belief was based on reasonable reliance on the debtor’s representation 
hat the collateral secured an obligation incurred for business purposes, the secured party 
is not liable to any person, and the debtor’s liability for a deficiency is not affected, because 
of any act or omission of the secured party which arises out of the reasonable belief. O 
course, if the secured party’s belief is not reasonable or, even if reasonable, is not based on 
easonable reliance on the debtor’s representation, this limitation on liability is 
inapplicable. 

3. Inapplicability of Statutory Damages to Section 9-616. Subsection (d) excludes 
noncompliance with Section 9-616 entirely from the scope of statutory damage liability 
under Section 9-625(c)(2). 

4. Single Liability for Statutory Minimum Damages. Subsection (e) ensures that a 
secured party will incur statutory damages only once in connection with any one secured 
obligation. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


PART 7. TRANSITION 


§ 9-701. Effective Date. 
This [Act] takes effect on July 1, 2001. 


Official Comment 

A uniform law as complex as Article 9 necessarily gives rise to difficult problems and 
uncertainties during the transition to the new law. As is customary for uniform laws, this 
Article is based on the general assumption that all States will have enacted substantially 
identical versions. While always important, uniformity is essential to the success of this 

rticle. If former Article 9 is in effect in some jurisdictions, and this Article is in effect in 
others, horrendous complications may arise. For example, the proper place in which to file 
o perfect a security interest (and thus the status of a particular security interest as 
perfected or unperfected) would depend on whether the matter was litigated in a State in 

hich former Article 9 was in effect or a State in which this Article was in effect. Accord- 
ingly, this section contemplates that States will adopt a uniform effective date for this 

rticle. Any one State’s failure to adopt the uniform effective date will greatly increase the 
cost and uncertainty surrounding the transition. 

Other problems arise from transactions and relationships that were entered into under 
ormer Article 9 or under non-UCC law and which remain outstanding on the effective date 
of this Article. The difficulties arise primarily because this Article expands the scope of for- 
mer Article 9 to cover additional types of collateral and transactions and because it provides 
new methods of perfection for some types of collateral, different priority rules, and different 
choice-of-law rules governing perfection and priority. This Section and the other sections in 
his Part address primarily this second set of problems. 


§ 9-702. Savings Clause. 

(a) [Pre-effective-date transactions or liens.] Except as otherwise 
provided in this part, this [Act] applies to a transaction or lien within its 
scope, even if the transaction or lien was entered into or created before 
his [Act] takes effect. 

(b) [Continuing validity.] Except as otherwise provided in subsection 
(c) and Sections 9-703 through 9-709: 

(1) transactions and liens that were not governed by [former Article 9], 
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were validly entered into or created before this [Act] takes effect, and 
would be subject to this [Act] if they had been entered into or created af- 
ter this [Act] takes effect, and the rights, duties, and interests flowing 
from those transactions and liens remain valid after this [Act] takes ef- 
fect; and 

(2) the transactions and liens may be terminated, completed, consum- 
mated, and enforced as required or permitted by this [Act] or by the law 
that otherwise would apply if this [Act] had not taken effect. 
(c) [Pre-effective-date proceedings.] This [Act] does not affect an ac- 

ion, case, or proceeding commenced before this [Act] takes effect. 


As amended in 2000. 
See Appendix P for material relating to changes made in text in 2000. 


Official Comment 
1. Pre-Effective-Date Transactions. Subsection (a) contains the general rule that this 
Article applies to transactions, security interests, and other liens within its scope (see 
Section 9-109), even if the transaction or lien was entered into or created before the effec- 
ive date. Thus, secured transactions entered into under former Article 9 must be 
erminated, completed, consummated, and enforced under this Article. Subsection (b) is an 
exception to the general rule. It applies to valid, pre-effective-date transactions and liens 
hat were not governed by former Article 9 but would be governed by this Article if they 
had been entered into or created after this Article takes effect. Under subsection (b), these 
alid transactions, such as the creation of agricultural liens and security interests in com- 
mercial tort claims, retain their validity under this Article and may be terminated, 
completed, consummated, and enforced under this Article. However, these transactions also 
may be terminated, completed, consummated, and enforced by the law that otherwise 
ould apply had this Article not taken effect. 
2. Judicial Proceedings Commenced Before Effective Date. As is usual in transi- 
ion provisions, subsection (c) provides that this Article does not affect litigation pending on 
he effective date. 


§ 9-703. Security Interest Perfected Before Effective Date. 
(a) [Continuing priority over lien creditor: perfection require- 
ents satisfied.] A security interest that is enforceable immediately 
before this [Act] takes effect and would have priority over the rights of a 
person that becomes a lien creditor at that time is a perfected security 
interest under this [Act] if, when this [Act] takes effect, the applicable 
requirements for enforceability and perfection under this [Act] are satis- 
fied without further action. 
(b) [Continuing priority over lien creditor: perfection require- 
ents not satisfied.] Except as otherwise provided in Section 9-705, if, 
immediately before this [Act] takes effect, a security interest is enforceable 
and would have priority over the rights of a person that becomes a lien 
creditor at that time, but the applicable requirements for enforceability or 
perfection under this [Act] are not satisfied when this [Act] takes effect, 
he security interest: 
(1) is a perfected security interest for one year after this [Act] takes ef- 
fect; 
(2) remains enforceable thereafter only if the security interest becomes 
enforceable under Section 9-203 before the year expires; and 
(3) remains perfected thereafter only if the applicable requirements 
for perfection under this [Act] are satisfied before the year expires. 


1085 


UNIFORM COMMERCIAL CODE 


Official Comment 

1. Perfected Security Interests Under Former Article 9 and This Article. This 
section deals with security interests that are perfected (i.e., that are enforceable and have 
priority over the rights of a lien creditor) under former Article 9 or other applicable law im- 
mediately before this Article takes effect. Subsection (a) provides, not surprisingly, that i 
he security interest would be a perfected security interest under this Article (i.e., if the 
ransaction satisfies this Article’s requirements for enforceability (attachment) and perfec- 
ion), no further action need be taken for the security interest to be a perfected security 
interest. 

2. Security Interests Enforceable and Perfected Under Former Article 9 but 

nenforceable or Unperfected Under This Article. Subsection (b) deals with security 
interests that are enforceable and perfected under former Article 9 or other applicable law 
immediately before this Article takes effect but do not satisfy the requirements for enforce- 
ability (attachment) or perfection under this Article. Except as otherwise provided in 
Section 9-705, these security interests are perfected security interests for one year after the 
effective date. If the security interest satisfies the requirements for attachment and perfec- 
ion within that period, the security interest remains perfected thereafter. If the security 
interest satisfies only the requirements for attachment within that period, the security 
interest becomes unperfected at the end of the one-year period. 

Example 1: A pre-effective-date security agreement in a consumer transaction cov- 
ers “all securities accounts.” The security interest is properly perfected. The collateral 
description was adequate under former Article 9 (see former Section 9-115(3)) but is 
insufficient under this Article (see Section 9-108(e)(2)). Unless the debtor authenticates a 
new security agreement describing the collateral other than by “type” (or Section 9-203(b) 
(3) otherwise is satisfied) within the one-year period following the effective date, the se- 
curity interest becomes unenforceable at the end of that period. 

Other examples under former Article 9 or other applicable law that may be effective as at- 
achment or enforceability steps but may be ineffective under this Article include an oral 
agreement to sell a payment intangible or possession by virtue of a notification to a bailee 
nder former Section 9-305. Neither the oral agreement nor the notification would satisfy 
he revised Section 9-203 requirements for attachment. 

Example 2: A pre-effective-date possessory security interest in instruments is 
perfected by a bailee’s receipt of notification under former 9-305. The bailee has not, 
however, acknowledged that it holds for the secured party’s benefit under revised Section 
9-313. Unless the bailee authenticates a record acknowledging that it holds for the 
secured party (or another appropriate perfection step is taken) within the one-year pe- 
riod following the effective date, the security interest becomes unperfected at the end o 
that period. 

3. Interpretation of Pre-Effective-Date Security Agreements. Section 9-102 defines 
“security agreement” as “an agreement that creates or provides for a security interest.” 

nder Section 1-201(3), an “agreement” is a “bargain of the parties in fact.” If parties to a 
pre-effective-date security agreement describe the collateral by using a term defined in for- 
mer Article 9 in one way and defined in this Article in another way, in most cases it should 
be presumed that the bargain of the parties contemplated the meaning of the term under 
ormer Article 9. 

Example 3: A pre-effective-date security agreement covers “all accounts” of a debtor. 
As defined under former Article 9, an “account” did not include a right to payment for 
lottery winnings. These rights to payment are “accounts” under this Article, however. 
The agreement of the parties presumptively created a security interest in “accounts” as 
defined in former Article 9. A different result might be appropriate, for example, if the 
security agreement explicitly contemplated future changes in the Article 9 definitions o 
types of collateral—e.g., “ ‘Accounts’ means ‘accounts’ as defined in the UCC Article 9 o 
[State X], as that definition may be amended from time to time.” Whether a different ap- 
proach is appropriate in any given case depends on the bargain of the parties, as 
determined by applying ordinary principles of contract construction. 


9-704. Security Interest Unperfected Before Effective Date. 

A security interest that is enforceable immediately before this [Act] 
akes effect but which would be subordinate to the rights of a person that 
becomes a lien creditor at that time: 
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(1) remains an enforceable security interest for one year after this 
[Act] takes effect; 

(2) remains enforceable thereafter if the security interest becomes en- 
forceable under Section 9-203 when this [Act] takes effect or within one 
year thereafter; and 

(3) becomes perfected: 

(A) without further action, when this [Act] takes effect if the ap- 
plicable requirements for perfection under this [Act] are satisfied 
before or at that time; or 

(B) when the applicable requirements for perfection are satisfied i 
the requirements are satisfied after that time. 


Official Comment 

This section deals with security interests that are enforceable but unperfected (i.e., sub- 
ordinate to the rights of a person who becomes a lien creditor) under former Article 9 or 
other applicable law immediately before this Article takes effect. These security interests 
emain enforceable for one year after the effective date, and thereafter if the appropriate 
steps for attachment under this Article are taken before the one-year period expires. (This 
section's treatment of enforceability is the same as that of Section 9-703.) The security 
interest becomes a perfected security interest on the effective date if, at that time, the secu- 
ity interest satisfies the requirements for perfection under this Article. If the security 
interest does not satisfy the requirements for perfection until sometime thereafter, it 
becomes a perfected security interest at that later time. 

Example: A security interest has attached under former Article 9 but is unperfected 
because the filed financing statement covers “all of debtor's personal property" and con- 
trolling case law in the applicable jurisdiction has determined that this identification o 
collateral in a financing statement is insufficient. Upon the effective date of this Article, 
the financing statement becomes sufficient under Section 9-504(2). On that date the se- 
curity interest becomes perfected. (This assumes, of course, that the financing statement 
is filed in the proper filing office under this Article.) 


9-705. Effectiveness of Action Taken Before Effective Date. 

(a) [Pre-effective-date action; one-year perfection period unless 
reperfected.] If action, other than the filing of a financing statement, is 

aken before this [Act] takes effect and the action would have resulted in 

priority of a security interest over the rights of a person that becomes a 
lien creditor had the security interest become enforceable before this [Act] 
akes effect, the action is effective to perfect a security interest that at- 
aches under this [Act] within one year after this [Act] takes effect. An at- 
ached security interest becomes unperfected one year after this [Act] 
akes effect unless the security interest becomes a perfected security inter- 
est under this [Act] before the expiration of that period. 

(b) [Pre-effective-date filing.] The filing of a financing statement before 
his [Act] takes effect is effective to perfect a security interest to the extent 
he filing would satisfy the applicable requirements for perfection under 
his [Act]. 

(c) [Pre-effective-date filing in jurisdiction formerly governing 
perfection.] This [Act] does not render ineffective an effective financing 
statement that, before this [Act] takes effect, is filed and satisfies the ap- 
plicable requirements for perfection under the law of the jurisdiction 
governing perfection as provided in [former Section 9-103]. However, except 
as otherwise provided in subsections (d) and (e) and Section 9-706, the 
financing statement ceases to be effective at the earlier of: 
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under the law of the jurisdiction in which it is filed; or 
(2) June 30, 2006. 


(d) [Continuation statement.] The filing of a continuation statement 
after this [Act] takes effect does not continue the effectiveness of the financ- 
ing statement filed before this [Act] takes effect. However, upon the timely 
filing of a continuation statement after this [Act] takes effect and in accor- 
dance with the law of the jurisdiction governing perfection as provided in 

art 3, the effectiveness of a financing statement filed in the same office in 
hat jurisdiction before this [Act] takes effect continues for the period 
provided by the law of that jurisdiction. 


(e) [Application of subsection (c)(2) to transmitting utility financ- 
ing statement.] Subsection (c)(2) applies to a financing statement that, 
before this [Act] takes effect, is filed against a transmitting utility and 
satisfies the applicable requirements for perfection under the law of the ju- 
risdiction governing perfection as provided in [former Section 9-103] only 
o the extent that Part 3 provides that the law of a jurisdiction other than 
he jurisdiction in which the financing statement is filed governs perfection 
of a security interest in collateral covered by the financing statement. 


(f) [Application of Part 5.] A financing statement that includes a 
financing statement filed before this [Act] takes effect and a continuation 
statement filed after this [Act] takes effect is effective only to the extent 
hat it satisfies the requirements of Part 5 for an initial financing 
statement. 


Official Comment 
1. General. This section addresses primarily the situation in which the perfection step is 
aken under former Article 9 or other applicable law before the effective date of this Article, 
but the security interest does not attach until after that date. 

2. Perfection Other Than by Filing. Subsection (a) applies when the perfection step is 
a step other than the filing of a financing statement. If the step that would be a valid 
perfection step under former Article 9 or other law is taken before this Article takes effect, 
and if a security interest attaches within one year after this Article takes effect, then the 
security interest becomes a perfected security interest upon attachment. However, the se- 
curity interest becomes unperfected one year after the effective date unless the require- 
ments for attachment and perfection under this Article are satisfied within that period. 

3. Perfection by Filing: Ineffective Filings Made Effective. Subsection (b) deals 

ith financing statements that were filed under former Article 9 and which would not have 
perfected a security interest under the former Article (because, e.g., they did not accurately 
describe the collateral or were filed in the wrong place), but which would perfect a security 
interest under this Article. Under subsection (b), such a financing statement is effective to 
perfect a security interest to the extent it complies with this Article. Subsection (b) applies 

egardless of the reason for the filing. For example, a secured party need not wait until the 
effective date to respond to the change this Article makes with respect to the jurisdiction 
hose law governs perfection of certain security interests. Rather, a secured party may 
ish to prepare for this change by filing a financing statement before the effective date in 
he jurisdiction whose law governs perfection under this Article. When this Article takes ef- 
ect, the filing becomes effective to perfect a security interest (assuming the filing satisfies 
he perfection requirements of this Article). Note, however, that Section 9-706 determines 
hether a financing statement filed before the effective date operates to continue the ef- 
ectiveness of a financing statement filed in another office before the effective date. 

4. Perfection by Filing: Change in Applicable Law or Filing Office. Subsection (c) 
provides that a financing statement filed in the proper jurisdiction under former Section 
9-103 remains effective for all purposes, despite the fact that this Article would require fil- 
ing of a financing statement in a different jurisdiction or in a different office in the same 
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jurisdiction. This means that, during the early years of this Article's effectiveness, it may 
be necessary to search not only in the filing office of the jurisdiction whose law governs 
perfection under this Article but also (if different) in the jurisdiction(s) and filing office(s) 
designated by Article 9. To limit this burden, subsection (c) provides that a financing state- 
ment filed in the jurisdiction determined by former Section 9-103 becomes ineffective at the 
earlier of the time it would become ineffective under the law of that jurisdiction or June 30, 
2006. The June 30, 2006, limitation addresses some nonuniform versions of former Article 
9 that extended the effectiveness of a financing statement beyond five years. Note that a 

nancing statement filed before the effective date may remain effective beyond June 30, 
2006, if subsection (d) (concerning continuation statements) or (e) (concerning transmitting 
utilities) or Section 9-706 (concerning initial financing statements that operate to continue 
pre-effective-date financing statements) so provides. 

Subsection (c) is an exception to Section 9-703(b). Under the general rule in Section 
9-703(b), a security interest that is enforceable and perfected on the effective date of this 
Article is a perfected security interest for one year after this Article takes effect, even if the 
security interest is not enforceable under this Article and the applicable requirements for 
perfection under this Article have not been met. However, in some cases subsection (c) may 
shorten the one-year period of perfection; in others, if the security interest is enforceable 
under Section 9-203, it may extend the period of perfection. 

Example 1: On July 3, 1996, D, a State X corporation, creates a security interest in 
certain manufacturing equipment located in State Y. On July 6, 1996, SP perfects a se- 
curity interest in the equipment under former Article 9 by filing in the office of the State 
Y Secretary of State. See former Section 9-103(1)(b). This Article takes effect in States 
and Y on July 1, 2001. Under Section 9-705(c), the financing statement remains effective 
until it lapses in July 2001. See former Section 9-403. Had SP continued the effective- 
ness of the financing statement by filing a continuation statement in State Y under for- 
mer Article 9 before July 1, 2001, the financing statement would have remained effective 
to perfect the security interest through June 30, 2006. See subsection (c)(2). 
Alternatively, SP could have filed an initial financing statement in State X under subsec- 
tion (b) or Section 9-706 before the State Y financing statement lapsed. Had SP done so, 
the security interest would have remained perfected without interruption until the State 
X financing statement lapsed. 

5. Continuing Effectiveness of Filed Financing Statement. A financing statement 

led before the effective date of this Article may be continued only by filing in the State and 
office designated by this Article. This result is accomplished in the following manner: 
Subsection (d) indicates that, as a general matter, a continuation statement filed after the 
effective date of this Article does not continue the effectiveness of a financing statement 

led under the law designated by former Section 9-103. Instead, an initial financing state- 
ment must be filed under Section 9-706. The second sentence of subsection (d) contains an 
exception to the general rule. It provides that a continuation statement is effective to 
continue the effectiveness of a financing statement filed before this Article takes effect i 
his Article prescribes not only the same jurisdiction but also the same filing office. 

Example 2: On November 8, 2000, D, a State X corporation, creates a security inter- 
est in certain manufacturing equipment located in State Y. On November 15, 2000, SP 
perfects a security interest in the equipment under former Article 9 by filing in office o 
the State Y Secretary of State. See former Section 9-103(1)(b). This Article takes effect in 
States X and Y on July 1, 2001. Under Section 9-705(c), the financing statement ceases 
to be effective in November, 2005, when it lapses. See Section 9-515. Under this Article, 
the law of D's location (State X, see Section 9-307) governs perfection. See Section 9-301. 
Thus, the filing of a continuation statement in State Y after the effective date would not 
continue the effectiveness of the financing statement. See subsection (d). However, the 
effectiveness of the financing statement could be continued under Section 9-706. 

Example 3: The facts are as in Example 2, except that D is a State Y corporation. As- 
sume State Y adopted former Section 9-401(1) (second alternative). State Y law governs 
perfection under Part 3 of this Article. (See Sections 9-301, 9-307.) Under the second 
sentence of subsection (d), the timely filing of a continuation statement in accordance 
with the law of State Y continues the effectiveness of the financing statement. 

Example 4: The facts are as in Example 3, except that the collateral is equipment 
used in farming operations and, in accordance with former Section 9-401(1) (second 
alternative) as enacted in State Y, the financing statement was filed in State Y, in the of- 


1089 


UNIFORM COMMERCIAL CODE 


fice of the Shelby County Recorder of Deeds. Under this Article, a continuation statement 

must be filed in the office of the State Y Secretary of State. See Section 9-501(a)(2). 

Under the second sentence of subsection (d), the timely filing of a continuation statement 

in accordance with the law of State Y operates to continue a pre-effective-date financing 

statement only if the continuation statement is filed in the same office as the financing 
statement. Accordingly, the continuation statement is not effective in this case, but the 

financing statement may be continued under Section 9-706. 

Example 5: The facts are as in Example 3, except that State Y enacted former Sec- 
tion 9-401(1) (third alternative). As required by former Section 9-401(1), SP filed financ- 
ing statements in both the office of the State Y Secretary of State and the office of the 
Shelby County Recorder of Deeds. Under this Article, a continuation statement must be 
filed in the office of the State Y Secretary of State. See Section 9-501(a)(2). The timely fil- 
ing of a continuation statement in that office after this Article takes effect would be effec- 
tive to continue the effectiveness of the financing statement (and thus continue the 
perfection of the security interest), even if the financing statement filed with the County 
Recorder lapses. 

6. Continuation Statements. In some cases, this Article reclassifies collateral covered 
by a financing statement filed under former Article 9. For example, collateral consisting o 
he right to payment for real property sold would be a “general intangible" under the for- 
mer Article but an “account” under this Article. To continue perfection under those circum- 
stances, a continuation statement must comply with the normal requirements for a continu- 
ation statement. See Section 9-515. In addition, the pre-effective-date financing statement 
and continuation statement, taken together, must satisfy the requirements of this Article 
concerning the sufficiency of the debtor's name, secured party's name, and indication o 
collateral. See subsection (f). 

Example 6: A pre-effective-date financing statement covers “all general intangibles” 
of a debtor. As defined under former Article 9, a *general intangible," would include 
rights to payment for lottery winnings. These rights to payment are “accounts” under 
this Article, however. A post-effective-date continuation statement will not continue the 
effectiveness of the pre-effective-date financing statement with respect to lottery win- 
nings unless it amends the indication of collateral covered to include lottery winnings 
(e.g., by adding “accounts,” “rights to payment for lottery winnings,” or the like). If the 
continuation statement does not amend the indication of collateral, the continuation 
statement will be effective to continue the effectiveness of the financing statement only 
with respect to “general intangibles” as defined in this Article. 

Example 7: The facts are as in Example 6, except that the pre-effective-date financ- 
ing statement covers “all accounts and general intangibles.” Even though rights to pay- 
ment for lottery winnings are “general intangibles” under former Article 9 and “accounts” 
under this Article, a post-effective-date continuation statement would continue the ef- 
fectiveness of the pre-effective-date financing statement with respect to lottery winnings. 
There would be no need to amend the indication of collateral covered, inasmuch as the 
indication (“accounts”) satisfies the requirements of this Article. 


s amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-706. When Initial Financing Statement Suffices to Continue 
Effectiveness of Financing Statement. 
(a) [Initial financing statement in lieu of continuation statement.] 
he filing of an initial financing statement in the office specified in Section 
9-501 continues the effectiveness of a financing statement filed before this 
[Act] takes effect if: 
(1) the filing of an initial financing statement in that office would be 
effective to perfect a security interest under this [Act]; 
(2) the pre-effective-date financing statement was filed in an office in 
another State or another office in this State; and 
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(3) the initial financing statement satisfies subsection (c). 

(b) [Period of continued effectiveness.] The filing of an initial financ- 
ing statement under subsection (a) continues the effectiveness of the pre- 
effective-date financing statement: 

(1) if the initial financing statement is filed before this [Act] takes ef- 
fect, for the period provided in [former Section 9-403] with respect to a 
financing statement; and 

(2) if the initial financing statement is filed after this [Act] takes ef- 
fect, for the period provided in Section 9-515 with respect to an initial 
financing statement. 

(c) [Requirements for initial financing statement under subsec- 

ion (a).] To be effective for purposes of subsection (a), an initial financing 
statement must: 

(1) satisfy the requirements of Part 5 for an initial financing state- 
ment; 

(2) identify the pre-effective-date financing statement by indicating 
the office in which the financing statement was filed and providing the 
dates of filing and file numbers, if any, of the financing statement and o 
the most recent continuation statement filed with respect to the financ- 
ing statement; and 


(3) indicate that the pre-effective-date financing statement remains 
effective. 


Official Comment 

1. Continuation of Financing Statements Not Filed in Proper Filing Office Under 

his Article. This section deals with continuing the effectiveness of financing statements 
hat are filed in the proper State and office under former Article 9, but which would be filed 
in the wrong State or in the wrong office of the proper State under this Article. Section 
9-705(d) provides that, under these circumstances, filing a continuation statement after the 
effective date of this Article in the office designated by former Article 9 would not be 
effective. This section provides the means by which the effectiveness of such a financing 
statement can be continued if this Article governs perfection under the applicable choice-of- 
aw rule: filing an initial financing statement in the office specified by Section 9-501. 

Although it has the effect of continuing the effectiveness of a pre-effective-date financing 
statement, an initial financing statement described in this section is not a continuation 
statement. Rather, it is governed by the rules applicable to initial financing statements. 
(However, the debtor need not authorize the filing. See Section 9-708.) Unlike a continua- 
ion statement, the initial financing statement described in this section may be filed any 
ime during the effectiveness of the pre-effective-date financing statement—even before this 
Article is enacted—and not only within the six months immediately prior to lapse. In 
contrast to a continuation statement, which extends the lapse date of a filed financing 
statement for five years, the initial financing statement has its own lapse date, which bears 
no relation to the lapse date of the pre-effective-date financing statement whose effective- 

ess the initial financing statement continues. See subsection (b). 

As subsection (a) makes clear, the filing of an initial financing statement under this sec- 
ion continues the effectiveness of a pre-effective-date financing statement. If the effective- 
ness of a pre-effective-date financing statement lapses before the initial financing state- 
ment is filed, the effectiveness of the pre-effective-date financing statement cannot be 
continued. Rather, unless the security interest is perfected otherwise, there will be a period 
during which the security interest is unperfected before becoming perfected again by the 
ling of the initial financing statement under this section. 

If an initial financing statement is filed under this section before the effective date of this 

rticle, it takes effect when this Article takes effect (assuming that it is ineffective under 
ormer Article 9). Note, however, that former Article 9 determines whether the filing office 
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ceding paragraph, an initial financing statement filed before the effective date of this 
Article does not continue the effectiveness of a pre-effective-date financing statement unless 
he latter remains effective on the effective date of this Article. Thus, for example, if the ef- 
ectiveness of the pre-effective-date financing statement lapses before this Article takes ef- 
ect, the initial financing statement would not continue its effectiveness. 

2. Requirements of Initial Financing Statement Filed in Lieu of Continuation 
Statement. Subsection (c) sets forth the requirements for the initial financing statement 
under subsection (a). These requirements are needed to inform searchers that the initial 

nancing statement operates to continue a financing statement filed elsewhere and to en- 
able searchers to locate and discover the attributes of the other financing statement. A 
single initial financing statement may continue the effectiveness of more than one financing 
statement filed before this Article’s effective date. See Section 1-102(5)(a) (words in the 
singular include the plural). If a financing statement has been filed in more than one office 
in a given jurisdiction, as may be the case if the jurisdiction had adopted former Section 
9-401(1), third alternative, then an identification of the filing in the central filing office suf- 
ces for purposes of subsection (c)(2). If under this Article the collateral is of a type differ- 
ent from its type under former Article 9—as would be the case, e.g., with a right to pay- 
ment of lottery winnings (a “general intangible” under former Article 9 and an “account” 
nder this Article), then subsection (c) requires that the initial financing statement indicate 
he type under this Article. 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-707. Amendment of Pre-Effective-Date Financing Statement. 


(a) [*Pre-effective-date financing statement".] In this section, “Pre- 
effective-date financing statement" means a financing statement filed 


before this [Act] takes effect. 

(b) [Applicable law.] After this [Act] takes effect, a person may add or 
delete collateral covered by, continue or terminate the effectiveness of, or 
otherwise amend the information provided in, a pre-effective-date financ- 
ing statement only in accordance with the law of the jurisdiction governing 
perfection as provided in Part 3. However, the effectiveness of a pre- 
effective-date financing statement also may be terminated in accordance 

ith the law of the „jurisdiction in which the financing statement is filed. 

(c) [Method of amending: general rule.] Except as otherwise provided 
in subsection (d), if the law of this State governs perfection of a security 
interest, the information in a pre-effective-date financing statement may 
be amended after this [Act] takes effect only if: 

(1) the pre-effective-date financing statement and an amendment are 
filed in the office specified in Section 9-501; 

(2) an amendment is filed in the office specified in Section 9-501 concur- 
rently with, or after the filing in that office of, an initial financing state- 
ment that satisfies Section 9-706(c); or 

(3) an initial financing statement that provides the information as 
amended and satisfies Section 9-706(c) is filed in the office specified in 
Section 9-501. 

(d) [Method of amending: continuation.] If the law of this State 
coverns perfection of a security interest, the effectiveness of a pre-effective- 


date financing statement may be continued only under Section 9-705(d) 
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ay be terminated after this [Act] takes effect by filing a termination 
statement in the office in which the pre-effective-date financing statement 


As added in 2000. 
See Appendix P for material relating to adoption of section in 2000. 


Official Comment 

1. Scope of This Section. This section addresses post-effective-date amendments to pre- 
effective-date financing statements. 

2. Applicable Law. Determining how to amend a pre-effective-date financing statement 
equires one first to determine the jurisdiction whose law applies. Subsection (b) provides 
hat, as a general matter, post-effective-date amendments to pre-effective-date financing 

statements are effective only if they are accomplished in accordance with the substantive 
(or local) law of the jurisdiction governing perfection under Part 3 of this Article. However, 
under certain circumstances, the effectiveness of a financing statement may be terminated 
in accordance with the substantive law of the jurisdiction in which the financing statement 
is filed. See Comment 5, below. 

Example 1: D is a corporation organized under the law of State Y. It owns equip- 
ment located in State X. Under former Article 9, SP properly perfected a security inter- 
est in the equipment by filing a financing statement in State X. Under this Article, the 
law of State Y governs perfection of the security interest. See Sections 9-301, 9-307. Af- 
ter this Article takes effect, SP wishes to amend the financing statement to reflect a 
change in D's name. Under subsection (b), the financing statement may be amended in 
accordance with the law of State Y, i.e., in accordance with subsection (c) as enacted in 
State Y. 

Example 2: The facts are as in Example 1, except that SP wishes to terminate the ef- 
fectiveness of the State X filing. The first sentence of subsection (b) provides that the 
financing statement may be terminated after the effective date of this Article in accor- 
dance with the law of State Y, i.e., in accordance with subsection (c) as enacted in State 
Y. However, the second sentence provides that the financing statement also may be 
terminated in accordance with the law of the jurisdiction in which it is filed, i.e., in accor- 
dance with subsection (e) as enacted in State X. If the pre-effective-date financing state- 
ment is filed in the jurisdiction whose law governs perfection (here, State Y), then both. 
sentences would designate the law of State Y as applicable to the termination of the 
financing statement. That is, the financing statement could be terminated in accordance 
with subsection (c) or (e) as enacted in State Y. 

3. Method of Amending. Subsection (c) provides three methods of effectuating a post- 
effective-date amendment to a pre-effective-date financing statement. Under subsection 
(c)(1), if the financing statement is filed in the jurisdiction and office determined by this 
Article, then an effective amendment may be filed in the same office. 

Example 3: D is a corporation organized under the law of State Z. It owns equip- 
ment located in State Z. Before the effective date of this Article, SP perfected a security 
interest in the equipment by filing in two offices in State Z, a local filing office and the 
office of the Secretary of State. See former Section 9-401(1) (third alternative). State Z 
enacts this Article and specifies in Section 9-501 that a financing statement covering 
equipment is to be filed in the office of the Secretary of State. SP wishes to assign its 
power as secured party of record. Under subsection (b), the substantive law of State Z 
applies. Because the pre-effective-date financing statement is filed in the office specified 
in subsection (c)(1) as enacted by State Z, SP may effectuate the assignment by filing an 
amendment under Section 9-514 with the office of the Secretary of State. SP need not 
amend the local filing, and the priority of the security interest perfected by the filing o 
the financing statement would not be affected by the failure to amend the local filing. 
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If a pre-effective-date financing statement is filed in an office other than the one specified 
by Section 9-501 of the relevant jurisdiction, then ordinarily an amendment filed in that of- 
ce is ineffective. (Subsection (e) provides an exception for termination statements.) Rather, 
he amendment must be effectuated by a filing in the jurisdiction and office determined by 
his Article. That filing may consist of an initial financing statement followed by an amend- 
ment, an initial financing statement together with an amendment, or an initial financing 
statement that indicates the information provided in the financing statement, as amended. 
Subsection (c)(2) encompasses the first two options; subsection (c)(3) contemplates the last. 
In each instance, the initial financing statement must satisfy Section 9-706(c). 

4. Continuation. Subsection (d) refers to the two methods by which a secured party may 
continue the effectiveness of a pre-effective-date financing statement under this Part. The 
Comments to Sections 9-705 and 9-706 explain these methods. 

5. Termination. The effectiveness of a pre-effective-date financing statement may be 

erminated pursuant to subsection (c). This section also provides an alternative method for 

accomplishing this result: filing a termination statement in the office in which the financing 
statement is filed. The alternative method becomes unavailable once an initial financing 
statement that relates to the pre-effective-date financing statement and satisfies Section 
9-706(c) is filed in the jurisdiction and office determined by this Article. 

Example 4: The facts are as in Example 1, except that SP wishes to terminate a 
financing statement filed in State X. As explained in Example 1, the financing statement 
may be amended in accordance with the law of the jurisdiction governing perfection 
under this Article, i.e., in accordance with the substantive law of State Y. As enacted in 
State Y, subsection (c)(1) is inapplicable because the financing statement was not filed in 
the State Y filing office specified in Section 9-501. Under subsection (c)(2), the financing 
statement may be amended by filing in the State Y filing office an initial financing state- 
ment followed by a termination statement. The filing of an initial financing statement 
together with a termination statement also would be legally sufficient under subsection 
(c)(2), but Section 9-512(a)(1) may render this method impractical. The financing state- 
ment also may be amended under subsection (c)(3), but the resulting initial financing 
statement is likely to be very confusing. In each instance, the initial financing statement 
must satisfy Section 9-706(c). Applying the law of State Y, subsection (e) is inapplicable, 
because the financing statement was not filed in “this State,” i.e., State Y. 

This section affords another option to SP. Subsection (b) provides that the effective- 
ness of a financing statement may be terminated either in accordance with the law of the 
jurisdiction governing perfection (here, State Y) or in accordance with the substantive 
law of the jurisdiction in which the financing statement is filed (here, State X). Applying 
the law of State X, the financing statement is filed in “this State,” i.e., State X, and 
subsection (e) applies. Accordingly, the effectiveness of the financing statement can be 
terminated by filing a termination statement in the State X office in which the financing 
statement is filed, unless an initial financing statement that relates to the financing 
statement and satisfies Section 9-706(c) as enacted in State X has been filed in the juris- 
diction and office determined by this Article (here, the State Y filing office). 


As amended in 2000. 


See Appendix P for material relating to changes made in Official Comment 
in 2000. 


§ 9-708. Persons Entitled to File Initial Financing Statement or 
Continuation Statement. 


A person may file an initial financing statement or a continuation state- 
ent under this part if: 
(1) the secured party of record authorizes the filing; and 
(2) the filing is necessary under this part: 
(A) to continue the effectiveness of a financing statement filed before 
this [Act] takes effect; or 
(B) to perfect or continue the perfection of a security interest. 


As amended in 2000. 
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See Appendix P for material relating to changes made in 2000. 


Official Comment 
This section permits a secured party to file an initial financing statement or continuation 
statement necessary under this Part to continue the effectiveness of a financing statement 
led before this Article takes effect or to perfect or otherwise continue the perfection of a 
security interest. Because a filing described in this section typically operates to continue 
he effectiveness of a financing statement whose filing the debtor already has authorized, 
his section does not require authorization from the debtor. 


$ 9-709. Priority. 

(a) [Law governing priority.] This [Act] determines the priority o 
conflicting claims to collateral. However, if the relative priorities of the 
claims were established before this [Act] takes effect, [former Article 9] 
determines priority. 

(b) [Priority if security interest becomes enforceable under Section 
-203.] For purposes of Section 9-322(a), the priority of a security interest 
hat becomes enforceable under Section 9-203 of this [Act] dates from the 
ime this [Act] takes effect if the security interest is perfected under this 
Act] by the filing of a financing statement before this [Act] takes effect 
hich would not have been effective to perfect the security interest under 
[former Article 9]. This subsection does not apply to conflicting security 


As amended in 2000. 
See Appendix P for material relating to changes made in 2000. 


Official Comment 
1. Law Governing Priority. Ordinarily, this Article determines the priority of conflict- 
ing claims to collateral. However, when the relative priorities of the claims were established 
before this Article takes effect, former Article 9 governs. 
Example 1: In 1999, SP-1 obtains a security interest in a right to payment for goods 
sold (“account”). SP-1 fails to file a financing statement. This Article takes effect on July 
1, 2001. Thereafter, on August 1, 2001, D creates a security interest in the same account 
in favor of SP-2, who files a financing statement. This Article determines the relative 
priorities of the claims. SP-2's security interest has priority under Section 9-322(a)(1). 
Example 2: In 1999, SP-1 obtains a security interest in a right to payment for goods 
sold (“account”). SP-1 fails to file a financing statement. In 2000, D creates a security 
interest in the same account in favor of SP-2, who likewise fails to file a financing 
statement. This Article takes effect on July 1, 2001. Because the relative priorities of the 
security interests were established before the effective date of this Article, former Article 
9 governs priority, and SP-1’s security interest has priority under former Section 
9-312(5)(b). 
Example 3: The facts are as in Example 2, except that, on August 1, 2001, SP-2 files 
a proper financing statement under this Article. Until August 1, 2001, the relative priori- 
ties of the security interests were established before the effective date of this Article, as 
in Example 2. However, by taking the affirmative step of filing a financing statement, 
SP-2 established anew the relative priority of the conflicting claims after the effective 
date. Thus, this Article determines priority. SP-2's security interest has priority under 
Section 9-322(a)(1). 
As Example 3 illustrates, relative priorities that are *established" before the effective date 
do not necessarily remain unchanged following the effective date. Of course, unlike priority, 
contests among unperfected security interests, some priorities are established permanently, 
e.g., the rights of a buyer of property who took free of a security interest under former 
rticle 9. 
One consequence of the rule in subsection (a) is that the mere taking effect of this Article 
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does not of itself adversely affect the priority of conflicting claims to collateral. 

Example 4: In 1999, SP-1 obtains a security interest in a right to payment for lot- 
tery winnings (a “general intangible” as defined in former Article 9 but an “account” as 
defined in this Article). SP-1’s security interest is unperfected because its filed financing 
statement covers only “accounts.” In 2000, D creates a security interest in the same right 
to payment in favor of SP-2, who files a financing statement covering “accounts and gen- 
eral intangibles.” Before this Article takes effect on July 1, 2001, SP-2’s perfected secu- 
rity interest has priority over SP-1’s unperfected security interest under former 9-312(5). 
Because the relative priorities of the security interests were established before the effec- 
tive date of this Article, former Article 9 continues to govern priority after this Article 
takes effect. Thus, SP-2’s priority is not adversely affected by this Article’s having taken 
effect. 

Note that were this Article to govern priority, SP-2 would become subordinated to SP-1 
under Section 9-322(a)(1), even though nothing changes other than this Article’s having 
aken effect. Under Section 9-704, SP-1’s security interest would become perfected; the 
nancing statement covering “accounts” adequately covers the lottery winnings and 
complies with the other perfection requirements of this Article, e.g., it is filed in the proper 
office. 

Example 5: In 1999, SP-1 obtains a security interest in a right to payment for lot- 
tery winnings—a “general intangible” (as defined under former Article 9). SP-1’s security 
interest is unperfected because its filed financing statement covers only “accounts.” In 
2000, D creates a security interest in the same right to payment in favor of SP-2, who 
makes the same mistake and also files a financing statement covering only “accounts.” 
Before this Article takes effect on July 1, 2001, SP-1’s unperfected security interest has 
priority over SP-2’s unperfected security interest, because SP-1’s security interest was 
the first to attach. See former Section 9-312(5)(b). Because the relative priorities of the 
security interests were established before the effective date of this Article, former Article 
9 continues to govern priority after this Article takes effect. Although Section 9-704 
makes both security interests perfected for purposes of this Article, both are unperfected 
under former Article 9, which determines their relative priorities. 

2. Financing Statements Ineffective Under Former Article 9 but Effective Under 
his Article. If this Article determines priority, subsection (b) may apply. It deals with the 
case in which a filing that occurs before the effective date of this Article would be ineffec- 
ive to perfect a security interest under former Article 9 but effective under this Article. For 
purposes of Section 9-322(a), the priority of a security interest that attaches after this 
rticle takes effect and is perfected in this manner dates from the time this Article takes 
effect. 

Example 6: In 1999, SP-1 obtains a security interest in D’s existing and after- 
acquired instruments and files a financing statement covering “instruments.” In 2000, D 
grants a security interest in its existing and after-acquired accounts in favor of SP-2, 
who files a financing statement covering “accounts.” After this Article takes effect on 
July 1, 2001, one of D’s account debtors gives D a negotiable note to evidence its obliga- 
tion to pay an overdue account. Under the first-to-file-or-perfect rule in Section 9-322(a), 
SP-1 would have priority in the instrument, which constitutes SP-2’s proceeds. SP-1’s fil- 
ing in 1999 was earlier than SP-2’s in 2000. However, subsection (b) provides that, for 
purposes of Section 9-322(a), SP-1’s priority dates from the time this Article takes effect 
(July 1, 2001). Under Section 9-322(b), SP-2’s priority with respect to the proceeds 
(instrument) dates from its filing as to the original collateral (accounts). Accordingly, SP- 
2’s security interest would be senior. 

Subsection (b) does not apply to conflicting security interests each of which is perfected by a 
pre-effective-date filing that was not effective under former Article 9 but is effective under 
his Article. 

Example 7: In 1999, SP-1 obtains a security interest in D’s existing and after- 
acquired instruments and files a financing statement covering “instruments.” In 2000, D 
grants a security interest in its existing and after-acquired instruments in favor of SP-2, 
who files a financing statement covering “instruments.” After this Article takes effect on 
July 1, 2001, one of D’s account debtors gives D a negotiable note to evidence its obliga- 
tion to pay an overdue account. Under the first-to-file-or-perfect rule in Section 9-322(a), 
SP-1 would have priority in the instrument. Both filings are effective under this Article, 
see Section 9-705(b), and SP-1’s filing in 1999 was earlier than SP-2’s in 2000. Subsec- 
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tion (b) does not change this result. 


APPENDIX I. CONFORMING AMENDMENTS TO OTHER 
ARTICLES 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 
* ok E 
(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 
Rights of creditors against sold goods. Section 2-402. 
Applicability of the Article on Leases. Sections 2A-105 and 2A-106. 
Applicability of the Article on Bank Deposits and Collections. Section 
4-102. 
Governing law in the Article on Funds Transfers. Section 4A-507. 
Letters of Credit. Section 5-116. 

Bulk sales subject to the Article on Bulk Sales. Section 6-103. [If a 
State adopts the repealer of Article 6, then this item should be deleted.] 
Applicability of the Article on Investment Securities. Section 8-110. 

Perfeetion-provisiens-of-the-Artiele-on-Seeured-Transaetions--Seetion 
9-103- 


Law governing perfection, the effect of perfection or nonperfection, and 
the priority of security interests and agricultural liens. Sections 9-301 
through 9-307. 


Official Comment 
xX ok ck 


6. Seetion 9-163 Sections 9-301 through 9-307 should be consulted as to the rules for 
perfection of security interests and agricultural liens and+the-effeets, the effect of perfection 
and nonperfection, and priority. 


§ 1-201. General Definitions. 
Subject to additional definitions contained in the subsequent Articles o 
his Act which are applicable to specific Articles or Parts thereof, and un- 
less the context otherwise requires, in this Act: 
xX ok ok 
(9) “Buyer in ordinary course of business” means a person whe that 
buys goods in good faith, and without knowledge that the sale te-him-s 
in-vielatien—ef violates the ownership rights or-seeurity interest of a 
third-party another person in the goods, and buys in the ordinary course 
from a person, other than a pawnbroker, in the business of selling goods 
of that kind but-does-not-inelude-a-pawnbroker. e W 
minerals-or-the-like-Gneluding-oil-and-gas)-at—we 
A person buys goods in the DIG course 
if the sale to the person comports with the usual or customary practices 
in the hind of business in which the seller is engaged or with the seller's 
own usual or customary practices. A person that sells oil, gas, or other 
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minerals at the wellhead or minehead is a person in the business of sell- 
ing goods of that kind. “Buying” A buyer in ordinary course of business 
may be buy for cash, er by exchange of other property, or on secured or 
unsecured credit, and tmehides-reeetving may acquire goods or docu- 
ments of title under a pre- iir d contract for sale 
in-bulk-or-as-seeurity-for-or-3n-total-or-partial-satisfaetion-of-a 
money-debt. Only a buyer that takes possession of the goods or has a 
right to recover the goods from the seller under Article 2 may be a buyer 
in ordinary course of business. A person that acquires goods in a transfer 
in bulk or as security for or in total or partial satisfaction of a money 


debt is not a buyer in ordinary course of business. 
xX ck * 


(32) “Purchase” includes taking by sale, discount, negotiation, 
mortgage, pledge, lien, security interest, issue or re-issue, gift, or any 
other voluntary transaction creating an interest in property. 

xX k * 


(37) “Security interest” means an interest in personal property or 
fixtures which secures payment or performance of an uec cU he 
retention-er-reservation-of-title-by-a-seller-of-goods-no hstandi 
shipment-or-delivery-to-the-buyer-Gection-2-401) is Himited-in-effect-to-a 

2- The term also includes any interest 
of a consignor and a buyer of accounts, er chattel paper, whieh a pay- 
ment intangible, or a promissory note in a transaction that is subject to 
Article 9. The special property interest of a buyer of goods on identifica- 
tion of those goods to a contract for sale under Section 2-40 is not a “se- 
curity interest", but a buyer may also acquire a “security interest" by 


MEA with. Article 9. ib ha qur E AN i in CE 


ment im any event is es to the provisions on 

- Except as otherwise provided in Section 2- 505, the right 
of a seller or lessor of goods under Article 2 or 2A to retain or acquire 
possession of the goods is not a "security interest^, but a seller or lessor 
may also acquire a "security interest" by complying with Article 9. The 
retention or reservation of title by a seller of goods notwithstanding ship- 
ment or delivery to the buyer (Section 2-401) is limited in effect to 


areservation of a *security interest". 
xX k * 


Offcial Comment 
*k k ck 


9. “Buyer in Ordinary Course of Business.” From Section 1, Uniform Trust Receipts Act. 
he definition has been expanded to make clear the type of person protected. Its major sig- 
nificance lies in Section 2-403 and in the Article on Secured Transactions (Article 9). 


The first sentence of paragraph (9) makes clear that a buyer from a pawnbroker cannot be 
a buyer in ordinary course of business. The second sentence tracks Section 6-102(1)(m). It 
explains what it means to buy “in the ordinary course.” The penultimate sentence prevents a 
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buyer that does not have the right to possession as against the seller from being a buyer in 
ordinary course of business. Concerning when a buyer obtains possessory rights, see Sections 

-502 and 2-716. However, the penultimate sentence is not intended to affect a buyer's status 
as a buyer in ordinary course of business in cases (such as a *drop shipment") involving 
delivery by the seller to a person buying from the buyer or a donee from the buyer. The 
equirement relates to whether as against the seller the buyer or one taking through the 
buyer has possessory rights. 

kok 

32. “Purchase.” Section 58, Uniform Warehouse Receipts Act; Section 76, Uniform Sales 
Act; Section 53, Uniform Bills of Lading Act; Section 22, Uniform Stock Transfer Act; Sec- 
ion 1, Uniform Trust Receipts Act. Rephrased. With the addition of taking “by . . . security 


interest," the revised definition makes explicit what formerly was implicit. 
kok 


ertain-kinds-ef-property-Seetion-1-201(3-His-being-amended-at-the-same-time-that-the 
Artiele-on-Leases-CArtiele-2A)dHs-being-promulgated-as-an-amendment-to-this-Aet. The defi- 

ition of “security interest" was revised in connection with the promulgation of Article 2A 
and also to take account of the expanded scope of Article 9 as revised in the 1998 Official 
Text. It includes the interest of a consignor and the interest of a buyer of accounts, chattel 
paper, payment intangibles, or promissory notes. See Section 9-109. It also makes clear that, 
with certain exceptions, in rem rights of sellers and lessors under Articles 2 and 2A are not 
"security interests." Among the rights that are not security interests are the right to with- 
hold delivery under Section 2-702(1), 2-703(a), or 2A-525, the right to stop delivery under 

ection 2-705 or 24-526, and the right to reclaim under Section 2-507(2) or 2-702(2). 

kok 


$ 2-103. Definitions and Index of Definitions. 
xX ok 
(3) The following definitions in other Articles apply to this Article: 
“Check”. Section 3-104. 
“Consignee”. Section 7-102. 
“Consignor”. Section 7-102. 
“Consumer goods". Section 9-109 9-102. 
“Dishonor”. Section 3-507 3-502. 
“Draft”. Section 3-104. 


§ 2-210. Delegation of Performance; Assignment of Rights. 


xX kK ck 


(2) Unless Except as otherwise provided in Section 9-406, unless 
otherwise agreed, all rights of either seller or buyer can be assigned except 

here the assignment would materially change the duty of the other party, 
or increase materially the burden or risk imposed on him by his contract, 
or impair materially his chance of obtaining return performance. A right to 
damages for breach of the whole contract or a right arising out of the as- 
signor's due performance of his entire obligation can be assigned despite 
agreement otherwise. 

(3) The creation, attachment, perfection, or enforcement of a security 
interest in the seller's interest under a contract is not a transfer that materi- 
ally changes the duty of or increases materially the burden or risk imposed 
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on the buyer or impairs materially the buyer’s chance of obtaining return 
performance within the purview of subsection (2) unless, and then only to 
the extent that, enforcement actually results in a delegation of material per- 
formance of the seller. Even in that event, the creation, attachment, perfec- 
tion, and enforcement of the security interest remain effective, but (i) the 
eller is liable to the buyer for damages caused by the delegation to the 
extent that the damages could not reasonably be prevented by the buyer, 
and (it) a court having jurisdiction may grant other appropriate relief, 
including cancellation of the contract for sale or an injunction against 
enforcement of the security interest or consummation of the enforcement. 
xX ok * 
egislative Note: Succeeding subsections must be renumbered. 


Offcial Comment 


3. Under subsection (2) rights which are no longer executory such as a right to damages 
uu E de E sai E quac Fab E E S MERE 
iele- may be assigned although the agreement tle assignment. In 


5x-this-su iam ~ Subsection (2) i is Sub dd "M Section 9- 406, oic deni hide to AEn 
Or Es sold Pau, whether or not earned, freely alienable notwithstanding a con- 
trary agreement or rule of law. 

kok Ok 


$ 2-312. Warranty of Title and Against Infringement; Buyer's 
Obligation Against Infringement. 


Ok ck 


Official Comment 
*k ok ck 


5. Subsection (2) recognizes that sales by sheriffs, executors, certain foreclosing lienors 
and persons similarly situated are may be so out of the ordinary commercial course that 
heir peculiar character is immediately apparent to the buyer and therefore no personal 
obligation is imposed upon the seller who is purporting to sell only an unknown or limited 
ight. This subsection does not touch upon and leaves open all questions of restitution aris- 
ing in such cases, when a unique article so sold is reclaimed by a third party as the rightful 
owner. 
Foreclosure sales under Article 9 are another matter. Section 9-610 provides that a dispo- 
ition of collateral under that section includes warranties such as those imposed by this sec- 
tion on a voluntary disposition of property of the kind involved. Consequently, unless 
properly excluded under subsection (2) or under the special provisions for exclusion in 
ection 9-610, a disposition under Section 9-610 of collateral consisting of goods includes 
the warranties imposed by subsection (1) and, if applicable, subsection (3). 
kok Ok 


§ 2-326. Sale on Approval and Sale or Return; Consignment-Sales 
and Rights of Creditors. 
(1) Unless otherwise agreed, if delivered goods may be returned by the 
buyer even though they conform to the contract, the transaction is 
(a) a *sale on approval" if the goods are delivered primarily for use, 
and 


(b) a *sale or return" if the goods are delivered primarily for resale. 


(2) Bxeept-as-previded in -subseetion (3), goods Goods held on approval 
are not subject to the claims of the buyer’s creditors until acceptance; 
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goods held on sale or return are subject to such claims while in the buyer's 


A ecco mi ich 
She goods are deemed to De on sale or rebum a sealed tbaies 


(4)(3) Any “or return” term of a contract for sale is to be treated as a sep- 
arate contract for sale within the statute of frauds section of this Article 
(Section 2-201) and as contradicting the sale aspect of the contract within 
he provisions of this Article on parol or extrinsic evidence (Section 2-202). 


Official Comment 


1. & Both a *sale on approval" er and a *sale or return" is-distinet should be distinguished 

om other types of transactions with which id frequently have frequently been confused. 
q spect teete as approval” “en doe Hs dealt A "sale on approval,’ 

ometimes also called a sale *on trial” or “on “satisfaction” deals with a contract under 
hich the seller undertakes a partieular-business risk in order to satisfy his its prospective 
buyer with the appearance or performance of the goods in-questien that are sold. The goods 
are delivered to the proposed purchaser but they remain the property of the seller until the 
buyer accepts them. The price has already been agreed. The buyer's willingness to receive 
and test the goods is the consideration for the seller's engagement to deliver and sell. The 
t-pe-of “sale_er return” involved herein A “sale or return,” on the other hand, typically is a 
sale to a merchant whose unwillingness to buy is overcome enly by the seller's engagement 
o take back the goods (or any commercial unit of goods) in lieu of payment if they fail to be 
esold. A sale or return is a present sale of goods which may be undone at the buyer's option. 
Accordingly, subsection (2) provides that goods delivered on approval are not subject to the 
prospective buyer's creditors until acceptance, and goods delivered in a sale or return are 
ubject to the buyer's creditors while in the buyer's possession. 

These two transactions are so strongly delineated in practice and in general understand- 
ing that every presumption runs against a delivery to a consumer being a “sale or return" 
and against a delivery to a merchant for resale being a “sale on approval.” 

2. 'The right to return goods for failure to conform to the contract of sale does not make 
he transaction a “sale on approval" or “sale or return” and has nothing to do with this sec- 

ion and-the-follewing-seetion or Section 2-327. The-present This section is not concerned 

ith remedies for breach of contract. It deals instead with a power given by the contract to 
urn back the goods even though they are wholly as warranted. This section nevertheless 

presupposes that a contract for sale is contemplated by the parties, although that contract 
may be of the particular character here-deseribed that this section addresses (i.e., a sale on 
approval or a sale or return). 

Where-the If a buyer's obligation as a buyer is conditioned not on its personal approval 
but on the article's passing a described objective test, the risk of loss by casualty pending 
he test is properly the seller's and proper return is at its expense. On the point of “satis- 
action" as meaning “reasonable satisfaction" where when an industrial machine is involved, 
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his Article takes no position. 
|. 2 Fursuant tothe genétat M got anda which require gòod faith not- oniy-between 
Re te-the-sales contract, but- as -against FE E E A, 


rof the buyer a a a NI ME ‘on-eonsignment”-or-“on 
5 with-er-witheut-words-of reservation of title in the seller, are 


eG ied +o-have-been misted bythe seeret reservation, 
3. Subsection 64) (3) resolves a conflict in the pre-existing pre-UCC case law by reeogni- 
tien recognizing that an "or return" provision is so definitely at odds with any ordinary 
contract for sale of goods that svhere—written-agreements-are if a written tM dE is 
involved it the “or return” term must be contained in a written memorandum. The * 
eturn" aspect of a sales contract must be treated as a separate contract under the Statute 
of Frauds section and as contradicting the sale insofar as questions of parol or extrinsic ev- 
idence are concerned. 
4. Certain true consignment transactions were dealt with in former Sections 2-326(3) and 


9-114. These provisions have been deleted and have been replaced by new provisions in 
Article 9. See, e.g., Sections 9-109(a)(4);9-103(5) 9-103(d); 9-319. 


$ 2-502. Buyer's Right to Goods on Seller's Repudiation, Failure to 
Deliver, or Insolvency. 


(1) Subject to subsections (2) and (3) and even though the goods have not 
been shipped a buyer who has paid a part or all of the price of goods in 

hich he has a special property under the provisions of the immediately 
preceding section may on making and keeping good a tender of any unpaid 
portion of their price recover them from the seller if: 


(a) in the case of goods bought for personal, family, or household 
purposes, the seller repudiates or fails to deliver as required by the 
coníract; or 


(b) in all cases, the seller becomes insolvent within ten days after 
receipt of the first installment on their price. 


(2) The buyer's right to recover the goods under subsection (1)(a) vests 
upon acquisition of a special property, even if the seller had not then repudi- 
ated or failed to deliver. 


(3) If the identification creating his special property has been made by 
he buyer he acquires the right to recover the goods only if they conform to 
he contract for sale. 


Official Comment 
1. This section gives an additional right to the buyer as a result of identification of the 
goods to the contract in the manner provided in Section 2-501. The buyer is given a right to 
ecover the goods on-the-seller's-insolveney-oeeurring, conditioned upon making and keeping 
good a tender of any unpaid portion of the price, in two limited circumstances. First, the 
buyer may recover goods bought for personal, family, or household purposes if the seller 
epudiates the contract or fails to deliver the goods. Second, in any case, the buyer may re- 
over the goods if the seller becomes insolvent within 10 days after he the seller receives the 
rst installment on their price. The buyer's right to recover the goods under this section is 
an exception to the usual rule, under which the disappointed buyer must resort to an action 
to recover damages. 
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2. The question of whether the buyer also acquires a security interest in identified goods 
and has rights to the goods when insolvency takes place after the ten-day period provided 
in this section depends upon compliance with the provisions of the Article on Secured 

ransactions (Article 9). 

3. Under subsection (2), the buyer's right to recover consumer goods under subsection 
(1)(a) vests upon acquisition of a special property, which occurs upon identification of the 
goods to the contract. See Section 2-501. Inasmuch as a secured party normally acquires no 
greater rights in its collateral that its debtor had or had power to convey, see Section 

-403(1) (first sentence), a buyer who acquires a right to recover under this section will take 
ree of a security interest created by the seller if it attaches to the goods after the goods have 
been identified to the contract. The buyer will take free, even if the buyer does not buy in 
ordinary course and even if the security interest is perfected. Of course, to the extent that the 
buyer pays the price after the security interest attaches, the payments will constitute proceeds 
of the security interest. 

8: 4. Subsection € (3) is included to preclude the possibility of unjust enrichment, which 

ists would exist if the buyer were permitted to recover goods even though they were 
greatly superior in quality or quantity to that called for by the contract for sale. 


$ 2-716. Buyer's Right to Specific Performance or Replevin. 

(1) Specific performance may be decreed where the goods are unique or 
in other proper circumstances. 

(2) The decree for specific performance may include such terms and 
conditions as to payment of the price, damages, or other relief as the court 

ay deem just. 

(3) The buyer has a right of replevin for goods identified to the contract 
if after reasonable effort he is unable to effect cover for such goods or the 
circumstances reasonably indicate that such effort will be unavailing or i 


he goods have been shipped under reservation and satisfaction of the se- 

curity interest in them has been made or tendered. /n the case of goods 

bought for personal, family, or household purposes, the buyer's right o 
eplevin vests upon acquisition of a special property, even if the seller had 
ot then repudiated or failed to deliver. 


Official Comment 
x ok ck 


3. The legal remedy of replevin is given to the buyer in cases in which cover is reasonably 
navailable and goods have been identified to the contract. This is in addition to the 
buyer's right to recover identified goods en the-seHer’s inselveney—Seetion 2-502) under 
ection 2-502. For consumer goods, j L i 
acquisition of a special property, which occurs upon identification of the goods to the contract. 
ee Section 2-501. Inasmuch as a secured party normally acquires no greater rights in its 
ollateral that its debtor had or had power to convey, see Section 2-403(1) (first sentence), a 
buyer who acquires a right of replevin under subsection (3) will take free of a security inter- 
est created by the seller if it attaches to the goods after the goods have been identified to the 
ontract. The buyer will take free, even if the buyer does not buy in ordinary course and even 
if the security interest is perfected. Of course, to the extent that the buyer pays the price after 
the security interest attaches, the payments will constitute proceeds of the security interest. 
kok k 


$ 2A-103. Definitions and Index of Definitions. 
*k ok ck 
(3) The following definitions in other Articles apply to this Article: 
“Account”. Section 9-106 9-102(a)(2). 
“Between merchants”. Section 2-104(3). 
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“Buyer”. Section 2-103(1)(a). 
“Chattel paper". Section 9-105830») 9-102(a)(11). 
“Consumer goods". Section 9-109€D 9-102(a)(23). 
“Document”. Section -40566 9-102(a)(30). 
“Entrusting”. Section 2-403(3). 
"General intangible". Section 9-102(a)(42). 
“Good faith". Section 2-103(1)(b). 
“Instrument”. Section 9-4056 9-102(a)(47). 
“Merchant”. Section 2-104(1). 
“Mortgage”. Section 9-105096) 9-102(a)(55). 
“Pursuant to commitment". Section 9-1050309 9-102(a)(68). 
“Receipt”. Section 2-103(1)(c). 
“Sale”. Section 2-106(1). 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 
“Seller”. Section 2-103(1)(d). 


xX kK ck 


$ 2A-303. Alienability of Party's Interest Under Lease Contract or 
of Lessor's Residual Interest in Goods; Delegation of 
Performance; Transfer of Rights. 

(1) As used in this section, “creation of a security interest” includes the 
sale of a lease contract that is subject to Article 9, Secured Transactions, 
by reason of Section 9-102905) 9- 109(a)(3). 

(2) Except as provided in subseetions subsection (3) and (4) Section 9-407, 
a provision in a lease agreement which (i) prohibits the voluntary or invol- 

ntary transfer, including a transfer by sale, sublease, creation or enforce- 
ment of a security interest, or attachment, levy, or other judicial process, 
of an interest of a party under the lease contract or of the lessor's residual 
interest in the goods, or (ii) makes such a transfer an event of default, 
gives rise to the rights and remedies provided in subsection (6) (4), but a 
ransfer that is prohibited or is an event of default under the lease agree- 
ment is otherwise effective. 


ae ari the essor residual interest m the gods i a transfer that 


DIOS O Oy; 


nie ed-on deus up ues deine uice end 
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oo M A ME there-is-an-aetual-delegatien-of-a—-material 


3) A provision in a Qr agreement which (i) prohibits a transfer of a 
right to damages for default with respect to the whole lease contract or o 
a right to payment arising out of the transferor's due performance of the 

ransferor's entire obligation, or (ii) makes such a transfer an event o 
default, is not enforceable, and such a transfer is not a transfer that 
aterially impairs the prospect of obtaining return performance by, 
materially changes the duty of, or materially increases the burden or risk 
imposed on, the other party to the lease contract within the purview o 
subsection 6} (4). 
X£) Subject to subseetiens subsection (3) and 4) Section 9-407: 


(a) if a transfer is made which is made an event of default under a 
lease agreement, the party to the lease contract not making the transfer, 
unless that party waives the default or otherwise agrees, has the rights 
and remedies described in Section 2A-501(2); 

(b) if paragraph (a) is not applicable and if a transfer is made that (i) 
is prohibited under a lease agreement or (ii) materially impairs the pros- 
pect of obtaining return performance by, materially changes the duty of, 
or materially increases the burden or risk imposed on, the other party to 
the lease contract, unless the party not making the transfer agrees at 
any time to the transfer in the lease contract or otherwise, then, except 
as limited by contract, (i) the transferor is liable to the party not making 
the transfer for damages caused by the transfer to the extent that the 
damages could not reasonably be prevented by the party not making the 
transfer and (ii) a court having jurisdiction may grant other appropriate 
relief, including cancellation of the lease contract or an injunction 
against the transfer. 

(6) (5) A transfer of “the lease” or of “all my rights under the lease”, or a 
ransfer in similar general terms, is a transfer of rights and, unless the 
language or the circumstances, as in a transfer for security, indicate the 
contrary, the transfer is a delegation of duties by the transferor to the 
ransferee. Acceptance by the transferee constitutes a promise by the 
ransferee to perform those duties. The promise is enforceable by either 
he transferor or the other party to the lease contract. 

€4(6) Unless otherwise agreed by the lessor and the lessee, a delegation 
of performance does not relieve the transferor as against the other party o 
any duty to perform or of any liability for default. 

(8X7) In a consumer lease, to prohibit the transfer of an interest of a 
party under the lease contract or to make a transfer an event of default, 
he language must be specific, by a writing, and conspicuous. 


Official Comment 

1. Subsection (2) states a rule, consistent with Section 9-3 9-401(b), that voluntary and 
involuntary transfers of an interest of a party under the lease contract or of the lessor’s 
esidual interest, including by way of the creation or enforcement of a security interest, are 
effective, notwithstanding a provision in the lease agreement prohibiting the transfer or 
making the transfer an event of default. Although the transfers are effective, the provision 
in the lease agreement is nevertheless enforceable, but only as provided in subsection (5) 
(4). Under subsection €5) (4) the prejudiced party is limited to the remedies on “default 
nder the lease contract” in this Article and, except as limited by this Article, as provided 
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in the lease agreement, if the transfer has been made an event of default. Section 2A- 
501(2). Usually, there will be a specific provision to this effect or a general provision mak- 
ing a breach of a covenant an event of default. In those cases where the transfer is 
prohibited, but not made an event of default, the prejudiced party may recover damages; 
or, if the damage remedy would be ineffective adequately to protect that party, the court 
can order cancellation of the lease contract or enjoin the transfer. This rule that such provi- 
sions generally are enforceable is subject to subseetions-(3)-and-(4) subsection (3) and 

ection 9-407, which make such provisions unenforceable in certain instances. 

2. Fhe-first-such_instanee is _deseribed in subsection 13)}-A Under Section 9-407, a provi- 
sion in a lease agreement which prohibits the creation or enforcement of a security interest, 
including sales of lease contracts subject to Article 9 (Seetiens-9-1024)(b) and 9-104 B 

ection 9-109(a)(3)), or makes it an event of default is generally not enforceable, reflecting 
the policy of Section 9-406 and former Section 9-318(4). However-inasmueh-as-the-ereation 
of-a-seeurity-cinterest includes the sale of a-lease contract; if there-are then unperformed 

: re takes place andi is os a material 


es p 0 PAE 20 cc anse ty de desee ea 


_4 Finally, subsection (3) protects against a claim that the creation or enforcement of a 
isa transfer that 


so asto give- rise to the rights-and 
ansfer-involves-an-aetual 
bs Nhile-it-is-not-Hkely-that-a-transfer-by-the-lessor-of its-right-to-payment-under-the 
E uc uu cU UL EE SO 
the lessee under the lease contract from the lessor, if-under-the-eireumstanees 
asonable-ground a ormanee-arise Fase: Mii 


ree the daga cx c m iu 

E -Sections -9-206 and- 9-319) through (9)-also -are relevant: Seetion-9-206-sanetions-an 
a by-atessee -notte-assert_eertain types_of claims or_defenses_against the tesser’s 

e- Section 9-348(t}-through ay cee tee amoeng-other-things; E 

ae e—where Section 9-206CD-dees-not-apply-—Sinee the-€ 

Lobiract under Section 12011 4 es-e g i on-ef-aeceun 
debte under Section 9-105146) includes lessee of goods- As a result; Sieetion-9-206-ap- 
ies-to ease-ngreeme ; and-there is no need to restate those sections in this Article. The 

<d efenses or claims arising out of a sale” in-Seetion-9-318CD-sheuld—b 
d broadly- to- inelude defenses or-elaims-arising-out of & lease 

"L3. Subsection px (3) is based upon Section 2-210(2) and Section 9-214184) 9- 406. It 
makes unenforceable a prohibition against transfers of certain rights to payment or a pro- 
ision making the transfer an event of default. It also provides that such transfers do not 
materially impair the prospect of obtaining return performance by, materially change the 
duty of, or materially increase the burden or risk imposed on, the other party to the lease 
contract so as to give rise to the rights and remedies stated in subsection (5) (4). Accord- 
ingly, a transfer of a right to payment cannot be prohibited or made an event of default, or 
be one that materially impairs performance, changes duties or increases risk, if the right is 
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already due or will become due without further performance being required by the party to 

eceive payment. Thus, a lessor can transfer the right to future payments under the lease 
contract, including by way of a grant of a security interest, and the transfer will not give 
ise to the rights and remedies stated in subsection (5) (4) if the lessor has no remaining 
performance under the lease contract. The mere fact that the lessor is obligated to allow 
he lessee to remain in possession and to use the goods as long as the lessee is not in 
default does not mean that there is “remaining performance” on the part of the lessor. 
Likewise, the fact that the lessor has potential liability under a “non-operating” lease 
contract for breaches of warranty does not mean that there is “remaining performance”. In 
contrast, the lessor would have *remaining performance* under a lease contract requiring 
he lessor to regularly maintain and service the goods or to provide “upgrades” of the equip- 
ment on a periodic basis in order to avoid obsolescence. The basic distinction is between a 
mere potential duty to respond which is not “remaining performance,” and an affirmative 
duty to render stipulated performance. Although the distinction may be difficult to draw in 
some cases, it is instructive to focus on the difference between “operating” and “non- 
operating" leases as generally understood in the marketplace. Even if there is “remaining 
performance” under a lease contract, a transfer for security of a right to payment that is 
made an event of default or that is in violation of a prohibition against transfer does not 
give rise to the rights and remedies under subsection €5) (4) if it does not constitute an 
actual delegation of a material performance under subseetien-(2) Section 9-407. 

8-4. The application of either the rule of subseetion-(3) Section 9-407 or the rule o 
subsection (4 (3) to the grant by the lessor of a security interest in the lessor's right to 
uture payment under the lease contract may produce the same result. Both subseetions 
provisions generally protect security transfers by the lessor in particular because the cre- 
ation by the lessor of a security interest or the enforcement of that interest generally will 

ot prejudice the lessee's rights if it does not result in a delegation of the lessor's duties. To 
he contrary, the receipt of loan proceeds or relief from the enforcement of an antecedent 
debt normally should enhance the lessor's ability to perform its duties under the lease 
contract. Nevertheless, there are circumstances where relief might be justified. For example, 
if ownership of the goods is transferred pursuant to enforcement of a security interest to a 
party whose ownership would prevent the lessee from continuing to possess the goods, 
elief might be warranted. See 49 U.S.C. § 1401(a) and (b) which places limitations on the 
operation of aircraft in the United States based on the citizenship or corporate qualification 
of the registrant. 

9:5. Relief on the ground of material prejudice when the lease agreement does not pro- 

ibit the transfer or make it an event of default should be afforded only in extreme circum- 
stances, considering the fact that the party asserting material prejudice did not insist upon 
a provision in the lease agreement that would protect against such a transfer. 

10:6. Subsection 5} (4) implements the rule of subsection (2). Subsection (2) provides 
hat, even though a transfer is effective, a provision in the lease agreement prohibiting it or 
making it an event of default may be enforceable as provided in subsection } (4). See 
Brummund v. First National Bank of Clovis, 656 P.2d 884, 35 U.C.C. Rep.Serv. (Callaghan) 
1311 (N.Mex.1983), stating the analogous rule for Section 9-311. If the transfer prohibited 
by the lease agreement is made an event of default, then, under subsection 5t (4)(a), un- 
ess the default is waived or there is an agreement otherwise, the aggrieved party has the 
ights and remedies referred to in Section 2A-501(2), viz. those in this Article and, except 
as limited in the Article, those provided in the lease agreement. In the unlikely 
circumstance that the lease agreement prohibits the transfer without making a violation o 
he prohibition an event of default or, even if there is no prohibition against the transfer, 
and the transfer is one that materially impairs performance, changes duties, or increases 
isk (for example, a sublease or assignment to a party using the goods improperly or for an 
illegal purpose), then subsection 505) (4)(b) is applicable. In that circumstance, unless the 
party aggrieved by the transfer has otherwise agreed in the lease contract, such as by as- 
senting to a particular transfer or to transfers in general, or agrees in some other manner, 
he aggrieved party has the right to recover damages from the transferor and a court may, 
in appropriate circumstances, grant other relief, such as cancellation of the lease contract 
or an injunction against the transfer. 

447. If a transfer gives rise to the rights and remedies provided in subsection 65) (4), the 
ransferee as an alternative may propose, and the other party may accept, adequate cure or 
compensation for past defaults and adequate assurance of future due performance under 
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he lease contract. Subsection €5) (4) does not preclude any other relief that may be avail- 
able to a party to the lease contract aggrieved by a transfer subject to an enforceable prohi- 
bition, such as an action for interference with contractual relations. 

12:8. Subsection (8) (7) requires that a provision in a consumer lease prohibiting a 
ransfer, or making it an event of default, must be specific, written and conspicuous. See 
Section 1-201(10). This assists in protecting a consumer lessee against surprise assertions 
of default. 

13:9. Subsection 6) (5) is taken almost verbatim from the provisions of Section 2-210(4) 
-210(5). The subsection states a rule of construction that distinguishes a commercial as- 
signment, which substitutes the assignee for the assignor as to rights and duties, and an 
assignment for security or financing assignment, which substitutes the assignee for the as- 
signor only as to rights. Note that the assignment for security or financing assignment is a 
subset of all security interests. Security interest is defined to include *any interest of a 
buyer of . . . chattel paper". Section 1-201(37). Chattel paper is defined to include a lease. 
Section 9-105005) 9-102. Thus, a buyer of leases is the holder of a security interest in the 
eases. That conclusion should not influence this issue, as the policy is quite different. 

ether a buyer of leases is the holder of a commercial assignment, or an assignment for 

security or financing assignment should be determined by the language of the assignment 
or the circumstances of the assignment. 


§ 2A-307. Priority of Liens Arising by Attachment or Levy on, 
Security Interests in, and Other Claims to Goods. 
(1) Except as otherwise provided in Section 2A-306, a creditor of a lessee 
akes subject to the lease contract. 
(2) Except as otherwise provided in subseetions subsection (3) and-(4) 
and in Sections 24-306 and 24-308, a creditor of a lessor takes subject to 
he lease contract unless: 


fæ the creditor holds a lien that attached to the goods before the lease 


contract became enforceable; 
05) the-erediter_helds—a _seeurity_interest-in the soods-and the lessee 
did-net-give-value-and-reeeive-delivery-of-the-goods-witheut-knowledge 
- fige 


? 


(e) the-erediter—-holds-a—-seeurity-interest-in-the-goods—whieh—was 
E GM HR tial asd dq vau CAR EO D MO DON oH dd 


3) pour as otherwise provided in Sections 9-317, 9-321, and 9-323, a 
essee takes a leasehold interest subject to a security interest held by a cred- 
itor of the lessor. 


Official Comment 
xX ok ck 


3. To take priority over the lease contract, and the interests derived therefrom, the cred- 
itor must come within ene-efthree-exeeptions the exception stated within-the-rule. First i in 
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subsection (2)€& or within one of the provisions of Article 9 mentioned in subsection (3). 
ubsection (2) provides that where the creditor holds a lien (Section 2A-103(1)(r)) that at- 
ached before the lease contract became enforceable (Section 2A-301), the creditor does not 
take subject to the lease. 2)05)-prevides when-the-ereditor 


ubsection (3) laiton that a lessee takes its leasehold interest subject to a security interest 
except as otherwise provided in Sections 9-317, 9-321, or 9-323. 

4. The rules of this section operate in favor of whichever party to the lease contract may 
enforce it, even if one party perhaps may not, e.g., under Section 2A-201(1)(b). 

& Ri cupis qu ane Se SK M O ee E 


e ita edo is holds o seca ieee Fhetessee in theordinary_eourse-_of busi- 
s-will be-treated in the -samefashionas the buyer in the ordinary_eourse_of business; 
ee ee ee Li icm 


§ 2A-309. Lessor’s and Lessee’s Rights When Goods Become 
Fixtures. 


(1) In this section: 
xX ok * 
(b) a “fixture filing” is the filing, in the office where a record of a 
mortgage on the real estate would be filed or recorded, of a financing 


statement covering goods that are or are to become fixtures and conform- 
ing to the requirements of Section 9-402(5) 9-502(a) and (b); 


xX kK ck 


$ 4-210. Security Interest of Collecting Bank in Items, 


Accompanying Documents and Proceeds. 
* ck ck 


(c) Receipt by a collecting bank of a final settlement for an item is a 
realization on its security interest in the item, accompanying documents, 
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and proceeds. So long as the bank does not receive final settlement for the 
item or give up possession of the item or accompanying documents for 
purposes other than collection, the security interest continues to that 
extent and is subject to Article 9, but: 


(1) no security agreement is necessary to make the security interest 
enforceable (Section 9-20303€(a) 9-203(b)(3)(A)); 
(2) no filing is required to perfect the security interest; and 


(3) the security interest has priority over conflicting perfected security 
interests in the item, accompanying documents, or proceeds. 


§ 5-118. Security Interest of Issuer or Nominated Person. 


(a) An issuer or nominated person has a security interest in a document 
presented under a letter of credit to the extent that the issuer or nominated 
person honors or gives value for the presentation. 


(b) So long as and to the extent that an issuer or nominated person has 
ot been reimbursed or has not otherwise recovered the value given with re- 
spect to a security interest in a document under subsection (a), the security 
interest continues and is subject to Article 9, but: 


(1) a security agreement is not necessary to make the security interest 
enforceable under Section 9-203(b)(3); 

(2) if the document is presented in a medium other than a written or 
other tangible medium, the security interest is perfected; and 

(3) if the document is presented in a written or other tangible medium 
and is not a certificated security, chattel paper, a document of title, an 


instrument, or a letter of credit, the security interest is perfected and has 
priority over a conflicting security interest in the document so long as the 
debtor does not have possession of the document. 


Official Comment 


1. This section gives the issuer of a letter of credit or a nominated person thereunder an 

automatic perfected security interest in a “document” (as that term is defined in Section 
-102(a)(6)). The security interest arises only if the document is presented to the issuer or 

nominated. person under the letter of credit and only to the extent of the value that is given. 
This security interest is analogous to that awarded to a collecting bank under Section 4-210. 

ubsection (b) contains special rules governing the security interest arising under this 

ection. In all other respects, a security interest arising under this section is subject to Article 

9. See Section 9-109. Thus, for example, a security interest arising under this section may 
give rise to a security interest in proceeds under Section 9-315. 

2. Subsection (b)(1) makes a security agreement unnecessary to the creation of a security 
interest under this section. Under subsection (b)(2), a security interest arising under this sec- 
tion is perfected if the document is presented in a medium other than a written or tangible 

edium. Documents that are written and that are not an otherwise- defined type of collateral 
under Article 9 (e.g., an invoice or inspection certificate) may be goods, in which an issuer or 

ominated person could perfect its security interest by possession. Because the definition of 
document in Section 5-102(a)(6) includes records (e.g., electronic records) that may not be 
goods, subsection (b)(2) provides for automatic perfection (i.e., without filing or possession). 

Under subsection (b)(3), if the document (i) is in a written or tangible medium, (ii) is not a 

ertificated security, chattel paper, a document of title, an instrument, or a letter of credit, 
and (iii) is not in the debtor’s possession, the security interest is perfected and has priority 
over a conflicting security interest. If the document is a type of tangible collateral that 
ubsection (b)(3) excludes from its perfection and priority rules, the issuer or nominated 
person must comply with the normal method of perfection (e.g., possession of an instrument) 
and is subject to the applicable Article 9 priority rules. Documents to which subsection (b)(3) 
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applies may be important to an issuer or nominated person. For example, a confirmer who 
pays the beneficiary must be assured that its rights to all documents are not impaired. It 
will find it necessary to present all of the required documents to the issuer in order to be 
eimbursed. Moreover, when a nominated person sends documents to an issuer in connection 
with the nominated person's reimbursement, that activity is not a collection, enforcement, or 
disposition of collateral under Article 9. 

One purpose of this section is to protect an issuer or nominated person from claims of a 
beneficiary's creditors. It is a fallback provision inasmuch as issuers and nominated persons 
requently may obtain and perfect security interests under the usual Article 9 rules, and, in 

any cases, the documents will be owned by the issuer, nominated person, or applicant. 


CC Article 6, Alternative A: 

Legislative Note: To take account of differences between former Article 9 and revised 
Article 9, a State that repeals Article 6 after revised Article 9 takes effect must make the fol- 
owing changes to Alternative A. First, inasmuch as revised Article 9 contains no counter- 
part of former Section 9-111, the reference to that section in Section 1 of the repealer should 
be deleted, and Section 4 of the repeal bill should allude to former Section 9-111. Second, 
the last entry in Section 1-105(2) should be amended as shown above in this Appendix. 


CC Article 6, Alternative B: 


$ 6-102. Definitions and Index of Definitions. 
(1) In this Article, unless the context otherwise requires: 

(a) *Assets" means the inventory that is the subject of a bulk sale and 
any tangible and intangible personal property used or held for use pri- 
marily in, or arising from, the seller's business and sold in connection 
with that inventory, but the term does not include: 

(i) fixtures (Section 9-34183€D€22 9-102(a)(41)) other than readily 
removable factory and office machines; 

(ii) the lessee's interest in a lease of real property; or 

(iii) property to the extent it is generally exempt from creditor pro- 


cess under nonbankruptcy law. 
xX ck * 


(2) The following definitions in other Articles apply to this Article: 
(a) “Buyer.” Section 2-103(1)(a). 
(b) “Equipment.” Section 9-409) 9-102(a)(33). 
(c) “Inventory.” Section 9-4094) 9-102(a)(48). 
(d) “Sale.” Section 2-106(1). 
(e) “Seller.” Section 2-103(1)(d). 
ok 


OK 


§ 6-103. Applicability of Article. 
xX ck * 
(3) This Article does not apply to: 
(a) a transfer made to secure payment or performance of an obligation; 
(b) a transfer of collateral to a secured party pursuant to Section 9-503 
9-609; 
(c) a sale disposition of collateral pursuant to Section 9-504 9-610; 
(d) retention of collateral pursuant to Section 9-505 9-620; 


xX kK ck 


$ 7-503. Document of Title to Goods Defeated in Certain Cases. 
(1) A document of title confers no right in goods against a person who 
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interest in them and who neither 
(a) delivered or entrusted them or any document of title covering them 
to the bailor or his nominee with actual or apparent authority to ship, 
store or sell or with power to obtain delivery under this Article (Section 
7-403) or with power of disposition under this Act (Sections 2-403 and 
9-307 9-320) or other statute or rule of law; nor 
(b) acquiesced in the procurement by the bailor or his nominee of any 


document of title. 
*k ok ck 


§ 8-102. Definitions. 


xX kK ck 


Offcial Comment 
*k k ck 


7. “Entitlement holder." This term designates those who hold financial assets through 
intermediaries in the indirect holding system. Because many of the rules of Part 5 impose 
duties on securities intermediaries in favor of entitlement holders, the definition of entitle- 
ment holder is, in most cases, limited to the person specifically designated as such on the 

ecords of the intermediary. The last sentence of the definition covers the relatively unusual 
cases where a person may acquire a security entitlement under Section 8-501 even though 
he person may not be specifically designated as an entitlement holder on the records of the 
securities intermediary. 

A person may have an interest in a security entitlement, and may even have the right to 
give entitlement orders to the securities intermediary with respect to it, even though the 
person is not the entitlement holder. For example, a person who holds securities through a 
securities account in its own name may have given discretionary trading authority to an- 
other person, such as an investment adviser. Similarly, the control provisions in Section 
8-106 and the related provisions in Article 9 are designed to facilitate transactions in which 
a person who holds securities through a securities account uses them as collateral in an ar- 

angement where the securities intermediary has agreed that if the secured party so 
directs the intermediary will dispose of the positions. In such arrangements, the debtor 
emains the entitlement holder but has agreed that the secured party can initiate entitle- 
ment orders. Moreover, an entitlement holder may be acting for another person as a nominee, 
agent, trustee, or in another capacity. Unless the entitlement holder is itself acting as a secu- 
ities intermediary for the other person, in which case the other person would be an entitle- 

ent holder with respect to the securities entitlement, the relationship between an entitle- 

ent holder and another person for whose benefit the entitlement holder holds a securities 
entitlement is governed by other law. 

8. “Entitlement order.” This term is defined as a notification communicated to a securi- 

ies intermediary directing transfer or redemption of the financial asset to which an entitle- 
ment holder has a security entitlement. The term is used in the rules for the indirect hold- 
ing system in a fashion analogous to the use of the terms “indorsement” and “instruction” 
in the rules for the direct holding system. If a person directly holds a certificated security 
in registered form and wishes to transfer it, the means of transfer is an indorsement. If a 
person directly holds an uncertificated security and wishes to transfer it, the means o 
ransfer is an instruction. If a person holds a security entitlement, the means of disposition 
is an entitlement order. An entitlement order includes a direction under Section 8-508 to the 
ecurities intermediary to transfer a financial asset to the account of the entitlement holder 
at another financial intermediary or to cause the financial asset to be transferred to the 
entitlement holder in the direct holding system (e.g., the delivery of a securities certificate 
egistered in the name of the former entitlement holder). As noted in Comment 7, an entitle- 
ment order need not be initiated by the entitlement holder in order to be effective, so long 
as the entitlement holder has authorized the other party to initiate entitlement orders. See 


ECURED |LRANSACTIONS App. 
$ 8-106 
§ 8-103. Rules for Determining Whether Certain Obligations and 


Interests Are Securities or Financial Assets. 
xX ok ck 


(f) A commodity contract, as defined in Section -H5 9-102(a)(15), is not 
a security or a financial asset. 


§ 8-106. Control. 

(a) A purchaser has “control” of a certificated security in bearer form i 

he certificated security is delivered to the purchaser. 

(b) A purchaser has “control” of a certificated security in registered form 
if the certificated security is delivered to the purchaser, and: 

(1) the certificate is indorsed to the purchaser or in blank by an effec- 
tive indorsement; or 

(2) the certificate is registered in the name of the purchaser, upon 
original issue or registration of transfer by the issuer. 

(c) A purchaser has “control” of an uncertificated security if: 

(1) the uncertificated security is delivered to the purchaser; or 

(2) the issuer has agreed that it will comply with instructions 
originated by the purchaser without further consent by the registered 
owner. 

(d) A purchaser has “control” of a security entitlement if: 

(1) the purchaser becomes the entitlement holder; or 

(2) the securities intermediary has agreed that it will comply with 
entitlement orders originated by the purchaser without further consent 
by the entitlement holder; or 

(3) another person has control of the security entitlement on behalf o 
the purchaser or, having previously acquired control of the security 
entitlement, acknowledges that it has control on behalf of the purchaser. 

(e) If an interest in a security entitlement is granted by the entitlement 
holder to the entitlement holder’s own securities intermediary, the securi- 

ies intermediary has control. 

(f) A purchaser who has satisfied the requirements of subsection (c)2} or 
(d) has control, even if the registered owner in the case of subsection 
(c)2) or the entitlement holder in the case of subsection (d)(2} retains the 
right to make substitutions for the uncertificated security or security 
entitlement, to originate instructions or entitlement orders to the issuer or 
securities intermediary, or otherwise to deal with the uncertificated secu- 
rity or security entitlement. 

(g) An issuer or a securities intermediary may not enter into an agree- 
ment of the kind described in subsection (c)(2) or (d)(2) without the consent 
of the registered owner or entitlement holder, but an issuer or a securities 
intermediary is not required to enter into such an agreement even though 

he registered owner or entitlement holder so directs. An issuer or securi- 
ies intermediary that has entered into such an agreement is not required 
o confirm the existence of the agreement to another party unless requested 
o do so by the registered owner or entitlement holder. 


Official Comment 
1. The concept of “control” plays a key role in various provisions dealing with the rights 
of purchasers, including secured parties. See Sections 8-303 (protected purchasers); 8-503(e) 
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(purchasers from securities intermediaries); 8-510 (purchasers of security entitlements 
rom entitlement holders); +454) 9-314 (perfection of security interests); 9-455) 9-328 
priorities among conflicting security interests). 

Obtaining “control” means that the purchaser has taken whatever steps are necessary, 
given the manner in which the securities are held, to place itself in a position where it can 


have the securities sold, without further action by the owner. 
kopok 


4. Subsection (d) specifies the means by which a purchaser can obtain control ever of a 

security entitlement. Twe Three mechanisms are possible, analogous to those provided in 
subsection (c) for uncertificated securities. Under subsection (d)(1), a purchaser has control 
if it is the entitlement holder. This subsection would apply whether the purchaser holds 
hrough the same intermediary that the debtor used, or has the securities position 
ransferred to its own intermediary. Subsection (d)(2) provides that a purchaser has control 
if the securities intermediary has agreed to act on entitlement orders originated by the 
purchaser if no further consent by the entitlement holder is required. Under subsection 
(d)(2), control may be achieved even though the transferer original entitlement holder 
emains listed as the entitlement holder. Finally, a purchaser may obtain control under 
ubsection (d)(3) if another person has control and the person acknowledges that it has 
ontrol on the purchaser's behalf. Control under subsection (d)(3) parallels the delivery o, 
ertificated securities and uncertificated securities under Section 8-301. Of course, the 
acknowledging person cannot be the debtor. 

This section specifies only the minimum requirements that such an arrangement must 
meet to confer “control”; the details of the arrangement can be specified by agreement. The 
arrangement might cover all of the positions in a particular account or subaccount, or onl 
specified positions. There is no requirement that the control party's right to give entitle- 
ment orders be exclusive. The arrangement might provide that only the control party can 
give entitlement orders, or that either the entitlement holder or the control party can give 
entitlement orders. See subsection (f). 

The following examples illustrate the rules application of subsection (d): 

Example 1. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Alpha also has an account with Able. Debtor instructs Able to transfer the 
shares to Alpha, and Able does so by crediting the shares to Alpha's account. Alpha Bank 
has control of the 1000 shares under subsection (d)(1). Although Debtor may have become 
the beneficial owner of the new securities entitlement, as between Debtor and Alpha, Able 
has agreed to act on Alpha's entitlement orders because, as between Able and Alpha; 
beeause Alpha Bankis has become the entitlement holder. See Section 8-506. 

Example 2. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Alpha Bank does not have an account with Able. Alpha Bank uses Beta as its 
securities custodian. Debtor instructs Able to transfer the shares to Beta, for the account 
of Alpha Bank, and Able does so. Alpha Bank has control of the 1000 shares under 
subsection (d)(1). As in Example 1, although Debtor may have become the beneficial owner 
of the new securities entitlement, as between Debtor and Alpha, Beta has agreed to act on 
Alpha’s entitlement orders because, as between Beta and Alpha, beeause Alpha is has 
become the entitlement holder. 

Example 3. Debtor grants Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Debtor, Able, and Alpha Bank enter into an agreement under which Debtor 
will continue to receive dividends and distributions, and will continue to have the right 
to direct dispositions, but Alpha Bank also has the right to direct dispositions. Alpha 
Bank has control of the 1000 shares under subsection (d)(2). 

Example 4. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able causes Clearing Corporation to transfer the 
shares into Alpha-Bank's Alpha's account at Clearing Corporation. As in Example 1, 
Alpha Bank has control of the 1000 shares under subsection (d)(1). 

Example 5. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
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ing Corporation. It holds its securities through Beta Bank, which does have an account 
with Clearing Corporation. Able causes Clearing Corporation to transfer the shares into 
Beta-Bank's Beta’s account at Clearing Corporation. Beta Bank credits the position to 
Alpha’s account with Beta Bank. As in Example 2, Alpha Bank has control of the 1000 
shares under subsection (d)(1). 

Example 6. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able causes Clearing Corporation to transfer the 
shares into a pledge account, pursuant to an agreement under which Able will continue 
to receive dividends, distributions, and the like, but Alpha Bank has the right to direct 
dispositions. As in Example 3, Alpha Bank has control of the 1000 shares under subsec- 
tion (d)(2). 

Example 7. Able & Co., a securities dealer, grants Alpha Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Able holds through 
an account with Clearing Corporation. Able, Alpha, and Clearing Corporation enter into 
an agreement under which Clearing Corporation will act on instructions from Alpha with 
respect to the XYZ Co. stock carried in Able's account, but Able will continue to receive 
dividends, distributions, and the like, and will also have the right to direct dispositions. 
As in Example 3, Alpha Bank has control of the 1000 shares under subsection (d)(2). 

Example 8. Able & Co., a securities dealer, holds a wide range of securities through 
its account at Clearing Corporation. Able enters into an arrangement with Alpha Bank 
pursuant to which Alpha provides financing to Able secured by securities identified as 
the collateral on lists provided by Able to Alpha on a daily or other periodic basis. Able, 
Alpha, and Clearing Corporation enter into an agreement under which Clearing Corpora- 
tion agrees that if at any time Alpha directs Clearing Corporation to do so, Clearing 
Corporation will transfer any securities from Able's account at Alpha's instructions. 
Because Clearing Corporation has agreed to act on Alpha's instructions with respect to 
any securities carried in Able's account, at the moment that Alpha's security interest at- 
taches to securities listed by Able, Alpha obtains control of those securities under subsec- 
tion (d)(2). There is no requirement that Clearing Corporation be informed of which secu- 
rities Able has pledged to Alpha. 

Example 9. Debtor grants Alpha Bank a security interest in a security entitlement that 
includes 1000 shares of XYZ Co. stock that Debtor holds through an account with Able & 
Co. Beta Bank agrees with Alpha to act as Alpha's collateral agent with respect to the se- 
curity entitlement. Debtor, Able, and Beta enter into an agreement under which Debtor 
will continue to receive dividends and distributions, and will continue to have the right to 
direct dispositions, but Beta also has the right to direct dispositions. Because Able has 
agreed that it will comply with entitlement orders originated by Beta without further 
consent by Debtor, Beta has control of the security entitlement (see Example 3). Because 
Beta has control on behalf of Alpha, Alpha also has control under subsection (d)(3). It is 
not necessary for Able to enter into an agreement directly with Alpha or for Able to be 
aware of Beta's agency relationship with Alpha. 

kok k 


7. The term “control” is used in a particular defined sense. The requirements for obtain- 
ing control are set out in this section. The concept is not to be interpreted by reference to 
similar concepts in other bodies of law. In particular, the requirements for “possession” 
derived from the common law of pledge are not to be used as a basis for interpreting 
subsection (c)(2) or (d)(2). Those provisions are designed to supplant the concepts o 
“constructive possession” and the like. A principal purpose of the “control” concept is to 
eliminate the uncertainty and confusion that results from attempting to apply common law 
possession concepts to modern securities holding practices. 

The key to the control concept is that the purchaser has the present ability to have the 
securities sold or transferred without further action by the transferor. There is no require- 
ment that the powers held by the purchaser be exclusive. For example, in a secured lending 
arrangement, if the secured party wishes, it can allow the debtor to retain the right to 
make substitutions, er to direct the disposition of the uncertificated security or security 
entitlement, or otherwise to give instructions or entitlement orders. (As explained in Section 

-102, Comment 8, an entitlement order includes a direction under Section 8-508 to the se- 
urities intermediary to transfer a financial asset to the account of the entitlement holder at 
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another financial intermediary or to cause the financial asset to be transferred to the entitle- 

ent holder in the direct holding system (e.g., by delivery of a securities certificate registered 
in the name of the former entitlement holder).) Subsection (f) is included to make clear the 
general point stated in subseetien subsections (c) and (d) that the test of control is whether 
he purchaser has obtained the requisite power, not whether the debtor has retained other 
powers. There is no implication that retention by the debtor of powers other than those 
mentioned in subsection (f) is inconsistent with the purchaser having control. Nor is there a 

equirement that the purchaser’s powers be unconditional, provided that further consent o 
the entitlement holder is not a condition. 

Example 10. Debtor grants to Alpha Bank and to Beta Bank a security interest in a 
security entitlement that includes 1000 shares of XYZ Co. stock that Debtor holds through 
an account with Able & Co. By agreement among the parties, Alpha’s security interest is 
senior and Beta’s is junior. Able agrees to act on the entitlement orders of either Alpha or 
Beta. Alpha and Beta each has control under subsection (d)(2). Moreover, Beta has 
control notwithstanding a term of Able’s agreement to the effect that Able’s obligation to 
act on Beta’s entitlement orders is conditioned on the Alpha’s consent. The crucial distinc- 
tion is that Able’s agreement to act on Beta’s entitlement orders is not conditioned on 
Debtor’s further consent. 

Example 11. Debtor grants to Alpha Bank a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with 
Able & Co. Able agrees to act on the entitlement orders of Alpha, but Alpha’s right to give 
entitlement orders to the securities intermediary is conditioned on the Debtor’s default. 
Alternatively, Alpha’s right to give entitlement orders is conditioned upon Alpha’s state- 
ment to Able that Debtor is in default. Because Able’s agreement to act on Bete’s Alpha’s* 
entitlement orders is not conditioned on Debtor’s further consent, Alpha has control o 
the securities entitlement under either alternative. 

n many situations, it will be better practice for both the securities intermediary and the 
purchaser to insist that any conditions relating in any way to the entitlement holder be effec- 
tive only as between the purchaser and the entitlement holder. That practice would avoid the 

isk that the securities intermediary could be caught between conflicting assertions of the 
entitlement holder and the purchaser as to whether the conditions in fact have been met. 

onetheless, the existence of unfulfilled conditions effective against the intermediary would 
not preclude the purchaser from having control. 


§ 8-110. Applicability; Choice of Law. 
xX ok * 
(e) The following rules determine a “securities intermediary’s jurisdic- 
ion” for purposes of this section: 

(1) If an agreement between the securities intermediary and its entitle- 
ment holder specifies that it is governed by-thedaw-of-a-partieular-juris- 
dietion governing the securities account expressly provides that a particu- 
lar jurisdiction is the securities intermediary's jurisdiction for purposes 
of this part, this article, or this [Act], that jurisdiction is the securities 
intermediary's jurisdiction. 

(2) If paragraph (1) does not apply and an agreement between the secu- 
rities intermediary and its entitlement holder governing the securities ac- 
count expressly provides that the agreement is governed by the law of a 
particular jurisdiction, that jurisdiction is the securities intermediary's 
Jurisdiction. 

2}(3) If neither paragraph (1) nor paragraph (2) applies and an agree- 
ment between the securities intermediary and its entitlement holder 


[Section 8-106] the Permanent Editorial Board for Uniform 


* Amendments in italics approved by Commercial Code January 15, 2000. 
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governing the US pe expressly specifies Bonon that the se- 
curities account is maintained at an office in a particular jurisdiction, 
that jurisdiction is the securities intermediary S s jurisdiction. 


s p 23 none of the preceding paragraphs applies, lie secu- 
rities intermediary’s jurisdiction is the jurisdiction in which isteeated 
the office identified in an account statement as the office serving the 
entitlement holder’s account is located. 


4X5) If 
paragraph c» or r2) Ee an account statement does not identify an office 
as-provided—-n-paragraph-(93) 
none of the preceding paragraphs applies, the securities intermediary's 
jurisdiction is the jurisdiction in which isteeated the chief executive of- 
fice of the securities intermediary is located. 
(f) A securities intermediary's jurisdiction is not determined by the phys- 
ical location of certificates representing financial assets, or by the jurisdic- 
ion in which is organized the issuer of the financial asset with respect to 
hich an entitlement holder has a security entitlement, or by the location 
of facilities for data processing or other record keeping concerning the 
account. 


Official Comment 
xX ok ck 


3. Subsection (b) provides that the law of the securities intermediary’s jurisdiction 
governs the issues concerning the indirect holding system that are dealt with in Article 8. 
Paragraphs (1) and (2) cover the matters dealt with in the Article 8 rules defining the 
concept of security entitlement and specifying the duties of securities intermediaries. 
Paragraph (3) provides that the law of the security intermediary’s jurisdiction determines 

hether the intermediary owes any duties to an adverse claimant. Paragraph (4) provides 
hat the law of the security intermediary’s jurisdiction determines whether adverse claims 
can be asserted against entitlement holders and others. 

Subsection (e) determines what is a “securities intermediary’s jurisdiction.” The policy o 
subsection (b) is to ensure that a securities intermediary and all of its entitlement holders 
can look to a single, readily-identifiable body of law to determine their rights and duties. 
Accordingly, subsection (e) sets out a sequential series of tests to facilitate identification o 
hat body of law. Paragraph (1) of subsection (e) permits specification of the geverningdaw 

ecurities intermediary's jurisdiction by agreement. In the absence of such a specification, 
the law chosen by the parties to govern the securities account determines the securities 
intermediary's jurisdiction. See paragraph (2). Because the policy of this section is to enable 
parties to determine, in advance and with certainty, what law will apply to transactions 
governed by this Article, the validation of the parties’ selection of governing law by agree- 
ment is not conditioned upon a determination that the jurisdiction whose law is chosen 
bear a “reasonable relation" to the transaction. See Section 44-507; compare Section 
1-105(1). That is also true with respect to the similar provisions in subsection (d) of this 
section and in Section 9-4086) 9-305. The remaining paragraphs in subsection (e) contain 
additional default rules for determining the securities intermediary's jurisdiction. 

kok 

5. The following examples illustrate how a court in a jurisdiction which has enacted this 
section would determine the governing law: 

Example 1. John Doe, a resident of Kansas, maintains a securities account with Able 

& Co. Able is incorporated in Delaware. Its chief executive offices are located in Illinois. 
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The office where Doe transacts business with Able is located in Missouri. The agreement 
between Doe and Able specifies that it3s-geverned—by Illinois ław is the securities 
intermediary's (Able's) jurisdiction. Through the account, Doe holds securities of a Colo- 
rado corporation, which Able holds through Clearing Corporation. The rules of Clearing 
Corporation provide that the rights and duties of Clearing Corporation and its 
participants are governed by New York law. Subsection (a) specifies that a controversy 
concerning the rights and duties as between the issuer and Clearing Corporation is 
governed by Colorado law. Subsections (b) and (e) specify that a controversy concerning 
the rights and duties as between the Clearing Corporation and Able is governed by New 
York law, and that a controversy concerning the rights and duties as between Able and 
Doe is governed by Illinois law. 
kok 


7. The choice of law provisions concerning security interests in securities and security 
entitlements are set out in Section 9-103(6) 9-305. 


§ 8-301. Delivery. 
(a) Delivery of a certificated security to a purchaser occurs when: 
(1) the purchaser acquires possession of the security certificate; 


(2) another person, other than a securities intermediary, either 
acquires possession of the security certificate on behalf of the purchaser 
or, having previously acquired possession of the certificate, acknowledges 
that it holds for the purchaser; or 


(3) a securities intermediary acting on behalf of the purchaser acquires 
possession of the security certificate, only if the certificate is in registered 
form and has-been is (i) registered in the name of the purchaser, (ii) pay- 
able to the order of the purchaser, or (iii) specially indorsed to the 
purchaser by an effective indorsement and has not been indorsed to the 


securities intermediary or in blank. 
xX ok ck 


Official Comment 
xX ok ck 


2. Subsection (a) defines delivery with respect to certificated securities. Paragraph (1) 
deals with simple cases where purchasers themselves acquire physical possession o 
certificates. Paragraphs (2) and (3) of subsection (a) specify the circumstances in which 
delivery to a purchaser can occur although the certificate is in the possession of a person 
other than the purchaser. Paragraph (2) contains the general rule that a purchaser can 
ake delivery through another person, so long as the other person is actually acting on 
behalf of the purchaser or acknowledges that it is holding on behalf of the purchaser. 
Paragraph (2) does not apply to acquisition of possession by a securities intermediary, 
because a person who holds securities through a securities account acquires a security 
entitlement, rather than having a direct interest. See Section 8-501. Subsection (a)(3) speci- 
es the limited circumstances in which delivery of security certificates to a securities 
intermediary is treated as a delivery to the customer. Note that delivery is a method o 


perfecting a security interest in a certificated security. See Section 9-313(a), (e). 
kok k 


§ 8-302. Rights of Purchaser. 
(a) Except as otherwise provided in subsections (b) and (c), a ae 


Art. 9 ECURED ÍlRANSACTIONS App. 
$ 8-502 
(c) A purchaser of a certificated security who as a previous holder had 
notice of an adverse claim does not improve its position by taking from a 
protected purchaser. 


Official Comment 

1. Subsection (a) provides that ifa purchaser of a certificated or uncertificated security is 

oped tice B-26 BE Beppu acquires all rights that 

the transferor had or had power to transfer. This statement of the familiar “shelter” 

principle is qualified by the exceptions that a purchaser of a limited interest acquires only 

hat interest, subsection (b), and that a person who does not qualify as a protected 

purchaser cannot improve its position by taking from a subsequent protected purchaser, 
subsection (c). 

2. Although this section provides that a purchaser acquires a property interest in a 
certificated or uncertificated security wupen-delivery;" it does not state that a person can 
acquire an interest in a security only by delivery purchase. Article 8 also is not a 
comprehensive codification of all of the law governing the creation or transfer of interests 
in securities by-purehase.* For example, the grant of a security interest is a transfer of a 
property interest, but the formal steps necessary to effectuate such a transfer are governed 
by Article 9, not by Article 8. Under the Article 9 rules, a security interest in a certificated 
or uncertificated security can be created by execution of a security agreement under Section 
9-203 and can be perfected by filing. A transfer of an Article 9 security interest can be 
implemented by an Article 8 delivery, but need not be. 

Similarly, Article 8 does not determine whether a property interest in certificated or 
uncertificated security is acquired under other law, such as the law of gifts, trusts, or equi- 
able remedies. Nor does Article 8 deal with transfers by operation of law. For example, 
ransfers from decedent to administrator, from ward to guardian, and from bankrupt to 
rustee in bankruptcy are governed by other law as to both the time they occur and the 
substance of the transfer. The Article 8 rules do, however, determine whether the issuer is 
obligated to recognize the rights that a third party, such as a transferee, may acquire 
under other law. See Sections 8-207, 8-401, and 8-404. 


$ 8-502. Assertion of Adverse Claim Against Entitlement Holder. 


C*EOck ck 


Official Comment 
xX ok ck 


3. The following examples illustrate the operation of Section 8-502. 

* * * Example 4. Debtor holds XYZ Co. shares in a securities account with Able & Co. 
As collateral for a loan from Bank, Debtor grants Bank a security interest in the security 
entitlement to the XYZ Co. shares. Bank perfects by a method which leaves Debtor with 
he ability to dispose of the shares. See Section 9-445 9-312. In violation of the security 
agreement, Debtor sells the XYZ Co. shares and absconds with the proceeds. Assume— 
implausibly—that Bank is able to trace the XYZ Co. shares and show that the “same 
shares" ended up in Buyer's securities account with Baker & Co. Section 8-502 precludes 
any action by Bank against Buyer, whether framed in constructive trust or other theory, 
provided that Buyer acquired the security entitlement for value and without notice o 
adverse claims. 


* * * Example 6. Debtor grants Alpha Co. a security interest in a security entitlement 
that includes 1000 shares of XYZ Co. stock that Debtor holds through an account with Able 
& Co. Alpha also has an account with Able. Debtor instructs Able to transfer the shares to 
Alpha, and Able does so by crediting the shares to Alpha's account. Alpha has control of the 
1000 shares under Section 8-106(d). (The facts to this point are identical to those in Section 
8-106, Comment 4, Example 1, except that Alpha Co. was Alpha Bank.) Alpha next grants 
Beta Co. a security interest in the 1000 shares included in Alpha’s security entitlement. See 
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as control under Section 8-106(d). By virtue of Debtor’s explicit permission or by virtue o, 
the permission inherent in Debtor’s creation of a security interest in favor of Alpha and 
Alpha’s resulting power to grant a security interest under Section 9-207, Debtor has no 
adverse claim to assert against Beta, assuming implausibly that Debtor could “trace” an 
interest to the Gamma account. Moreover, even if Debtor did hold an adverse claim, if Beta 
did not have notice of Debtor’s claim, Section 8-502 will preclude any action by Debtor 


against Beta, whether framed in constructive trust or other theory. 
kok Ok 


§ 8-510. Rights of Purchaser of Security Entitlement From 
Entitlement Holder. 
(a) &n In a case not covered by the priority rules in Article 9 or the rules 
tated in subsection (c), an action based on an adverse claim to a financial 
asset or security entitlement, whether framed in conversion, replevin, 
constructive trust, equitable lien, or other theory, may not be asserted 
against a person who purchases a security entitlement, or an interest 
herein, from an entitlement holder if the purchaser gives value, does not 
have notice of the adverse claim, and obtains control. 

(b) If an adverse claim could not have been asserted against an entitle- 

ent holder under Section 8-502, the adverse claim cannot be asserted 
against a person who purchases a security entitlement, or an interest 
herein, from the entitlement holder. 

(c) In a case not covered by the priority rules in Article 9, a purchaser 
for value of a security entitlement, or an interest therein, who obtains 
control has priority over a purchaser of a security entitlement, or an inter- 
est therein, who does not obtain control. Purehasers Except as otherwise 


(1) the purchaser's becoming the person ^ whom the securities ac- 
count, in which the security entitlement is carried, is maintained, if the 
purchaser obtained control under Section 8-106(d)(1); 

(2) the securities intermediary's agreement to comply with the 
purchaser's entitlement orders with respect to security entitlements car- 
ried or to be carried in the securities account in which the security entitle- 
ment is carried, if the purchaser obtained control under Section 8-106(d) 
(2); or 

(3) if the purchaser obtained control through another person under 
Section 8-106(d)(3), the time on which priority would be based under this 
subsection if the other person were the secured party. 


(d) A securities intermediary as purchaser has priority over a conflicting 


intermediary. 


Official Comment 
*k ok ck 


4. Subsection (c) specifies a priority rule for cases where an entitlement holder transfers 
conflicting interests in the same security entitlement to different purchasers. It follows the 
same principle as the Article 9 priority rule for investment property, that is, control trumps 

on-control. Indeed, the most significant category of conflicting “purchasers” may be secured 
parties. Priority questions for security interests, however, are governed by the rules in 
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Article 9. Subsection (c) applies only to cases not covered by the Article 9 rules. It is 
intended primarily for disputes over conflicting claims arising out of repurchase agreement 
ransactions that are not covered by the other rules set out in Articles 8 and 9. 

The following example illustrates subsection (c): 

Example 4. Dealer holds securities through an account at Alpha Bank. Alpha Bank 
in turns holds through a clearing corporation account. Dealer transfers securities to RP1 
in a “hold in custody” repo transaction. Dealer then transfers the same securities to RP2 
in another repo transaction. The repo to RP2 is implemented by transferring the securi- 
ties from Dealer's regular account at Alpha Bank to a special account maintained by 
Alpha Bank for Dealer and RP2. The agreement among Dealer, RP2, and Alpha Bank 
provides that Dealer can make substitutions for the securities but RP2 can direct Alpha 
Bank to sell any securities held in the special account. Dealer becomes insolvent. RP1 
claims a prior interest in the securities transferred to RP2. 

In this example Dealer remained the entitlement holder but agreed that RP2 could initi- 
ate entitlement orders to Dealer's security intermediary, Alpha Bank. If RP2 had become 
he entitlement holder, the adverse claim rule of Section 8-502 would apply. Even if RP2 
does not become the entitlement holder, the arrangement among Dealer, Alpha Bank, and 
RP2 does suffice to give RP2 control. Thus, under Section 8-510(c), RP2 has priority over 
RP1, because RP2 is a purchaser who obtained control, and RP1 is a purchaser who did not 
obtain control. The same result could be reached under Section 8-510(a) which provides 
hat RP1’s earlier in time interest cannot be asserted as an adverse claim against RP2. The 
same result would follow under the Article 9 priority rules if the interests of RP1 and RP2 
are characterized as “security interests," see Section -H565¥ 9-328(1). The main point o 
he rules of Section 8-510(c) is to ensure that there will be clear rules to cover the conflict- 
ing claims of RP1 and RP2 without characterizing their interests as Article 9 security 
interests. 

The priority rules in Article 9 for conflicting security interests also include a default 
temporal priority rule ef-pre-rata treatment for cases where multiple secured parties have 
obtained control but omitted to specify their respective rights by agreement. See Section 

9-328(2) and Comment 6 5 to Section 9-445 9-328. Because the purchaser prior- 


> rule in Section 8-510(c) is intended to track the Article 9 priority rules, it too has a pre 
rate temporal priority rule for cases where multiple non-secured party purchasers have 
obtained control but omitted to specify their respective rights by agreement. The rule is 
patterned on Section 9-328(2). 
5. If a securities intermediary itself is a purchaser, subsection (d) provides that it has 
priority over the interest of another purchaser who has control. Article 9 contains a similar 
ule. See Section 9-328(3). 


APPENDIX II. MODEL PROVISIONS FOR PRODUCTION- 
MONEY PRIORITY 


Legislative Note: States that enact these model provisions should add the following defini- 
tions to Section 9-102(a) following the definition of “proceeds” and preceding the definition of 
"promissory note", renumbering paragraphs in 9-102(a) accordingly: 

() “Production-money crops" means crops that secure a production-money obligation 
incurred with respect to the production of those crops. 

() *Production-money obligation" means an obligation of an obligor incurred for new 
value given to enable the debtor to produce crops if the value is in fact used for the pro- 
duction of the crops. 

() *Production of crops" includes tilling and otherwise preparing land for growing, 
planting, cultivating, fertilizing, irrigating, harvesting, and gathering crops, and protect- 
ing them from damage or disease. 


[MODEL SECTION [9-103A]. *PRODUCTION-MONEY CROPS”; 
*PRODUCTION-MONEY OBLIGATION"; PRODUCTION-MONEY 
SECURITY INTEREST; BURDEN OF ESTABLISHING. 

(a) A security interest in crops is a production-money security interest to 
he extent that the crops are production-money crops. 
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(b) If the extent to which a security interest is a production-money secu- 
rity interest depends on the application of a payment to a particular obliga- 
ion, the payment must be applied: 

(1) in accordance with any reasonable method of application to which 
the parties agree; 

(2) in the absence of the parties’ agreement to a reasonable method, in 
accordance with any intention of the obligor manifested at or before the 
time of payment; or 

(3) in the absence of an agreement to a reasonable method and a 
timely manifestation of the obligor’s intention, in the following order: 

(A) to obligations that are not secured; and 
(B) if more than one obligation is secured, to obligations secured by 
production-money security interests in the order in which those obliga- 
tions were incurred. 
(c) A production-money security interest does not lose its status as such, 
even if: 

(1) the production-money crops also secure an obligation that is not a 
production-money obligation; 

(2) collateral that is not production-money crops also secures the 
production-money obligation; or 

(3) the production-money obligation has been renewed, refinanced, or 
restructured. 


(d) A secured party claiming a production-money security interest has 


he burden of establishing the extent to which the security interest is a 
production-money security interest. 


egislative Note: This section is optional. States that enact this section should place it be- 
tween Sections 9-103 and 9-104 and number it accordingly, e.g., as Section 9-103A or 
9- 103.1. 


Official Comment 
1. Source. New. 

2. Production-Money Priority; “Production-Money Security Interest." This sec- 
ion is patterned closely on Section 9-103, which defines “purchase-money security interest." 
Subsection (b) makes clear that a security interest can obtain production-money status only 
o the extent that it secures value that actually can be traced to the direct production o 
crops. To the extent that a security interest secures indirect costs of production, such as 
general living expenses, the security interest is not entitled to production-money treatment. 


[MODEL SECTION [9-324A]. PRIORITY OF PRODUCTION- 
ONEY SECURITY INTERESTS AND AGRICULTURAL LIENS. 


(a) Except as otherwise provided in subsections (c), (d), and (e), if the 
requirements of subsection (b) are satisfied, a perfected production-money 
security interest in production-money crops has priority over a conflicting 
security interest in the same crops and, except as otherwise provided in 
Section 9-327, also has priority in their identifiable proceeds. 

(b) A production-money security interest has priority under subsection 
(a) if: 

(1) the production-money security interest is perfected by filing when 
the production-money secured party first gives new value to enable the 
debtor to produce the crops; 
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notification to the holder of the conflicting security interest not less than 
10 or more than 30 days before the production-money secured party first 
gives new value to enable the debtor to produce the crops if the holder 
had filed a financing statement covering the crops before the date of the 
filing made by the production-money secured party; and 


(3) the notification states that the production-money secured party has 
or expects to acquire a production-money security interest in the debtor's 
crops and provides a description of the crops. 


(c) Except as otherwise provided in subsection (d) or (e), if more than one 
security interest qualifies for priority in the same collateral under subsec- 
ion (a), the security interests rank according to priority in time of filing 
nder Section 9-322(a). 


(d) To the extent that a person holding a perfected security interest in 
production-money crops that are the subject of a production-money secu- 
rity interest gives new value to enable the debtor to produce the 
production-money crops and the value is in fact used for the production o 
he production-money crops, the security interests rank according to prior- 
ity in time of filing under Section 9-322(a). 


(e) To the extent that a person holds both an agricultural lien and a 
production-money security interest in the same collateral securing the 
same obligations, the rules of priority applicable to agricultural liens gov- 
ern priority.] 

egislative Note: This section is optional. States that enact this section should place it be- 


tween Sections 9-324 and 9-325 and number it accordingly, e.g., as Section 9-324A or 
9-324. 1. 


Official Comment 

1. Source. New; replaces former Section 9-312(2). 

2. Priority of Production-Money Security Interests and Conflicting Security 
Interests. This section replaces the limited priority in crops afforded by former Section 
9-312(2). That priority generally has been thought to be of little value for its intended 
beneficiaries. This section attempts to balance the interests of the production-money secured 
party with those of a secured party who has previously filed a financing statement covering 
he crops that are to be produced. For example, to qualify for priority under this section, 
he production-money secured party must notify the earlier-filed secured party prior to 
extending the production-money credit. The notification affords the earlier secured party 
he opportunity to prevent subordination by extending the credit itself. Subsection (d) 
makes this explicit. If the holder of a security interest in production-money crops which 
conflicts with a production-money security interest gives new value for the production o 
he crops, the security interests rank according to priority in time of filing under Section 
9-322(a). 

3. Multiple Production-Money Security Interests. In the case of multiple production- 
money security interests that qualify for priority under subsection (a), the first to file has 
priority. See subsection (c). Note that only a security interest perfected by filing is entitled 
o production-money priority. See subsection (b)(1). Consequently, subsection (c) does not 
adopt the first-to-file-or-perfect formulation. 

4. Holder of Agricultural Lien and Production-Money Security Interest. Subsec- 
ion (e) deals with a creditor who holds both an agricultural lien and an Article 9 production- 
money security interest in the same collateral. In these cases, the priority rules applicable 
o agricultural liens govern. The creditor can avoid this result by waiving its agricultural 
ien. 
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APPENDIX III. PERMANENT EDITORIAL BOARD FOR THE 
UNIFORM COMMERCIAL CODE 


REPORT 


EFFECT OF NON-UNIFORM SCOPE PROVISIONS IN 
REVISED ARTICLE 9 OF THE UNIFORM COMMERCIAL CODE 


. Introduction 


Revised Article 9 has now been enacted in all 50 states and in the 
District of Columbia. As has been the case with other Articles of the 

niform Commercial Code, the various state enactments contain a number 
of deviations from the Official Text of Revised Article 9. 


While some deviations from the Official Text reflect accommodation o 
niquely local issues, others represent substantive policy choices by the 
enacting legislatures to differ from the national model provided by the Of- 
ficial Text of Revised Article 9. While non-uniformities in the latter cate- 
gory are inconsistent with the ideal of a truly Uniform Commercial Code, 
hey are, of course, inevitable in a democratic system that entrusts enact- 
ent to 51 different legislatures. Moreover, it must be recognized that the 
niform Commercial Code has never been enacted in a truly uniform way. 
here have been local variations ever since the widespread enactment o 
he Code, including variations in Article 9. The substantive non- 
niformities in the enactment of Revised Article 9 are well-catalogued in 
wo articles by Penelope L. Christophorou, Kenneth C. Kettering, Lynn A. 
Soukup, and Steven O. Weise: Under the Surface of Revised Article 9: 
elected Variations in State Enactments from the Official Text of Revised 
Article 9', and Analysis of State Variations’. 


Such non-uniformities have the potential to be problematic in our 
mational economy, where transactions frequently cross state lines and 

here more than one jurisdiction can be the forum in which litigation 
establishing the rights of parties can be instituted. Nonetheless, most o 
he deviations from the Official Text of Revised Article 9 will not cause 
serious transactional difficulties so long as the parties involved educate 
hemselves as to the applicable law. 

There is one group of non-uniformities, though, that has the potential to 
cause transactional difficulty and legal uncertainty, because these non- 
niformities can create difficult conflict of laws issues. This group of non- 
niform enactments relates to the scope provisions of Revised Article 9. 


II. Uncertainties Arising from Non-uniformities as to Scope 


Uniform Commercial Code Section 9-109(a)* provides that, “[e]xcept as 
otherwise provided in subsections (c) and (d),” Revised Article 9 applies, 
inter alia, to all transactions, regardless of their form, that create a secu- 
rity interest in personal property or fixtures by contract and to sales of ac- 


134 Uniform Commercial Code Law as “State Variations"). 
ournal 331 (2002). *Unless otherwise noted, all references 
?34 Uniform Commercial Code Law to Article 9 are to the Official Text of Revised 
ournal 358 (2002) (hereinafter referred to Article 9. 
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counts, chattel paper, payment intangibles, or promissory notes. Section 
9-109(c) excludes application of Revised Article 9 in certain situations to 
the extent that the transactions are governed by other law referred to in 
hat subsection*. Section 9-109(d) excludes application of Revised Article 9 
altogether to the transactions and interests listed in that subsection.? 
ile there are non-uniformities in enactment with respect to subsection 
(c), variations with respect to subsection (d) raise more difficult issues. In 
ost cases, these non-uniform enactments add further exclusions to the 13 
listed exclusions in the Official Text of the subsection. Thus, Article 9 as 
enacted in a state with such a non-uniform enactment does not govern 
some transactions that are governed by Article 9 in states that have fol- 
lowed the Official Text. In a few states, however, the non-uniform varia- 


"Section 9-109(c) provides: 

This article does not apply to the extent 
that: 

(1) a statute, regulation, or treaty of the 
United States preempts this article; 

(2) another statute of this State expressly 
governs the creation, perfection, priority, 
or enforcement of a security interest cre- 
ated by this State or a governmental unit 
of this State; 


(3) a statute of another State, a foreign 
country, or a governmental unit of another 
State or a foreign country, other than a 
statute generally applicable to security 
interests, expressly governs creation, per- 
fection, priority, or enforcement of a secu- 
rity interest created by the State, country, 
or governmental unit; or 


(4) the rights of a transferee beneficiary 
or nominated person under a letter of credit 
are independent and superior under Section 
5-114. 


Section 9-109(d) provides: 
This article does not apply to: 


(1) a landlord's lien, other than an agri- 
cultural lien; 


(2) a lien, other than an agricultural lien, 
given by statute or other rule of law for ser- 
vices or materials, but Section 9-333 ap- 
plies with respect to priority of the lien; 


(3) an assignment of a claim for wages, 
salary, or other compensation of an em- 
ployee; 

(4) a sale of accounts, chattel paper, pay- 
ment intangibles, or promissory notes as 
part of a sale of the business out of which 
they arose; 

(5) an assignment of accounts, chattel 
paper, payment intangibles, or promissory 
notes which is for the purpose of collection 
only; 

(6) an assignment of a right to payment 
under a contract to an assignee that is also 
obligated to perform under the contract; 


(7) an assignment of a single account, 
payment intangible, or promissory note to 
an assignee in full or partial satisfaction of 
a preexisting indebtedness; 


(8) a transfer of an interest in or an as- 
signment of a claim under a policy of insur- 
ance, other than an assignment by or to a 
health-care provider of a health-care- 
insurance receivable and any subsequent 
assignment of the right to payment, but 
Sections 9-315 and 9-322 apply with re- 
spect to proceeds and priorities in proceeds; 


(9) an assignment of a right represented 
by a judgment, other than a judgment 
taken on a right to payment that was col- 
lateral; 


(10) a right of recoupment or set-off, but: 


(A) Section 9-340 applies with respect 
to the effectiveness of rights of recoup- 
ment or set-off against deposit accounts; 
and 

(B) Section 9-404 applies with respect 
to defenses or claims of an account 
debtor; 

(11) the creation or transfer of an inter- 
est in or lien on real property, including a 
lease or rents thereunder, except to the 
extent that provision is made for: 

(A) liens on real property in Sections 
9-203 and 9-308; 

(B) fixtures in Section 9-334; 

(C) fixture filings in Sections 9-501, 
9-502, 9-512, 9-516, and 9-519; and 

(D) security agreements covering per- 
sonal and real property in Section 9-604; 
(12) an assignment of a claim arising in 

tort, other than a commercial tort claim, 
but Sections 9-315 and 9-322 apply with 
respect to proceeds and priorities in pro- 
ceeds; or 

(13) an assignment of a deposit account 
in a consumer transaction, but Sections 
9-315 and 9-322 apply with respect to 
proceeds and priorities in proceeds. 
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ions delete an exclusion that appears in subsection (d) of the Official Text, 
ith the result that transactions not governed by Article 9 in states that 
have followed the Official Text are governed by Article 9 of such states. 


A. Non-Uniform Exclusions 


For purposes of this Report, attention is drawn particularly to the most 
common types of non-uniform enactments of Section 9-109(d)—those that 
exclude from the scope of Article 9 transactions that are otherwise within 

he scope of the Official Text of the Article: (i) 18 states exclude from 

Article 9 transfers by the government of any state?, (ii) 18 states exclude 

from Article 9 transfers of interests in workers compensation and similar 

programs’, and (iii)13 states exclude from Article 9 transfers of interests in 

special needs trusts?. The relatively large number of states with these non- 
niform exclusions makes it likely that conflict of laws issues will arise 
ith some frequency. 


If a transaction that is the subject of a non-uniform exclusion from 
Article 9 does not have a relationship to any state other than the state 
hat has excluded that transaction from Article 9, and litigation takes 
place in a forum in that state, Revised Article 9 would not be applicable to 
he transaction. However, such a purely local transaction (accompanied by 
local litigation) may not be the norm. In many cases, the parties (or some 
other aspect of the transaction) may relate to a state that has not excluded 
he transaction from Article 9, or the litigation may take place in a state 
hat has not excluded the transaction from Article 9. Accordingly, conflict 
of laws issues must be addressed. 


1. Litigation in non-excluding forum 


What happens if litigation concerning a security interest excluded from 
he scope of Article 9 as enacted in State X is instituted in the courts o 
State Y, which has not excluded the transaction from the scope of Article 
9? In such a case, the conflict of laws rules of State Y determine which 
state’s law applies. The Uniform Commercial Code of State Y contains two 
sets of rules that determine the state whose law will govern secured 
ransactions issues in the litigation. With respect to issues of perfection 
and priority, UCC Sections 9-301 through 9-307 of State Y provide the 
rules that determine which state's law governs?. With respect to issues o 
enforceability, attachment, and other rights and duties between debtor 
and secured party, though, the applicable law is determined by the conflict 
of laws rules in UCC Article 1 of State Y. Article 1’s conflict of laws rules 
appear in Section 1-301 of Revised Article 1 and Section 1-105 of former 
Article 1. As the following analysis demonstrates, it is possible for a court 
in State Y to conclude, by application of that forum's conflict of laws rules, 
hat the law of State Y (or another state that has not excluded the transac- 


5See State Variations at 361-82. Thir- "Soe id. 
een other states exclude transfers only by " 
"this state." By their limited nature, these More precisely, these sections govern 
exclusions are likely to cause fewer choice of issues of perfection, the effect of perfection 
aw problems. See id. or nonperfection, and the priority of a secu- 
"Gee id. rity interest in collateral. 
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ion from the scope of Article 9) is applicable, even if the transaction has 
significant contacts with State X. 


a. Enforceability, attachment, and other rights between the 
parties 


If litigation concerning a transaction that is excluded from the scope o 
Article 9 in State X takes place in the courts of State Y, which has not 
excluded the transaction from its Article 9, the law that governs enforce- 
ability, attachment, and other rights between the parties will be 
determined by application of Revised Section 1-301 or former Section 
1-105, as enacted in the forum state. If application of Revised Section 
1-301 or former Section 1-105 directs the State Y court to apply the law o 
State X, the court will apply that law—which, as a result of the exclusion 
in State X, will not be Article 9, but, rather, whatever other law of State 
governs in light of the fact that the transaction has been excluded from 
State X's Article 9.'? It is possible, of course, for Revised Section 1-301 or 
former Section 1-105 to direct the State Y court to apply the law of State 
(or another state that has not excluded the transaction from Article 9) 
even though the transaction has some connection to State X. In this regard, 
it should be noted that both Revised Section 1-301 and former Section 
1-105 provide the parties to a transaction with some autonomy as to selec- 
ion of the governing law." 


b. Perfection and priority 


If, under the law of the state determined to be applicable pursuant to 
State Y's enactment of Revised Section 1-301 or former Section 1-105 
(whether the applicable law is the non-Article 9 law of State X or Article 9 
of State Y), the security interest in question is enforceable and attached, 
issues of perfection of that security interest and the priority of that secu- 
rity interest are likely to arise. If the litigation concerning these issues 

akes place in the courts of State Y, those courts must apply the conflict o 
laws rules in UCC Sections 9-301 through 9-307 to determine which state's 
law governs issues of perfection and priority. Once again, depending on 

he situation, the State Y court might be directed by these sections to ap- 
ply the non-Article 9 law of State X for either or both of these issues, or it 
might be directed to apply the law of State Y (or another state that has not 
excluded application of Article 9 to the transaction at hand)"; in the latter 
case, the rules in Article 9 of State Y or such other state would apply even 
hough the transaction has some connection with State X. 


"It is important in this regard to recall 
hat excluding a transaction from the scope 
of Article 9 is not the same thing as prohibit- 
ing that transaction. Exclusion from Article 
9 merely means that other law governs the 
ransaction. Only if other law prohibits the 
ransaction is the transaction prohibited. As 
a practical matter, though, parties may be 
unwilling to enter into a transaction if the 
other law that would govern it is uncertain 
or antiquated. 


"Section 1-301 provides somewhat 
greater party autonomy in non-consumer 
transactions but is also explicitly limited by 
considerations of public policy. See Revised 
UCC Section 1-301(f). 


The conflict of laws rules in Sections 
9-301 through 9-307, unlike those in Revised 
Section 1-301 and former Section 1-105, do 
not generally defer to choices made by the 
parties. 
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2. Litigation in excluding forum 


It is also possible for litigation concerning a security interest excluded 
from the scope of Article 9 in State X to be instituted in the courts of State 

, even if the transaction has significant contacts with State Y, which has 
mot excluded the transaction from its enactment of Article 9. In such a 
case, the conflict of laws rules of State X determine which state’s law 
applies. If all aspects of the transaction relate to no state other than State 
X, the analysis is likely trivial, resulting in application of the law of State 
X to all aspects of the transaction; but, as noted above, such a purely local 
ransaction may not be the norm. In cases in which the law of a state 
other than State X might conceivably apply, the analysis is made much 
more difficult by the fact that the conflict of laws rules that will determine 
he applicable law may not be the conflict of laws rules found in the 

niform Commercial Code. 


a. Enforceability, attachment, and other rights between the 
parties 


If litigation concerning a transaction that is excluded from the scope o 
Article 9 in State X takes place in a court of State X, it is not clear which 
conflict of laws rules the court must apply in order to determine the state 

hose law governs enforceability, attachment, and other rights between 
he parties. If no other aspect of the transaction is within the scope o 
Article 9 of State X or within the scope of another Article of the Uniform 
Commercial Code of State X, it is likely that the conflict of laws rules in 

CC Article 1 do not apply. This result is stated explicitly in Revised UCC 
Section 1-301(b), and is implicit in former Section 1-105. Thus, the general 
conflict of laws principles of State X determine whether the non-Article 9 
law of State X applies to these issues or, rather, whether the Article 9 o 
State Y (or another state that has not excluded the transaction from Article 
9) applies. Because conflict of laws rules outside the UCC are not uniform 
in the various states, it may be difficult to predict which state’s law would 
be applied by the courts of a state that has excluded a transaction from 
Article 9. It is the view of the Permanent Editorial Board that a court in a 
tate that has excluded from the scope of its Article 9 a transaction that 

ould otherwise be within the scope of that Article should give serious 
onsideration to applying to such a transaction the conflict of laws rules in 
that state’s enactment of Article 1, even though those rules may not, strictly 
peaking, be binding on the court, on the theory that those rules represent a 
general statement of legislative policy as to conflict of laws issues in secured 
transactions. 


b. Perfection and priority 


If litigation concerning a transaction that is excluded from the scope o 
Article 9 in State X takes place in a court of State X, and, under the law 
applied by that court (whether that law is the non-Article 9 law of State 
or Article 9 of State Y), the security interest granted by the debtor to the 
secured party is enforceable and attached, issues of perfection of that secu- 
rity interest and the priority of that security interest are likely to arise. In| 
such a case, it is also not clear which conflict of laws rules the court must 
apply in order to determine the state whose law governs issues of perfec- 
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ion and priority. In this situation, UCC Sections 9-301 through 9-307 o 
State X are not, strictly speaking, applicable to determine which state's 
law governs issues of perfection and priority. This is because Sections 
9-301 through 9-307 are part of Article 9, and, as a result of State X's non- 

niform scope provision, Article 9 of State X (including Sections 9-301 
hrough 9-307) does not apply to the transaction. As a result, a State X 
court will be required to determine (without the explicit legislative guid- 
ance in the Uniform Commercial Code) the nature of State X's conflict o 
laws rule for issues relating to perfection and priority of security interests 
hat are outside the scope of State X's Article 9. A search for such conflict 
of laws rules might be quite difficult, and the search could conceivably lead 

o a rule directing the court to apply the law of a state other than the state 

hose law that would be applicable by virtue of UCC Sections 9-301 
hrough 9-307. Such a result would be unfortunate, because it would neces- 
sitate parties to secured transactions that are excluded from the scope o 

Article 9 in any state to consider the possibility that litigation concerning 
he security interest might take place in such a state, and that the courts 
of that state might look to the law of a different state for perfection (and, 
hus, the location of any required filing) than would a state that has 
enacted the Official Text of Article 9. Requiring parties to perform such 
complex conflict of laws analyses not based on application of the conflict o 
laws rules of the Uniform Commercial Code, and to make protective filings 
in various states in order to be sure of perfection regardless of where liti- 
gation takes place, is wasteful. Accordingly, it is the view of the Permanent 

ditorial Board that a court in a state that has excluded from the scope o, 


its Article 9 a transaction that would otherwise be within the scope of that 
Article should give serious consideration to applying to such a transaction 
the conflict of laws rules in that state's enactment of Sections 9-301 through 
9-307, even though those rules may not, strictly speaking, be binding on the 
ourt, on the theory that those rules represent a general statement of legisla- 
tive policy as to conflict of laws issues in secured transactions. 


B. Non-uniform Inclusions 


For purposes of this Report, attention is drawn to non-uniform enact- 
ments of UCC Section 9-109(d) which delete the exclusion in Section 9-109(d) 
(13) for “an assignment of a deposit account in a consumer transaction."" 

his exclusion is deleted in the enactment of Revised Article 9 in four 
states—Idaho, Illinois, Mississippi, and North Dakota. As in the case o 
non-uniform exclusions from the scope of Article 9, this leads to the pos- 
sibility of differing determinations of applicable law depending on whether 
a dispute is litigated in a state that has enacted the Official Text of Article 
9 or a state that has enacted this non-uniform inclusion with respect to 
Article 9. 


The basic conflict of laws analysis for this non-uniform inclusion is the 
same as described in Part A of this Report. If an issue concerning a secu- 
rity interest in a deposit account in a consumer transaction is litigated in 
a state that has enacted the Official Text of Revised Article 9 and, thus, in 


8Section 9-109(d(13) provides, how- with respect to proceeds and priorities in 
ever, that “sections 9-315 and 9-322 apply proceeds." 
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hich assignments of deposit accounts in consumer transactions are 
outside the scope of Article 9, neither the conflict of laws rules in Revised 
Section 1-301 or former Section 1-105 (governing attachment, enforce- 
ability, and other bilateral issues) nor the conflict of laws rules in Sections 
9-301 through 9-307 (governing perfection and priority) are applicable. 
his can lead to uncertainty as to the applicability of Article 9 if the trans- 
action also touches upon one of the states that has enacted the non-uniform 
inclusion of deposit accounts in consumer transactions. As is the case with 
espect to non-uniform exclusions from the scope of Article 9, discussed in 
art A, it is the view of the Permanent Editorial Board that a court in a 
tate that has followed the Official Text of Revised Article 9 and, accord- 
ingly, has enacted the exclusion of assignments of deposit accounts in 
onsumer transactions from the scope of Article 9, should consider its 
egislature’s enactment of the conflict of laws rules in that state’s enactment 
of Article 1 and Sections 9-301 through 9-307 as general statements o 
egislative policy as to conflict of laws issues in secured transactions and 
apply the principles of those sections to conflict of laws issues relating to as- 
ignments of such deposit accounts even though, strictly speaking, they may 
ot be binding on the court. 


If, on the other hand, an issue concerning a security interest in a deposit 
account in a consumer transaction is litigated in a state that has enacted 
he non-uniform inclusion of these transactions in the scope of Article 9, 
he conflict of laws rules in Revised Section 1-301 and former Section 


1-105 (governing attachment, enforceability, and other bilateral issues) 
and the conflict of laws rules in Sections 9-301 through 9-307 (governing 
perfection and priority) are applicable. 


III. Conclusion 


The non-uniform enactments of the scope provisions of Revised Article 9 
leads to the possibility of non-uniform determinations of which state's law 
governs legal issues arising from a secured transaction. As a result, differ- 
ent rules could be applied to a secured transaction depending on the loca- 

ion of the court in which litigation takes place. This situation would 

impose significant costs and uncertainty on transactions that are the 
subject of non-uniform scope provisions. This difficulty can be avoided i 
courts in states with non-uniform scope provisions nonetheless consider 
heir legislatures’ enactments of Revised Section 1-301 or former Section 
1-105 and Sections 9-301 through 9-307 as general statements of legisla- 
ive policy as to conflict of laws issues in secured transactions and apply 
he principles of those sections even though, strictly speaking, they may 
not be binding on the court. If this practice is followed, all U.S. courts 
should make the same determination of which state's law governs issues 
arising under a secured transaction that is within the scope of Article 9 in 
some, but not all, states. 


ECURED TRANSACTIONS 
APPENDIX IV. PERMANENT EDITORIAL BOARD FOR TH 
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REPORT 


MAINTAINING PERFECTION BEYOND JUNE 30, 2006 OF SECU- 
RITY INTERESTS CREATED AND PERFECTED BY FILING 
UNDER FORMER ARTICLE 9 


. Introduction 


uly 1, 2001! (the “effective date"), yet aspects of former Article 9 still have 
legal effect. In particular, revised UCC Section 9-705(c) provides that a 
financing statement that was effective under former Article 9 remains ef- 
fective under revised Article 9 (even if the financing statement was filed in| 
a jurisdiction that is not the jurisdiction whose law governs perfection 

nder the conflict of laws rules in revised Article 9). The period of ef- 
fectiveness of such a financing statement under revised Article 9 is limited, 
hough. UCC Section 9-705(c) goes on to provide that the pre-effective-date 
financing statement ceases being effective under revised Article 9 at the 
earlier of (i) the time the financing statement would have ceased to be ef- 
fective under the law of the jurisdiction in which it was filed and (ii) June 
30, 2006 (the cutoff *date"). As the cutoff date approaches, secured parties 
must plan carefully to assure that the perfected status of their security 
interests that remained effective under UCC Section 9-705(c) continues af- 
er that date. This Report generally describes the effect of the cutoff date 
and the actions that secured parties may take to maintain the perfection 
of their security interests and analyzes in particular detail the effect of the 
cutoff date on certain financing statements that were continued during the 
first half of 2001. 


As discussed in detail below, there is an interpretive issue concerning the 
further continuation of certain financing statements that were continued 
during the first half of 2001. In particular, application of UCC Section 
9-705(c) to such continued financing statements that are filed in the same 
office in the same state as required by revised Article 9 is particularly 
problematic and may not have been intended by the drafters.? Conse- 
quently, resolution of the interpretive issue must be accomplished either 
by interpretation of UCC Section 9-705 in light of both its text and the 
absence of clear evidence of statutory intent or by concluding that Section 
9-705 does not address such continued financing statements and, thus, the 
cutoff date is inapplicable to them. This Report takes no position as to the 


'See UCC 8 9-701. All references in 


his report are to the Uniform Commercial 
Code are to the 2004 Official Text, unless 
otherwise indicated. The analysis in this 
eport assumes the enactment of the Official 
ext. It should be noted, though, that four 
states enacted non-uniform versions of § 9- 
701, resulting in effective dates of October 
1, 2001 (Connecticut) and January 1, 2002 
(Alabama, Mississippi, and Florida). 


^While this situation brings about 
uncertainty with respect to further continu- 
ation of those financing statements, it should 
be noted that this uncertainty will affect 
only a small number of financing statements 
inasmuch as the affected class of financing 
statements is not large and only a small 
number of financing statements are contin- 
ued twice. 
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correct interpretation. As this Report indicates, though, under any inter- 
pretation a secured party wishing to continue such a financing statement 
can avoid the risk of an untimely? (and, therefore, ineffective) continuation 
if it files a new continuation statement during a period that begins six 
months before the effectiveness of the financing statement would otherwise 
lapse without regard to the June 30, 2006, cutoff date and that ends on 

une 30, 2006. It should be noted, however, that this “safe harbor window” 
for filing a continuation statement does not provide the full six-month pe- 
riod for filing continuation statements contemplated by both former UCC 
Section 9-403(3) and revised UCC Section 9-515(d)*. 


he time the financing statement would have ceased to be effective under 
he law of the jurisdiction in which it was filed and June 30, 2006. Continu- 
ation of effectiveness of such a financing statement beyond that date may 
be accomplished only by following the appropriate procedure set out in 

art 7 of revised Article 9. Part 7 sets out two different procedures, each 
applying to one of two mutually exclusive scenarios. First, if the pre- 
effective-date financing statement was filed in the same office in the same 
jurisdiction as would be required by the conflict of laws rules and filing of- 
fice rules of revised Article 9, UCC Section 9-705(d) provides that the ef- 
fectiveness of that financing statement can be continued by the filing of a 
continuation statement. Second, if the first rule does not apply, the secured 
party must file an “initial financing statement in lieu of continuation state- 
ment” (an “in lieu” financing statement) under revised UCC Section 9-706. 

his “in lieu” filing must be made in the jurisdiction whose law governs 
perfection under the conflict of laws rules of revised Article 9. 


he vast majority of filings made under former Article 9 (;.e., before July 1, 
2001) had only a five-year lifespan? and, thus, will cease to be effective on 
or before the June 30, 2006, cutoff date under the first prong of UCC Sec- 

ion 9-705(c). Thus, the number of situations in which the cutoff date could 
shorten the period of effectiveness of a pre-effective-date financing state- 
ment is minimal. Indeed, it might appear at first that, except for situa- 

ions in which a pre-effective-date financing statement had a lifespan o 
longer than five years under former Article 9 (because either former UCC 
Section 9-403(6) or a non-uniform rule in effect in the relevant state 
provided for a longer duration), the cutoff date established by the second 
prong of UCC Section 9-705(c) would have no effect. 


gressively shorter as the date on which ef- 
fectiveness of the financing statement would 
otherwise cease if $ 9-705(c) were inap- 
plicable is later in 2006. 


3As described in more detail in this 
Report, a continuation statement is effective 


"The only exceptions in the Official 


may be untimely if it is filed either too early 
or too late. 


^Indeed, as noted in Part F of this 
Report, the safe harbor period grows pro- 
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Text of former Article 9 were for filings that, 
identified the debtor as a transmitting util- 
ity and for real estate mortgages effective as 
fixture filings. See former UCC § 9-403(6). 
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C. Effect of the Cutoff Date on Certain Financing Statements 
Continued in 2001 


As noted above, however, there is another set of cases in which the June 
30, 2006, cutoff date is relevant even in states that had a five-year lifespan 
for financing statements filed in that state under former Article 9. For 
some of these cases, as explained below, the structure of Part 7 of Article 9 
does not work well to provide clear answers to questions about maintain- 
ing effectiveness after June 30, 2006, of a financing statement filed under 
former Article 9. The drafters may not have anticipated and considered 
hese specific cases in crafting the rules in Part 7. 


Consider a financing statement that originally was filed under former 
Article 9 in the second half of 1996. Under former Article 9, that filing 

ould have expired five years later—in the second half of 2001, after the 
effective date of revised Article 9. Although the second half of 2001 was af- 
er the effective date, former Article 9 provided that a continuation state- 
ment filed at any time in the six-month period prior to the expiration of a 
financing statement’s five-year lifespan continued the effectiveness of that 
financing statement for an additional five years from the original lapse 
date.? Thus, the six-month continuation window for a financing statement 
originally filed in the second half of 1996 began sometime in the first hal 
of 2001—while former Article 9 was still in effect. As a result, it was pos- 
sible to file a continuation statement under former Article 9 to continue 
he effectiveness of such a financing statement, even though its effective- 
mess would have continued until after revised Article 9 came into effect. 

nder the rules of former Article 9, such a continuation statement 
continued the effectiveness of the financing statement for an additional 
five years from its original lapse date in the second half of 2001 and, 
herefore, to a date after June 30, 2006. For example, if the original financ- 
ing statement was filed on November 1, 1996, the secured party could have 
filed a continuation statement under former Article 9 as early as May 1, 
2001 (before the effective date of July 1, 2001). Under the rules of former 
Article 9, this would have continued the effectiveness of that financing 
statement until November 1, 2006. 


At this point, several questions must be answered. First, when does the ef- 
fectiveness of such a financing statement (an “affected financing state- 
ment”) lapse under the rules of revised Article 9? Second, what actions 
must be taken by a secured party who wishes to continue the effectiveness 
of an affected financing statement beyond that date? Third, when must 
such actions be taken? The first two questions are addressed immediately 
below. The third question is addressed in Parts D and E of this Report. 


1. When Does Effectiveness of an Affected Financing Statement 
Lapse? 


o answer this question, the analysis must first return to revised UCC 
Section 9-705(c), which tells us that financing statements that were effec- 


later than June 30, 2006. If action is not taken by that date to continue 


®Former UCC § 9-403(2). 
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he effectiveness of an affected financing statement, UCC Section 9-705(c) 
ells us that the effectiveness of the financing statement will cease and, 
hus, that any later action will be too late to maintain continuity o 
perfection. Because many secured parties wait until shortly before the 
expiration of the initial five-year period of effectiveness (or any additional 
five-year period obtained by virtue of a continuation statement) or rely on 
automated or other calendaring systems that might have been programmed 
o remind the secured party of the necessity to continue the effectiveness 
of such filings only shortly before the expiration of that five-year period, it 
is critically important for secured parties to be aware that application o 
he cutoff rule in UCC Section 9-705(c) would lead to the conclusion that 
affected financing statements would cease to be effective on the cuto 
date—before the expiration of that five year period'. 


he preceding discussion assumes that the cutoff date in UCC Section 
9-705(c) applies to all affected financing statements. An argument could be 

ade, though, that there is a class of affected financing statements to 

hich that subsection is inapplicable. If the affected financing statement is 
filed in the same office and same jurisdiction as would be required for an 
initial financing statement under revised Article 9 and also meets all o 
he requirements of Part 5 of revised Article 9 for an initial financing| 
statement (such as the rules for the debtor's name and the indication o 
collateral), it might be argued that UCC Section 9-705(b) (which provides 
hat the filing of a financing statement before the effective date is effective 
0 perfect a security interest after the effective date to the extent the filing 

ould satisfy the applicable requirements for perfection under revised 
Article 9) governs this affected financing statement and UCC Section 
9-705(c) was not intended by the drafters to address this particular case 
and is inapplicable.? In such a case,’ because UCC Section 9-705(b) contains 
no cutoff date, the affected financing statement would remain effective 


"While the primary focus of this Report tion to continue the effectiveness of its af- 


is identification of the time period during 

hich the effectiveness of an affected financ- 
ing statement must be continued in order to 
emain effective, even a secured party who 
does not expect again to continue the ef- 
ectiveness of an affected financing state- 
ment beyond the five-year continuation pe- 
iod should note the effect of $ 9-705(c). For 
example, a secured party who expects the 
secured obligation to be satisfied after June 
30, 2006, but before the expiration of the 
existing five-year continuation period and 

ho, therefore, does not take action on or 
before the cutoff date to continue the ef- 
ectiveness of its affected financing state- 
ment (expecting to file a continuation state- 
ment only if the obligation is not satisfied 
by the expiration of the five-year period) 

ould also be adversely affected by the ap- 
plication of the cutoff date of § 9-705(c)(2). 
o avoid the possibility of such an adverse 
effect, such a secured party should take ac- 
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fected financing statement on or before the 
cutoff date in accordance with the sugges- 
tions of this Report. 

*Comment 3 to revised UCC Section 
9-705 suggests that subsection (b) was not 
intended to apply to this situation, which 
provides some evidence against this argu- 
ment. Moreover, Example 1 to Comment 4 
to the same section applies the June 30, 
2006 cutoff date of subsection (c) to a financ- 
ing statement that would have expired in 
July 2001 but was continued by the filing o 
a continuation statement under former 
Article 9 before July 1, 2001, further sug- 
gesting that subsection (c) rather than 
subsection (b) is applicable. Comment 4, 
however, as stated in its first sentence, ap- 
pears to be discussing the application o 
subsection (c) only in the circumstance 
where “this Article would require filing of a 
financing statement in a different jurisdic- 
tion or in a different office in the same juris- 
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ntil the end of its full five-year period of effectiveness—even if (as in the 
case of a financing statement that would have expired on or after July 1, 
2001, but was continued by the timely filing of a continuation statement 
before that date) that occurs after June 30, 2006. Similarly, it can be 
argued that, in light of the Comments to UCC Section 9-705,'? neither 
subsection (b) nor subsection (c) applies to these affected financing state- 

ents and, therefore, that nothing in Section 9-705 shortens their period 
of effectiveness as originally determined under former Article 9. 


2. What Actions Must Be Taken to Continue the Effectiveness of 
an Affected Financing Statement? 


at can secured parties in this circumstance do on or before the date on 
hich their affected financing statements will cease to be effective in order 
o assure that their perfected status will continue without interruption be- 
yond that date? The answer depends on whether the affected financing 
statement is filed in the same office and same jurisdiction as would be 
required for an initial financing statement under revised Article 9. If the 
affected financing statement is filed in that office in that jurisdiction, 
revised UCC Section 9-705(d) indicates that the secured party may| 
continue the effectiveness of that financing statement by filing a continua- 
ion statement in that office." If, on the other hand, the current financing 
statement is filed in a different state than the state whose law governs 
perfection of the security interest under revised Article 9 or, even if filed in 
hat state, is not filed in the office in that state mandated by revised Article 
9, the secured party must file an “in lieu" financing statement under 
revised UCC Section 9-706. 


. When May an “In Lieu” Financing Statement be Filed in Order 
o Continue the Effectiveness of a Financing Statement Whose 


be continued only by the filing of an “in lieu" financing statement, two 
questions about the timing of the filing of the “in lieu” financing statement 
ust be answered. First, by when must the “in lieu" financing statement 
be filed in order to continue the effectiveness of an affected financing state- 
ent and maintain continuity of perfection? The answer is obvious—the 


diction" and the facts in Example 1 involve 
hat circumstance. Comment 4 is not di- 
ected to the circumstance of affected financ- 
ing statements on file in the same jurisdic- 
ion and same office as required by revised 
Article 9. This would be consistent with a 
conclusion that the drafters did not intend 
o address that particular issue in the stat- 
ute and, thus, leaves it open to interpret the 
ext of the statute to mean that the cutoff 
date in subsection (c) is not applicable to 
he particular circumstance of the affected 
nancing statement. 


As noted in the previous sentence, the 
affected financing statements to which this 


argument applies are those that are filed in 
the same office and same jurisdiction as 
would be required for an initial financing 
statement under revised Article 9 and also 
meet all of the requirements of Part 5 o 
revised Article 9 for an initial financing 
statement. 


10 
See note 8, supra. 


"Note, however, that § 9-705(f) pro- 
vides that, taken together, the pre-effective 
date financing statement and the post- 
effective date continuation statement must 
satisfy the requirements of Part 5 of revised 
Article 9 for an initial financing statement. 
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date by which such a filing must be made is the date on which effective- 
ness would otherwise cease under revised UCC Section 9-705(c) (i.e., the 


o be effective under the law of the jurisdiction in which it was filed and 
une 30, 2006).? Second, what is the earliest date on which such an “in 
lieu” filing can be made? The answer here is quite simple as well—an “in 
lieu" financing statement may be filed at any time.” 


. When May a Continuation Statement be Filed in Order to 
Continue the Effectiveness of an Affected Financing Statement? 


For cases in which the effectiveness of an affected financing statement may 
be continued by the filing of a continuation statement in the same office 
and same state as the original financing statement, the same two ques- 
ions must be answered about the timing of the continuation statement. 
First, by when must the continuation statement be filed in order to 
continue the effectiveness of an affected financing statement and maintain 
continuity of perfection? The answer, of course, is the date on which ef- 
fectiveness of the affected financing statement would cease under revised 
Article 9—either June 30, 2006, or the expiration of the standard five-year 
period of continued effectiveness, depending on which interpretation 
described in Part C1 of this Report is adopted. Second, what is the earliest 
date on which such a continuation statement may be filed? 


he answer to the second question is uncertain. Revised UCC Section 
9-705(d) states that effectiveness of the pre-effective-date financing state- 
ment may be continued *upon the timely filing" of a continuation 
statement. What is a “timely filing" in the context of an affected financing 
statement? Both former UCC Section 9-403(3) and revised UCC Section 
9-515(d) provide that a continuation statement may be filed ^within six 
months prior to the expiration of the five-year period [of effectiveness of the 
existing financing statement]."'* In contexts other than those involving af- 
fected financing statements, the application of revised UCC Section 
9-515(d) is clear. Yet, in the case of affected financing statements whose ef- 
fectiveness may be continued by the filing of a continuation statement 

nder revised Article 9, the analysis is more complicated—in part because 
of the uncertainty described in Part C1 of this Report as to when such 
financing statements cease to be effective. 


nder the interpretation described in the first paragraph of Part C1, UCC 
Section 9-705(c)(2) is applicable to an affected financing statement, and the 
application of its June 30, 2006, cutoff date shortens the period of effective- 
ness of an affected financing statement to less than five years. Thus, apply- 
ing the cutoff date of UCC Section 9-705(c)(2), the rules for the continua- 
ion period in revised UCC Section 9-515(d) cannot be applied literally to 
such affected financing statements because there is no five-year period o 
effectiveness. The statutory language lends itself to two possible 


"For cases in which an “in lieu" financ- from Comment 4 to § 9-705 that $ 9-705(c) is 
ing statement is required, there is no doubt intended to apply. 
hat § 9-705(c) provides the applicable cut- 13 
off date. By its own terms § 9-705(b) does Kus $ 9-706, comment 1, par. 2. 
not apply to such a situation and it is clear Emphasis added. 
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constructions. First, the continuation period could begin six months prior 
o the “early” expiration of the financing statement on the cutoff date 
(June 30, 2006), even though that lapse date is less than five years after 
he start of the most recent period of effectiveness of the financing 
statement. This would mean that an affected financing statement whose 
effectiveness is brought to an “early” end (i.e., on the June 30, 2006, cuto 
date) by operation of UCC Section 9-705(c)(2) could be the subject of a 
continuation statement filed at any time during the six months preceding 
une 30, 2006. Alternatively, the continuation period could begin six 
months prior to the expiration of the five-year period of effectiveness that 
he affected financing statement would have had but for the cutoff date. 
For example, this would mean that an affected financing statement that, 
but for the cutoff date, would lapse on November 1, 2006, could be 
continued only during a period beginning six months before November 1, 
2006—i.e., no earlier than May 1, 2006—even though, as a result of the 
cutoff date, effectiveness of the financing statement would cease on June 
30, 2006, with the result being a continuation period shorter than the 
standard six months. Indeed, under this interpretation the period for filing 
a continuation statement could be as short as one day if the affected financ- 
ing statement would lapse, but for the cutoff date, on December 30, 2006. 


ile the PEB does not believe that it was the intent of the drafters o 
revised Article 9 that the period for filing a continuation statement in 
hese circumstances would be less than the standard six months (as would 
occur under the second construction described in the previous paragraph), 
he possibility that a court could read the relevant provisions of Article 9 
o bring about such a result cannot be dismissed. 


nder the interpretation described in the second paragraph of Part C1 
above, UCC Section 9-705(c)(2) does not cut off on June 30, 2006, the ef- 
fectiveness of an affected financing statementwhose effectiveness may be 
further continued by the filing of a continuation statement. Rather, under 
his interpretation, such a financing statement remains effective until the 
end of the five-year period of additional effectiveness resulting from the fil- 
ing of the previous continuation statement under former Article 9. Thus, 
nder the interpretation described in the second paragraph of Part C1, 
here is no difficulty in applying the rules in UCC Section 9-515(d) to a 
continuation statement filed under revised Article 9 inasmuch as the previ- 
ous filing did have a five-year period of effectiveness. Accordingly, if this 
interpretation is applied, the continuation statement may be filed at any| 
ime within six months prior to the expiration of the five-year period o 
continued effectiveness of the affected financing statement. For example, i 
he affected financing statement will lapse on November 1, 2006, under 
his interpretation, a continuation statement with respect to that financing 
statement may be filed at any time during the six month period prior to 
November 1, 2006. 


. What Can Secured Parties Do to Avoid Uncertainty Created by 
Different Possible Interpretations? 


In the case of affected financing statements that are on file in the same 
state and same office as are required by revised Article 9 (and, thus, whose 
effectiveness may be continued under revised Article 9 by the filing of a 
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financing statement will cease if a continuation statement is not filed, and 
(ii) the period during which a continuation statement may be filed with re- 
spect to such an affected financing statement. The PEB does not take a po- 
sition as to how that uncertainty should be resolved by courts if either is- 
sue becomes the subject of litigation. 


he PEB notes, however, that a secured party wishing to maintain 
continued effectiveness of such an affected financing statement has a course 
of action available to it that will enable it be successful in maintaining| 
continued effectiveness under any of the possible statutory interpretations 
described in this Report. So long as such a secured party files its continua- 
ion statement no earlier than six months before the date on which the ef- 
fectiveness of the affected financing statement would have ceased under 
former Article 9 (in order for the continuation statement to be timely if the 
cutoff date of UCC Section 9-705(c)(2) does not apply), but no later than 
une 30, 2006 (in order to be timely if the cutoff date does apply), its 
continuation statement will be timely under any of those interpretations. 
Accordingly, secured parties in this situation are well-advised to file their 
continuation statements for affected financing statement during the “safe 
harbor window" described in the previous sentence to avoid litigation and 
ncertainties that would otherwise arise from the interpretative difficul- 
ies described in this Report. 


he duration of the safe harbor window will vary, though, depending on 

hen the effectiveness of the affected financing statement would have 
ceased under former Article 9. The later that the effectiveness would have 
ceased under former Article 9, the shorter the window is. Assume, for 
example, that an initial financing statement was originally filed on July 2, 
1996, and was continued by the timely filing of a continuation statement 
on June 30, 2001. In that case, the safe harbor window will “open” on 

anuary 2, 2006—six months before the date on which effectiveness of the 
affected financing statement would have ceased under former Article 
9—and “close” on June 30, 2006. By way of contrast, assume that an initial 
financing statement was originally filed on December 30, 1996, and was 
continued by the timely filing of a continuation statement on June 30, 
2001. In that extreme case, the window will “open” on June 30, 2006—six 
months before the date on which effectiveness of the affected financing 
statement would have ceased under former Article 9—and “close” on the 

ery same day. Thus, the safe harbor window identified in this paragraph 
can, in an extreme case, be as short as one day. 


ARTICLE 10. 
EFFECTIVE DATE AND REPEALER’ 


10-101. Effective Date. 

10-102. Specific Repealer; Provision for Transition. 
10-103. General Repealer. 

10-104. Laws Not Repealed. 


$ 10-101. Effective Date. 

This Act shall become effective at midnight on December 31st following 
its enactment. It applies to transactions entered into and events occurring 
after that date. 


Official Comment 
This effective date is suggested so that there may be ample time for all those who will be 
affected by the provisions of the Code to become familiar with them. 


$ 10-102. Specific Repealer; Provision for Transition. 
(1) The following acts and all other acts and parts of acts inconsistent 
herewith are hereby repealed: 
(Here should follow the acts to be specifically repealed including the 


following: 
Jniform Negotiable Instruments Act 
niform Warehouse Receipts Act 
niform Sales Act 
niform Bills of Lading Act 
niform Stock Transfer Act 
niform Conditional Sales Act 
Jniform Trust Receipts Act 
Also any acts regulating: 
Bank collections 
Bulk sales 
Chattel mortgages 
Conditional sales 
Factor's lien acts 
Farm storage of grain and similar acts 
Assignment of accounts receivable) 


(2) Transactions validly entered into before the effective date specified in 
Section 10-101 and the rights, duties and interests flowing from them 
remain valid thereafter and may be terminated, completed, consummated 


*See Article 11 for Transition Provi- 1972 amendments. 
sions for those jurisdictions adopting the 
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or enforced as required or permitted by any statute or other law amended 
or repealed by this Act as though such repeal or amendment had not 
occurred. 


Note 


Subsection (1) should be separately prepared for each state. The foregoing is a list of statutes to 
be checked. 


Official Comment 


Subsection (1) provides for the repeal of present uniform and other acts superseded by 
his Act. Subsection (2) provides for the transition to the Code. 


§ 10-103. General Repealer. 


Except as provided in the following section, all acts and parts of acts in- 
consistent with this Act are hereby repealed. 


Official Comment 
This section provides for the repeal of all other legislation inconsistent with this Act. 


§ 10-104. Laws Not Repealed. 


[ (1) ] The Article on Documents of Title (Article 7) does not repeal or 

odify any laws prescribing the form or contents of documents of title or 
he services or facilities to be afforded by bailees, or otherwise regulating 
bailees’ businesses in respects not specifically dealt with herein; but the 
fact that such laws are violated does not affect the status of a document o 
itle which otherwise complies with the definition of a document of title 
(Section 1-201). 


As amended in 1962 and 1994. 
See Appendix K for material relating to changes made in text in 1994. 


Official Comment 

This section subordinates the Article of this Act on Documents of Title (Article 7) to the 
more specialized regulations of particular classes of bailees under other legislation and 
international treaties. Particularly, the provisions of that Article are superseded by ap- 
plicable inconsistent provisions regarding the obligation of carriers and the limitation o 
heir liability found in federal legislation dealing with transportation by water (including 
he Harter Act, Act of February 13, 1893, 27 Stat. 445, and the Carriage of Goods by Sea 

ct, Act of April 16, 1936, 49 Stat. 1207); the Warsaw Convention on International Air 

ransportation, 49 Stat. 3000, and Section 20(11) of the Interstate Commerce Act, Act o 
February 20, 1887, 24 Stat. 386, as amended. The Documents of Title provisions of this Act 
supplement such legislation largely in matters other than obligation of the bailee, e.g., form 
and effects of negotiation, procedure in the case of lost documents, effect of overissue, pos- 
sibility of rapid transmission. 
Cross Reference: 

Section 7-103. 


ARTICLE 11. 


EFFECTIVE DATE AND TRANSITION 
PROVISIONS’ 


. Effective Date. 

. Preservation of Old Transition Provision. 

. Transition to [New Code]—General Rule. 

. Transition Provision on Change of Requirement of Filing. 
. Transition Provision on Change of Place of Filing. 

. Required Refilings. 

. Transition Provisions as to Priorities. 

. Presumption That Rule of Law Continues Unchanged. 


11-101. Effective Date. 
This Act shall become effective at 12:01 A.M. on — ,19. 
$ 11-102. Preservation of Old Transition Provision. 

The provisions of [here insert reference to the original transition provi- 
sion in the particular state] shall continue to apply to [the new U.C.C.] 
and for this purpose the [old U.C.C. and new U.C.C.] shall be considered 
one continuous statute. 


$ 11-103. Transition to [New Code]—General Rule. 


Transactions validly entered into after [effective date of old U.C.C.] and 
before [effective date of new U.C.C.], and which were subject to the provi- 
sions of [old U.C.C.] and which would be subject to this Act as amended i 
hey had been entered into after the effective date of [new U.C.C.] and the 
rights, duties and interests flowing from such transactions remain valid af- 
er the latter date and may be terminated, completed, consummated or 
enforced as required or permitted by the [new U.C.C.]. Security interests 
arising out of such transactions which are perfected when [new U.C.C.] 
becomes effective shall remain perfected until they lapse as provided in 
[new U.C.C.], and may be continued as permitted by [new U.C.C.], except 
as stated in Section 11-105. 


"This material has been numbered 
Article 11 to distinguish it from Article 10, 
he transition provision of the 1962 Code, 

hich may still remain in effect in some 
states to cover transition problems from pre- 
Code law to the original Uniform Com- 
mercial Code. Adaptation may be necessary 
in particular states. The terms *[old Code]" 
and “[new Code]” and *[old U.C.C.]" and 
“Inew U.C.C.]" are used herein, and should 
be suitably changed in each state. 


This draft was prepared by the Re- 
porters and has not been passed upon by 
the Review Committee, the Permanent 
Editorial Board, the American Law Insti- 
tute, or the National Conference of Commis- 
sioners on Uniform State Laws. It is submit- 
ted as a working draft which may be adapted 
as appropriate in each state. The “Discus- 
sions" were written by the Reporters to as- 
sist in understanding the purpose of the 
drafts. 
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§ 11-104. Transition Provision on Change of Requirement of 
Filing. 

A security interest for the perfection of which filing or the taking of pos- 
session was required under [old U.C.C.] and which attached prior to the ef- 
fective date of [new U.C.C.] but was not perfected shall be deemed 
perfected on the effective date of [mew U.C.C.] if [new U.C.C.] permits 
perfection without filing or authorizes filing in the office or offices where a 
prior ineffective filing was made. 


§ 11-105. Transition Provision on Change of Place of Filing. 

(1) A financing statement or continuation statement filed prior to [effec- 
ive date of new U.C.C.] which shall not have lapsed prior to [the effective 
date of new U.C.C.] shall remain effective for the period provided in the 
[old Code], but not less than five years after the filing. 

(2) With respect to any collateral acquired by the debtor subsequent to 
he effective date of [new U.C.C.], any effective financing statement or 
continuation statement described in this section shall apply only if the fil- 
ing or filings are in the office or offices that would be appropriate to perfect 
he security interests in the new collateral under [new U.C.C.]. 

(3) The effectiveness of any financing statement or continuation state- 
ment filed prior to [effective date of new U.C.C.] may be continued by a 
continuation statement as permitted by [new U.C.C.], except that if [new 

.C.C.] requires a filing in an office where there was no previous financing 
statement, a new financing statement conforming to Section 11-106 shall 
be filed in that office. 

(4) If the record of a mortgage of real estate would have been effective as 
a fixture filing of goods described therein if [new U.C.C.] had been in effect 
on the date of recording the mortgage, the mortgage shall be deemed effec- 

ive as a fixture filing as to such goods under subsection (6) of Section 
9-402 of the [new U.C.C.] on the effective date of [new U.C.C.]. 


$ 11-106. Required Refilings. 

(1) If a security interest is perfected or has priority when this Act takes 
effect as to all persons or as to certain persons without any filing or record- 
ing, and if the filing of a financing statement would be required for the 
perfection or priority of the security interest against those persons under 
new U.C.C.], the perfection and priority rights of the security interest 
continue until 3 years after the effective date of [new U.C.C.]. The perfec- 

ion will then lapse unless a financing statement is filed as provided in 
subsection (4) or unless the security interest is perfected otherwise than by 


(2) If a security interest is perfected when [new U.C.C.] takes effect 

nder a law other than [U.C.C.] which requires no further filing, refiling or 
recording to continue its perfection, perfection continues until and will 
lapse 3 years after [new U.C.C.] takes effect, unless a financing statement 
is filed as provided in subsection (4) or unless the security interest is 
perfected otherwise than by filing, or unless under subsection (3) of Section 
9. 302 the other law continues to govern filing. 


(3) If a security interest is perfected by a filing, refiling or recording 
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nder a law repealed by this Act which required further filing, refiling or 
recording to continue its perfection, perfection continues and will lapse on 
he date provided by the law so repealed for such further filing, refiling or 
recording unless a financing statement is filed as provided in subsection 
(4) or unless the security interest is perfected otherwise than by filing. 

(4) A financing statement may be filed within six months before the 
perfection of a security interest would otherwise lapse. Any such financing 
statement may be signed by either the debtor or the secured party. It must 
identify the security agreement, statement or notice (however denominated 
in any statute or other law repealed or modified by this Act), state the of- 
fice where and the date when the last filing, refiling or recording, if any, 

as made with respect thereto, and the filing number, if any, or book and 
page, if any, of recording and further state that the security agreement, 
statement or notice, however denominated, in another filing office under 

he [U.C.C.] or under any statute or other law repealed or modified by this 
Act is still effective. Section 9-401 and Section 9-103 determine the proper 
place to file such a financing statement. Except as specified in this subsec- 
ion, the provisions of Section 9-403(3) for continuation statements apply 
o such a financing statement. 


$ 11-107. Transition Provisions as to Priorities. 

Except as otherwise provided in [Article 11], [old U.C.C.] shall apply to 
any questions of priority if the positions of the parties were fixed prior to 
he effective date of [new U.C.C.]. In other cases questions of priority shall 
be determined by [new U.C.C.]. 


$ 11-108. Presumption That Rule of Law Continues Unchanged. 


Unless a change in law has clearly been made, the provisions of [new 
.C.C.] shall be deemed declaratory of the meaning of the [old U.C.C.]. 
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PEB RESOLUTION ON PURPOSES, 
STANDARDS AND PROCEDURES FOR PEB 
COMMENTARY TO THE UCC 


1. The Permanent Editorial Board (PEB), in accordance with the stan- 
dards and procedures set out in this resolution of March 14, 1987, and the 
authority given in the agreement between the American Law Institute and 

he National Conference of Commissioners on Uniform State Laws dated 
uly 31, 1986, will issue supplemental commentary on the Uniform Com- 
mercial Code (UCC) from time to time. 

a. The supplemental commentary of the PEB generally will be known as 
PEB Commentary, to distinguish it from the Official Comments to the 
UCC, and will be preserved separately from the Official Comments. 

. The underlying purposes and policies of the PEB Commentary are 
those specified in UCC § 1-102(2). A PEB Commentary should come 
within one or more of the following specific purposes, which should be 
made apparent at the inception of the Commentary: (1) to resolve an 
ambiguity in the UCC by restating more clearly what the PEB consid- 
ers to be the legal rule; (2) to state a preferred resolution of an issue 
on which judicial opinion or scholarly writing diverges; (3) to elabo- 
rate on the application of the UCC where the statute and/or the Of- 
ficial Comment leaves doubt as to inclusion or exclusion of, or applica- 
tion to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or 
changed circumstances; (5) to clarify or elaborate upon the operation 
of the UCC as it relates to other statutes (such as the Bankruptcy 
Code and various federal and state consumer protection statutes) and 
general principles of law and equity pursuant to UCC § 1-108; or (6) 
to otherwise improve the operation of the UCC. 

. The format of the PEB Commentary normally will consist of an 
identification of the issue, a discussion concerning the possible resolu- 
tions of the issue to be addressed, and a statement of the view of the 
PEB as to how the issue should be resolved. On a carefully selected 
basis supplemental commentary may be issued as an identified 
supplement to the Official Comments, in which case it generally 
should take the form of a brief exposition modeled substantially on 
the form and style of the Official Comments. 

. Topics for PEB Commentary will be selected periodically by the PEB 
from suggestions, accompanied by supporting reasons, made by PEB 
members and by other persons. PEB Commentary may be issued 
whether or not a perceived issue has been litigated or is in litigation, 
and whether or not the position taken by the PEB accords with the 
weight of authority on the issue. The number of topics and topics that 
are chosen at any given time will be determined by the PEB weighing 
criteria appropriate under the circumstances, which may include the 
practical importance of the issue, the absence of other means of reso- 
lution, the time and effort to be involved in the preparation of the 
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PEB Commentary, the extent to which the PEB Commentary is likely 
to be successful in addressing an issue, whether it is known to the 
PEB that the topic of the PEB Commentary is in specific litigation 
and, if so, the probable impact upon that litigation, and the avail- 
ability of resources. However, normally no PEB Commentary should 
be begun with respect to a UCC Article that is undergoing amend- 
ment or initial promulgation except upon consultation with and 
concurrence of the study or drafting committee for such amendment 
or initial promulgation. Moreover, except in extraordinary cases and 
in the case of PEB Commentary identified as specific supplements to 
Official Comments, an Official Comment, as opposed to the text of the 
UCC, should not be the specific subject of PEB Commentary. 

. For a variety of reasons, topics initially identified by the PEB for PEB 
Commentary and advisors’ drafts of PEB Commentary (discussed in 
paragraph 2 below) may not result in the final approval of PEB 
Commentary. Such reasons might include the failure of a consensus 
to emerge on the substance of an issue or a conclusion that the issue 
would better be treated by a change in the UCC Official Text. No 
inference should be drawn from, and no weight should be accorded to, 
any withdrawal of an advisor's draft or any failure to proceed with a 
PEB Commentary on any particular topic. 


2. The process by which PEB Commentary is prepared and issued by the 
EB should be flexible, but usually should include: 


a. periodic publication of the topics under consideration by the PEB with 


a request for comment by interested persons by a stated date as to 
whether any listed topic should be deleted or a related topic added 
and as to the appropriate resolution of the issues presented by the 
topics under consideration; 

. Selection of one or more appropriate advisers, who are not members o 
the PEB, to review any comments submitted by interested persons 
and other relevant materials and to prepare a tentative adviser's 
draft of the proposed PEB Commentary; 

. publication of the adviser's draft of the PEB Commentary, after 
supervisory review of the PEB, soliciting comments by interested 
persons by a stated date on the substance and style of the work; 

. approval by the PEB of the substance and style of the PEB Commen- 
tary as finally submitted by the adviser(s) and comments submitted 
by interested persons or, when warranted, the withdrawal of the pro- 
posal with the reasons for withdrawal stated; and 

. periodic publication of such PEB Commentary as is approved by the 
PEB on a regular schedule. 


Approval by the PEB of PEB Commentary shall be by three quarters o 
he members of the PEB voting on the Commentary. The manner of publi- 
cation of PEB Commentary by the PEB will be in accordance with 
procedures formulated under a resolution related to that subject generally. 


PEB COMMENTARY NO. 1 
SECTION 2-507(2) 


A cash seller has the right to be paid upon delivery of goods and, if not 


may be made by a check, but such payment is conditional and defeated by 
dishonor ofthe check giving rise to the seller's right of reclamation. Comment 
3 to 8 2-507(2) states: 
"Subsection (2) deals with the effect of a conditional delivery by the seller and 
in such a situation makes the buyer's ‘right as against the seller’ conditional 
upon payment. These words are used as words of limitation to conform with 
the policy set forth in the bona fide purchase sections of this Article. Should 
the seller after making such a conditional delivery fail to follow up his rights, 
the condition is waived. T'he provision of this Article for a ten day limit within 
which the seller may reclaim goods delivered on credit to an insolvent buyer is 
also applicable here." (emphasis supplied) 
If the payment is tendered by check, the seller payee will only learn that 
he check has been or will be dishonored after the goods are delivered. The 
seller will gain this information either by learning from the bank where 
he check was deposited that it had been dishonored by the payor bank; or, 
sometimes by inquiring directly of the payor bank and being told that 
here is no such account or there is an account but with insufficient funds 
o cover the check. Oftentimes, the seller may not learn of the dishonor or 
anticipated dishonor until more than ten days after delivery of the goods.' 


ing a credit seller to demand reclamation of the goods “within ten days af- 
er the receipt” mean that the cash seller also loses the right of reclama- 
ion where demand is made more than ten days after delivery of the goods, 
even though the seller did not learn of the dishonor before then? 


DISCUSSION 


he cash seller's right of reclamation was a common law remedy in the 
nature of a lien. “The ground upon which an unpaid seller is allowed a lien 
and kindred remedies is the inherent injustice of depriving him of goods 
ith which he has not finally parted where it is evident that he has not 
been paid or will not be paid the price for them when it is due." Williston, 
ales, 99 (1948). 


The *cash sale" is expressly mentioned in the voidable title provision o 


"This problem should become less sig- 
nificant under Federal Reserve Board 
Regulation CC, 12 CFR Part 229, issued 
pursuant to the Expedited Funds Avail- 
ability Act, 12 USC Section 4001 et seq. 

nder Section 229.30, the payor bank has a 
duty to effect an “expeditious return" of the 
check and if the check is for $2,500 or more, 
Section 229.33 requires that it provide no- 


tice of non-payment that is received by the 
depositary bank by 4:00 P.M. on the second 
business day following the banking day on 
which the check was presented; and that the 
depositary bank send notice to its customer 
by midnight of the banking day following its 
receipt of the notice or within a reasonable 
longer time. 


APPENDIX 7 


§ 2-403(1)(c) (along with payment by check (§ 2-403(1)(b))), but the right o 
reclamation is not specifically mentioned. Instead, it is implicit in $ 2-507(2) 
and $ 2-511(3). As noted by the First Circuit in Szabo v. Vinton Motors, 
630 F.2d 1, 3, 29 UCC Rep.Serv. (Callaghan) 737 (1st Cir.1980): 


“Although the right of such a cash seller to reclaim goods sold in a ‘bad check? 
transaction is not specifically set forth in the Code provisions, [footnote omit- 
ted] such a reclamation right is inherent in 2-507(2) and 2-511(3) of the Code, 
Mass. Gen. Laws ch. 106, $8 2-507(2), 2-511(3). In re Mort Co., 208 F.Supp. 
309, 310 [1 UCC Rep. 166] (ED Pa.1962); In re Helms Veneer Corp., 287 
F.Supp. 840, 845-46 [5 UCC Rep. 977, 983-4] (WD Va.1968). See generally 
Mann & Phillips, The Cash Seller Under the Uniform Commercial Code, 20 
B.C.L.Rev. 370, 375-84 (1979). Section 2-507(2) makes a buyer's ‘right as 
against the seller to retain or dispose of [the goods] . . . conditional upon his 
making the payment due.’ Section 2-511(3), in turn, provides that ‘payment 
by check is conditional and is defeated as between the parties by dishonor of 
the check on due presentment. Taking these two Code provisions together, 
the clear implication is that a buyer cannot retain and, conversely, a seller 
has the right to reclaim goods sold in a cash transaction if the buyer's check is 
dishonored. 
"The existence of the cash seller's right to reclaim is further supported, and 
limited, by Comment 3 to section 2-507: 

*[guotation omitted] 
"The reference in the last sentence of Comment 3 is to the limitation contained 
in $ 2-702(2) requiring a credit seller to reclaim goods within ten days of 
receipt. See note 1 supra. Based on this reference, courts have invariably held 
that a cash seller must make a demand for the return of the goods within ten 
days after the goods are received by the buyer. E.g., In re Samuels & Co., 526 
F.2d 1238, 1245 (5th Cir.) (en banc), cert. denied 429 U.S. 834 (1976); In re 
Helms Veneer Corp., supra, at 846 * * * [footnote omitted]." 


See also Dugan, Cash Sellers Under Articles 2 and 9 of the UCC, 8 UCC 
J. 330, 345—349 (1976). 


Szabo, which represents the majority view by reason of the Comment, 
ent on to hold that the seller's right of reclamation is lost if demand is 
ade more than ten days after delivery of the goods: 


“Appellee urges us to disregard the limitation contained in Comment 3 on the 
ground that it directly contradicts the language of the Code. Although official 
Code Comments do not have the force of law, they are helpful in explaining 
the Code provisions and their purpose is to promote uniformity in construction. 
Mass.Gen. Laws ch. 106, Comment to Title; Thompson v. United States, 408 
F.2d 1075, 1084 n. 15 (8th Cir.1969). See generally Skilton, Some Comments 
on the Comments to the Uniform Commercial Code, 1966 Wisc.L.Rev. 597. It 
has been stated that the Official Comments ‘are powerful dicta.’ In re Yale 
Express System, Inc., 370 F.2d 433, 437 (2d Cir.1966). Nevertheless, it is the 
Code provisions and not the Comments which control. We do not, however, ac- 
cept appellee's argument that there is a direct conflict between the cash sale 
provisions of the Code and Comment 3 to $ 2-507. As noted above, Comment 3 
supports a reclamation right which is only implicit in $8 2-507(2) and 2-511(3), 
and limits that right by reference to another Code provision, $ 2-702(2), deal- 
ing with credit sales. Comment 3 does not contradict, but merely comple- 
ments and explains the Code. We decline to disregard it.” (630 F.2d at 3—4). 


The Eighth Circuit, however, rejected Szabo in Burk v. Emmick, 637 
.2d 1172, 29 UCC Rep.Serv. (Callaghan) 1489 (8th Cir.1980): 


“We reject this reasoning. In our view, it would tend to coerce the cash seller 
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who reasonably expects the buyer to tender payment at delivery to go through 

the cautious motions of a credit seller dealing with an economically unstable 

buyer. This we are not prepared to do. . .." (637 F.2d at 1175 n. 6). 

“Our holding is quite limited. We determine that as between the seller and 

the buyer, where a cash seller reclaims goods sold to a breaching buyer, the 

only limitation imposed upon the seller's right is a reasonableness require- 

ment. . .."(637 F.2d at 1176). 

There is nothing in the language of § 2-507(2) supporting the imposition 
of the “ten day limit” mentioned in Comment 3. At common law, there was 
no specific time limitation. Rather, an attempt to reclaim after excessive 
delay would be defeated by doctrines such as waiver, estoppel, or ratifica- 

ion of the buyer's property interest. See, e.g., Frech v. Lewis, 218 Pa. 141, 
67 A. 45 (1907). Under § 1-103, common law principles supplement Code 
provisions, unless “displaced by the particular provisions." Proper 
implementation of this doctrine compels the conclusion that the codifica- 

ion of the “cash sale" concept implicit in $ 2-507(2), without any mention 
of a time limit, means that common law rules governing enforcement are 
still applicable. Indeed, the third sentence of Comment 3 is consistent with 
his interpretation in referring to waiver where a seller fails “to follow up 
his rights." The cases which, even though they rely on Comment 3, impose 

a ten day limit, must be considered to have reached an improper result. 

here is no need to impose a specific time limitation for enforcement of a 
cash seller's right of reclamation. The common law rules defeating the 
right where there is delay resulting in prejudice to the buyer adequately 
cover instances where only the seller and buyer are involved: If the rights 


of third parties are implicated $ 2-403(1)(b) and (c) protect good faith 
purchasers. 


CONCLUSION 


here is no justification for barring the cash seller's right or remedy o 
reclamation before discovery of non-payment. There is no specific time 
limit for a cash seller to exercise the right of reclamation. The right may 
be exercised as long as there has not been an excessive delay causing ineq- 

itable prejudice to the buyer. Common law rules and precedents govern- 
ing such circumstances are applicable. 


The last sentence of Official Comment 3 to $ 2-507 is deleted as inap- 
propriate and replaced by the following: 


. . . This subsection (2) codifies the cash seller's right of reclamation which is 
in the nature of a lien. There is no specific time limit for a cash seller to 
exercise the right of reclamation. However, the right will be defeated by delay 
causing prejudice to the buyer, waiver, estoppel, or ratification of the buyer's 
right to retain possession. Common law rules and precedents governing such 
principles are applicable (Section 1-103). If third parties are involved, Section 
2-403(1) protects good faith purchasers. See PEB Commentary No. 1, dated 
March 10, 1990. 


PEB COMMENTARY NO. 2 
SECTION 9-301(4) 


Section 9-301(4) provides: ^A person who becomes a lien creditor while a 
security interest is perfected takes subject to the security interest only to 
he extent that it secures advances made before he becomes a lien creditor 
or within 45 days thereafter or made without knowledge of the lien or pur- 
suant to a commitment entered into without knowledge of the lien." Does 
he phrase “only to the extent that it secures advances" limit the priority, 
of the security interest to advances, as distinguished from, e.g., accruing 
interest, collection expenses, and similar ancillary rights (all herein called 
‘non- -advances”)? 


DISCUSSION 


example to illustrate the issue is the question whether non-advances, 
e.g., interest on advances accruing either before or after the lien arises, or 
expenses of foreclosure of the security interest arising after the lien arises, 
are excluded from the priority of pre-lien advances under the security 
interest by the language quoted above. 


If § 9-301(4) were read in an exclusionary fashion as suggested in the is- 
sue above, it would put on the priority of a security interest a limitation 

hich does not have any pre-Code precedents in chattel security law or 
similar real estate mortgage law. Even if the language were to be read as 
excluding only interest and expenses incurred after the creditor’s lien 
arose, the limitation is believed to be without precedent except for some 
situations in which accruing interest and expenses were considered to be 
‘inchoate” as that concept developed in federal law concerned with rights 
of the United States against secured parties under the Federal Preference 
Act, R.S. 3166, now 31 USC 3718, and under the Federal Tax Lien Act, 26 

SC 6321-6323. 


Section 9-301(4) was one of three sections (the others being $$ 9-307(3) 
and 9-312(7)) adopted by the 1972 amendments to Article 9 to solve the 
much debated question of the priority of future advances against interme- 
diate security interests or buyers of the collateral or creditors having non- 
consensual liens on the collateral. See the 1972 General Comments of the 

eview Committee for Article 9, paragraphs E-39 to -45 (republished in 

est’s Uniform Commercial Code, 1987 Official Text with Comments, pp. 
910—912), which neither by their heading nor by their text offered any sug- 
gestion that the priority considered related to anything other than the 
future advances themselves, as distinguished from non-advances. To the 
same effect, the “Reasons for 1972 Change" to $$ 9-301(4) (Rights of Lien 
Creditors), 9-307(3) (Rights of Buyers) and 9-312(7) (Rights of Intervening 
Secured Parties) do not contain any suggestion that the sections undertake 

o affect the priorities of non-advances. The three sections are in pari ma- 

teria, although they use somewhat different combinations of the same ele- 
ments to reach varying results in three situations. 


Sections 9-301(4) and 9-307(3) provide nearly identical rules as to the 
priority of subsequent advances against lien creditors and buyers 
respectively. Section 9-307(3) reads: *A buyer . . . takes free of a security 
interest to the extent that it secures future advances made after the 
secured party acquires knowledge of the purchase, or more than 45 days 
after the purchase, whichever first occurs, unless made pursuant to a com- 
mitment entered into without knowledge of the purchase and before the 
expiration of the 45 day period." The only substantive difference between 
his and § 9-301(4), quoted at the beginning of the Commentary, is that in 
$ 9-307(3) the effect of knowledge of the intervening rights is to shorten 
he specified 45-day period during which advances may be made with the 
same priority as the original advance, while in § 9-301(4) absence of knowl- 
edge is a factor which can extend beyond the 45 days the right to make 
post-lien advances with the same priority as the original advance. 


The language in $ 9-307(3) sets forth the rule for future advances without 
suggesting that it is exclusive and excludes any priority for non-advances, 

hile $ 9-301(4) is so phrased with the word “only” that on its face it 
excludes any right to non-advances. It is believed that this phraseology in 
§ 9-301(4) was just an accident of draftmanship as the draftsmen 
concentrated on the problem discussed in the last paragraph of the 
‘Reasons for 1972 Change" for § 9-301(4), namely, the effect of the rule 
chosen on priority of the security interest as against the Federal Tax Lien 

nder the Federal Tax Lien Act of 1966. 


CONCLUSION 


Section 9-301(4) should not be read as excluding or limiting interest on ad- 
ances or expenses made in their collection and enforcement, or other non- 
advances ancillary to advances having priority against the lien creditor. 


This issue was presented in Dick Warner Cargo Handling Corp. v. Aetna 
Business Credit, Inc., 746 F.2d 126, 39 UCC Rep.Serv. (Callaghan) 762 (2d 
Cir.1984), and the Court held in accordance with this conclusion. 


The Official Comment to $ 9-301 is amended by adding the following: 


8. The word *only" in subsection (4) is limited in its effect to the lien creditor's 
subjection to the specified advances. It does not limit the lien creditor's subjec- 
tion to whatever other rights the secured party may have by contract or law, 
e.g., the right to interest before or after the attachment of the judgment lien 
to the collateral or the right to foreclosure expenses or other collection 
expenses. See PEB Commentary No. 2, dated March 10, 1990. 


PEB COMMENTARY NO. 3 
SECTIONS 9-306(2) AND 9-402(7) 


Is there a conflict between UCC $ 9-306(2), which terminates a security 

interest upon any disposition of the collateral that has been authorized by; 
he secured party, and the last sentence of UCC $ 9-402(7), which continues 
he effectiveness of a financing statement with respect to collateral that 

has been transferred even though the secured party knows of and consents 
o the transfer? 


The issue can be described by the following hypothetical: Debtor (*D") 
has granted to Secured Party (“SP”) a security interest in collateral consist- 
ing of equipment. The security interest is perfected by the filing of a financ- 
ing statement naming D as the debtor. D disposes of the collateral to 

ransferee (“T”) who assumes D's obligations under the security agreement. 
SP is aware of and consents to the disposition but only on the conditions 

hat D remain liable on the secured indebtedness and that T make all pay- 
ments and perform all obligations under the security agreement in a timely 


DISCUSSION 


1. Section 9-306(2) 


Section 9-306(2) (1972 Official Text) provides: 

“Except where this Article otherwise provides, a security interest continues in 

collateral notwithstanding sale, exchange or other disposition thereof unless 

the disposition was authorized by the secured party in the security agreement 
or otherwise, and also continues in any identifiable proceeds including collec- 
tions received by the debtor." 

Section 9-306(2) treats only the issue of whether a security interest 
continues in collateral following disposition of the collateral. Assuming the 
security interest continues in the collateral after disposition, this Section 
does not deal with the issue of whether the secured party must take fur- 
her action to continue the perfected status of its security interest in the 
collateral. Section 9-306(2) states the general rule that a security interest 
in collateral is not terminated upon a disposition of the collateral and can 
be enforced against the collateral in the hands of the transferee. See Of- 
ficial Comment No. 3 to UCC $ 9-306(2). 


Section 9-306(2), however, sets forth an exception to this rule if the 
secured party has authorized the disposition of the collateral in the secu- 
rity agreement or otherwise. The intent underlying this exception is to 
permit a disposition of the collateral free and clear of the security interest 

hen the secured party has authorized the disposition free and clear of its 
security interest in the security agreement or otherwise. In the case o 
such an authorized disposition, the general rule of survivability of the se- 
curity interest set forth in $ 9-306(2) will not apply and the security inter- 
est will terminate upon the disposition. However, this exception to the rule 
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of survivability only applies if the secured party has authorized the dispo- 
sition, by agreement or otherwise, free and clear of the security interest. 

he exception will not apply if the secured party did not authorize the dis- 
position of the collateral or if the secured party authorized the disposition 
subject to its security interest. This authorization issue presents a factual 
question. The questions of what facts will constitute an effective express or 
implied authorization for purposes of this Section and what standard o 
proof is applicable to this determination are not addressed in the Code but 
are instead left to other law. 


If the disposition of the collateral has been authorized by the secured 
party free and clear of the security interest, the security interest will 
erminate upon the disposition and there will be no need to determine 

hether the secured party must take further action to continue the 
perfected status of the security interest in the collateral following its 
disposition. On the other hand, if the security interest in the collateral 
survives the disposition, the secured party must then determine whether 
further action is necessary to continue the perfected status of its security 
interest following the disposition. This is a perfection issue which is not 
governed by $ 9-306(2). This perfection issue is governed by § 9-402(7). 


. Section 9-402(7) 


The last sentence of § 9-402(7) provides that “a filed financing statement 
remains effective with respect to collateral transferred by the debtor even| 
hough the secured party knows of or consents to the transfer." 


This sentence, which was added in the 1972 Official Text, was intended 
o resolve an ambiguity in the 1962 Code as to whether a secured party is 
required to file an amended or new financing statement when the collat- 
eral is transferred. Substantial policy arguments can be made on both 
sides of this issue. Those favoring a refiling obligation when collateral is 
ransferred argue that, absent refiling in the name of the transferee, 
secured creditors searching in the name of the transferee could be misled 
since they would not discover a financing statement filed in the name o 
he transferor. Allowing a filing against the transferor to be effective 
against creditors of the transferee would thus promote hidden liens in 
iolation of the public notice purposes of Article 9. Those who argue against 
a refiling obligation as to collateral transferred by the debtor point to the 
enormous policing responsibility that a refiling duty would impose on 
secured creditors of the transferor, most of whom have no continuing| 
contact with the transferor after the secured transaction other than to 
receive installment payments on the secured indebtedness. A refiling 
obligation linked to the secured creditor's *notice" or *knowledge" of the 
ransfer would create difficult problems of proof and would foster litigation 

ith all of its resultant costs and uncertainties. Secured creditors of the 
ransferee can protect themselves against filings in the name of prior own- 
ers of the collateral by tracing ownership of the collateral and searching in 
he names of prior owners. This tracing obligation, it is argued, is not an 
nreasonable burden to place on creditors of the transferee since they 

ould have this responsibility anyway in order to insure that their debtor 
(the transferee) has rights in the collateral sufficient to grant a security 
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Balancing these competing policy concerns, the National Conference o 
Commissioners on Uniform State Laws and the American Law Institute, 
in adopting $ 9-402(7), opted in favor of the no refiling rule as to collateral 

ransferred by the debtor. Thus, the last sentence of $ 9-402(7) makes it 
clear that the secured party has no refiling obligation even if the secured 
party knows that the collateral has been transferred or even authorized or 


purpose of the last sentence in $ 9-402(7): 


“Subsection (7) also deals with a different problem, namely whether a new fil- 
ing is necessary where the collateral has been transferred from one debtor to 
another. This question has been much debated both in pre-Code law and 
under the Code. This Article now answers the questions in the negative. 
Thus, any person searching the condition of the ownership of a debtor must 
make inquiry as to the debtor's source of title, and must search in the name of 
a former owner if circumstances seem to require it.” 


. Harmonizing Sections 9-306(2) and 9-402(7) 


Read together, §§ 9-306(2) and 9-402(7) lead to the following results 

hen collateral is disposed of: 

If the secured party does not authorize the disposition or if the secured party 

authorizes the disposition subject to the security interest, the security inter- 

est will continue in the collateral following the disposition (§ 9-306(2)) and no 
new financing statement or amendment to the existing financing statement 
will be required in order to continue the perfected status of the security inter- 

est in the collateral following the disposition (§ 9-402(7)). 

If the secured party, in the security agreement or otherwise, authorizes the 
disposition free and clear of the security interest, the security interest will 
terminate the disposition (§ 9-306(2)) and there will be no need to be concerned 
with perfection issues under § 9-402(7). 

Returning to the hypothetical, this analysis yields the following results: 
D’s disposition of the collateral to T will not terminate SP's security inter- 
est under $ 9-306(2) since SP did not authorize the disposition free and 
clear of its security interest. The disposition of the collateral was autho- 
rized by SP but subject to T's recognition of SP's security interest in the 
collateral. Thus, under $ 9-306(2), SP's security interest continues in the 
collateral following the disposition. Under § 9-402(7), SP's filed financing 
statement remains effective following the disposition of the collateral by D 

o T even though SP was aware of and consented to the disposition. 
herefore, SP need not file a new financing statement in the names of D or 

or take any other action to continue the perfected status of its security 
interest in the collateral. This Commentary does not imply that the secured 
creditor need not take filing action if required by other Sections of the 
Code (e.g., Sections 9-103(1), 9-103(3) or 9-401(3)) based upon a change in 
location of the collateral or a change in the debtor's location following the 
ransfer of the collateral by the debtor. 


CONCLUSION 


here is no conflict between § 9-306(2) and the last sentence of § 9-402(7). 
Section 9-306(2) deals with the effect of a disposition of the collateral upon 
a security interest in the collateral and sets forth a general rule of surviv- 
ability which applies unless the secured party authorizes the disposition 
free and clear of the security interest. The last sentence of § 9-402(7) only 


hough the secured party may have authorized or consented to the 
disposition. Cases reaching this conclusion as to the interplay between 

CC $$ 9-306(2) and 9-402(7) include In re Southern Properties, Inc., 44 

.R. 838, 40 UCC Rep.Serv. (Callaghan) 1089 (Bkcy.E.D.Va.1989); Loeb v. 
Franchise Distributors, Inc. (In re Franchise Systems, Inc.), 46 B.R. 158, 
40 UCC Rep.Serv. (Callaghan) 689 (Bkcy.N.D.Ga.1985); and Matto's Inc. v. 
Olde Colonie Place (In re Matto's Inc.), 30 UCC Rep.Serv. (Callaghan) 
1750 (Bkcy.E.D.Mich.1981). 


The second paragraph of Official Comment 3 to UCC $ 9-306 is 
supplemented as follows: 


In many cases a purchaser or other transferee of collateral will take free of 
a security interest: in such cases the secured party's only right will be to 
proceeds. A transferee will acquire the collateral free and clear of a preexist- 
ing security interest only if the disposition of the collateral by the debtor was 
authorized by the secured party free and clear of the secured party's security 
interest. If the disposition was not authorized by the secured party, or was 
authorized by the secured party subject to the secured party's security inter- 
est, the transferee will not acquire the collateral free and clear of the security 
interest. The authorization may be contained in the security agreement or 
otherwise given. The right to proceeds, either under the rules of this section 
or under specific mention thereof in a security agreement or financing state- 
ment does not in itself constitute an authorization of sale. PEB Commentary 
No. 3, dated March 10, 1990, analyzes the interplay between this Section and 
Section 9-402(7). 


Official Comment 8 to UCC $ 9-402 is amended to add the following 
paragraph at the end of the Comment: 


PEB Commentary No. 3, dated March 10, 1990, explains the interplay be- 
tween this Section and Section 9-306(2). As explained in this Commentary, 
this Section is consistent with Section 9-306(2) since Section 9-306(2) deals 
with the continuation or termination of a security interest in collateral follow- 
ing a disposition of the collateral. The last sentence of Section 9-402(7), on the 
other hand, deals with the continued effectiveness of a filed financing state- 
ment to perfect any security interest that continues in the collateral following 
its disposition. 


PEB COMMENTARY NO. 4 
SECTION 8-207(1) 


Section 8-207(1) provides that 
(1) Prior to due presentment for registration of transfer of a certificated se- 
curity in registered form, the issuer or indenture trustee may treat the 
registered owner as the person exclusively entitled to vote, to receive notifica- 
tions, and otherwise to exercise all the rights and powers of an owner. 
his section has been part of the UCC since its inception, the only change 
ade by the 1977 amendments being the addition of the word *certificated." 


Under what circumstances will a distribution of money or other property 

o the registered owner of a certificated security provide the issuer with a 

defense against a claim to that distribution asserted by a pledgee who was 

a bona fide purchaser and in possession of that security at the time of such 
distribution? 


DISCUSSION 


1. The Statutory Scheme 


As between the parties, the rights of the owner of a registered certificated 
security are transferred to a purchaser when the security is delivered to 
he purchaser. $ 8-313(1)(a). The issuer is required to register that transfer 

hen the security is presented to it with an appropriate request. $ 8- 
401(1). Thus, between the time of delivery and presentment, the registered 
owner and the person ultimately entitled to the rights of ownership will be 
different parties. The objective of § 8-207(1) is to protect the issuer by 
express authorization to treat the original registered owner of a security, 
during this “gap” period, as the person entitled to the rights of ownership, 
including the right to receive distributions with respect thereto. Such 
protection is clearly necessary, since, in the vast majority of cases, the is- 
suer would have no knowledge that a transfer had been made or know the 
identity of the purchaser. Inherent in this scheme is that a distribution to 
he registered owner will relieve the issuer from any liability to the 
purchaser for the same distribution. Without that protection, no issuer 
could safely make any distribution without requiring the surrender, or ex- 
hibition, of the security by the distributee—a patently impractical 
requirement. 


In the context of outright sales of securities, the rule of § 8-207(1) does 
not constitute a serious problem. In such transactions, the period o 
incongruity between registered and actual ownership will be of limited 
duration, since the purchaser will normally present the security for 
registration of transfer as promptly as possible. The nature, amount, and 
record date of any imminent distributions can usually be ascertained and 
can be reflected in the price or otherwise adjusted between the parties. 


In the context of pledges of securities, however, the pledgee, in most 
cases, takes delivery of the security, duly endorsed for transfer, but does 
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not present it to the issuer for registration of transfer. Possession of the 
security by the pledgee effectively prevents the pledgor from transferring 
it to another purchaser and places the pledgee in the position where 
registration of transfer can be obtained in the event of the pledgor's default. 

en the loan is repaid, as most loans are, the securities, still registered 
in the pledgor's name, are returned to the pledgor. This procedure avoids 
wo unnecessary registrations of transfer—pledgor to pledgee and, then, 
pledgee back to pledgor. 


Furthermore, while the loan is outstanding, the pledgor, who remains 
he registered owner, continues to receive reports, proxy materials, and 
periodic dividend or interest payments, directly from the issuer and 

ithout inconvenience to the pledgee. This is precisely the result normally 
intended by the parties to the pledge transaction. See $ 9-207(2)(c). Hence, 
even in the pledge context, the rule of $ 8-207(1), notwithstanding the exis- 
ence of dual interests in the security, generally produces results that are 
both efficient and fair. 


. The Problem 


Section 8-207(1) does not define or limit the phrase “all the rights and 
powers of an owner." If that phrase is construed, as it logically might be, to 
include the right to receive all distributions, the issuer may, with impunity, 
distribute, to the registered owner, not only regular cash dividends and 
interest payments, but also extraordinary cash dividends, negotiable secu- 
rities in connection with stock dividends, stock splits and spin-offs and, 
indeed, cash in complete liquidation of stock or partial or complete redemp- 
ion of debt or redeemable equity securities. 


Thus, the pledgee that fails to present its collateral for registration o 
ransfer subjects itself to the continuing risk that the issuer will distribute 
cash and/or negotiable securities to the pledgor, which, if not turned over 
o the pledgee as the pledge agreement would normally require, will have 
he effect of substantially reducing or eliminating the value of the collat- 
eral i in its possession. For example, the distribution of stock to the pledgor, 
in connection with a two-for-one split, would leave the pledgee with collat- 
eral worth only half its pre-split value, and the distribution of cash to the 
pledgor, as a final liquidating dividend, would render the pledgee's collat- 
eral worthless. 


The pledgee, of course, is not without power to avoid these dire 
consequences. It could, routinely, present its collateral for registration o 
ransfer in every pledge transaction, but only with the attendant extra 
expense, which would ultimately be borne by all borrowers. Alternatively, 
it can evaluate the risk in any particular transaction, taking into account 
such factors as the financial strength and integrity of the pledgor, the 
identity of the issuers and the likelihood that any contemplated extraordi- 
nary distributions will receive advance public notice, the extent to which 
he pledged securities are diversified, and the magnitude of any collateral 
‘cushion.” The fact remains, however, that part of the price paid for the 
protection afforded the issuer by § 8-207(1) is the risk borne by the pledgee 

ho does not register the transfer. 


. The Cases 
It is encouraging to note that only two reported cases have raised the 
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question of the scope of issuer protection for distributions made to 
registered owners pursuant to $ 8-207(1). Because of the aberrational fact 
situations involved, neither case directly addressed the issue as stated. 


In New England Merchants Bank of Boston v. Old Colony Trust Co., 385 
Mass. 24, 429 N.E.2d 1143, 32 UCC Rep.Serv. (Callaghan) 1592 (Mass. 
1982), affirming 11 Mass.App. 539, 417 N.E.2d 471, 30 UCC Rep.Serv. 
(Callaghan) 1661 (Mass.App.1981), the issuer, in paying a liquidating divi- 
dend, did not rely on $ 8-207(1), which permits, but does not require, an is- 
suer to recognize the registered owner, without further proof, as the person 
entitled to receive distributions. Rather, with an abundance of prudence, it 
required surrender of the stock certificates as a condition of payment. The 
certificates that were surrendered had been issued to the registered owner, 
five years earlier, to replace the original certificates which the owner had 
asserted were lost. Pursuant to $ 8-405(2), the issuer had obtained a lost 
securities indemnity bond. 


The claimant was the administrator of an intestate estate who had 
found the original certificates among the decedent's papers. Apparently, 
hey had been delivered to the decedent, endorsed in blank, almost thirty 
years before, and no attempt had been made to have the transfer registered 
on the books of the issuer. Upon surrender of the certificates to the issuer, 
he claimant demanded payment of the liquidating dividend. 

In denying the claim, the court stated: (1) that payment to the registered 
owner, pursuant to $ 8-207(1) constitutes a defense against the possessor 
of the certificates; (2) that $ 8-207(1) makes no distinction between ordinary 


and liquidating dividends; and (3) that the plaintiff had not established 
hat he was a bona fide purchaser, implying that the result might have 
been different if he had so established. The question of bona fide purchase 
is relevant to the case, but only under the provisions of $ 8-405(3), which 
deals with the rights of the holder of a security that has been reported lost 
and has previously been replaced. 


In Bank of Honolulu v. Hawaii Corp., 829 F.2d 813, 4 UCC Rep.Serv.2d 
(Callaghan) 837 (9th Cir.1987), reversing 59 B.R. 410, 42 UCC Rep.Serv. 
(Callaghan) 1736 (Bkcy.D.Haw.1986), the claimant, a pledgee bank that 
had received stock certificates as collateral for a loan to the issuer's presi- 
dent, was unquestionably a bona fide purchaser. Subsequently, the issuer 
entered a Chapter X bankruptcy proceeding. The issuer's Trustee brought 
suit against the pledgor which was ultimately settled. As part of the settle- 
ment, the pledgor released the Trustee from “all claims . . . or interests." 

en it later developed that there would be a distribution to stockholders, 
he bank filed a Proof of Stock Interest, based on the pledged stock. 


The Trustee refused to honor the bank's Proof on the ground that § 8-207(1) 
permitted the issuer to treat the pledgor, who remained the registered 
owner, as the person who could *exercise all the rights and powers of an 
owner." In his view, these included the right to dispose of the stock, free o 

he pledgee's interest, in what was, essentially, a privately negotiated 
ransaction. The trial court agreed. 


The Ninth Circuit reversed, ordering entry of judgment for the bank. In 
so holding, however, the court stated: (1) that payment, even pursuant to 
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§ 8-207(1), does not constitute “a defense . . . going to the validity of the 

security," which, in the court's view, is required under § 8-105(2)(c); (2) 

‘that $ 8-207 is meant to apply [only] in what might be called the normal 

case... the payment of dividends in the normal course of business”; and 

(3) that “negotiability i is negated when the transferror retains rights which 
. will frustrate the exercise of rights by the transferee.” 


While the results in both these cases are probably correct under their 
own peculiar facts, the gratuitous statements of the respective courts, sup- 
porting their holdings, are in conflict with each other and tend to confuse, 
rather than clarify, the proper construction of the intent, scope, and limi- 

ations of § 8-207(1). 


In light of this confusion, and in an effort to promote a reasonable and 
niform construction of § 8-207(1), the Board offers the following 
guidelines: 


(1) A distribution to the registered owner of a security is protected under 
$ 8-207(1) only if it is distributable to the owners of all securities of the 
ame issue. This rule would prevent an issuer from acquiring a security, 
free of claims, in a negotiated transaction with the registered owner 

ithout requiring surrender of the security. In such a transaction, which 
is, in effect, a purchase rather than a distribution by the issuer, requiring 
delivery of the security imposes no burden on the issuer that is not borne 
by any purchaser. It supports the result in the Hawaii case. 


(2) If the terms of a security require its surrender as a condition of pay- 

ent or exchange, a distribution to the registered owner in payment or 
exchange is not protected under $ 8-207(1) unless the security is surrendered. 

he requirement of surrender is commonly included in the terms of debt 
securities, redeemable equity securities, and convertible securities. Since 
he outstanding security is rendered worthless by the redemption or 
exchange, it is clearly in the interest of all concerned to get it out o 
circulation. Even if surrender is not required by the terms of the security, 
issuers may, and, as a matter of prudence, frequently do, as did the issuer 
in the New England Merchants case, require surrender as a condition o 
payment of a liquidating dividend. 


(3) Distributions to all the registered owners of a security, the terms o, 

hich do not require the surrender thereof, are protected under $ 8-207(1), 
egardless of the regularity, amount, or nature of such distributions. This 
rule rejects the suggestion that only regular dividend and interest pay- 
ments can be safely distributed to the registered owners. The issuer's lack 
of knowledge of unregistered transfers, which requires protection for regu- 
lar payments to the registered owners, also demands similar protection for 
he distributions in stock dividends, stock splits, spin-offs, and other 
extraordinary distributions, even though they may substantially impair 
he value of the outstanding securities. 


(4) A distribution to the registered owner that is protected under $ 8-207(1) 
onstitutes a defense against a claim to such distribution by a person in 
possession of the security, even if such person is a bona fide purchaser. The 
entire purpose of § 8-207(1) would be vitiated if a distribution protected by 
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it could not be successfully asserted against a claim by a person in posses- 
sion of the security, who, in most cases, will be a bona fide purchaser. This 
result can be justified by charging the transferee who elects not to register 
a transfer with knowledge of $ 8-207(1) and notice that any distributions 
protected under that section will be made directly to the registered owner. 


The Board believes that these guidelines strike a proper balance be- 
ween the right of an issuer to rely solely on its registration records in 
making distributions and the ability of a pledgee to rely on its possession 
of a security to protect it against diminutions of value that cannot be rea- 
sonably anticipated. 


The Official Comment to § 8-207 is supplemented by the addition of the 
following paragraph, immediately following the first paragraph of Official 
Comment 1: 


The issuer may, under this section, make distributions of money or securi- 
ties to the registered owners of certificated securities without requiring fur- 
ther proof of ownership, provided that such distributions are distributable to 
the owners of all securities of the same issue and the terms of the security do 
not require its surrender as a condition of payment or exchange. Any such 
distribution shall constitute a defense against a claim for the same distribu- 
tion by a person, even if that person is in possession of the security and is a 
bona fide purchaser of the security. See PEB Commentary No. 4, dated March 
10, 1990. 


PEB COMMENTARY NO. 5 
SECTION 9-306(5) 


Section 9-306(5)(b) gives a purchaser of a conditional sales contract or 
other chattel paper (“chattel paper financer") a security interest in the 
goods covered by the chattel paper against the seller of the goods (and o 
he chattel paper) if the chattel paper financer is “unpaid” and the goods 
are "returned to or are repossessed by the seller or the secured party." I 
he chattel paper financer had obtained priority in the chattel paper pur- 
suant to $ 9-308 over a secured party with a security interest in the seller's 
goods (“inventory financer"), does $ 9-306(5)(b) enable the chattel paper 
financer to retain that priority without having to further perfect “for protec- 
ion" under $ 9-306(5)(d) against the inventory financer? 


DISCUSSION 


he issue will usually arise in the context of the following fact situation: 
(D Secured Party £1 (“inventory financer”) has a perfected security interest 
in all the inventory of a dealer in goods (“Dealer”); (II) Dealer sells some o 
its inventory to a buyer in the ordinary course of business (“BIOCOB”) 
pursuant to a conditional sales contract (“chattel paper”); and (III) Secured 
arty #2 (“chattel paper financer") purchases the chattel paper from Dealer 


and takes possession of the paper in the ordinary course of its business. 


Secured Party #1’s security interest in the sold goods terminates under 
§ 9-307(1) when they are sold to BIOCOB. However, Secured Party #1’s se- 
curity interest continues in the chattel paper as proceeds. If the goods are 
hereafter returned to Dealer, § 9-306(5)(a) provides that “if the goods 

ere collateral at the time of sale for an indebtedness of the seller which is 
still unpaid," Secured Party #1’s security interest in the goods “attaches 
again to the goods and continues as a perfected security interest." In effect, 
he returned goods are proceeds of the chattel paper. 


Section 9-306(5)(b) also gives Secured Party #2 a security interest in the 
same returned goods against Dealer and states that this security interest 
is ^prior to a security interest under [8 9-306(5)(a)] to the extent that the 
[chattel paper financer] was entitled to priority under Section 9-308." This 
interplay between $ 9-306(5)(a) and (b) arises in the following two 
circumstances. 


First, when BIOCOB’s obligation is terminated because the goods are 
returned to Dealer pursuant to an agreement with Dealer or because 
IOCOB had a right to rescind the sale, e.g., revoke acceptance under $ 2- 
608. See Official Comment 4 to § 9-306(5). In that circumstance, the goods 
once again become part of Dealer's inventory and are subject to Secured 
arty #1’s security interest. However, because Secured Party #2 has not 
been paid pursuant to the chattel paper, $ 9-306(5)(b) gives Secured Party 
#2, as an “unpaid transferee” of the chattel paper, a security interest in 
he goods against Dealer to secure the amount remaining unpaid under 
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he chattel paper at the time BIOCOB’s obligation was terminated." 


Second, when the goods are repossessed because BIOCOB has defaulted 
nder the chattel paper and are returned to Dealer whereat Secured Party 
#2 then sells the goods pursuant to § 9-504. In that circumstance, if the 
goods are purchased at the foreclosure sale either (a) by Dealer or (b) by 
Secured Party #2 who then conveys the goods to Dealer pursuant to an 
agreement by Dealer to repurchase the goods, $ 9-306(5) is applicable i 
Dealer does not then pay Secured Party #2 the purchase price.” In both o 
hese instances, the goods once again become part of Dealer's inventory 
and are subject to Secured Party #1’s security interest. However, because 
Dealer has not paid Secured Party 42 the purchase price for the goods, 
§ 9-306(5)(b) gives Secured Party #2, as an unpaid transferee, a security 
interest in the goods against Dealer to secure Dealer's obligation to pay 
he purchase price, i.e. the successful bid price at the foreclosure sale? or 
he amount due under the repurchase agreement,* as the case may be. 


This security interest of Secured Party #2 in the goods against Dealer is 
separate and distinct from the security interest evidenced by the chattel 
paper itself in which BIOCOB is the debtor. It attaches to the goods when 
returned to Dealer, whether voluntarily or through revocation of accep- 

ance or repossession, and upon Dealer acquiring “rights in the collateral" 
by reason of the (1) revocation of acceptance or (ii) agreement with BIOCOB 
or (iii) purchase of the goods at the foreclosure sale or (iv) repurchase 
agreement. $ 9-203(1)(c). In essence, Secured Party #2 has a security inter- 
est against Dealer in the returned goods as the proceeds of the secured 
ransaction represented by the purchase of the chattel paper from the 
Dealer. In both instances, Secured Party #2 is the secured party and Dealer 
is the debtor. ^. . . When the underlying goods are returned or repos- 


the chattel paper, but might be a different 
amount. Secured Party #2’s security inter- 


'Dealer's sale of the chattel paper is 
usually accompanied by a warranty that the 


chattel paper is genuine, valid and enforce- 
able according to its term. Inasmuch as 
BIOCOB’s obligation has been terminated, 
Secured Party has lost the benefit of the 
bargain it made in purchasing the chattel 
paper from Dealer, i.e., the right to receive 
all payments required thereunder. Dealer, 

ho has reacquired the goods, either by 
agreement or because BIOCOB had the 
ight to revoke acceptance, is, therefore, li- 
able to Secured Party #2 for those remain- 
ing payments. 

?Frequently, there will be an agree- 
ment that Dealer need not pay the purchase 
price until it is able to re-sell the goods. 

*When the sale or disposition to en- 

orce the security interest in the goods is 
made, the proceeds are applied to BIOCOB’s 
indebtedness under the chattel paper and 
BIOCOB is entitled to any surplus and li- 
able for any deficiency. $ 9-504(1) and (2). 
he amount due from Dealer on the sale is 
usually the same as the amount due under 
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est against Dealer terminates upon payment 
of that amount to Secured Party #2, but i 
that amount is less than that due under the 
chattel paper, BIOCOB remains liable to 
Secured Party #2 for that deficiency. 


^Instead of an agreement for Dealer to 
repurchase the goods, there could be an 
agreement to repurchase the chattel paper. 
That repurchase is not a sale or disposition 
under $ 9-504(5). Upon that repurchase, 
Dealer becomes the secured party. If Dealer 
then sells the goods under $ 9-504 and buys 
them at the sale, the same analysis applies. 
That is, the goods are once again part o 
Dealer's inventory and subject to Secured 
Party #1’s security interest; but, if Dealer 
has not paid the repurchase price to Secured 
Party #2, § 9-306(5)(b) likewise gives Se- 
cured Party #2, as an unpaid transferee, a 
security interest in the goods against Dealer 
to secure Dealer’s obligation to pay that 
repurchase price. 


sessed, the chattel paper interest automatically shifts to the goods . . ..” 2 
Gilmore, Security Interests in Personal Property, § 27.5. 


Under § 9-306(5)(b), Secured Party #2’s security interest in the returned 
goods against Dealer is 

* . .. prior to a security interest under paragraph (a) [i.e. that of Secured 

Party #1] to the extent that the transferee of the chattel paper [Secured Party 

#2] was entitled to priority under Section 9-308." 

In the above circumstances, Secured Party #2 had priority in the chattel 
paper at the time it purchased the chattel paper for new value from Dealer 
over Secured Party #1’s claim to the chattel paper as proceeds of the 
inventory. $ 9-308(b). Accordingly, § 9-306(5)(b) gives Secured Party #2 
priority over Secured Party £1 in the returned goods. This result is consis- 

ent with the policy of encouraging the purchase of chattel paper reflected 
by $ 9-308. Furthermore, it is not unfair to Secured Party £1 because 
Secured Party #1 is entitled to receive the money paid to Dealer by Secured 

arty 42 upon purchase of the chattel paper as proceeds of its security 
interest in the goods sold to BIOCOB.? 


The interpretative problem is presented by $ 9-306(5)(d): 

“A security interest of an unpaid transferee [Secured Party #2] asserted 

under paragraph (b). . . must be perfected for protection against creditors of 

the transferor [Dealer] and purchasers of the returned or repossessed goods.” 

Does this negate § 9-306(5)(b) and mean that Secured Party #2 does not 
have priority over Secured Party #1 in the returned goods under § 9-306(5) 
(b) unless Secured Party #2’s security interest in the goods is perfected 
against Dealer? Stated differently, is Secured Party #1 a “creditor” o 
Dealer or a “purchaser” of the returned or repossessed goods within the 
purview of $ 9-306(5)(d)?? Furthermore, assuming Secured Party #1 is such 
a “creditor” or “purchaser,” does the requirement that Secured Party #2’s 
security interest be “perfected for protection” against Secured Party #1 
mean that Secured Party #2 must acquire priority under § 9-312? I 
Secured Party #1’s position was prior in time under § 9-312(5)(a), must 
Secured Party #2 somehow follow a procedure sufficient to give it a 
purchase money super-priority over Secured Party #1? This priority issue 

ill be significant in the event Secured Party #1 and Secured Party #2 
both claim the goods or the proceeds of any sale or disposition thereof by 


J.I. Case v. Borg-Warner, 669 S.W.2d 543, 37 UCC Rep.Serv. (Callaghan) 
1025 (Ky.App.1984), and Northwest Accept. Corp. v. Lynnwood Equip- 
ment, Inc., 1 UCC Rep.Serv.2d (Callaghan) 980, motion for reconsideration 
denied, 1 UCC Rep.Serv.2d (Callaghan) 171 (D.W.D.Wash.1986), both held 
hat the chattel paper financer had priority without having to take further 
action to perfect with respect to the inventory financer. The courts held 


SIf Secured Party #2 had purchased ac- accounts—or the reasons for this difference. 
counts instead of chattel paper, § 9-306(5)(c) 6 . uu o. 
subordinates Secured Party #2 to Secured A secured creditor is included within 
Party #1’s rights in the returned goods. This both the definitions of “creditor” in § 1- 
Commentary does not undertake to explore 201(12) and “purchaser” in § 1-201(32), (33), 

his different treatment for purchasers of “unless the context otherwise requires." 
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hat in the context of $ 9-306(5) the definitions of *creditor" and *purchaser" 
in § 1-201 are not applicable to Secured Party #1. Since Secured Party #1 
“creditor” nor “purchaser” as used in $ 9-306(5)(d), Secured 
arty 42 has priority under $ 9-306(5)(b). These decisions are consistent 
ith the intent of §§ 9-306(5)(b) and 9-308. See 2 Gilmore, Security 
Interests in Personal Property, § 27.5; Smith, Annual Survey: Secured 
ransactions, 40 The Business Lawyer 1487, 1505-1508 (1985). Cf. the op- 
posite treatment of a transferee of accounts under § 9-306(5)(c). To conclude 
otherwise (i.e. that Secured Party £1 is a "creditor" or ^purchaser") would 
nullify the intent of $ 9-306(5)(b). Crocker Nat. Bank v. Clark, 724 F.2d 
696, 37 UCC Rep.Serv. (Callaghan) 673 (8th Cir.1984), holding that the 
inventory financer was a “creditor” is not consistent with this analysis. 


The drafting history to § 9-306(5) demonstrates that the inventory 
financer (Secured Party #1) is neither a “creditor” nor a “purchaser” within 
he purview of $ 9-306(5)(d). In the 1952 Official Draft of the UCC, $ 9- 
306(5) read as follows: 

“(5) If collateral which has been sold is returned to the debtor, the following 

rules determine the priorities: 

(a) As between the debtor and a secured party to whom the indebtedness 
originally secured by the collateral has not been paid, the original secu- 
rity interest continues; 

(b) As between the debtor and an unpaid transferee of the chattel paper 
arising from the sale, the transferee shall have a security interest in 
the property returned, but such security interest must be perfected for 
protection against third parties; 

(c) The security interest of an unpaid transferee under (b) shall have prior- 
ity over a security interest claimed under (a)." 


This section was redrafted to its present form pursuant to the 1956 
ecommendations of the Editorial Board. The revision covered reposses- 
sions in addition to returns and added present subsection (c) which affords 
subordinate priority status to the purchaser of an account. The rule of for- 


against creditors of the transferor and purchasers of the returned or repos- 
sessed goods." The 1952 Draft, which had dealt only with the priority o 
he chattel paper purchaser, had set forth the same rule in then $ 9-306(5) 
(b): 

“As between the debtor and an unpaid transferee of the chattel paper arising 

from the sale, the transferee shall have a security interest in the property 

returned, but such security interest must be perfected for protection against 
third parties." (emphasis supplied) 

It is evident from that 1952 Draft that “third parties" as used in subsec- 
ion (b) did not include *a security interest claimed under (a)," because 
hat interest was expressly covered in subsection (c). Rather, “third par- 
ies” could have referred only to “creditors of the transferor and purchas- 
ers of the returned or repossessed goods," namely, the parties more 

particularly identified in the reformulation of the same rule now set forth 
in § 9-306(5)(d). That is, “third parties" meant “creditors of the transferor” 


and “purchasers of the returned or repossessed goods" other than the 
inventory financer. 


Accordingly, the meaning and intent of “perfected for protection” in 
$8 9-306(5)(d) is that by reason of the goods being in the possession o 
Dealer, Secured Party £2 must give constructive notice of its security 
interest in those goods by filing a financing statement against Dealer in or- 
der to be perfected against those creditors and purchasers of Dealer (other 
han Secured Party #1) as to whom an unperfected security interest would 
otherwise be subordinate under $ 9-301. Secured Party 42 should file a 
signed financing statement covering those returned goods either at the 
ime it first purchases the chattel paper or prior to returning the repos- 
sessed goods to Dealer. Note, however, that filing the financing statement 
does not affect Secured Party 42's rights against Secured Party #1 under 
§ 9-306(5) and will not protect Secured Party #2 against the risk that the 
goods may be sold by Dealer to buyers in the ordinary course of business 

ho will take free of that security interest. § 2-403(2); 8 9-307(1); see the 
fifth paragraph of Official Comment 4 to $ 9-306. 


If Secured Party #2 fails to perfect against Dealer, it will retain its 
priority against Secured Party #1 but may become subordinate to others 
nder $ 9-301. This may result in a circular priority, the resolution o 

hich is beyond the scope of this Commentary. See 2 Gilmore, Security 
nterests in Personal Property, § 27.5. 


CONCLUSION 


*Creditors" and “purchasers” as used in $ 9-306(5)(d) do not include the 
original secured inventory financer of the seller of goods under subsection 
(a). Accordingly, a purchaser of chattel paper generated by a sale of the 
goods by that seller, attaining priority over the inventory financer under 
§ 9-308, retains that priority in the event the goods covered by that chattel 
paper are returned to the seller, without having to further perfect against 
hat inventory financer. 


The Official Comment to § 9-306 is amended by adding the following: 


5. “Creditors” and “purchasers” as used in paragraph (5)(d) do not include 
the original secured inventory financer of the seller of goods under 
subsection (a). If a purchaser of chattel paper generated by a sale of the 
goods attains priority over the seller’s inventory financer under Section 
9-308, the purchaser retains that priority in the event the goods covered 
by the chattel paper are returned to the seller, without having to further 
perfect against the inventory financer. This priority issue will usually 
arise in the context of the original inventory financer and the chattel 
paper purchaser both claiming the goods or the proceeds of any sale or 
disposition thereof by the seller. See PEB Commentary No. 5, dated 
March 10, 1990. 


PEB COMMENTARY NO. 6 
SECTION 9-301(1) 


Section 9-301(1) provides (with an exception that is not relevant here) that 
a security interest is subordinate to members of various specified classes 
(herein called “the protected classes") who acquired their interests while 
he security interest was unperfected, subject to conditions set forth for 
each specified class. 


When a security interest is subordinated under this rule in favor of a 
member of a protected class, does the security interest continue subordi- 
mated under the “shelter principle" to an assignee of that protected person, 
although the assignee does not fit the specific requirements for a member 
of the protected class because he acquired his interest after the security 
interest was perfected? In other words, does the protected status of an as- 
signor “shelter” the position of an assignee who by himself would not meet 

he standards for protection? 


DISCUSSION 


A right of ownership of personal property ordinarily consists in part of the 
right to transfer it to others in the same form and with the same attri- 
butes, e.g., freedom from competing ownership interests or defenses or se- 


curity interests that are not valid against the transferring owner. This 
right is known as the “shelter principle." 


Section 2-403(1) states the shelter principle: “A purchaser of goods 
acquires all title which his transferor had. . ..” As Official Comment 1 
states: “The basic principle of our law is generally continued and expanded 

nder subsection (1)." [emphasis added]. Since the principle existed before 
he Code, it is not dependent on its codification in $ 2-403(1). Examples o 
its use appear in four Articles of the Code: 


(a) Sections 3-201(1) and Official Comment 3, 3-305 and Official Com- 
ment, and 3-306 and Official Comment 1 illustrate the concept. These pro- 
isions set forth the ability of a holder in due course of a negotiable instru- 
ment to transfer the instrument free of the defenses and claims which the 
ransferor's status as holder in due course has cut off. It is clear that the 
ransferor's status as holder in due course and the value of his ownership 
of the instrument would be impaired if he could not transfer the instru- 
ment and confer the same status upon his transferee without the 
ransferee qualifying on his own as a holder in due course (when the 
ransfer was a gift or because the instrument had matured or because the 
ransferee had knowledge of a defect). To protect the holder in due course 
fully, the law must protect the holder's transferee. 


(b) Similar shelter provisions are found in connection with equivalent 
negotiability rules in $8 8-301(1) and 8-302(4) and Official Comment 5 to 
he latter. 


(c) Similar shelter provisions are found in connection with equivalent 
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negotiability rules in $8 7-504(1) and 7-502(1). 


(d) A similar shelter provision in respect to property rights other than 
hose resting on negotiability is found in Article 9, $ 9-313(4)(b). Under 
specified circumstances this provision gives the holder of a security inter- 
est in a fixture priority over the interest of an owner or an incumbrancer 
of the realty; but this rule is expressly subject to the condition that a real 
estate interest is not subordinated to the fixture security interest if the 
real estate interest's predecessor in title was not subject to defeat by the 
fixture security interest, thus applying the shelter principle. For variation 
of the shelter principle, see also § 9-313(6), which shelters refinancings of a 
superior interest from a subordinate interest which would otherwise have 
priority over the later refinancing. 


The case of Aircraft Trading and Services, Inc. v. Braniff, Inc., 819 F.2d 
1227, 3 UCC Rep.Serv.2d (Callaghan) 1297 (2d Cir.1987), first called at- 
ention to the absence of express shelter provisions in $ 9-301(1). Simplify- 
ing the facts, A sold an aircraft engine to B and took back a purchase- 
money mortgage (security interest), which for a time A failed to record as 
required by federal law. B sold the engine to C, who searched the record 
and ascertained that there was no recorded mortgage. Thus A's mortgage 

as subordinate to C's interest, under § 9-301(1)(c), which provides that 
an unperfected security interest is subordinate to a buyer like C to the 
extent that he gives value and receives delivery of the collateral without 
knowledge of the security interest and before it is perfected. Thereafter the 
mortgage was recorded, thus perfecting the security interest, and still 
later C sold the engine to D. (D had actual knowledge of the recording, but 
he Court's opinion did not rest on that fact.) 


The Court of Appeals held that since D did not acquire his interest while 
he security interest was unperfected, D’s interest was subject to the secu- 
rity interest. The Court identified the shelter principle with § 2-403(1), 
hen rejected its application in reliance on $ 2-402(3), which reads: *Noth- 
ing in this Article should be deemed to impair the rights of creditors of the 
seller (a) under the provisions of the Article on Secured Transactions 
(Article 9) . . .." This Commentary does not adhere to that interpretation. 

pplication of the shelter principle of $ 2-403(1) in favor of a buyer from 
one who has obtained senior status under $ 9-301(1) does not “impair the 
rights of creditors." The rights of the unperfected secured creditor have al- 
eady been impaired by the operation of $ 9-301(1). The shelter principle 
should be applied to protect D. Otherwise the value of C's status, as one 
aking free of the security interest, is unjustifiably impaired if he cannot 
confer that status upon his transferee. Section 2-402(3)(a) does not compel 
a different result. Article 2 does not apply the shelter principle, although 
he principle is stated in $ 2-403(1) as an introduction to rules stating 

hen the purchaser can receive more than the transferor had. 


Once a protected party achieves such senior rights, $ 9-301(1) should not 
be construed to interfere with those rights and the shelter principle should 
be deemed applicable. The Code is a “complex and interrelated statutory 
scheme." Bank of Honolulu v. Hawaii Corp., 829 F.2d 813, 815, 4 UCC 

ep.Serv.2d (Callaghan) 837, 841 (9th Cir.1987). The Code should be 
interpreted to produce equivalent results in situations comparable to the 
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four cited above. This broad approach is supported by $ 1-102 and its 
Official Comment 1. 


CONCLUSION 


nderlying principles of fairness require a broad reading and a broad ap- 
plication of the shelter concept, even when not expressly stated. The 
importance of shelter is too great in the Code's scheme to support a narrow 
reading of the Code. Section 9-301(1) should be interpreted and applied in| 
his circumstance to incorporate the shelter principle so that a member o 
a protected class who prevails thereunder can transfer what he has, even 
hough the security interest which was unperfected when the transferor 
acquired his rights has since been perfected. The shelter principle also 
should operate even though the transferee from the protected party has 
knowledge of the earlier subordinated security interest. The Official 
Comment to $ 9-301 is amended by adding the following: 


9. There is no conflict between the principle of $ 9-301(1) and the “shelter 

principle," which is applied at several points in the statute, but is most 

explicitly stated in $ 2-403(1): *A purchaser of goods acquires all title 
hich his transferor had . . .." 


Although $ 9-301(1) fails to state the shelter principle expressly, that 
principle is applicable where a person who had met the conditions for 
prevailing over an unperfected security interest transfers his right to an- 
other person after the security interest is perfected. See PEB Commentary 
No. 6, dated March 10, 1990. 


The rules for subordination of unperfected security interests have a 
purpose—in common with similar rules in all filing and recording 
systems—to impose sanctions for not adhering to filing or recording 
requirements. Such rules are necessary to make the system effective and 
enforce the policy against secret liens. The shelter principle recognizes 
hat when a person in a protected class transfers his right after the secu- 
rity interest has been perfected, the right will be diminished in value un- 
less the sanction is continued. The sanction imposed by § 9-301(1) is that 
members of protected classes take free of an unperfected security interest. 

hat sanction should be continued to protect transferees from those 
members in order to fulfill the purpose of the section. 


PEB COMMENTARY NO. 7 
THE RELATIVE PRIORITIES OF 
SECURITY INTERESTS IN THE CASH 
PROCEEDS OF ACCOUNTS, CHATTEL 
PAPER, AND GENERAL INTANGIBLES 


Secured party A and secured party B each has a perfected security interest 
in the same account, chattel paper, or general intangible, with A having 
priority over B. If the account debtor makes payment to secured party B, 
directly or through the debtor, may A recover the payment from B? 


DISCUSSION 


he issue under discussion arises when two secured parties have a 
perfected security interest in an account, chattel paper, or general 
intangible and the secured party that does not have priority (B) receives a 
payment from the account debtor. The debtor, having received the pay- 
ment from the account debtor, may remit it to B, or B may receive pay- 
ment directly from the account debtor. See § 9-502(2) (secured parties’ 
right to notify account debtor to make payment to the secured party); 
$ 9-318(3) (account debtor may discharge obligation by paying assignee af- 
er receiving notification that right to receive payment has been assigned 
and that payment is to be made to assignee). Under these circumstances, 
may A, the secured party having priority in the account, chattel paper, or 
general intangible, recover the payment from B? 


. Payment by Check 


Article 9 determines the relative priorities of security interests in ac- 
counts, chattel paper, and general intangibles. See $ 9-312(5) (general 
rule); $ 9-308 (special rule with respect to chattel paper). The Article also 
determines the relative priorities of security interests in payments made 
by the account debtor, which payments are the proceeds of the original 
collateral. See § 9-312(6); $ 9-306(1). 


When the account debtor pays B by check, or when the debtor indorses 
and delivers to B a check drawn by the account debtor to the order of the 
debtor, B will be a holder of the check. If B takes the check under the cir- 
cumstances described in § 3-302(1), B will be a holder in due course. See 
§ 3-302(1) and (2). A's filed financing statement does not constitute notice 

o B of A's claim to the check and does not preclude B from being a holder 
in due course. See $ 3-305(1). Specifically, B takes priority over A's earlier, 
perfected security interest in the check and is entitled to keep the funds 
received when the check is paid. See $ 9-309; Dallas Bank & Trust Co. v. 
Frigiking, Inc., 692 S.W.2d 163, 41 UCC Rep.Serv. (Callaghan) 1334 (Tex. 
Ct.App.1985); Thorp Commercial Corp. v. Northgate Industries, Inc., 490 
F.Supp. 197, 203-04, 29 UCC Rep.Serv. (Callaghan) 297, 306-307 (D.Minn. 
1980) (alternate holding), rev'd on other grounds, 654 F.2d 1245, 31 UCC 

ep.Serv. (Callaghan) 801 (8th Cir.1981). Contra Bank of the West v. 
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Commercial Credit Financial Services, Inc., 655 F.Supp. 807, 819-20, 3 

CC Rep.Serv.2d (Callaghan) 240, 258—259 (N.D.Cal.1987), rev'd on other 
grounds, 852 F.2d 1162, 6 UCC Rep.Serv.2d (Callaghan) 602 (9th Cir. 
1988). 


Even if B is not a holder in due course, § 9-308 may give priority to B’s 
security interest in the check. But if B takes the check under circum- 
stances that preclude B from being a holder in due course (e.g., if a nota- 
ion on the check gives B reason to know that the check constitutes A’s 
proceeds) and from taking priority under § 9-308, then B would take the 
check subject to A’s security interest. See § 3-306(a). 


. Payment in Cash 
The Code does not specifically address the right of B to retain a cash 


gave value for the assignment (as B must have, see § 9-203(1)(b)) and 
obtained the payment in good faith and without knowledge or reason to 


estatement of Restitution § 126, Comment f & Illustration 8. Cf. § 9-306 
Comment 2(c) (recipients of cash proceeds paid from the debtor’s checking 
account in the operation of the debtor’s business take free of a security 


interest in the proceeds). In determining whether B had reason to know o 
A’s security interest, courts should apply § 9-309 by analogy. Otherwise, 
cash would be rendered less negotiable than a check. 


CONCLUSION 


ether B will be entitled to keep a cash payment from an account debtor 
or will be under a duty of restitution to A depends on whether B received 
he payment in good faith and without knowledge or reason to know of A’s 
security interest. Whether B will be entitled to keep a payment made by a 
check drawn by the account debtor depends on whether B is a holder in 
due course of the check or is entitled to priority under § 9-308. A’s filed 
financing statement should not constitute notice to B of A’s security inter- 
est in either case. 


The Official Comment to § 9-309 is amended by adding the following: 


3. The operation of this section can be seen when two secured parties have 
a perfected security interest in an account, chattel paper, or general intangible 
and the secured party that does not have priority receives a payment by check 
directly or indirectly from the account debtor. If the recipient takes the check 
under circumstances that give the recipient the rights of a holder in due 
course (Section 3-302), then the recipient’s security interest in the check will 
take priority over the competing security interest and the recipient will be 
entitled to keep the payment. See Commentary No. 7, dated March 10, 1990. 


The Official Comment to § 9-312 is amended by adding the following: 


9. Under some circumstances, a secured party, who does not have priority 
in an account, chattel paper, or general intangible may be entitled to keep a 
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cash payment received directly or indirectly from the account debtor. See PEB 
Commentary No. 7, dated March 10, 1990. 
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PREFACE TO PEB COMMENTARY 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
under the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 

ime supplementary commentary on the UCC to be known as PEB Commentary. These 

PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 

ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
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UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 8 
(AS AMENDED TO APPLY TO REVISED ARTICLE 9)* 
SECTION 9-330 


Section 9-330(a) provides a special priority rule for purchasers of chattel 
paper who give new value and take possession, or obtain control, of the 
chattel paper in the ordinary course of their business. Subsection (a) 
provides that such purchasers take priority over a security interest in the 
chattel paper “which is claimed merely as proceeds of inventory subject to 
a security interest...” 


This Commentary addresses an issue that may arise under § 9-330(a): 
en is a security interest in chattel paper “claimed merely as proceeds o 
inventory subject to a security interest" so that the subsequent chattel 
paper financer who meets the other requirements of $ 9-330(a) takes free 


ost chattel paper is generated by dealers in automobiles, trucks, 
achinery, and other durable goods of substantial value. Such dealers 
frequently sell their chattel paper or use it as collateral for loans. Buyers 
of chattel paper usually take possession of the paper and collect from the 


debtors thereon themselves. Also, some lenders on chattel paper will take 
possession and handle collections. (Financers with a security interest in| 
chattel paper covering smaller appliances, television sets, etc., frequently 
do not take possession of the paper.) 


Under the ordinary priority rules of the Code (first to file or perfect has 
priority) the buyer of, or lender on, chattel paper would have to make a fil- 
ing search before the transaction to determine whether a prior party has 
filed a financing statement covering chattel paper or inventory of which 

he chattel paper might be proceeds. (If a security interest in inventory is 
perfected by filing, there is also an automatically perfected proceeds secu- 
rity interest in chattel paper which is generated when inventory subject to 
he security interest is sold.) A filing search requirement before each trans- 


*PEB Commentary No. 8 was origi- 
nally issued in 1991, and covered two issues 
hat arose under former UCC Section 9-308. 
Revised UCC Section 9-330 continues the 
basic provisions of former Section 9-308 with 
minor changes. One of the questions ad- 
dressed in the original Commentary- 
hether a financer of chattel paper that 
akes possession of it has a duty to make in- 
quiry or search to determine whether there 
is an existing security interest in that chat- 
el paper-is answered in the negative by 
Comment 6 to Revised UCC Section 9-330. 
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The other question dealt with in the origi- 
nal Commentary-when does a secured party 
have an interest in chattel paper “merely as 
proceeds”-is not resolved in Revised UCC 
Section 9-330 or addressed in the Comments 
to that section. Accordingly, that discussion 
has been continued in this amended Com- 
mentary, modified to conform to the differ- 
ences between former UCC Section 9-308 
and Revised UCC Section 9-330. Unless 
otherwise indicated, references in this 
amended Commentary to sections of Article 
9 are references to Revised Article 9. 


action would entail substantial delays and significant expense even if the 
search revealed no prior filed financing statement. In the many cases in 

hich there is a prior filed financing statement covering chattel paper or 
inventory, or both, the application of the general $ 9-322 priority rules 

ould always give the first filer priority. Such a system would make it dif- 
ficult for any buyer or lender other than the first filed secured party to 
purchase or lend on the security of chattel paper and would make it 
particularly difficult for a dealer to deal as to chattel paper with anyone 
other than the inventory financer. Prior filings would have to be limited to 
specific chattel paper or subordination agreements or releases would have 
o be secured from prior filed inventory or chattel paper financers each 
ime items of chattel paper are transferred to a different financer. 


When Article 9 was being drafted in the 1950s, some financers of chattel 
paper left it with the dealer who had generated it and others took posses- 
sion of the paper. The drafters of the Code did not want to disrupt those 
practices. Therefore, the problem presented to the drafters was how to 
structure priority rules so that both forms of financing could continue ef- 
ficiently and safely. The Code drafters might have encouraged the practice 
of purchasing and taking possession of chattel paper by treating chattel 
paper like instruments and providing that a security interest in chattel 
paper could be perfected only by taking possession. That rule, however, 

ould have denied perfected status to security interests in chattel paper 
left with the debtor and would have disrupted that widely used form o 
financing. Requiring possession for perfection of chattel paper would also 
have meant that an inventory financer's proceeds interest in chattel paper 

ould be lost after 20 days unless the financer took possession of the 
paper. On the other hand, as already noted, applying the ordinary Code 
priority rules to chattel paper would have imposed substantial impedi- 
ments to the widespread business of buying and taking possession of chat- 
el paper. The drafters, therefore, struck a compromise between the 
interests of non-possessory financers of chattel paper and inventory financ- 
ers with a non-possessory proceeds interest in the paper on the one hand, 
and, on the other hand, competing chattel paper financers who take pos- 
session of the paper. Section 9-330 continues that compromise and extends 
it to protect financers who gain control of electronic chattel paper. (See 
§ 9-105 regarding control of electronic chattel paper.) 


Under that compromise a secured party can have a non-possessory secu- 
rity interest in chattel paper perfected through filing (including a proceeds 
interest therein) which will be good against subsequent non-possessory se- 
curity interests and judgment creditors including the trustee in bank- 
ruptcy, but, under § 9-330, that security interest will frequently be junior 

o a chattel paper purchaser who gives new value and takes possession, or| 
obtains control, of the paper in the ordinary course of its business. (See 
also $ 9-322(c) regarding proceeds.) 


The above discussion has reviewed the basic reason for the adoption o 
he rules set out in $ 9-330. The discussion now turns to the specific issue 
arising under $ 9-330 which this Commentary addresses. 


en is a security interest in chattel paper claimed “merely as proceeds o 
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inventory subject to a security interest" so that a chattel paper financer 

hat gives new value and takes possession, or obtains control, of the paper 
in the ordinary course of its business has priority unless the chattel paper 
indicates that it has been assigned to an identified assignee other than the 
financer? 


DISCUSSION 


reliminarily, it should be noted that this issue may be of limited 
importance since, even if the security interest is more than a mere proceeds 
interest, the chattel paper financer under $ 9-330 will take free of the 
interest unless it has knowledge that the purchase violates the rights o 
he secured party. The following discussion should be read with this ca- 
eat in mind. 


A brief description of two common types of inventory secured financing 
ill help put the discussion of the meaning of a “mere proceeds interest" in 
its business context. 


(a) The first type, which will be called “type A,” is inventory financing o 
automobiles and large items of equipment in which the financing is pri- 
marily item by item (each item of inventory secures a precise amount 
loaned against that item even though there may be a cross-security provi- 
sion), with a requirement that the associated inventory debt be paid ofi 

hen the item is sold, or after a maximum period (usually 90 days subject 

o renewal), whichever first occurs. 


(b) The second (“type B") is a general floating loan secured by inventory 
and receivables (sometimes called an “availability loan") under which the 
debtor is entitled to borrow from the secured party such amounts as the 
debtor may desire, subject to a maximum availability determined by a 
formula, e.g., 50% of cost of saleable inventory plus 80% of the amount o 
receivables not in default more than 30 days. This type of financing is usu- 
ally used in situations involving smaller items of inventory as to which it 

ould be too burdensome to account on an individual basis and in which 
he receivables are accounts rather than chattel paper so that § 9-330 is- 
sues do not arise. However, such financing arrangements may sometimes 
involve larger, more expensive items of inventory which are frequently 
sold on credit generating chattel paper. 


For the reasons stated below, the Board believes that a type A inventory 
financer will frequently have only a *mere proceeds interest" in chattel 
paper which is generated when items of inventory subject to its security 
interest are sold. On the other hand, as noted below, the Board believes 
hat a type B financer has more than a mere proceeds interest in any chat- 
el paper generated on sale of the inventory. 


The type A inventory financer having a proceeds claim to the chattel 
paper must do something more than rest on that proceeds claim in order 
o prevail against the person described in $ 9-330(a)(1), namely, a 
purchaser who “in good faith and in the ordinary course of the purchaser's 
business . . . gives new value and takes possession of the chattel paper or 
obtains control of the chattel paper under Section 9-105." Such an inven- 
ory financer takes the chattel paper out of the “mere proceeds" category 
only by giving value against it in some new transaction. Such a lender 
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gives new value, as it commonly will, by purchasing the chattel paper (or, 
in some types of transactions, making a specific loan against it). Whether 
he type A inventory financer will be willing to give value against the chat- 
el paper instead of merely resting on its proceeds claim until payment 

ill depend on the quality of the paper. That quality depends upon such 
factors as the credit worthiness of the buyer who is the principal obligor on 
he chattel paper, the amount of the buyer's down payment and hence the 
amount of the chattel paper debt as compared to the value of the collateral 
(the former inventory), and the terms under which the dealer (the former 
inventory debtor) is willing to assume full or limited recourse to support 
he buyer's obligation under the chattel paper. Not infrequently the 
financer and the dealer will negotiate a package purchase of several items 
of chattel paper in which the total price is determined by the quality of the 
paper, the extent of the recourse, and so on. When the financer buys, or 
lends against, chattel paper in the way just outlined, there is a “new 
ransaction" by which the financer has acquired an interest in the specific 
chattel paper which is more than a “mere proceeds interest." 


If, however, the type A inventory financer does not by some new transac- 
ion give value against specific chattel paper, the fact that the inventory 
debt is unpaid and that the security agreement specifically claims the 
chattel paper proceeds as additional collateral does not give the financer 
more than a mere proceeds interest. Further, while no doubt much inven- 
ory financing is carried out with nominal profit to the financer in anticipa- 
ion that it will be given the opportunity to acquire the chattel paper, in 
he Board's opinion this anticipation of receiving the chattel paper does 


not take the case out of the ^mere proceeds" phrase of the statute. 


As pointed out above, the Board believes that the type B financer at all 
imes has more than a mere proceeds interest in the chattel paper on hand 

hether or not at any specific time there is sufficient inventory on hand to 
secure the amount of the loan outstanding at that time. The structure o 
he deal is such that the chattel paper is part of the primary collateral for 
he debt. That interest extends to any chattel paper subsequently gener- 
ated by a sale of inventory whether or not at any particular time the exist- 
ing inventory is adequate security for the debt actually outstanding. 


A number of reported cases under former Article 9 involved priority 
conflicts between inventory financers and purchasers of chattel paper who 
ook possession, gave new value, and acted in the ordinary course of their 
business. In those cases, the courts applied the “mere proceeds" rules o 
former § 9-308, and the chattel paper financer always won.' The courts 
have not always carefully reported the facts, but it is clear that in at least 


'See e.g. Aetna Finance Corp. v. 1975); Commercial Credit Corp. v. National 
assey-Ferguson, Inc., 626 F. Supp. 482, 42 Credit Corp., 251 Ark. 541, 473 S.W.2d 876, 
CC Rep. Serv. (Callaghan) 1501 (S.D. Ind. 10 UCC Rep.Serv. (Callaghan) 232 (Ark. 

1985); Northwest Acceptance Corp. v. Lyn- 1971); American State Bank v. Avco Finan- 
wood Equipment, Inc., 1 UCC Rep.Serv.2d cial Services of the United States, Inc., 71 
(Callaghan) 980, 1710 (W.D. Wash. 1986); Cal. App. 3d 774, 139 Cal.Rptr. 658, 22 UCC 
Rex Financial Corp. v. Great Western Bank  Rep.Serv. (Callaghan) 235 (Cal. App. 1977); 
& Trust, 23 Ariz. App. 286, 532 P.2d 558,16 Home Savings Ass’n v. General Electric 
CC Rep.Serv. (Callaghan) 1155 (Ariz. App. Credit Corp., 101 Nev. 595, 708 P.2d 280, 42 
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one of the cases, the security agreement did specifically claim an interest 
in chattel paper and the court did not treat that fact as significant. In 

ost of the cases, the court did not carefully consider whether the chattel 
paper financer had knowledge of the prior interest in the chattel paper, 


financer had knowledge or the findings of fact show that the chattel paper 
financer did have knowledge.? The results in all those cases are consistent 
ith the position taken in this Commentary. 


CONCLUSION 


If a financer loans or extends credit for the cost of specific items of inven- 
ory and expects to be paid upon the sale of the items, the financer's secu- 
rity interest in chattel paper generated when the items are sold is a mere 
proceeds interest unless the financer in a new transaction gives value 
against the specific paper. On the other hand, a lender who agrees to lend 
p to a specified percentage of the cost of inventory and of receivables has 
ore than a mere proceeds interest in chattel paper which is a part of the 
receivables covered by the security agreement. In inventory financing 
ransactions which do not fall within the above two categories, whether 
he financer has more than a mere proceeds interest in chattel paper 
generated when inventory subject to its secured interest is sold must be 
determined from an examination of all the facts of the case. 


CC Rep.Serv. (Callaghan) 1489 (Nev. 
1985); Chrysler Credit Corp. v. Sharp, 56 
Misc.2d 261, 288 N.Y.S.2d 525, 5 UCC 
Rep.Serv. (Callaghan) 226 (N.Y. Sup. Ct. 
1968); Bank of Beulah v. Chase, 231 N.W.2d 
738, 17 UCC Rep.Serv. (Callaghan) 259 
(N.D. 1975); Associates Discount Corp. v. 
Old Freeport Bank, 421 Pa. 609, 220 A.2d 


621, 3 UCC Rep.Serv. (Callaghan) 481 (Pa. 
1966); Borg-Warner Acceptance Corp. v. 
C.1.T. Corp., 679 S.W.2d 140, 39 UCC Rep.S- 
erv. (Callaghan) 1864 (Tex. Ct. App. 1984). 


2 i " 
Home Savings Ass'n, supra note 1. 


? American State Bank, Rex Financial 
Corp., both supra note 1. 
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Preface to PEB Commentary 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
under the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 

ime supplementary commentary on the UCC to be known as PEB Commentary. These 

PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 

ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
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UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC $ 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 9 
SECTION 9-306(1) 


Section 9-306(1) provides: “ ‘Proceeds’ includes whatever is received upon 
he sale, exchange, collection or other disposition of collateral or proceeds." 

ere a debtor has granted to a secured party a security interest in goods 
and the debtor later leases those goods as lessor, do the lease rentals con- 
stitute proceeds of the secured party's collateral? 


DISCUSSION 


ere a debtor has granted to a secured party a security interest in goods 
hat the debtor later leases as lessor, the lease rentals would constitute 
proceeds of the secured party's collateral for the reason that the debtor's 
conveyance of a leasehold interest in the goods constitutes a disposition o 
he goods for purposes of $ 9-306(1). 


This would certainly be the case where the lease creates a security inter- 
est under $ 1-201(37). In that instance the lease is nothing more than a 
disguised sale of the goods, and the secured party would be entitled to a 
security interest in any chattel paper or payments on that chattel paper, 
all as proceeds resulting from that sales transaction. The following 
examples illustrate this conclusion: 

Example 1. Debtor grants to Secured Party a security interest in 
Debtor's drill press. Debtor sells the drill press to Buyer who pays for the 
drill press by issuing to Debtor Buyer's five-year promissory note secured 
by a security interest in the drill press. The promissory note and security 
interest together constitute chattel paper under $ 9-105(1)(b), and, since 
the chattel paper was received by Debtor upon the sale of the drill press, 
the chattel paper constitutes proceeds of Secured Party's collateral. When 
payments are made by Buyer on the promissory note, those payments, 
arising upon the “collection” of “proceeds,” also constitute proceeds o 
Secured Party's collateral. 

Example 2. Debtor grants to Secured Party a security interest in 
Debtor's drill press. Debtor leases the drill press to Lessee for a fixed 
term of five years not subject to termination by Lessee. The drill press is 
predicted to have exhausted its useful life at the end of that five-year 
term, and Lessee will then be entitled to purchase the drill press for the 
cash sum of $10. The lease constitutes chattel paper under $ 9-105(1)(b). 
Since the chattel paper was received by Debtor upon the granting to Les- 
see of a leasehold interest for the entire useful life of the drill press and 
Lessee can become the owner of the drill press at the end of the 
nonterminable lease term by paying a nominal consideration, the trans- 
action will be viewed as creating a security interest under § 1-201(37) and 
will be treated for Article 9 purposes as a disguised sale. Just as the chat- 
tel paper arising upon the sale of the drill press in Example 1 constituted 
proceeds of Secured Party's collateral, so does the chattel paper arising 
upon the granting of a security lease constitute proceeds of Secured 


1183 


APPENDIX Å 


Party's collateral in this example; the two transactions have precisely the 
same economic effect although labeled by the parties as a “sale” in 
Example 1 and a “lease” in this example. Similarly, when rental pay- 
ments are made by Lessee on the security lease, those payments, arising 
upon the “collection” of “proceeds,” also constitute proceeds of Secured 
Party's collateral. 


In both Example 1 and Example 2 it is irrelevant to the payments to 
Debtor being treated as proceeds whether the sale or lease was authorized 
by Secured Party or whether the drill press constituted equipment or 
inventory in the hands of Debtor. This is because under $ 9-306(2) Secured 

arty's security interest will continue “in any identifiable proceeds includ- 
ing collections received by the debtor" even when the disposition of the col- 
lateral was authorized by the Secured Party or where the collateral subject 

o the disposition was transferred to a buyer in the ordinary course as 
contemplated by $ 9-307(1). 


Lease rentals would also constitute proceeds of a secured party's collat- 
eral consisting of goods where the subsequent lease of those goods creates 
a “true” lease governed by Article 2A. Consider the following example: 

Example 3. Debtor grants to Secured Party a security interest in 
Debtor's drill press which then has a predicted useful life of five years. 
Debtor leases the drill press to Lessee for a fixed term, not subject to 
termination by Lessee, of two years with no purchase option. The lease 
would appear to be a “true” lease governed by Article 2A. See $$ 1-201(37), 
24-102, and 2A-103(1)(). Once again, the lease constitutes chattel paper 
under $ 9-105(1)(b). The chattel paper was received by Debtor upon the 
granting of a leasehold interest in the drill press for a non-terminable pe- 
riod of two years out of a predicted useful life of the drill press of five 
years. Debtor has remaining to it a residual interest in the drill press, 
ie., a right to the drill press arising only at the end of the two-year lease 
term. See § 2A-103(1)(q) (defining “lessor’s residual interest"). But an 
interest in the drill press constituting a right by Lessee to use the drill 
press for a two-year period out of the drill press's predicted five-year use- 
ful life was conveyed by Debtor to Lessee. The granting of the leasehold 
interest constitutes a disposition of a portion of Debtor's interest in the 
drill press, and the chattel paper arising upon that disposition constitutes 
proceeds of Secured Party's collateral. When rental payments are made 
by Lessee on the true lease, those payments, arising upon the “collection” 
of “proceeds,” also constitute proceeds of Secured Party’s collateral. 


The foregoing analysis in Example 3, by concluding that the granting o 
a true leasehold interest in goods constitutes a “disposition” of the goods 
for purposes of $ 9-306(1), is consistent with the common law rule that the 
granting of a real estate leasehold interest constitutes a disposition of a 
portion of the lessor's ownership interest in the leased estate. See, e.g., 

ueschen v. Stalie, 98 N.M. 696, 652 P.2d 246 (1982) (real estate lease is a 
conveyance of an estate for a limited term with conditions); Powell, Law o, 

eal Property, $ 221 (1990). It is also consistent with Article 9 cases which 
reat the totality of a debtor's interest in goods as comprising the debtor's 
leasehold interest as lessor plus the debtor's residual interest in the leased 
goods as owner, with the necessity of a secured party's security interest in 


he leasehold being perfected in one manner (e.g., possession or filing as to 
he chattel paper) and its security interest in the lessor's residual interest 
being perfected in another manner (e.g., filing as to the goods). See, e.g., In 
e Leasing Consultants, Inc., 486 F.2d 367, 18 UCC Rep.Serv. (Callaghan) 
189 (2d Cir.1973). Furthermore, this analysis is consistent with Article 
2A's definition of a lease being a "transfer" of a right to possession and use 
of the leased goods even without being a “sale” of the goods. See $$ 2-106(1) 
and 2A-103(1)(). Cf. Feldman v. Philadelphia Nat. Bank, 408 F.Supp. 24, 
37-38, 18 UCC Rep.Serv. (Callaghan) 776, 786-788 (E.D.Pa.1976) (while 
he court referred to chattel paper as “proceeds” of a security interest in 
nderlying goods, the reference may be viewed as dicta since the secured 
party had in any event taken possession of the chattel paper). Cases such 
as General Electric Credit Corp. v. Cleary Brothers Construction Co., Inc. 
(In re Cleary Brothers Construction Co., Inc.), 9 B.R. 40, 30 UCC Rep.Serv. 
(Callaghan) 1444 (Bkrtcy.S.D.Fla.1980), and In re A.E.I. Corp., 11 B.R. 97, 
31 UCC Rep.Serv. (Callaghan) 1467 (Bkrtcy.E.D.Pa.1981), to the extent 
hat they hold that a subsequent lease of goods or payments thereon can- 
not constitute proceeds of a secured party's pre-existing collateral consist- 
ing of the goods, are not consistent with this analysis. 


Lease rentals would constitute proceeds of a secured party's collateral 
consisting of goods even where the subsequent lease of the goods is for a 
erm which is of a short duration in relation to the useful life of the goods. 
ere the goods have a limited useful life, any transfer of the use and pos- 
session of the goods in return for a consideration constitutes a disposition, 
however small, of the debtor's interest in the goods. If that consideration 
consists of chattel paper, that chattel paper and the payments thereon con- 
stitute proceeds of the secured party's collateral. For a case reaching an 
analogous conclusion in the context of a real estate mortgage, see Old 
tone Bank v. Tycon I Building Limited Partnership, 946 F.2d 271 (4th 
Cir.1991) (forfeited earnest money deposit under a sales contract for 
mortgaged real estate constituted “proceeds” to which undersecured 
mortgagee is entitled under its mortgage since the deposit resulted from a 
disposition of valuable “lock up" rights to the collateral while the sales 
contract was in effect). 


The foregoing analysis is intended to clarify the treatment of rental pay- 
ments as proceeds of a secured party's collateral consisting of goods 
subsequently leased. It is not intended to address transactions where the 
goods become subject to the secured party's security interest at a time 

hen the goods are already under lease by the debtor as lessor. See § 2A- 
307; In re Leasing Consultants, Inc., 486 F.2d 367, 13 UCC Rep.Serv. (Cal- 
laghan) 189 (2d Cir.1973). Nor is it intended to address transactions where 
he goods, although subject to a secured party's pre-existing security inter- 
est, are not subsequently leased by the debtor as lessor. For example, the 
foregoing analysis is not intended to suggest that income generated from 
he debtor's own use and possession of goods should constitute proceeds o 
a secured party's pre-existing collateral consisting of the goods. Similarly, 
it is not intended to address other transactions where no disposition of the 
goods by security lease, determined by reference to $ 1-201(37), or true 


42 B.R. 249, 39 UCC Rep.Serv. 
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(Bkrtcy.S.D.Fla.1984) (payments for playing video games on game 
machines). 


Moreover, the foregoing analysis is not intended to suggest that, as a 
matter of federal bankruptcy law, a secured party is necessarily entitled to 
‘adequate protection" compensation for the debtor's use of rental payments 
made under a post-petition lease by the debtor as lessor of goods in which 
a secured party held a perfected and unavoidable pre-petition security 
interest. Factors such as the term of the lease in relation to the useful life 
of the leased goods and the provision by the debtor of post-petition services 
associated with the post-petition lease of the goods may well affect the 
secured party's entitlement to such “adequate protection" compensation, 

ithout, however, affecting the status of the lease or the rental payments 
hereon as proceeds of the secured party's pre-existing collateral as a mat- 

er of state law. See 11 U.S.C. §§ 361, 363(e), and 552(b); cf. General 
lectric Credit Corp. v. Cleary Brothers Construction Co., Inc. (In re Cleary 
Brothers Construction Co., Inc.), 9 B.R. 40, 30 UCC Rep.Serv. (Callaghan) 
1444 (Bkrtcy.S.D.Fla.1980) (instead of holding that the secured party 
could not claim, as proceeds of its pre-petition security interest in a crane, 
he rentals under a post-petition lease of the crane for a 10-day period, the 
court could have reached the same result by concluding that, although the 
rentals were proceeds of the secured party's collateral, the secured party 
as adequately protected). 


CONCLUSION 
ere a debtor has granted to a secured party a security interest in goods 


and the debtor later leases those goods as lessor, the lease rentals will con- 
stitute proceeds of the secured party's collateral consisting of the goods. 


The Official Comment to $ 9-306 is amended by adding the following: 


6. Where a debtor has granted to a secured party a security interest in 
goods and the debtor later leases those goods as lessor, the lease rentals con- 
stitute proceeds of the secured party's collateral consisting of the goods. See 
PEB Commentary No. 9, dated June 25, 1992. 
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PREFACE TO PEB COMMENTARY 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
nder the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 
ime supplementary commentary on the UCC to be known as PEB Commentary. These 
PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 
ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 10 
SECTION 1-203 


Section 1-203 provides that ^Every contract or duty within this Act imposes 
an obligation of good faith in its performance or enforcement."' While this 
concept applies generally to every contract, it finds particular expression 
hroughout the Code. For example, out of over 400 Code provisions, more 
han 50 sections make specific reference to *good faith."? 


The meaning of *good faith" varies with the context. Sometimes the 
context is as a standard of performance or enforcement; other times the 
context is that of good faith purchase? This Commentary deals only with 
sood faith performance or enforcement of a right or duty under a contract 


hat is within the Code. 


In the context in which the obligation of good faith functions as the stan- 
dard of contract performance or enforcement, can the failure to meet this 
standard support a cause of action where no other basis for a cause of ac- 

ion exists? This Commentary examines this question in order to promote 
a uniform understanding of what it means to say that a general obligation 
of good faith is imposed on every contracting party. In so doing, several 


principles are discussed. 


DISCUSSION 


1 Good Faith, Commercial Expectations, and the Concept of Agreement 
Section 1-201(19) defines good faith as “honesty in fact in the conduct or 


ransaction concerned.”* 


Commentators have said that this general require- 


ent of good faith sets a "subjective" standard,? while the particularized 
definitions elsewhere also create an additional “objective” standard of the 


"This does not mean that the obliga- 
ion of good faith as defined in the Code will 
necessarily apply to all aspects of the same 
ransaction. As written, the scope of § 1-203 
is co-extensive with the Code's coverage. For 
example, if a loan agreement that provides 
or an Article 9 security interest also con- 
ains financial covenants which are not 
governed by the Code, § 1-203 would apply 
o the former and the general law of con- 
racts would apply to the latter. See, e.g., 
Restatement, Second, Contracts § 205 
(1981). 


"Farnsworth, Good Faith Performance 
and Commercial Reasonableness Under the 
Uniform Commercial Code, 30 U.Chi.L.Rev. 
666, 667 (1963). 


3See, e.g., UCC §§ 2-403 (good faith 
purchaser); 3-302 (holder in due course); 


9-307 (buyer in the ordinary course of busi- 
ness). On the distinction between the doc- 
trines of good faith performance and good 
faith purchase, see generally id. 


“This sparse definition found in Article 
1 is expanded elsewhere in the Code for 
purposes of particular Articles. See, e.g., 
$8 2-103(1)(b);  24-103(2;  3-103(a)(4); 
4-104(c); 4A-105(a)(6). This expanded defini- 
tion “is concerned with the fairness o 
conduct rather than the care with which an 
act is performed.” UCC § 3-103, Comment 4. 


5See Aronstein, Good Faith Perfor- 
mance of Security Agreements: The Liability 
of Corporate Managers, 120 U.Pa.L.Rev. 1, 
31 (1971) (“Good faith [as] defined in § 1- 
201(19) . . . [has] been historically con- 
strued as applying only to the actor's subjec- 
tive state of mind."); Braucher, The 
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observance of reasonable commercial standards of fair dealing. This Com- 
entary applies with equal force to both standards of good faith. 


The principal author of the Code, Karl Llewellyn, recognized that par- 
ies develop expectations over time against the background of commercial 
practices and that if commercial law fails to account for those practices, it 
ill cut against the parties’ actual expectations. In an unpublished com- 
entary on the Proposed Final Draft of the Uniform Revised Sales Act, 
lewellyn had this to say about good faith: 
No inconsistency of language and background exists merely because the words 
used mean something different to an outsider than they do to the merchants 
who used that language in the light of the commercial background against 
which they contracted. This is the necessary result of applying commercial 
standards and principles of good faith to the agreement . . .. Moreover, where 
the commercial background normally gives to a term in question some breadth 
of meaning so that it describes a range of acceptable tolerances rather than a 
sharp-edged single line of action, any attempted narrowing of this meaning by 
one party is so unusual as not likely to be expected or perceived by the other. 
Therefore, attention must be called to a desire to contract at material vari- 
ance from the accepted commercial pattern of contract or use of language. 
Thus, this Act rejects any “surprise” variation from the fair and normal mean- 
ing of the agreement.’ 


Explaining the doctrine of good faith in such terms is thus a recognition 
hat, as expressed in the Code, it serves as a directive to protect the rea- 
sonable expectations of the contracting parties. The general imperative 
hat the reasonable expectations of the parties are the measure of the good 


faith of each suggests that good faith is a concept with conceptual content 
related to that of agreement. 


The Code definition of “Agreement” reads: 

“Agreement” means the bargain of the parties in fact as found in their 

language or by implication from other circumstances including course of deal- 

ing or usage of trade or course of performance as provided in this Act (Sections 

1-205 and 2-208). 

The agreement of the parties consists of more than their language alone. 
In elaborating on this theme, Comment 3 to § 1-201 emphasizes that “the 

ord [agreement] is intended to include full recognition of usage of trade, 
course of dealing, course of performance and the surrounding circumstances 


egislative History of the Uniform 
Commercial Code, 58 Colum.L.Rev. 798, 812 
(1958) (describing the test of good faith in 
§ 1-201(19) as a “subjective” test, sometimes 

nown as the rule of “the pure heart and 
empty head") Lawrence, The Prematurely 
Reported Demise of the Perfect Tender Rule, 
35 U.Kan.L.Rev. 557, 571 (1987) (*Good 
aith is a subjective term meaning ‘honesty 
in fact in the contract or transaction con- 
cerned.’ ”). 


9The Karl Llewellyn Papers, The Uni- 

ersity of Chicago Law Library, File J.X.2.K. 

1, 9, reprinted in D. Patterson, Good Faith 
and Lender Liability 217 (1990). 
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TUCC § 1-201(3). Furthermore, 
Comment 1 to $ 1-205 (*Course of Dealing 
and Usage of Trade") reinforces this defini- 
tion by stating: 

This Act rejects both the “lay-dictionary” and 

the “conveyancer’s” reading of a commercial 
agreement. Instead the meaning of the agree- 
ment of the parties is to be determined by 
the language used by them and by their ac- 
tion, read and interpreted in the light of com- 
mercial practices and other surrounding 
circumstances. The measure and background 
for interpretation are set by the commercial 
context, which may explain and supplement 
even the language of a formal or final writing. 


as effective parts thereof. . ..” (emphasis added).? 


“Course of dealing” is defined as follows: 

A course of dealing is a sequence of previous conduct between the parties to a 
particular transaction which is fairly to be regarded as establishing a common 
basis of understanding for interpreting their expressions and other conduct.? 


"Usage of trade" is defined as follows: 

A usage of trade is any practice or method of dealing having such regularity 
of observance in a place, vocation or trade as to justify an expectation that it 
will be observed with respect to the transaction in question. The existence 
and scope of such a usage are to be proved as facts. If it is established that 
such a usage is embodied in a written trade code or similar writing the inter- 
pretation of the writing is for the court.'? 


“Course of performance" is defined as follows: 

Where the contract for sale involves repeated occasions for performance by ei- 
ther party with knowledge of the nature of the performance and opportunity 
for objection to it by the other, any course of performance accepted or 
acquiesced in without objection shall be relevant to determine the meaning of 
the agreement." 


In addition to two definitional sections, § 1-205 contains two additional 
ethodological sections which direct how express terms, course of dealing, 
and usage of trade are to be synthesized: 


(3) A course of dealing between parties and any usage of trade in the vocation 
or trade in which they are engaged or of which they are or should be aware 
give particular meaning to and supplement or qualify terms of an agreement. 
(4) The express terms of an agreement and an applicable course of dealing or 
usage of trade shall be construed wherever reasonable as consistent with each 
other; but when such construction is unreasonable express terms control both 
course of dealing and usage of trade and course of dealing controls usage of 
trade. 


At this juncture it is important to recognize that one acts in good faith 


course of performance, and usage of trade— 


*This Commentary recognizes the fact 
are all elements of the meaning of “contract.” 


hat course of performance is defined in 


Articles 2 and 2A and was originally not a 
part of the general definition of “Agreement” 
in Article 1. The concept is included here as 
an element of the agreement of the parties 
because there exists no plausible justifica- 
ion for excluding it. This view is strongly 
supported by Comments 1 and 2 to § 2-208. 
Comment 2, in particular, emphasizes that 
“a course of performance is always relevant 
o determine the meaning of the agreement.” 
See also Westinghouse Credit Corp. v. 
Shelton, 645 F.2d 869, 31 UCC Rep.Serv. 
(Callaghan) 410 (10th Cir.1981) (course of 
performance may also be used for discern- 
ing the meaning of “Agreement” in Article 
9). 
The Restatement, Second, of Con- 
racts does not reflect the Code’s isolation of 
course of performance in Articles 2 and 2A. 
he Restatement provides that all four ele- 
ments—express terms, course of dealing, 


See Restatement, Second, Contracts § 203. 
In fact, § 202(4) states that “any course o 
performance accepted or acquiesced in 
without objection is given great weight in 
the interpretation of the agreement.” 

*UCC § 1-205(1). 

UCC § 1-205(2). 

"UCC § 2-208(1). This definition is 
duplicated in § 2A-207(1). 

"UCC § 1-205(3) (4). The connection 
between § 1-205 and good faith is made ex- 
plicit in the Comment to § 1-203, wherein it 
is stated that the obligation of good faith “is 
further implemented by Section 1-205 on 
course of dealing and usage of trade.” 

The interpretational priorities set 
forth in § 1-205 are, with the added inclu- 
sion of course of performance, duplicated in 
§ 2-208(2). That section states as follows: 

The express terms of the agreement and any 
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relative to the agreement of the parties. To decide the question whether a 
party has acted in good faith, a court must first ascertain the substance o 
he parties’ agreement. 


The performance and enforcement of agreements in a manner consistent 

ith the reasonable expectations of the parties is in keeping with the 
broadest understanding of contract doctrine. The Code is consistent with 
his tradition of thought. However, the Code's concept of agreement 
broadens the sources for determining the meaning of the parties' 
agreement. The concept of agreement is not limited to the terms of the 
parties' writing: it includes a variety of elements, all of which must be 
synthesized. 


Under $ 1-205(4), the initial interpretive effort is to read all the terms as 
consistent with one another. Only when this is impossible does the 
interpreter then move to a lexical ordering of the terms, with express 
erms at the head of the list. Cases which make no attempt to reconcile 
he various terms before according priority to express terms in the 
construction of the parties’ agreement must be considered to have 
proceeded improperly." The better application of § 1-205(4), and the issues 
of interpretation which are central to it, is illustrated in cases like Nanakuli 
aving & Rock Co. v. Shell Oil Co., 664 F.2d 772, 32 UCC Rep.Serv. (Cal- 
laghan) 1025 (9th Cir.1981) (upholding a finding that the written price 
erm in an asphalt supply contract was qualified by a trade practice requir- 
ing suppliers to delay price increases for jobs on which buyers have al- 
ready bid). Accordingly, in order to answer the question, “Has a party 
performed or enforced a contractual right or duty in good faith?", the 
content of the parties’ agreement must first be determined.” 


such course of performance, as well as any 
course of dealing and usage of trade, shall be 
construed whenever reasonable as consistent 
with each other; but when such construction 
is unreasonable, express terms shall control 
course of performance and course of perfor- 
mance shall control both course of dealing 
and usage of trade (Section 1-205). 


See also UCC § 2A-207(2). 


13See 3 A. Corbin, Corbin on Contracts 
8 570 (West Supp.1993). 


If the purpose of contract law is to enforce 
the reasonable expectations of parties induced 
by promises, then at some point it becomes 
necessary for courts to look to the substance 
rather than to the form of the agreement, and 
to hold that substance controls over form. 
What courts are doing here, whether calling 
the process “implication” of promises, or 
interpreting the requirements of *good faith," 
as the current fashion may be, is but a recog- 
nition that the parties occasionally have 
understandings or expectations that were so 
fundamental that they did not need to negoti- 
ate about those expectations. When the court 
“implies a promise" or holds that “good faith” 
requires a party not to violate those expecta- 
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tions, it is recognizing that sometimes silence 
says more than words, and it is understand- 
ing its duty to the spirit of the bargain is 
higher than its duty to the technicalities of 
the language. 
Id. Reiter & Swan, Contracts and the Protec- 
tion of Reasonable Expectations, in Studies 
in Contract Law 1, 11 (B. Reiter & J. Swan 
eds. 1980) (“[T]hroughout the law of con- 
tract, a striving to protect reasonable expec- 
tations is visible. . ..”). 


"See, e.g., Southern Concrete Servs. v. 
Mableton Contractors, Inc., 407 F.Supp. 
581, 19 UCC Rep.Serv. (Callaghan) 79 
(N.D.Ga.1975), aff d mem., 569 F.2d 1154 
(5th Cir.1978); Division of Triple T Serv. v. 
Mobil Oil Corp., 304 N.Y.S.2d 191, 6 UCC 
Rep.Serv. (Callaghan) 1011 (Sup.Ct.1969). 


For a non-Code decision which is con- 
sistent with this approach, see Southwest 
Savings and Loan Association v. Sunamp 
Systems, Inc., 838 P.2d 1314 (Ariz.App. 
1992) (holding that inquiry does not stop 
with recognition that lender had general 
authority in written loan agreement to take 


UCC $ 1-203 Does Not Create an Independent Cause of Action 


The inherent flaw in the view that $ 1-203 supports an independent 
cause of action is the belief that the obligation of good faith has an exis- 
ence which is conceptually separate from the underlying agreement. As 
he above discussion demonstrates, however, this is an incorrect view o 
he duty. “A party cannot simply ‘act in good faith.’ One acts in good faith 
relative to the agreement of the parties. Thus the real question is ‘What is 
he Agreement of the parties?’ ” Put differently, good faith merely directs 
attention to the parties’ reasonable expectations; it is not an independent 
source from which rights and duties evolve." The language of $ 1-203 itsel 

akes this quite clear by providing that the obligation to perform or 
enforce in good faith extends only to the rights and duties resulting from 
he parties’ contract. The term “contract” is, in turn, defined as “the total 
legal obligation which results from the parties’ agreement . . .."? 
Consequently, resort to principles of law or equity outside the Code are not 
appropriate to create rights, duties, and liabilities inconsistent with those 
stated in the Code." For example, a breach of a contract or duty within the 
Code arising from a failure to act in good faith does not give rise to a claim 
for punitive damages unless specifically permitted.” 


CONCLUSION 


Section 1-203 does not support a cause of action where no other basis for a 
cause of action exists. 


The concept of Agreement permeates the entirety of the Code. For 
example, § 9-105(1)(Z) incorporates the Article 1 concept of Agreement 


directly into Article 9. The “agreement of the parties" cannot be read ofi 
he face of a document, but must be discerned against the background o 
actual commercial practice. Not only does the Code recognize “the reason- 


able practices and standards of the commercial community . . . [as] an ap- 


he particular action, but inquiry extends to 
hether lender exercised that authority “for 

a reason beyond the risks" assumed by bor- 
ower in loan agreement, or beyond bor- 
ower's “justified expectations," in the con- 
ext of how a reasonable lender might act). 


Patterson, supra, at 143. Good faith 

is sometimes the basis of an implied term to 
ll a gap or deal with an omitted case, e.g., 

he duty of cooperation frequently imposed 
on a party whose cooperation is essential 
and not unreasonably burdensome; or, the 
duty to give notice within a reasonable time 
of some important fact of which the other 
party would otherwise be unaware. See $ 2- 
309(3) and Comment 8; 2 Farnsworth on 
Contracts $8 7.17, 7.17a (1990). A breach of 
such duties gives rise to a cause of action 
or breach of the contract of which the 
implied term becomes a part. Although such 
a cause of action arguably has the same 


practical content as a cause of action based 
upon a purported breach of § 1-203, there is 
an important methodological difference in 
that this Commentary requires, in the case 
of contracts within the Code, that the focus 
be upon the Agreement of the parties and 
their reasonable expectations. 


"Cases reaching this conclusion in- 
clude Management Assistance, Inc. v. Com- 
puter Dimensions, Inc., 546 F.Supp. 666 
(N.D.Ga.1982), affd 747 F.2d 708 (11th 
Cir.1984), and Chandler v. Hunter, 340 
So.2d 818, 21 UCC Rep.Serv. (Callaghan) 
484 (Ala.Civ.App.1976). A contrary conclu- 
sion was reached in Reid v. Key Bank o 
Southern Maine, Inc., 821 F.2d 9, 3 UCC 
Rep.Serv.2d (Callaghan) 1665 (1st Cir.1987). 


'**UCC § 1-201(11) (emphasis supplied). 
See UCC $ 1-103. 
? See UCC § 1-106(1). 
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propriate source of legal obligation," but it also rejects the “premise that 
he language used [by the parties] has the meaning attributable to [it] by 
rules of construction existing in the law rather than the meaning which 
arises out of the commercial context in which it was used.”” The correct 
perspective on the meaning of good faith performance and enforcement is 
he Agreement of the parties. The critical question is, “Has ‘X’ acted in 
good faith with respect to the performance or enforcement of some right or 
duty under the terms of the Agreement?" It is therefore wrong to conclude 
hat as long as the agreement allows a party to do something, it is under 
all terms and conditions permissible. Such a conclusion overlooks 
completely the distinction between merely performing or enforcing a right 
or duty under an agreement on the one hand and, on the other hand, doing 
so in a way that recognizes that the agreement should be interpreted in a 

anner consistent with the reasonable expectations of the parties in the 
light of the commercial conditions existing in the context under scrutiny. 

he latter is the correct approach. Examples are: (1) Is it reasonable for a 
buyer in a particular locale or trade to expect that an express quantity 
erm in a contract is “not really" a quantity term, but a mere projection to 
be adjusted according to market forces??; (2) Does a party to a sales 
contract that permits discretionary termination have the right to expect 
hat the decision whether to terminate will be made on the basis of sound 
business criteria? 


The Official Comment to $ 1-203 is amended by adding the following 
language at the end of the first paragraph: 


This section does not support an independent cause of action for failure to 
perform or enforce in good faith. Rather, this section means that a failure to 
perform or enforce, in good faith, a specific duty or obligation under the 
contract, constitutes a breach of that contract or makes unavailable, under 
the particular circumstances, a remedial right or power. This distinction 
makes it clear that the doctrine of good faith merely directs a court towards 
interpreting contracts within the commercial context in which they are cre- 
ated, performed, and enforced, and does not create a separate duty of fairness 
and reasonableness which can be independently breached. See PEB Commen- 
tary No. 10, dated February 10, 1994. 


"Kastely, Stock Equipment for the *'UCcQ $ 2-202, Comment 1. 
Bargain in Fact: Trade Usage, *Express 
Terms," and Consistency Under Section 


See Columbia Nitrogen Corp. v. 


1-205 of the Uniform Commercial Code, 64 Royster Co., 451 F.2d 3, 9 UCC Rep.Serv. 
N.C.L.Rev. 777, 780 (1986). (Callaghan) 977 (4th Cir.1971). 
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PREFACE TO PROPOSED PEB COMMENTARY 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
nder the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 
ime supplementary commentary on the UCC to be known as PEB Commentary. These 
PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 
ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b) to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 11 
(AS AMENDED TO APPLY TO REVISED ARTICLE 9)* 
SURETYSHIP ISSUES UNDER SECTIONS 
3-116, 3-305, 3-415, 3-419, AND 3-605 


INTRODUCTION 


he promulgation of revised Article 3 of the Uniform Commercial Code has 
given rise to a number of questions concerning the provisions in that 
Article governing the rights and duties of accommodation parties. This 
heightened level of interest results from many factors. In particular, the 


provisions in revised Article 3 concerning accommodation parties differ 


has generated greater interest in the rights and duties of sureties, includ- 
ing, of course, accommodation parties. 


As a result of this heightened interest, the suretyship rules in Article 3 
have been the subject of a great deal of scrutiny, which has resulted in a 
recognition that the treatment of some suretyship issues in revised Article 
3 should be clarified. It is the purpose of this Commentary to answer sev- 


eral questions that have arisen concerning the rights and duties of accom- 
modation parties. This Commentary concludes with a series of revisions 
and additions to the Comments to various sections in Article 3 that govern 
suretyship issues. 


If another person agrees to be liable for the obligation of the maker of a 
note, are the rights and duties of that person determined by the provisions 
of Article 3 governing accommodation parties, by the general law of surety- 
ship, or both? 


DISCUSSION 


person who agrees to be liable for the debt of another is clearly a surety. 
See Restatement of Suretyship and Guaranty $ 1. If the person effectuates 
he agreement by becoming a party (i.e., a co-maker or indorser) to the 


*PEB Commentary No. 11, which ad- 
dresses suretyship issues that arise under 
Article 3 of the Uniform Commercial Code, 

as originally issued in 1994. Issue 11 in 
he original Commentary dealt with the 
power of an accommodation party on an 
instrument that is secured by a security 
interest governed by Uniform Commercial 
Code Article 9 to waive the rights of that 
party that were provided for in Part 5 of for- 
mer Article 9. Since the issuance of the orig- 


inal Commentary, former Article 9 has been 
replaced with Revised Article 9 and the Re- 
statement of Suretyship and Guaranty, 
which was in the process of being drafted in 
1994, has been promulgated by the Ameri- 
can Law Institute. This amended Commen- 
tary updates the discussion of Issue 11 to 
reflect Revised Article 9 and the promulga- 
tion of the Restatement of Suretyship and 
Guaranty. 
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same instrument that creates the obligation, the surety is also an accom- 
modation party. In such a case, the rules in $8 3-116, 3-305, 3-415, 3-419, 
and 3-605 concerning accommodation parties are applicable. Of course, 
hese sections will not resolve all possible issues concerning the rights and 
duties of the surety. In the event that a situation is presented that is not 
resolved by those sections, the resolution may be provided by the general 
law of suretyship because, pursuant to $ 1-108, that law is applicable un- 
less displaced by provisions of this Act. If the surety does not effectuate 
he obligation by becoming a party to the note, the surety is not an accom- 
modation party. In that case, the surety's rights and duties are determined 
by the general law of suretyship. 


In unusual cases, two parties to an instrument may have a surety rela- 
ionship that is not governed by Article 3 because the requirements o 
$ 3-419(a) are not fulfilled. For example, assume that the payee of an 
instrument would like to sell it, but the potential buyer will agree to buy 
he instrument only if, in the event that the instrument is dishonored, the 
buyer has recourse not only against the issuer and the payee but also 
against someone more creditworthy. Accordingly, the payee produces a 
creditworthy person who agrees to stand behind the payee's obligations 

ith respect to the instrument. The transfer to the buyer is then made af- 
er both the payee and the creditworthy person indorse the instrument. 

he creditworthy person is a party to the instrument as an indorser and is 
an accommodation party for the issuer who is the accommodated party. 

he creditworthy person is also a surety with respect to the obligation o 
both the issuer and the payee as indorser. The creditworthy person, 


however, is not an accommodation party for the payee and the payee is not 
an accommodated party under $ 3-419(a) inasmuch as the instrument was 
not issued for value given for the benefit of the payee. Therefore, the gen- 
eral law of suretyship, and not the provisions in Article 3 concerning ac- 
commodation parties, provides the rules that govern the suretyship rela- 
ionship between the creditworthy person and the payee.' 


hat are the differences between the rights of an accommodation party 
ith respect to the accommodated party under revised Article 3 and for- 
mer Article 3? 


DISCUSSION 


nder the general law of suretyship, as between the principal obligor and 
he secondary obligor, it is the principal obligor who ought to bear the cost 
of performance. Restatement of Suretyship and Guaranty $ 1. Suretyship 
law provides three mechanisms to effectuate that cost allocation. First, i 
he principal obligor is charged with notice of the secondary obligation, the 
principal obligor owes the secondary obligor a duty of performance; this 
duty of performance can be enforced by the secondary obligor through the 


and Guaranty $ 21. Second, a secondary obligor who performs may be 


'The revisions to Comment 3 to §3- discussion. See Appendix, par. 3 and par. 
419 and Comment 6 to $ 3-605 reflect this 10. 
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subrogated to the rights of the obligee against the principal obligor (regard- 
less of whether the principal obligor was charged with notice of the second- 
ary obligation). Restatement of Suretyship and Guaranty $ 27. Third, i 
he principal obligor is charged with notice of the secondary obligation, the 
principal obligor must reimburse a secondary obligor who performs the 
obligation. Restatement of Suretyship and Guaranty $ 22. If the principal 
obligor is not charged with notice of the secondary obligation, a secondary 
obligor who performs is nonetheless entitled to restitution from the 
principal obligor. Restatement of Suretyship and Guaranty $ 26. 


ment was entitled to enforce the instrument against the accommodated 
party. This right essentially codified the surety’s right of subrogation. 
Other rights of the accommodation party against the accommodated party 

ere left to the general law of suretyship through § 1-103. In § 3-419(e), 
revised Article 3 also in effect sets forth subrogation rights of accommoda- 
ion parties by providing that such parties are “entitled to enforce the 
instrument against the accommodated party.” That section also codifies 
he accommodation party’s right to be reimbursed by the accommodated 
party. Unlike the general law of suretyship, however, that right is not 
limited to situations in which the accommodated party was charged with 
motice of the accommodation party’s obligation. Thus, it need not be 
determined whether the accommodated party is charged with notice of the 
accommodation party’s obligation, and the right of restitution that is pres- 
ent in the general law of suretyship is superfluous. Revised Article 3, like 


former Article 3, leaves the accommodated party’s duty of performance and 
he accommodation party’s concomitant right of exoneration to the general 
law of suretyship through § 1-103.? 


Is an accommodation party entitled to reimbursement if the accommodated 
party had a defense to its obligation that could have been raised by the ac- 
commodation party against the person entitled to enforce the instrument? 


DISCUSSION 


he juxtaposition of the accommodated party’s duty to reimburse the ac- 
commodation party (§ 3-419(e)) with the accommodated party’s right to 
raise defenses (§ 3-305(b)) raises important policy issues. If a duty to reim- 
burse exists even when the accommodated party had a defense, that duty 
could be said to obviate the value of the defense. On the other hand, if no 
duty to reimburse exists in such circumstances, the cost of performance 

ill be borne ultimately by the accommodation party rather than the ac- 
commodated party. 


There are a number of different contexts in which the situation may 
arise. Generally speaking, the accommodation party may raise as a defense 
o its obligation the defenses of the accommodated party to its obligation. 
See § 3-305(d). There are three exceptions. The accommodated party’s de- 


The revision to Comment 5 to § 3-419 5. 
eflects this discussion. See Appendix, par. 
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fenses of discharge in insolvency proceedings, infancy, and lack of legal 
capacity are not available to the accommodation party. If the accommoda- 
ion party pays the instrument when the accommodated party had one o 
hese defenses, the accommodated party has no duty to reimburse the ac- 
commodation party. The accommodation party has, in a sense, assumed 
he risk that such defenses will exist. 


Occasionally, an accommodation party will pay an instrument even 
hough the accommodated party has a defense that is available to the ac- 
commodation party. In such cases, the existence of the duty to reimburse 


at the time it paid the instrument. If the accommodation party was un- 
aware of the defense, there is a duty to reimburse. Thus, there is an incen- 
ive for the accommodated party to make the accommodation party aware 
of any defenses it may have. If the accommodation party pays the instru- 
ment while aware of a defense of the accommodated party, however, 
reimbursement would ordinarily not be justified but might be justified in| 
some circumstances. Resolution of this issue is left to the general law o 
suretyship through § 1-103.? 


Section 3-415(a) provides that an indorser's obligation to pay the instru- 
ment upon dishonor is owed, inter alia, to a subsequent indorser who pays 
he instrument. What if both the prior indorser and subsequent indorser 
are anomalous indorsers? 


DISCUSSION 


In the general law of suretyship, when there are two secondary obligors for 
he same underlying obligation, the relationship between those two sec- 
ondary obligors may be that of co-suretyship or sub-suretyship. In a co- 
suretyship situation, the two secondary obligors are jointly and severally 
liable and, as between themselves, have a right of contribution against 
each other. In a sub-suretyship situation, on the other hand, the second 
secondary obligor is, in a sense, a surety for the obligation of the first sec- 
ondary obligor. Thus, as between the two secondary obligors, the first 
obligor occupies the position of a principal obligor while the later one oc- 
cupies the position of a secondary obligor. It is often difficult to determine 
hether the two secondary obligors are co-sureties or sub-sureties, espe- 
cially in the context of negotiable instruments when the obligations o 
hose parties may be created by a signature alone, unaccompanied by 
ords of explanation. 


Article 3 treats successive anomalous indorsers as having joint and sev- 
eral liability on the instrument. See § 3-116(a). If one of the anomalous 
indorsers pays the instrument, that indorser has a right to receive contri- 
bution from the other indorser. See $ 3-116(b). Accordingly, the general 
rule of $ 3-415(a), that a subsequent indorser who pays the instrument 
may recover the full amount of the instrument from a prior indorser, does 
not apply in such cases. Section 3-116(b) does not recognize a distinction 


?The addition of Comments 6 and 7 to par. 6. 
§ 3-419 reflect this discussion. See Appendix, 
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between a co-surety and a sub-surety, but in providing for a right to con- 
ribution, § 3-116(b) has the effect of treating anomalous indorsers as 
hough they were co-sureties. Section 3-116(b), however, is subject to 
‘agreement of the affected parties." If the subsequent indorser can prove 
an agreement with the prior indorser giving the subsequent indorser rights 
as a sub-surety, that agreement changes the rule of $ 3-116(b). If the 
subsequent indorser pays the instrument and has rights under the agree- 
ment as a sub-surety, the subsequent indorser has a right of recourse 
against the prior indorser for the amount of the payment rather than only 
a right to contribution; if the prior indorser pays the instrument, there is 
no right of recourse against the subsequent indorser.* 


at effect do words of guaranty have on the obligation of an indorser to a 
person entitled to enforce an instrument? 


DISCUSSION 


nder former $ 3-416, the obligation of an indorser who added the words 
‘payment guaranteed" or “collection guaranteed" to the indorsement was 
different than that of an indorser who did not add those words. The addi- 
ion of the words “payment guaranteed” (or their equivalent) meant that i 
he instrument was not paid when due the indorser would pay it without 
resort to any other party. Thus, an indorser who guaranteed payment 
could be said to have waived presentment, notice of dishonor, and protest, 
as well as all demand upon the maker or drawee. In contrast, the addition 
of the words “collection guaranteed” (or their equivalent) meant that the 
indorser was required to pay only after the holder reduced its claim against 
he maker or acceptor to judgment or it was shown that such a proceeding 

ould be useless. 


Section 3-419(d) preserves the concept of a guaranty of collection, but no 
provision is made for a guaranty of payment. Moreover, the preferred 
reatment given to a guarantor of collection is only applicable when the 

ords accompanying the indorsement indicate “unambiguously that the 
party is guaranteeing collection rather than payment of the obligation o 
another party to the instrument.” Thus, an indorser who adds the words 
‘payment guaranteed,” or the like, to the indorsement has the same li- 
ability as an indorser who added no special words to the indorsement. 
Such an indorser may be entitled, inter alia, to notice of dishonor pursuant 


May a person entitled to enforce an instrument avoid discharge of an ac- 
commodation party pursuant to § 3-605 by “reserving rights” against that 
party in conjunction with a release, extension, or other modification of the 
duty of the accommodated party? 


“The addition of Comment 5 to § 3-415 *The revision to Comment 4 to § 3-419 
eflects this discussion. See Appendix, par. reflects this discussion. See Appendix, par. 
2. 4. 
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DISCUSSION 


nder former UCC $ 3-606(1)(a), a release, extension, or other modifica- 
ion of the accommodated party's duty accompanied by an express “reserva- 
ion of rights" against the accommodation party would not discharge that 
party. This provision paralleled the general law of suretyship in many| 
jurisdictions. 


Article 3 rejects the reservation of rights doctrine. The effects of a 
release, extension, or other modification of the accommodated party's duty 
cannot be changed by the incantation of a “reservation of rights." Pursuant 

o $ 3-605(b), a release of the accommodated party does not discharge the 

accommodation party, so there is no need for the person entitled to enforce 
he instrument to take any action, such as a reservation of rights, to 
preserve recourse against the accommodation party. Pursuant to § 3- 
605(c)-(d), an extension or modification of the accommodated party's duty 
discharges the accommodation party to the extent that the extension or 
modification would otherwise cause the accommodation party a loss. This 
discharge cannot be avoided by a “reservation of rights” by the person 
entitled to enforce the instrument.* 


If a person entitled to enforce an instrument agrees to extend the due date 
of the accommodated party's performance and, pursuant to § 3-605(c), the 
extension does not discharge the accommodation party, what is the effect 
of the extension on the obligation of the accommodation party? In particu- 
lar, is the due date for the accommodation party's performance extended 
correspondingly? May the accommodation party perform on the original 
due date? 


DISCUSSION 


he person entitled to enforce the instrument will not be able to enforce 
he instrument against the accommodation party until the extended due 
date. If the accommodation party is an indorser, this is because an in- 
dorser is not liable until dishonor of the instrument, which, under these 
circumstances, cannot occur until it is unpaid on the extended due date. I 
he accommodation party is a co-maker, this is because, under § 3-305(d), 
ntil the extended due date the accommodation party will be able to assert 
he accommodated party's defense that, pursuant to the extension agree- 
ment, performance is not yet due. 


The accommodation party may, however, perform on the original due 
date. The accommodation party is bound in accordance with the terms o 
its original engagement. The agreement between the accommodated party 
and the person entitled to enforce the instrument cannot bind the accom- 
modation party to a change in its obligation without the accommodation 
party's consent. The effect on the recourse of the accommodation party 
against the accommodated party of performance by the accommodation 
party on the original due date is not addressed in $ 3-419 and is left to the 


The revision to Comment 3 to § 3-605 7. 
eflects this discussion. See Appendix, par. 
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general law of suretyship. 


Even though the accommodation party has the option of paying the 
instrument on the original due date, the accommodation party is not 
precluded from asserting its rights to discharge under § 3-605(c) if it does 
not exercise that option. The critical issue is whether the extension caused 
he accommodation party a loss by increasing the difference between the 
accommodation party's cost of performing its obligation on the instrument 
and the amount recoverable from the accommodated party pursuant to $ 3- 
419(e). The decision by the accommodation party not to exercise its option 
o pay on the original due date may, under the circumstances, be a factor 
o be considered in the determination of that issue.’ 


at if the person entitled to enforce the instrument agrees, in one trans- 
action, to both an extension of time for the accommodated party's perfor- 
mance and another modification of the accommodation party's obligation? 

at if there is a dispute as to whether, as a result of these changes, the 
accommodation party has suffered a loss? 


DISCUSSION 


his question highlights the difficulties in properly allocating the burden 
of persuasion when the agreement between the person entitled to enforce 
he instrument and the accommodated party involves both an extension 
governed by § 3-605(c) and a modification governed by § 3-605(d). The ac- 
commodation party has the burden of demonstrating loss from an exten- 


sion, but the person entitled to enforce the instrument has the burden o 
overcoming a presumption of loss from other modifications. 


If neither party introduces evidence as to loss causation, the result is 
full discharge of the accommodation party because $ 3-605(d) applies. I 
he person entitled to enforce the instrument seeks to overcome the 
presumption of loss from the modification, it is entitled to a presumption 
hat the extension alone caused no loss. Thus, the accommodation party 

ill have to introduce evidence as to the effect of the extension, while the 
person entitled to enforce the instrument will have to introduce evidence 
as to the effect of the modification. On the basis of this evidence, the court 

ill make an overall determination of the effect of the changes on the ac- 
commodation party's right of recourse against the accommodated party.? 


How can $ 3-305(d), which provides that the accommodation party can 
raise defenses of the accommodated party, be reconciled with $ 3-605(b), 

hich provides that a release of the accommodated party does not dis- 
charge the accommodation party? 


DISCUSSION 


"The revision to Comment 4 to § 3-605 *?The revision to Comment 5 to § 3-605 
eflects this discussion. See Appendix, par. reflects this discussion. See Appendix, par. 
8. 
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fenses of the accommodated party, that section must be read in conjunc- 
ion with $ 3-605, which governs the effect on the obligation of the accom- 
modation party of an act or omission of the person entitled to enforce the 
instrument. Section 3-605(b) provides that a release of the accommodated 
party does not discharge the accommodation party. Thus, while examined 
in isolation, $ 3-305(d) might seem to allow the accommodation party to 
raise, as a defense to its obligation, a release of the accommodated party 


of that section to such a release must be considered in light of $ 3-605(b). I 
he release of the accommodated party is part of a settlement pursuant to 
hich the person entitled to enforce the instrument accepts partial pay- 


entire amount of the note, the transaction falls within the scope of $ 3-605(b) 
and the accommodation party cannot escape liability by asserting § 3-305(d) 
essentially to nullify § 3-605(b). If, on the other hand, the release of the ac- 
commodated party is part of an accord and satisfaction settling a dispute 
as to the obligation of the accommodated party, the accommodation party 


at sort of language is sufficient to waive discharge under § 3-605? 
DISCUSSION 
Section 3-605(i) provides that a party is not discharged under that section 


if the instrument or a separate agreement of the party waives such dis- 
charge “either specifically or by general language indicating that parties 

aive defenses based on suretyship or impairment of collateral.” Thus, no 
particular language or form of agreement is required, and the standards 
for enforcing such a term are the same as the standards for enforcing any 
other term in an instrument or agreement. There is no requirement o 
particularity in referring to the four grounds for discharge established by 
s 9-605 so long as the language used indicates that suretyship defenses are 

aived. By allowing the use of general language, the rule recognizes that 
he use of lengthy provisions containing detailed waivers or even separate 
identification of each ground for discharge does not necessarily promote 
greater understanding of an instrument's terms. Yet, the requirement that 
he language indicate that defenses are being waived assures that a dili- 
gent indorser or accommodation party will, at the least, not be unjustly 
surprised when it is asserted that the terms of the instrument or agree- 
ment delete protections that would otherwise be available. In adopting this 
course, $ 3-605 is consistent with the general law of suretyship. See Restate- 
ment of Suretyship and Guaranty § 48." 


As a result of § 3-605(1), may an accommodation party waive whatever 


?The revision to Comment 5 to § 3-305 The revision to Comment 8 to § 3-605 
eflects this discussion. See Appendix, par. reflects this discussion. See Appendix, par. 
1. 11 
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protections it may have pursuant to Part 6 of Article 9? 


DISCUSSION 


Section 3-605(e) provides that impairment of an interest in collateral for 
he obligation of the accommodated party may discharge the accommoda- 
ion party. Section 3-605(g) defines impairment of an interest in collateral 
as including, inter alia, failure to comply with applicable law in disposing 
of collateral. In the case of personal property or fixtures, applicable law 
includes, of course, Article 9. Thus, failure to comply with the rules in Part 
6 of Article 9 concerning disposition of collateral for the accommodated 
party's obligation constitutes impairment of an interest in collateral. In 
addition, the accommodation party will qualify as an “obligor” and a “sec- 
ondary obligor” with respect to that collateral. See § 9-102(a)(59), (71). 
Obligors and, to a much greater extent, secondary obligors, are provided 

ith substantial protections in Part 6 of Article 9. Section 9-602 provides 
hat, with few exceptions, obligors may not waive these protections. Section 
3-605(), on the other hand, provides that an accommodation party may 

aive discharge under this section (including discharge for impairment o 
an interest in collateral pursuant to $ 3-605(e)). This does not mean that 
he accommodation party may waive all protections it may have concern- 
ing disposition of collateral; rather, it provides for the waiver of protec- 
ions created by § 3-605. To the extent that Article 9 also provides the ac- 
commodation party similar protections, waiver of those protections is 
governed by Article 9 as interpreted in each jurisdiction." 


APPENDIX 


1. Comment 5 to § 3-305 is amended by adding an unnumbered 
paragraph as follows: 


Section 3-305(d) must be read in conjunction with Section 3-605, which 
provides rules (usually referred to as suretyship defenses) for determining 
when the obligation of an accommodation party is discharged, in whole or in 
part, because of some act or omission of a person entitled to enforce the 
instrument. To the extent a rule stated in Section 3-605 is inconsistent with 
Section 3-305(d), the Section 3-605 rule governs. For example, under Section 
3-605(b), discharge under Section 3-604 of the accommodated party does not 
discharge the accommodation party. As explained in Comment 3 to Section 
3-605, discharge of the accommodated party is normally part of a settlement 
under which the holder of a note accepts partial payment from an accom- 
modated party who is financially unable to pay the entire amount of the note. 
If the holder then brings an action against the accommodation party to re- 
cover the remaining unpaid amount of the note, the accommodation party 
cannot use Section 3-305(d) to nullify Section 3-605(b) by asserting the dis- 
charge of the accommodated party as a defense. On the other hand, suppose 
the accommodated party is a buyer of goods who issued the note to the seller 
who took the note for the buyer’s obligation to pay for the goods. Suppose the 
buyer has a claim for breach of warranty with respect to the goods against the 
seller and the warranty claim may be asserted against the holder of the note. 
The warranty claim is a claim in recoupment. If the holder and the accom- 
modated party reach a settlement under which the holder accepts payment 
less than the amount of the note in full satisfaction of the note and the war- 


"The revision to Comment 8 to § 3-605 11. 
eflects this discussion. See Appendix, par. 
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ranty claim, the accommodation party could defend an action on the note by 
the holder by asserting the accord and satisfaction under Section 3-305(d). 
There is no conflict with Section 3-605(b) because that provision is not 
intended to apply to settlement of disputed claims. Other examples of the use 
of Section 3-305(d) in cases in which Section 3-605 applies are stated in 
Comment 4 to Section 3-605. See PEB Commentary No. 11, dated February 
10, 1994. 


2. A new Comment 5 to $ 3-415 is added as follows: 


5. As stated in subsection (a), the obligation of an indorser to pay the 
amount due on the instrument is generally owed not only to a person entitled 
to enforce the instrument but also to a subsequent indorser who paid the 
instrument. But if the prior indorser and the subsequent indorser are both 
anomalous indorsers, this rule does not apply. In that case, Section 3-116 
applies. Under Section 3-116(a), the anomalous indorsers are jointly and sev- 
erally liable and if either pays the instrument the indorser who pays has a 
right of contribution against the other. Section 3-116(b). The right to contribu- 
tion in Section 3-116(b) is subject to “agreement of the affected parties." Sup- 
pose the subsequent indorser can prove an agreement with the prior indorser 
under which the prior indorser agreed to treat the subsequent indorser as a 
guarantor of the obligation of the prior indorser. Rights of the two indorsers 
between themselves would be governed by the agreement. Under suretyship 
law, the subsequent indorser under such an agreement is referred to as a sub- 
surety. Under the agreement, if the subsequent indorser pays the instrument 
there is a right to reimbursement from the prior indorser; if the prior indorser 
pays the instrument, there is no right of recourse against the subsequent 
indorser. See PEB Commentary No. 11, dated February 10, 1994. 


9. Comment 3 to $ 3-419 is amended by adding an unnumbered 
paragraph as follows: 


An accommodation party is always a surety. À surety who is not a party to 
the instrument, however, is not an accommodation party. For example, if M 
issues a note payable to the order of P, and S signs a separate contract in 
which S agrees to pay P the amount of the instrument if it is dishonored, S is 
a surety but is not an accommodation party. In such a case, S's rights and 
duties are determined under the general law of suretyship. In unusual cases 
two parties to an instrument may have a surety relationship that is not 
governed by Article 3 because the requirements of Section 3-419(a) are not 
met. In those cases the general law of suretyship applies to the relationship. 
See PEB Commentary No. 11, dated February 10, 1994. 


4. Comment 4 to $3-419 is amended by adding the following two 
sentences: 


Words added to an anomalous indorsement indicating that payment of the 
instrument is guaranteed by the indorser do not change the liability of the in- 
dorser as stated in Section 3-415. This is a change from former Section 
3-416(5). See PEB Commentary No. 11, supra. 


5. Comment 5 to $ 3-419 is amended by deleting the struck-out words 
and adding the underlined words as follows: 


5. Subsection (e) restates-subseetion-(5)-of-present-Seetion-3-415 like former 
Section 3-415(5), provides that an accommodation party that pays the instru- 
ment is entitled to enforce the instrument against the accommodated party. 
Since the accommodation party that pays the instrument is entitled to enforce 
the instrument against the accommodated party, the accommodation party 
also obtains rights to any security interest or other collateral that secures 
payment of the instrument. Subsection (e) also provides that an accommoda- 
tion party that pays the instrument is entitled to reimbursement from the ac- 
commodated party. See PEB Commentary No. 11, supra. 
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6. A new Comment 6 and a new Comment 7 to § 3-419 are added as 


6. In occasional cases, the accommodation party might pay the instrument 
even though the accommodated party had a defense to its obligation that was 
available to the accommodation party under Section 3-305(d). In such cases, 
the accommodation party's right to reimbursement may conflict with the ac- 
commodated party's right to raise its defense. For example, suppose the ac- 
commodation party pays the instrument without being aware of the defense. 
In that case the accommodation party should be entitled to reimbursement. 
Suppose the accommodation party paid the instrument with knowledge of the 
defense. In that case, to the extent of the defense, reimbursement ordinarily 
would not be justified, but under some circumstances reimbursement may be 
justified depending upon the facts of the case. The resolution of this conflict is 
left to the general law of suretyship. Section 1-103. See PEB Commentary No. 
11, supra. 

7. Section 3-419, along with Section 3-116(a) and (b), Section 3-305(d) and 
Section 3-605, provides rules governing the rights of accommodation parties. 
In addition, except to the extent that it is displaced by provisions of this 
Article, the general law of suretyship also applies to the rights of accommoda- 
tion parties. Section 1-103. See PEB Commentary No. 11, supra. 


7. Comment 3 to § 3-605 is amended by dividing it into two paragraphs, 
deleting the struck-out words, and adding the underlined words as follows: 


3. Subsection (b) addresses the effect of discharge under Section 3-604 of 
the principal debtor. In the hypothetical case stated in Comment 1, release of 
Borrower by Bank does not release Accommodation Party. As a practical mat- 
ter, Bank will not gratuitously release Borrower. Discharge of Borrower 
normally would be part of a settlement with Borrower if Borrower is insolvent 
or in financial difficulty. If Borrower is unable to pay all creditors, it may be 
prudent for Bank to take partial payment, but Borrower will normally insist 
on a release of the obligation. If Bank takes $3,000 and releases Borrower 
from the $10,000 debt, Accommodation Party is not injured. To the extent of 
the payment Accommodation Party's obligation to Bank is reduced. The 
release of Borrower by Bank does not affect the right of Accommodation Party 
to obtain reimbursement from Borrower or to enforce the note against Bor- 
rower if Accommodation Party pays Bank. Section 3-419(e). Subsection (b) is 
designed to allow a creditor to settle with the principal debtor without risk of 
losing rights against sureties. Settlement is in the interest of sureties as well 
as the creditor. Subsection (b), however, is not intended to apply to a settle- 
ment of a disputed claim which discharges the obligation. 

Subsection (b) changes the law stated in former Section 3-606 but the 
change relates largely to formalities rather than substance. Under former 
Section 3-606, Bank in the hypothetical case stated in Comment 1 could settle 
with and release Borrower without releasing Accommodation Party, but to ac- 
complish that result Bank had to either obtain the consent of Accommodation 
Party or make an express reservation of rights against Accommodation Party 
at the time it released Borrower. The reservation of rights was made in the 
agreement between Bank and Borrower by which the release of Borrower was 
made. There was no requirement in former Section 3-606 that any notice be 
given to Accommodation Party. i i ined i 
im Section 3-605 with respeetto rights on instruments eliminates the necessity 
that Bank formally reserve rights against Accommodation Party in order to 
retain rights of recourse against Accommodation Party. See PEB Commentary 
No. 11, dated February 10, 1994. 


8. Comment 4 to § 3-605 is amended by adding six unnumbered 
paragraphs as follows: 
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Under other provisions of Article 3, what is the effect of an extension agree- 
ment between the holder of a note and the maker who is an accommodated 
party? The question is illustrated by the following case: 


Case #1. A borrows money from Lender and issues a note payable on 
April 1, 1992. B signs the note for accommodation at the request of Lender. 
B signed the note either as co-maker or as an anomalous indorser. In either 
case Lender subsequently makes an agreement with A extending the due 
date of A's obligation to pay the note to July 1, 1992. In either case B did 
not agree to the extension. 


What is the effect of the extension agreement on B? Could Lender enforce 
the note against B if the note is not paid on April 1, 1992? A's obligation to 
Lender to pay the note on April 1, 1992 may be modified by the agreement of 
Lender. If B is an anomalous indorser Lender cannot enforce the note against 
B unless the note has been dishonored. Section 3-415(a). Under Section 3-502(a) 
(3) dishonor occurs if it is not paid on the day it becomes payable. Since the 
agreement between A and Lender extended the due date of A's obligation to 
July 1, 1992 there is no dishonor because A was not obligated to pay Lender 
on April 1, 1992. If B is a co-maker the analysis is somewhat different. Lender 
has no power to amend the terms of the note without the consent of both A 
and B. By an agreement with A, Lender can extend the due date of A's obliga- 
tion to Lender to pay the note but B's obligation is to pay the note according 
to the terms of the note at the time of issue. Section 3-412. However, B's 
obligation to pay the note is subject to a defense because B is an accommoda- 
tion party. B is not obliged to pay Lender if A is not obliged to pay Lender. 
Under Section 3-305(d), B as an accommodation party can assert against 
Lender any defense of A. A has a defense based on the extension agreement. 
Thus, the result is that Lender could not enforce the note against B until July 
1, 1992. This result is consistent with the right of B if B is an anomalous 
indorser. 

As a practical matter an extension of the due date will normally occur when 
the accommodated party is unable to pay on the due date. The interest of the 
accommodation party normally is to defer payment to the holder rather than 
to pay right away and rely on an action against the accommodated party that 
may have little or no value. But in unusual cases the accommodation party 
may prefer to pay the holder on the original due date. In such cases, the ac- 
commodation party may do so. This is because the extension agreement be- 
tween the accommodated party and the holder cannot bind the accommoda- 
tion party to a change in its obligation without the accommodation party's 
consent. The effect on the recourse of the accommodation party against the 
accommodated party of performance by the accommodation party on the orig- 
inal due date is not addressed in § 3-419 and is left to the general law of 
suretyship. 

Even though X has the option of paying the instrument on the original due 
date, X is not precluded from asserting its rights to discharge under Section 
3-605(c) if it does not exercise that option. The critical issue is whether the 
extension caused X a loss by increasing the difference between X's cost of 
performing its obligation on the instrument and the amount recoverable from 
Corporation pursuant to Section 3-419(e). The decision by X not to exercise its 
option to pay on the original due date may, under the circumstances, be a fac- 
tor to be considered in the determination of that issue. See PEB Commentary 
No. 11, supra. 


9. Comment 5 to § 3-605 is amended by adding seven unnumbered 
paragraphs as follows: 


The following is an illustration of the kind of case to which Section 3-605(d) 
would apply: 
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Case #2. Corporation borrows money from Lender and issues a note pay- 
able to Lender. X signs the note as an accommodation party for Corporation. 
The loan agreement under which the note was issued states various events 
of default which allow Lender to accelerate the due date of the note. Among 
the events of default are breach of covenants not to incur debt beyond speci- 
fied limits and not to engage in any line of business substantially different 
from that currently carried on by Corporation. Without consent of X, Lender 
agrees to modify the covenants to allow Corporation to enter into a new line 
of business that X considers to be risky, and to incur debt beyond the limits 
specified in the loan agreement to finance the new venture. This modifica- 
tion releases X unless Lender proves that the modification did not cause 
loss to X or that the loss caused by the modification was less than X's right 
of recourse. 

Sometimes there is both an extension of the due date and some other 
modification. In that case both subsections (c) and (d) apply. The following is 
an example: 

Case #3. Corporation was indebted to Lender on a note payable on April 
1, 1992 and X signed the note as an accommodation party for Corporation. 
The interest rate on the note was 12 percent. Lender and Corporation 
agreed to a six-month extension of the due date of the note to October 1, 
1992 and an increase in the interest rate to 14 percent after April 1, 1992. 
Corporation defaulted on October 1, 1992. Corporation paid no interest dur- 
ing the six-month extension period. Corporation is insolvent and has no as- 
sets from which unsecured creditors can be paid. Lender demanded pay- 
ment from X. 

Assume X is an anomalous indorser. First consider Section 3-605(c) alone. 
If there had been no change in the interest rate, the fact that Lender gave an 
extension of six months to Corporation would not result in discharge unless X 
could prove loss with respect to the right of recourse because of the extension. 
If the financial condition of Corporation on April 1, 1992 would not have al- 
lowed any recovery on the right of recourse, X can't show any loss as a result 
of the extension with respect to the amount due on the note on April 1, 1992. 
Since the note accrued interest during the six-month extension, is there a loss 
equal to the accrued interest? Since the interest rate was not raised, only 
Section 3-605(c) would apply and X probably could not prove any loss. The 
obligation of X includes interest on the note until the note is paid. To the 
extent payment was delayed X had the use of the money that X otherwise 
would have had to pay to Lender. X could have prevented the running of 
interest by paying the debt. Since X did not do so, X suffered no loss as the 
result of the extension. 

If the interest rate was raised, Section 3-605(d) also must be considered. If 
X is an anomalous indorser, X's liability is to pay the note according to its 
terms at the time of indorsement. Section 3-415(a). Thus, X's obligation to pay 
interest is measured by the terms of the note (1296) rather than by the 
increased amount of 14 percent. The same analysis applies if X had been a co- 
maker. Under Section 3-412 the liability of the issuer of a note is to pay the 
note according to its terms at the time it was issued. Either obligation could 
be changed by contract and that occurred with respect to Corporation when it 
agreed to the increase in the interest rate, but X did not join in that agree- 
ment and is not bound by it. Thus, the most that X can be required to pay is 
the amount due on the note plus interest at the rate of 12 percent. 

Does the modification discharge X under Section 3-605(d)? Any modification 
that increases the monetary obligation of X is material. An increase of the 
interest rate from 12 percent to 14 percent is certainly a material modification. 
There is a presumption that X is discharged because Section 3-605(d) creates 
a presumption that the modification caused a loss to X equal to the amount of 
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the right of recourse. Thus, Lender has the burden of proving absence of loss 
or a loss less than the amount of the right of recourse. Since Corporation paid 
no interest during the six-month period, the issue is like the issue presented 
under Section 3-605(c) which we have just discussed. The increase in the 
interest rate could not have affected the right of recourse because no interest 
was paid by Corporation. X is in the same position as X would have been in if 
there had been an extension without an increase in the interest rate. 

The analysis with respect to Section 3-605(c) and (d) would have been dif- 
ferent if we change the assumptions. Suppose Corporation was not insolvent 
on April 1, 1992, that Corporation paid interest at the higher rate during the 
six-month period, and that Corporation was insolvent at the end of the six- 
month period. In this case it is possible that the extension and the additional 
burden placed on Corporation by the increased interest rate may have been 
detrimental to X. 

There are difficulties in properly allocating burden of proof when the agree- 
ment between Lender and Corporation involves both an extension under 
Section 3-605(c) and a modification under Section 3-605(d). The agreement 
may have caused loss to X but it may be difficult to identify the extent to 
which the loss was caused by the extension or the other modification. If nei- 
ther Lender nor X introduces evidence on the issue, the result is full dis- 
charge because Section 3-605(d) applies. Thus, Lender has the burden of 
overcoming the presumption in Section 3-605(d). In doing so, Lender should 
be entitled to a presumption that the extension of time by itself caused no 
loss. Section 3-605(c) is based on such a presumption and X should be required 
to introduce evidence on the effect of the extension on the right of recourse. 
Lender would have to introduce evidence on the effect of the increased inter- 
est rate. Thus both sides will have to introduce evidence. On the basis of this 
evidence the court will have to make a determination of the overall effect of 


the agreement on X's right of recourse. See PEB Commentary No. 11, supra. 


10. The second paragraph of Comment 6 to $ 3-605 is amended to read 
as follows: 


In some states a real property grantee who assumes the obligation of the 
grantor as maker of a note secured by the real property becomes by operation 
of law a principal debtor and the grantor becomes a surety. The meager case 
authority was split on whether former Section 3-606 applied to release the 
grantor if the holder released or extended the obligation of the grantee. 
Revised Article 3 takes no position on the effect of the release of the grantee 
in this case. Section 3-605(b) does not apply because the holder has not 
discharged the obligation of a “party,” a term defined in Section 3-103(a)(8) as 
“party to an instrument." The assuming grantee is not a party to the 
instrument. The resolution of this question is governed by general principles 
of law, including the law of suretyship. See PEB Commentary No. 11, supra. 


11. Comment 8 to § 3-605 is amended by adding the underlined words as 


8. Subsection (i) is a continuation of former law which allowed suretyship 
defenses to be waived. As the subsection provides, a party is not discharged 
under this section if the instrument or a separate agreement of the party waives 
discharge either specifically or by general language indicating that defenses 
based on suretyship and impairment of collateral are waived. No particular 
language or form of agreement is required, and the standards for enforcing 
such a term are the same as the standards for enforcing any other term in an 
instrument or agreement. 

Subsection (i), however, applies only to a *discharge under this section." 
The right of an accommodation party to be discharged under Section 3-605(e) 
because of an impairment of collateral can be waived. But with respect to a 
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note secured by personal property collateral, Article 9 also applies. If an ac- 
commodation party is a “debtor” under Section 9-105€03X8) 9-102(a)(28), an 
“obligor” under Section 9-102(a)(59), or a “secondary obligor” under Section 
9-102(a)(71), the accommodation party has rights under Article 9. Under Sec- 
tion 9-50148305) 9-602, many rights of an Article 9 debtor or obligor under 
Part 6 of Article 9 under-Seetion-9-504(3)-and-Seetioen-9-505 0D. —whieh-deal 

i i iti ; cannot be waived except as provided in Article 
9. These Article 9 rights are independent of rights under Section 3-605. Since 
Section 3-605(i) is specifically limited to discharge under Section 3-605, a 
waiver of rights with respect to Section 3-605 has no effect on rights under 
Article 9. With respect to Article 9 rights, Section 9-503143)05) 9-602 controls. 
See PEB Commentary No. 11, supra. 
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PREFACE TO PEB COMMENTARY 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
nder the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 
ime supplementary commentary on the UCC to be known as PEB Commentary. These 
PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 
ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 12 
SECTION 9-302 


Section 9-302(3) provides that the filing requirements of Article 9 are not 
applicable to the perfection of a security interest in goods covered by a cer- 
ificate of title statute. In that circumstance, perfection of a relevant secu- 
rity interest can be had only through compliance with the certificate o 
itle statute. If the secured party perfects its security interest pursuant to 
such a statute and then assigns the security interest, must the assignee 
ake some further action to reflect that it has become the secured party in 
order to continue such perfection, for example, having the certificate o 
itle endorsed or reissued to name itself as the secured party or lienholder? 
Or is $ 9-302(2), which provides that if a secured party assigns a perfected 
security interest, “no filing under this Article is required in order to 
continue the perfected status of the security interest against creditors o 
and transferees from the original debtor," applicable in this instance so 
hat the assignee need not take any further action? 


DISCUSSION 


Section 9-302(1) states the general rule that in order to perfect a secu- 
rity interest under Article 9, a financing statement must be filed, except 
for certain specified transactions. See Comment 1. Section 9-302(3) 
provides for an additional exception: “The filing of a financing statement 
otherwise required by this Article is not necessary or effective to perfect a 
security interest in property" (emphasis supplied) that is subject to a filing 
system set up outside the UCC, including specifically, the certificate o 

itle statute “of this state" (subsection (b)) or “a certificate of title statute o 
another jurisdiction under the law of which indication of a security inter- 
est on the certificate is required as a condition of perfection (subsection (2) 
of Section 9-103)" (subsection (c)).' 


Inasmuch as every jurisdiction that has enacted Article 9 has also 
enacted a certificate of title (or ownership) statute, the effect of these pro- 
isions is that perfection of Article 9 security interests in property covered 
by certificate of title laws must always be accomplished by compliance 
ith those laws. In essence, $ 9-302(3) substitutes compliance with the 
requirements of the applicable certificate of title statute for filing a financ- 
ing statement under Article 9 as the means for perfecting a security inter- 


‘Although some certificate of title provisions of § 9-302(3)(c) and § 9-103(2). 


statutes condition perfection on a physical 
notation being placed on the certificate and 
are clearly covered by § 9-302(3)(c) and the 
conflict provisions of § 9-103(2), others, 

hile contemplating notation, provide that 
perfection is achieved by delivery of desig- 
nated documents to a state official and 
could, therefore, arguably fall outside of the 
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The Alabama Supreme Court in Lightfoot v. 
Harris Trust & Savings Bank, 357 So.2d 
654, 23 UCC Rep.Serv. (Callaghan) 750 
(Ala.1978), dismissed the argument and 
held that Article 9 applies to goods covered 
by a certificate of title issued under either 
kind of statute. This Commentary supports 
the position taken in Lightfoot. 


est in the affected property. (A major exception to this rule is that the fil- 
ing provisions of Article 9 remain applicable where the collateral is 
inventory held for sale by a person who is in the business of selling goods 
of that kind, for example, an automobile dealer. Section 9-302(3)(b).) 


Section 9-302(2) states a corollary rule to § 9-302(1)’s general rule on 
perfection, which is that the perfected security interest can be assigned by 
he secured party to another person without the need for a further filing 
nder Article 9 and that the security interest of the assignee continues to 
be perfected, without further action, against the creditors of and 
ransferees from the original debtor. The security interest created in favor 
of the secured party is transferred by the assignment to the assignee;? it is 
he same security interest and not a new security interest. Accordingly, 
neither a new financing statement nor a statement of assignment is 
required to continue the perfection of the assignee's security interest in the 
property. Section 9-405 permits, but does not require, the assignee to file a 
statement of assignment against the original debtor. By not filing, the as- 
signee may encounter certain risks with adverse business and legal conse- 
quences, and therefore, the assignee may opt to file a statement of assign- 

ent even though not required to do so. Some risks an assignee may 
encounter if the statement of assignment is not filed are: the assignor 

ight fraudulently or inadvertently release or terminate the security 
interest; the assignor might assign the security interest to an innocent 
hird party who might then file a statement of assignment and become the 
secured party of record; or the assignor might go out of business or disap- 
pear and make it difficult or impossible for the assignee to be able to re- 


spond to inquiries from third parties concerning the status of the security 
interest. The decision whether to file or not file a statement of assignment 
is essentially a business decision for the assignee to make, taking into ac- 
count these various risk factors, as well as the cost, administrative conve- 
nience, and the like. 


Inasmuch as the purpose of $ 9-302(3) and (4) is to substitute compliance 
ith the perfection requirements of the applicable certificate of title stat- 
te for filing under Article 9, § 9-302(4) makes it clear that it is only with 
regard to such perfection requirements that Article 9 is displaced by the 
certificate of title statute: ^in all other respects the security interest is 
subject to" Article 9. Therefore, in order to determine whether $ 9-302(2) is 


?The assignment of that security inter- 

est, whether a grant of a security interest in 
he underlying security agreement (chattel 
paper) between the assignor-secured party 
and the original debtor, or a sale of that 
chattel paper (§ 9-102(1)(b)), is a separate 
and distinct secured transaction and in- 
olves different considerations. The validity 

and perfection of the assignee’s security 
interest against the creditors of and transfer- 
ees from the assignor-secured party is gov- 
erned entirely by Article 9 and a jurisdic- 
ion’s certificate of title statute has no 

applicability. Perfection would be accom- 
plished by the assignee either taking pos- 


session of the chattel paper (§ 9-305) or by 
filing a financing statement against the 
assignor-secured party (§ 9-304(1)). 
Comment 7 to § 9-302 makes it clear that 
the rules set forth in § 9-302(1) and (2) do 
not apply to the perfection of the assignee’s 
interest in the security agreement when 
viewed in relation to the creditors of and 
transferees from the assignor-secured party. 
Section 9-302(2) only obviates the need to 
take further steps in order to continue 
perfection of the security interest in the 
underlying vehicle against the creditors o 
and transferees from the original debtor. 
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applicable to security interests perfected under $ 9-302(3) and (4), it is first 
necessary to ascertain whether the certificate of title statute applicable to 
he particular transaction contains provisions concerning an assignment o 
a security interest and, if so, whether such provisions relate to perfection. 


Even though all jurisdictions have enacted certificate of title statutes, 
here is a wide variation among those statutes. The Uniform Motor Vehi- 
cle Certificate of Title and Anti-Theft Act (the *Uniform Act") has been 
enacted in 11 jurisdictions. 11 Uniform Laws Annotated 250 (1993 Supp.). 
In a jurisdiction that has enacted the Uniform Act, it is clear from the pro- 
isions thereof concerning the assignment of a security interest that such 
provisions do not affect the perfected status of the assigned security 
interest. Section 22(b) of the Uniform Act expressly provides that the “as- 
signee may, but need not to perfect the assignment, have the certificate o 
itle endorsed or issued with the assignee named as lienholder, upon 
delivering to the Department [of Motor Vehicles] the certificate and an as- 
signment by the lienholder named in the certificate in the form the Depart- 
ment prescribes." (Emphasis supplied.) 


In other jurisdictions, however, the certificate of title statute contains 
provisions concerning the assignment of a security interest, but the statute 
is not clear whether such provisions relate to perfection. In that 
circumstance, the guiding principle is that “[t]he certificate of title statutes, 

hen applied as lien perfection statutes, should be construed in harmony 

ith the general U.C.C. scheme for perfection of security interests." In re 
ittle-john, 519 F.2d 356, 358, 17 UCC Rep.Serv. (Callaghan) 254, 257 
(10th Cir.1975). Accord, General Motors Acceptance Corp. v. Rupp, 951 

.2d 283, 16 UCC Rep.Serv.2d (Callaghan) 510 (10th Cir.1991); In re 
Circus Time, Inc., 641 F.2d 39, 30 UCC Rep.Serv. (Callaghan) 1475 (1st 
Cir.1981). In so construing the statutes, the courts have recognized that 
he primary purposes of the certificate of title statutes are to facilitate the 
identification of motor vehicles or boats, the ascertainment of their owners, 
and the prevention of theft or fraud in their transfer; to provide the state 

ith a convenient and accessible record of title for tax purposes; and to 
lend stability to the business climate surrounding the sale of motor vehicles 
and like goods. As observed by the court in In re Circus Time, Inc.: 

Absolute compliance with the requirements of the Certificate of Title Acts is 

not necessary to perfect a security interest in a vehicle. Courts have properly 

interpreted such acts in light of the perfection provisions of the Uniform Com- 
mercial Code, which recognize as effective to perfect a security interest any 

filing that ‘substantially compl[ies] with the requirements of [the Code]. . . 

even though it contains minor errors which are not seriously misleading.’ 

U.C.C. § 9-402(8); [other citations omitted]. . .. 

641 F.2d at 42, 30 UCC Rep.Serv. at 1479. To the extent that $ 9-302(2) 
and the certificate of title statutes can be construed as consistent with 
each other, the Code's underlying purpose and policy of making “uniform 
he law among the various jurisdictions" (§ 1-102(2)(c)) will, of course, be 
better served. See In re Hollis, 301 F.Supp. 1, 3 (D.Conn.1969) (*[I]t is the 
duty of a court construing the [Certificate of Title] Act to create a uniform 
national interpretation."). 


The corollary of the foregoing principle is that a strict and literal 
construction of a certificate of title statute should be avoided if it produces 
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a result that unnecessarily conflicts with the Uniform Commercial Code. 
Additionally, courts have refused to apply a highly refined and technical 
interpretation to a certificate of title statute to defeat the perfection of a| 
security interest. See In re Williams, 608 F.2d 1015 (5th Cir.1979) and 

anney v. Bell, 111 F.2d 103 (4th Cir.1940). By way of analogy, the 
overwhelming majority of courts have upheld the rights of a buyer in 
ordinary course of business under § 2-403 even though the buyer did not 
obtain certificate of title. See, e.g., Dugdale of Nebraska, Inc. v. First State 
Bank, 420 N.W.2d 273, 277, 6 UCC Rep.Serv.2d (Callaghan) 111, 116-17 
(Neb.1988) and Comment 7 to § 24-304, approving this line of cases; see 
also Associates Discount Corp. v. Rattan Chevrolet, Inc., 462 S.W.2d 546, 8 

CC Rep.Serv. (Callaghan) 117 (Tex.1970) and Sterling Acceptance Co. v. 
Grimes, 168 A.2d 600, 1 UCC Rep.Serv. (Callaghan) 487 (Pa.Super.1961), 
applying the same rationale to $ 9-307. This same rationale should be ap- 
plied to the question of whether an assignee must do something under a 
certificate of title statute to continue the perfected status of an assigned 
security interest when the statute contains provisions on assignments but 
does not specifically mandate any action by the assignee for perfection, or 
makes no or only isolated references to assignments, or is ambiguous as to 

hat action an assignee must take and makes no mention of the conse- 
quence of the assignee's failure to take action with respect to the issue o 
perfection. 


A number of other jurisdictions have incorporated parts of $ 22 of the 

niform Act into their certificate of title statutes, but most of these states 
did not include the phrase “but need not to perfect the assignment" in 
heir versions of $ 22. See, e.g., Code of Alabama $ 32-8-63. Even without 
he quoted phrase, it would be consistent with $ 9-302(2) to view these 
statutes as permitting but not requiring the assignment to be noted on the 
certificate of title. This would also be consistent with $ 9-405, which 
provides a permissive device for noting assignments in the public records. 

hose certificate of title statutes that do not specifically require, as a 
condition of perfection, that an assignee have the certificate of title 
endorsed or reissued to name itself as lienholder, but instead contain 
phrases like: “the title officer shall file each assignment received,” or “upon 
receiving a certificate,” or other words of similar import, may be construed 
consistently with § 9-302(2) as being merely permissive on this issue and 
as not requiring further action in order to continue perfection. 


Section 9-302(2) can also be construed consistently with the certificate o 
itle statutes in those jurisdictions where the latter is either silent as to 
assignments, e.g., Arizona Revised Statutes Annotated § 28-325 (Liens and 
encumbrances), or where there is an isolated reference to an assignee but 
no mention of perfection. For example, New Jersey Statutes Annotated 
$ 39:10-9 states that “the name and the business or residence address o 
he secured party or his assignee shall be noted on the certificate of owner- 
ship,” but makes no reference to the assignee having to note its name on 
he certificate in place of a secured party whose name is already noted or 
aking any other action such as filing a notice or document with the Divi- 
sion of Motor Vehicles. In those circumstances, § 9-302(3) and (4) do not 
have the effect of substituting the requirements of the certificate of title 
statute relating to perfection for “filing under this Article,” inasmuch as 
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he certificate of title statute does not state, within the purview of those 

CC provisions, any requirement that the assignment of the security 
interest be noted on the certificate of title. As a result, § 9-302(2) remains 
applicable. 


Some jurisdictions have certificate of title statutes that are ambiguous 
about what an assignee must do or whether the assignee must act in a 
particular way, but do not, within the meaning of $ 9-302(2), relate such 
required action by the assignee to the continued perfection of the security 
interest. Pennsylvania is an example of a jurisdiction having such a 
statute. Section 1134(b) of Pennsylvania Consolidated Statutes Annotated, 
15 Pa.C.S.A. $ 1134(b), is an assignment section in the certificate of title 
statute which provides that the “assignee shall deliver to the department 
he certificate of title and an assignment by the lienholder . . ..” The cer- 
ificate of title statute does not specify either a time period within which 
such action is to be performed or the consequences of the assignee's failure 

o act with respect to perfection. Id. The only consequence specified in the 
statute for the assignee's failure to act is contained in § 1134(a) which 
says, “any person without notice of the assignment is protected in dealing 

ith the lienholder as the holder of the security interest and the lienholder 
remains liable for any obligations as lienholder until the assignee is named 
as lienholder on the certificate." 75 Pa.C.S.A. $ 1134(a). That language is 
identical to that in $ 22(a) of the Uniform Act. Section 9-302(2) and these 
statutes may be construed consistently with each other as not requiring| 
he security interest to become unperfected because of the assignee's fail- 
re to have its name noted on the certificate of title. In view of the express 
provision in $ 22(b) obviating the need for the assignee to take any action 

“to perfect the assignment” (see pages 3—4), the language in § 22(a), viewed 
in that context, does not appear to relate to perfection. The language 
merely restates the other potential risks and adverse business and legal 
consequences discussed above that might result from the failure of the as- 
signee to have its name noted on the certificate. (See page 3.) 


In summary, § 9-302(2) and certificate of title statutes that do not specifi- 
cally address perfection in connection with the assignment of a security 
interest can be construed consistently. As a result, in accordance with the 
mandate of § 9-302(4) that “in all other respects the security interest is 
subject to” Article 9, § 9-302(2) remains applicable. In order to interpret 
and apply § 9-302(2) in a manner that is harmonious with the various cer- 

ificate of title statutes and to simplify, clarify, and modernize the law ap- 

plicable to the assignment of security interests, “no filing under this 
Article” as used in § 9-302(2) should be liberally and broadly construed to 
include “no notation of a security interest on a certificate of title" when not 
expressly required as a condition for perfection by the applicable certificate 
of title statute. See § 1-102. This interpretation is consistent with the basic 
function of certificate of title statutes in that the continued notation of the 
security interest on the certificate gives notice to creditors of and 
ransferees from the original debtor of the existence of the security inter- 
est in the property covered by the certificate of title. 


CONCLUSION 


If a security interest has been perfected under the applicable certificate o 
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icate of title to reflect that it has become the secured party in order to 
continue such perfection, $ 9-302(2) is applicable and the assignee is not 
required to place its name on the certificate of title “in order to continue 
he perfected status of the security interest against creditors of and 
ransferees from the original debtor." If the assignee, nevertheless, wishes 
o have the assignment noted on the certificate of title, its right to do so 
and the procedure therefor are governed by the applicable certificate o 
itle statute. 


The Official Comment to $ 9-302 is amended by adding the following: 


10. If a security interest has been perfected under the applicable certificate 
of title statute and is thereafter assigned, and that statute does not expressly 
require the assignee to take some further action with respect to the certificate 
of title to reflect that it has become the secured party in order to continue 
such perfection, $ 9-302(2) is applicable and the assignee is not required to 
note its name on the certificate of title “in order to continue the perfected 
status of the security interest against creditors of and transferees from the 
original debtor." See PEB Commentary No. 12, dated February 10, 1994. 
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PREFACE TO PEB COMMENTARY 


The Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts 
nder the authority of The American Law Institute and the National Conference of Com- 
missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 
ime supplementary commentary on the UCC to be known as PEB Commentary. These 
PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 
ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


“A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 13 
THE PLACE OF ARTICLE 4A IN A WORLD OF 
ELECTRONIC FUNDS TRANSFERS 


Article 4A of the UCC deals primarily with electronic funds transfers 
ade through the banking system.' Adopted by the ALI and the National 

Conference of Commissioners on Uniform State Laws in 1989, Article 4A 

has had a substantial measure of success. At this time it is law in all but a 

few states, has been incorporated into Regulation J of the Federal Reserve 

System? and, through their incorporation of New York State law, has been 
ritten into the Rules of CHIPS? and NACHA.* 


For a transfer of funds to be governed by Article 4A, an instruction must 
be given to a bank (“Bank I” in this scenario) either to make payment to 
he person who is the ultimate recipient of the funds or to instruct some 
other bank (“Bank II”) to make the payment.? If the instruction is that 
Bank I make payment to the ultimate recipient, the bank is dealing with 
its own depositor or someone who has a direct customer relationship with| 
he bank. That relationship, while occasionally dealt with by Article 4A, is 
largely outside the coverage of the statute.* 


Article 4A concentrates principally upon the relationship of one bank 

ith another bank. Assuming that the instruction given to Bank I is that 
Bank I instruct Bank II to make the payment,' Bank II can as easily be lo- 
cated abroad as in the United States. For this reason, it is desirable that 
Article 4A find compatibility with such international law as exists in this 
area. 


The major international legal document dealing with the subject o 
electronic funds transfers is the Model Law on International Credit 
ransfers (“Model Law") adopted in 1992 by the United Nations Commis- 
sion on International Trade Law (YXUNCITRAL^). It covers basically the 
same type of transaction as does Article 4A, although it requires the funds 


"While Article 4A was clearly drafted 
ith electronic funds transfers in mind and 
hile its present effect will be upon such 
ransfers, it is not limited to electronic 
ransfers and applies by its terms to all 
ransfers among banks outside the checking 

system. This concept is elaborated upon in 
Comment 6 to $ 4A-104. 


712 C.F.R. Part 210, Appendix B 
(1993). 


*New York Clearing House Interbank 
Payments Systems, CHIPS Rule 3. 


^National Automatic Clearing House 
Association, ACH Rule 1.7. 


*We need not deal with who gives the 
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instruction to Bank I. It might be a company 
or an individual originating a funds transfer; 
it might be another bank which is moving 
along an instruction that had been given to 
it. 

Provisions of Article 4A that do deal 
with the relationship of beneficiary’s bank 
and beneficiary are §§ 4A-404 and 4A-405. 


"Bank II can, having received the 
instruction from Bank I, in turn instruct an- 
other bank to make the payment. In this 
way, a series of banks can be involved in 
one transfer of funds from the party origi- 
nating the transfer (called the “Originator”) 
to the party ultimately receiving it (called 
the “Beneficiary”). 


ransferred to have an international component.’ 


No foreign State has, to date, adopted the Model Law as its own local 
law. Nevertheless, in examining international payments, this Commentary 
assumes that the United States is subject to Article 4A and that the 
remainder of the world, because of the lack of development in the law 
otherwise, has adopted the Model Law now offered to it by the United 


DISCUSSION 


e will hypothesize two funds transfers. One is sent by a New York bank 
o San Francisco (XNY-SF") and the other to London (“NY-L”).” 


We may correctly assume that a New York bank will have both business 
reason and technical capacity to send funds with equal ease to both San 
Francisco and London. Administratively, it will normally make little if any| 
difference to the bank whether the transfer goes east or west. For the two 

ransfers to be subject to different legal regimes can, however, create 
problems. For example, if New York imposes a different level of responsibil- 
ity upon the bank for completion of the funds transfer depending upon 

here it goes, the bank's fee structure might vary between the two. 
Similarly, if there are different requirements, depending upon the location 
of the receiving bank, of persons who must receive notices or duties as to 
correcting a transfer made in error, different expectations will be created 
for the bank's systems. The banking system was clear in its reactions to 
Article 4A and the Model Law through its drafting that it would find it 
both difficult and expensive to administer electronic funds transfers subject 
o conflicting legal systems. 


In its final form, the Model Law is close to Article 4A both in its overall 
structure and in its details, but is not the same. 


. Conflicts of Laws 


The conflicts of law provisions of Article 4A and the Model Law tell us 
hat law will apply to these transfers. In this respect, the two statutes are 
essentially harmonious: § 4A-507(a)(1) and an optional Article Y" in the 
odel Law both prescribe that, for most issues, the law of the receiving 
bank will govern.” Thus, Article 4A will generally govern for NY-SF, and 


*Model Law, Article 1(1) requires that 

"any sending bank and its receiving bank 

(be) in different States." Henceforth, refer- 

ences to Article numbers will refer to the 

Model Law; references to sections beginning 
ith “4A” will refer to the UCC. 


?Full uniformity would of course occur 
if the United States adopted the Model Law. 
It is unlikely in the extreme that this will 
occur. See the Conclusion to this Commen- 

ary. 

We need not deal with funds transfers 
made to New York from different sending 
banks. The UCC and the Model Law gener- 


ally base their choice of law provisions on 
the law of the receiving bank. Thus, all 
funds transfers received in New York would 
be dealt with by New York law and there 
would be no problem of inconsistencies. See 
the discussion, infra, under A. Conflicts o 
Laws. 

"UNCITRAL was unable to agree 
whether a conflicts of law article belonged 
in the Model Law and, consequently, cre- 
ated an optional provision. 

"Details of both Article 4A and the 
Model Law introduce complexities. For 
example, both permit the parties to select 
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he Model Law for NY-L.?? 


B. Working of the Two Laws 


Some examples will illustrate differences between Article 4A and the 
odel Law: 


1. Consumer Transactions 


Both Article 4A and the Model Law were written without a focus on 
consumer-related transactions and, therefore, without the particular 
protections that typically accompany laws written for the benefit o 
consumers. In Article 4A, this is evidenced by an exclusion through $ 4A-108 
of transactions covered by the federal Electronic Fund Transfer Act o 
1978 (“EFTA”), which is tailored for the consumer funds transfer. In the 

odel Law, a footnote to Article 1 provides that the Law *does not deal 

ith issues related to the protection of consumers."'* 


This surface harmony leads, however, to problems. For example, the 
EFTA does not deal with the number of issues treated by Article 4A. It 
does not, for example, define the time when the originator of a consumer 
funds transfer has made payment to the beneficiary, a question answered 
by both Article 4A and the Model Law. If the NY-L and the NY-SF funds 
ransfers were consumer in nature and this question arose, it would be 
answered for NY-L and not for NY-SF (since the latter would be governed 


by the EFTA).'* 


he applicable law. In an Article 4A transac- 
ion, the relationship between a beneficiary 
(that is, the party who will ultimately 
eceive the money being transferred) and its 
bank are governed pursuant to § 4A- 
507(a)(2) by the law of the jurisdiction where 
he bank is located. Article 4A also contains 
ules that will govern when the funds trans- 
er is made through a funds-transfer system 
(see text infra, at Notes 22—24), and that 
system has its own choice of law rules. This 
Commentary does not deal with such varia- 
ions. 


“One cannot exhaust the potential 
conflicts problems that arise even within 
his simple structure. For example, when 
he originator of the funds transfer instructs 
its New York bank to send funds to San 
Francisco or to London, the relationship of 
originator and bank is governed by the law 
of the receiving bank—New York. A funds 
ransfer may also pass through several 
jurisdictions and raise additional issues. For 
he NY-SF and the NY-L transfers, however, 
he rule is that the law of California and of 
England will, respectively, apply. 


“The Model Law does not present the 
sharp distinction between consumer and 
business transactions represented by the 
positioning of Article 4A and EFTA. The 
quoted language reflects the philosophy 
behind the Model Law—that its design is 
really for large, commercially oriented funds 
transfers—and justifies the positions taken 
on various issues. The Model Law on its face 
governs both consumer and commercial 
funds transfers and it was left to individual 
states to decide how their consumers would 
be treated. 


Presumably a court would look to 
analogies in other laws to see how the ques- 
tion should be answered in the NY-SF 
context. Presumably, the closest law for this 
purpose would be Article 4A and the court 
would use the Article 4A solution. 

A limited number of consumer trans- 
actions—those handled through the FedWire 
system and a few others such as unplanned 
telephone transfers—are excluded from the 
EFTA by Federal Reserve Regulation E and 
returned to coverage under Article 4A. See 
12 C.F.R. § 205.3(b) (1992). 


2. Variation by Agreement 


Both Article 4A'* and the Model Law" generally permit the parties to 
ary their statutory obligations by agreement except as may be specifically 
prohibited. Areas of specific prohibition vary, however, between the two 


For example, the obligation of a receiving bank that is also the 
beneficiary's bank to pay the amount of an order that it has accepted to 
he beneficiary may not be varied by agreement under $ 4A-404(c). It may 
be varied under Article 10 of the Model Law. If our New York bank were 
o enter into agreements with its receiving banks defining circumstances 
nder which an accepted order should not thereupon be paid to the benefi- 
ciary, the agreements would be effective for the NY-L transfer and not for 
he NY-SF transfer.” 


3. Use of a Funds-Transfer System 


Most electronic funds transfers are executed through funds-transfer 
systems.'? Section 4A-206(a) provides that a funds-transfer system is the 
agent of the sender. Errors made by a funds-transfer system are, therefore, 
he errors of the bank that sent the funds through the system. (For this 


$1,000,000, the error is that of the New York bank, which is considered to 
have sent $1,000,000.” In a NY-L transfer, one cannot be certain. It ap- 


pears, however, that the error is that of CHIPS.” 


Section 4A-501(a). 
“Article 4. 


"One might imagine a New York bank 
agreeing with certain of its correspondents 
hat they would not pay money to certain 
named beneficiaries without checking first 
ith New York. That such an agreement 
ould be effective for foreign banks but not 
or American banks was not the subject of 
detailed discussion, but one might imagine 
hat foreign spokesmen could have wanted 
o support greater freedom for their bank- 
ing system than the United States believes 
should be tolerated. 


1A “funds-transfer system” is defined 
nder § 4A-105(a)(5) as a “wire transfer 
network, automated clearing house, or other 
communication system of a clearing house 
or other association of banks through which 
a payment order by a bank may be transmit- 
ed to the bank to which the order is ad- 


dressed.” Well-known domestic funds- 
transfer systems include the FedWire 
system of the Federal Reserve Banks, the 
CHIPS system of the New York Clearing 
House Association, and the systems of the 
National Automated Clearing House As- 
sociation. Foreign systems include the Soci- 
ety of Worldwide Interbank Financial Tele- 
communication (“SWIFT”), the United 
Kingdom Clearing House Automated Pay- 
ments System (“CHAPS”), and the Japanese 
BOJ-NET system. 


20S ee Comment 2 to $ 4A-206. 


"This sort of event and its conse- 
quences are typically covered in the rules o 
a funds-transfer system. As discussed above, 
both Article 4A, § 4A-501, and the Model 
Law, Article 4, authorize agreements vary- 
ing their provisions. Rules of a funds- 
transfer system would probably be consid- 
ered agreements under the Model Law and 
are agreements specifically under § 4A-501. 
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Under Article 4A,” funds-transfer system rules are given legal effect and 
may bind even parties who are not members of the system. Under the 
Model Law, the effect of a systems rule upon nonparties is not prescribed 
and, therefore, will be determined according to the law of contracts.? Gen- 
erally, under American contract law, those who are not parties to a contract 
are not bound by its terms. If a funds-transfer system with its own rules is 
part of the two described funds transfers, the law applicable to the NY-L 
and the NY-SF transfers can be different. 


4. Authentication Procedures 


For the protection of the banking system and bank customers, both 
Article 4A and the Model Law establish procedures for the authentication 
of messages. The two systems work in similar manners.” Both protect a 
receiving bank if it properly authenticates a message, even if the message 

as sent without the sender's proper authority.” Both also relieve the 
sender of responsibility if it can prove that the message was sent by some- 
one outside the sender's influence.” The Model Law” reimposes responsi- 
bility on the sender if the receiver can prove that the sender was 
responsible. Article 4A does not contain the reimposition responsibility, al- 
hough this is implicit since the receiving bank will attempt to disclaim its 
liability by proving that the sender was responsible. 


The effect of agreements varying the terms of the law again varies be- 
ween Article 4A and the Model Law. Article 4A holds that (subject to 
certain limited and restricted exceptions) the parties may not vary its 
statutory authentication rights and liabilities by agreement.” The Model 


Law has no such prescription and the parties may alter their legal 
authentication relationships by agreement.? Thus, if the New York bank 
in our hypothetical agrees with its customers for a result other than as 
provided by the statutes, it will be effective for the NY-L transfer, but not 
for the NY-SF transfer. 


5. Acceptance and Rejection 


Under both Article 4A and the Model Law, a receiving bank is given the 
essentially unrestricted power to accept or reject an order sent to it. An or- 
der may be rejected by a notice sent to the sender.?? 


a. Receiving Banks Other Than the Beneficiary's Bank 


If a bank (other than the beneficiary's bank) does not send a rejection 

notice, the legal consequences vary between the two laws; on the other 
and, they resolve themselves, as the following discussion illustrates, 
ithout undue tension between them. 


??Section 4A-501(b). 27 Article 5(A). 


"Report of UNCITRAL, U.N. Doc. "Section 4A-202(f). 
A/46/17 (1991), par. 98. ? Article 5(3) does provide that for the 


“rhe relevant sections are 8$ 4A-201, parties to agree that a sending bank will be 


4A-202. and 4A-203 for Article 4A. and Pound by an authenticated message, the 

Article 5 for the Model Taw d authentication must be reasonable. Section 
26 . io 4A-202(b) has a similar requirement. 

Section 4A-202(b); Article 5(2). Section 4A-210(a) and Model Law 


Section 4A-203(a)(2); Article 5(4). Articles 7 and 9. 
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Under Article 4A, an order may be accepted by a bank other than the 
beneficiary's bank only by that bank executing a new order in favor of the 
next bank in line.?' Failure to give a notice of rejection does not cause the 
bank to incur a penalty; neither does it result in acceptance. If the bank 
does not move, or “execute,” the order, it is not deemed to have accepted 
he order, and the order is automatically canceled by operation of law in 
five days.” If the receiving bank has received actual funds covering the or- 
der, it must return the funds and pay interest to the sending bank until 
cancellation.?? 


Under the Model Law, a receiving bank that executes a new order is 
deemed to have accepted the order sent to it as under Article 4A.?* An or- 
der that is neither executed nor rejected is deemed—unlike the Article 4A 
approach—to be accepted if funds covering the order have been paid to the 
receiving bank.” The receiving bank then is obligated to issue a new order 
in accordance with the responsibilities put by the Model Law upon the ac- 
ceptor of an order. Similar to Article 4A, the payment order ceases to have 
effect after five days.* If the transfer is not completed, however, the bank 
must return any payment received by it plus interest to the date of pay- 
ment” and does not suffer any further liability for its failure to execute the 
accepted order. 


In the instant situation, still assuming that the San Francisco and the 
London banks are receiving banks that are not the beneficiary's bank, if an 
order is neither accepted nor rejected and if funds have been advanced to 

hat bank (that is, if the order is “covered”), there would not be any duty 
pon the San Francisco bank to accept (that is, to execute the order in 
favor of the next bank in line) and the funds paid would bear interest for 
five days; for the NY-L transfer, the payment order would be accepted by 
he London bank, there would be a duty—albeit for a brief time—to move 
he funds, the acceptance would cease after five days, and the payment 
(the “cover”) would bear interest until returned. The financial differences 
do not appear consequential since the receiving bank has the use of the 
funds until they are returned. Under the general structure of both laws 
not to impose more than interest penalties for failure to reject, the receiv- 
ing bank in London would not incur other penalties for failing to honor its 
responsibility to move the funds. 


b. The Beneficiary's Bank as a Receiving Bank 


The ability of the beneficiary's bank to accept or reject payment orders is 
handled with essential comparability under the two laws. Under Article 
4A, there are three events that trigger such a bank's acceptance, including 
rules based upon the relationship between the bank and the beneficiary, 


"Section 4A-209(a). order is neither accepted nor rejected and 
9 Gection 4A-211(d). we are dealing here with a deemed accep- 


Section 4A-210(b) and $$ 4A-402(c) ‘nee. Article 7(2), 713), and 7(4). 
and 4A-402(d). Article 7(4). 


34 Arti le 7(2)(e) 37 2 a p z 
icle c). Article 14(1). This differs from Article 

While there is also a five-day cancel- 4A, which requires interest only for the five 
ation provision, it is applicable only if the days. 
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‘cover” of the order to the bank, and the passage of time. The Model Law 
contains eight events signifying acceptance by the beneficiary's bank.?? 
One does not anticipate significant variations in practice between the two 


6. Time for Execution 


Although their approaches to the question of when a receiving bank 
must take action upon an accepted payment order differ in the two laws, 
hey have an essential similarity. For example, both Article 4A“ and the 
Model Law“ basically require that an order be executed on the day it is 
received. The Model Law, however, permits the order to be sent on the 
next day. In the event that occurs, however, the receiver must “execute for 
alue as of" the prior day (that is, must give the next bank in line interest 
for the day that execution was delayed). 


7. Cancellation 


Both statutes provide the mechanism for a payment order to be canceled. 

nder Article 4A, if there is a security procedure between sender and 
receiver guarding the authenticity of the original order, “the” (that is, the 
same) procedure must be followed for cancellations.” If the original order 

as not subject to a security procedure, the cancellation order need not be 
authenticated. Under the Model Law, it is necessary that every cancella- 
ion be subject to some security procedure, not necessarily the same one 
originally used and even if no security procedure was originally used.^ I 
he cancellation order is not authenticated, it is ineffective. 


In addition, under the Model Law, it appears that every cancellation or- 
der must be authenticated. Under Article 4A, the cancellation must be 
authenticated only if there was an authentication procedure applicable to 
he original order. 


The Article 4A approach is applicable in the NY-SF transfer; the Model 
Law governs the NY-L transfer. 


8. The “Money-Back Guarantee” 


As part of their underlying philosophy that the originator’s funds will be 
ransferred by the banking system, both Article 4A and the Model Law 
contain a so-called “money-back guarantee.” This provides that, if the total 
ransfer of money is not completed, the originator (who, under the model 
e have been following, either gave an order to the New York bank or was 
someone who gave an order at an earlier stage in the total funds transfer 
hat was transmitted by another bank to the New York bank) will obtain a 
refund plus accumulated interest and certain other charges.“ The provi- 
sions of the two laws are consistent in major respects. Neither permits 
ariation by agreement. The Model Law, however, relieves receiving banks 
from the guarantee if they can demonstrate that they accepted the transfer 


Section 4A-209(b). “Section 4A-211(a). 
39 Article 9(1). “article 12(4). 


0 : 
“Section 4A-301(b). ^*Section 4A-402 and Model Law Article 
^ Article 11(1). 14. 


despite what had been perceived as “a significant risk." 


9. Underpayments and the Recovery of Overpayments 


Both laws contain essentially comparable provisions requiring sending 
banks who sent orders in amounts less than the amounts sent to them to 
send the differences and to permit banks who sent excessive payments to 
recover the excess.^? 


10. Consequential Damages 


In general, the measure of damages provided by both laws for violations 
of their standards is the payment of interest for moneys held for the times 
beyond which the law allows. Occasionally, additional charges incident to 
he transfer will be included.^ 


Probably the single most controversial issue underlying the drafting o 
Article 4A was whether banks should have liability for consequential dam- 
ages resulting from their negligence or failure to comply with the require- 

ents of the statute. The banks argued that, given the traditionally low 
fees that they charged to transfer funds electronically, they could not at 
he same time subject themselves to the risk of immense and unquantifi- 
able consequential damage recoveries. Business users of electronic funds- 
ransfer systems asserted that consequential damages were an appropri- 
ate result of the banks' transfer responsibilities. Consequential damages 

ere ultimately eliminated from Article 4A.*? 


Consequential damages may, however, be imposed against a bank under 
he Model Law. In view of the intense opposition of some national banking 
systems and their representatives in the United Nations to this concept, 
however, they were reduced in scope to where they will be imposed only 
here a bank has acted “(a) with the specific intent to cause loss, or (b) 
recklessly and with actual knowledge that loss would be likely to result.” 


Thus, the NY-L transfer by a New York bank involves greater risk than 
does the NY-SF transfer. 


11. Request for Assistance 


Article 13 of the Model Law “requests” a bank that receives a payment 
order to assist the originator and each prior bank and to seek the assis- 


“A “prudent” originator’s bank may 
agree with the originator that the money- 
back guarantee will not apply to a funds 
ransfer if the bank accepted the transfer 
despite what it perceived as a “significant 
isk” that the transfer might not be com- 
pleted. The example frequently given for 
his situation is where the transfer is to pass 
hrough areas involved in armed conflict. 


Section 4A-303(a) and § 4A-303(b), 
and Model Law Articles 15 and 16. 

“See §§ 4A-303(b) and 4A-305(b). 

““This result was ultimately agreed to 
by the major business interests in exchange 
or the consent by the banks to the *money- 


back guarantee" discussed in paragraph 8 
above. Consequential damages were, how- 
ever, authorized in favor of an ultimate ben- 
eficiary of a funds transfer against its bank 
that refuses to pay it after being notified o 
the particular circumstances giving rise to 
such damages. Section 4A-404(a). Conse- 
quential damages may also be provided for 
by express written agreement with a receiv- 
ing bank. Section 4A-305(c). 


® Article 18. The terms used within the 
quotation marks have established meanings 
under United States tort law with the excep- 
tion of “actual knowledge that loss would be 
likely to result.” 
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ance of the next receiving bank “in completing the banking procedures o 
he credit transfer." Article 4A has no equivalent. In the NY-L transfer, 
he New York bank is subject to the request; in the NY-SF transfer, it is 
not. There is no penalty for failing to abide by the request.” 


The absence of penalty may suggest that a bank need have no concern 
about the requirement. On the other hand, the presence of a law does 
impose an obligation to comply. In addition, assuming that there are bank 
regulators enforcing compliance, the regulators in London could bring an 
action against the New York bank for specific performance of its obligation 

o assist under Article 13; United States regulators could not. 


CONCLUSION 


he Model Law was drafted for world-wide enactment. It is, however, 
nlikely in the extreme that it will be enacted in the United States in the 
foreseeable future." It was generally accepted by the foreign states in 
NCITRAL that there would be no movement to repeal Article 4A in the 
nited States and adopt the Model Law in its stead. The two laws basi- 
cally live together in harmony, but to the extent there are differences they 
must be recognized and, to the extent possible, avoided or adjusted by 


ing paragraph at the end of the PREFATORY NOTE: 


International transfers. 


The major international legal document dealing with the subject of 
electronic funds transfers is the Model Law on International Credit Transfers 
adopted in 1992 by the United Nations Commission on International Trade 
Law. It covers basically the same type of transaction as does Article 4A, al- 
though it requires the funds transferred to have an international component. 
The Model Law and Article 4A basically live together in harmony, but to the 
extent there are differences they must be recognized and, to the extent pos- 
sible, avoided or adjusted by agreement. See PEB Commentary No. 13, dated 
February 16, 1994. 


Banks normally engage in this type Paying for the Deal, 42 Kan.L.Rev. No. 3 
of assistance even without statutory direc- (1993), in which Professor Bhala uses micro- 
ion. economic and banking concepts to evaluate 
51For further material on the subject of the utility of both Article 4A and the UNCI- 


his Commentary, see Bhala, Rakesh K., TRAL Model Law. 
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missioners on Uniform State Laws. In March, 1987, the PEB resolved to issue from time to 
ime supplementary commentary on the UCC to be known as PEB Commentary. These 

PEB Commentaries seek to further the underlying policies of the UCC by affording guid- 

ance in interpreting and resolving issues raised by the UCC and/or the Official Comments. 
he Resolution states that: 


*A PEB Commentary should come within one or more of the following specific purposes, which 
should be made apparent at the inception of the Commentary: (1) to resolve an ambiguity in the 
UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
resolution of an issue on which judicial opinion or scholarly writing diverges; (3) to elaborate on 
the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC § 1-102(2)(b), to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103; or (6) to otherwise improve the operation of 
the UCC.” 


The full Resolution appears in the 1990 Edition of the UCC. 


PEB COMMENTARY NO. 14 
SECTION 9-102(1)(B) 


Does the application of Article 9 to the sale of accounts and chattel paper 
prevent the transfer of ownership of accounts or chattel paper? 


DISCUSSION 


Section 9-102(1)(b) provides, subject to certain exceptions,’ that Article 9 
applies “to any sale of accounts or chattel paper." Comment 2 to § 9-102 
explains that *a sale of [accounts or chattel paper is] covered by subsection 
(1)(b) whether intended for security or not. . .. The buyer then is treated 
as a secured party, and his interest as a security interest." This Commen- 

ary examines whether that application means that ownership o 
receivables may not be transferred or that a buyer's interest in receivables 
is limited to one of security. 


It is a fundamental principle of law that an owner of property may 
ransfer ownership to another person.^ Were a statute intended to take 
away that right, it would do so explicitly and such a significant curtail- 
ent of rights would be supported by substantial reason. No such reason 
is expressed or implied in the Code or the Official Comments. Indeed, the 


sale of receivables long antedates adoption of the Code, and it cannot be 
supposed that either the drafters of the Code or the legislatures that 
enacted it intended to work so drastic a change in existing law without 
clearly saying so. Moreover, a close reading of the text of Article 9 and its 
Comments, particularly in the context of the pre-Code history, compels the 
conclusion that Article 9 does not prevent the transfer of ownership. 


Article 9 contemplates that sales of receivables may exist, and that the 
consequences of a sale differ from those of a transfer for security. For 
example, $ 9-502(2) recognizes a distinction in the consequences under 
Article 9 between sales of receivables and transactions secured by 


'See § 9-104(f). term “collateral” includes “accounts and 


For ease of reference, this Commen- 
ary refers to accounts and chattel paper 
collectively as “receivables.” 


?This drafting technique is imple- 
mented by conforming definitions. Section 
1-201(37), for example, states that the term 
"security interest" includes “any interest of 
a buyer of accounts or chattel paper which 
is subject to Article 9.” Section 9-105(1)(m) 
provides that the term “secured party” 
includes “a person to whom accounts or 
chattel paper have been sold.” Section 
9-105(1)(d) provides that the term “debtor” 
includes “the seller of accounts or chattel 
paper.” Section 9-105(1)(c) provides that the 


chattel paper which have been sold.” That 
such inclusion was simply a drafting tech- 
nique was long ago freely acknowledged by 
Homer Kripke in paragraph 2 of his Practice 
Commentary to § 9-502 of the New York 
UCC, Cons.Laws N.Y.Annot.Book 6275, Part 
3 (McKinney 1964): “Subsection (2) of [§ 9- 
502] recognizes throughout the fact that this 
article [9] includes within its coverage not 
only true security transactions in which ac- 
counts are collateral, but also sales of ac- 
counts . . . which are included by artificial 
definitions." 


“See, e.g., Comment 1 to § 2-403. 
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receivables. It provides that, “lilf the security agreement secures an 
indebtedness, the secured party must account to the debtor for any surplus 
. . .. But, if the underlying transaction was a sale of accounts or chattel 
paper, the debtor [as seller of the receivables] is entitled to any surplus 
[from collections of the sold receivables] . . . only if the security agreement 
so provides." (Emphasis added.) Section 9-504(2) has virtually identical 
language. Furthermore, Comment 4 to $ 9-502, after acknowledging that 
‘there may be a true sale of accounts or chattel paper,” clarifies that “[t]he 
determination whether a particular assignment constitutes a sale or a 
ransfer for security is left to the courts.” 


Why, then, was Article 9 made “applicable” to the sale of receivables? 

he introductory Comment and Comment 2 to $ 9-102 explain that Article 
9 applies to both sales and security transfers of receivables to avoid the 
need to distinguish between such transfers for Article 9 purposes: 

[C]ertain sales of accounts and chattel paper are brought within this Article 

[9] to avoid difficult problems of distinguishing between transactions intended 

for security and those not so intended. 

LIE * 
9. x ok ck 


Commercial financing on the basis of accounts and chattel paper is often so 
conducted that the distinction between a security transfer and a sale is 
blurred, and a sale of such property is therefore covered by subsection (1)(b) 
whether intended for security or not. . .. 


The reason for subjecting both sales and secured transactions to Article 
9 was to inform third parties of existing interests in a debtor's receivables 
and to provide protection for all types of assignments of receivables: 

There was an obvious reason for the inclusion of sales: it was necessary to 

protect [transferees] not only [in] straight accounts receivable financing but 

also [in] arrangements of the factoring type. [Emphasis added.] Article 9 

merely follows the pre-Code accounts receivable statutes [covering sales of ac- 

counts and chattel paper as well as security transfers].® 


This is not to say, however, that Article 9 has no impact upon a buyer's 


*This Commentary likewise does not referred to a “financing buyer" of receivables 


discuss what factors a court should look to 
in determining whether a particular transfer 
of receivables constitutes a sale or a secured 
oan. It addresses only whether Article 9 
negates sale treatment even though a court 
iewing those factors would, but for Article 
9, determine that the transfer was a sale. 
For a discussion of factors that courts have 
ound relevant in determining whether a 
given transfer of receivables constitutes a 
sale or a secured loan, see Steven L. 
Schwarcz, Structured Finance, A Guide to 
The Principles of Asset Securitization, at 
28—35 (2d ed. 1993). 
$1 Gilmore, Security Interests in Per- 
onal Property § 8.7, at 275; § 10.5, at 308 
(Little Brown & Co. 1965). Indeed, § 1- 
201(37) of the 1952 Official Draft of the UCC 


1234 


and § 9-102(1)(b) referred to a “financing 
sale” of receivables. The word “financing” 
was deleted from both sections in Supple- 
ment No. 1 to the 1952 Official Draft, Janu- 
ary 1955, pursuant to the 1954 Recom- 
mendations of the Editorial Board, for the 
reason that the phrases “financing buyer” 
and “financing sale” were perceived as 
“undefined concepts” and it was thought bet- 
ter to include all sales of receivables, subject; 
to the exclusion provisions of § 9-104. The 
exclusion in $ 9-104(f) was correspondingly 
broadened to exclude from Article 9 certain 
types of sales of receivables that, “by their 
nature, have nothing to do with commercial 
financing transactions." See Comment 6 to 
§ 9-104. 


ownership rights regarding the purchased receivables. For example, a fail- 
re to perfect as required by Article 9 may leave the transferee's owner- 
ship of the receivables subject to the claims of third parties, such as the 
seller's lien creditors or trustee in bankruptcy.’ This perfection require- 
ent, however, does not by its terms or by implication affect the transfer 
of ownership as between the seller and buyer.? 


At least two Circuit Court opinions interpret the Code consistently with 
his Commentary. In Major's Furniture Mart v. Castle Credit Corp.,? the 
hird Circuit considered whether a transfer of a company's receivables 

should be construed as a sale or a secured loan. By considering that ques- 
ion, the court started from the premise that a transaction that Article 9 
calls a security interest could nonetheless be a sale. If the transaction was 
a sale, the transferee would be entitled to surplus collections of the 
receivables. If the transaction was only for security, then the transferor 

ould be entitled to the surplus collections. The court followed Comment 4 
o $ 9-502 and looked to non-UCC law to determine whether the transac- 
ion was a sale. 


In In re Contractors Equipment Supply Co.," the Ninth Circuit affirmed 
a lower court decision by looking to non-UCC law to determine that the 
ransfer of receivables in question was a loan. The court stated that had 
here been a sale, the transferor would not be entitled to any surplus 
because “[a] sale entails the passage of title."" 


In Octagon Gas Systems, Inc. v. Rimmer,” however, the Tenth Circuit, 
after stating that a purchased royalty interest in a natural gas system was 


"Section 9-301(1). Just as Article 9's 
perfection requirement may impact upon the 
ights of a buyer of receivables without ne- 
gating that a sale has occurred, so too does 
he requirement of $ 9-502(2) that a buyer 
of receivables with a right of recourse 
against the seller “must proceed in a com- 
mercially reasonable manner . . .." Section 
9-502(2) does not, however, articulate an 
ownership principle but rather is an ab- 
breviated codification of the rule that would 
be applicable in any event under common 
aw and $ 1-103, whether the recourse right 
is characterized as one of suretyship or 
contract. Assuming perfection, the sold 
eceivables are beyond the reach of the 
seller's creditors or purported transferees 
rom the seller not earlier filed or perfected. 
he buyer does not have to account in any 
ay to the seller or its creditors, and the 
seller has no right of redemption or other 
egal or equitable interests in the receiv- 
ables. These absolute ownership rights can 
exist in the buyer even if the purchase of 
he receivables is ^with recourse." See 
Comment 4 to $ 9-502. 


*?Provisions of Article 9 that deal with 
matters other than perfection and priority 


likewise are not intended to give a seller 
any legal or equitable interests in receiv- 
ables that have been sold. For example, the 
debtor's right under § 9-506 to redeem col- 
lateral prior to consummation of foreclosure 
by a secured party applies only where the 
transfer of the collateral was intended for 
security because it is only there that the 
debtor has retained rights that must be fore- 
closed. 


*Major's Furniture Mart v. Castle 
Credit Corp., 602 F.2d 538, 26 UCC Rep.Serv. 
(Callaghan) 1319 (3d Cir.1979). 


In re Contractors Equipment Supply 
Co., 861 F.2d 241, 7 UCC Rep.Serv.2d 
(Callaghan) 583 (9th Cir.1988). 


"861 F.2d at 245, 7 UCC Rep.Serv.2d 
at 587 (referring to § 9-502). Also see 861 
F.2d at 245 n. 8, 7 UCC Rep.Serv.2d at 
587-88 n. 8: “If the present case involved a 
true [sale], under basic contract law prin- 
ciples, the notification would have taken the 
account receivable out of the estate." 


"Octagon Gas Systems, Inc. v. Rimmer, 
995 F.2d 948, 20 UCC Rep.Serv.2d 
(Callaghan) 1330 (10th Cir.1993), cert. 
denied, — U.S. —, 114 S.Ct. 554, 126 L.Ed.2d 
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an account, erroneously stated that “[t]he impact of applying Article 9 to 
[the buyer’s] account is that Article 9’s treatment of accounts sold as col- 
lateral would place [the buyer’s] account within the property of [the seller’s] 
bankruptcy estate."? The court reached this determination despite the 
ransfer of the royalty interest purporting to be an outright sale of all the 
seller’s interest. To the extent the court relied on Article 9 in reaching its 
determination, this Commentary adopts a contrary position. 


CONCLUSION 


Article 9’s application to sales of receivables does not prevent the transfer 
of ownership. Official Comment 2 to § 9-102 therefore is amended by add- 
ing the following paragraph: 


Neither Section 9-102 nor any other provision of Article 9 is intended to 
prevent the transfer of ownership of accounts or chattel paper. The determi- 
nation of whether a particular transfer of accounts or chattel paper consti- 
tutes a sale or a transfer for security purposes (such as in connection with a 
loan) is not governed by Article 9. Article 9 applies both to sales of accounts or 
chattel paper and loans secured by accounts or chattel paper primarily to 
incorporate Article 9’s perfection rules. The use of terminology such as “secu- 
rity interest” to include the interest of a buyer of accounts or chattel paper, 
“secured party” to include a buyer of accounts or chattel paper, “debtor” to 
include a seller of accounts or chattel paper, and “collateral” to include ac- 
counts or chattel paper that have been sold is intended solely as a drafting 
technique to achieve this end and is not relevant to the sale or secured trans- 
action determination. See PEB Commentary No. 14, dated June 10, 1994. 


455 (1993). at 1338. 
13995 F.2d at 955, 20 UCC Rep.Serv.2d 


PEB COMMENTARY NO. 15 
ELECTRONIC FILING UNDER ARTICLE 9 


Do data transmitted electronically to a filing office, which provide all the 
information required under the applicable provision of Article 9, constitute 
a financing statement or other filing under Article 9? 


DISCUSSION 


nder $ 9-402(1), a financing statement is sufficient if it gives the names 
of the debtor and secured party, is signed by the debtor, and gives the 
specified other information. Similar signing and writing requirements ap- 
pear for amendments, continuation and termination statements, assign- 
ments, and other filings. Under $ 1-201(39), *signed" includes any symbol 
executed or adopted by a party with present intention to authenticate a 

riting. A “writing” includes any intentional reduction to tangible form. 
Section 1-201(46). Obviously a paper signed by the debtor meeting the 
other requirements of $ 9-402(1) qualifies as a financing statement. 


The UCC mandates that it is to “be liberally construed and applied to 

. . modernize the law governing commercial transactions [and] to permit 
he continued expansion of commercial practices." Section 1-102. This pro- 
ision mandates that the provisions of the UCC be interpreted and applied 
in a manner that is consistent with and furthers the utilization of ad- 
ances in technology and resultant changes in commercial practices. See, 
e.g., Goss v. Trinity Sav. & Loan Ass'n, 813 P.2d 492, 18 UCC Rep. Serv. 
2d (Callaghan) 1138 (Okla. 1991) (intent of UCC is to aid in expansion o 
commercial practices; court, when faced with widespread commercial 
practice, should acknowledge it). Two of the stated purposes of the PEB 
Commentaries are “to apply the principles of the UCC to new or changed 
circumstances” and “to otherwise improve the operation of the UCC.” Ap- 
plying the statutory mandate, this Commentary concludes that data 
ransmitted electronically to a filing office which provide all the informa- 
ion required under the applicable provision of Article 9 constitute a financ- 
ing statement or other filing under Article 9. No statutory change is 
required to accommodate electronic filing. 


This Commentary addresses only the issue of electronic filing under 
Article 9. Conclusions concerning the meaning of “signed” and “writing” in| 
hat context are not intended to suggest a meaning for those terms in 
other contexts, where relevant policies and factual considerations may 
differ. This Commentary also does not mandate that any state offer 
electronic filing or require any filing party to utilize that technique merely 
because it is offered. Prudent business practices to guard against fraud 
and forgery should be observed in the electronic environment just as they 
should be in the paper environment. 


With respect to electronic filing under Article 9, Iowa has been accepting 
electronically transmitted financing statements and other filings since 
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1992, and Kansas initiated an electronic filing system in 1995. Texas, the 
state with the largest annual volume of filings in the nation, has recently 
implemented an electronic filing system. The American National Stan- 
dards Institute has already created a standard (ANSI standard X12 154) 
for the electronic transmission to filing offices of financing statements and 
subsequent Article 9 filings. The Texas program is based on this standard. 


Nothing in Article 9 mandates a particular mode of transmission of a fil- 
ing to the filing office. Section 9-403 is written in media neutral language, 
providing that either *[p]resentation for filing . . . or acceptance of the 
statement by the filing officer constitutes filing . . .. " Indeed, although 

art 4 of Article 9 does not utilize the term “send” with respect to filing a 
financing statement, it is instructive that the drafters defined that term as 
follows: “in connection with any writing. . . [send] means to deposit in the 

ail or deliver for transmission by any other usual means of communica- 

ion . . .. The receipt of any writing. . . within the time at which it would 
have arrived if properly sent has the effect of a proper sending." Section 
1-201(38). This definition further illustrates the Code's policy of flexibility, 
a desire to enable commercial practices to utilize future technological 
development, and a methodology of looking to practical results. Moreover, 
nothing in Article 9 appears to limit the filing officer's use of any particu- 
lar technology for the receipt, storage, or retrieval of filings, whether such 
se occurs pursuant to published rules or regulations or simply as a mat- 
er of administrative procedure, suggesting that filing officers have the 
authority to adopt procedures and methodologies deemed by them to be 
reasonably suited to carrying out their legislatively mandated tasks. 
Finally, nothing in Article 9 mandates that a financing statement or other 
filing be on paper or any other particular medium. Article 9 prescribes the 
sufficiency of a financing statement filing not in terms of its form but in 
erms of its content, i.e., the presence or absence of the required data. 


Signing is not limited to the cursive writing of the letters of the party's 
name by means of a pen grasped in the hand.' The focus of the definition is 
not on the technique but rather on the intent to authenticate. Official 
Comment 39 to § 1-201 states: “The inclusion of authentication in the defi- 
nition of ‘signed’ is to make clear that as the term is used in this Act a 
complete signature is not necessary. Authentication may be printed, 


‘With respect to sufficiency of a typed 
or printed (i.e., non-manually written) name 
as a signature, see, e.g., In re Save-On- 
Carpets of Arizona, Inc., 545 F.2d 1239, 20 

CC Rep. Serv. (Callaghan) 1081 (9th Cir. 
1976) (secured party’s intent to authenticate 
manifested by typed corporate name and its 
credit manager’s name typed in appropriate 
spaces and submission for filing). Cases such 
as In re Kane, 1 UCC Rep. Serv. (Callaghan) 
582, 587 (E.D. Pa. 1962) (required “an actual 
signature manually produced by a writing 
instrument in the hand of the signer in 
direct contact with the document being exe- 
cuted”), and In re Carlstrom, 3 UCC Rep. 
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Serv. (Callaghan) 766, 772, 773 (D. Me. 1966) 
(stating that to incorporate § 1-201(39) into 
§ 9-402 “does considerable violence to the 
language and context of § 9-402,” and that 
§ 1-201(39) “must be held to be inconsistent 
with the context of § 9-402 and hence inap- 
plicable”) are disapproved. Other cases 
where a filing without a manual signature 
was held insufficient are consistent with the 
analysis set forth in this Commentary be- 
cause they are grounded not on the proposi- 
tion that a manual signature is absolutely 
required but on the absence of evidence that 
the debtor had adopted some other symbol 
or otherwise intended to authenticate. 


stamped or written; it may be by initials or by thumbprint. It may be on 
any part of the document and in appropriate cases may be found in a 
billhead or letterhead. No catalog of possible authentications can be 
complete and the court must use common sense and commercial experi- 
ence in passing upon these matters. The question always is whether the 
symbol was executed or adopted by the party with present intention to 
authenticate the writing." 


The statute and the Official Comment support the conclusions that (1) 
any symbol, including a typed or printed expression of the person's name, 
can constitute a signature; (ii) the person need not be the party who places 
it, physically or otherwise, on the financing statement; and (iii) the adop- 

ion of the symbol by the signer need not occur at the instant of such 
placement but can occur theretofore or thereafter.’ In an electronically 
ransmitted financing statement or other filing, the signature requirement 
is satisfied by the signer's adoption of a symbol that is transmitted 
electronically to the filing office. The symbol may be the signer's name, an 
asterisk, or any other symbol, provided that it is adopted by the signer. 
he symbol may be keyed or otherwise placed on the electronic “form” in 
he signature “box” (a field agreed upon by the sender and the filing office 
as the field for authentication data, such as that approved for such use 
nder the ANSI standard). For validity as a “signature,” there is no statu- 
ory requirement that the authentication data or symbol be transmitted to 
or received by the filing office in any particular medium or form.? The 
Itimate fact of legal significance, the signer's intent to authenticate, can 


For example, in Barber & Ross Co. v. 
Lifetime Doors, Inc., 810 F.2d 1276, 3 UCC 
Rep. Serv. 2d (Callaghan) 41 (4th Cir. 1987), 
cert. denied, 484 U.S. 823 (1987), the seller's 
pre-printed sales literature, given to the 
buyer prior to the making of an oral require- 
ments agreement, was sufficient to satisfy 
he statute of frauds requirement of a signed 
riting by virtue of the printed trademark 
on the literature. See also John Deere Co. v. 
First Interstate Bank of Arizona, N.A., 709 
P.2d 890, 42 UCC Rep. Serv. (Callaghan) 
1110 (Ariz. App. 1985) (corporate debtor's 
name signed by principal in his representa- 
ive capacity sufficient as debtor's signature 
although debtor did not come into existence 
ntil six days later). 


?*In Barber-Greene Co. v. National City 
Bank of Minneapolis, 816 F.2d 1267, 3 UCC 
Rep. Serv. 2d (Callaghan) 1234 (8th Cir. 
1987), the court held that the adoption need 
not be in writing. In that case, a financing 
statement was signed by the debtor's type- 

ritten name followed by a cursive writing 
of the debtor's name that had been manu- 
ally performed by the secured party's man- 
ager. The jury was instructed that the 
debtor had signed the financing statement 
by adoption if the debtor *intended [it] to be 


valid and expressed that intent by word or 
deed . . .. " 816 F.2d at 1269, 3 UCC Rep. 
Serv. 2d at 1237. The jury found that the 
debtor had knowingly authorized the se- 
cured party to sign on its behalf and had, 
before the filing, adopted the signature with 
present intent to authenticate. Id. The ap- 
pellate court reviewed the statutory defini- 
tion of “signed” and the related Official Com- 
ment, and looked to the policy supportive o 
continued expansion of commercial prac- 
tices. 816 F.2d at 1270-71, 3 UCC Rep. Serv. 
2d at 1239. It rejected the argument that 
adoption required a writing, relying both on 
the “common sense and commercial practice” 
language in the Official Comment and on 
Benedict v. Lebowitz, 346 F.2d 120, 2 UCC 
Rep. Serv. (Callaghan) 747 (2d Cir. 1965) 
(“creditor had not [manually] signed the 
financing statement but court held that the 
act of typing in the name [in body of the 
statement, not in the signature block at the 
bottom] coupled with [the] subsequent act o 
filing the statement indicated creditor’s 
intent to authenticate”). 816 F.2d at 1271, 3 
UCC Rep. Serv. 2d at 1240. Rejecting the 
assertion that a requirement of adoption in 
writing was intended by the draftsmen in 
order to eliminate issues of authentication 
or fraud, the court stated: “But it is undis- 
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be established by any evidence lawfully admissible in court. A common 

mode of establishing such intent to authenticate will likely be the presen- 
ation of language to that effect in a security agreement or other writing 

signed by the debtor. A prudent secured party, of course, will obtain and 

preserve evidence of the debtor's adoption of a particular data or symbol 
ith the intent to authenticate. 


“Writing” includes any intentional reduction to tangible form. Even 

hen the electronically transmitted filing data are not in tangible form 
before or during transmission, they are reducible to such form by the filing 
officer. Data in fact reduced to such form constitute “writings.” Data 
ransmitted electronically to the filing office may be reduced to tangible 
form in a variety of ways; common forms include microfilm, microfiche, 
magnetic tape, CD-ROM, other disks, other tapes, optical storage devices, 
and paper. All of these (and no attempt is here made to be exhaustive) are 
angible and are writings. 


Courts have repeatedly demonstrated their ability and willingness, in 
many contexts, in and outside of the Uniform Commercial Code, to accom- 
modate technological developments and resultant changes in business 
practices. For example, telegrams have long been accepted by the courts as 
"writings" sufficient to satisfy the statute of frauds.* See, e.g., Howley v. 

ipple, 48 N.H. 487 (1869) (“it makes no difference whether [the agent] 
rites the offer or the acceptance in the presence of his principal and by 
his express direction, with a steel pen an inch long attached to an ordinary 
penholder, or whether his pen be a copper wire a thousand miles long"). 
More recently, the statute of frauds was held to have been satisfied by a 
elegram transmitted pursuant to telephonic instructions to the telegraph 
operator. Hillstrom v. Gosnay, 188 Mont. 388, 614 P.2d 466 (1980). To the 
same effect in the case of a “signed writing" sent by teletype, see Joseph 


(9th Cir. 1951), cert. denied, 342 U.S. 820 (1951), and cert. denied, 344 

.S. 829 (1952), and by mailgram, see Hessenthaler v. Farzin, 388 Pa. 
Super. 37, 564 A.2d 990 (1989) (mailgram is a *signed writing" within real 
estate statute of frauds; dictum in a footnote alludes favorably to e-mail, 
elexes, and faxes), and McMillan, Ltd. v. Warrior Drilling & Engineering 
Co., Inc., 512 So.2d 14, 4 UCC Rep. Serv. 2d (Callaghan) 1546 (Ala. 1986). 
In Apex Oil Co. v. Vanguard Oil & Service Co., Inc., 760 F.2d 417, 40 UCC 

ep. Serv. (Callaghan) 1221 (2d Cir. 1985), a telex was held to constitute a 
‘writing” satisfying the requirement of § 2-201(2) of a writing confirming 


puted in this case that the debtor was aware 
of the financing statement, the debtor had 
ead the statement, and by its word and 
deed had accepted the statement as authen- 
ic. From time to time, [debtor] requested 
and received from [secured party] releases 
of its security interest. A written adoption 
in this case was unnecessary." Id. 


^Article 9 does not state that a financ- 
ing statement must be in writing. It is only 
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the signature requirement, an authentica- 
tion requirement, that speaks in terms of a 
“writing.” The Article 9 requirement of a 
financing statement serves a notice function 
which can be fulfilled electronically; the 
requirement is not based on possibilities o 
fraud. Statute of frauds cases are mentioned 
simply as illustrations of courts being able 
to deal with new technology in relation to a 
pre-existing statutory framework. 


he existence of a contract. 


A telecopy or “fax” is a commonly used device for the electronic trans- 
mission of data. A fax may send data directly from one computer to an- 
other without the data having been on paper at the outset or being “printed 
out" on paper by the recipient; or the data might be on paper at one end 
and not the other; or the data might be on paper at both ends, giving the 
appearance of a reproduction. Accepting telecopies as writings within the 
meaning of § 2-201, see International Products & Technologies, Inc. v. 
Iomega Corp., 1989 U.S. Dist. LEXIS 13589, 10 UCC Rep. Serv. 2d 
(Callaghan) 694 (E.D. Pa. 1989), affd without op., 908 F.2d 962 (3d Cir. 
1990); Bazak Int'l Corp. v. Mast Industries, Inc., 73 N.Y.2d 113, 538 

.Y.S.2d 508, 585 N.E.2d 633, 7 UCC Rep. Serv. 2d (Callaghan) 1380 
(1989). Approximately a dozen states presently accept financing state- 
ments transmitted to the filing office by fax. 


Data transmitted electronically to a filing office, which provide all the in- 
formation required under the applicable provision of Article 9, constitute a 
financing statement or other filing under Article 9 and no statutory change 
is required to accommodate electronic filing under Article 9. Official 
Comment 1 to $ 9-402 is amended by the addition of the following language 
at the end: Nothing in Article 9 mandates a particular mode of transmis- 
sion to the filing office of the data required to be supplied for a financing 
statement or other filing, mandates that a filing be on paper or any partic- 

lar medium, or limits the filing officer's use of any particular technology 


for the receipt, storage, or retrieval of filings. Accordingly, data transmit- 

ed electronically to the filing office and reduced to tangible form constitute 
a financing statement or other filing under Article 9 if they provide all the 
information required under the applicable provision of Article 9. See PEB 
Commentary No. 15, dated July 16, 1996. 


*Electronically transmitted data ordi- tory language concerning “copies” are not 
narily do not purport to be copies of the data relevant to the issue dealt with in this Com- 
in a prior medium. Thus, cases and statu- mentary. 
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he Permanent Editorial Board (PEB) for the Uniform Commercial Code (UCC) acts under 
he authority of The American Law Institute and the Uniform Law Commission (also 
nown as the National Conference of Commissioners on Uniform State Laws). In March 
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policies of the UCC by affording guidance in interpreting and resolving issues raised by the 
CC and/or the Official Comments. The Resolution states that: 
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UCC by restating more clearly what the PEB considers to be the legal rule; (2) to state a preferred 
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the application of the UCC where the statute and/or the Official Comment leaves doubt as to inclu- 
sion or exclusion of, or application to, particular circumstances or transactions; (4) consistent with 
UCC $ 1-102(2)(b),* to apply the principles of the UCC to new or changed circumstances; (5) to 
clarify or elaborate upon the operation of the UCC as it relates to other statutes (such as the 
Bankruptcy Code and various federal and state consumer protection statutes) and general 
principles of law and equity pursuant to UCC § 1-103;** or (6) to otherwise improve the operation 
of the UCC.” 


For more information about the PEB, visit www.ali.org or www.nccusl.org. 


"Current UCC § 1-103(a)(2). **Current UCC § 1-103(b). 


PEB COMMENTARY NO 16 
SECTIONS 4A-502(D) AND 4A-503 


INTRODUCTION 


A funds transfer is a series of payment orders starting with an 
originator’s order to the originator’s bank to cause a sum certain amount 
of money to be paid to a beneficiary. The series of payment orders 
culminates with a beneficiary bank crediting the account of a beneficiary 
for that sum certain. U.C.C. $ 4A-104(a) (definition of funds transfer). The 
series of payment orders is a mechanism used to make a transfer of value 
hrough the debiting and crediting of bank accounts from the originator to 
he beneficiary. The funds transfer often involves one or more intermedi- 
ary banks that receive a payment order from the originator's bank or an- 
other bank. The receiving intermediary bank then issues its own payment 
order to another intermediary bank or the beneficiary's bank. Several 
cases have raised the issue of whether a creditor of the beneficiary may 
serve creditor process on an intermediary bank and thus “capture” the 

alue transfer while it is in process. 


Article 4A provides that the creditor of the beneficiary may not serve 
creditor process on any bank other than the beneficiary's bank. U.C.C. 
§ 4A-502(d). Official Comment 4 to § 44-502 further explains the concept, 
and does so in relation to a creditor of either the beneficiary or the 
originator: 

A creditor of the originator can levy on the account of the originator in the 

originator's bank before the funds transfer is initiated . . . [but] cannot reach 

any other funds because no property of the originator is being transferred. A 

creditor of the beneficiary cannot levy on property of the originator and until 

the funds transfer is completed by acceptance by the beneficiary's bank of a 

payment order for the benefit of the beneficiary, the beneficiary has no prop- 

erty interest in the funds transfer which the beneficiary's creditor can reach 

(emphasis supplied). 

Official Comment to $ 4A-503 further explains both § 4A-502(d) and 
$ 4A-503 are designed to prevent interruption of a funds transfer after it 
has been set in motion and that, in particular, intermediary banks are 
protected. 


A funds transfer is a series of payment orders that create contractual 
obligations only as to the sender and receiver of each payment order. 
hose contractual obligations are not the property of either the originator 
or the beneficiary. In a simple funds transfer, the originator instructs its 
bank, the originator’s bank, to debit the originator’s account and order the 
beneficiary's bank to credit the beneficiary. Those instructions are pay- 
ment orders. U.C.C. § 44-103 (definition of “payment order,” “beneficiary,” 
and “beneficiary's bank"; $ 4A-104 (definition of “funds transfer," “origina- 
or," and “originator’s bank"). See also Regulation J, 12 C.F.R. $ 210.26 
(governing payment orders issued to or by a federal reserve bank). The 
originator is the “sender” of the payment order and the originator’s bank is 
he “receiving bank." U.C.C. $ 44-103 (definitions of “sender” and “receiv- 
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ing bank"). If the originator's bank accepts the originators payment order, 

he originator owes an obligation to the originator's bank to pay the amount 
of the payment order. U.C.C. § 4A-402(b). The originator's bank owes an 
obligation to the originator to execute the accepted payment order accord- 
ing to the instructions of the originator. U.C.C. $ 44-302. 


In execution of the originator’s payment order, the originator's bank may 
send its own payment order to the beneficiary's bank, but more commonly 
it will send its payment order to an intermediary bank. U.C.C. $ 4A-104 
(definition of “intermediary bank"). The originator’s bank is the sender o 
its payment order and the intermediary bank is the receiving bank of that 
second payment order. Upon acceptance of that second payment order, the 
intermediary bank owes an obligation to the originator's bank, not the 
originator, to execute its own payment order that replicates the originator’s 
bank's payment order (emphasis supplied). U.C.C. $ 44-302 (obligation in 
execution owed by receiving bank to its sender). The originator’s bank, not 
he originator, owes payment of the originator bank's payment order to the 
intermediary bank. U.C.C. 8 4A-402(b) (sender owes obligation to pay the 
amount of an accepted payment order to its receiving bank). In the event 
he originator is not able to pay the amount of its payment order to the 
originator’s bank, but the originator's bank's payment order has been ac- 
cepted by the intermediary bank, the originator's bank still owes a pay- 
ment obligation to the intermediary bank. The intermediary bank has no 
right of recovery against the originator, but only has a right of recovery 
against the originator's bank (its sender) for payment of the payment 
order. 


Further, the intermediary bank will then issue its own payment order to 
he beneficiary's bank for the beneficiary's bank to credit the account of the 
beneficiary when the beneficiary's bank accepts that payment order. Ac- 
cordingly, the intermediary bank owes an obligation to pay for that order 
o the beneficiary bank, not the beneficiary. U.C.C. $ 4A-402(b). Upon the 
beneficiary bank's acceptance of the payment order, it is the beneficiary's 
bank that owes an obligation to pay the beneficiary, usually by crediting 
an account of the beneficiary. U.C.C. $ 44-404. See also Regulation J 
$8 210.28, 210.29, 210.30, 210.31, and 210.32. 


In summation, under the Article 4A structure, the issuance and accep- 
ance of payment orders create rights and obligations only as between the 
sender of the payment order and its receiving bank (e.g., between origina- 
or and originator’s bank as to the originators payment order), between 
he originator's bank and an intermediary bank as to the originator's 
bank's payment order, between the intermediary bank and the beneficiary 
bank as to the intermediary bank's payment order, and finally as between 
he beneficiary bank that has accepted a payment order and the beneficiary. 
Accepted and executed payment orders thus create contractual obligations 
hat result in a series of credits and debits to bank accounts. They do not 
involve a transfer of property of the originator to the beneficiary. A receiv- 
ing bank owes its contractual obligation to its sender to execute the pay- 
ment order and the sender owes its contractual obligation to pay the 
amount of the payment order to its receiving bank. The intermediary bank 
has no contractual obligation to the originator or to the beneficiary, and 


intermediary bank are credits in favor of the originator’s bank, and are not 
property of either the originator or the beneficiary (emphasis supplied). 


DISCUSSION 


In a series of cases applying Admiralty Rule B regarding attachment, 
he federal courts in New York have held that the intermediary bank in a 
funds transfer is holding “property” of the originator or beneficiary and 
have thus allowed creditor process on an intermediary bank in an effort to 
collect a debt owed by either the originator or the beneficiary (as the case 
may be).' See, e.g., Winter Storm Shipping, Ltd. v. TPI, 310 F.3d 263 (2d 
Cir. 2002), cert. denied, 539 U.S. 927 (2003); Aqua Stoli Shipping Ltd. v. 
Gardner Smith Pty Ltd., 460 F.3d 434 (2d Cir. 2006); Consub Delaware 
LLC v. Schahin Engenharia Limitada and Standard Chartered Bank, 534 

.3d 104 (2d Cir. 2008); Navalmar (U.K.) Ltd. v. Welspun Gujarat Stahl 

ohren, Ltd., 485 F. Supp. 2d 399 (S.D.N.Y. 2007); Compania Sudameri- 
cana de Vapores S.A. v. Sinochem Tianjin Co., 2007 WL 1002265 (S.D.N.Y. 
2007); but see Seamar Shipping Corp. v. Kremikovtzi Trade Ltd., 461 F. 
Supp. 2d 222 (S.D.N.Y. 2006). 


These decisions stem from the opinion of the court in Winter Storm that 
he value held by the intermediary bank is property of the originator. 

nder Article 4A, which is also adopted federal law in Regulation J for 
funds transfers through a federal reserve bank, the originator does not 
have any claim against the intermediary bank for return of the value in 
he event the funds transfer is not completed. Rather, the only party with 
a claim against the intermediary bank is the sender to that bank, which is 
ypically the originator’s bank. In an uncompleted funds transfer, it is the 
originator's bank that must refund the value to the originator. U.C.C. 
§ 4A-402(d). The intermediary bank owes its refund obligation to its sender, 
he originator's bank, not to the originator. The originator's bank must 
refund to the originator even if it cannot recover from the intermediary 
bank.? The beneficiary likewise has no claim to any payment from the 
intermediary bank. The beneficiary's only claim to the funds is against its 
bank, the beneficiary bank, and then only when the beneficiary bank has 
accepted the payment order. U.C.C. $ 44-404. The intermediary bank thus 
holds no property of either the originator or the beneficiary. Since 


'Federal Rules of Civil Procedure, 
Supplemental Rules for Certain Admiralty 
and Maritime Claims, Admiralty Rule B(1)(a) 
permits attachment of “the defendant's 
angible or intangible personal property" in 
he hands of named garnishees and thus al- 
ows garnishment of such property held by a 
bank. 


^A simple example illustrates how 
hese courts conflated privity-based contract 
claims between two parties to create prop- 
erty rights in a third party. Assume A owes 
B an obligation, B owes C an obligation, and 


C owes D an obligation. Under garnishment 
law, D cannot garnish A to satisfy the 
obligation C owes D. A holds no property o 
C (A owes B). Now substitute the Article 4A 
terms to this simple example. A is the 
intermediary bank who has received pay- 
ment of a payment order issued by B, the 
originator's bank, and C is the originator. D 
is the garnishing creditor. The court in 
Winter Storm and its progeny have in es- 
sence allowed D (the originator's creditor) to 
garnish A (the intermediary bank) to collect 
on the debt C (the originator) owes to D. 
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Admiralty Rule B does not define what is “property” of a party, normally’ 


courts look to other law on that issue. 


Other law is sufficient to define the parties' rights in a funds transfer. 
ticle 4A is uniform law, enacted in every state in the United States, and 
egulation J, which adopts in large part Article 4A’s provisions, is uniform 
in applying to all funds transfers through the federal reserve system. Both 
define uniformly the rights of parties in a funds transfer. The Consub 
court reasoned that leaving the functional usefulness of Rule B attach- 
ents to the vagaries of the laws of 50 states would create a measure o 
anarchy, but did not take into account that Article 4A is uniform law in all 
.S. jurisdictions and is adopted federal law.? Neither did the court explain 
how Rule B provides any basis for determining whether anyone had any| 


The courts following Winter Storm 
have not followed the applicable law directly 
on point regarding property rights, but have 
also not followed applicable precedent pre- 
dating Article 4A. The court in Reibor 
International Limited v. Cargo Carriers 
(Kacz-Co.) Ltd., 759 F.2d 262 (2d Cir. 1985), 
considered whether the CHIPS credit in- 

olved was property subject to attachment 
under the Admiralty Rules. The court said 
hat federal law generally governs questions 
as to the validity of Rule B attachments, but 
he Admiralty Rules themselves offered 
ittle guidance and so the court agreed with 
he district court that state law more di- 
ectly in point should be turned to. This is 
entirely consistent with respect to other 
contexts where federal law relies on state 
aw to determine whether property is in- 
olved, such as in bankruptcy. See, e.g., 
Butner v. United States, 440 U.S. 48 (1979). 
Also the Court in Grain Traders, Inc. v. 
Citibank, N.A., 160 F.3d 97 (2d Cir. 1998), 
ecognized the applicability of U.C.C. Article 
4A when it held that law prevents an origi- 
ator of a funds transfer from suing an 
intermediary bank. Id. at 102. Grain Traders 
emains good law in the Second Circuit and 
its logic applies to suits by beneficiaries as 
ell. 

Further, looking for a federal prece- 
dent concerning the “susceptibility of funds 
involved in an EFT to attachment under 
Admiralty Rule B," Winter Storm turned to 

nited States v. Daccarett, 6 F.3d 37 (2d 
Cir. 1993), a forfeiture case involving the 
drug trafficking and money laundering 
activities of a Colombian drug cartel. 310 
F.3d at 276-77 (“The case is instructive in 
he admiralty field because the attachments 
of funds in Daccarett were accomplished 
pursuant to the Admiralty Rules, incorpo- 
ated by reference into the forfeiture stat- 
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ute.") Reasoning from Daccarett's holding 
that “‘an EFT while it takes the form of a 
bank credit at an intermediary bank is 
clearly a seizable res under the forfeiture 
statutes, ” id. at 276 (quoting Daccarett, 6 
F.3d at 55), Winter Storm concluded that 
the “inclusive language of [Rule B] and the 
EFT analysis in Daccarett combine to fash- 
ion a rule in this Circuit that EFT funds in 
the hands of an intermediary bank may be 
attached pursuant to [Rule B]." 310 F.3d at 
276. Consub endorsed Winter Storm's reli- 
ance on Daccarett, with minimal indepen- 
dent analysis. See 543 F.3d at 110—11. It 
should be noted that Rule B remains un- 
changed for all relevant intents and pur- 
poses since Winter Storm was decided in 
2002 even though, effective December 1, 
2006, the rules embodying the practice o 
maritime attachment in civil forfeiture ac- 
tions and other in rem proceedings have 
been renamed the Supplemental Rules for 
Admiralty or Maritime Claims and Asset 
Forfeiture Actions (the *Supplemental 
Rules"). The revised Supplemental Rules 
added, inter alia, the reference to “Asset 
Forfeiture Actions,” and Rule G, governing 
forfeiture actions in rem arising from a 
federal statute, “to bring together the central 
procedures that govern civil forfeiture ac- 
tions.” Supplemental Rule G, Advisory Com- 
mittee’s Note. The point is that Daccarett 
never decided whether either an originator 
or a beneficiary of the funds transfer had a 
property interest in the amount involved in 
a funds transfer received by an intermedi- 
ary bank. It did not need to do so because in 
a forfeiture case funds can be seized even i 
they do not constitute property of the defen- 
dant. The Daccarett court, as appropriate in| 
a forfeiture case, identified the amount o 
the funds as “traceable” to an illicit activity 
and therefore subject to attachment under 
21 U.S.C. § 881(a). This is a critical differ- 


‘property” rights in the value held at the intermediary bank.* 


ence. 
Moreover, as a remedy quasi in rem, 
he validity of a Rule B attachment depends 
entirely on the determination that the res 
at issue is property of the judgment debtor 
at the moment it is attached. See J. Laurit- 
zen A/S v. Dashwood Shipping, Ltd., 65 F.3d 
139, 141 (9th Cir. 1995) (Rule B attachment 
characterized as quasi in rem jurisdiction 
"because jurisdiction is derived solely from 
he attachment of the property of the defen- 
dant"). Forfeiture, on the other hand, is a 
emedy in rem, based as it is on the legal 
ction that * property used in violation of 
aw [is] itself the wrongdoer that must be 
held to account for the harms it [has] 
caused.’” United States v. 92 Buena Vista 
Avenue, 507 U.S. 111, 125 (1993). This is a 
critical distinction between actions proceed- 
ing under Supplemental Rule C—now Rule 
G—and those brought under Rule B; it is 
not a *distinction[] without a difference," as 
inter Storm found. 310 F.3d at 278. 
Accordingly, unless there is supersed- 
ing federal law, such as a drug forfeiture 
aw or a regulation of the Treasury Depart- 
ment's Office of Foreign Assets Control 
(“OFAC”), Article 4A must be honored. Rule 
B is not such a superseding law. 


"The Consub court believed that the 
inter Storm rule was not shown to be 
unworkable. Note that U.C.C. Article 4A is 
substantially premised on the ability to net 
obligations because of the large sums in- 
olved. U.C.C. § 44-403. If a particular cred- 
itor can seize funds and frustrate that plan, 
he resultant systemic risk may provide the 
demonstration that the Winter Storm ap- 
proach and its progeny are unworkable. 
Even absent that scenario, the Winter 
Storm approach is proving to be practically 
unworkable. The result of the Winter Storm 
approach has been a staggering number of 
maritime writs that New York banks are 
equired to process on a daily basis. For 
example, from October 1, 2008 to January 
31, 2009, maritime plaintiffs filed 962 law- 
suits seeking to attach more than $1.35 bil- 
ion. These lawsuits constituted 33 percent 
of all lawsuits filed in the Southern District 
of New York during that period, and the 
esulting maritime writs only add to the 
burden of 800 to 900 prior writs already 
served daily on the Districts banks. The 
numbers have tapered off only slightly dur- 


ing the past months; from February 1, 2009 
to April 30, 2009, maritime plaintiffs filed 
498 lawsuits seeking to attach a total o 
$720 million. The explosion of maritime 
writs served on the banks has been logisti- 
cally overwhelming. 

Of even more significance, however, 
this explosion of writs creates an additional 
threat to the U.S. dollar as the world's pri- 
mary reserve currency and New York's 
standing as a center of international bank- 
ing and finance. Confronted with this situa- 
tion, companies around the world may well 
consider restructuring their transactions to 
provide for payments in euros, sterling, yen, 
or some other currency to avoid using U.S. 
dollars cleared through intermediary banks 
in the United States, or clear transactions 
through one of the proliferating off-shore 
dollar clearing networks. Because the only 
contact with the United States in most o 
these transactions is the use of an interme- 
diary bank in the United States to clear U.S. 
dollars, the U.S. litigation apparatus can be 
avoided entirely by the relatively simple ex- 
pedient of using a different currency. As a 
result, Winter Storm and its progeny have 
had a far greater, and damaging, potential 
impact on U.S. and foreign banks located in| 
New York than might have been anticipated. 

An additional significant problem for 
banks is that the only practical way in 
which they can accommodate post-Winter 
Storm attachments is by frequent amend- 
ments to their software filters used to iden- 
tify transactions involving entities and other 
persons whose financial transactions are 
blocked under OFAC regulations. OFAC 
administers U.S. economic sanctions pro- 
grams arising under the Trading with the 
Enemy Act, 50 U.S.C. app. $5, the 
International Emergency Economic Powers 
Act, 50 U.S.C. 88 1701 to 1706, and other 
statutes. OFAC regularly issues bulletins 
that add or delete entities or persons from 
its lists, and banks must update their 
screening software to reflect these changes. 
This year, OFAC has updated its lists 19 
times through May 6, 2009 (83 business 
days). By contrast, new maritime attach- 
ment orders were filed nearly every busi- 
ness day. The process of constantly amend- 
ing the software filters to deal with this flood 
of maritime attachments has greatly in- 
creased the burden on the banks, requiring 
them to take down their OFAC filters almost 
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CONCLUSION 


In uniform law under Article 4A and under Regulation J, neither the 
originator nor the beneficiary of a funds transfer has any property claim to 
he value held by an intermediary bank in a funds transfer. Thus, neither 
a creditor of an originator nor the creditor of a beneficiary may success- 
fully issue creditor process? to an intermediary bank as the intermediary 
bank is not holding property of either the originator or the beneficiary. To 
he extent that the cases cited earlier indicate to the contrary, that reason- 
ing is disapproved and should not be followed. 


every day, vastly increasing the chance that 

he OFAC database will be corrupted by the 
manipulation, and substantially increasing 
he number of “hits,” including numerous 
alse positives that these filters now gener- 
ate, creating real risks of inefficiency and 
error. 

In addition, permitting a beneficiary's 
creditor to attach a funds-transfer credit, 
ordinarily held only momentarily in New 

ork, would exacerbate the considerable 
due-process concerns inherent in restrain- 
ing a funds transfer. The defendants in mar- 
itime cases invariably are foreign corpora- 
ions with few or no contacts with the 

nited States. In many of the cases the de- 
endant does not appear to have significant 
contacts, if any, with New York. Indeed, for 
a maritime defendant's property to be prima 
acie subject to a Rule B attachment, the 
plaintiff is required to attest, pursuant to 


Rule B(1)(b), that the defendant could not 
be found within the District. See STX 
Panocean (UK) Co., Ltd. v. Glory Wealth 
Shipping Pte Ltd., 560 F.3d 127, 130-31 (2d 
Cir. 2009). Moreover, the funds transfers at 
issue are often meant to effect payment from 
a third party's non-U.S. account to the 
defendant's non-U.S. account, or vice versa. 
The New York garnishee banks in most 
cases are involved as intermediary banks 
only because the payment was denominated 
in U.S. dollars. 


"«Creditor process" means levy, attach- 
ment, garnishment, notice of lien, sequestra- 
tion, or similar process issued by or on 
behalf of a creditor or other claimant with 
respect to an account. As to “account,” see 
“authorized account" defined in U.C.C. § 4A- 
105(a)(1). 
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1972 Official Text Showing Changes 
Made in former Text of Article 9, 
Secured Transactions, and of Related 
Sections and Reasons for Changes 


General Comment on the Approach of the 
Review Committee for Article 9* 


Article 9 of the Uniform Commercial Code was the first integration o 
he badly fragmented field of chattel security. It was, therefore, the most 
innovative of the articles of the Code, and many persons have indicated 
heir belief that it is the Code's most valuable article. 


Nevertheless, the fact that it was a first integration of complex problems 
led to some imperfection of the drafting. The Reporters have reported to 
he Committee many instances in which the drafting could be improved for 
clarity or to answer questions that can be posed that are not now clearly 
answered. Yet the outstanding result of Article 9 in practice has been that 
it has been gratifyingly successful; that no errors with serious conse- 
quences have been disclosed; and that the demands for change have been 
in relatively narrow areas. The Committee has therefore felt that it is not 
its responsibility, consistent with the terms of creation of the Permanent 
Editorial Board, to seek perfection where the Code appears to be working 
satisfactorily without significant problems in practice, for to do so would 
run the risk of opening up still further problems. 


The Committee has in mind that at a minimum the changes finally 
adopted by it, the Permanent Editorial Board and the sponsoring organiza- 
ions will take several years to enact in the 51 jurisdictions which have 
now adopted the Code, and that it would be a great mistake to introduce 
serious non-uniformity into any fundamental aspect of operations under 
Article 9. The Code must remain uniform in its day-to-day impact and 
operation even if there should be a significant period which may elapse 
before the Committee's ultimate proposals are adopted in all enacting 
jurisdictions. Thus the proposed changes must be compatible in operation 

ith the existing Code, and the Committee has eschewed amendment 
merely for the sake of theoretical improvement where there was no press- 
ing problem illustrated by non-uniform amendment or by substantial 
demand for change. 


"The Review Committee for Article 9 
prepared the following document to aid 
nderstanding of its recommendations. The 
discussion is by topics rather than by sec- 
ion as in the Reasons for Change and in 
he Comments. This document has not been 
approved by the Permanent Editorial Board 
or the Uniform Commercial Code or by the 


Council of the American Law Institute. This 
document is in the form approved at the last 
meeting of the Committee in October, 19770. 
Where the Permanent Editorial Board rec- 
ommended changes in the statutory text 
which are inconsistent with the Committee's 
discussion, that fact is noted in footnotes. 
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The proposed changes have been limited to Article 9 except in a few in- 
stances where an individual section of Article 1, 2 or 5 had to be changed 
o correspond with the changes in Article 9. 


The Review Committee has not sought herein to follow the Permanent 
Editorial Board's past practice of commenting individually on non-uniform| 
amendments, but has proposed a revision in depth of Article 9 to take into 
account the amendments and also criticisms that might lead to non- 

niform amendments. To the extent that the Committee has not incorpo- 
rated amendments in its proposals in exact words or in substance, they 
should be deemed disapproved as merely stylistic or mere matters of detail, 
or because the problem was handled in some other fashion, or because the 
Committee disagreed as a matter of policy. 


There will be Reasons for Change and revised Comments to the sections 
changed. In addition, because the proposed changes in any given section 
ay be related to several different problems, and the solution to one 
problem involves changes in more than one section, there is set forth 
below a Description of Proposed Changes from the 1962 Text, with Reasons 


herefor, arranged by topic.' 


The topics discussed are the following: 


A. Fixtures 

B. Crops and Farm Products 
C. Timber 

D. Oil, Gas and Minerals 


E. Intangibles, Proceeds and Priorities 


F. Conflict of Laws 


The Committee has had a difficult 
judgmental task in determining the length 
and the amount of detail in this Statement. 

o outline the problems considered in full 
detail with discussion of arguments pro and 
con and other possible solutions would have 
expanded this Statement to the length of a 

reatise. The Committee has sought to find 
an appropriate middle ground in succinct 
statements of the difficulties of the existing 
Code and the intended operation of sug- 
gested solutions. These should be under- 
standable to persons basically familiar with 

he concepts of Article 9. There is an exten- 
sive literature in which the reader can find 
most of the problems discussed in more 
detail. It would not be possible in this State- 
ment to cite all of the worthwhile discus- 
sions, but mention may be made of Gilmore, 
Security Interests in Personal Property (2 

olumes, 1965); Coogan, Hogan and Vagts, 
Secured Transactions under the Uniform 
Commercial Code (2 volumes, 1963); 
Hawkland, A Transactional Guide to the 

niform Commercial Code (ALI-ABA Joint 
Committee on Continuing Legal Education, 
2 volumes, 1964, (hereinafter referred to as 
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ALI-ABA Joint Committee); Spivack, Se- 
cured Transactions (ALI-ABA Joint Com- 
mittee, 1960); Davenport and Henson, Se- 
cured Transactions—ii, (ALI-ABA Joint 
Committee, 1966); and Uniform Commercial 
Code Handbook, (American Bar Ass’n, 1964). 
There have been published transcripts o 
three discussions in which various members 
of the Committee, Reporters, Consultants 
and other specialists have discussed in 
depth some of the problems here considered: 
A Practical Approach to Article 9 of the 
Uniform Commercial Code, 19 Bus.Law. 20 
(1963); Advanced ALI-ABA Course of Study 
on Banking and Secured Transactions Un- 
der The Uniform Commercial Code (ALI- 
ABA Joint Committee, 1968); Problems o 
Lenders, Borrowers and Sellers Under the 
Uniform Commercial Code (1968). The ex- 
tensive and valuable discussions of some o 
these problems in periodic legal literature 
may be located through the usual indices 
and also through Ezer, Uniform Commercial 
Code Bibliography and Supplements (ALI- 
ABA Joint Committee, 1966, 1967 and 
1969). 


AMENDMENTS 


G. Motor Vehicles and Related Problems of Perfection 
H. Matters of Scope 

I. Filing 

J. Default 


A. Fixtures 


-1. Section 9-313 deals with the problem that certain goods which are the 
subject of chattel financing become so affixed or otherwise so related to 
real estate that they become part of the real estate, and the chattel 
interests would be subordinate to real estate interests except as protected 
by the priorities regulated by the section. Such goods are called "fixtures." 
Some fixtures also retain their chattel nature in that a chattel financing 

ith respect to them may exist and may continue to be recognized. But 
his concept does not apply if the goods are integrally incorporated into the 
real estate. 


-2. Existing Section 9-313 states that the rules of the Section do not ap- 
ply to goods incorporated in the structure in the manner of lumber, etc. 

his formulation of the problem would lead to the conclusion that these 
goods integrally incorporated into real estate are not fixtures. In contrast, 
he Committee's proposal defines "fixture" to include any goods which 
become so related to particular real estate that an interest in them arises 

nder real estate law and therefore, goods integrally incorporated into the 
real estate are clearly fixtures. This usage, in the Committee's opinion, 
conforms more clearly to pre-Code usage in most states than does the 
existing Section 9-313, and therefore permits a less confusing reference to 


pre-Code cases. There is no practical difference, however, because the 
Committee's proposal, like the existing Section 9-313, provides in substance 
hat no security interest exists under Article 9 in ordinary building materi- 
als incorporated into an improvement on land. 


-3. Thus both the existing section and the Committee proposal recognize 
hree categories of goods: (1) those which retain their chattel character 
entirely and are not part of the real estate; (2) ordinary building materials 

hich have become an integral part of the real estate and cannot retain 
heir chattel character for purposes of finance; and (3) the intermediate 
class which has become real estate for certain purposes, but as to which 
chattel financing may be preserved. This third and intermediate class is 
he primary subject of Section 9-313. The demarcation between these clas- 
sifications is not delineated by this section. 


-4. Goods may be technically “ordinary building materials," e.g., window 
glass, but if they are incorporated into a structure which as a whole has 
not become an integral part of the real estate, the rules applicable to the 
ordinary building materials follow the rules applicable to the structure 
itself. The outstanding examples presenting this kind of problem are the 
modern *mobile homes" and the modern prefabricated steel buildings us- 
able as warehouses, garages, factories, etc. In the case of the mobile homes, 
most of them are erected on leased land and the right of the debtor under 
a mobile home purchase contract to remove the goods as lessee will make 
clear that his secured party ordinarily has a similar right. See proposed 
paragraph (5)(b) of Section 9-313. In cases where mobile homes or prefab- 
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ricated steel buildings are erected by a person having an ownership inter- 
est in the land, the question into which category the buildings fall is one 
determined by local law. In general, the governing local law will not be 
hat applicable in determining whether goods have become real property 
between landlord and tenant, or between mortgagor and mortgagee, or be- 
ween grantor and grantee, but rather that applicable in a three-party sit- 
ation, determining whether chattel financing can survive as against par- 
ies who acquire rights through the affixation of the goods to the real 
estate. 


-5. The assertion that no security interest exists in ordinary building 
materials is only for the operation of the priority provisions of this section. 
It is without prejudice to any rights which the secured party may have 
against the debtor himself if he incorporated the goods into real estate or 
against any party guilty of wrongful incorporation thereof in violation o 
he secured party's rights. 


-6. In considering fixture priority problems, there will always first be a 
preliminary question whether real estate interests per se have an interest 
in the goods as part of real estate. If not, it is immaterial, so far as concerns 
real estate parties, as such, whether a chattel security interest is perfected 
or unperfected. In no event does a real estate party acquire an interest in 
a “pure” chattel just because a security interest therein is unperfected. I 
on the other hand real estate law gives real estate parties an interest in 

he goods, a conflict arises and this section states the priorities. 


-7. The general principle of priority announced in the proposed Section 
9-313 is set forth in paragraph (4)(b). It is basically that a fixture filing 


gives to the fixture security interest priority as against other real estate 
interests according to the usual priority rule of conveyancing, that is, the 
first to file or record prevails. An apparent limitation to this principle set 
forth in paragraph (4b), namely that the secured party must have had 
priority over any interest of a predecessor in title of the conflicting 
encumbrancer or owner, is not really a limitation, but is an expression o 
he usual rule that a person must be entitled to transfer what he has. 
hus, if the fixture security interest is subordinate to a mortgage, it is sub- 
ordinate to an interest of an assignee of the mortgage even though the as- 
signment is a later recorded instrument. Similarly if the fixture security 
interest is subordinate to the rights of an owner, it is subordinate to a 
subsequent grantee of the owner and likewise subordinate to a subsequent 
mortgagee of the owner. 


-8. A qualification of the rule based on priority of filing or recording is 
paragraph (4)(d), where rules of priority in filing or recording are 
preserved, but there is no requirement that as against a judgment lienor 
of the real estate, the prior filing of the fixture security interest must be in 
he real estate records. The Committee thought that the fixture security 
interest if perfected first should prevail even though not filed or recorded 
in real estate records, because a judgment creditor is not? a reliance credi- 
or who would have searched records. Thus, even a prior filing in the chat- 


"It has since been pointed out that in confession of judgment to obtain a real 
Pennsylvania, because of the use of the estate lien, the judgment creditor may be a 
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el records should protect the priority of a fixture security interest against 
a subsequent judgment lien. 


It is hoped that this rule will also have the effect of preserving a fixture 
security interest against invalidation by a trustee in bankruptcy. That 

ould, of course, be the result under Section 60a of the Bankruptcy Act i 
he time of perfection of the fixture security interest were measured by the 
judgment creditor test applicable to personal property. It would not be the 
result if the time of perfection were measured by the purchaser test ap- 
plicable to real estate. It is hoped that since the fixture security interest 
arises against the goods in their capacity as chattels, the bankruptcy 
courts will apply the judgment creditor test. But the effectiveness of the 
Committee's drafting to achieve its purpose cannot be known certainly 
ntil the courts adjudicate the question or until it is settled by amendment 
o Section 60a of the Bankruptcy Act. 


The phrase *lien by legal or equitable proceedings" is taken from Section 
70c of the Bankruptcy Act, and is intended to encompass all of the three 
ays in which judgment liens are there described. 


It has been suggested that a fixture security interest perfected against 
lien creditors but subordinate to other real estate interests might be 
ulnerable to attack under Section 70e of the Bankruptcy Act. The inter- 
pretation involved is in dispute among bankruptcy scholars. In any event, 
hose concerned with the question can avoid the issue by not taking| 
advantage of the proposed statutory sanction of a filing in other than the 
real estate records. 


It was also suggested that paragraph (4)(d) should provide for a 10-day 
grace period like those in Sections 9-301(2) and 9-312(4). But the Commit- 
ee thought the practical need for such a provision was slight and did not 
justify the resulting complexities. 


-9. A special exception to the usual rule of priority based on time is the 
one of paragraph (4)(c) in favor of holders of security interests in factory 
and office machines, and in certain replacement domestic appliances, as 
discussed below. This is not as broad an exception as it might seem. To 
repeat, a fixture conflict is reached only if the goods are held as a matter o 
local law to have become part of the real estate. If so, the rule of paragraph 
(4)(c) operates only if the fixture security interest is perfected before the 
goods become fixtures. Having been perfected, it would of course have 
priority over subsequent real estate interests under the rule of paragraph 
(4)(b). Since it would in almost all cases be a purchase money security 
interest, it would also have priority over other real estate interests under 

he purchase-money priority of paragraph (4)(a), to be discussed in 


perfection is by any method permitted by the article, and not exclusively 
by fixture filing in the real estate records. This rule is made necessary by 
he confusions of the law as to whether certain machinery and appliances 
become fixtures. 


As an additional point, in the case of machinery, the separate statement 


eliance creditor. 
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of this rule makes clear that it is not overridden by the construction 
mortgage priority of subsection (6), as would have been true if reliance had 
been solely on the purchase money priority. The Committee considers that 
factory and office machines are not always financed as part of a construc- 
ion mortgage, and that it is reasonable to expect the mortgagee to be alert 
o conflicting chattel financing of these machines. 


-10. As to appliances, the rule stated is limited to readily removable 
replacements, not original installations of appliances. To facilitate financ- 
ing of original appliances in new dwellings as part of the real estate financ- 
ing of the dwellings, no special priority is given to chattel financing of the 
appliances. The section leaves to other law of the state the question 

hether original installations are fixtures to which the protection accorded 
by this section to construction mortgages would be applicable. Likewise, it 
is recognized that (when not supplied by tenants) appliances in commercial 
apartment buildings are intended as permanent improvements, and no 
special rule is stated for appliances in that case. The special priority rule 
here stated in favor of chattel financing is limited to situations where the 
installation of appliances may not be intended to be permanent, i.e., 
replacement appliances in apartment units that are likely to be owner- 
occupied—those with not more than four family units.? The principal effect 
of the rule is to make clear that a secured party financing occasional 
replacements of domestic appliances in dwellings, duplexes or similar 

nits need not concern himself with real estate descriptions or records but 
ay perfect by ordinary chattel filing; indeed, a purchase-money replace- 
ent in the buyer's own dwelling will be consumer goods, and perfection 
ithout filing will be possible. (The priority against the construction 
ortgage has no application to replacement appliances.) 


-11. The principal exception to the rule of priority based on time of filing 
or recording is a priority given in paragraph (4)(a) to purchase money se- 
curity interests in fixtures as against prior recorded real estate interests, 
provided that the purchase money security interest is filed as a fixture fil- 
ing in the real estate records before the goods become fixtures or within 10 
days thereafter. This priority corresponds to one given in Section 9-312(4), 
and the 10 days of grace represents a reduction of the purchase money 
priority as against prior interests in the real estate under the present 
Section 9-313, where the purchase money priority exists even though the 
security interest is never filed. 


It should be emphasized that this purchase money priority with the 10- 
day grace period for filing is limited to rights against prior real estate 
interests. There is no such priority with the 10-day grace period as against 
subsequent real estate interests. The fixture security interest can defeat 
subsequent real estate interests only if it is filed first and prevails under 
he usual conveyancing rule recognized in paragraph (4)(b). 


-12. The purchase money priority presents a difficult problem in relation 


The Permanent Editorial Board re- for the buyer's personal or family purposes. 
ised the Committee's draft to limit this The reference to buildings of four units or 
ule, so far as it concerns replacement ap- less was eliminated. 

pliances, to consumer goods, i.e., those used 
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o construction mortgages. The latter will ordinarily have been recorded 
even before the commencement of delivery of materials to the job, and 
herefor will be “prior” as against the fixture security interests. Present 
Section 9-313(4) seeks to work this out by treating each advance under a 
construction mortgage as a separate subsequent loan, but then gets into 
difficulties of language as to the times of actual advance and the times o 
commitment. The Committee's proposal is far more favorable to real estate 
interests, because it provides that the purchase money priority does not 
apply as against construction mortgages. The latter will ordinarily be re- 
corded before the filing of the fixture security interest, and therefore will 
have priority over the latter under the basic rule of paragraph (4)(b), and 
subsection (6) expressly states this subordination. It is the Committee's 
intention that the priority of a construction mortgage shall apply only dur- 
ing the construction period leading to the completion of the improvement; 
and that as to additions to the building made long after completion of the 
improvement, the construction priority will not apply simply because the 
additions are financed by the real estate mortgagee under an open end 
clause of his construction mortgage. In such case, the applicable principles 

ill be those of paragraphs (4)(a) and (4)(b). The Committee has further 
provided that a refinancing of a construction mortgage has the same prior- 
ity as the mortgage itself. The phrase *an obligation incurred for the 
construction of an improvement" is intended to cover both optional ad- 
ances and advances pursuant to commitment, and to include advances for 
incidental expenses such as financing and title costs." 


-13. The term “fixture filing" has been introduced and defined. It helps to 


emphasize a point that was intended but not clearly set forth in the exist- 
ing Code—that when a filing is intended to give the priority advantages 
herein discussed against real estate interests, the filing must be for record 
in the real estate records and indexed therein, so that it will be found in a 
real estate search (except as stated in paragraphs A-8 to A-10). 


-14. The prior uniform provisions seemed to make it possible for a fixture 
supplier to retain a security interest against a contractor, to the possible 
surprise and deception of real estate interests. Proposed Section 9-313(4) 
(a) and (b) preclude such retention by a fixture supplier by denying prior- 
ity to the security interest unless the debtor has an interest of record in 
he real estate. 


-15. The status of fixtures installed by tenants (as well as such persons 
as licensees and holders of easements) is unclear under the present Code. 
he Committee's proposal in paragraph (5)(b) is that if the debtor (tenant 
or other interest mentioned) has the right to remove the fixture as against 
a real estate interest, the secured party has priority over that real estate 


here will be no exception of fixtures from the rule that a purchase money 
security interest in consumer goods is perfected without filing, and thus 
good against lien creditors and the trustee in bankruptcy. See paragraph 


“The Permanent Editorial Board make clear that the term “construction 
changed the text of Section 9-313(1)(c) to mortgage” may cover land acquisition costs. 
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-8. The fixture security interest would no longer have to be filed in all 
cases, but only in cases (for goods other than replacement appliances) in 
hich priority against real estate parties is desired. 


-17. In summary, effort has been made by a fresh approach to provide 
substantive rules that should satisfy the legitimate interests of all parties. 
In the Committee's opinion, there remains a necessity to preserve the pos- 
sibility of purchase money fixture financing notwithstanding the existence 
of mortgages on the real property. Real estate lending is typically long- 

erm, and is usually done by institutional investors who can afford to take 
a long view of the matter rather than concentrating on the results of any 
particular case. 


It is apparent that a rule which permits and encourages purchase money 
fixture financing, which in contrast is typically short term, will result in| 
he modernization and improvement of real estate rather than in its 
deterioration and will on balance benefit long-term real estate lenders. 
Because of the short-term character of the chattel financing, it will rarely 
produce any conflict in fact with the real estate lender. The contrary rule 

ould chill the availability of short-term credit for modernization of real 
estate by installation of new fixtures and in the long run could not help 
real estate lenders. 


The reported difficulty in locating relevant fixture security interests ap- 
plicable to particular parcels of real estate has been cured by new provi- 
sions as to real estate description in fixture filings, the indexing thereof, 
and other related provisions in Part 4 of Article 9. 


The weightiest objection to present Section 9-313 was to the possibility 
hat fixtures constituting material portions of the value of a building might 
come into the building subject to fixture security interests which might 
have priority over the rights of a construction mortgagee. The proposed 
reatment reverses the position of the existing Code and accords priority to 
he construction mortgagee. 


The draft does not go as far as some of the non-uniform amendments, 

hich would subject fixture filing to the burden of obtaining full “legal 
descriptions" of real estate and would deny fixture security interests prior- 
ity against existing real estate parties who had not consented thereto, thus 
negating the purchase money concept. The Committee's changes move 

ery substantially toward the views which gave rise to such amendments, 
but do not go all the way. 


B. Crops and Farm Products 


-1. In contrast with dissatisfaction with the Code's classification of timber, 
discussed in Section C, no difficulty seems to have arisen with respect to 
he recognition in Section 2-107 and in the definition of goods in Section 
9-105(1) that growing crops are goods and therefore chattels. This still 
leaves a possibility that real estate parties such as mortgagees or grantees 
may have some interest in them. Section 2-107(3) recognizes that a 
contract for sale of growing crops may have to be recorded in realty re- 
cords for protection of the buyer against real estate rights, and the Com- 
mittee has found no indication that this provision declaratory of the pre- 
Code law has caused any difficulty. Thus no change is proposed. 
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-2. The assumption that crops are chattels was carried through in pre- 
Code law by the treatment of crop mortgages as chattel mortgages. In 


-8. The Code carries through this treatment. It treats an encumbrance o 
growing crops as a Code security interest for which a financing statement 
is required for perfection. A description of the land in the security agree- 
ment is required in Section 9-203(1)(a) and a requirement of description o 
he land in the financing statement is set forth in Section 9-402(1) and (3). 
Alternatives (2) and (3) of Section 9-401(1) add to the usual rule that a fil- 
ing for farm products be at the residence of the debtor an additional rule 
hat there be a filing on growing crops in the county where the land is sit- 

ated, but these provisions do not indicate that the filing in the latter 
county should be in the real estate records. This is clear from two 
circumstances: The name of the applicable office is left blank in these two 
Alternatives of Section 9-401(1) rather than being specified (as is true for 
fixtures) as the office where a mortgage on the real estate concerned would 
be filed or recorded. Also, Alternative (1) for Section 9-401(1) contemplates 
filing for crops only in the office of the Secretary of State, and this could 
not be intended as a real estate filing. 


-4. Several states have departed from the Official Text by making it clear 
hat the filing of a crop mortgage should be treated as a real estate filing 
and there is logic to this. But the Official Text seems to have worked 
satisfactorily without extensive criticism in other states, and the Commit- 
ee has determined not to make so extensive a change in theory and 
practice as to require crop mortgages to be filed or recorded in the real 
estate records. To have made the change would have required the real 
estate on which crops are growing to be described with a particularity suit- 
able for real estate records, as set forth in proposed Section 9-402(5). But 
practice in crop mortgages has never been to require particularity in 
describing land on which crops are growing, and a substantial change in 
practice would have been required. 


-5. There may nevertheless be rights of real property mortgagees or 
grantees in growing crops if Code security interests in the crops have not 
been properly filed, comparable to the rights referred to in Section 2-107(3). 

he Committee has not thought it possible in the Uniform Code to deal 

ith the diversity of existing state law on the interrelation of chattel secu- 


-6. Existing Section 9-204(4)(a) provides that no security interest in crops 
attaches under an after-acquired property clause to crops which become 
such more than one year after the security agreement, unless the agree- 
ment involves certain real estate transactions. The obvious purpose of this 
provision was to protect a necessitous farmer from encumbering his crops 
for many years in the future. The provision does not work because there is 
no corresponding limit on the scope of a financing statement covering 
crops, and under the Code's notice-filing rules the priority position of a se- 
curity arrangement covering successive crops would be as effectively 
protected by the filing of a first financing statement whether the granting 
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clause as to successive crops was in one security agreement with an after- 
acquired property clause or in a succession of security agreements. On the 
other hand the section does require an annual security agreement for 
crops even when the encumbrance on crops is agreed to as part of a long- 
erm financing covering farm machinery and other assets. The provision 
hus appears to be meaningless in operation except to cause unnecessary 
paperwork, but it does introduce some element of uncertainty as to its 
purpose. The Committee proposes to eliminate it. See also the next 
paragraph. 

-7. The priority provision of Section 9-312(2) seems related to the same 
hinking as discussed in the preceding paragraph, and was intended 
perhaps to permit enabling crop financing, notwithstanding the existence 
of prior crop financing. However, subsection (2) is severely limited by a 
provision that the priority granted to current enabling financing applies 
only as against earlier interests which are six months or more in default. 
In the absence of any demand therefor, it would be inappropriate to at- 
empt to create a revolutionary change in crop financing with a broad en- 
abling priority to finance current crops. Such an attempt would probably 
be ineffectual in any event because lenders on machinery and real estate 

ho claim crops could readily provide that it would be an event of default 
for the debtor to finance under the proposed enabling priority. The Com- 
mittee has determined therefore to leave subsection (2) unchanged, even 

hile recognizing that it is of little practical effect. 


-8. Several states have indicated their dissatisfaction with existing Section 
9-302(1)(c), which provides a non-filing rule for purchase money security 


reducing the amount. Authors on farm problems have suggested that the 
section is disadvantageous rather than advantageous to a farmer, because 
it in effect makes his farm machinery useless as collateral in view of pro- 
spective lenders' fear that there may be unfiled perfected security interests. 
he $2500 amount cannot be dismissed by lenders as immaterial, because 
substantial aggregates of collateral could have been financed by separate 
purchase money transactions each of which was no greater than $2500. 


The Committee proposes that Section 9-302(1)(c) be eliminated. This 
makes unnecessary the reference to farm equipment in Section 9-307(2), 

hich deals with the rights of certain buyers against perfected but unfiled 
security interests. 


-9. A comparable problem exists with respect to the provision of Section 
9-307(1) which makes inapplicable to farm products the usual rule of that 
section protecting a buyer in ordinary course of trade who buys goods from 
a person engaged in selling goods of that kind and permitting him to take 
free of any security interest created by his seller. The existing section 
reflects pre-Code practice in distinguishing between a farmer's inventory 
and inventory of any other kind of businessman, but it must be seriously 
questioned whether the pre-Code practice is still sound under modern 
conditions. Feelings run strong on this issue, as evidenced by the fact that 

he New Mexico legislature amended other sections of the Code to make 
sure that waiver would not nullify the rule excluding farm products from 
Section 9-307(1), as had been held in Clovis National Bank v. Thomas, 425 
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as against buyers or auctioneers, in reliance on a federal rule independent 
of the state rule embodied in Section 9-307(1). See U.S. v. McCleskey 


nfair. Georgia has amended the section to protect auctioneers of livestock. 

ecognizing that the Committee's recommendation is unlikely to induce 
he removal of the exception for farm products from Section 9-307(1) in all 
enacting jurisdictions, the Committee nevertheless recommends it as an 
optional amendment.* The Committee considered various possibilities, 
such as distinguishing between the first buyer and sub-buyers or between 
a buyer of an entire annual crop and multiple buyers of milk, eggs and the 


o be so sharp that they are unlikely to be resolved by an appeal to the 
goal of uniformity. 


proposes a new Section 9-401(6) to the effect that the residence of an orga- 
nization is its place of business if it has one, or its chief executive office i 
it has more than one place of business. The rule is thus very similar in 
result to the rule as to the location of a debtor in proposed Section 9-103(3), 
although the latter rule starts as a matter of form with the assumption 
hat the debtor has a place of business, with resort to residence as an 
exception, while the rule in Section 9-401(6) starts with residence, with 
he place of business as an exception for the corporate case. See paragraphs 
F-11 and F-12. 


C. Timber 


C-1. In contrast with its treatment of growing crops as chattels (paragraphs 
-1 to 4 of this Statement), the present Code treats timber as real estate 
ntil cut. Section 2-107; note the omission of timber from the definition o 

*goods" in Section 9-105(1). This treatment has proved to be unsatisfac- 
ory, and many of the important timber-cutting states have changed it to 

provide that timber to be cut under a conveyance or contract for sale is 

*goods". One reason for this is to facilitate loans by banks on timber to be 

cut without complying with restrictions relating to real estate mortgages. 


C-2. The Committee has decided to recommend adoption of this view. See 
proposed changes in Section 2-107 and the definition of “goods” in Section 
9-105(1). The assertion in Section 9-204(2) that the debtor has no rights in 
imber until it is cut is proposed to be deleted together with the remainder 
of that subsection. See paragraph E-18 of this Statement. 


5The Permanent Editorial Board de- mended that this be done by deleting the 
eted the committee's optional recommenda- words in Section 9-307(1): “other than a 
ion. For states that are determined to person buying farm products from a person 
change the present policy, it is recom- engaged in farming operations." 
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C-3. Corresponding changes have been made in Section 9-401(1) and in 
Section 9-402(1) and (3) to recognize a Code filing as to timber before it is 
cut, to require that filing to be in the real estate records of the county 

herein is the land on which the timber is growing, and a new provision 
(Section 9-403(7)) requires the indexing thereof in real estate records. 

hese requirements conform to the requirements for fixture filing 
(paragraph A-10 of this Statement). In contrast to growing crops 
(paragraph B-3 of this Statement), the Committee considers that standing 
imber has been traditionally a part of the real estate and it could not be 
assumed that it would normally be cut at any specific time of maturity. 
herefore, the filing of security interests thereon has to be in real estate 
records. This filing will conform to the practice of recording timber deeds 
in real estate records. 


D. Oil, Gas and Minerals 


-1. In general, the existing Code treats oil, gas and minerals as part o 
he real estate until they have been extracted from the land. See Section 
2-107 and the definition of “goods” in Section 9-105(1). There is no provi- 
sion for filing a security interest against minerals to be effective prior to 
heir extraction from the land, because the Code does not recognize such a 
security interest and therefore there is no provision for a description of the 
land in a financing statement covering minerals. 


In contrast, the Code requires a description of the land in a security 
agreement covering minerals to be extracted (Section 9-203(1)(b)). Though 
his has caused no particular difficulty, it is incongruous and the Commit- 
ee proposes to delete it. 


-2. Various requests have been made that the Committee clarify the 
question whether well-drilling equipment is on the one hand fixtures or on 
he other hand mobile equipment of the kind referred to in Section 9-103. 

he Committee has sought to avoid encumbering the Code with details in 
response to inquiries of this nature. It seems fairly clear that well casings 
and related material that are removable are neither fixtures nor mobile 
equipment. 


D-3. The most significant problems in reference to minerals relate to the 
split ownership characteristic of oil and gas drilling and the practice o 
selling the product at wellhead, with the proceeds of the resulting receiv- 
able being distributed pursuant to a division order and the proceeds being 
sometimes repledged to the holder of the oil and gas mortgage. Since the 
holders of fractional interests in a well or of production payments with re- 
spect thereto may be investors living anywhere, the problem of search to 
determine whether they have encumbered the receivables under the “chie 
place of business" rule of present Section 9-103(1) or “location” rule o 
proposed Section 9-103(3) is a cumbersome one. It is proposed that all fil- 
ings with respect to these receivables be authorized and required in the 
county where the well is, thus conforming to much pre-Code practice which 
assumed that everything related to sales at wellhead should be filed (if at 
all) in the real estate records in the county where the well is located. See 
proposed Sections 9-103(5) and 9-401(1). 


The term *at wellhead" is intended to encompass all arrangements 
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intended to cover sale of the product when it issues from the ground and is 
measured, without technical distinctions as to whether title passes at the 
‘Christmas tree" or the far side of a gathering tank or some other point. 
‘At minehead" is a comparable concept. 


It is essential to note that this special rule is applicable only to security 
interests created by persons who have interests in the production from the 

ell which attach when the mineral is extracted, not to buyers of the pro- 
duction who may have an underlying security interest on their inventory 

hich may happen to attach to the mineral as inventory or at the wellhead 
or minehead when that is where the buyer acquires rights therein. 


-4. A related problem is whether, where the form of contract of sale at 

ellhead results in the minerals being sold by the persons who had the 
fractional interests, the purchaser of the product is protected from any 
encumbrances of the product, pursuant to Section 9-307(1) protecting buy- 
ers in ordinary course of business. The Committee has proposed in Section 
1-201(9) to clarify the fact that buyers of minerals at wellhead or minehead 
are buyers in ordinary course of business because all persons who regularly 
sell the product under those circumstances are deemed to be engaged in 
selling goods of that kind, even though realistically the sellers may merely 
be investors. 


E. Intangibles, Proceeds and Priorities 


The Code has six classifications of intangibles, of which three are semi- 
intangibles embodied in pieces of paper, namely, documents, instruments 
and chattel paper (all defined in Section 9-105). 


There are also three classifications of completely intangible rights, 
namely, accounts, contract rights and general intangibles (all defined in 
Section 9-106). 


roposals as to Semi-Intangibles 


E-1. As to the classifications of semi-intangibles, experience has been gen- 
erally satisfactory and few specific changes are proposed by the Committee. 


E-2. A new rule is proposed in Section 9-103(4) as to the jurisdiction in 

hich to file a financing statement relating to chattel paper, thus curing 
an omission in the present Code. See paragraphs F-14—-15 of this 
Statement. 


E-3. Another problem is the classification of money, which is frequently 
proceeds of original collateral and in some types of financing is itself origi- 
nal collateral. In the absence of an express specification, it could be argued 
hat money is a general intangible, which would permit filing for a secu- 
rity interest therein. While this result would be so obviously unsound that 
it is doubted that a court would reach that result under the existing Code, 
it has been thought wise to provide expressly in Section 9-106 that the 
erm “general intangibles” does not include money. 


hat money may be pledged. 


E-5. Section 9-304(1) makes clear that as to negotiable instruments, a non- 
possessory perfection of a security interest is not permitted except for 
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emporary periods without either filing or possession under Sections 
9-304(4) and (5). No doubt the failure of Section 9-304(1) to refer to 
emporary perfection for 10 days under the proceeds provisions of Sections 
9-306(2) and (3) is a mere inadvertence of the present Code which the 
Committee proposes to correct, since this temporary perfection is also 
clearly contemplated. However, the present Section 9—306(2) and (3) go 
further and seemingly would permit perfection by filing continued 
indefinitely as to negotiable instruments which constitute proceeds of orig- 
inal collateral in which. a security interest had been perfected bya filed 


ers this to be an error of the present Code and proposes to rectify it by 
providing in Section 9-306(3) that a security interest in proceeds does not 
persist beyond 10 days unless the security interest could have been directly 
filed against the proceeds as independent collateral. See also paragraphs 
E-22-23 of this Statement for other applications of this proposal. 


E-6. The foregoing discussion should not apply to negotiable instruments 
hich are essentially cash payment, i.e., money and checks. The proceeds 

security interest should apply to these cash proceeds so long as they are 

identifiable, and the proposed revision of Section 9-306(3) so provides. 


E-7. The Committee considers that another anomaly exists between Sections 
9-308 and 9-309. Under the present Code, a purchaser of negotiable instru- 
ments prevails against a conflicting proceeds claim thereto only if the 
purchaser is a holder in due course, which means that he cannot have no- 
ice of the conflicting claim to the instrument as proceeds of prior collateral. 
In contrast, the purchaser of chattel paper may under the second sentence 
of Section 9-308 defeat a claim to the chattel paper as proceeds of prior col- 
lateral even though the purchaser of the chattel paper knows that the 
specific paper is subject to the proceeds security interest. Thus, the holder 
of a negotiable note which is not part of chattel paper is governed by less 
favorable rules than the holder of an equally negotiable note which is part 
of chattel paper, or than the holder of non-negotiable chattel paper. The 
Committee has sought to remedy this by rewriting Section 9-308 so that 
he rights therein conferred on holders of chattel paper and non-negotiable 
instruments also apply to holders of negotiable instruments. Thus, holders 
of negotiable instruments which are proceeds may be protected under 
Section 9-309 if they are holders in due course, and if they do not qualify 
as holders in due course, they may nevertheless have the rights provided 
in clause (b) of Section 9-308. Section 9-308 has also been reorganized for 
clarity. 


roposals as to Intangibles 


E-8. As to pure intangibles, i.e., intangibles not embodied in a piece o 
paper, the Committee considered the question whether three categories 
are necessary. The Committee concluded that the category “contract rights” 
is not necessary and proposes to eliminate the definition thereof from 
Section 9-106 and the references thereto in other sections. The Committee 
proposes to broaden the term “accounts” to include rights which under the 
present Code would be “contract rights” since there had not yet been 
complete performance by the person to whom the monetary obligation is 
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The elimination of the term “contract rights" avoids the risk of inadver- 
ent error where a financing statement is filed as to *accounts" and the 
designation turns out to be inapplicable because performance has not been 
completed, so that the collateral is at the stage of “contract rights." 


E-9. This elimination also avoids proceeds problems and possible resulting 
priority questions where collateral was originally a “contract right" and af- 

er performance it became an “account.” As a conforming change the Com- 
mittee proposes to eliminate the statement in Section 9-306(1) that an ac- 
count is proceeds of a contract right. 


E-10. The only place in the 1962 Code where the concept of “contract right” 
as used to contrast with the concept of “account” was in Section 9-318(2). 
he Committee proposes to rewrite this subsection to draw the distinction 

between a right to money not yet completed by performance and a right so 

completed, without having to preserve the term “contract right" just for 
his purpose. 


E-11. As to the substantive standard of Section 9-318(2) respecting the 
power of the debtor and assignor to modify a contract before performance 
o the prejudice of the assignee, the Committee has given consideration to 
he non-uniform New York amendment which limited the rights of the 
original parties so to do to cases where the assignee was not materially 
prejudiced. The Permanent Editorial Board in its Report No. 2 took the po- 
sition that this New York change merely articulates a condition already 
included in the requirement of good faith contained in the Official Text. 
he Committee has considered Professor Gilmore's view that the change 
goes beyond articulation of the meaning implied in the term “good faith” (2 
Gilmore, Security Interests in Personal Property, 1117-21 (1965)) and his 
iew disapproving the New York change on substantive grounds. The 
Committee adheres to the views expressed by the Permanent Editorial 
oard that the term “good faith" so limits the extent of the permissible 
change as not to make desirable adoption of the New York amendment. 


E-12. The elimination of the term “contract right" requires the re-editing 
of the 1966 change approved by the Permanent Editorial Board in Section 
9-106. The purpose of this change was to choose a single classification o 
intangibles for ship charters and all related rights. The classification’ 
chosen was “contract rights." With the elimination of this term, Section 
9-106 has to be re-written to place all these rights in the category 
‘accounts.” 


E-13. The term “account debtor” is defined in Section 9-105(1)(a) as a 
person who is obligated not merely on an account but also on chattel paper, 
general intangibles (and under the present Code, contract rights). Present 
Section 9- 318(3) speaks of account debtors and, therefore, would apply to 
he debtors under all of these types of intangibles, but its scope in protect- 
ing an account debtor who pays without notice that his obligation has been 
assigned is limited by the phrase “that the account has been assigned.” 


protection to all account debtors without limitation by the term “account.” 


E-14. The Committee considered the suggestion that there is not reason 
for distinguishing between “accounts” and “general intangibles,” both o 


hich are defined in Section 9-106. To eliminate the two separate terms 
ould cause great drafting difficulty in preserving Article 9's present use- 


ions represented by accounts, contract rights and chattel paper and in the 
exclusion from its scope of the sale of non-monetary rights known as gen- 
eral intangibles. Therefore, the Committee proposes to retain the two 


E-15. A more limited suggestion is to rectify the definitions of *accounts" 
and "general intangibles." It has been pointed out that some obligations 
for payment of money are not accounts, but are general intangibles, 
because the definition of *account" is limited to rights to payment for goods 
sold or leased or for services rendered. Thus, rights to payments constitut- 
ing royalties for use of patents, copyrights, etc., or for exhibition rights to 
moving pictures and television, seemingly constitute general intangibles 
rather than accounts. A potential source of error by inadvertence thus 
arises. The Committee nevertheless concluded that it would be undesir- 
able to broaden the definition of accounts to include all rights for the pay- 
ment of money, because too many standard forms of agreement use the 
erm “accounts” and reflect intention of the parties to include only 
raditional accounts arising from the sale of goods or services, and not 
miscellaneous rights for the payment of money. 


Attachment and. Perfection 


E-16. The Code has two important concepts, attachment of security 
interests and perfection thereof. Attachment is in a sense defined in pres- 
ent Section 9-204. In general, it means the time when a security interest 
becomes enforceable between the primary parties because there is agree- 
ment, value has been furnished, and the debtor has rights in the collateral 
o which the agreement can apply. 


The term “perfection” is not defined by the Code. In general, it means 
he point at which a security interest becomes good against third parties 

hen there is also attachment. The additional requirements for perfection 
beyond the requirements for attachment are set forth in Sections 9-302 to 
9-305. It would be unwise to attempt a formal definition of perfection, 
because of the subtlety of the problems involved in rights against many 
groups of third persons. 


E-17. The Committee deemed the existing treatment of the concept of at- 
achment in Section 9-203 and Section 9-204 (which also affects perfection, 
as indicated) to be unsatisfactory. Section 9-203 contains a statute o 
frauds which must be satisfied in order that the security interest be en- 
forceable against the debtor or third parties, yet the combined treatments 
of attachment and perfection indicate that there could be perfection 

ithout compliance with the statute of frauds. This obvious anomaly would 
be corrected by proposed revisions of these sections. The three elements o 
attachment have been transferred to Section 9-203 from Section 9-204 and 
here combined with the requirement of a writing (except when the secured 
party is in possession), which thus becomes part of the concept o 
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subsection (2) which states various times at which the debtor acquires 
right in certain kinds of collateral. Some of these statements, notably the 
statement in paragraph (d) that the debtor has no rights in an account 
ntil it comes into existence, have played an unfortunate part in confusing 
he application of bankruptcy law to Code security interests. None of them 
seems to serve any purpose. 


roceeds 


E-19. Existing Section 9-203 provides that the word “proceeds” is a suf- 
ficient description in a security agreement of collateral constituting 
proceeds. This seems to imply that a claim to proceeds must be based on a 
erm in a security agreement. Yet Section 9-306(2) contemplates that the 
secured party will have a right in proceeds following sale of original collat- 
eral, and this right is not made dependent on the existence of a term in 
he security agreement. The Committee proposes to resolve this apparent 
inconsistency by deleting the provision in Section 9-203 and substituting 
proposed Section 9-203(3) to the effect that a reference to proceeds is not 
necessary in the security agreement to give the secured party the 
automatic rights provided by Section 9-306. 


The Committee does not consider that this converts the security interest 
in proceeds into a non-contractual or statutory lien presenting problems 

nder the Bankruptcy Act, for the security interest is still an aspect of the 
basically contractual security interest under the security agreement.* 


E-20. Another anomaly appears in the provisions of present Section 9-306(3) 
(a) that the 10-day right to proceeds recognized by subsection (3) may be 
continued without further perfection if the filed financing statement cover- 
ing the original collateral also covers proceeds. The form of financing state- 
ment set forth in Section 9-402(3) makes provision for a claim to proceeds, 
and the forms prescribed by most state filing officials contain a box by 

hich a claim to proceeds may be made simply by checking the box. The 
claim is almost universally made in the case of inventory which is to be 
sold or receivables which are to be collected, thus producing proceeds; and 
he claim is very frequently made routinely in the cases of other collateral. 

here was deleted from Section 9-306 in the prior history of the Code a 
statement that a claim to proceeds constituted permission to sell, and a 
court has recently held that such a claim does not constitute permission to 
sell. Vermilion County Production Credit v. Izzard, 111 Ill.App.2d 190 
(1969). 


E-21. Since the claim to proceeds is routinely made, there seems to be no 
reason that it be required to be made in the financing statement in order 
o continue the perfection of the security interest in proceeds. If there is a 
claim to proceeds as presumed intent of the security agreement, notice o 
he claim comes from the claim to the original collateral claimed in the 
financing statement, and nothing is accomplished by the routine checking 
of a box. Many privately printed forms have the box checked in the print 


9The Permanent Editorial Board matter of presumed intent and is “unless 
amended the text of Section 9-203(3) to otherwise agreed.” 
make it clear that the assertion thereof is a 
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itself. The Committee therefore proposes in Section 9-306(3) to eliminate 
any requirement for claiming proceeds specifically. 


E-22. A problem appears as to whether perfection by filing as to original 
collateral automatically perfects as to all types of proceeds. One such 
problem has already been discussed, namely whether the claim to proceeds 
perfected by filing as to original collateral negates the basic provision o 
he Code that one cannot file as to instruments. See paragraph E-5 of this 
Statement. A provision has been added to Section 9-306(3) making it clear 
hat the proceeds claim does not permit filing as to instruments. 


E-23. A similar problem arises when the appropriate place for filing as to 
accounts resulting from sale of inventory collateral under Section 9-103 is 
in another state where the debtor is located. The revision of Section 9-306(3) 
makes it clear that the perfection of the security interest in the accounts 
as proceeds will not last more than 10 days unless there is a filing as to 
he accounts in the appropriate jurisdiction. 


E-24. Another problem is whether the extension to proceeds of the filed se- 
curity interest in original collateral (perfected by checking a box as in the 
existing Code or automatically perfected as in the Committee's proposal, 
paragraph E-21 of this Statement) really serves the intended function o 
public notice of the security interest. Under the existing Section 9-306 the 
security interest in proceeds extends without limit through cash in the 
debtor's hand to repeated cycles of the business so long as the proceeds can 
be traced, unless sometimes terminated by priority rules like those in 
Sections 9-308 and 9-309 or by receipt of the cash by the secured party. 
See In re Platt, 58 Berks Co.L.J., 275, 6 UCC Rep. 275, 281 (Referee, 

.D.Pa.1966), aff'd 257 F.Supp. 478 (E.D.Pa.1966). Thus a financing state- 
ment on automobiles could theoretically operate to perfect a security inter- 
est in an oil painting traded in for an automobile or bought with the cash 
proceeds thereof. Several possibilities of limiting the notice as to a security 
interest in proceeds resulting from a filing as to original collateral present 
hemselves. The Committee has determined not to limit the proceeds claim 
applicable to direct trade-ins, but to limit the claim to proceeds which have 
been acquired through cash proceeds to cases where the description of col- 


ing these remote proceeds. See the proposed revision of Section 9-306(3). 


E-25. Several cases have held that the proceeds of insurance on destroyed 
or damaged collateral are not proceeds of the collateral within the mean- 
ing of Section 9-306(1). The Committee considers the result of these cases 
o be unsatisfactory and proposes to revise Section 9-306(1) to make clear 
hat insurance proceeds are proceeds. But a possibility exists that, under a 
contract with an insurer through a co-insurance clause or a loss payable 
clause, a junior secured party will be entitled to receive the insurance 
proceeds, and the revision has been so drafted that the Code's proceeds 
rules will not operate to disturb contractual arrangements. 


E-26. Proceeds frequently find their way to bank or deposit accounts, and 
Section 9-306(4)(b) expressly contemplates that the secured party will 
have a security interest in the proceeds so deposited. But existing Section 
9-104(k) provides that Article 9 does not apply to deposit accounts and 
similar accounts. The Committee proposes to amend the treatment in 
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Section 9-104 so that it is not inconsistent with the recognition of proceeds 
security interests in these accounts, and to add in Section 9-105 a new def- 
inition of “deposit account” to cover all the types of accounts intended to be 
covered by these provisions. 


E-27. Section 9-306(4) deals with cash proceeds, and is intended to 
substitute for difficult problems of tracing a provision that the secured 
party has a perfected security interest in cash proceeds (and deposit ac- 
counts derived therefrom) received within ten days before the institution 
of insolvency proceedings by or against the debtor, less the cash proceeds 
paid over to the debtor within the ten days. In the study of this subsection 
in connection with adoption of the Code in California, certain imperfec- 
ions in the drafting were pointed out, and California amended the 
provision. The Committee recommends adoption of a clarifying amend- 
ment based on the California amendment. No significant change o 
substance is intended. 


riorities between Security Interests 


E-28. In many ways Article 9 facilitates the perfection of security interests. 
his ease of perfection brings to the fore numerous problems of priority be- 
ween security interests, or between secured parties and other persons. 

Each proposed change may affect priority problems by affecting the time or 
he method by which perfection is achieved, as in the proposed limitations 

of perfection as to proceeds, paragraphs E-5, 22, 23 of this Statement. 

Certain priority problems are discussed elsewhere in this statement—in 
art A as to Fixtures; in Part E as to Sections 9-308 and 9-309; and in 
art I as to the effect of lapse. 


Some of the major problems of priorities are discussed in the following 
paragraphs. 


A number of problems relate to the purchase money priority as to inven- 
ory in Section 9-312(3). 


K-29. The existing Section 9-312(3) does not state how often the notifica- 

ion by the purchase-money financer to earlier financers of record must be 
given. The Committee's revision will make the notice effective for five 
years, by analogy to the duration of a financing statement. 


K-30. The existing subsection requires notice to any secured party known 
o the purchase money secured party, regardless of perfection by the 
former. This emphasis on knowledge is inconsistent with the general disre- 
gard of knowledge as an operative fact in priority issues between secured 
parties in Article 9. It is also an ineffective provision, because if the 
purchase money secured party fails to give the necessary notice to obtain 
priority over the earlier unperfected secured party under subsection (3), 
he purchase money secured party will nevertheless obtain priority under 
Section 9-312(5) as the first to file or perfect. Finally, the existing subsec- 
ion might be read to deny the contemplated priority to the purchase 
money secured party against another secured party to whom he has given 
proper notice unless he also gave notice to all other persons entitled to 
notice. The Committee proposes a revised Section 9-312(3) to rectify these 


E-31. Under the existing Code there is uncertainty as to the relationship 
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of Section 9-312(3) to the period of temporary perfection for 21 days of an 
interest in inventory without either filing or possession under Section 
9-304(5), typically coming through release of a document of title to the 
debtor following a documentary draft or letter of credit transaction. One 
could conceivably take the view that the security interest under Section 
9-304(5) has priority against an earlier filed security interest during the 21 
days. If so, one would then have to decide either (a) that the security inter- 
est, if filed before the end of the 21 days, continued to have priority without 
a notice; or (b) that the notice under Section 9-312(3) had to be given 
before the end of the 21 days; or (c) that the priority reversed after the 21 
days. None of these results seems consistent with the obvious purpose o 
Section 9-312(3) to permit a first-filed inventory financer to rely on his 
priority in making advances unless he receives notice of a competing 
purchase money security interest before the debtor receives the inventory. 
Accordingly, the Committee's proposed revision of Sections 9-304(5) and 
9-312(3) requires the notice to be given before the debtor receives the 
inventory, and if this is done, the purchase money security interest obtains 
a priority and retains it so long as the interest remains perfected. The 
Committee's inquiry to several leading banks engaged in foreign trade 
indicated that this rule would not seriously inconvenience them, and the 
rule will certainly clarify the position of these banks and all other lenders 
hen acting as general inventory financers. 


IE-32. The existing Code leaves it uncertain whether the filing required of a 
consignor under Section 2-326(3) includes a required notice to prior inven- 
ory financers of the consignees under Section 9-312(3). An underlying 
inventory financer assured of his first-filed position could as readily be 
deceived by consigned merchandise as he could by new inventory subject 
o the purchase money inventory financing priority, in the absence o 
notice. Accordingly, the Committee proposes a new Section 9-114 to require 
he consignor to give the same notices as a purchase money secured party, 
o attain priority against earlier-filed security interests in inventory of the 
debtor. These provisions are limited to true consignments. The usual rules 
apply to consignments that are deemed to be security interests. See Section 

1-201(37). 


E-33. Another group of priority problems relates to the basic priority rules 
of Section 9-312(5). This subsection contains two principal rules. Paragraph 
(a) is a first-to-file rule where both competing security interests are 
perfected by filing. Paragraph (b) is a first-to-perfect rule when either o 
he security interests is or both of them are perfected otherwise than by 
filing. A traffic rule is provided by existing Section 9-312(6) to the effect 
hat a continuously perfected security interest shall be treated for the 
purpose of the foregoing rules as if at all times perfected in the manner it 

as first perfected. The problems raised have been the subject of an 
enormous legal literature. They are complicated by the unforeseeable ef- 
fect of the temporary perfection of security interests in proceeds under 
Section 9-306 without filing, and by speculation as to whether a secured 
party could claim that his security interest was originally perfected without 
filing under this rule even though the security interest in proceeds was 
claimed in his filing as to the original collateral. They are further 
complicated by the question whether different rules would apply when a 
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financing statement was drawn to cover, e.g., inventory and its proceeds 
(which would include accounts) and when it was drawn to cover inventory 
and accounts. 


E-34. The Committee is convinced that to settle these questions the pres- 
ent paragraphs (a) and (b) of Section 9-312(5) must be replaced by a single 


ion of existing Section 9-312(6). Together with this treatment should be 

noted the fact that an interest in proceeds automatically arises from a filed 
security interest in original collateral under the proposed revision of Section 
9-306(3), subject to the limitations therein stated and discussed in 
paragraphs E-5, 22, 23 of this Statement. New proposed Section 9-312(6) 
makes it clear that subject to these limitations the filing as to original col- 
lateral constitutes a filing as to proceeds. 


E-35. The new rule ranks conflicting perfected security interests by their 
priority in time, dating back to the respective times when without inter- 
ruption the security interests were either perfected or were the subjects o 


E-36. Perhaps the most debated subject under Article 9 has been the ques- 
ion whether between conflicting security interests a priority as to original 
collateral confers a priority as to proceeds. On this topic the discussions as 
o proceeds (paragraphs E-19-21, E-24, of this Statement) and as to rules 
of Sections 9-312(5) and (6) (paragraphs E-33—34) are relevant. See also 
he following paragraphs E-37—38. 


E-37. In the case of collateral other than inventory, e.g., equipment, as- 
sume that A has a prior purchase money security interest and B, although 
he was the first to file, has a junior security interest. If the equipment was 
sold and proceeds resulted, it seems clear that the policy favoring the 
purchase money secured party in Section 9-312(4) should give A the first 
claim to the proceeds. This is so even though the security interests will 
have been perfected simultaneously when the proceeds arose and the 
debtor acquired rights therein. The present Code does not provide for this 
result clearly, if at all, and the Committee proposes an amendment to 
Section 9-312(4) to accomplish it. 


E-38. Proper policy is much less clear when the collateral involved is 
inventory and proceeds consisting of accounts. (Policy as to other types o 
receivables as proceeds is expressed in Sections 9-308 and 9-309. See 
paragraph E-7 of this Statement.) Accounts may be financed by some 
financers without prior involvement in the inventory, and some have 
argued that one who provides financing at the early inventory stage of the 
cycle of a business, which involves greater risk, is certainly to be preferred 
o one who provides financing only at the later stage of the cycle, and that 
a prior or only claim to inventory must therefore carry through to accounts 
as proceeds. But others feel that accounts financing is overall more 
important than inventory financing, and the desirable rule is one which 
makes accounts financing certain as to its legal position. Even if both 
competing financers are involved in the inventory, a purchase money prior- 
ity in inventory may not represent the order of priority in time on ac- 
counts, which may be far more important than inventory financing in the 
particular case. A suggestion that the purchase money priority carry 
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hrough to accounts if the notice provided by Section 9-312(3) has been 
given to accounts financers has seeming merit, but in the Committee's 
iew it has two major difficulties: (a) The purchase-money priority as to 
inventory would be difficult to trace into accounts if the affected inventory 

as only part of the goods sold. (b) Accounts financing is intricate, and not 
easily or safely terminated on receipt of an inventory purchase-money 
notice. Prevailing practice seems to be for accounts financers to require 
covenants against competitive inventory financing, and to declare a default 
nless any inventory financier giving a purchase-money notice agrees not 
o assert a claim to the accounts. The Committee believes that where a 
financing statement as to accounts financing is filed first (with or without 
related inventory financing), the security interest in accounts should not 
be defeated by any subsequent claim to accounts as proceeds of an inven- 
ory security interest which was filed later. This result is accomplished by 
he absence in Section 9-312(3) of any priority rule carrying forward the 
purchase-money priority to proceeds which are accounts in contrast to the 


priority rule in Section 9-312(5); and by proposed Section 9-312(6) to the 
effect that a date of filing as to original collateral also defines the date o 
filing as to proceeds. Correspondingly, a financing statement as to inven- 
ory (carrying with it a claim to proceeds) which is filed first will under the 
same provisions have priority over a later-filed security interest in 
accounts. 


riority of Future Advances 


E-39. Certain recent cases in lower courts raised the question whether a 
single financing statement would be effective to perfect more than one 
advance on the collateral described, when the later advances were not 
nder a future advance clause of a single security agreement but were 
nder later security agreements and were not contemplated at the time o 
he original agreement. Some of the reasoning makes the matter depend 
on whether the original debt was fully paid off or was still in existence at 
he time of the later advances. Coin-O-Matic Service Co. v. Rhode Island 
Hospital Trust Co., 3 UCC Rep. 1112 (Super.Ct.R.1.1966); In re Merriman, 
4 UCC Rep. 234 (Referee, S.D.Ohio 1967). In another case, in which the 
point was not directly involved, Safe Deposit Bank & Trust Co. v. Berman, 
393 F.2d 401 (1st Cir.1968), the court cited In re Rivet, 4 CCH Instal. 
Credit Guide Par. 97,858, 4 UCC Rep. 1087 (Referee, E.D.Mich.1967), 

hich was in harmony with the first two cases cited but was subsequently 
reversed (see paragraph E-40). The Committee disapproves this line o 
cases, and believes that an appropriate financing statement may perfect 
security interests securing advances made under agreements not 
contemplated at the time of the filing of the financing statement, even i 
he advances then contemplated have been fully paid in the interim. Under 
he notice-filing procedures of the Code, the filing of a financing statement 
is effective to perfect security interests as to which the other required ele- 
ments for perfection exist, whether the security agreement involved is one 
existing at the date of the filing with an after-acquired property clause or a 
future advance clause, or whether the applicable security agreement is ex- 
ecuted later. Indeed, Section 9-402(1) expressly contemplates that a financ- 
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ing statement may be filed when there is no security agreement. In the 
Committee's opinion, the references to after-acquired property clauses and 
future advance clauses in Section 9-204 are limited to security agreements. 

his section follows Section 9-208, the section requiring a written security 
agreement, and its purpose is to make clear that confirmatory agreements 
are not necessary where the basic agreement has the clauses mentioned. 

he section has no reference to the operation of financing statements under 
he Code's notice filing system. 


E-40. The Committee considered drafting a provision emphasizing its dis- 
agreement with the Coin-O-Matic line of cases, but concluded that the 
existing Code is clear enough, and should not be disturbed just to overrule 
some lower court cases. The Rivet case, cited by the First Circuit, has 
since been reversed by In re Rivet, 6 UCC Rep. 460 (E.D.Mich.1969). 


E-41. The priority of future advances against an intervening party has 
been the subject of much discussion and disagreement. 


E-42. Where both interests are filed security interests, the first-to-file rule 
of present Section 9-312(5)(a) or the corresponding proposed revision is 
clearly applicable. 


E-43. While, under the existing Code, the position of an intervening pledge 
in reference to a subsequent advance by an earlier-filed secured party is 
debatable, the proposed unified priority rule of Section 9-312(5)(a) 
(paragraph E-35 of this Statement) would indicate that the subsequent ad- 
ances by the first-filed party have priority, and subsequent advances 
nder a security interest perfected by possession likewise have priority 
over an intervening filed security interest. These priority rules are 
expressly stated in proposed Section 9-312(7). That proposal also deals 

ith the rare case of the priority position of a subsequent advance made 
by a secured party whose security interest is temporarily perfected without 
either filing or possession, against an intervening secured party. Since 
here is no notice by the usual methods of filing or possession of the exis- 
ence of the security interest, the subsequent advances rank only from the 
actual date of making unless made pursuant to commitment. 


E-44. In the Committee's view different problems exist with reference to 
he status of subsequent advances when the intervening party is a judg- 
ment creditor. He is not directly part of the Code's system of priorities. 

here should be a limit on the power of a debtor and secured party to 
squeeze out a judgment creditor who has successfully levied on a valuable 
equity subject to a security interest, through later enlargement of the se- 
curity interest by an additional advance, unless that advance was commit- 
ed in advance. Accordingly, the Committee proposes to clarify the present 
ncertain state of the law by a new Section 9-301(4) providing that a lien 
creditor does not take subject to a future advance made more than 45 days 
after he becomes a lien creditor unless it is made “pursuant to 
commitment." A definition of the quoted phrase is proposed in Section 
9-105(1). The 45-day period corresponds to a similar protection of advances 


"The Permanent Editorial Board priority of the subsequent advances beyond 
amended Section 9-301(4) to continue the the 45 days and until the secured party 
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made after the filing of tax liens in the Federal Tax Lien Act of 1966. 


E-45. A similar problem arises where the intervening party is a buyer o 

he collateral subject to the security interest. While buyers must necessar- 
ily take subject to rights of secured parties, the Committee feels that the 
buyer should take subject to future advances only to the extent that they 
are given pursuant to commitment or within the period of 45 days after 
he purchase but not later than the time that the secured party acquires 
knowledge of the purchase. The Committee has so proposed in Section 
9-307(3). 


ffect of Knowledge on Priorities of Lien Creditors and Buyers 


E-46. Although knowledge of unperfected security interests does not in 
general affect the rights of other secured parties, knowledge of unperfected 
security interests does under Section 9-301 preclude the attainment o 
priority by lien creditors and buyers (other than buyers in ordinary course 
of trade protected by Section 9-307(1)). 


E-47. This result as to judgment creditors was severely criticized in Cali- 
fornia, which totally eliminated the element of knowledge, and gave prior- 
ity to a person who became a lien creditor before the security interest was 
perfected, subject to a 10-day grace period. The Committee recommends 
he California change in Section 9-301(1)(b) but without the grace period, 
and a conforming change in Section 9-301(3). The Committee considered 
an intermediate position, making the decisive time for the existence o 
knowledge the point at which the creditor gave credit, not the point at 
hich he became a lien creditor. But that position was severely criticized 
as inappropriate for tort creditors and as encouraging a race of diligence. 


K-48. Similar considerations might be argued to be applicable to buyers 
referred to in Section 9-301(1)(c) and (d). However, there seems to be no 
criticism of these provisions or demand for change, and the Committee has 
concluded not to recommend any change. 


Circular Priority 


K-49. The elimination of the element of knowledge from Section 9-301(1)(b) 

(paragraph E-47) removes one possibility of circular priority. Other such 

possibilities are resolved by the proposals as to lapse (paragraphs F-23 

and I-7). But circular priority can still arise in other situations. The Com- 

mittee considered a general provision on the subject, but decided that the 

situations were too infrequent and diverse and the proper solutions too 
nclear. 


F. Conflict of Laws 


F-1. Section 9-103 dealing with interstate problems of perfection has oc- 
casioned much discussion, and the relationship between subsections (3) 
and (4) has been criticized as unclear by several courts. The committee has 
been aided by discussion with Professor Willis L.M. Reese, the Reporter o 
he Restatement Second of Conflict of Laws, who recently completed his 

ork on cognate material. The Committee proposes a complete revision o 


acquires knowledge of the judgment lien. 
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Section 9-103, and related changes in Sections 1-105 and 9-102. 


F-2. Section 9-103 was drafted in the light of the uncertainty whether the 
Code would be widely adopted, and the emphasis was on conflicting rules 
of law and a desire to make the Code rules applicable where such a result 

as justified under general principles. Today, when 51 jurisdictions have 
adopted the Code, situations of actual conflict in rules of law within the 
ambit of the Code will be few, and the emphasis may shift to the question 
of certainty as to where to file in order to perfect security interests. 


cheme of the Section 


F-3. Section 9-102(1), basically intended as a scope provision on the cover- 
age of Article 9, seems to deal with conflict of laws matters by its phrase 
‘so far as concerns any personal property and fixtures within the jurisdic- 
ion of this state." The Committee proposes to delete this phrase and a re- 
lated cross-reference, thus making Section 9-102 silent on conflicts of laws 


F-4. The Committee proposes to delete references to *validity" of a security 
interest appearing sometimes but not consistently in existing Section 


F-5. The effect of the foregoing changes will be to have questions as to the 
creation and validity of security interests determined according to the 
conflict of laws rules in Section 1-105. The cross-reference in that section 
o Article 9 should be amended to exclude the reference to Section 9-102. 
Questions as to perfection and the effect of perfection or non-perfection o 
security interests—i.e., questions as to the rights of third parties—will be 
determined by Section 9-103. 


F-6. The basic rule of proposed Section 9-103, expressed in paragraph 
(1Xb), is believed to be that intended but not articulated in the existing 
section, namely, that perfection and the effect of perfection or non- 
perfection of a security interest are governed by the law (including the 
conflict of law rules) of the jurisdiction where the collateral is when a 
conflicting claim comes into existence.? That state will ordinarily look for| 
his purpose to the law of the state where the collateral was when the 
events claimed to constitute perfection occurred, but the section provides 
special rules in the cases discussed in the next ten paragraphs. 


pecial Rules as to Jurisdiction Controlling Perfection The 10-Day? Rule 


F-7. The relationship of the 30-day removal period in existing Section 
9-103(3) to the four month removal period in that subsection is imperfectly 
stated. Paragraph (1)(c) of the revision limits the provision to purchase 
money security interests in goods and changes the 30 days to 10 days after 
he debtor receives possession, conforming to Sections 9-301(2) and 


9The text being submitted in the pres- Which is based the assertion that the secu- 
ent printing changes this formulation to re- Tity interest is perfected. 
er to the law of the jurisdiction where the The Permanent Editorial Board 
collateral is when the last event occurs on changed the 10 days back to 30 days. 
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9-312(4).? The revision also makes clear that the function of the period is 

o have perfection controlled by the law of the state into which the parties 
intend to remove the collateral within that period, rather than the law o 
he state where the collateral is when the security interest attaches. The 
four month period discussed below is irrelevant to this purpose, and is 
placed in paragraph (1)(d). During the 10-day period,’ perfection is fully 
governed by the law of the state to which the parties intend to remove the 
collateral, whether or not it is removed to that state within the 10 days.? I 
it is so taken, then perfection continues to be governed by the law of that 
state. If it is not so taken, the question of perfection reverts at the end o 
he 10 days? to the state where the collateral then is. 


Paragraph (1)(c) described in this paragraph does not apply to the cases 
described in the next two paragraphs. 


otor Vehicles 


F-8. Paragraph (2)(b), which to some extent covers the same ground as the 
existing subsection (4), excludes from the general rule of paragraph (1)(b) 
collateral covered by a certificate of title. Paragraph (2)(d) is a partial 
limitation on paragraph (2)(b). These paragraphs are discussed in the 
reatment of motor vehicles, Part G of this Statement. 


ntangibles and Mobile Goods 


F-9. Subsection (3) covers essentially the same ground as existing subsec- 

ions (1) and (2). They are intended to determine the jurisdiction whose 
law governs perfection in the case of intangibles which have no location in 
fact, and mobile chattels which have no permanent location. Several 
substantial changes have been made therein as described in paragraphs 
F-10 to F-16 below. 


F-10. The existing subsection (1) provides that a financing statement cover- 
ing accounts shall be filed in the jurisdiction where the assignor keeps his 
records concerning them. Existing subsection (2) provides that a financing 
statement covering general intangibles shall be filed in the jurisdiction o 
he chief place of business of the debtor. The use of separate tests for ac- 
counts and general intangibles has been criticized, because many groups o 
receivables may include items falling into both categories. See paragraph 
E-15 of this Statement. Moreover, in the type of accounts financing known 
as factoring, the assignment is without recourse and the debtor may keep 
no records concerning the accounts after transfer. A debtor's place of busi- 
ness may be objectively more ascertainable than the place where he keeps 
accounts, and will not be confused by questions on the latter test arising 
from remote access computer operations. Accordingly, the Committee 
proposes to combine the two tests into the place of business test applicable 
o general intangibles. See also the next paragraph. 


F-11. The Committee recommends that the place of business used where 


?The Permanent Editorial Board ?The Permanent Editorial Board 
changed the 10 days back to 30 days. changed the 10 days back to 30 days. 

?The Permanent Editorial Board ?The Permanent Editorial Board 
changed the 10 days back to 30 days. changed the 10 days back to 30 days. 
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here is more than one be redesignated “chief executive office" instead o 
*chief place of business." This will emphasize that what is intended is the 
executive office rather than either a statutory office or the site of the larg- 
est plant. While occasional situations of uncertainty could still arise, it is 
doubtful that there could be more than two possibilities in any case, and it 

ould be easy to play safe by filing in both. See proposed paragraph (3)(d). 


F-12. Provision has also been added to paragraph (3)(d) covering cases 
here the debtor is an individual or otherwise has no place of business, in 
hich case his location is deemed to be his residence. 


F-13. The coverage of the proposed subsection (3) would be extended to 
cover containers used on vehicles. The coverage would extend to inventory 

held for lease as well as inventory out on lease, thus accepting a California’ 
amendment designed to achieve consistency with the definition of inven- 
ory in Section 9-109(4). 


F-14. The coverage of subsection (3) would be extended by proposed subsec- 
ion (4) to cover perfection of non-possessory security interests in chattel 
paper. The existing Code has no express provision as to the jurisdiction 

ithin which to file for chattel paper, thus presumably referring the mat- 
er to the phrase in existing Section 9-102: *. . . this Article applies so far 
as concerns any . . . property . . . within the jurisdiction of this state 
. . ^ But location is an unsatisfactory test for a filing as to chattel paper, 
because the paper's location is not visible to a prospective searcher for fil- 
ings, it is readily transportable, and there may be more than one executed 
copy of the chattel paper. 


F-15. The Committee considered whether proposed subsection (3) should 
govern the state of perfection of security interests in chattel paper 
completely, as it does in the case of general intangibles and accounts, but 
concluded to draw a distinction between the conflict of laws rule for non- 
possessory perfection of a security interest in chattel paper (to which 


or possessory perfection thereof (which is left to the general principles o 
subsection (1), which prescribes the law of the state where the chattel 
paper is in fact). The basis for the distinction was the fact that in a non- 
possessory perfection the problem is essentially similar to that applicable 
o accounts and general intangibles, but with a possessory perfection there 
are frequently local transactions between a local unit of a debtor and a lo- 
cal financer, and in that event the governing considerations should not be 
referred to the law of a possibly remote jurisdiction where the chief execu- 
ive office of the debtor might be. 


F-16. The coverage of subsection (3) on its face applies even to foreign 
airplanes, in contradiction to the rules provided by the Geneva Conven- 
ion, to which the United States and many important foreign countries are 
parties. This contradiction is recognized in existing Comment 6. The 
extual problem would be avoided by the Committee proposal to create an 
exemption from the Code's filing rules for matters controlled by treaty. See 
paragraph G-4 of this Statement. 


F-17. Since the place of filing under subsection (3) is independent of the lo- 
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cation of the collateral, it is not affected by the 10-day rule? (paragraph 
F-7, supra) or the four-month rule (paragraph F-19, infra). The only occa- 
sion for refiling in cases subject to subsection (3) would be in cases of re- 
moval of the debtor's location, for which the Committee proposes a new 
paragraph (3)(e) providing for refiling within four months after removal, in 


(paragraph F-19, infra). The Committee reaffirms the Permanent Editorial 
Board's rejection in Report No. 2 of the New York subsection (6) denying 
he need to refile on removal of the chief place of business." 


F-18. Proposed paragraph (3)(c) covers the ground of existing optional 
subsection (5) and the third sentence of existing subsection (2). It covers 
he case where the jurisdiction of the location of the debtor is not a domes- 
ic jurisdiction and does not provide for filing as to the collateral. In that 
case, perfection by filing “in this state" is authorized if this state bears an 
appropriate relation to the transaction." Perfection by notification to the 
account debtor is also authorized, except in a case of chattel paper covered 
by subsection (4). The Committee reaffirms the Permanent Editorial 
Board's rejection in Report No. 2 of the New York amendment proposing 
perfection without filing or notification. 


The Four Months Rule on Removals 


F-19. To the rules which indicate the jurisdiction whose law governs perfec- 

ion and the effect of perfection or non-perfection in the first instance 
(paragraphs F-3 to F-16, supra) the state whose law governs under 
paragraphs (1)(b) and (2)(b) (paragraph F-6, supra) adds its own local rule 
requiring refiling within a stated period. A provision of this kind appears 
in existing subsection (3) and the Committee proposes refinements thereo 
in proposed paragraphs (1)(a) and (2)(c). The 10-day rule (formerly 30 
days)" has been removed from these provisions and placed in paragraph 
(1)(c), paragraph F-7, supra, to avoid any possible reading that the two 
provisions are somehow interconnected. The debated question under the 
existing section as to the relationship between the four months rule o 
existing subsection (3) and the certificate of title provisions of existing 
subsection (4) is answered by provisions that proposed subsection (1) does 
not apply to goods covered by subsection (2). On subsection (2) see 
paragraphs G-10 to G-15 of this statement. 


refiling is referred to in the draft as “this state." If the litigation were to 

arise in a forum in another jurisdiction which recognized that the law o 
he state where the conflict arose controlled, it would read the Code as if it 
ere situated in “this state.” 


?The Permanent Editorial Board 
changed the 10 days back to 30 days. 


"The Permanent Editorial Board 
changed Section 9-103(3)(c) to provide for 


The provision of New York's subsec- 

ion (6) dealing with removal of the place 

here the records of accounts are kept 

becomes unnecessary under the Committee's 

proposal to eliminate this rule as to the 
place of filing for accounts. 
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F-21. Proposed paragraph (1)(d) refines the rule requiring refiling within 
four months of removal into "this state" to cover the case where the exist- 
ing filing in another jurisdiction would remain effective for less than four 
months. The period allowed within which to refile in “this state" is the 
shorter of the remaining period of effectiveness in the original jurisdiction 
or four months, whichever period first expires. If the secured party could 
not locate the removed collateral in time to refile in the new jurisdiction in| 
a shortened period, he could file a continuation statement in the original 
jurisdiction, thus giving himself the full four months to locate the collat- 
eral and refile in the removal jurisdiction. 


F-22. Existing subsection (3) has been construed by some to require some 
affirmative act of reperfection in the removal state, even though the origi- 
nal security interest was perfected without filing (e.g., a purchase money 
security interest in consumer goods under Section 9-302(1)). The proposed 
revision makes clear that no affirmative act of perfection is needed under 
such circumstances. On the other hand, existing subsection (3) fails to deal 

ith filing which achieves a status beyond perfection under Section 9-307(2) 
for purchase money security interests in consumer goods, and the proposed 
paragraph (1)(d)(iii) treats this point expressly in a manner comparable to 
he rules described in the preceding paragraph. 


F-23. The effect of lapse after four months of a security interest perfected 
ithout local filing on rights arising within the four months is not specifi- 
cally covered in the present Code, but is referred to in existing Comment 7 
o Section 9-103. Subparagraph (1)(d)G) of the proposed revision makes 
clear that after lapse the security interest is deemed unperfected as against 
a person who became a purchaser after the removal. First National Bank 
of Bay Shore v. Stamper, 93 N.J.Super. 150, 225 A.2d 162 (1966) held in 
substance that a buyer during the four month period was a converter o 
he car, at the suit of a bank whose security interest was perfected in the 
state from which the car was removed. The case entirely fails to consider 
he effect of the subsequent lapse of the security interest of the bank for 
failure to reperfect after the four months. While technically the conversion 
as complete at the moment of purchase, it is to be hoped that the 
proposed clarification of the effect of lapse will cause similar cases to be 
analyzed in the future in terms of priority, not of conversion. (Other aspects 
of the Stamper case are discussed in paragraph G-15 of this Statement). 


F-24. Terms like “removed” and “kept” in Section 9-103 imply an idea o 
permanence, not just passing through the jurisdiction. They thus embody 
he same concept as the phrase “kept in this state" in present Section 
9-103(3). 


F-25. New subsection (5) relating to oil, gas and mineral financing, is 
discussed in paragraph D-4 of this Statement. 


G. Motor Vehicles and Related Problems of Perfection 


The integration of the provisions of Section 9-302 as to motor vehicles 
and related types of collateral has been much criticized, and has led to 
numerous non-uniform amendments. 

G-1. Paragraphs (c) and (d) of Section 9-302(1) provide that filing is 
required for motor vehicles required to be licensed, notwithstanding the 
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absence of a filing requirement for purchase-money security interests in 
consumer goods. (The Committee proposes to omit paragraph (c) relating 
o farm equipment. See paragraph B-8 of this Statement.) The term 
'required to be licensed" is not as clear as it might be and the Committee 
proposes to change it to “required to be registered." 


G-2. The Committee considered changing the word *motor vehicle" to *ve- 
hicle" or “collateral,” but concluded to leave this to the developing policy o 
individual states. Over-the-road commercial trailers and semi-trailers are 
not involved, because the paragraph applies only to consumer goods; but 
public policy and administration by motor vehicle commissioners may vary| 
as to such items as boat trailers and mobile homes. Public policy as to 
mobile homes ought not now to be frozen in a uniform Code. As they get 
larger, they cease to be mobile and are not regularly moved over the 
highways; thus it is not clear that registration like other trailers is the ap- 
propriate legal scheme. 


G-3. The present formal inconsistency between the required filing for mo- 

or vehicles in subsection (1) and the declared inapplicability of the Code's 
filing requirements to certificated vehicles in subsection (3)(b) would be 
resolved in proposed revised subsection (3), which makes it clear that it 
overrides filing requirements of subsection (1). 


G-4. The existing and the proposed revised subsection (3) recognize other 
state and federal schemes for filed public notice in lieu of Code filing. The 
Committee proposes an additional category of a filing scheme adopted 

nder a treaty to which the United States is a party, which is intended to 


refer particularly to the Convention on the International Recognition o 
ights in Aircraft (Geneva Convention). (See paragraph F-16 of this 
Statement.) 


G-5. Existing subsection (3) provides two alternatives. Alternative A was 
intended to refer to ^complete" certificate of title laws for motor vehicles or 
he like. Alternative B was intended to apply to certificate of title laws 

hich were not mandatory but permissive at least in part, and to convert 
hem into mandatory laws by force of the Code (except as to inventory se- 
curity interests, see the next paragraphs). Neither form of drafting has 
proved to be satisfactory. Many states have chosen to make express refer- 
ences to their statutes intended to be described, instead of leaving the 
matter to the Code's effort at a universal description. Moreover, permissive 
certificate of title laws have been replaced in general by *complete" laws, 
and the device of Alternative B is no longer necessary. The Committee 
herefore submits a revision of subsection (3) which recognizes that each 
state will list its own statutes intended to be covered. There will be great 
diversity because of the existence of central filing statutes in some states 
for cattle and the like; and because there is considerable variation as to 
he applicability of the certificate of title device to boats and boat trailers, 
mobile homes, farm tractors, construction machinery and the like. 


G-6. The Committee has revised subsection (4), partly for clarity, into new 
subsections (3) and (4). 

G-7. The revision also covers a point which is dealt with in the existing 
section only in Alternative B for subsection (3), namely, that Code filing 
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should be required for security interests in inventory, because there is no 
reason that the Code's carefully worked out provisions for inventory to 
protect buyers in Section 9-307(1) and as to rights to proceeds in Section 
9-306 should be confused by perfection under a certificate of title or other 
non-Code system. While the Code's sponsoring organizations cannot amend 
certificate of title laws, it is to be hoped that certificate of title laws will be 
amended or construed so that the Code filing system for inventory will be 
exclusive and will not be duplicated by the certificate of title system. There 
are indications in recent case law that the courts are already so construing 
certificate of title laws. 


G-8. The requirement in proposed paragraph (3)(b) for Code filing for secu- 
rity interests in inventory is limited to inventory situations controlled by 
state law. It is to be hoped that a state will avoid double filing by avoiding 
any requirement that inventory security interests created by dealers be 
shown on certificates of title. The Code cannot change the provisions of the 
Federal Aviation Act requiring all security interests in aircraft (including 
inventory security interests) to be filed under the federal system and mak- 
ing that system exclusive. Fortunately, it has been held that Section 
9-307(1) of the Code should apply to the rights of buyers in ordinary course 
of airplane inventory, although the federal system lacks a provision com- 
parable to that section. Northern Illinois Corp. v. Bishop Distributing Co., 
284 F.Supp. 121 (W.D.Mich.1969). 


G-9. The proposed revisions of subsections (3) and (4) of Section 9-302, like 

he existing subsections, apply only to “property subject to" the statutes 
referred to. Hence the substitute forms of public notice recognized in| 
subsection (3) do not apply to the perfection of security interests in 
proceeds other than such property. Such security interests must be 
perfected under Code rules. Compare the proposed revision of Section 
9-306(3), discussed in paragraphs E-5, 22, 23 of this Statement. 


G-10. The above discussion of Section 9-302 does not deal with the conflict 
of law problems arising from the use of certificates of title. These problems 
are covered by existing Sections 9-103(3) and (4), the interrelationship o 

hich has caused much confusion and criticism; and by revisions proposed 
in new Section 9-103(2). 


G-11. Proposed paragraph (2)(b) deals with collateral covered by a certifi- 
cate of title. In general, a security interest perfected by notation on a cer- 
ificate of title continues perfected so long as the certificate is outstanding 
or until the collateral is registered in another jurisdiction, notwithstanding 
removing the collateral into another state and keeping it there for more 
han four months. The Committee thus affirms In re White, 266 F.Supp. 
863 (N.D.N.Y.1967), and later cases in their interpretation of the relation- 
ship between the certificate of title provision of existing subsection (4) and 
he four months rule of existing subsection (3). 


G-12. If, however, reregistration occurs in another jurisdiction to which 
he collateral is removed while a certificate of title is left outstanding the 
security interest perfected by notation on the certificate of title remains 
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on removal of collateral perfected on a certificate of title should receive less 
favorable treatment than rights in collateral otherwise perfected. 


G-13. Under the Uniform Certificate of Title Act and the Uniform Vehicle 
Code the four month period of continued perfection after removal com- 
mences from the time the first certificate of title is issued in the state to 
hich the collateral is removed, not from the time of removal. The Com- 
mittee has chosen to commence the four months with removal, to keep the 
periods of Sections 9-103(1)(d) and 9-103(2) consistent. It is hoped that i 
he Committee's recommendations are approved, the National Conference 
of Commissioners on Uniform State Laws will conform its Uniform Act, 
and that the National Committee on Uniform Traffic Laws and Ordinance 
ill conform its Uniform Vehicle Code. 


G-14. Possibilities exist that a certificate of title may be issued in a state 

o which collateral is removed, and that because of fraudulent affidavits or 
other fraudulent devices the certificate will fail to disclose a security inter- 
est perfected in another state, whether that state does or does not have a 
certificate of title law. Suppose under these circumstances that rights of a 
hird party arise in reliance on the “clean” local certificate of title. What 
protection should the issuing state give to rights which arose in reliance 
on its own certificate of title as against rights which were perfected 
elsewhere but not shown thereon? The Committee treats this problem in 
proposed Section 9-103(2)(d). 


G-15. The Committee believes that more protection should be given to the 
local “clean” certificate of title than was accorded in First National Bank o 
Bay Shore v. Stamper, 93 N.J.Super. 150, 225 A.2d 162 (1966). The court 
here felt that it was required to recognize a security interest perfected in| 
New York for four months after removal of the car into New Jersey, even 
hough a New Jersey buyer had innocently bought the car within the pe- 
riod in reliance on a New Jersey certificate of title not showing the secu- 
rity interest. The court gave weight to the four month provision of existing 
Section 9-103(3) rather than to the condition of the New Jersey title under 
existing Section 9-103(4). It reasoned that Section 9-103(4) provides that 
perfection is governed by the law of the jurisdiction which issued the cer- 
ificate, and that New Jersey recognizes foreign security interests after re- 
moval within the limits set by Section 9-103(3). This reasoning gives no 
scope to the introduction to Section 9-103(4): “Notwithstanding subsections 
(2) and (3)." (The lapse aspect of the Stamper case is discussed in 
paragraph F-23 of this Statement.) 


The Committee's structure in its proposed Section 9-103(2)(b) follows the 
structure of existing Section 9-103(4) and thus would not in itself preclude 
he Stamper reading. But the Committee believes that consumer buyers 

ho give value and take delivery without knowledge of the security inter- 
est in situations like Stamper should be protected in their reliance on local 
clean certificates of title. Its proposed Section 9-103(2)(d) so provides. 


G-16. The Committee's proposed treatment does not apply to rights 
acquired while a distinctive certificate of title is outstanding as described 
in this paragraph. 


The Uniform Certificate of Title Act and Uniform Vehicle Code provide 
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hat where the vehicle comes from a state which did not require that secu- 

rity interests be noted on a certificate of title, the local certificate first is- 
sued shall be distinctive and shall contain the legend: “This vehicle may be 
subject to an undisclosed lien." If the Department receives no notice of a 
security interest within four months after issuance of such a certificate o 
itle, such a certificate may be reissued without the legend. Other certifi- 
cate of title laws contain comparable provisions. 


H. Scope Questions 


H-1. Several questions have been raised as to the status of security 
interests in beneficial interests in trusts and estates. These are typically 
not commercial collateral, and a requirement of filing with respect thereto 
seems inappropriate and might act as an entrapment of secured parties 

ho would fail to analyze the collateral as a general intangible. It would 
be possible to exclude this kind of collateral from Article 9 by a provision 
in Section 9-104, but the Committee recommends leaving this collateral 
subject to the general rules of security law provided by Article 9 but with 
an exclusion from filing by a provision in Section 9-302(1). 


H-2. Certain receipts issued by large grain dealers do not literally qualify 
as “documents” under Article 9, because the definition in Section 9-105(1) 
refers back to the definition of *document of title" in Section 1-201 (which 
requires issuance by a bailee) rather than to the provision in Section 
7-201(2) which makes receipts issued by owners under specified conditions 
substantially the equivalent of warehouse receipts. The Committee 
proposes to clarify this by amendment of the definition in Section 9-105(1) 
o refer to both earlier sections. 


H-3. When the Code was drafted, railway equipment trusts were excluded 
from Article 9 by Section 9-104(e) in response to the argument that they 

ere extremely specialized securities and the market in them should not 
be disturbed by new rules of law. The exclusion has subsequently been 
criticized as unsound. Opinion among railway authorities whom the Com- 
mittee consulted was divided, but few of those suggesting retention had 
any specific reason therefor. The Committee proposes to delete the 
exclusion. The effect will be that railway equipment trusts will become 
subject to the general rules of security law provided by Article 9. It should 
be noted, however, that these rules are almost always subject to agree- 
ment of the parties. Ordinarily filing under Article 9 will not be required 
by reason of Section 9-302(3), because filing is controlled by Section 20(c) 
of the Interstate Commerce Act. 


I. Filing Problems 


Substantial changes have been made in Part 4 of Article 9 dealing with 
filing. The purpose of some of these appears in the discussions of Fixtures, 
imber and Oil, Gas and Minerals in Parts A, C and D of this Statement. 


I-1. Far-flung railroad and other public utility corporations may have 
signalling systems or other chattels strung along their rights of way, and 
he chattels may be encumbered with a combined real estate and chattel 
indenture on the whole utility plant. Where the chattels are non-fixtures, 
he Code would require one or at most two chattel filings. But where the 
chattels may be fixtures, the Code would require filing in each county 
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here the chattels exist, and with a fixture filing including real estate 
descriptions. This is clearly unduly onerous. Numerous states have at- 
empted to relieve against the burden by a variety of non-uniform amend- 
ments to various sections. The Committee has accepted from some of these 
amendments the concept of “transmitting utility," for which it proposes a 
definition in Section 9-105. It proposes a Section 9-401(5) making all filings 
for transmitting utilities in the office of the Secretary of State. This filing 
constitutes a fixture filing (id.) but need not contain a description of the 
real estate (Proposed Section 9-402(5)). 


I-2. There has been much criticism of the provision in Section 9-403(2) 

hich terminates the effectiveness of a financing statement which states a 
maturity date 60 days after the stated maturity date. There seems to be no 
reason why a stated maturity date should terminate the effectiveness any 
sooner than a financing statement which does not state the date. Even 
hough the transaction has a maturity date, the application of this provi- 
sion can be avoided simply by not stating the maturity date in the financ- 
ing statement. The requirement of a financing statement and the form in 
Section 9-401(1) and (3) do not require the maturity date to be stated even 
if there is one. The Committee therefore proposes to eliminate the special 
rule in Section 9-403(2) applicable when a maturity date is stated, and to 
leave all financing statements operative for five years. 


I-3. There has been some objection to the five year period, on the theory 
hat where the duration of a transaction is longer than five years, the 
financing statement should be good for the duration of the transaction. 
he Committee has accepted this view in the cases of real estate mort- 
gages which constitute fixture security interests and transmitting utilities 
(Proposed Section 9-403(6)). 


I-4. The Committee has chosen, however, not to recommend this change 
generally, or in accordance with suggestions that it be made for all 
combined real estate and chattel mortgages, or all combined mortgages o 
corporations, or of listed corporations. The burden of chattel filing, even 
fixture filing, is not too great in other than transmitting utility situations. 

he theory of the provisions for effectiveness of financing statements under 
he present Code is that (except for the two cases just mentioned which 
involve filing in offices other than the usual offices), they last for five years 
nless continuation statements are filed, and that the files are therefore 
self-clearing. A filing officer who arranges his filings by years can clear the 
filings of any year automatically after five years. This would not be pos- 
sible if there were exceptional cases running more than five years. More- 
over, searchers would have to go back to the effective date of the Code i 
here could be valid long-term filings. 


I-5. This operating scheme raises operating questions when effectiveness 
of the financing statement has been extended by continuation statements, 
and the Committee has proposed in Section 9-403(3) that the filing officer 
should work out a physical annexation of the financing statement to the 
continuation statement to insure the preservation of those from an earlier 
year whose vitality has been continued. 


I-6. Other detailed suggestions have been made in Section 9-403 designed 
o permit preservation of microfilm instead of the actual financing state- 
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ments, and on the other hand to preserve the record of filings beyond the 
point where termination statements have been filed. Evidence of a perfec- 
ion of a security interest in the past may be necessary for some time after 
he termination because of litigation involving bankruptcy preferences, 
fraudulent conveyances, or other related types of issues. 


I-7. The Code's provisions as to the effect of lapse have occasioned debate. 
Existing Section 9-403(2) provides that upon lapse the security interest 
becomes unperfected, but this statement does not explicitly indicate the 
result when there was a right junior to the lapsed security interest. It has 
been argued that since the junior party was charged with notice of the 
lapsed security interest, he should remain junior. Comment 3 to Section 
9-403 and a corresponding Comment to Section 9-103 take the position, 
however, that the holder of a junior security interest defeats the holder o 
a lapsed security interest (see also paragraph F-23 of this Statement), but 


make clear that after the lapse purchasers—i.e., buyers and secured par- 
ies—have priority over the lapsed security interest. The negative infer- 
ence is that judgment lienors remain subordinate." 


I-8. To avoid the question whether a financing statement may lapse during 
a bankruptcy or other insolvency proceeding, the Committee has proposed 
in Section 9-403(2) that the financing statement does not lapse during the 


ermination of the proceeding within which to refile under Article 9. Refil- 

ing, however, requires a new financing statement signed by the debtor; to 
avoid this, the secured party may file a continuation statement before the 
end of the five-year period. 


I-9. A perpetual question has existed whether in filing against sole 
proprietorships or partnership debtors one may use a trade name, or 

hether the individual name of a proprietor is required, and whether the 
names of partners are required to be shown as debtors. There is substantial 
lack of uniformity in state instructions to filing officers with respect to 
hese matters. The Committee hopes to clarify these issues by its proposed 
Section 9-402(7) that one files against a partnership by the name in which 
it is known and that one files against an individual by his individual 
name. Neither the names of partners nor a trade name for individuals or 


provision that a trade name should be shown, but it seems to create too 

great a risk of insufficient filing, because a secured party may not know o 

a trade name sometimes informally used by a debtor. Trade name statutes 
ary so widely in scope and in the effects of compliance or non-compliance 
hat it has not seemed feasible to tie any requirements as to trade names 
o the existence of such statutes. 


I-10. There is presently much difference in view as to whether a secured 
party is under a duty to refile where he knows of and particularly where 
he has consented to a debtor's transfer of the property to a new debtor. 


In the case of Section 9-403(2), the rule to judgment lienors. 
Permanent Editorial Board extended this 
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he Committee has sought to standardize practices in these respects by 
proposing in Section 9-402(7) that no refiling is necessary following a 
ransfer of the collateral by the debtor. This provision is, of course, limited 
o the continued perfection of the security interest as to collateral 
ransferred by the original debtor. If additional collateral is assigned after 
he transfer, even though the mechanism is an after-acquired property 
clause under a security agreement which the new debtor has assumed, it 
seems clear that a secured party could not be safe without a filing against 
he new debtor. 


I-11. A similar question arises with respect to the debtor's change of name. 

he Committee has sought to settle the matter by proposing in Section 
9-402(7) that the filing is not effective as to new collateral after four months 
after the change of name unless the financing statement is refiled. The 
provision is so drafted that it will also apply to certain corporate 
readjustments. 


I-12. As to all of these problems of filing, the Committee is desirous o 
avoiding loss of security interests on mere technicalities. Accordingly, the 
Committee proposes to take existing Section 9-402(5) as to minor errors 
hat are not seriously misleading, move it to the end of Section 9-402 as 
subsection (8), and to make it clearly applicable to all provisions of that 
section. 


I-13. Title companies have complained with some justice that practices are 
oo loose in the use of the term “fixture” in financing statements as a 
catchall phrase as in descriptions like “all machinery, equipment, tools 
and fixtures situated at 14 Digby Road, Chicago." This leads to a question 

hether a fixture filing is intended and whether a possible objection to the 
itle to the real estate mentioned should be noted. This complaint, coupled 

ith the fact that the Committee's proposals make clear that a fixture fil- 
ing should be indexed in the real estate records, has induced the Commit- 
ee to propose blanks in the sample form in Section 9-402(3) for designat- 
ing unmistakably when a financing statement is intended to be filed as a 
fixture filing, and to require a statement to that effect in filings covered by 
Section 9-402(5). 


I-14. After considering developing practice and the needs of filing officers 
for uniformity, the Committee proposes adoption of a non-uniform amend- 
ment made in some states which differentiates in the filing fees between 
financing statements in a form prescribed by the state filing officer and fil- 
ing statements in other forms. Section 9-403(5). See also Section 9-404(3). 


I-15. It is proposed to amend subsection (1) of Section 9-402 so that only 
he debtor need sign a financing statement. However, subsection (4) would 
be amended to require both parties to sign an amendment to a financing 
statement, thus precluding the possibility that either party could unilater- 
ally prejudice the secured party's rights under a filed financing statement. 


J. Default 


-1. Existing Section 9-501(3)(c) permits variation of the provisions o 
Section 9-505(1) with respect to compulsory disposition of collateral, but 
not the provisions of Section 9-505(2) or 9-504(3). This could be construed 

o mean that where the secured party proposes to retain the collateral in 
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satisfaction of the obligation under Section 9-505(2), or fixes a time of sale 
nder Section 9-504(3), a debtor who acquiesces cannot waive the thirty 
day waiting period of Section 9-505(2) or the reasonable notification o 
Section 9-504(3). Such a result could not be justified. Accordingly, the 
Committee proposes to amend Section 9-501(3)(c) to extend the authoriza- 
ion of waivers to all of section 9-505 and to Section 9-504(3). 


-2. In the Committee's opinion the secured party's thirty day wait under 
Section 9-505(2) before he can retain the collateral in satisfaction of the 
obligation is too long. Moreover, an extra time is involved because of the 
secured party's uncertainty as to when the debtor “receives notification." 

hese circumstances, coupled with the fact that the waiting period may be 

asted if objection is received from the debtor or other party entitled to 
receive notification, probably defeat the intended purpose of the scheme, 

hich is (at least in part) to avoid the creation of a deficiency. It takes lon- 
ger to clear title by taking the goods in satisfaction of the obligation than 
it does to sell. In the process of sale, a deficiency is frequently established. 
If the program of Section 9-505(2) were made expeditious, deficiencies 
might sometimes be avoided. Accordingly, the Committee proposes that 
he waiting period be cut down to twenty-one days after the mailing of the 


-8. A related difficulty in Section 9-505(2) on accepting collateral in satis- 
faction of the obligation in lieu of sale and in Section 9-504(3) on sale, is 
he persons entitled to receive notice. Both sections now require notice 
(except in the case of consumer goods) not only to every other secured 
party who has filed a financing statement *in this state" but also to every 
other secured party known to the secured party giving the notice. These 
requirements put on the secured party the necessity of searching the rec- 
ord in every case and of keeping a record of every telephone call by a 
person claiming an interest, and determining whether such person is 
entitled to notice. In the Committee's opinion, this burden simply is not 
justified in the light of the few cases in which there will be junior security 
interests on file and even fewer cases in which there will be an equity for 
he junior party to be protected. The Committee proposes instead that the 
only persons (other than the debtor) who need be given notice under each 
section are those who have given the secured party written notice of their 
claims of interests in the collateral. 


Amendments to Article 1 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 

(1) Except as provided hereafter in this section, when a transaction 
bears a reasonable relation to this state and also to another state or nation 
he parties may agree that the law either of this state or of such other 
state or nation shall govern their rights and duties. Failing such agree- 
ment this Act applies to transactions bearing an appropriate relation to 
his state. 

(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
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only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 


Rights of creditors against sold goods. Section 2-402. 


Applicability of the Article on Bank Deposits and Collections. Section 
4-102. 


Bulk transfers subject to the Article on Bulk Transfers. Section 6-102. 
Applicability of the Article on Investment Securities. Section 8-106. 


[Policy and scope of the Article on Secured Transactions. Sections 
9-102 and 9-103.] 


Perfection provisions of the Article on Secured Transactions, Section 
9-103. 


Reasons for 1972 Change 

The reference to Section 9-102 has been deleted and a change made in Section 9-102 
deleting any reference therein to conflict of law problems, because there is no reason why 
he general principles of the present section should not be applicable to the choice of law 
problems within its scope. Section 9-103 continues to govern choice of law questions as to 
perfection of security interests and the effect of perfection and non-perfection thereof. The 
usual rule is that perfection is governed by the law of the jurisdiction in which the collat- 
eral is when the last event occurs on which is based the assertion that the security interest 
is perfected or unperfected. Section 9-103 contains special rules for the cases of intangibles 
hich have no situs, certain types of movable goods, goods which the parties intended at 
he inception of the transaction to be kept in another jurisdiction, goods subject to certifi- 
cate of title laws, and certain other cases. Section 9-103 also contains local law rules as to 
eperfection of security interests when collateral is moved from one jurisdiction to another. 


$ 1-201. General Definitions [Unchanged except for definitions (9) 


and (37) ]. 

(9) *Buyer in ordinary course of business" means a person who in good 
faith and without knowledge that the sale to him is in violation of the 
ownership rights or security interest of a third party in the goods buys in 
ordinary course from a person in the business of selling goods of that kind 
but does not include a pawnbroker. All persons who sell minerals or the 
ike (including oil and gas) at wellhead or minehead shall be deemed to be 
persons in the business of selling goods of that kind. *Buying" may be for 
cash or by exchange of other property or on secured or unsecured credit 
and includes receiving goods or documents of title under a pre-existing 
contract for sale but does not include a transfer in bulk or as security for 
or in total or partial satisfaction of a money debt. 

(37) “Security interest" means an interest in personal property or fixtures 

hich secures payment or performance of an obligation. The retention or 
reservation of title by a seller of goods notwithstanding shipment or 
delivery to the buyer (Section 2-401) is limited in effect to a reservation o 
a "security interest". The term also includes any interest of a buyer of ac- 
counts[,] or chattel paper[, or contract rights] which is subject to Article 9. 

he special property interest of a buyer of goods on identification of such 

goods to a contract for sale under Section 2-401 is not a “security interest”, 
but a buyer may also acquire a "security interest" by complying with Article 
9. Unless a lease or consignment is intended as security, reservation o 
itle thereunder is not a “security interest" but a consignment is in any 
event subject to the provisions on consignment sales (Section 2-326). 
ether a lease is intended as security is to be determined by the facts o 
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each case; however, (a) the inclusion of an option to purchase does not o 
itself make the lease one intended for security, and (b) an agreement that 
pon compliance with the terms of the lease the lessee shall become or has 
he option to become the owner of the property for no additional 
consideration or for a nominal consideration does make the lease one 
intended for security. 


Reasons for 1972 Change of Definitions (9) and (37) 

(9) The new language fits in with changes as to minerals in Section 9-103 which are 
explained in the references to minerals in the Reasons for Change and Comments to that 
section. 

(37) The omission of the term “contract rights” conforms to the elimination of that term 
rom Article 9. See Reasons for Change under Section 9-106. 


Amendment to Article 2 


§ 2-107. Goods to Be Severed From Realty: Recording. 


(1) A contract for the sale of [timber,] minerals or the like (including oil 
and gas) or a structure or its materials to be removed from realty is a 
contract for the sale of goods within this Article if they are to be severed 
by the seller but until severance a purported present sale thereof which is 
mot effective as a transfer of an interest in land is effective only as a 
contract to sell. 


(2) A contract for the sale apart from the land of growing crops or other 
hings attached to realty and capable of severance without material harm 
hereto but not described in subsection (1) or of timber to be cut is a 
contract for the sale of goods within this Article whether the subject mat- 
er is to be severed by the buyer or by the seller even though it forms part 
of the realty at the time of contracting, and the parties can by identifica- 
ion effect a present sale before severance. 


(3) The provisions of this section are subject to any third party rights 
provided by the law relating to realty records, and the contract for sale 
ay be executed and recorded as a document transferring an interest in 
land and shall then constitute notice to third parties of the buyer’s rights 
nder the contract for sale. 


Reasons for 1972 Change 

Several timber-growing states have changed the 1962 Code to make timber to be cut 
nder a contract of severance goods, regardless of the question who is to sever them. The 
section is revised to adopt this change. Financing of the transaction is facilitated if the 
imber is treated as goods instead of real estate. A similar change is made in the definition 
of “goods” in Section 9-105. To protect persons dealing with timberlands, filing on timber to 
be cut is required in Part 4 of Article 9 to be made in real estate records in a manner com- 
parable to fixture filing. 


Amendment to Article 5 


§ 5-116. Transfer and Assignment. 
(1) The right to draw under a credit can be transferred or assigned only 
hen the credit is expressly designated as transferable or assignable. 
(2) Even though the credit specifically states that it is nontransferable or 
monassignable the beneficiary may before performance of the conditions o 
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he credit assign his right to proceeds. Such an assignment is an assign- 
ment of [a contract right] an account under Article 9 on Secured Transac- 
ions and is governed by that Article except that 
(a) the assignment is ineffective until the letter of credit or advice o 
credit is delivered to the assignee which delivery constitutes perfection 
of the security interest under Article 9; and 
(b) the issuer may honor drafts or demands for payment drawn under 
the credit until it receives a notification of the assignment signed by the 
beneficiary which reasonably identifies the credit involved in the assign- 
ment and contains a request to pay the assignee; and 
(c) after what reasonably appears to be such a notification has been 
received the issuer may without dishonor refuse to accept or pay even to 
a person otherwise entitled to honor until the letter of credit or advice o 
credit is exhibited to the issuer. 


(8) Except where the beneficiary has effectively assigned his right to 
draw or his right to proceeds, nothing in this section limits his right to 
ransfer or negotiate drafts or demands drawn under the credit. 


Reasons for 1972 Change 


The change conforms to the deletion of the defined term “contract right" from Article 9. 


ARTICLE 9 


SECURED TRANSACTIONS; SALES OF ACCOUNTS 
[, CONTRACT RIGHTS] AND CHATTEL PAPER 


PART 1 
SHORT TITLE, APPLICABILITY AND DEFINITIONS 


$ 9-102. Policy and [Scope] Subject Matter of Article. 


(1) Except as otherwise provided [in Section 9-103 on multiple state 
ransactions and] in Section 9-104 on excluded transactions, this Article 
applies [so far as concerns any personal property and fixtures within the 
jurisdiction of this state] 


(a) to any transaction (regardless of its form) which is intended to cre- 
ate a security interest in personal property or fixtures including goods, 
documents, instruments, general intangibles, chattel paper or accounts 
[or contract rights]; and also 


(b) to any sale of accounts [contract rights] or chattel paper. 


(2) This Article applies to security interests created by contract includ- 
ing pledge, assignment, chattel mortgage, chattel trust, trust deed, factor's 
lien, equipment trust, conditional sale, trust receipt, other lien or title 
retention contract and lease or consignment intended as security. This 
Article does not apply to statutory liens except as provided in Section 
9-310. 


(3) The application of this Article to a security interest in a secured 
obligation is not affected by the fact that the obligation is itself secured by 
a transaction or interest to which this Article does not apply. 

Note: The adoption of this Article should be accompanied by the repeal of existing statutes 
dealing with conditional sales, trust receipts, factor's liens where the factor is given a non- 
possessory lien, chattel mortgages, crop mortgages, mortgages on railroad equipment, as- 
ignment of accounts and generally statutes regulating security interests in personal property. 
Where the state has a retail installment selling act or small loan act, that legislation 
hould be carefully examined to determine what changes in those acts are needed to conform 
them to this Article. This Article primarily sets out rules defining rights of a secured party 
against persons dealing with the debtor; it does not prescribe regulations and controls which 
may be necessary to curb abuses arising in the small loan business or in the financing of 
onsumer purchases on credit. Accordingly there is no intention to repeal existing regulatory 
acts in those fields |.] by enactment or re-enactment of Article 9. See Section 9-203(4) and the 
ote thereto. 


Reasons for 1972 Change 
The omissions in the first paragraph of subsection (1) make applicable the general choice 
of law principles of Section 1-105 (except for special rules stated in Section 9-103), instead 
of an incomplete statement in this section. 
The omission in clause (1)(b) conforms to the elimination of the term “contract rights" 
om the Article. See Reasons for Change under Section 9-106. 
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[$ 9-103. Accounts, Contract Rights, General Intangibles and 
Equipment Relating to Another Jurisdiction; and 
Incoming Goods Already Subject to a Security Interest]. 

[ (1) If the office where the assignor of accounts or contract rights keeps 
his record concerning them is in this state, the validity and perfection of a 
security interest therein and the possibility and effect of proper filing is 
governed by this Article; otherwise by the law (including the conflict o 
laws rules) of the jurisdiction where such office is located.] 

[ (2) If the chief place of business of a debtor is in this state, this Article 
governs the validity and perfection of a security interest and the possibil- 
ity and effect of proper filing with regard to general intangibles or with 
regard to goods of a type which are normally used in more than one juris- 
diction (such as automotive equipment, rolling stock, airplanes, road build- 
ing equipment, commercial harvesting equipment, construction machinery 
and the like) if such goods are classified as inventory by reason of their be- 
ing leased by the debtor to others. Otherwise, the law (including the conflict 
of laws rules) of the jurisdiction where such chief place of business is lo- 
cated shall govern. If the chief place of business is located in a jurisdiction 

hich does not provide for perfection of the security interest by filing or re- 
cording in that jurisdiction, then the security interest may be perfected by 
filing in this state. [For the purpose of determining the validity and perfec- 
ion of a security interest in an airplane, the chief place of business of a 

debtor who is a foreign air carrier under the Federal Aviation Act of 1958, 

as amended, is the designated office of the agent upon whom service of pro- 

cess may be made on behalf of the debtor.]] 

| (3) If personal property other than that governed by subsections (1) 
and (2) is already subject to a security interest when it is brought into this 
state, the validity of the security interest in this state is to be determined 
by the law (including the conflict of laws rules) of the jurisdiction where 
he property was when the security interest attached. However, if the par- 
ies to the transaction understood at the time that the security interest at- 
ached that the property would be kept in this state and it was brought 
into this state within 30 days after the security interest attached for 
purposes other than transportation through this state, then the validity o 
he security interest in this state is to be determined by the law of this 
state. If the security interest was already perfected under the law of the 
jurisdiction where the property was when the security interest attached 
and before being brought into this state, the security interest continues 
perfected in this state for four months and also thereafter if within the 
four month period it is perfected in this state. The security interest may| 
also be perfected in this state after the expiration of the four month pe- 
riod; in such case perfection dates from the time of perfection in this state. 
If the security interest was not perfected under the law of the jurisdiction 

here the property was when the security interest attached and before be- 
ing brought into this state, it may be perfected in this state; in such case 
perfection dates from the time of perfection in this state.] 

[ (4) Notwithstanding subsections (2) and (3), if personal property is 
covered by a certificate of title issued under a statute of this state or any 
other jurisdiction which requires indication on a certificate of title of any 
security interest in the property as a condition of perfection, then the 
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perfection is governed by the law of the jurisdiction which issued the 
certificate.] 

[[ (5) Notwithstanding subsection (1) and Section 9-302, if the office 

here the assignor of accounts or contract rights keeps his records concern- 
ing them is not located in a jurisdiction which is a part of the United 
States, its territories or possessions, and the accounts or contract rights 
are within the jurisdiction of this state or the transaction which creates 
he security interest otherwise bears an appropriate relation to this state, 
his Article governs the validity and perfection of the security interest and 
he security interest may only be perfected by notification to the account 
debtor.]] 


§ 9-103. Perfection of Security Interests in Multiple State 
Transactions. 
(1) Documents, instruments and ordinary goods. 

(a) This subsection applies to documents and instruments and to goods 
other than those covered by a certificate of title described in subsection 
(2), mobile goods described in subsection (3), and minerals described in 
subsection (5). 

(b) Except as otherwise provided in this subsection, perfection and the 
effect of perfection or non-perfection of a security interest in collateral are 
governed by the law of the jurisdiction where the collateral is when the 
last event occurs on which is based the assertion that the security interest 
is perfected or unperfected. 

(c) If the parties to a transaction creating a purchase money security 
interest in goods in one jurisdiction understand at the time that the secu- 
rity interest attaches that the goods will be kept in another jurisdiction, 
then the law of the other jurisdiction governs the perfection and the effect 
of perfection or non-perfection of the security interest from the time it at- 
taches until thirty days after the debtor receives possession of the goods 
and thereafter if the goods are taken to the other jurisdiction before the 
end of the thirty-day period. 

(d) When collateral is brought into and kept in this state while subject 
to a security interest perfected under the law of the jurisdiction from 
which the collateral was removed, the security interest remains perfected, 
but if action is required by Part 3 of this Article to perfect the security 
interest, 

(i) if the action is not taken before the expiration of the period o 
perfection in the other jurisdiction or the end of four months after the 
collateral is brought into this state, whichever period first expires, the 
security interest becomes unperfected at the end of that period and is 
thereafter deemed to have been unperfected as against a person who 
became a purchaser after removal; 

(ti) if the action is taken before the expiration of the period specified 
in subparagraph (i), the security interest continues perfected thereafter; 

(tit) for the purpose of priority over a buyer of consumer goods (subsec- 
tion (2) of Section 9-307), the period of the effectiveness of a filing in the 
Jurisdiction from which the collateral is removed is governed by the 
rules with respect to perfection in subparagraphs (i) and (ii. 
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(2) Certificate of title. 

(a) This subsection applies to goods covered by a certificate of title is- 
sued under a statute of this state or of another jurisdiction under the law 
of which indication of a security interest on the certificate is required as a 
condition of perfection. 

(b) Except as otherwise provided in this subsection, perfection and the 
effect of perfection or non-perfection of the security interest are governed 
by the law (including the conflict of laws rules) of the jurisdiction issuing 
the certificate until four months after the goods are removed from that ju- 
risdiction and thereafter until the goods are registered in another juris- 
diction, but in any event not beyond surrender of the certificate. After the 
expiration of that period, the goods are not covered by the certificate o 
title within the meaning of this section. 

(c) Except with respect to the rights of a buyer described in the next 
paragraph, a security interest, perfected in another jurisdiction otherwise 
than by notation on a certificate of title, in goods brought into this state 
and thereafter covered by a certificate of title issued by this state is subject 
to the rules stated in paragraph (d) of subsection (1). 

(d) If goods are brought into this state while a security interest therein 
is perfected in any manner under the law of the jurisdiction from which 
the goods are removed and a certificate of title is issued by this state and 
the certificate does not show that the goods are subject to the security 
interest or that they may be subject to security interests not shown on the 
certificate, the security interest is subordinate to the rights of a buyer o 
the goods who is not in the business of selling goods of that hind to the 
extent that he gives value and receives delivery of the goods after issuance 
of the certificate and without knowledge of the security interest. 

(3) Accounts, general intangibles and. mobile goods. 


(a) This subsection applies to accounts (other than an account described 
in subsection (5) on minerals) and general intangibles and to goods which 
are mobile and which are of a type normally used in more than one juris- 
diction, such as motor vehicles, trailers, rolling stock, airplanes, shipping 
containers, road building and construction machinery and commercial 
harvesting machinery and the like, if the goods are equipment or are 
inventory leased or held for lease by the debtor to others, and are not 
covered by a certificate of title described in subsection (2). 

(b) The law (including the conflict of laws rules) of the jurisdiction in 
which the debtor is located governs the perfection and the effect of perfec- 
tion or non-perfection of the security interest. 

(c) If, however, the debtor is located in a jurisdiction which is not a 
part of the United States, and which does not provide for perfection of the 
security interest by filing or recording in that jurisdiction, the law of the 
Jurisdiction in the United States in which the debtor has its major execu- 
tive office in the United States governs the perfection and the effect o, 
perfection or non-perfection of the security interest through filing. In the 
alternative, if the debtor is located in a jurisdiction which is not a part o 
the United States or Canada and the collateral is accounts or general 
intangibles for money due or to become due, the security interest may be 
perfected by notification to the account debtor. As used in this paragraph, 
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"United States" includes its territories and possessions and the Com- 
monwealth of Puerto Rico. 

(d) A debtor shall be deemed located at his place of business if he has 
one, at his chief executive office if he has more than one place of business, 
otherwise at his residence. If, however, the debtor is a foreign air carrier 
under the Federal Aviation Act of 1958, as amended, it shall be deemed 
located at the designated office of the agent upon whom service of process 
may be made on behalf of the foreign air carrier. 

(e) A security interest perfected under the law of the jurisdiction of the 
location of the debtor is perfected until the expiration of four months after 
a change of the debtor's location to another jurisdiction, or until perfec- 
tion would have ceased by the law of the first jurisdiction, whichever pe- 
riod first expires. Unless perfected in the new jurisdiction before the end 
of that period, it becomes unperfected thereafter and is deemed to have 
been unperfected as against a person who became a purchaser after the 
change. 

(4) Chattel paper. 


The rules stated for goods in subsection (1) apply to a possessory secu- 
rity interest in chattel paper. The rules stated for accounts in subsection 
(3) apply to a non-possessory security interest in chattel paper, but the se- 
curity interest may not be perfected by notification to the account debtor. 
(5) Minerals. 


Perfection and the effect of perfection or non-perfection of a security 
interest which is created by a debtor who has an interest in minerals or 


the like (including oil and gas) before extraction and which attaches 
thereto as extracted, or which attaches to an account resulting from the 
sale thereof at the wellhead or minehead are governed by the law (includ- 
ing the conflict of laws rules) of the jurisdiction wherein the wellhead or 
minehead is located. 


Reasons for 1972 Change 

The section has been completely rewritten to clarify the relationship of its several provi- 
sions to each other and to other sections defining the applicable law. Now that the Code 
has been adopted in all states but Louisiana and also adopted in the District of Columbia 
and the Virgin Islands, the emphasis in the revision has been to make clear where perfec- 
ion of a security interest must take place, rather than on problems of actual conflicts o 

ules of law. 

1. The section now concerns itself exclusively with perfection of security interests and the 
effect of perfection or non-perfection thereof. The 1962 Code has several references to the 
"validity" of a security agreement, and these have been deleted. Likewise, a deletion has 
been made from Section 9-102 of the language which went beyond that section's basic func- 
ion of defining the scope of Article 9 and purported to state a choice of law rule. These two 
changes make it clear that Article 9 does not govern problems of choice of law between the 
original parties, and that this question is governed by the general choice of law provision in 
Section 1-105. 

2. While most of the substantive materials of the section are in the 1962 Text, the state- 
ment thereof and their relationship to each other were not clear. In the revision they are 
clarified according to the following structure: 

The basic rule of this section is that the controlling law, as to perfection of the security 
interests and the effect of perfection or non-perfection, is the law of the jurisdiction where 
he collateral is when the last event occurs on which is based the assertion that the secu- 
ity interest is perfected or unperfected (paragraph (1)(b)). There are certain exceptions: (i) 
In the case of a purchase money security interest in goods, where the parties intended to 
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emove the collateral to another jurisdiction within 30 days after the debtor received pos- 
session of the goods, the law of the latter jurisdiction will govern the initial perfection until 
he expiration of the 30-day period, and thereafter if the goods are removed to the other ju- 
isdiction before the end of the period (paragraph (1)(c)). (ii) Where the collateral is covered 
by a certificate of title, perfection will be governed by the law of the issuing jurisdiction 
(subsection (2)). (iii) If the collateral is certain mobile goods or certain intangibles, perfec- 
ion will be governed by the law of the jurisdiction wherein is located the debtor (subsection 
(3)). 

Where the collateral has been removed from the jurisdiction whose law first governed, 
he jurisdiction into which it is removed (i.e., “this state”) adds a local requirement of re- 
perfection to the requirements of the state from which the collateral was removed—i.e., 

efiling is required within 4 months after removal, or within any lesser period during which 
perfection would have continued in the other jurisdiction (paragraphs (1)(d) and (2)(c)). 

3. The two former rules for determining place of perfection as to intangibles (namely, for 
accounts, the office where the records were kept concerning the accounts; and for general 
intangibles, the chief place of business of the debtor) have been consolidated into the rule 

hat the filing is at the debtor’s location. That location will ordinarily be the office designated 

in the 1962 Text as “chief place of business,” now redesignated as “chief executive office.” A 

new provision (paragraph (3)(e)) has been added to cover the case where that office moves 
om one jurisdiction to another. 

A principal objection to the original rule that the place for filing as to accounts was the 
place where the debtor kept his records with respect to them was that persons seeking to 
search records might not know where this place might be, in the case of a far-flung debtor 
or of multicorporate enterprises with central accounting. Where the debtor assigned his ac- 
counts without recourse, as in factoring, he might keep few records with respect to them. 
Moreover, it was thought undesirable to have one rule for accounts and another rule for 
general intangibles, because in many financing situations both types of receivables may be 
involved. See discussion in Reasons for Change to Section 9-106. Therefore, it was decided 

o adopt for both types of intangibles the rule heretofore applicable to general intangibles. 


§ 9-104. Transactions Excluded From Article. 

This Article does not apply 

(a) to a security interest subject to any statute of the United States 
[such as the Ship Mortgage Act, 1920,] to the extent that such statute 
governs the rights of parties to and third parties affected by transactions 
in particular types of property; or 

(b) to a landlord’s lien; or 

(c) to a lien given by statute or other rule of law for services or materi- 
als except as provided in Section 9-310 on priority of such liens; or 

(d) to a transfer of a claim for wages, salary or other compensation o 
an employee; or 

[ (e) to an equipment trust covering railway rolling stock; or] 

(e) to a transfer by a government or governmental subdivision or 
agency; or 

(f) to a sale of accounts [, contract rights] or chattel paper as part of a 
sale of the business out of which they arose, or an assignment of ac- 
counts [, contract rights] or chattel paper which is for the purpose of col- 
lection only, or a transfer of a [contract] right to payment under a contract 
to an assignee who is also to do the performance under the contract or a 
transfer of a single account to an assignee in whole or partial satisfaction 
of a preexisting indebtedness; or 

(g) to a transfer of an interest in or claim in or under any policy of in- 
surance, except as provided with respect to proceeds (Section 9-306) and 
priorities in proceeds (Section 9-312); or 
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(h) to a right represented by a judgment (other than a judgment taken 
on a right to payment which was collateral); or 

(i) to any right of set-off; or 

(j) except to the extent that provision is made for fixtures in Section 
9-313, to the creation or transfer of an interest in or lien on real estate, 
including a lease or rents thereunder; or 

(k) to a transfer in whole or in part of [any of the following:] any claim 
arising out of tort; [any deposit, savings, passbook or like account 
maintained with a bank, savings and loan association, credit union or 
like organization.]; or 


(1) to a transfer of an interest in any deposit account (subsection (1) o 
Section 9-105), except as provided with respect to proceeds (Section 9-306) 
and priorities in proceeds (Section 9-312). 


Reasons for 1972 Change 

Former paragraph (e), excluding railway equipment trusts from the coverage of Article 9, 
has been deleted. The whole thrust of Article 9 is to eliminate differences based on the form 
of a transaction, and the equipment trust serves the same function as other purchase 
money forms of financing. In fact, a form known as the “New York equipment trust" comes 
closer to a conditional sale contract then it does to a Pennsylvania equipment trust, and 
hus the former exclusion left substantial uncertainty. Railway financing on rolling stock 

ill continue to be exempt from the filing provisions of Article 9 by virtue of Section 
9-302(3) and (4). Thus, the principal purpose of the former exclusion will be retained. There 
is, however, no reason why the other provisions of Article 9 as to the rights of parties, man- 
ner of foreclosure, etc., should not be available to the parties to railway financing, since 
hese problems are not adequately covered in any other statutes. 

A new paragraph (e) has been added to make clear that this Article does not apply to se- 
curity interests created by governmental debtors. 

Other changes reflect the elimination of the term “contract rights" and the fact that, 

hile transfers of claims under insurance policies and deposit accounts are in general 
excluded from the Article by this section, proceeds claims thereto are subject to Section 
9-306. 


$ 9-105. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires: 

(a) *Account debtor" means the person who is obligated on an account, 
chattel paper[, contract right] or general intangible; 

(b) *Chattel paper" means a writing or writings which evidence both a 
monetary obligation and a security interest in or a lease of specific goods, 
but a charter or other contract involving the use or hire of a vessel is not 
chattel paper. When a transaction is evidenced both by such a security 
agreement or a lease and by an instrument or a series of instruments, 
the group of writings taken together constitutes chattel paper; 

(c) “Collateral” means the property subject to a security interest, and 
includes accounts[, contract rights] and chattel paper which have been 
sold; 

(d) “Debtor” means the person who owes payment or other perfor- 
mance of the obligation secured, whether or not he owns or has rights in 
the collateral, and includes the seller of accounts[, contract rights] or 
chattel paper. Where the debtor and the owner of the collateral are not 
the same person, the term *debtor" means the owner of the collateral in 
any provision of the Article dealing with the collateral, the obligor in 
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any provision dealing with the obligation, and may include both where 
the context so requires; 

(e) “Deposit account" means a demand, time, savings, passbook or like 
account maintained with a bank, savings and loan association, credit 
union or like organization, other than an account evidenced by a certifi- 
cate of deposit; 

(f [ (e) ] “Document” means document of title as defined in the general 
definitions of Article 1 (Section 1-201) [;], and a receipt of the kind 
described in subsection (2) of Section 7-201; 


(g) “Encumbrance” includes real estate mortgages and other liens on 
real estate and all other rights in real estate that are not ownership 
interests; 

(h) [ (£) ] “Goods” includes all things which are movable at the time the 
security interest attaches or which are fixtures (Section 9-313), but does 
not include money, documents, instruments, accounts, chattel paper, 
general intangibles, [contract rights and other things in action,] or miner- 
als or the like (including oil and gas) before extraction. “Goods” also 
includes standing timber which is to be cut and removed under a convey- 
ance or coníract for sale, the unborn young of animals, and growing 
crops; 

(i) [| (g) ] “Instrument” means a negotiable instrument (defined in 
Section 3-104), or a security (defined in Section 8-102) or any other writ- 
ing which evidences a right to the payment of money and is not itself a 
security agreement or lease and is of a type which is in ordinary course 
of business transferred by delivery with any necessary indorsement or 
assignment; 

() “Mortgage” means a consensual interest created by a real estate 
mortgage, a trust deed on real estate, or the like; 

(k) An advance is made “pursuant to commitment” if the secured party 
has bound himself to make it, whether or not a subsequent event of default 
or other event not within his control has relieved or may relieve him from 
his obligation; 

(D) [ (h) ] “Security agreement” means an agreement which creates or 
provides for a security interest; 

(m) [ (i) ] “Secured party” means a lender, seller or other person in 
whose favor there is a security interest, including a person to whom ac- 
counts[, contract rights] or chattel paper have been sold. When the hold- 
ers of obligations issued under an indenture of trust, equipment trust 
agreement or the like are represented by a trustee or other person, the 
representative is the secured party; 

(n) “Transmitting utility" means any person primarily engaged in the 
railroad, street railway or trolley bus business, the electric or electronics 
communications transmission business, the transmission of goods by 
pipeline, or the transmission or the production and transmission o 
electricity, steam, gas or water, or the provision of sewer service. 

(2) Other definitions applying to this Article and the sections in which 
hey appear are: 

"Account". Section 9-106. 
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"Attach". Section 9-203. 
"Construction mortgage". Section 9-313(1). 
“Consumer goods". Section 9-109(1). 
“Contract right". Section 9-106.] 
“Equipment”. Section 9-109(2). 
“Farm products". Section 9-109(3). 
"Fixture". Section 9-313. 
"Fixture filing". Section 9-313. 
“General intangibles”. Section 9-106. 
“Inventory”. Section 9-109(4). 
“Lien creditor". Section 9-301(3). 
“Proceeds”. Section 9-306(1). 
“Purchase money security interest”. Section 9-107. 
“United States”. Section 9-103. 
(3) The following definitions in other Articles apply to this Article: 
“Check”. Section 3-104. 
“Contract for sale”. Section 2-106. 
“Holder in due course”. Section 3-302. 
“Note”. Section 3-104. 
“Sale”. Section 2-106. 
(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Reasons for 1972 Change 

A definition of “transmitting utility” has been added to identify a class of debtor with 
special filing problems on farflung properties, for which special filing rules are stated in 
Part 4. 

A definition of “deposit account” has been added to facilitate references to such accounts 
in the section on proceeds (Section 9-306). 

A definition of “pursuant to commitment” has been added as the basis for use of this 
concept in Sections 9-301, 9-307, and 9-312. 

Definitions of “encumbrance” and “mortgage” have been added as the basis for the use 
hereof in Section 9-313. 

The definition of *document" has been amended to include therein the kind of receipt is- 
sued by a person who is not technically a warehouseman, as described in Section 7-201(2). 

The exclusion of “other things in action" from the definition of “goods” has been deleted 
as unnecessary. “General intangibles”, which under Section 9-106 includes “things in ac- 
ion", are themselves excluded from the definition of goods. 


Other minor changes reflect the elimination of the classification “contract right" in 
Section 9-106. 


$ 9-106. Definitions: “Account”; [Contract Right”;] “General 
Intangibles”. 
“Account” means any right to payment for goods sold or leased or for ser- 
ices rendered which is not evidenced by an instrument or chattel paper|.] 
hether or not it has been earned by performance. [Contract right” means 
any right to payment under a contract not yet earned by performance and 
not evidenced by an instrument or chattel paper.] “General intangibles” 

eans any personal property (including things in action) other than goods, 
accounts, [contract rights,] chattel paper, documents, [and] instruments, 
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and money. All rights to payment earned or unearned under a charter or 
other contract involving the use or hire of a vessel and all rights incident 
o the charter or contract are [contract rights and neither] accounts [nor 
general intangibles]. 


Reasons for 1972 Change 


The term “contract right" has been eliminated as unnecessary. As indicated by a sentence 
now being eliminated from Section 9-306(1), “contract right” was thought of as an “account” 
before the right to payment became unconditional by performance by the creditor. But the 
distinction between “account” and “contract right" was not used in the Article except in 
subsection (2) to Section 9-318 on the right of original parties to modify an assigned 
contract, and that subsection has been redrafted to preserve the distinction without need- 
ing the term "contract right". The term has been troublesome in creating a *proceeds" 
problem where a contract right becomes an “account” by performance; in the Code's former 
denial that there could be any right in an account until it came into existence (former Sec- 
ion 9-204(2)(d)), notwithstanding a security interest in the preexisting contract right; and 
in the danger of inadequate description in financing statements by claiming “accounts” or 
"general intangibles” when before performance they should have been described as “contract 

ights"; and in other respects. 

“Money” is expressly excluded from the catch-all definition, “general intangible", to 
preclude any possible reading that a security interest in money may be perfected by filing. 

The other changes are conforming changes. 


9-114. Consignment. 


(1) A person who delivers goods under a consignment which is not a secu- 
ity interest and who would be required to file under this Article by paragraph 
(3)(c) of Section 2-326 has priority over a secured party who is or becomes a 
reditor of the consignee and who would have a perfected security interest 
in the goods if they were the property of the consignee, and also has priority 
ith respect to identifiable cash proceeds received on or before delivery o 
the goods to a buyer, if 
(a) the consignor complies with the filing provision of the Article on 
Sales with respect to consignments (paragraph (3)(c) of Section 2-326) 
before the consignee receives possession of the goods; and 
(b) the consignor gives notification in writing to the holder of the secu- 
rity interest if the holder has filed a financing statement covering the 
same types of goods before the date of the filing made by the consignor; 
and 
(c) the holder of the security interest receives the notification within five 
years before the consignee receives possession of the goods; and 
(d) the notification states that the consignor expects to deliver goods on 
consignment to the consignee, describing the goods by item or type. 
(2) In the case of a consignment which is not a security interest and in 
hich the requirements of the preceding subsection have not been met, a 
person who delivers goods to another is subordinate to a person who would 
ave a perfected security interest in the goods if they were the property o 


the debtor. 


Reasons for 1972 Adoption of New Section 
An uncertainty has existed under the 1962 Code whether the filing rule in Section 
2-326(3) applicable to true consignments requires only filing under Part 4 of Article 9 or 
also requires notice to prior inventory secured parties of the debtor under Section 9-312(3). 
he new Section 9-114 accepts the latter view, and provides in substance that, in order to 
protect his ownership of the consigned goods, the consignor must give the same notice to an 


1298 


AMENDMENTS 


inventory secured party of the debtor that he would have to give if his transaction with the 
consignee was in the form of a security transaction instead of in the form of a consignment. 
his new section follows closely the language of Section 9-312(3). 


PART 2 


VALIDITY OF SECURITY AGREEMENT AND 
RIGHTS OF PARTIES THERETO 


§ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Formal Requisites. 

[ (1) Subject to the provisions of Section 4-208 on the security interest o 
a collecting bank and Section 9-113 on a security interest arising under 
he Article on Sales, a security interest is not enforceable against the 
debtor or third parties unless 

(a) the collateral is in the possession of the secured party; or 
(b) the debtor has signed a security agreement which contains a de- 
scription of the collateral and in addition, when the security interest 

covers crops or oil, gas or minerals to be extracted or timber to be cut, a 

description of the land concerned. In describing collateral, the word 

“proceeds” is sufficient without further description to cover proceeds o 

any character.] 

(1) Subject to the provisions of Section 4-208 on the security interest of a 
ollecting bank and Section 9-113 on a security interest arising under the 
Article on Sales, a security interest is not enforceable against the debtor or 
third parties with respect to the collateral and does not attach unless 


(a) the collateral is in the possession of the secured party pursuant to 
agreement, or the debtor has signed a security agreement which contains 

a. description of the collateral and in addition, when the security interest 

covers crops growing or to be grown or timber to be cut, a description o 

the land concerned; and 

(b) value has been given; and 
(c) the debtor has rights in the collateral. 

(2) A security interest attaches when it becomes enforceable against the 
debtor with respect to the collateral. Attachment occurs as soon as all of the 
events specified in subsection (1) have taken place unless explicit agreement 
postpones the time of attaching. 

(3) Unless otherwise agreed a security agreement gives the secured party 
the rights to proceeds provided by Section 9-306. 

(4) [ (2) ] A transaction, although subject to this Article, is also subject to 

* and in the case of conflict between the provisions of this Article 
and any such statute, the provisions of such statute control. Failure to 
comply with any applicable statute has only the effect which is specified 
herein. 
Note: At * in subsection (4) insert reference to any local statute regulating small loans, 
etail installment sales and the like. 

The foregoing subsection (4) is designed to make it clear that certain transactions, al- 
though subject to this Article, must also comply with other applicable legislation. 

This Article is designed to regulate all the “security” aspects of transactions within its 
cope. There is, however, much regulatory legislation, particularly in the consumer field, 
which supplements this Article and should not be repealed by its enactment. Examples are 
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mall loan acts, retail installment selling acts and the like. Such acts may provide for 
icensing and rate regulation and may prescribe particular forms of contract. Such provi- 
ions should remain in force despite the enactment of this Article. On the other hand if a 
etail installment selling act contains provisions on filing, rights on default, etc., such provi- 
ions should be repealed as inconsistent with this Article|.] except that inconsistent provi- 
ions as to deficiencies, penalties, etc., in the Uniform Consumer Credit Code and other 
ecent related legislation should remain because those statutes were drafted after the 
ubstantial enactment of the Article and with the intention of modifying certain provisions 
of this Article as to consumer credit. 


Reasons for 1972 Change 


Subsection (1) has been revised to incorporate into the concept of enforceability of a secu- 
ity interest the elements of agreement, value, and rights in the collateral, which formerly 

ere stated in Section 9-204. These are combined with the requirement of written agree- 
ment (unless the security interest is evidenced by possession of the collateral by the secured 
party), and the security interest is said to “attach” when all of the events specified have 
occurred. This drafting cures the former anomaly that a security interest could attach and 
be perfected, and yet be unenforceable against anyone for lack of a written security 
agreement. 

The requirement that a security agreement covering oil, gas or minerals to be extracted 
contain a description of the land concerned has been eliminated since the Article does not 
ecognize a security interest in such collateral until it has been extracted from the land. 

The former reference to proceeds in subsection (1) has been eliminated and new subsec- 
ion (3) added to make clear that claims to proceeds under Section 9-306 do not require a 
statement in the security agreement, for it is assumed that the parties so intend unless 
otherwise agreed. 


$ 9-204. [When Security Interest Attaches;] After-Acquired 
Property; Future Advances. 

[ (1) A security interest cannot attach until there is agreement (subsec- 
ion (3) of Section 1-201) that it attach and value is given and the debtor 
has rights in the collateral. It attaches as soon as all of the events in the 
preceding sentence have taken place unless explicit agreement postpones 
he time of attaching.] 

[ (2) For the purposes of this section the debtor has no rights 

(a) in crops until they are planted or otherwise become growing crops, 
in the young of livestock until they are conceived; 

(b) in fish until caught, in oil, gas or minerals until they are extracted, 
in timber until it is cut; 

(c) in a contract right until the contract has been made; 

(d) in an account until it comes into existence.] 

[ (8) Except as provided in subsection (4) a security agreement may 
provide that collateral, whenever acquired, shall secure all obligations 
covered by the security agreement.] 

[ (4) No security interest attaches under an after-acquired property 
clause 

(a) to crops which become such more than one year after the security 
agreement is executed except that a security interest in crops which is 
given in conjunction with a lease or a land purchase or improvement 
transaction evidenced by a contract, mortgage or deed of trust may if so 
agreed attach to crops to be grown on the land concerned during the pe- 
riod of such real estate transaction; 

(b) to consumer goods other than accessions (Section 9-314) when 
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given as additional security unless the debtor acquires rights in them 
within ten days after the secured party gives value.] 


(1) Except as provided in subsection (2), a security agreement may provide 
that any or all obligations covered by the security agreement are to be 
ecured by after-acquired collateral. 


(2) No security interest attaches under an after-acquired property clause 
to consumer goods other than accessions (Section 9-314) when given as ad- 
ditional security unless the debtor acquires rights in them within ten days 
after the secured party gives value. 

(3) [ (5) ] Obligations covered by a security agreement may include future 
advances or other value whether or not the advances or value are given 
pursuant to commitment (subsection (1) of Section 9-105). 


Reasons for 1972 Change 

Former subsection (1) has been eliminated. The term “attach” has been moved to Section 
9-203 and related to the concept of enforceability of the security interest between the par- 
ies to the security agreement contained in that section. 

Former subsection (2) has been eliminated as unnecessary and in some cases confusing. 
Its operation appeared to be arbitrary, and it is believed that the questions considered are 
best left to the courts. 

Former subsections (3) and (5), now subsections (1) and (3), have been rewritten for 
clarity. 

Former subsection (4) is redesignated (2), and clause (a) thereof relating to crops 
eliminated. That clause provided that no security interest in crops attaches under an after- 
acquired property clause to crops which become such more than one year after the security 
agreement, unless the agreement involved certain real estate transactions. The obvious 
purpose of this provision was to protect a necessitous farmer from encumbering his crops 
or many years in the future. The provision did not work because there was no correspond- 
ing limit on the scope of a financing statement covering crops, and under the Code's notice- 

ling rules the priority position of a security arrangement covering successive crops would 
be as effectively protected by the filing of a first financing statement whether the granting 
clause as to successive crops was in one security agreement with an after-acquired property 
clause or in a succession of security agreements. On the other hand the clause did require 
an annual security agreement for crops even when the encumbrance on crops was agreed to 
as part of a long-term financing covering farm machinery and other assets. The provision 
hus appeared to be meaningless in operation except to cause unnecessary paperwork, but 
it did introduce some element of uncertainty as to its purpose. 


$ 9-205. Use or Disposition of Collateral Without Accounting 
Permissible. 


A security interest is not invalid or fraudulent against creditors by rea- 
son of liberty in the debtor to use, commingle or dispose of all or part o 
he collateral (including returned or repossessed goods) or to collect or 
compromise accounts [contract rights] or chattel paper, or to accept the 
return of goods or make repossessions, or to use, commingle or dispose o 
proceeds, or by reason of the failure of the secured party to require the 
debtor to account for proceeds or replace collateral. This section does not 
relax the requirements of possession where perfection of a security interest 
depends upon possession of the collateral by the secured party or by a 


Reasons for 1972 Change 
The change reflects the deletion of the defined term “contract right" from the Article. 


1301 


APPENDIX 


PART 3 


RIGHTS OF THIRD PARTIES; PERFECTED AND 
UNPERFECTED SECURITY INTERESTS; 
RULES OF PRIORITY 


$ 9-301. Persons Who Take Priority Over Unperfected Security 
Interests; Right of *Lien Creditor". 

(1) Except as otherwise provided in subsection (2), an unperfected secu- 
rity interest is subordinate to the rights of 

(a) persons entitled to priority under Section 9-312; 

(b) a person who becomes a lien creditor [without knowledge of the se- 
curity interest and] before [it] the security interest is perfected; 

(c) in the case of goods, instruments, documents, and chattel paper, a 
person who is not a secured party and who is a transferee in bulk or 
other buyer not in ordinary course of business, or is a buyer of farm 
products in ordinary course of business, to the extent that he gives value 
and receives delivery of the collateral without knowledge of the security 
interest and before it is perfected; 

(d) in the case of accounts [, contract rights,] and general intangibles, 
a person who is not a secured party and who is a transferee to the extent 
that he gives value without knowledge of the security interest and before 
it is perfected. 

(2) If the secured party files with respect to a purchase money security 
interest before or within ten days after the debtor receives possession of the 
collateral [comes into possession of the debtor], he takes priority over the 
rights of a transferee in bulk or of a lien creditor which arise between the 

ime the security interest attaches and the time of filing. 

(3) A “lien creditor” means a creditor who has acquired a lien on the 
property involved by attachment, levy or the like and includes an assignee 
for benefit of creditors from the time of assignment, and a trustee in bank- 
ruptcy from the date of the filing of the petition or a receiver in equity 
from the time of appointment. [Unless all the creditors represented had 
knowledge of the security interest such a representative of creditors is a 
lien creditor without knowledge even though he personally has knowledge 
of the security interest.] 

(4) A person who becomes a lien creditor while a security interest is 
perfected takes subject to the security interest only to the extent that it 

ecures advances made before he becomes a lien creditor or within 45 days 
thereafter or made without knowledge of the lien or pursuant to a commit- 
ent entered into without knowledge of the lien. 


Reasons for 1972 Change 

Paragraph (1)(b) has been amended to eliminate the element of knowledge in the condi- 
ions under which a lien creditor may defeat an unperfected security interest. Knowledge o 
he security interest will no longer subordinate the lien creditor to the unfiled security 
interest. The former section denied the lien creditor priority even though he had no knowl- 
edge when he got involved by extending credit, if he acquired knowledge while attempting 
o extricate himself. It was completely inconsistent in spirit with the rules of priority be- 
ween security interests, where knowledge plays a very minor role. 

The change in subsection (2) is made to conform the language to that of the related pro- 
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ision in Section 9-312(4). 

The second sentence of subsection (3) is deleted because the question of knowledge has 
been eliminated from paragraph (1)(b). 

New subsection (4) deals with the question of the extent to which advances made under a 

perfected security interest after the rights of a lien creditor have attached to the collateral 

ill come ahead of the position of the lien creditor. This subsection should be read with 

Section 9-307(3) (which deals with the same problem in the case of an intervening buyer) 
and Section 9-312(7) (which deals with the same problem in the case of a secured party), 
and paragraph (5) of Reasons for Change under Section 9-312. 
In the case of the lien creditors dealt with by this subsection, the rule chosen is crucial to 
he priority of the security interest for advances over a federal tax lien for 45 days after the 
ax lien has been filed, as contemplated under section 6323(c)(2) and (d) of the Internal 
Revenue Code of 1954 as amended by the Federal Tax Lien Act of 1966. The actual 
importance of the priority rule chosen between a secured party and possible lien creditors 
during the 45 days is believed to be slight; but the rule chosen is essential to give the 
secured party the protection against Federal tax liens believed to have been intended by 
he Federal Tax Lien Act of 1966, the operation of which is made to depend on state law. 

he rule of state law was not certain before this revision. Accordingly, the priority of the 
security interest for future advances over the judgment lien has to be absolute for the 45 
days, without regard to any knowledge of the secured party that the judgment lien exists. 
After the 45 days the priority of the security interest depends on the secured party's lack o 

owledge of the lien at the time he makes the subsequent advance or commits to do so. 


$ 9-302. When Filing Is Required to Perfect Security Interest; 
Security Interests to Which Filing Provisions of This 
Article Do Not Apply. 
(1) A financing statement must be filed to perfect all security interests 
except the following: 

(a) a security interest in collateral in possession of the secured party 
under Section 9-305; 

(b) a security interest temporarily perfected in instruments or docu- 
ments without delivery under Section 9-304 or in proceeds for a 10 day 
period under Section 9-306; 

[ (c) a purchase money security interest in farm equipment having a 
purchase price not in excess of $2500; but filing is required for a fixture 
under Section 9-313 or for a motor vehicle required to be licensed;] 

(c) a security interest created by an assignment of a beneficial interest 
in a trust or a decedent’s estate; 

(d) a purchase money security interest in consumer goods; but filing is 
required [for a fixture under Section 9-313 or for a motor vehicle required 
to be licensed;] for a motor vehicle required to be registered; and fixture 
filing is required for priority over conflicting interests in fixtures to the 
extent provided in Section 9-313; 

(e) an assignment of accounts [or contract rights] which does not alone 
or in conjunction with other assignments to the same assignee transfer a 
significant part of the outstanding accounts [or contract rights] of the as- 
signor; 

(f) a security interest of a collecting bank (Section 4-208) or arising 
under the Article on Sales (see Section 9-113) or covered in subsection 
(3) of this section; 

(g) an assignment for the benefit of all the creditors of the transferor, 
and subsequent transfers by the assignee thereunder. 
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(2) If a secured party assigns a perfected security interest, no filing 
nder this Article is required in order to continue the perfected status o 
he security interest against creditors of and transferees from the original 

debtor. 

[ (8) The filing provisions of this Article do not apply to a security inter- 

est in property subject to a statute 
(a) of the United States which provides for a national registration or 
filing of all security interests in such property; or 
Note: States to select either Alternative A or Alternative B. 


Alternative A— 
(b) of this state which provides for central filing of, or which requires 
indication on a certificate of title of, such security interests in such 
property. 


Alternative B— 

(b) of this state which provides for central filing of security interests in 
such property, or in a motor vehicle which is not inventory held for sale 
for which a certificate of title is required under the statutes of this state 
if a notation of such a security interest can be indicated by a public of- 
ficial on a certificate or a duplicate thereof.] 

[ (4) A security interest in property covered by a statute described in 
subsection (3) can be perfected only by registration or filing under that 
statute or by indication of the security interest on a certificate of title or 
duplicate thereof by a public official.] 


(3) The filing of a financing statement otherwise required by this Article 


is not necessary or effective to perfect a security interest in property subject 


(a) a statute or treaty of the United States which provides for a national 
or international registration or a national or international certificate o 
title or which specifies a place of filing different from that specified in this 
Article for filing of the security interest; or 
(b) the following statutes of this state; [[list any certificate of title stat- 
ute covering automobiles, trailers, mobile homes, boats, farm tractors, or| 
the like, and any central filing statute .]]; but during any period in 
which collateral is inventory held for sale by a person who is in the busi- 
ness of selling goods of that hind, the filing provisions of this Article 
(Part 4) apply to a security interest in that collateral created by him as 
debtor; or 
(c) a certificate of title statute of another jurisdiction under the law o 
which indication of a security interest on the certificate is required as a 
condition of perfection (subsection (2) of Section 9-103). 
(4) Compliance with a statute or treaty described in subsection (3) is 
equivalent to the filing of a financing statement under this Article, and a 
ecurity interest in property subject to the statute or treaty can be perfected 
only by compliance therewith except as provided in Section 9-103 on 
ultiple state transactions. Duration and renewal of perfection of a secu- 
ity interest perfected by compliance with the statute or treaty are governed 
by the provisions of the statute or treaty; in other respects the security inter- 
est is subject to this Article. 
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"* Note: It is recommended that the provisions of certificate of title acts for perfection of secu- 
ity interests by notation on the certificates should be amended to exclude coverage of inven- 
tory held for sale. 


Reasons for 1972 Change 

Former paragraph (1)(c), which created a nonfiling rule for purchase money security 
interests in certain farm equipment, has been eliminated. The analogy drawn in the 1962 
Code of farm equipment to consumer goods (for which a similar nonfiling rule is provided in 
paragraph (1)(d)) is believed to be inappropriate. The effect of the rule was to make farm- 
ers' equipment unavailable to them as collateral for loans from some lenders. 

A new paragraph (1)(c) exempts from filing rules security interests created by assign- 
ments of beneficial interests in trusts and estates, because these assignments are not 
ordinarily thought of as subject to this Article, and a filing rule might operate to defeat 
many assignments. 

The requirement of filing for purchase-money security interests in consumer goods which 
are fixtures has been made applicable only for priority against real estate interests (Section 
9-313). 

A new paragraph (1)(g) has been added exempting from filing assignments for the benefit 
of creditors because they are not financing transactions. 

Former subsections (3) and (4) have been rewritten into new subsections (3) and (4). The 
alternatives of former subsection (3) had proved unacceptable formulations in many states. 

he states adopted non-uniform amendments to use language more closely geared to their 
certificate of title laws than the uniform alternatives. It is believed that the simplest thing 
is to have each state specify its statutes intended to be applicable as it adopts the revised 
Article 9. 

Former Alternative B to subsection (3) has been abandoned as no longer serving any 
purpose: it had been an attempt to convert obsolete non-mandatory certificate of title laws 
into laws under which notation on the certificate of title was the necessary method o 
perfection of a security interest. 

Subsection (3) continues to carry the thought that was formerly only in Alternative 
B—namely, that the certificate of title procedure does not control the perfection of inven- 

ory or "floor plan" security interests, but instead normal Code filing rules are applicable. 
Non-uniform variations to the contrary under some state laws are believed to increase 
operating burdens and it is hoped that the states will abandon them. 

References to federal statutes have been broadened to include treaties. 


§ 9-304. Perfection of Security Interest in Instruments, 
Documents, and Goods Covered by Documents; 
Perfection by Permissive Filing; Temporary Perfection 
Without Filing or Transfer of Possession. 

(1) A security interest in chattel paper or negotiable documents may be 
perfected by filing. A security interest in money or instruments (other than 
instruments which constitute part of chattel paper) can be perfected only 
by the secured party’s taking possession, except as provided in subsections 
(4) and (5) of this section and subsections (2) and (3) of Section 9-306 on 
proceeds. 

(2) During the period that goods are in the possession of the issuer of a 
negotiable document therefor, a security interest in the goods is perfected 
by perfecting a security interest in the document, and any security interest 
in the goods otherwise perfected during such period is subject thereto. 

(3) A security interest in goods in the possession of a bailee other than 
one who has issued a negotiable document therefor is perfected by issu- 
ance of a document in the name of the secured party or by the bailee’s 
receipt of notification of the secured party’s interest or by filing as to the 
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(4) A security interest in instruments or negotiable documents is 
perfected without filing or the taking of possession for a period of 21 days 
from the time it attaches to the extent that it arises for new value given| 

nder a written security agreement. 

(5) A security interest remains perfected for a period of 21 days without 
filing where a secured party having a perfected security interest in an 
instrument, a negotiable document or goods in possession of a bailee other 

han one who has issued a negotiable document therefor 

(a) makes available to the debtor the goods or documents representing 
the goods for the purpose of ultimate sale or exchange or for the purpose 
of loading, unloading, storing, shipping, transshipping, manufacturing, 
processing or otherwise dealing with them in a manner preliminary to 
their sale or exchange, [; or] but priority between conflicting security 
interests in the goods is subject to subsection (3) of Section 9-312; or 

(b) delivers the instrument to the debtor for the purpose of ultimate 

sale or exchange or of presentation, collection, renewal or registration o 

transfer. 


(6) After the 21 day period in subsections (4) and (5) perfection depends 
pon compliance with applicable provisions of this Article. 


Reasons for 1972 Change 
The change in subsection (1) corrects an inadvertent omission in the 1962 Text, and 
makes clear that a security interest in money cannot be perfected by filing. 
A provision has been added to subsection (5) making it clear that the 21-day period 
eferred to therein deals only with perfection, but that there must be compliance with the 
notice provisions of Section 9-312(3) in order to achieve priority over earlier inventory 
nancers. Corresponding clarifying changes have been made in Section 9-312(3). 


$ 9-305. When Possession by Secured Party Perfects Security 
Interest Without Filing. 

A security interest in letters of credit and advices of credit (subsection 
(2)(a) of Section 5-116), goods, instruments, money, negotiable documents 
or chattel paper may be perfected by the secured party’s taking possession 
of the collateral. If such collateral other than goods covered by a negotiable 
document is held by a bailee, the secured party is deemed to have posses- 
sion from the time the bailee receives notification of the secured party’s 
interest. A security interest is perfected by possession from the time pos- 
session is taken without relation back and continues only so long as pos- 
session is retained, unless otherwise specified in this Article. The security 
interest may be otherwise perfected as provided in this Article before or af- 

er the period of possession by the secured party. 


Reasons for 1972 Change 
The change corresponds to the change in Section 9-304 to clarify the special position o 
money. 


§ 9-306. “Proceeds”; Secured Party’s Rights on Disposition of 
Collateral. 


(1) [*Proceeds" includes whatever is received when collateral or proceeds 
is sold, exchanged, collected or otherwise disposed of. The term also 
includes the account arising when the right to payment is earned under a 
contract right.] 
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"Proceeds" includes whatever is received upon the sale, exchange, collection 
or other disposition of collateral or proceeds. Insurance payable by reason 
of loss or damage to the collateral is proceeds, except to the extent that it is 
payable to a person other than a party to the security agreement. Money, 
checks, deposit accounts, and the like are “cash proceeds". All other 
proceeds are “non-cash proceeds". 

(2) Except where this Article otherwise provides, a security interest 
continues in collateral notwithstanding sale, exchange or other disposition 

hereof [by the debtor] unless [his action was] £he disposition was autho- 
rized by the secured party in the security agreement or otherwise, and also 
continues in any identifiable proceeds including collections received by the 
debtor. 

(3) The security interest in proceeds is a continuously perfected security 
interest if the interest in the original collateral was perfected but it ceases 

o be a perfected security interest and becomes unperfected ten days after 
receipt of the proceeds by the debtor unless 

[ (a) a filed financing statement covering the original collateral also 
covers proceeds; or] 

(a) a filed financing statement covers the original collateral and the 
proceeds are collateral in which a security interest may be perfected by 
filing in the office or offices where the financing statement has been filed 
and, if the proceeds are acquired with cash proceeds, the description o 
collateral in the financing statement indicates the types of property 
constituting the proceeds; or 

(b) a filed financing statement covers the original collateral and the 
proceeds are identifiable cash proceeds; or 

(c) [ (b) ] the security interest in the proceeds is perfected before the 
expiration of the ten day period. 
xcept as provided in this section, a security interest in proceeds can be 

perfected only by the methods or under the circumstances permitted in this 
Article for original collateral of the same type. 

(4) In the event of insolvency proceedings instituted by or against a 
debtor, a secured party with a perfected security interest in proceeds has a 
perfected security interest only in the following proceeds: 

(a) in identifiable non-cash proceeds[;] and in separate deposit ac- 
counts containing only proceeds; 

(b) in identifiable cash proceeds in the form of money which is [not] 
neither commingled with other money [or] nor deposited in a [bank] de- 
posit account prior to the insolvency proceedings; 

(c) in identifiable cash proceeds in the form of checks and the like 
which are not deposited in a [bank] deposit account prior to the 
insolvency proceedings; and 

(d) in all cash and [bank] deposit accounts of the debtor [if other cash] 
in which proceeds have been commingled with other funds, [or deposited 
in a bank account,] but the perfected security interest under this 
paragraph (d) is 

(3) subject to any right of set-off; and 
(ii) limited to an amount not greater than the amount of any cash 
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proceeds received by the debtor within ten days before the institution 
of the insolvency proceedings [and commingled or deposited in a bank 
account prior to the insolvency proceedings less the amount of cash 
proceeds received by the debtor and paid over to the secured party 
during the ten day period,] less the sum of (I) the payments to the 
secured party on account of cash proceeds received by the debtor during 
such period and (II) the cash proceeds received by the debtor during 

such period to which the secured party is entitled under paragraphs (a) 

through (c) of this subsection (4). 

(5) If a sale of goods results in an account or chattel paper which is 
ransferred by the seller to a secured party, and if the goods are returned 
0 or are repossessed by the seller or the secured party, the following rules 

determine priorities: 

(a) If the goods were collateral at the time of sale, for an indebtedness 
of the seller which is still unpaid, the original security interest attaches 
again to the goods and continues as a perfected security interest if it 
was perfected at the time when the goods were sold. If the security 
interest was originally perfected by a filing which is still effective, noth- 
ing further is required to continue the perfected status; in any other 
case, the secured party must take possession of the returned or repos- 
sessed goods or must file. 


(b) An unpaid transferee of the chattel paper has a security interest in 
the goods against the transferor. Such security interest is prior to a se- 
curity interest asserted under paragraph (a) to the extent that the 
transferee of the chattel paper was entitled to priority under Section 
9-308. 


(c) An unpaid transferee of the account has a security interest in the 
goods against the transferor. Such security interest is subordinate to a 
security interest asserted under paragraph (a). 


(d) A security interest of an unpaid transferee asserted under 
paragraph (b) or (c) must be perfected for protection against creditors o 
the transferor and purchasers of the returned or repossessed goods. 


Reasons for 1972 Change 

The first sentence of subsection (1) is rewritten for clarity. 

The former second sentence of subsection (1) is omitted consistently with the abandon- 
ment of the term “contract right" in Section 9-106. 

The new second sentence of subsection (1) is intended to overrule various cases to the ef- 
ect that proceeds of insurance on collateral are not proceeds of the collateral. The *except" 
clause is intended to say that if the insurance contract specifies the person to whom the in- 
surance is payable, the concept of *proceeds" will not interfere with performance of the 
contract. 

Heretofore an apparent inconsistency and ambiguity has existed between the last 
sentence of Section 9-203(1)(b) of the 1962 Code, which indicated that a claim to proceeds 
had to be an express term of a security agreement, and Section 9-306(2), which indicated 

hat a right to proceeds was automatic without reference to a term of a security agreement. 
his ambiguity has been clarified in favor of an automatic right to proceeds, on the theory 
hat this is the intent of the parties, unless otherwise agreed. Further, there has been 
eliminated the requirement of claiming proceeds in a financing statement, which had 
esulted in a checking of a box on each financing statement in order to claim proceeds. 
Instead, the filed claim to the original collateral is treated as constituting automatically a 
ling as to proceeds. To this principle, a limitation has been stated: Where the filing as to 
he original collateral is an inappropriate means of perfection as to proceeds of certain 
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ypes, or is made at a place that is inappropriate as to such proceeds, the filed claim to the 
original collateral perfects the claim to proceeds for only 10 days. One example of this is ne- 
gotiable instruments as proceeds, as to which filing is inappropriate under Section 9-304(1). 
Another example is the case of accounts as proceeds of inventory, as to which under the 
ules of Section 9-103 the state of filing for the accounts might be different from the state o 
ling for the inventory. 
The revised subsection (4) is a clarification based on the California revision. It makes 
clear that the claim to cash allowed in insolvency is exclusive of any other claim based on 
racing. 


§ 9-307. Protection of Buyers of Goods. 

(1) A buyer in ordinary course of business (subsection (9) of Section 
1-201) other than a person buying farm products from a person engaged in 
farming operations takes free of a security interest created by his seller 
even though the security interest is perfected and even though the buyer 
knows of its existence. 

(2) In the case of consumer goods [and in the case of farm equipment 
having an original purchase price not in excess of $2500 (other than 
fixtures, see Section 9-313) ], a buyer takes free of a security interest even 
hough perfected if he buys without knowledge of the security interest, for 

alue and for his own personal, family or household purposes [or his own 
farming operations] unless prior to the purchase the secured party has 
filed a financing statement covering such goods. 


(3) A buyer other than a buyer in ordinary course of business (subsection 
(1) of this section) takes free of a security interest to the extent that it secures 
uture advances made after the secured party acquires knowledge of the 
purchase, or more than 45 days after the purchase, whichever first occurs, 
unless made pursuant to a commitment entered into without knowledge o, 
the purchase and before the expiration of the 45 day period. 


Reasons for 1972 Change 
The change in subsection (2) is a conforming change made necessary by the deletion o 
Section 9-302(1)(c) of the 1962 Code, which provided in substance that a purchase money 
security interest in farm equipment having an original purchase price not in excess o 
$2500 need not be filed. The omission of that provision in Subsection 9-302(1) makes any 
corresponding reference unnecessary in the present section. 
Subsection (3) is one of three new provisions clarifying the extent to which future ad- 
ances under a security interest may outrank an intervening right. See Sections 9-301(4) 
and 9-312(7) and paragraph (5) of Reasons for Change under Section 9-312. 


$ 9-308. Purchase of Chattel Paper and [Non-Negotiable] 
Instruments. 


[A purchaser of chattel paper or a non-negotiable instrument who gives 
new value and takes possession of it in the ordinary course of his business 
and without knowledge that the specific paper or instrument is subject to 
a security interest has priority over a security interest which is perfected 

nder Section 9-304 (permissive filing and temporary perfection). A 
purchaser of chattel paper who gives new value and takes possession of it 
in the ordinary course of his business has priority over a security interest 
in chattel paper which is claimed merely as proceeds of inventory subject 

o a security interest (Section 9-306), even though he knows that the 
specific paper is subject to the security interest.] 


A purchaser of chattel paper or an instrument who gives new value and 
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takes possession of it in the ordinary course of his business has priority over 
a security interest in the chattel paper or instrument 
(a) which is perfected under Section 9-304 (permissive filing and 
temporary perfection) or under Section 9-306 (perfection as to proceeds) i 
he acts without knowledge that the specific paper or instrument is subject 
to a security interest; or 
(b) which is claimed merely as proceeds of inventory subject to a secu- 
rity interest (Section 9-306) even though he knows that the specific paper 
or instrument is subject to the security interest. 


Reasons for 1972 Change 

The section has been rewritten for clarity. 

Another purpose of the changes is to make the rules of this section applicable to negotia- 
ble instruments. Heretofore, the holder of a negotiable instrument was under some circum- 
stances in a less protected position against competing claims than the holder of chattel 
paper. The holder of a negotiable instrument had protection only if he achieved the holder 
in due course status referred to in Section 9-309, which status would not be achieved if the 
holder had knowledge of a conflicting proceeds claim. In contrast, the holder of chattel 
paper who met the stated conditions was protected under the second sentence of Section 
9-308 of the 1962 Code even if he had knowledge of the conflicting proceeds claim. Under 
he changes, the holder of a negotiable instrument who may not qualify as holder in due 
course may nevertheless qualify for the protections of this section. 


$ 9-312. Priorities Among Conflicting Security Interests in the 
Same Collateral. 

[ (1) The rules of priority stated in the following sections shall govern 

here applicable: Section 4-208 with respect to the security interest of col- 
lecting banks in items being collected, accompanying documents and 
proceeds; Section 9-301 on certain priorities; Section 9-304 on goods 
covered by documents; Section 9-306 on proceeds and repossessions; Section 
9-307 on buyers of goods; Section 9-308 on possessory against non- 
possessory interests in chattel paper or non-negotiable instruments; Section 
9-309 on security interests in negotiable instruments, documents or securi- 
ies; Section 9-310 on priorities between perfected security interests and 
liens by operation of law; Section 9-313 on security interests in fixtures as 
against interests in real estate; Section 9-314 on security interests in ac- 
cessions as against interest in goods; Section 9-315 on conflicting security 
interests where goods lose their identity or become part of a product; and 
Section 9-316 on contractual subordination.] 

(1) The rules of priority stated in other sections of this Part and in the 
ollowing sections shall govern when applicable: Section 4-208 with respect 
to the security interests of collecting banks in items being collected, ac- 
ompanying documents and proceeds; Section 9-103 on security interests re- 
ated to other jurisdictions; Section 9-114 on consignments. 

(2) A perfected security interest in crops for new value given to enable 
he debtor to produce the crops during the production season and given 
not more than three months before the crops become growing crops by 
planting or otherwise takes priority over an earlier perfected security 
interest to the extent that such earlier interest secures obligations due 

ore than six months before the crops become growing crops by planting 
or otherwise, even though the person giving new value had knowledge o 
he earlier security interest. 
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| (3) A purchase money security interest in inventory collateral has 
priority over a conflicting security interest in the same collateral if 

(a) the purchase money security interest is perfected at the time the 
debtor receives possession of the collateral; and 

(b) any secured party whose security interest is known to the holder o 
the purchase money security interest or who, prior to the date of the fil- 
ing made by the holder of the purchase money security interest, had 
filed a financing statement covering the same items or type of inventory, 
has received notification of the purchase money security interest before 
the debtor receives possession of the collateral covered by the purchase 
money security interest; and 

(c) such notification states that the person giving the notice has or 
expects to acquire a purchase money security interest in inventory of the 
debtor, describing such inventory by item or type.] 

(3) A perfected purchase money security interest in inventory has priority 
over a conflicting security interest in the same inventory and also has prior- 
ity in identifiable cash proceeds received on or before the delivery of the 
inventory to a buyer if 

(a) the purchase money security interest is perfected at the time the 
debtor receives possession of the inventory; and 
(b) the purchase money secured party gives notification in writing to 

the holder of the conflicting security interest if the holder had filed a 

financing statement covering the same types of inventory (i) before the 

date of the filing made by the purchase money secured party, or (ii) before 


the beginning of the 21 day period where the purchase money security 
interest is temporarily perfected without filing or possession (subsection 
(5) of Section 9-304); and 

(c) the holder of the conflicting security interest receives the notification 
within five years before the debtor receives possession of the inventory; 
and 


(d) the notification states that the person giving the notice has or expects 
to acquire a purchase money security interest in inventory of the debtor, 
describing such inventory by item or type. 

(4) A purchase money security interest in collateral other than inventory 
has priority over a conflicting security interest in the same collateral or its 
proceeds if the purchase money security interest is perfected at the time 

he debtor receives possession of the collateral or within ten days 
hereafter. 

(5) In all cases not governed by other rules stated in this section (includ- 
ing cases of purchase money security interests which do not qualify for the 
special priorities set forth in subsections (3) and (4) of this section), prior- 
ity between conflicting security interests in the same collateral shall be 
determined [as follows: 

(a) in the order of filing if both are perfected by filing, regardless o 
which security interest attached first under Section 9-204(1) and whether 
it attached before or after filing; 

(b) in the order of perfection unless both are perfected by filing, regard- 
less of which security interest attached first under Section 9-204(1) and, 
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in the case of a filed security interest, whether it attached before or after 
filing; and 
(c) in the order of attachment under Section 9-204(1) so long as nei- 
ther is perfected.] 
according to the following rules: 


(a) Conflicting security interests rank according to priority in time o 
filing or perfection. Priority dates from the time a filing is first made 
covering the collateral or the time the security interest is first perfected, 
whichever is earlier, provided that there is no period thereafter when 
there is neither filing nor perfection. 


(b) So long as conflicting security interests are unperfected, the first to 
attach has priority. 


[ (6) For the purpose of the priority rules of the immediately preceding 
subsection, a continuously perfected security interest shall be treated at 
all times as if perfected by filing if it was originally so perfected and it 
shall be treated at all times as if perfected otherwise than by filing if it 

as originally perfected otherwise than by filing.] 


(6) For the purposes of subsection (5) a date of filing or perfection as to 
ollateral is also a date of filing or perfection as to proceeds. 


(7) If future advances are made while a security interest is perfected by 

ling or the taking of possession, the security interest has the same priority 
for the purposes of subsection (5) with respect to the future advances as it 
does with respect to the first advance. If a commitment is made before or 

hile the security interest is so perfected, the security interest has the same 
priority with respect to advances made pursuant thereto. In other cases a 
perfected security interest has priority from the date the advance is made. 


Reasons for 1972 Change 

(1) The change in subsection (1) is primarily a simplification of statement. 

(2) Changes have been made in subsection (3) to answer unresolved questions under the 
1962 Code. 

(a) One change answers the question how often a notice must be given under that 
subsection. The period of five years has been chosen by analogy to the duration of a financ- 
ing statement. 

(b) Another change answers the question of the priority status of the security interest in. 
inventory temporarily perfected for 21 days without filing or perfection in a situation which. 
begins with release of a pledged document under Section 9-304(5). The answer provided is 

he usual rule that the purchase-money claimant to preserve his priority resulting from the 

document must give the required notice before the debtor receives possession of the 
inventory. If the secured party fails to give timely notice, he loses his priority under this 
subsection. 

(c) One of the most widely discussed questions under the 1962 Code was the question o 

he priority between a person claiming accounts as proceeds of inventory and a person 
claiming the accounts by direct filing with respect thereto. One issue was whether the 
special position of an inventory financer as a purchase money financer or as the first 
nancer in the business cycle of the debtor gave him any special position as to accounts 
esulting from the inventory. In general, as revised, a negative answer has been given, and 
a prior right to inventory does not confer a prior right to any proceeds except identifiable 
cash proceeds received on or before the delivery of the inventory (i.e., without the interven- 
ion of an account). Other aspects of this issue are discussed under subsection (5) of this 
section. 

(3) A different answer has been given in subsection (4) relating to purchase money secu- 

ity interests in collateral other than inventory. Here, where it is not ordinarily expected 
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hat the collateral will be sold and that proceeds will result, it seems appropriate to give 
he party having a purchase money security interest in the original collateral an equivalent 
priority in its proceeds. The 1962 Code was unclear on this point. 

(4) Existing subsection (5) contains two principal rules. Paragraph (a) is a first-to-file rule 

here both competing security interests are perfected by filing. Paragraph (b) is a first-to- 
perfect rule when either of the security interests is or both of them are perfected otherwise 
han by filing. A traffic rule is provided by existing subsection (6) to the effect that a 
continuously perfected security interest shall be treated for the purpose of the foregoing 

ules as if at all times perfected in the manner it was first perfected. The problems raised 

have been the subject of an enormous legal literature. They are complicated by the 
unforeseeable effect of the temporary perfection of security interest in proceeds without fil- 
ing under Section 9-306, and by speculation as to whether a secured party could claim that 
his security interest was originally perfected without filing under this rule even though the 
security interest in proceeds was claimed in his filing as to the original collateral. They are 
urther complicated by the question whether different rules would apply when a financing 
statement was drawn to cover, e.g., inventory and its proceeds (which would include ac- 
counts) and when it was drawn to cover inventory and accounts. 

To settle these questions it is proposed to replace the present paragraphs (a) and (b) o 
subsection (5) by a single rule, subsection (5), and to eliminate existing subsection (6). 

ogether with this treatment should be noted the fact that a filing as to proceeds automati- 
cally arises from a filed security interest in original collateral under the proposed revision 
of Section 9-306(3), subject to limitations therein discussed. New proposed subsection (6) 
makes it clear that subject to these limitations the time of filing or perfection as to original 
collateral is the time of filing or perfection as to proceeds. 

The rule of proposed subsection (5) ranks conflicting perfected security interests by their 
priority in time, dating back to the respective times when without interruption the security 
interests were either perfected or were the subjects of appropriate filings. 

Perhaps the most debated subject under Article 9 has been the question whether be- 
ween conflicting security interests a priority as to original collateral confers a priority as 
o proceeds. As indicated above, in the case of collateral other than inventory, e.g., equip- 
ment, it seems clear that the policy favoring the purchase money secured party in Section 

9-312(4) should give him the first claim to the proceeds. This is so even though the security 
interests will have been perfected simultaneously when the proceeds arise and the debtor 
acquires rights therein. 

Proper policy is much less clear when the collateral involved is inventory and proceeds 
consisting of accounts. (Policy as to other types of receivables as proceeds is expressed in 
Sections 9-308 and 9-309). Accounts financing is more important in the economy than the 

nancing of the kinds of inventory that produce accounts, and the desirable rule is one 

hich makes accounts financing certain as to its legal position. Therefore, the rule proposed 
is that where a financing statement as to accounts is filed first (with or without related 
inventory financing), the security interest in accounts should not be defeated by any 
subsequent claim to accounts as proceeds of a security interest in inventory filed later. 

here is therefore no provision in Section 9-312(3) carrying forward to accounts any prior- 
ity right in inventory, and proposed subsections (5) and (6) adhere firmly to the principle 
hat a date of filing as to original collateral also defines the date of filing as to proceeds. 
Correspondingly, a financing statement as to inventory (carrying with it a claim to proceeds) 

hich is filed first will under the same provisions have priority over a later-filed security 
interest in accounts. 

(5) The priority of future advances against an intervening party has been the subject o 
much discussion and disagreement. Where both interests are filed security interests, the 

rst-to-file rule of present Section 9-312(5)(a) or the corresponding proposed revision is 
clearly applicable. Under the 1962 Code, the position of an intervening pledgee in reference 
o a subsequent advance by an earlier-filed secured party is debatable. The proposed uni- 
ed priority rule of subsection 9-312(5) would indicate that subsequent advances by the 
rst-filed party have priority, and subsequent advances under a security interest perfected 
by possession likewise have priority over an intervening filed security interest. These prior- 
ity rules are expressly stated in proposed subsection (7). That proposal also deals with the 
are case of the priority position of a subsequent advance made by a secured party whose 
security interest is temporarily perfected without either filing or possession, against an 
intervening secured party. Since there is no notice by the usual methods of filing or posses- 
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sion of the existence of the security interest, the subsequent advances rank only from the 
actual date of making unless made pursuant to commitment. 
Different but related problems exist with reference to the status of subsequent advances 
hen the intervening party is a judgment creditor. He is not directly part of the Code's 
system of priorities. It seems unfair to make it possible for a debtor and secured party with 
nowledge of the judgment lien to squeeze out a judgment creditor who has successfully 
evied on a valuable equity subject to a security interest, by permitting later enlargement 
of the security interest by an additional advance, unless that advance was committed in 
advance without such knowledge. Proposed Section 9-301(4) provides that a lien creditor 
does not take subject to a subsequent advance unless it is given or committed without 
nowledge, but there is an exception protecting future advances within 45 days after the 
evy regardless of knowledge. The 45-day period corresponds to a provision on protection o 
advances made after the filing of tax liens in the Federal Tax Lien Act of 1966. 
A similar problem arises where the intervening party is a buyer of the collateral subject 
o the security interest. While buyers must necessarily take subject to rights of secured 
parties, the buyer should take subject to subsequent advances only to the extent that they 
are given “pursuant to commitment” or within the period of 45 days after the purchase but 
ot later than the time that the secured party acquires knowledge of the purchase. It is so 
proposed in Section 9-307(3). A definition of the quoted phrase appears in Section 9-105. 


$ 9-313. Priority of Security Interests in Fixtures. 

| (1) The rules of this section do not apply to goods incorporated into a 
structure in the manner of lumber, bricks, tile, cement, glass, metal work 
and the like and no security interest in them exists under this Article un- 
less the structure remains personal property under applicable law. The 
law of this state other than this Act determines whether and when other 
goods become fixtures. This Act does not prevent creation of an encum- 
brance upon fixtures or real estate pursuant to the law applicable to real 
estate.] 

| (2) A security interest which attaches to goods before they become 
fixtures takes priority as to the goods over the claims of all persons who 
have an interest in the real estate except as stated in subsection (4).] 

[ (3) A security interest which attaches to goods after they become 
fixtures is valid against all persons subsequently acquiring interests in the 


interest or disclaimed an interest in the goods as fixtures.] 
[ (4) The security interests described in subsections (2) and (3) do not 
ake priority over 
(a) a subsequent purchaser for value of any interest in the real estate; 
or 


(b) a creditor with a lien on the real estate subsequently obtained by 
judicial proceedings; or 
(c) a creditor with a prior encumbrance of record on the real estate to 
the extent that he makes subsequent advances 
if the subsequent purchase is made, the lien by judicial proceedings is 
obtained, or the subsequent advance under the prior encumbrance is made 
or contracted for without knowledge of the security interest and before it is 
perfected. A purchaser of the real estate at a foreclosure sale other than 
an encumbrancer purchasing at his own foreclosure sale is a subsequent 
purchaser within this section.] 


AMENDMENTS 


(1) In this section and in the provisions of Part 4 of this Article referring 
to fixture filing, unless the context otherwise requires 
(a) goods are "fixtures" when they become so related to particular real 
estate that an interest in them arises under real estate law 
(b) a "fixture filing” is the filing in the office where a mortgage on the 
real estate would be filed or recorded of a financing statement covering 
goods which are or are to become fixtures and conforming to the require- 

ments of subsection (5) of Section 9-402 

(c) a mortgage is a “construction mortgage" to the extent that it secures 
an obligation incurred for the construction of an improvement on land 
including the acquisition cost of the land, if the recorded writing so 
indicates. 

(2) A security interest under this Article may be created in goods which 
are fixtures or may continue in goods which become fixtures, but no security 
interest exists under this Article in ordinary building materials incorporated 
into an improvement on land. 

(3) This Article does not prevent creation of an encumbrance upon fixtures 
pursuant to real estate law. 

(4) A perfected security interest in fixtures has priority over the conflicting 
interest of an encumbrancer or owner of the real estate where 

(a) the security interest is a purchase money security interest, the inter- 
est of the encumbrancer or owner arises before the goods become fixtures, 
the security interest is perfected by a fixture filing before the goods become 

fixtures or within ten days thereafter, and the debtor has an interest o, 

record in the real estate or is in possession of the real estate; or 

(b) the security interest is perfected by a fixture filing before the interest 
of the encumbrancer or owner is of record, the security interest has prior- 
ity over any conflicting interest of a predecessor in title of the encum- 
brancer or owner, and the debtor has an interest of record in the real 
estate or is in possession of the real estate; or 

(c) the fixtures are readily removable factory or office machines or 
readily removable replacements of domestic appliances which are 
consumer goods, and before the goods become fixtures the security interest 
is perfected by any method permitted by this Article; or 

(d) the conflicting interest is a lien on the real estate obtained by legal 
or equitable proceedings after the security interest was perfected by any 
method permitted by this Article. 

(5) A security interest in fixtures, whether or not perfected, has priority 
over the conflicting interest of an encumbrancer or owner of the real estate 

here 

(a) the encumbrancer or owner has consented in writing to the security 
interest or has disclaimed an interest in the goods as fixtures; or 

(b) the debtor has a right to remove the goods as against the encum- 
brancer or owner. If the debtor's right terminates, the priority of the secu- 
rity interest continues for a reasonable time. 

(6) Notwithstanding paragraph (a) of subsection (4) but otherwise subject 
to subsections (4) and (5), a security interest in fixtures is subordinate to a 

onstruction mortgage recorded before the goods become fixtures if the 
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goods become fixtures before the completion of the construction. To the 
extent that it is given to refinance a construction mortgage, a mortgage has 
this priority to the same extent as the construction mortgage. 


(7) In cases not within the preceding subsections, a security interest in 
xtures is subordinate to the conflicting interest of an encumbrancer or 
owner of the related real estate who is not the debtor. 


(8) | (5) ] When [under subsections (2) or (3) or (4) a] the secured party 
has priority over [the claims of all persons who have interests in] all own- 
ers and encumbrancers of the real estate, he may, on default, subject to the 
provisions of Part 5, remove his collateral from the real estate but he must 
reimburse any encumbrancer or owner of the real estate who is not the 
debtor and who has not otherwise agreed for the cost of repair of any phys- 
ical injury, but not for any diminution in value of the real estate caused by 

he absence of the goods removed or by any necessity of replacing them. A 

person entitled to reimbursement may refuse permission to remove until 
he secured party gives adequate security for the performance of this 
obligation. 


Reasons for 1972 Change 

As the Code came to be widely enacted, the real estate bar came to realize the impact o 
he fixture provisions on real estate financing and real estate titles. They apparently had 
not fully appreciated the impact of these provisions of Article 9 on real estate matters dur- 
ing the enactment of the Code, because of the commonly-held assumption that Article 9 

as concerned only with chattel security matters. 

The treatment of fixtures in pre-Code law had varied widely from state to state. The 
reatment in Article 9 was based generally on prior treatment in the Uniform Conditional 
Sales Act, which, however, had been enacted in only a dozen states. In other states the 

ord “fixture” had come to mean that a former chattel had become real estate for all 
purposes and that any chattel rights therein were lost. For lawyers trained in such states 
he Code provisions seemed to be extreme. Some sections of the real estate bar began at- 
empting with some success to have Section 9-313 amended to bring it closer to the pre- 
Code law in their states. In some states, such as California and Iowa, Section 9-313 simply 

as not enacted. 

Even supporters of Article 9 and of its fixture provisions came to recognize that there 

ere some ambiguities in Section 9-313, particularly in its application to construction 
mortgages, and also in its failure to make it clear that filing of fixture security interests 

as to be in real estate records where they could be found by a standard real estate search. 

Section 9-313 and related provisions of Part 4 have been redrafted to meet the legitimate 
criticisms and to make a substantial shift in the law in favor of construction mortgages. 
he specific changes are described in the 1972 Comments to Section 9-313, and the Com- 
ments to the several sections of Part 4. 


$ 9-318. Defenses Against Assignee; Modification of Contract After 
Notification of Assignment; Term Prohibiting Assignment 
Ineffective; Identification and Proof of Assignment. 
(1) Unless an account debtor has made an enforceable agreement not to 
assert defenses or claims arising out of a sale as provided in Section 9-206 
he rights of an assignee are subject to 
(a) all the terms of the contract between the account debtor and as- 
signor and any defense or claim arising therefrom; and 
(b) any other defense or claim of the account debtor against the as- 
signor which accrues before the account debtor receives notification o 
the assignment. 


(2) So far as the right to payment or a part thereof under an assigned 
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contract has not been fully earned by performance, [right has not already 
become an account,] and notwithstanding notification of the assignment, 
any modification of or substitution for the contract made in good faith and 
in accordance with reasonable commercial standards is effective against an 
assignee unless the account debtor has otherwise agreed but the assignee 
acquires corresponding rights under the modified or substituted contract. 

he assignment may provide that such modification or substitution is a 
breach by the assignor. 

(3) The account debtor is authorized to pay the assignor until the ac- 
count debtor receives notification that the [account] amount due or to 
become due has been assigned and that payment is to be made to the 
assignee. A notification which does not reasonably identify the rights as- 
signed is ineffective. If requested by the account debtor, the assignee must 
seasonably furnish reasonable proof that the assignment has been made 
and unless he does so the account debtor may pay the assignor. 

(4) A term in any contract between an account debtor and an assignor 
[which] is ineffective if it prohibits assignment of an account [or contract 
right to which they are parties is ineffective] or prohibits creation of a se- 

urity interest in a general intangible for money due or to become due or 
equires the account debtor's consent to such assignment or security interest. 


Reasons for 1972 Change 

The principal changes conform to the elimination of the term “contract right" in Section 
9-106 

Minor changes in subsections (3) and (4) eliminate technical difficulties in the 1962 Code 

hich arose out of the fact that the term *account debtor" used in these subsections is 
defined to include debtors under general intangibles and chattel paper, and is therefore 
broader than the term *account" heretofore used in these subsections. Subsection (4) is 
broadened to apply to general intangibles for money due as well as to accounts. 


PART 4 
FILING 


§ 9-401. Place of Filing; Erroneous Filing; Removal of Collateral. 


First Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is timber to be cut or is minerals or the like 
(including oil and gas) or accounts subject to subsection (5) of Section 
9-103, or when the financing statement is filed as a fixture filing (Section 
9-313) and the collateral is goods which [at the time the security inter- 
est attaches] are or are to become fixtures, then in the office where a 
mortgage on the real estate [concerned] would be filed or recorded; 


(b) in all other cases, in the office of the [[Secretary of State]]. 


Second Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is equipment used in farming operations, or 
farm products, or accounts [, contract rights] or general intangibles aris- 
ing from or relating to the sale of farm products by a farmer, or consumer 
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goods, then in the office ofthe. . in the county of the debtor's res- 
idence or if the debtor is not a resident of this state then in the office o 
the. |.  . in the county where the goods are kept, and in addition 
when the collateral is crops growing or to be grown in the office of the 

in the county where the land [on which the crops are growing 
or to be grown] is located; 

(b) when the collateral is [goods which at the time the security inter- 
est attaches are or are to become fixtures] timber to be cut or is minerals 
or the like (including oil and gas) or accounts subject to subsection (5) o 
Section 9-103, or when the financing statement is filed as a fixture filing 
(Section 9-313) and the collateral is goods which are or are to be become 
fixtures, then in the office where a mortgage on the real estate 
[concerned] would be filed or recorded; 

(c) in all other cases, in the office of the [[Secretary of State]]. 


Third Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is equipment used in farming operations, or 
farm products, or accounts [, contract rights] or general intangibles aris- 
ing from or relating to the sale of farm products by a farmer, or consumer 
goods, then in the office of the. . in the county of the debtor's res- 
idence or if the debtor is not a resident of this state then in the office o 
the _______ in the county where the goods are kept, and in addition 
when the collateral is crops growing or to be grown in the office of the 
— — — — in the county where the land [on which the crops are growing 
or to be grown] is located; 

(b) when the collateral is [goods which at the time the security inter- 
est attaches are or are to become fixtures] timber to be cut or is minerals 
or the like (including oil and gas) or accounts subject to subsection (5) o 
Section 9-103, or when the financing statement is filed as a fixture filing 
(Section 9-313) and the collateral is goods which are or are to become 
fixtures, then in the office where a mortgage on the real estate 
[concerned] would be filed or recorded; 

(c) in all other cases, in the office of the [[Secretary of State]] and in 
addition, if the debtor has a place of business in only one county of this 
state, also in the office of of such county, or, if the debtor has no 
place of business in this state, but resides in the state, also in the office 
of |... of the county in which he resides. 

Note: One of the three alternatives should be selected as subsection (1). 


(2) A filing which is made in good faith in an improper place or not in all 
of the places required by this section is nevertheless effective with regard 
o any collateral as to which the filing complied with the requirements o 
his Article and is also effective with regard to collateral covered by the 
financing statement against any person who has knowledge of the contents 
of such financing statement. 

(3) A filing which is made in the proper place in this state continues ef- 
fective even though the debtor's residence or place of business or the loca- 
ion of the collateral or its use, whichever controlled the original filing, is 
hereafter changed. 
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Language in double brackets is Alternative Subsection (3) 

[[ (3) A filing which is made in the proper county continues effective for 
four months after a change to another county of the debtor's residence or 
place of business or the location of the collateral, whichever controlled the 
original filing. It becomes ineffective thereafter unless a copy of the financ- 
ing statement signed by the secured party is filed in the new county within 
said period. The security interest may also be perfected in the new county 
after the expiration of the four-month period; in such case perfected dates 
from the time of perfection in the new county. A change in the use of the 
collateral does not impair the effectiveness of the original filing.]] 

(4) [If collateral is brought into this state from another jurisdiction, the] 
The rules stated in Section 9-103 determine whether filing is necessary in 

his state. 

(5) Notwithstanding the preceding subsections, and. subject to subsection 
(3) of Section 9-302, the proper place to file in order to perfect a security 
interest in collateral, including fixtures, of a transmitting utility is the office 
of the [[Secretary of State]]. This filing constitutes a fixture filing (Section 
9-313) as to the collateral described therein which is or is to become fixtures. 

(6) For the purposes of this section, the residence of an organization is its 
place of business if it has one or its chief executive office if it has more than 
one place of business. 

Note: Subsection (6) should be used only if the state chooses the Second or Third Alternative 
ubsection (1). 


Reasons for 1972 Change 


The several alternatives for subsection (1) have been rewritten to provide for filing in the 
eal estate records of security interests intended to give a priority as a "fixture filing" under 
Section 9-313. 

This requirement for filing in real estate records applies only if the priority advantages o 
Section 9-313 are desired. If the secured party is not concerned about priority against real 
estate parties, he can file for a fixture as for an ordinary chattel, in the chattel records, 
omitting the filing in the real estate records, and he will have a security interest perfected 
against everyone but real estate parties. In the case of a purchase money security interest 
in consumer goods, he need not file at all. See Section 9-313(1)(d). For the question of the 
effect of the regular chattel filing in lieu of fixture filing in the event of the debtor's bank- 
uptcy, see Comment 4(c) to Section 9-313. 

This requirement for filing in real estate records applies also to timber to be cut and to 
minerals or the like (including oil and gas) financed at the wellhead or minehead or ac- 
counts resulting from the sale thereof. 

This filing is not merely in the office where a mortgage of real estate would be recorded, 
but it is intended that it be filed in the real estate records. This is made clear by the model 
orm in Section 9-402(3) which recites that the financing statement is to be filed for record 
in the real estate records, the required recital in Section 9-402(5), and the provision o 
Section 9-403(7) requiring the indexing thereof in the real estate records. Thus, it is 
intended that these filings will be readily disclosed on any real estate search and they can 
be treated like any real estate encumbrance so disclosed. 

A new subsection (5) makes clear that a financing statement filed against a “transmitting 
utility" (Section 9-105) need be filed only in the office of the [Secretary of State] and not 
ocally. Special provision had to be made for filing where these far-flung utilities were 
debtors. If the problem were only on non-fixtures, not more than one local filing would have 
been necessary under any of the alternative versions of subsection (1), but the problem was 
more difficult in the case of fixtures, where the standard rule would require filing with real 
estate descriptions in every county where there were fixtures. 

There has been some difficulty in the concept that one files against farmers at their 
esidences, in view of the number of incorporated farms. A new subsection (6) is therefore 
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added to define the residence of an organization. Subsection (6) is also needed if the provi- 
sion of the Third Alternative Subsection (1) for double filing against local business debtors 
is adopted. 


§ 9-402. Formal Requisites of Financing Statement; Amendments; 
Mortgage as Financing Statement. 


(1) A financing statement is sufficient if it gives the names of the debtor 
and the secured party, is signed by the debtor [and the secured party], 
gives an address of the secured party from which information concerning 

he security interest may be obtained, gives a mailing address of the debtor 
and contains a statement indicating the types, or describing the items, o 
collateral. A financing statement may be filed before a security agreement 
is made or a security interest otherwise attaches. When the financing 
statement covers crops growing or to be grown [or goods which are or are 
o become fixtures], the statement must also contain a description of the 
real estate concerned. When the financing statement covers timber to be cut 
or covers minerals or the like (including oil and gas) or accounts subject to 
ubsection (5) of Section 9-103, or when the financing statement is filed as a 
xture filing (Section 9-313) and the collateral is goods which are or are to 
become fixtures, the statement must also comply with subsection (5). A copy 
of the security agreement is sufficient as a financing statement if it 
contains the above information and is signed by [both parties.] the debtor. 
A carbon, photographic or other reproduction of a security agreement or a 
nancing statement is sufficient as a financing statement if the security 
agreement so provides or if the original has been filed in this state. 

(2) A financing statement which otherwise complies with subsection (1) 
is sufficient [although] when it is signed [only] by the secured party instead 
of the debtor if it is filed to perfect a security interest in 

(a) collateral already subject to a security interest in another jurisdic- 
tion when it is brought into this state, or when the debtor’s location is 
changed to this state. Such a financing statement must state that the 
collateral was brought into this state or that the debtor’s location was 
changed to this state under such circumstances; or 

(b) proceeds under Section 9-306 if the security interest in the original 
collateral was perfected. Such a financing statement must describe the 
original collateral; or 

(c) collateral as to which the filing has lapsed; or 

(d) collateral acquired after a change of name, identity or corporate 
structure of the debtor (subsection (7)). 

(3) A form substantially as follows is sufficient to comply with subsection 


(1): 


Name of debtor (or assignor) 

Address 

Name of secured party (or assignee) 

Address 

1. This financing statement covers the following types (or items) o 
property: 
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(Describe) 


2. (If collateral is crops) The above described crops are growing or are to 
be grown on: 


(Describe Real Estate) 


[3. (If collateral is goods which are or are to become fixtures) The above 
described goods are affixed or to be affixed to: 


(Describe Real Estate) 


(If applicable) The above goods are to become fixtures on* 


(Describe Real Estate). — — — and this financing state- 
ment is to be filed [[for record]] in the real estate records. (If 
the debtor does not have an interest of record) The name of a 
record owner is 


. (If [proceeds or] products of collateral are claimed) [Proceeds—] Products 
of the collateral are also covered. 


Signature of Debtor (or Assignor) 


Signature of Secured Party (or Assignee) 


(4) A financing statement may be amended by filing a writing signed by 
both the debtor and the secured party. An amendment does not extend the 
period of effectiveness of a financing statement. [The term “financing state- 
ment" as used in this Article means the original financing statement and 
any amendments but if] If any amendment adds collateral, it is effective as 

o the added collateral only from the filing date of the amendment. In this 
Article, unless the context otherwise requires, the term "financing state- 
ent" means the original financing statement and any amendments. 


(5) A financing statement covering timber to be cut or covering minerals 
or the like (including oil and gas) or accounts subject to subsection (5) o, 
ection 9-103, or a financing statement filed as a fixture filing (Section 
9-313) where the debtor is not a transmitting utility, must show that it cov- 
ers this type of collateral, must recite that it is to be filed [[for record]] in 
the real estate records, and the financing statement must contain a descrip- 


[Section 9-402] oil and gas) or accounts will be financed at 
the wellhead or minehead of the well or 


"Where appropriate substitute either À E 
mine located on . . .. 


"The above timber is standing on . . .." or 
"The above minerals or the like (including 
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tion of the real estate [[sufficient if it were contained in a mortgage of the 

eal estate to give constructive notice of the mortgage under the law of this 
tate]]. If the debtor does not have an interest of record in the real estate, 
the financing statement must show the name of a record owner. 


(6) A mortgage is effective as a financing statement filed as a fixture filing 
from the date of its recording if (a) the goods are described in the mortgage 
by item or type, (b) the goods are or are to become fixtures related to the real 
estate described in the mortgage, (c) the mortgage complies with the require- 

ents for a financing statement in this section other than a recital that it is 
to be filed in the real estate records, and (d) the mortgage is duly recorded. 

o fee with reference to the financing statement is required other than the 

egular recording and satisfaction fees with respect to the mortgage. 


(7) A financing statement sufficiently shows the name of the debtor if it 
cives the individual, partnership or corporate name of the debtor, whether 
or not it adds other trade names or the names of partners. Where the debtor 

o changes his name or in the case of an organization its name, identity or 
orporate structure that a filed financing statement becomes seriously 
isleading, the filing is not effective to perfect a security interest in collat- 
eral acquired by the debtor more than four months after the change, unless 
a new appropriate financing statement is filed before the expiration of that 
time. A filed financing statement remains effective with respect to collateral 
transferred by the debtor even though the secured party knows of or consents 
to the transfer. 


(8) [ (5) ] A financing statement substantially complying with the require- 

ents of this section is effective even though it contains minor errors 

hich are not seriously misleading. 

ote: Language in double brackets is optional. 

ote: Where the state has any special recording system for real estate other than the usual 
grantor-grantee index (as, for instance, a tract system or a title registration or Torrens 


ystem) local adaptations of subsection (5) and Section 9-403(7) may be necessary. See 
ass.Gen.Laws Chapter 106, Section 9-409. 


Reasons for 1972 Change 

Certain changes are conforming changes to new requirements of Section 9-401 that 
certain financing statements covering such collateral as timber and minerals be filed in the 
eal estate records. Persons interested in real estate have complained with some justice 
hat the provisions of the 1962 Code failed in several ways to tie the fixture filings to the 
eal estate search system. Among these was the absence of clear specification that the 
xture security interest was to be indexed in the real estate records. On this point, a 
esponsive change has been made in Section 9-403. Other objections related to the ade- 
quacy of the real estate description and to the fact that the debtor might not be an owner o 
an interest of record in the real estate. The optional language in subsection (5) is designed 
o meet the objection as to real estate descriptions but without imposing on a fixture- 
secured party the duty of obtaining a “legal description" unless the state's recording system 
equires it. While no doubt a full “legal description" is proper practice in conveyancing, it is 
believed that something significantly less, like a street address, would be adequate in most 
states, and would frequently be a guide to a recorded map. Where a state has a tract index 
system or other special system not dependent on a grantor-grantee index, special adapta- 
ions may be required and no attempt is made in the Code to deal with all such situations. 
Another objection of real estate parties has been that the name of the debtor might not 
be in the real estate chain of title and there have been numerous non-uniform amendments 
o Sections 9-401, 9-402, or 9-403 designed to require the showing of the name of the record 
owners of the real estate in the financing statement. Since Section 9-313(4)(a) and (b) 
permit fixture filing against persons in possession of the real estate who do not have 
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interests of record, Section 9-402 requires the naming of an owner of record of the real 
estate in such cases, and Section 9-403(7) requires indexing the fixture filing against the 
name. 

Subsection (6) makes it possible for a real estate mortgage to serve as a financing state- 
ment, and a related change in Section 9-403(6) makes it unnecessary to file continuation 
statements for such a financing statement. 

Subsection (1) has been changed to require only the signature of the debtor rather than 

hat of the secured party. The requirement of signatures of secured parties has sometimes 
misled secured parties, who are accustomed to pre-Code practice and real estate practice 
under which only the debtor, not the secured party, need sign such instruments as chattel 
mortgages and real estate mortgages. Thus, when the security agreement was used as the 
nancing statement, it might have been defective under the 1962 Code for failure to have 
he signature of the secured party. This change also fits in with the provisions of Section 
9-403(6), under which a real estate mortgage (customarily signed only by the debtor) may 
be effective as a financing statement. 

Changes in the form of financing statement in subsection (3) conform to the foregoing 
and are also intended to have the secured party make clear when a financing statement is 
intended to be filed in real estate records. This had been a matter of some concern when 

he parties used the term “fixture” loosely in their description of goods. 

Certain of the changes in Section 9-402 are not related to real estate filings. The changes 
in paragraph (2)(a) conform to Section 9-103(3), which requires refiling when the debtor's 
ocation changes. Additions in subsections (2)(d) and (7) relating to the problem of the 
name of the debtor against which a filing should be made and the effect of transfer are 
discussed in the related Comments. 


§ 9-403. What Constitutes Filing; Duration of Filing; Effect of 
Lapsed Filing; Duties of Filing Officer. 


(1) Presentation for filing of a financing statement and tender of the fil- 
ing fee or acceptance of the statement by the filing officer constitutes filing 


nder this Article. 

(2) Except as provided in subsection (6)a | (2)A] filed financing statement 
[which states a maturity date of the obligation secured of five years or less 
is effective until such maturity date and thereafter for a period of sixty 
days. Any other filed financing statement] is effective for a period of five 
years from the date of filing. The effectiveness of a filed financing state- 

ent lapses [on the expiration of such sixty day period after a stated ma- 
urity date or] on the expiration of [such five] the five year period [, as the 
case may be] unless a continuation statement is filed prior to the lapse. Z; 
a security interest perfected by filing exists at the time insolvency proceed- 
ings are commenced by or against the debtor, the security interest remains 
perfected until termination of the insolvency proceedings and thereafter for 
a period of sixty days or until expiration of the five year period, whichever 
occurs later. Upon [such] lapse the security interest becomes unperfected, 
unless it is perfected without filing. If the security interest becomes 
unperfected upon lapse, it is deemed to have been unperfected as against a 
person who became a purchaser or lien creditor before lapse. [A filed financ- 
ing statement which states that the obligation secured is payable on 
demand is effective for five years from the date of filing. ] 

(3) A continuation statement may be filed by the secured party [ (i) 

ithin six months before and sixty days after a stated maturity date of five 
years or less, and (ii) otherwise] within six months prior to the expiration’ 
of the five year period specified in subsection (2). Any such continuation 
statement must be signed by the secured party, identify the original state- 

ent by file number and state that the original statement is still effective. 
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A continuation statement signed by a person other than the secured party o, 
ecord must be accompanied by a separate written statement of assignment 
igned by the secured party of record and complying with subsection (2) o, 
ection 9-405, including payment of the required fee. Upon timely filing o 
he continuation statement, the effectiveness of the original statement is 
continued for five years after the last date to which the filing was effective 
hereupon it lapses in the same manner as provided in subsection (2) un- 
less another continuation statement is filed prior to such lapse. Succeeding 
continuation statements may be filed in the same manner to continue the 
effectiveness of the original statement. Unless a statute on disposition o 
public records provides otherwise, the filing officer may remove a lapsed 
statement from the files and destroy it[.] immediately if he has retained a 
icrofilm or other photographic record, or in other cases after one year af- 
ter the lapse. The filing officer shall so arrange matters by physical annex- 
ation of financing statements to continuation statements or other related fil- 
ings, or by other means, that if he physically destroys the financing 
tatements of a period more than five years past, those which have been 
ontinued by a continuation statement or which are still effective under 
ubsection (6) shall be retained. 

(4) Except as provided in subsection (7) a [ (4) A] filing officer shall mark 
each statement with a [consecutive] file number and with the date and 
hour of filing and shall hold the statement or a microfilm or other 
photographic copy thereof for public inspection. In addition the filing officer 
shall index the statements according to the name of the debtor and shall 
note in the index the file number and the address of the debtor given in| 
he statement. 

[ (5) The uniform fee for filing, indexing and furnishing filing data for an 
original or a continuation statement shall be $ 

(5) The uniform fee for filing and indexing and for stamping a copy 
urnished by the secured party to show the date and place of filing for an 
original financing statement or for a continuation statement shall be 

—  — — — If the statement is in the standard form prescribed by the [[Sec- 
etary of State]] and otherwise shall be $_______, plus in each case, if the 
nancing statement is subject to subsection (5) of Section 9- 402, $ 


The secured party may at his option show a trade name for 
any person and an extra uniform indexing fee of $ —— — —. shall be paid 
ith respect thereto. 
(6) If the debtor is a transmitting utility (subsection (5) of Section 9-401) 
and a filed financing statement so states, it is effective until a termination 
tatement is filed. A real estate mortgage which is effective as a fixture fil- 
ing under subsection (6) of Section 9-402 remains effective as a fixture filing 
until the mortgage is released or satisfied of record or its effectiveness 
otherwise terminates as to the real estate. 
(7) When a financing statement covers timber to be cut or covers minerals 
or the like (including oil and gas) or accounts subject to subsection (5) o, 
ection 9-103, or is filed as a fixture filing, [[it shall be filed for record 
and]] the filing officer shall index it under the names of the debtor and any 
owner of record shown on the financing statement in the same fashion as i 
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they were the mortgagors in a mortgage of the real estate described, and, to 
the extent that the law of this state provides for indexing of mortgages 
under the name of the mortgagee, under the name of the secured party as if 

e were the mortgagee thereunder, or where indexing is by description in 
the same fashion as if the financing statement were a mortgage of the real 
estate described. 


ote: In states in which writings will not appear in the real estate records and indices un- 
ess actually recorded the bracketed language in subsection (7) should be used. 


Reasons for 1972 Change 
The change in subsection (2) makes every financing statement (except those described in. 
subsection (6)), effective for a full five years, thus changing the rule of the 1962 Code that a 
nancing statement which showed a maturity less than 5 years was effective only for the 
period until maturity plus 60 days. This limitation could have been easily evaded simply b 
ot showing a maturity, even though there was one. The change facilitates renewals or 
extensions up to a maximum combined duration of five years, without the danger of the 
nancing statement ceasing to be effective. 
Subsection (2) also recognizes that financing statements might expire during an 
insolvency proceeding. While the prevailing line of decisions is to the effect that the situa- 
ion is frozen at the moment of bankruptcy without an obligation to refile, there are con- 
rary decisions, and this situation might prove an inadvertent trap to a secured party who 
ailed to refile or file a continuation statement during a bankruptcy. The change continues 
he validity of the financing statement until the end of the insolvency proceedings and for 
60 days thereafter, or until the expiration of the five-year period, whichever is later. 
Ordinarily, if the secured party expects that the secured debt may continue in existence af- 
er the end of the insolvency proceedings, he should file a continuation statement on the 
ormal schedule, to preserve the filing for use at the end of the insolvency proceeding and 
o preclude any discontinuity of the filings. 

Subsection (2) also clarifies the effect of lapse, a matter on which there has been some 
dispute among writers on the subject. Compare also Section 9-103(1)(d). 

Subsection (5) is intended to adopt non-uniform amendments made in some states giving 
he filing officer authority to charge extra fees if the financing statement does not conform 

o a uniform prescribed size and content. It also permits the secured party to show a trade 
name at his option and to have it indexed for an extra fee. 

New subsection (6) deals with transmitting utilities (Sections 9-105 and 9-401(5)) and 
also with real estate mortgages which are effective as financing statements under Section 
9-402(6). In these special cases a financing statement is good indefinitely and its validity is 
not limited to five years. The filing in real estate records of a financing statement which is 
also a real estate mortgage will give notice to persons searching the record as to this 
continuing validity and will not interfere with the purpose of the Code's standard rule o 

ve-year validity for financing statements. The name of a transmitting utility should give 
equivalent notice in filings against that kind of company. 

The purpose of the standard rule is to permit the files to be self-clearing, so that whether 
or not termination statements have been filed, the filing officer can clear the files after a 
suitable period after the five-year validity expires, unless the duration of the financing 
statement has been continued by a continuation statement. 

Various technical changes in this section are designed to facilitate the handling of financ- 
ing statements by filing officers in reference to the use of microfilm, etc., and to carry out 
he principle of the self-clearing nature of the files after five years. 

New subsection (7) deals with a point in reference to fixtures on which the 1962 Code 

as properly subject to criticism, namely, that it was not explicitly stated that the fixture 
ling in the county where a real estate mortgage would be recorded was intended to be 

made and be indexed in the real estate records. This principle is now stated and is also 
made applicable to timber to be cut and to minerals and the like (including oil and gas) 
nanced at the wellhead or minehead or accounts resulting from the sale thereof. 

The other minor changes coordinate with the addition of subsection (7) to Section 9-402. 


$ 9-404. Termination Statement. 
(1) If a financing statement covering consumer goods is filed on or after 
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then within one month or within ten days following written 
demand by the debtor after there is no outstanding secured obligation and 
o commitment to make advances, incur obligations or otherwise give value, 
the secured party must file with each filing officer with whom the financing 
tatement was filed, a termination statement to the effect that he no longer 
laims a security interest under the financing statement, which shall be 
identified by file number. In other cases whenever [Whenever] there is no 
outstanding secured obligation and no commitment to make advances, 
incur obligations or otherwise give value, the secured party must on writ- 
en demand by the debtor send the debtor, for each filing officer with whom 
the financing statement was filed, a termination statement to the effect that 
he no longer claims a security interest under the financing statement, 
hich shall be identified by file number. A termination statement signed 
by a person other than the secured party of record must [include or] be ac- 
companied by [the assignment or] a separate written statement of assign- 
ent signed by the secured party of record [that he has assigned the secu- 
rity interest to the signer of the termination statement. and] complying 
ith subsection (2) of Section 9-405, including payment of the required fee. 
[The uniform fee for filing and indexing such an assignment or statement 
hereof shall be $. — — .] If the affected secured party fails to file such a 
termination statement as required by this subsection, or to send such a 
ermination statement within ten days after proper demand therefor he 
shall be liable to the debtor for one hundred dollars, and in addition for 
any loss caused to the debtor by such failure. 
(2) On presentation to the filing officer of such a termination statement 
he must note it in the index. [The filing officer shall remove from the files, 
ark "terminated" and send or deliver to the secured party the financing 
statement and any continuation statement, statement of assignment or 
statement of release pertaining thereto.] If he has received the termination 
tatement in duplicate, he shall return one copy of the termination state- 
ent to the secured party stamped to show the time of receipt thereof. If the 
ling officer has a microfilm or other photographic record of the financing 
tatement, and of any related continuation statement, statement of assign- 
ent and statement of release, he may remove the originals from the files at 
any time after receipt of the termination statement, or if he has no such rec- 
ord, he may remove them from the files at any time after one year after 
eceipt of the termination statement. 

(3) If the termination statement is in the standard form prescribed by the 
[Secretary of State//, the uniform fee for filing and indexing [a] the 
ermination statement [including sending or delivering the financing state- 

ent] shall be $_____,, and otherwise shall be $ — — — —, plus in each 
ase an additional fee of $ —— — — for each name more than one against 

hich the termination statement is required to be indexed. 
Note: The date to be inserted should be the effective date of the revised Article 9. 


Reasons for 1972 Change 
The additions to subsection (1) require the filing of termination statements in the case o 
consumer goods even without a demand by the consumer. It is believed that consumers will 
requently not understand the importance of making demand in order to clear the files. The 
scope of the change is not as great as might first appear, because (1) filing is not required 
or purchase money security interests in consumer goods, except in the case of motor 
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ehicles (Section 9-302(1)(d)); and (2) perfection of security interests in most motor vehicles 
is governed by certificate of title laws, not by the provisions of Article 9. 
The other changes are purely formal and tie in with corresponding changes in filing 
mechanics in other sections. 


§ 9-405. Assignment of Security Interest; Duties of Filing Officer; 
Fees. 
(1) A financing statement may disclose an assignment of a security inter- 
est in the collateral described in the financing statement by indication in 
he financing statement of the name and address of the assignee or by an 
assignment itself or a copy thereof on the face or back of the statement. 
[Either the original secured party or the assignee may sign this statement 
as the secured party.] On presentation to the filing officer of such a financ- 
ing statement the filing officer shall mark the same as provided in Section 
9-403(4). The uniform fee for filing, indexing and furnishing filing data for 
a financing statement so indicating an assignment shall be $ 
the statement is in the standard form prescribed by the [[Secretary of State] 
and otherwise shall be $_____,, plus in each case an additional fee o 
for each name more than one against which the financing state- 
ent is required to be indexed. 
(2) A secured party may assign of record all or part of his rights under a 
financing statement by the filing in the place where the original financing 
tatement was filed of a separate written statement of assignment signed 
by the secured party of record and setting forth the name of the secured 
party of record and the debtor, the file number and the date of filing of the 
financing statement and the name and address of the assignee and contain- 
ing a description of the collateral assigned. A copy of the assignment is 
sufficient as a separate statement if it complies with the preceding 
sentence. On presentation to the filing officer of such a separate statement, 
he filing officer shall mark such separate statement with the date and 
hour of the filing. He shall note the assignment on the index of the financ- 
ing statement, or in the case of a fixture filing, or a filing covering timber to 
be cut, or covering minerals or the like (including oil and gas) or accounts 
ubject to subsection (5) of Section 9-103, he shall index the assignment 
under the name of the assignor as grantor and, to the extent that the law o, 
this state provides for indexing the assignment of a mortgage under the 
ame of the assignee, he shall index the assignment of the financing state- 
ent under the name of the assignee. The uniform fee for filing, indexing 
and furnishing filing data about such a separate statement of assignment 
shall be $______ if the statement is in the standard form prescribed by 
the [[Secretary of State]] and otherwise shall be $ — — ~ , plus in each 
ase an additional fee of $ —— — — for each name more than one against 
hich the statement of assignment is required to be indexed. Notwithstand- 
ing the provisions of this subsection, an assignment of record of a security 
interest in a fixture contained in a mortgage effective as a fixture filing 
(subsection (6) of Section 9-402) may be made only by an assignment of the 
ortgage in the manner provided by the law of this state other than this 
Act. 
(3) After the disclosure or filing of an assignment under this section, the 
assignee is the secured party of record. 
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Reasons for 1972 Change 
The changes are all conforming changes connecting with changes in mechanics in other 
sections of Part 4; with the addition of timber and minerals or the like (including oil and 
gas) at wellhead or minehead and accounts resulting from the sale thereof to the groups o 
collateral which must be filed and indexed in the real estate records; and with the provision 
(Section 9-402(6)) that a mortgage of real estate may act as a financing statement o 
xtures. 


$ 9-406. Release of Collateral; Duties of Filing Officer; Fees. 

A secured party of record may by his signed statement release all or a 
part of any collateral described in a filed financing statement. The state- 
ment of release is sufficient if it contains a description of the collateral be- 
ing released, the name and address of the debtor, the name and address o 

he secured party, and the file number of the financing statement. A state- 
ent of release signed by a person other than the secured party of record 
ust be accompanied by a separate written statement of assignment signed 
by the secured party of record and complying with subsection (2) of Section 
-405, including payment of the required fee. Upon presentation of such a 
statement of release to the filing officer he shall mark the statement with 
he hour and date of filing and shall note the same upon the margin of the 
index of the filing of the financing statement. The uniform fee for filing 
and noting such a statement of release shall be $_____ if the statement 
is in the standard form prescribed by the [[Secretary of State]] and 
otherwise shall be $. . ~ ~ , plus in each case an additional fee o 
; for each name more than one against which the statement o, 
elease is required to be indexed. 


Reasons for 1972 Change 


The changes are merely conforming changes to changes in other sections. 


[[§ 9-407. Information From Filing Officer]]. 


[[ (1) If the person filing any financing statement, termination state- 
ment, statement of assignment, or statement of release, furnishes the fil- 
ing officer a copy thereof, the filing officer shall upon request note upon the 
copy the file number and date and hour of the filing of the original and 
deliver or send the copy to such person.]] 

[[ (2) Upon request of any person, the filing officer shall issue his certifi- 
cate showing whether there is on file on the date and hour stated therein, 
any presently effective financing statement naming a particular debtor 
and any statement of assignment thereof and if there is, giving the date 
and hour of filing of each such statement and the names and addresses o 
each secured party therein. The uniform fee for such a certificate shall be 
$. . [plus $ . for each financing statement and for each state- 
ment of assignment reported therein.] if the request for the certificate is in 
the standard form prescribed by the [[Secretary of State]] and otherwise 

hall be $_____ [plus $——— for each financing statement and for 
each statement of assignment reported therein.] Upon request the filing of- 
ficer shall furnish a copy of any filed financing statement or statement o 
assignment for a uniform fee of $. —— per page.ll 


Reasons for 1972 Change 


The change in this optional section is merely a conforming change to the changes in other 


AMENDMENTS 


i um Local law and practices should be consulted with EY to the oeil, of 
adoption. 


9-408. Financing Statements Covering Consigned or Leased 
Goods. 

A consignor or lessor of goods may file a financing statement using the 
terms “consignor,” “consignee,” “lessor,” “lessee” or the like instead of the 
terms specified in Section 9-402. The provisions of this Part shall apply as 
appropriate to such a financing statement but its filing shall not of itself be 
a factor in determining whether or not the consignment or lease is intended 
as security (Section 1-201(37)). However, if it is determined for other reasons 
that the consignment or lease is so intended, a security interest of the con- 

ignor or lessor which attaches to the consigned or leased goods is perfected 
by such filing. 


Reasons for 1972 Adoption of New Section 


This new section adapts the filing system of the Article to consignments and leases. Fil- 
ing of consignments is required under certain conditions (Sections 2-326(3), 9-114). Filing 
of true leases which are not security interests (Section 1-201(37)) is not required; but 
because the question whether a lease is a true lease may be a close one, filing is permitted 


PART 5 
DEFAULT 


$ 9-501. Default; Procedure When Security Agreement Covers 
Both Real and Personal Property. 


(1) When a debtor is in default under a security agreement, a secured 


limited by subsection (3) those provided in the security agreement. He may 
reduce his claim to judgment, foreclose or otherwise enforce the security 
interest by any available judicial procedure. If the collateral is documents 
he secured party may proceed either as to the documents or as to the 
goods covered thereby. A secured party in possession has the rights, reme- 
dies and duties provided in Section 9-207. The rights and remedies referred 
o in this subsection are cumulative. 

(2) After default, the debtor has the rights and remedies provided in this 

art, those provided in the security agreement and those provided in 
Section 9-207. 

(3) To the extent that they give rights to the debtor and impose duties 
on the secured party, the rules stated in the subsections referred to below 
may not be waived or varied except as provided with respect to compulsory 
disposition of collateral (subsection (3) of Section 9-504 and | (subsection 
(1) of] Section 9-505) and with respect to redemption of collateral (Section 
9-506) but the parties may by agreement determine the standards by 

hich the fulfillment of these rights and duties is to be measured if such 
standards are not manifestly unreasonable: 

(a) subsection (2) of Section 9-502 and subsection (2) of Section 9-504 
insofar as they require accounting for surplus proceeds of collateral; 

(b) subsection (3) of Section 9-504 and subsection (1) of Section 9-505 
which deal with disposition of collateral; 
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(c) subsection (2) of Section 9-505 which deals with acceptance of col- 
lateral as discharge of obligation; 

(d) Section 9-506 which deals with redemption of collateral; and 

(e) subsection (1) of Section 9-507 which deals with the secured party's 
liability for failure to comply with this Part. 

(4) If the security agreement covers both real and personal property, the 
secured party may proceed under this Part as to the personal property or 
he may proceed as to both the real and the personal property in accor- 
dance with his rights and remedies in respect of the real property in which 
case the provisions of this Part do not apply. 

(5) When a secured party has reduced his claim to judgment the lien o 
any levy which may be made upon his collateral by virtue of any execution 
based upon the judgment shall relate back to the date of the perfection o 

he security interest in such collateral. A judicial sale, pursuant to such 
execution, is a foreclosure of the security interest by judicial procedure 

ithin the meaning of this section, and the secured party may purchase at 
he sale and thereafter hold the collateral free of any other requirements 
of this Article. 


Reasons for 1972 Change 
The change is purely technical, to clear up an ambiguity as to whether a debtor could af- 
er default agree on the time within which a sale might be held or the time after which a 
secured party might keep the goods in lieu of a sale. 


$ 9-502. Collection Rights of Secured Party. 
(1) When so agreed and in any event on default the secured party is 


entitled to notify an account debtor or the obligor on an instrument to 

make payment to him whether or not the assignor was theretofore making 

collections on the collateral, and also to take control of any proceeds to 
hich he is entitled under Section 9-306. 


(2) A secured party who by agreement is entitled to charge back uncol- 
lected collateral or otherwise to full or limited recourse against the debtor 
and who undertakes to collect from the account debtors or obligors must 
proceed in a commercially reasonable manner and may deduct his reason- 
able expenses of realization from the collections. If the security agreement 
secures an indebtedness, the secured party must account to the debtor for 
any surplus, and unless otherwise agreed, the debtor is liable for any 
deficiency. But, if the underlying transaction was a sale of accounts [, 
contract rights,] or chattel paper, the debtor is entitled to any surplus or is 
liable for any deficiency only if the security agreement so provides. 


Reasons for 1972 Change 
The change is only the deletion of the term “contract rights", which is being eliminated as 
a defined term under the Article. 


§ 9-504. Secured Party’s Right to Dispose of Collateral After 
Default; Effect of Disposition. 

(1) A secured party after default may sell, lease or otherwise dispose o 
any or all of the collateral in its then condition or following any com- 
mercially reasonable preparation or processing. Any sale of goods is subject 

o the Article on Sales (Article 2). The proceeds of disposition shall be ap- 
plied in the order following to 
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(a) the reasonable expenses of retaking, holding, preparing for sale or 
lease, selling, leasing and the like and, to the extent provided for in the 
agreement and not prohibited by law, the reasonable attorneys' fees and 
legal expenses incurred by the secured party; 

(b) the satisfaction of indebtedness secured by the security interest 
under which the disposition is made; 

(c) the satisfaction of indebtedness secured by any subordinate secu- 
rity interest in the collateral if written notification of demand therefor is 
received before distribution of the proceeds is completed. If requested by 
the secured party, the holder of a subordinate security interest must 
seasonably furnish reasonable proof of his interest, and unless he does 
so, the secured party need not comply with his demand. 

(2) If the security interest secures an indebtedness, the secured party 
must account to the debtor for any surplus, and, unless otherwise agreed, 
he debtor is liable for any deficiency. But if the underlying transaction 

as a sale of accounts [, contract rights,] or chattel paper, the debtor is 
entitled to any surplus or is liable for any deficiency only if the security 
agreement so provides. 

(3) Disposition of the collateral may be by public or private proceedings 
and may be made by way of one or more contracts. Sale or other disposi- 
ion may be as a unit or in parcels and at any time and place and on any 
erms but every aspect of the disposition including the method, manner, 
ime, place and terms must be commercially reasonable. Unless collateral 
is perishable or threatens to decline speedily in value or is of a type cus- 
omarily sold on a recognized market, reasonable notification of the time 
and place of any public sale or reasonable notification of the time after 

hich any private sale or other intended disposition is to be made shall be 
sent by the secured party to the debtor, if he has not signed after default a 
tatement renouncing or modifying his right to notification of sale. In the 
ase of consumer goods no other notification need be sent. In other cases 
otification shall be sent to any other secured party from whom the secured 
party has received (before sending his notification to the debtor or before the 
debtor's renunciation of his rights) written notice of a claim of an interest 
in the collateral [and except in the case of consumer goods to any other 
person who has a security interest in the collateral and who has duly filed 
a financing statement indexed in the name of the debtor in this state or 

ho is known by the secured party to have a security interest in the 
collateral]. The secured party may buy at any public sale and if the collat- 
eral is of a type customarily sold in a recognized market or is of a type 

hich is the subject of widely distributed standard price quotations he 
may buy at private sale. 

(4) When collateral is disposed of by a secured party after default, the 
disposition transfers to a purchaser for value all of the debtor’s rights 
herein, discharges the security interest under which it is made and any 
security interest or lien subordinate thereto. The purchaser takes free o 
all such rights and interests even though the secured party fails to comply 

ith the requirements of this Part or of any judicial proceedings 

(a) in the case of a public sale, if the purchaser has no knowledge o 
any defects in the sale and if he does not buy in collusion with the 
secured party, other bidders or the person conducting the sale; or 
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(b) in any other case, if the purchaser acts in good faith. 
(5) A person who is liable to a secured party under a guaranty, indorse- 
ent, repurchase agreement or the like and who receives a transfer of col- 
lateral from the secured party or is subrogated to his rights has thereafter 
he rights and duties of the secured party. Such a transfer of collateral is 
not a sale or disposition of the collateral under this Article. 


Reasons for 1972 Change 


Under the 1962 Code the secured party giving notice of sale had to notify (except in the 
case of consumer goods) not only every other person who had duly filed a financing state- 
ment indexed in the name of the debtor in the state and who still had a security interest in 

he collateral, but also any other person known by the secured party to have an interest in 
he collateral. This meant that the secured party had to search the records in every case o 
notice of sale, to ascertain whether there were any other secured parties with financing 
statements that might be deemed to cover the collateral in question. Moreover, he ran the 
isk that some informal communication by letter, or even orally, might be deemed to have 
given him knowledge of the interest of that other party. These burdens of searching the 
ecord and of checking the secured party's files were greater than the circumstances called 
or because as a practical matter there would seldom be a junior secured party who really 
had an interest needing protection in the case of a foreclosure sale. Therefore, a change is 
made requiring notice to persons other than the debtor only if such persons had notified the 
secured party in writing of their claim of an interest in the collateral before he sent his 
notification to the debtor or before the debtor's renunciation of his rights. Express provision 
is made to recognize the right of a debtor to renounce or modify his right to notice after, but 
not before, default. A corresponding change is made in Section 9-505. 


$ 9-505. Compulsory Disposition of Collateral; Acceptance of the 
Collateral as Discharge of Obligation. 

(1) If the debtor has paid sixty per cent of the cash price in the case of a 
purchase money security interest in consumer goods or sixty per cent o 
he loan in the case of another security interest in consumer goods, and 
has not signed after default a statement renouncing or modifying his 
rights under this Part a secured party who has taken possession of collat- 
eral must dispose of it under Section 9-504 and if he fails to do so within 
ninety days after he takes possession the debtor at his option may recover 
in conversion or under Section 9-507(1) on secured party's liability. 

(2) In any other case involving consumer goods or any other collateral a 
secured party in possession may, after default, propose to retain the collat- 
eral in satisfaction of the obligation. Written notice of such proposal shall 
be sent to the debtor [and except in the case of consumer goods to any 
other secured party who has a security interest in the collateral and who 
has duly filed a financing statement indexed in the name of the debtor in 
his state or is known by the secured party in possession to have a security 
interest in it. If the debtor or other person entitled to receive notification 
objects in writing within thirty days from the receipt of the notification or 
if any other secured party objects in writing thirty days after the secured 
party obtains possession the secured party must dispose of the collateral 

nder Section 9-504.] if he has not signed after default a statement renounc- 
ing or modifying his rights under this subsection. In the case of consumer 
goods no other notice need be given. In other cases notice shall be sent to 
any other secured party from whom the secured party has received (before 
ending his notice to the debtor or before the debtor's renunciation of his 
ights) written notice of a claim of an interest in the collateral. If the secured 
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party receives objection in writing from a person entitled to receive notifica- 
tion within twenty-one days after the notice was sent, the secured party 
ust dispose of the collateral under Section 9-504. In the absence of such 
ritten objection the secured party may retain the collateral in satisfaction 
of the debtor's obligation. 


Reasons for 1972 Change 
Under subsection (2) of this section the secured party may in lieu of sale give notice to 
he debtor and certain other persons that he proposes to retain the collateral in lieu of sale. 
nder the 1962 Code the other persons were the same as those who were entitled to notice 
of sale under Section 9-504(3), and such other persons are limited by the change in the 
same fashion as they were limited in Section 9-504(3) and for the same reasons. See the 
Reasons for Change under Section 9-504. 


ARTICLE 11 


EFFECTIVE DATE AND TRANSITION 
PROVISIONS 


Notes: This material has been numbered Article 11 to distinguish it from Article 10, the 
transition provision of the 1962 Code, which may still remain in effect in some states to 
over transition problems from pre-Code law to the original Uniform Commercial Code. Ad- 
aptation may be necessary in particular states. The terms “[old Code]” and “[new Code]" and 
“fold U.C.C.]” and “[new U.C.C.]” are used herein, and should be suitably changed in each 
tate. 
This draft was prepared by the Reporters and has not been passed upon by the 
Review Committee, the Permanent Editorial Board, the American Law 
Institute, or the National Conference of Commissioners on Uniform State 
Laws. It is submitted as a worhing draft which may be adapted as appropriate 
in each state. The “Discussions” were written by the Reporters to assist in 
understanding the purpose of the drafts. 


$ 11-101. Effective Date. 
This Act shall become effective at 12:01 A.M. on _______, 19___.. 


Discussion 


An effective date substantially after enactment is advisable to allow ample time for refil- 
ings as required. 


§ 11-102. Preservation of Old Transition Provision. 


The provisions of [here insert reference to the original transition provi- 
sion in the particular state] shall continue to apply to [the new U.C.C.] 
and for this purpose the [old U.C.C. and new U.C.C.] shall be considered 
one continuous statute. 


Discussion 


This section may be necessary in states in which the U.C.C. has only recently been 
effective. It preserves the principle of Section 10-102(2) of the 1962 Code that pre-Code 
ransactions continue to be governed by pre-Code law. A different principle is set forth in 
his Article 11 for transition problems between the [old Code] and the [new Code], because 
he changes are not nearly as great. That principle is that the [new Code] governs (with 
minor exceptions). 


§ 11-103. Transition to [New Code]—General Rule. 

Transactions validly entered into after [effective date of old U.C.C.] and 
before [effective date of new U.C.C.], and which were subject to the provi- 
sions of [old U.C.C.] and which would be subject to this Act as amended i 
hey had been entered into after the effective date of [new U.C.C.] and the 
rights, duties and interests flowing from such transactions remain valid af- 
er the latter date and may be terminated, completed, consummated or 
enforced as required or permitted by the [new U.C.C.]. Security interests 
arising out of such transactions which are perfected when [new U.C.C.] 
becomes effective shall remain perfected until they lapse as provided in 
Inew U.C.C.], and may be continued as permitted by [new U.C.C.], except 
as stated in Section 11-105. 
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Discussion 

This makes the [new Code] applicable to existing security interests, e.g., the revised no- 
ice provisions of Part 5 will apply to existing security interests. This would be so even if a 
30-day notice period concerning retention of the collateral in lieu of sale were running on 
he effective date of the [new Code]. 

Suppose that a security interest attached in State A and the secured party filed in State 
B and assumed that he had 30 days to have the goods reach State B, in a non-purchase 
money case, under Section 9-103(3) of the [old Code]. Section 9-103(1)(c) of the [new Code] 
imits the 30-day provision on intended removals to purchase money cases. So long as an 
ample period of waiting and familiarization is allowed under Section 11-101, this should 
cause no practical problem. 

The “except” clause at the end is necessary because of the possibility that new financing 
statements would have to be filed in different offices. 


$ 11-104. Transition Provision on Change of Requirement of 
Filing. 

A security interest for the perfection of which filing or the taking of pos- 
session was required under [old U.C.C.] and which attached prior to the ef- 
fective date of [new U.C.C.] but was not perfected shall be deemed 
perfected on the effective date of [new U.C.C.] if [new U.C.C.] permits 
perfection without filing or authorizes filing in the office or offices where a 
prior ineffective filing was made. 


Discussion 


This covers the case of a purchase money security interest in consumer goods, which 
ould not have had to be filed under the original Code if the goods had not been fixtures. 
nder the [new Code] the security interest will be perfected without filing, subject to the 
ights of real estate parties. Section 9-301(1)(d). 

This also covers the case of factory or office machinery or replacement consumer goods 
appliances where the filing of a financing statement under the original Code in the regular 
chattel files was invalid because the goods were fixtures, but under the [new Code] that fil- 
ing would be proper. 

Under the [old Code] the status of assignments of revenues and similar collateral for 

governmental obligations was unclear. Section 9-104(e) of the [new Code] will make clear 
hat Article 9 does not apply to these transfers. Section 11-108 of this draft may apply on 
he theory that the changes made by the [new Code] are considered to be merely 
declaratory. If this does not dispose of the matter, and if it might sometime be held that an 
assignment by a municipality had been ineffective for lack of filing, this provision would 
hen apply from the effective date of the [new Code]. 


$ 11-105. Transition Provision on Change of Place of Filing. 

(1) A financing statement or continuation statement filed prior to [effec- 
ive date of new U.C.C.] which shall not have lapsed prior to [the effective 
date of new U.C.C.] shall remain effective for the period provided in the 
[old Code], but not less than five years after the filing. 

(2) With respect to any collateral acquired by the debtor subsequent to 
he effective date of [new U.C.C.], any effective financing statement or 
continuation statement described in this section shall apply only if the fil- 
ing or filings are in the office or offices that would be appropriate to perfect 
he security interests in the new collateral under [new U.C.C.]. 

(3) The effectiveness of any financing statement or continuation state- 

ent filed prior to [effective date of new U.C.C.] may be continued by a 
continuation statement as permitted by [new U.C.C.], except that if [new 

.C.C.] requires a filing in an office where there was no previous financing 
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statement, a new financing statement conforming to Section 11-106 shall 
be filed in that office. 


(4) If the record of a mortgage of real estate would have been effective as 
a fixture filing of goods described therein if [new U.C.C.] had been in effect 
on the date of recording the mortgage, the mortgage shall be deemed effec- 
ive as a fixture filing as to such goods under subsection (6) of Section 
9-402 of the [new U.C.C.] on the effective date of [new U.C.C.]. 


Discussion 

Subsection (1): All existing financing statements with a duration of less than 5 years are 
extended to the full 5 years. In the case of transmitting utilities for which a special rule o 
onger validity had been provided, the special rule will be continued. 

Subsection (2) makes clear that all existing financing statements and continuations on 
he effective date remain valid for the remainder of the five years as to existing collateral, 
even though the appropriate place for filing may have changed under the new rules for ac- 
counts, general intangibles, etc. The existing filings also apply to new collateral acquired 
after the effective date, unless the appropriate filing place is different under the new rules. 
In that case there will have to be a new filing on the effective date to catch new collateral. 

Subsection (3): A continuation statement may be filed after the effective date, but if the 
appropriate places under the new rules are different, the filing should be a financing 
statement. 

Subsection (4) retroactively validates real estate mortgage recording as fixture filing. 


$ 11-106. Required Refilings. 

(1) If a security interest is perfected or has priority when this Act takes 
effect as to all persons or as to certain persons without any filing or record- 
ing, and if the filing of a financing statement would be required for the 


perfection or priority of the security interest against those persons under 
new U.C.C.], the perfection and priority rights of the security interest 
continue until 3 years after the effective date of [new U.C.C.]. The perfec- 
ion will then lapse unless a financing statement is filed as provided in 
subsection (4) or unless the security interest is perfected otherwise than by 


(2) If a security interest is perfected when [new U.C.C.] takes effect 
nder a law other than [U.C.C.] which requires no further filing, refiling or 
recording to continue its perfection, perfection continues until and will 
lapse 3 years after [new U.C.C.] takes effect, unless a financing statement 
is filed as provided in subsection (4) or unless the security interest is 
perfected otherwise than by filing, or unless under subsection (3) of Section 
9-302 the other law continues to govern filing. 

(3) If a security interest is perfected by a filing, refiling or recording 
nder a law repealed by this Act which required further filing, refiling or 
recording to continue its perfection, perfection continues and will lapse on 
he date provided by the law so repealed for such further filing, refiling or 
recording unless a financing statement is filed as provided in subsection 
(4) or unless the security interest is perfected otherwise than by filing. 

(4) A financing statement may be filed within six months before the 
perfection of a security interest would otherwise lapse. Any such financing| 
statement may be signed by either the debtor or the secured party. It must 
identify the security agreement, statement or notice (however denominated 
in any statute or other law repealed or modified by this Act), state the of- 
fice where and the date when the last filing, refiling or recording, if any, 
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as made with respect thereto, and the filing number, if any, or book and 
page, if any, of recording and further state that the security agreement, 
statement or notice, however denominated, in another filing office under 
he [U.C.C.] or under any statute or other law repealed or modified by this 
Act is still effective. Section 9-401 and Section 9-103 determine the proper 
place to file such a financing statement. Except as specified in this subsec- 
ion, the provisions of Section 9-403(3) for continuation statements apply 
o such a financing statement. 


Discussion 

Subsection (1) covers farm equipment perfected without filing. The three-year period 
ought to cover most existing transactions. It also applies to equipment trusts, and would 
appear to allow three years for filing. But generally filing under Article 9 for equipment 

rusts is excluded by Section 9-302(3), and the old pre-amendment filing under the Inter- 
state Commerce Act will continue to serve the purpose. 

Subsection (2) covers transmitting utility statutes and the like which were outside the 
Code, and provided for indefinite duration. It allows three years for refiling. But perfection 
under a certificate of title law or the like continues to be effective. 

Some states dealt with transmitting utilities by internal amendment of the Code to 
permit filing which was good indefinitely. Section 11-105(1) operates to validate those fil- 
ings indefinitely even though they may not have been in the Secretary of State's office. 

Similarly, Section 11-105(1) would preserve the effect of Ohio's present Section 9-403(2), 

hich in effect makes financing statements related to combined real estate and chattel 
mortgages good for the duration of the real estate mortgage, whether or not the chattels 
are fixtures. 

Subsection (3) covers the case (if any) where a prior transmitting utility provision outside 

he Code had a filing of limited duration. 

Subsection (4) covers a case where an ordinary continuation statement cannot be filed 
because the original filing was a non-Code filing or was a Code filing in a different filing 
office. It was thought advisable to use the concept of financing statement rather than the 
concept of continuation statement for these fact situations. 


$ 11-107. Transition Provisions as to Priorities. 


Except as otherwise provided in [Article 11], [old U.C.C.] shall apply to 
any questions of priority if the positions of the parties were fixed prior to 
he effective date of [new U.C.C.]. In other cases questions of priority shall 
be determined by [new U.C.C.]. 


Discussion 
Most questions of priority can be broken down to questions between two parties, and the 
ule is that the [new Code] applies unless the rights of both parties were fixed under the 
[old Code]. 
If a creditor acquires knowledge of an unfiled security interest before the effective date o 
he [new Code], but gets his judgment after the effective date, the rule of the [new Code] 
governs, since he has no rights until after judgment and levy. 


$ 11-108. Presumption that Rule of Law Continues Unchanged. 


Unless a change in law has clearly been made, the provisions of [new 
.C.C.] shall be deemed declaratory of the meaning of the [old U.C.C.]. 


Discussion 


This asserts that the new Code is declaratory, except where a change is clearly intended. 
his is an effort to minimize transitional problems. 


APPENDIX C 


1977 Official Text Showing Changes 
Made in former Text of Article 8, 
Investment Securities, and of Related 
Sections and Reasons for Changes 


Reporter's Introductory Comment 


This proposed revision of Article 8 of the Uniform Commercial Code is 
an outgrowth of the work of the Committee on Stock Certificates of the 
Section of Corporation, Banking and Business Law of the American Bar 
Association. That committee, formed in 1971 in response to the “Paperwork! 
Crunch" in the securities markets during the late 1960's, was charged 

ith determining what legislation, if any, would be advisable to facilitate 
he elimination, or reduction in the use, of stock certificates and with 
drafting such legislation as was proposed. The committee’s report, issued 
on September 15, 1975, contained two principal recommendations: 1) that 
he Model Business Corporation Act be amended in order to permit the is- 
suance of corporate stock in uncertificated form and 2) that Article 8 of the 

niform Commercial Code (and related sections of other Articles) be 
revised to provide rules to regulate the rights, duties and obligations of the 
issuers of, and persons dealing with, uncertificated investment securities. 

ppendix B of the report was a suggested revision of Article 8. 


The suggested revision of Article 8 was submitted by the committee to 
he Permanent Editorial Board for the Uniform Commercial Code which, 
in turn, referred it to its 348 Committee for review and comment. The 
revision, with changes suggested by the 348 Committee, was subsequently 
reviewed by the Permanent Editorial Board and further drafts were pre- 
sented before the 1976 meeting of the National Conference of Commission- 
ers on Uniform State Laws, the Council of the American Law Institute and 
he 1977 Annual Meeting of the American Law Institute. At its 1977 meet- 
ing, the NCCUSL approved the substance of the revision and referred it to 
its Committee on Style. That committee made a number of stylistic changes 
in wording, punctuation and the like, and its product is presented 
herewith. 


In this introductory comment, section references are to the revised 
Article unless preceded by the word “present”. Detailed “Reasons for 1977 
Change" follow almost every section of the revision, but the pattern is 
summarized in this introductory comment in the hope that it will be help- 
ful to an understanding of the general scheme of the revision. 


Scope 


Perhaps the best approach to describing the scope of the revision is first 
o state what it does not do. The revision does not compel the issuance o 
ncertificated securities by any issuer. Furthermore, the revision does not 
authorize the issuance of uncertificated securities, a function of the state 
corporation laws. What the revision is intended to accomplish is to set 
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forth a coherent group of rules for the issuers, buyers, sellers and other 
persons dealing with uncertificated securities, to the same extent that 
present Article 8 deals with these matters with respect to certificated 
securities. Although the primary focus of inquiry regarding the possible 
elimination of certificates has been on corporate stock, the revision is 
broad enough to cover uncertificated debt securities, should such be issued 
in the future. It might be noted that the most significant uncertificated 
system now in operation is that conducted by the Federal Reserve Banks 
for United States Government Bonds. It is possible, and, indeed, probable, 
hat particular issues of securities may, temporarily or even permanently, 
be partly certificated and partly uncertificated. If such be the case, the 
choice of form will lie with the owner and provisions are made for 
exchangeability at the owner's option [8-407]. 


The present definition of “security” [present 8-102(1)(a) ] is restated, in 
somewhat changed form but without intended change of substance, as the 
definition of “certificated security" [8-102(1)(a) ]. A parallel definition o 
*uncertificated security" is then provided, differing in that it does not 
require representation by an instrument and somewhat narrower in scope 
o eliminate the inclusion of some interests, e.g., bank accounts, that a 
broad construction might otherwise include [8-102(1)(b) ]. It is not intended 
hat either definition coincide with the definition of “security” for other 
purposes, e.g., the federal securities laws. See Comment 3 to Section 8-102. 


Approach 
There has been a conscious attempt to disturb present Article 8 as little 


as possible. First, the subject-matter content and order of the forty-one 
numbered sections of the present statute have been preserved. Only four 
sections have been added. Three of these have no application to wholly 
certificated systems [8-108, 8-407 & 8-408]. 


Secondly, with the exception of only two present sections [8-313 & 8-317] 
and the other new section [8-321], there has been no attempt to change the 
law with respect to certificated securities. In some instances, where there 
seemed to be compelling reasons to do so, certain wording and structure 
have been changed, but without any intention to change the substance. In 
most instances, the language of the present Article, as it applies to 
certificated securities, has been preserved with minor stylistic changes. 


Finally, the rules governing uncertificated securities have been 
formulated to conform as closely as possible to the rules for certificated se- 
curities, consistent, of course, with such changes as are demanded by the 
absence of an indispensable instrument. For example, the rights of secured 
parties [8-207], the “appropriate person” to initiate requests for registra- 

ion of transfer [8-308] and the assurances an issuer may require as a 
condition to complying with such requests [8-402] have been structured in 
a way to produce a minimum of disparity of results and procedures whether 
certificated or uncertificated securities are involved. 


Transfer 
The essential difference between a certificated and an uncertificated se- 
curity, and that from which the principal difficulties arise, is that the for- 
mer is represented by an instrument, which may be treated as the prop- 
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erty it represents, and the latter is not. Under present Article 8, transfer 
of a certificated security by purchase, a term which includes all voluntary 
ransfers whether or not for value [present 1-201(32) ], is accomplished by 
delivery of the certificated security to the purchaser [present 8-301(1) ] or 
by some other method deemed to constitute delivery to the purchaser 
present 8-313(1) ]. Obviously, when a security is uncertificated, there is no 


instrument to deliver. 


In the revised Article, the transfer rules are collected in a single subsec- 
ion [8-313(1) ] and are expressly made exclusive. The basic rule for 
certificated securities, transfer by delivery, is restated [8-313(1)(a) ] and a 
coordinate rule for uncertificated securities, transfer by registration, is 
added [8-313(1)(b) ]. The present rule, that delivery to the purchaser’s bro- 
ker of a certificated security issued in the name of or specially indorsed to 
he purchaser constitutes transfer to the purchaser, is preserved 
[8-313(1)(c) ], but is expanded to cover such delivery not only to the 
purchaser's broker but to any financial intermediary acting for the 
purchaser. A “financial intermediary” is defined to include (in addition to 
brokers) banks, clearing corporations and other entities which regularly 
maintain security accounts for their customers [8-313(4) ]. 


The remaining subparagraphs recognize current security-holding prac- 
ices and provide explicitly for the transfer of ownership of both certificated 
and uncertificated securities controlled by third parties. Thus, when the 
controlling party is a clearing corporation [8-102(3) ], transfer is effected 
merely by book entry [8-313(1)(g) ]. When the controlling party is a 


financial intermediary, but not a clearing corporation, transfer is effected 
by confirmation to the purchaser accompanied by book entry [8-313(1)(d) ]. 
en the controlling party is not a financial intermediary, transfer is ef- 
fected by acknowledgment to the purchaser [8-313(1)(e) & (f) ]. Three pro- 
isions apply only to the creation and release of security interests 
8-313(1)(h), i) & Gj) 1. 


Registration of Transfer 


Registration of transfer of a certificated security is requested by present- 
ing the security itself, duly indorsed, to the issuer [8-401(1) ]. With 
ncertificated securities that procedure is unavailable, and the request for 
registration of transfer is made by an “instruction” [8-308(4) ] which 
normally will be a signed writing [8-308(5)(a) ] but which may, under the 
erms of a written agreement, be in other than written form [8-308(5)(b) ]. 
o be effective, an instruction must be originated by an “appropriate 
person" who, for an unencumbered security, is the registered owner or his 
representative [8-308(7)(a) & (8) ]. 


Upon receipt of an instruction, the issuer is under a duty to effect a duly 
requested registration [8-401(1) ], liable for delay or failure to comply 
[8-401(2) ], entitled to certain assurances [8-402], and liable for improper 
registration [8-404(3) ] in much the same manner applicable to requests 
for registration of transfer of a certificated security. 

Within two business days after registration of transfer of an uncertifi- 


cated security, the issuer must send a written statement confirming the 
registration to both the transferor [8-408(5) ] and the transferee [8-408(1) 
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]. The statement sent to the transferor will alert him to take appropriate 
action if the transfer was unauthorized or otherwise improper. The state- 
ment sent to the transferee will assure him that the transfer has been 
properly registered and will also serve as notice to him of any liens 
[8-103(b) ], restrictions [8-204(b) ] or claims [8-304(2) ] to which the 

ncertificated security may be subject. Unless a transferee for value is 
relying on a third party, e.g., his broker, it is anticipated that he may| 

ithhold his consideration, in escrow or otherwise, until he receives an ap- 
propriate statement from the issuer. 


Creation of Security Interests 


A security interest in a certificated security is normally created by 
delivery (pledge) of the security, duly indorsed, to the secured party 
(pledgee). The physical procedure is indistinguishable from an outright 
ransfer. The pledgee may elect to leave the security registered in the 
name of the debtor or to cause the registration of transfer to himself or his 


A security interest in an uncertificated security may be created by 
registration of transfer to the secured party, a procedure which involves no 
concepts distinct from those involved in any outright transfer of an 

ncertificated security. The secured party will be in essentially the same 
position as the pledgee of a certificated security who obtains registration o 
ransfer to himself. 


This revision provides an additional method for evidencing a security 
interest in an uncertificated security—registration of pledge [8-108]. This 
is intended to create a situation analogous to that when the pledgee of a 
certificated security leaves the security registered in the debtor's name. 

egistration of pledge is effected by submission of an instruction [8-308(4) 
] to the issuer, originated by the registered owner or his representative 
8-308(7)(a) & (8) ]. The procedure for registration follows that established 
for registration of transfer. The issuer is obligated to send confirmatory 
statements to the pledgee and owner immediately following registration 
8-408(2) ] and the pledgee, like the buyer, may choose to await receipt o 
he statement before advancing the loan. 


Once a pledge has been registered, the registered owner continues to 
enjoy all the rights of an owner (dividends, voting rights, notices, etc.) 
8-207(2) ] except one—the power to order transfer. That power passes 
exclusively to the registered pledgee [8-207(3) ] and only the pledgee or his 
representative is an appropriate person to originate a transfer instruction 
8-308(7)(b) & (8) ]. This is substantially the situation that exists when a 
certificated security is pledged. The still registered owner is recognized as 
such by the issuer [8-207(1) ], but the pledgee's possession of the duly 
indorsed certificate achieves the dual purpose of depriving the debtor o 
his power to transfer and conferring that power on the pledgee. The 
registered pledgee of an uncertificated security may exercise his transfer 
power in three ways: by outright transfer free of his pledge [8-207(4)(a) ]; 
by transfer of ownership subject to his pledge [8-207(4)(b) ]; or by transfer 
of his security interest to another secured party [8-207(4)(c) ]. 


There is one area of disparity between the pledge of a certificated secu- 
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rity and the registered pledge of an uncertificated security. When a 
certificated security is held by a pledgee without registration of transfer, 
additional securities distributed with respect to the pledged security, e.g., 
stock dividends, will necessarily be delivered to the registered owner, since 
he issuer is unaware of the pledgee's interest. When an uncertificated se- 
curity is subject to a registered pledge, such additional securities will, i 
ncertificated, be registered subject to the pledge [8-207(6)(a) ] or, i 
certificated, will be delivered to the pledgee [8-207(6)(b) ]. This appears to 
be a desirable result which is impractical to obtain under the pledge of a 
certificated security. Similarly, securities issued or money paid in exchange 
for an uncertificated security will be subject to the pledgee's control 
[8-207(6) ]. 


Under the revised Article, the transfer rules are exclusive and expressly 
include the transfer of security interests [8-313(1) ]. Thus, the creation o 
security interests is conditioned upon the use of an effective means o 

ransfer [8-321(1) ]. The transfer rules include the physical delivery of a 
certificated security [8-313(1)(a) ] and the registration of either pledge or 
ransfer of an uncertificated security [8-313(1)(b) ]. They also include pro- 
isions when securities are controlled by third parties. When the control- 
ling party is a clearing corporation [8-102(3) ], transfer is effected by book 
entry [8-313(1)(g) ]. When the controlling party is a financial intermediary 
[8-313(4) ], but not a clearing corporation, transfer is effected by confirma- 
ion to the secured party accompanied by a book entry [8-313(1)(d) ]. When 
he controlling party is not a financial intermediary, e.g., a prior pledgee, 


ransfer is effected by acknowledgment to the secured party [8-313(1)(e) & 

(f) ]. Security interests created by any of these methods are enforceable 
even without a written agreement signed by the debtor [8-321(2) ] since 
hey involve either possession by the secured party or the functional equiv- 
alent thereof. 


In addition, three methods of transfer, applicable only to the creation o 
security interests, are provided [8-313(1)(h), (i) & (j) ]. These methods do 
require a written security agreement signed by the debtor and are included 

o permit the continuation of practices which result in perfected non- 
possessory security interests under present Article 9 [present 9-304(4) & 
9-305] and to document the creation of a security interest in securities al- 
ready held in the debtor's account by a financial intermediary. 


Perfection of Security Interests 


The security interest of the pledgee of a certificated security is both cre- 
ated [present 9-203(1)(a) ] and perfected [present 9-304(1) ] by the secured 
party's possession. Possessory security interests are expressly exempted 
from the normal filing requirements of Article 9 [9-302(1)(a) ]. A non- 
possessory security interest may be perfected by notice to a bailee [present 
9-305] or, under certain conditions and for temporary periods, automati- 
cally [present 9-304(4) & (5) ]. 


Under the revised Article, a security interest which is effectively created 
is also perfected [8-321(2) ]. If the security interest is created under the 
provision which corresponds to the present provision of Article 9 for 

emporary automatic perfection [8-313(1)(i) ], perfection expires at the end 
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of the 21 day period unless other steps are timely taken [8-321(2) ]. Secu- 
rity interests in securities are expressly excluded from the perfection pro- 
isions of Article 9 [9-302(1)(f), 9-304(1) & (4) and 9-305]. 


Termination of Security Interests 


The security interest of a pledgee of a certificated security is normally 
released by redelivery of the security to the debtor. Similarly, the security 
interest in an uncertificated security created by registration of transfer to 

he secured party is released by registration of transfer back to the debtor. 
A security interest in an uncertificated security created by registration o 
pledge is released by registration of release [8-108]. Registration of release 
is effected by submission of an instruction [8-308(4) ] to the issuer, 
originated by the registered pledgee or his representative [8-308(7)(b) & 
(8) ]. The procedure for registration follows that established for registra- 
ion of transfer or pledge. The issuer is obligated to send confirmatory 
statements to the pledgee and the owner immediately following registra- 
ion [8-408(3) ] and the owner may choose to make arrangements to with- 
hold his repayment until he has received an appropriate statement. 


A security interest in securities controlled by a third party would 
normally be terminated by a transfer back to the debtor under the same 
method employed for its creation [8-313(1)(d), (e), (£, (g) or (h) ]. Unless 
he parties otherwise agree, any such transfer will terminate the security 
interest. Provision is made for temporary continuation of perfection in the 
case where a certificated security is redelivered to the debtor for limited 
purposes [8-321(4) ], analogous to similar provisions in Article 9 [present 
9-304(5) ]. 


The Initial Transaction Statement 


When a security is certificated, the security itself, if genuine, is prima 
facie evidence of the holder's rights [8-105(3)(c) ]. When a security is 
ncertificated, a similar, but distinctly more limited, function is served by 
he initial transaction statement (hereinafter “ITS”). The ITS is a signed 
statement sent by the issuer of an uncertificated security upon registration 
of transfer, pledge or release to the transferee, pledgee or owner, 
respectively [8-408(4) ]. Like certificated securities, an ITS acts as an 
estoppel statement against the issuer. But unlike certificated securities, an 
ITS runs in favor of only the addressee and speaks only as of the time o 
its issuance [8-105(3)(d) ]. Consequently, parties other than the addressee, 
particularly subsequent purchasers, cannot justifiably rely on what an ITS 
does or does not contain. The statute requires a warning legend to that ef- 
fect [8-408(9) ]. 


The purchaser of an uncertificated security is charged with notice of the 
issuer's right to a lien [8-103(b) ], terms of a security [8-202(1) ], restric- 
ions on transfer [8-204(b) ] and adverse claims [8-304(2) ] which appear or 
are referred to in the ITS sent to him. Conversely, the purchaser for value 
ithout notice who receives an ITS which does not refer to defects or de- 
fenses is normally entitled to assume that none exists. Furthermore, the 
purchaser for value without notice who receives an ITS is generally entitled 
o assume that the uncertificated security referred to therein is valid 
8-202(2)(a) ], that, in many cases, it has been properly signed, even when 
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it has not [8-205], that it has been properly completed, even when it has 
not [8-206(3)(b) ] and receives the benefit of certain warranties of third 
party signatories [8-208(1) ]. Finally, the purchaser for value without no- 
ice who receives an ITS enjoys a limitation in the warranties he has made 
in connection with the presentation of a certificated security to the issuer 
8-306(1) ] and is shielded from liability to a former owner or pledgee 
8-311(a) ]. In these respects, the ITS serves substantially the same func- 
ion for the addressee as does a certificated security. 


Under the shelter principle, the purchaser of a security acquires the 
rights of his transferor [8-301(1) ]. If A had purchased an uncertificated se- 
curity without knowledge of a restriction to which it was subject and had 
received an ITS which failed to note the restriction, he would take free o 

he restriction [8-204(b) ]. Any purchaser from A would acquire the secu- 

rity free of the restriction and could, relying on A's rights, demand a clean 
ITS from the issuer. If, however, A had knowledge of the restriction when 
he purchased, A would be subject to the restriction even if, by error, the 
ITS sent to him had failed to note its existence. In that event, notwithstand- 
ing A's clean ITS, the rights of a purchaser from A would rise no higher 
han A's, and the purchaser would take subject to the restriction. The 
purchaser would take free of the restriction only if he purchased without 
knowledge and if the ITS sent to him failed to note the restriction. In 
contrast, if A had purchased a certificated security with knowledge of a re- 
striction not noted thereon, a purchaser from A without knowledge would 
ake free of the restriction [8-204(a) ] even though A could not have. 


There is a much more significant difference. A purchaser may normally 
assume that the holder (registered owner, indorsee or bearer) of a 
certificated security is the owner and entitled to transfer it. An ITS, 
however, merely evidences the facts at the time of its issuance [8-105(3)(d) 
|. The fact that A exhibits an ITS showing that A had become the owner o 
an uncertificated security at some prior date gives a potential purchaser 
absolutely no assurance that A has any rights in that security now. Since 
he time of the ITS's issuance, A might have pledged, otherwise encum- 
bered or transferred the security. While, in some cases, the purchaser may 
be willing to rely on A's representations or on those of a third-party guaran- 
or, he cannot justifiably rely on any rights against the issuer until he 
receives his own ITS. 


Rights and Obligations of Buyers and Sellers 


All securities of the same issue, both certificated and uncertificated, are 
reated as fungible. Thus, when an issue of securities is comprised of both 
certificated and uncertificated securities, a person obligated to transfer se- 
curities of that issue may perform either by delivering duly registered or 
indorsed certificated securities to his obligee or by causing the registration 
of transfer of equivalent uncertificated securities to his obligee [8-107(1) ]. 
Similarly, the buyer of securities becomes obligated to pay the price 

hether the securities transferred to him are certificated or uncertificated 
[8-107(2) ]. 


In an exchange or brokerage transaction, the selling customer may 
complete his obligation by delivering certificated securities to his broker 
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8-314(1)(a)(@) ], by causing the registration of transfer of uncertificated se- 

curities to his broker [8-314(1)(a)(ii) ] or, if requested, by causing a third 
party to acknowledge that he holds a security for the broker [8-314(1)(a)(iii) 
. In addition, the selling customer can conditionally fulfill his obligation 
by delivering to his broker a transfer instruction for an uncertificated secu- 
rity, but his obligation is not completed if the instruction is presented to 
he issuer within thirty days and the issuer refuses to register the 
requested transfer [8-314(1)(a)(iv) ]. This final alternative is also available 
o the selling broker in fulfilling his obligation to the buying broker, with 
he same condition attaching [8-314(1)(b)(iii) ]. In a transaction not on an 
exchange or through brokers, the transferor's duty is not fulfilled, even 
conditionally, by the delivery of an instruction [8-314(2) ]. 


If the issuer of an uncertificated security demands proof of authority or 
other evidence which is necessary to obtain registration of transfer, pledge 
or release of the security, the transferor, pledgor or pledgee, as the case 
may be, is obligated to provide such evidence, but, if the transfer, pledge or 
release is not for value, only if he is reimbursed for any expense involved 
[8-316]. 


The performance exception to the statute of frauds includes, in addition 
o the acceptance of delivery of a certificated security, the acceptance of a 
ransfer instruction and the situation where the transfer of an uncertifi- 
cated security has been registered to the alleged buyer and the alleged 
buyer does not object in writing to the issuer within ten days after receiv- 
ing the statement confirming the registration of transfer [8-319(b) ]. 


Warranties 


The person who requests an issuer to register the transfer of a 
certificated security, by presenting a duly indorsed certificated security, 

arrants to the issuer that he has the power to do so, or, in effect, that the 
chain of indorsements is genuine and complete [8-306(1) ]. In making that 

arranty, the presenter, who, in the typical case, is, or acts for, the 
ransferee, has before him, as evidence, the security, the indorsements and 
signature guarantees. On the other hand, the person who requests an is- 
suer to register the transfer (or pledge or release) of an uncertificated secu- 
rity does so by presenting an instruction, which is not even presumptive 
evidence that the originator is the registered owner or pledgee of the secu- 
rity involved. Hence, the presenter, as such, warrants nothing to the issuer. 

ather, the originator of the instruction, who is responsible for its cre- 
ation, warrants to the issuer that he will be, at the time of presentation, 
an appropriate person to originate the instruction and entitled to the 
requested registration—facts which he, and perhaps no one else, knows 
8-306(5) ]. 


The transferor of a certificated security warrants to a purchaser for 

alue the effectiveness and rightfulness of the transfer and the genuine- 
ness of the security [8-306(2) ]. In effect, he undertakes that the issuer will 
recognize the purchaser as the owner of the intangible interest represented 
by the security free from any defects not noted thereon. The warranties 
made by the originator of an instruction to a purchaser for value are 
intended to produce substantially the same obligation and include, 
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herefore, a warranty of absence of defects—a fact which the purchaser o 

a certificated security can himself ascertain from the security itsel 
[8-306(7) ] but of which the purchaser of an uncertificated security cannot 
have knowledge until he receives his initial transaction statement from 
he issuer. 


The warranties made by secured parties who originate instructions with 
respect to uncertificated securities are limited [8-306(8) ] consistent with 
similar limitations of the warranties of secured parties who deliver 
certificated securities they hold in pledge [8-306(4) ]. 


Guarantees 


The signature guarantee, which is an essential element of the transfer 
process for widely-held securities, presents a special problem. The 
signature guarantor of the indorsement of a certificated security warrants 
hat the indorser is an appropriate person, i.e., that he is, or acts for, the 
owner [8-312(1)(b) ]. To make a similar undertaking with respect to the 
originator of an instruction to transfer (or pledge or release) an uncertifi- 
cated security, the signature guarantor, without a certificated security, 
prior indorsements and signature guarantees before him, would have to 

arrant a fact of which he has no evidence—that the originator is, or acts 
for, the registered owner or pledgee. That fact, however, will be known to 
he issuer and since the issuer is the only person who must act on the 
instruction, there is no need to require the signature guarantor's warranty. 
Hence, the warranties of the signature guarantor of an instruction are 
limited to genuineness, capacity and the fact that the signer is, or acts for, 


he purported owner or pledgee [8-312(2) ]. The originator himself war- 
rants to the issuer that he is an appropriate person [8-306(5) ]. 


A special guarantee of signature is also provided by which the guarantor 

arrants, in effect, that the instruction will result in the requested 
ransfer, free from defects [8-312(3) ]. Although the issuer cannot require a 
special guarantee [8-312(7) ], it is anticipated that it will be used in broker- 
age transactions in which the broker will specially guarantee the signature 
of his own customer. When a special guarantee of signature is made, the 
originator makes equivalent warranties to the guarantor [8-306(6) ]. 


Finally, there is a guarantee of instruction which entails a warranty o 
rightfulness in all respects [8-312(6) ], analogous to the guarantee o 
indorsement of a certificated security [8-312(5) ]. This guarantee cannot be 
required by the issuer [8-312(7) ], but when it is made, the originator 
makes equivalent warranties to the guarantor [8-306(7) ]. 


Bona Fide Purchase 


The concept of bona fide purchase applies to both certificated and 

ncertificated securities [8-302(1) ]. The difference is that the purchaser o 
a certificated security is charged with notice only of what appears when he 
or a person acting in his behalf takes delivery of the security while the 
purchaser of an uncertificated security is charged with notice of what ap- 
pears in the initial transaction statement sent to him. Thus, the purchaser 
of a certificated security without notice takes free of liens [8-103(a) ], terms 
of a security which may be defenses [8-202(1) ] and restrictions [8-204(a) ] 
not noted on the security. He may also take free of any adverse claim 
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[8-302(3) ] unless the nature of the claim is such that it would be disclosed 
by the security itself [8-304(1) ]. The purchaser of an uncertificated secu- 
rity without notice, however, is charged with notice of liens [8-103(b) ], de- 
fenses [8-202(1) ] and restrictions [8-204(b) ] noted in the initial transac- 
ion statement sent to him. He is also charged with notice of adverse 
claims shown in the initial transaction statement [8-304(2) ]. Only when 
he has received a clean initial transaction statement can he be sure that 
he enjoys bona fide purchaser status [8-302(1)(b) ]. 


The above-described difference is of limited practical significance. As has 
already been noted, the purchaser of an uncertificated security cannot be 
sure that he has received anything (whether or not defective) until he 
receives his initial transaction statement. Therefore, unless he chooses to 
rely on the warranties of his seller or a third party guarantor, he will not 
release his consideration unless and until he receives a clean initial trans- 
action statement to give him the assurance that he has, indeed, received 

hat he bargained for. The wide-spread use of wholly certificateless 
systems will necessarily involve the development of escrow arrangements 
or other mechanisms by means of which the parties will obtain satisfac- 

ory assurances. 


Adverse Claims 


The treatment of adverse claims presented a very special kind o 
problem. With certificated securities they are communicated by mere writ- 
en notification to the issuer [8-403(1) ]. They do not normally constitute a 
serious problem because they can be so easily defeated by transfer of the 


security to a purchaser without knowledge [8-302(3) ]. The rules for 
certificated securities have, therefore, been preserved [8-403(1), (2) & (3) ]. 


With uncertificated securities, however, the rules become unworkable 
because transfer is accomplished only by communication with the issuer 
8-313(1)(b) ] and the purchaser is charged with notice of whatever ap- 
pears in the initial transaction statement sent to him [8-304(2) ]. 
Consequently, new rules have been developed for uncertificated securities. 

hey require that a third party claim be embodied in legal process in order 
o make it cognizable by the issuer [8-403(4)(a) ]. They also permit, under 
certain circumstances, the registration of transfer or pledge subject to an 
adverse claim [8-403(5) ]. Finally, they provide protection to a registered 
pledgee who attained bona fide purchaser status prior to the time that no- 
ice of a cognizable adverse claim reached the issuer [8-403(6) ]. 


Creditors’ Rights 


The general rule of present Article 8, that no judicial lien on a debtor's 
interest in a security is valid until the security is actually seized [present 
8-317(1) ] is wholly inapplicable to uncertificated securities and, in the 
light of wide-spread nominee registration, depository systems and the like, 
has become inadequate even with respect to certificated securities. That 
rule is retained only for certificated securities in the debtor's control 
[8-317(1) ]. Uncertificated securities registered in the debtor's name may 
be reached only by service upon the issuer [8-317(2) ]. The interest of a 
debtor in either certificated or uncertificated securities under the control o 
secured parties or financial intermediaries is reached by service upon the 
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controlling party [8-317(3) & (4) ]. When a debtor's interest in securities 
controlled by a third party is subject to a judicial lien, provisions are made 
for the transfer of such securities, free of the lien, and the shifting of the 
lien to the proceeds in the hands of the third party [8-317(5) ]. 


Nominee Registration 


The increasing incidence of nominee registration in brokerage accounts, 
bank custody accounts, security depositories and otherwise has led to new 
and expanded provisions regarding the rights of creditors [8-317]. The 
same phenomenon has also led to a revision of the general transfer rules 
by substituting the broader category of “financial intermediary” [8-313(4) 

here only “broker” formerly appeared [8-313(1)(c) & (d), (2) & (3) ]. 


ARTICLE 8 
INVESTMENT SECURITIES 


PART 1 
SHORT TITLE AND GENERAL MATTERS 


$ 8-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Investment Securities. 


Reasons for 1977 Change 

Although the title of the Article has not been changed, its coverage has been broadened, 
by amendment to Section 8-102, to include both securities which are reified, i.e., represented 
by certificates or other instruments, and those which are not. The former are defined as 
"certificated securities" and constitute the entire subject matter of present Article 8. The 
atter are defined as “uncertificated securities" and are not now expressly covered by the 

niform Commercial Code. The revised Article is intended to govern the relationships, 
ights and duties of the issuers of and the parties that deal with both certificated and 

ncertificated securities to the same extent that present Article 8 governs such relation- 
ships, rights and duties with respect to certificated securities alone. 

This Article does not purport to determine whether a particular issue of securities should 
be represented by certificates, in whole or in part. It is contemplated that such determina- 
ion will be made by the issuer under appropriate state or federal law. It is further 
contemplated that a particular issue of securities may be partly certificated and partly 
uncertificated, in which event the determination will be at the option of the owner to the 
extent that the issuer permits. 

The form of the Article has been disturbed as little as possible and each numbered sec- 
ion deals with the subject matter of the similarly numbered section of the present Article. 
Only four new sections, 8-108, 8-321, 8-407 and 8-408, have been added. 


$ 8-102. Definitions and Index of Definitions. 


(1) In this Article, unless the context otherwise requires: 

[ (a) A “security” is an instrument which 

(i) is issued in bearer or registered form; and 

(ii) is of a type commonly dealt in upon securities exchanges or 
markets or commonly recognized in any area in which it is issued or 
dealt in as a medium for investment; and 

(iii) is either one of a class or series or by its terms is divisible into a 
class or series of instruments; and 

(iv) evidences a share, participation or other interest in property or 
in an enterprise or evidences an obligation of the issuer.] 

(a) A “certificated security” is a share, participation, or other interest in 
property of or an enterprise of the issuer or an obligation of the issuer 
which is 

(i) represented by an instrument issued in bearer or registered form; 
(ti) of a type commonly dealt in on securities exchanges or markets or 

commonly recognized in any area in which it is issued or dealt in as a 

medium for investment; and 
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(tit) either one of a class or series or by its terms divisible into a class 
or series of shares, participations, interests, or obligations. 

(b) An “uncertificated security" is a share, participation, or other inter- 
est in property or an enterprise of the issuer or an obligation of the issuer 
which is 

(i) not represented by an instrument and the transfer of which is 
registered upon books maintained for that purpose by or on behalf o 
the issuer; 

(ti) of a type commonly dealt in on securities exchanges or markets; 
and 

(tit) either one of a class or series or by its terms divisible into a class 
or series of shares, participations, interests, or obligations. 

(c) [ (b) ] A “security” is either a certificated or an uncertificated security. 
If a security is certificated, the terms “security” and “certificated security’ 
may mean either the intangible interest, the instrument representing that 
interest, or both, as the context requires. A writing [which] that is a 
certificated security is governed by this Article and not by [Uniform 
Commercial Code—Commercial Paper] Article 3, even though it also 
meets the requirements of that Article. This Article does not apply to 
money. If a certificated security has been retained by or surrendered to 
the issuer or its transfer agent for reasons other than registration o 
transfer, other temporary purpose, payment, exchange, or acquisition by 
the issuer, that security shall be treated as an uncertificated security for 
purposes of this Article. 

(d) [ (c) ] A certificated security is in “registered form" [when] if 

(i) it specifies a person entitled to the security or the rights it [evi- 
dences] represents, and [when] 

(ii) its transfer may be registered upon books maintained for that 
purpose by or on behalf of [an] the issuer, or the security so states. 

(e) [ (d) ] A certificated security is in “bearer form" [when] if it runs to 
bearer according to its terms and not by reason of any indorsement. 

(2) A *subsequent purchaser" is a person who takes other than by origi- 
nal issue. 

(3) A “clearing corporation" is a corporation registered as a “clearing 
agency" under the federal securities laws or a corporation: 

(a) at least [ninety] 90 percent of [the] whose capital stock [of which] is 
held by or for one or more [persons (other than individuals) ] organiza- 
tions, none of which, other than a national securities exchange or associa- 
tion, holds in excess of 20 percent of the capital stock of the corporation, 
and each of [whom] which is 

Q) [is] subject to supervision or regulation pursuant to the provi- 
sions of federal or state banking laws or state insurance laws, [or] 

(ii) [is] a broker or dealer or investment company registered under 
the [Securities Exchange Act of 1934 or the Investment Company Act 
of 1940] federal securities laws, or 

(iii) [is] a national securities exchange or association registered 
under [a statute of the United States such as the Securities Exchange 
Act of 1934,] the federal securities laws; and [none of whom, other than 
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a national securities exchange or association, holds in excess of twenty 

per cent of the capital stock of such corporation; and] 

(b) any remaining capital stock of which is held by individuals who 
have purchased [such capital stock] i£ at or prior to the time of their tak- 
ing office as directors of [such] the corporation and who have purchased 
only so much of the capital stock as [may be] is necessary to permit 
them to qualify as [such] directors. 

(4) A *custodian bank" is [any] a bank or trust company [which] £Aat is 
supervised and examined by state or federal authority having supervision 
over banks and [which] is acting as custodian for a clearing corporation. 

(5) Other definitions applying to this Article or to specified Parts thereo 
and the sections in which they appear are: 


“Adverse claim". Section [8-301] 8-302. 


“Bona fide purchaser". 
“Broker”. 

“Debtor”. 

“Financial intermediary”. 
“Guarantee of the signature”. 


“Initial transaction statement”. 


Section 8-302. 
Section 8-303. 
Section 9-105. 


Section 8-313. 


“Instruction”. 
“Intermediary Bank”. 
“Issuer”. 

“Overissue”. 

“Secured Party”. 


Section 8-402. 
Section 8-408. 


Section 8-308. 


Section 4-105. 
Section 8-201. 
Section 8-104. 
Section 9-105. 


“Security Agreement”. Section 9-105. 


(6) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Reasons for 1977 Change 

New paragraph (1)(a) defines “certificated security” in essentially the same terms as pres- 
ent paragraph (1)(a) defines “security”. The definition is rearranged in order to permit a 
parallel definition of *uncertificated security" in new paragraph (1)(b). Two minor changes 
have been made. The phrase “of the issuer" has been repeated in order to make clear that it 
modifies “property” and “enterprise” as well as “obligation”. It is understood that this was 
intended in the present statute. The word “represented” has been substituted for “evi- 
denced" as more accurately conveying the notion that a certificated security is, in many 

ays, treated as if it were the property itself, e.g., ownership is transferred by delivery. 
Compare the definition of “instrument” in Section 9-105(1)). 

This terminology, which is used throughout the revised Article, conforms to that of Sec- 
ion 23 of the Model Business Corporation Act and avoids confusion since there will be 
pieces of paper, statements and the like that will *evidence" uncertificated securities. 

The definition of *uncertificated security" in paragraph (1)(b) differs from the definition o 
certificated security in two respects. The first change is in subparagraph (i) which provides 
hat it is not represented by an instrument and is always registered. The second change is 
he omission from subparagraph (ii) of the phrase *or commonly recognized in any area in 

hich it is issued or dealt in as a medium for investment". It was thought that where there 

as no requirement of representation by an instrument a great many interests which 
might be regarded as media for investment would be classified as securities under the 
umbrella of the omitted phrase. Although the official comment to the present section calls 
attention to the possible difference in coverage of Article 8 and other securities laws, the 
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definition has been narrowed in order to minimize, if not eliminate, the need for strained 
distinctions. The remaining language of subparagraph (ii) is intended to cover such interests 
as the stock of closely-held corporations which, although not in fact dealt in on exchanges 
or markets, is “of a type" that is. Interests like bank accounts are intended to be excluded 
by the omission of the medium for investment language. 

Paragraph (1)(c) defines “security” as either a certificated security or an uncertificated se- 

curity, defined in the two preceding paragraphs. The second sentence of (1)(c) is intended to 
eliminate confusion arising from the fact that certificated securities (all securities under 
he present statute) are alternatively viewed as the actual pieces of paper and the interests 
hey represent. See, e.g., present Section 8-103, which provides *A lien upon a security [the 
intangible interest] . . . is valid . . . only if . . . noted conspicuously on the security [the 
piece of paper]." The final sentence of (1)(c) is to recognize that an issuer which nominally 
issues certificated securities but does not normally send the certificates to the owners is 
unctionally identical to the issuer of uncertificated securities and should be guided by the 
same rules. 

Subsection (3), which represents a change from the 1972 Official Text of the present stat- 

te, is, with limited exceptions, not part of this proposed revision. Rather, it is a revision 
proposed by the Banking and Securities Industry Committee to facilitate the development 
of the securities depository system. It has been previously approved by the Permanent 
Editorial Board for the Uniform Commercial Code and has been adopted by more than 
orty states. The changes made by this revision include the addition of “a corporation 
egistered as a ‘clearing agency’ under the federal securities laws" in the opening sentence, 
he substitution of “organizations” for “persons (other than individuals)" and the substitu- 
ion of “federal securities laws" for the specific statutory references in subparagraphs (a)(ii) 
and (iii). 

In subsection (5) the section reference to the definition of *Adverse claim" has been 
changed and three new terms have been added to the list of definitions. Three terms, 
defined in Section 9-105, have also been included. 


$ 8-103. Issuer's Lien. 
A lien upon a security in favor of an issuer thereof is valid against a 
purchaser only if: 
(a) the security is certificated and the right of the issuer to [such] the 
lien is noted conspicuously [on the security] thereon; or 
(b) the security is uncertificated and a notation of the right of the issuer 
to the lien is contained in the initial transaction statement sent to the 
purchaser or, if his interest is transferred to him other than by registra- 
tion of transfer, pledge, or release, the initial transaction statement sent 
to the registered owner or the registered pledgee. 


Reasons for 1977 Change 

The substance of the present section has been preserved in paragraph (a) which deals 

ith certificated securities. An analogous rule for uncertificated securities is set forth in 
paragraph (b) which conditions the validity of an issuer's lien on a notation in the state- 
ment which must be sent to a purchaser upon registration of transfer, pledge or release 
nder Section 8-408. When transfer is not effected by registration, see Section 8-313(1)(d), 
(£), (g), (b), (i) or (j), the notation must appear in the statement sent to the registered owner 
or pledgee who “holds” for the purchaser. Compare Sections 8-202 and 8-204 which deal, 
espectively, with issuers' defenses and restrictions imposed by issuers. 


§ 8-104. Effect of Overissue; *Overissue". 
(1) The provisions of this Article which validate a security or compel its 
issue or reissue do not apply to the extent that validation, issue, or reissue 
ould result in overissue; but if: 
(a) [if] an identical security which does not constitute an overissue is 
reasonably available for purchase, the person entitled to issue or valida- 
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tion may compel the issuer to purchase [and deliver such a] the security 
[to] for him and either to deliver a certificated security or to register the 
transfer of an uncertificated security to him, against surrender of [the] 
any certificated security [, if any, which] he holds; or 

(b) [if] a security is not so available for purchase, the person entitled 
to issue or validation may recover from the issuer the price he or the 
last purchaser for value paid for it with interest from the date of his 
demand. 
(2) *Overissue" means the issue of securities in excess of the amount 

[which] the issuer has corporate power to issue. 


Reasons for 1977 Change 


The language added to subparagraph (1)(a) gives the issuer obligated to transfer a secu- 
ity the alternatives of delivering a certificated security or registering the transfer of an 
ncertificated security to the person entitled. As a practical matter, the alternatives will be 

available only when the securities of the particular issue involved are partly certificated 
and partly uncertificated. In that event, either the registered owner or the registered 
pledgee will have the right, under Section 8-407, to exchange one form of security for the 
other, thus giving that person the ultimate choice. 


$ 8-105. Certificated Securities Negotiable; Statements and 
Instructions Not Negotiable; Presumptions. 

(1) Certificated securities governed by this Article are negotiable 
instruments. 

(2) Statements (Section 8-408), notices, or the like, sent by the issuer o 
uncertificated securities and instructions (Section 8-308) are neither nego- 
tiable instruments nor certificated securities. 

(3) [ (2) ] In any action on a security: 

(a) unless specifically denied in the pleadings, each signature on [the] 
a certificated security [or], in a necessary indorsement, on an initial 
transaction statement, or on an instruction, is admitted; 

(b) [when] if the effectiveness of a signature is put in issue, the burden 
of establishing it is on the party claiming under the signature, but the 
signature is presumed to be genuine or authorized; 

(c) [when] if signatures on a certificated security are admitted or 
established, production of the [instrument] security entitles a holder to 
recover on it unless the defendant establishes a defense or a defect going 
to the validity of the security; [and] 

(d) if signatures on an initial transaction statement are admitted or 
established, the facts stated in the statement are presumed to be true as 
of the time of its issuance; and 

(e) [ (d) ] after it is shown that a defense or defect exists, the plainti 
has the burden of establishing that he or some person under whom he 
claims is a person against whom the defense or defect is ineffective 
(Section 8-202). 


Reasons for 1977 Change 
This section is substantially unchanged with respect to certificated securities. Subsection! 
(2) has been added, through an abundance of caution, to make it clear that neither the 
arious writings which must or may be sent by the issuers of uncertificated securities nor 
instructions, which are orders to the issuer requesting registration, are to be regarded as 
egotiable instruments or certificated securities. Section 8-408(9) requires an appropriate 
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arning legend on the statements that issuers must send. 

Language has been added to paragraph (3)(a) to extend the presumption of validity to 
signatures on initial transaction statements, sent by the issuers of uncertificated securities, 
and on instructions, originated by owners and pledgees of uncertificated securities. 
Paragraph (3)(d) has been added to give the same evidentiary value to a genuine initial 
ransaction statement that paragraph (3)(c) accords to a genuine certificated security. It 
should be noted that the representations typically contained in a certificated security are o 
a continuing nature while the initial transaction statement speaks only as of the time of its 
ssuance. 


$ 8-106. Applicability. 
The law (including the conflict of laws rules) of the jurisdiction of organi- 
ation of the issuer governs the validity of a security, the effectiveness o 


(a) registration of transfer of a certificated security; 
(b) registration of transfer, pledge, or release of an uncertificated secu- 
rity; and 
(c) sending of statements of uncertificated securities. 
[are governed by the law (including the conflict of laws rules) of the juris- 
diction of organization of the issuer.] 


Reasons for 1977 Change 


No change is intended in the coverage of this section with respect to certificated securities. 

he transfer of certificated securities, effected by delivery, will continue to be governed by 
present conflict of laws rules, not included in this Article. The transfer of uncertificated se- 
curities is, under Section 8-313, generally effected by registration on the books of the 
issuer. Hence, the effectiveness of such registration is included in the section's coverage. 

Section 8-321 provides that certain security interests in uncertificated securities can be 
created and released by registration. Section 8-408 obligates the issuer of uncertificated se- 
curities to send certain statements. Both these matters are brought within the coverage o 
his section by the addition of subparagraphs (b) and (c). The pledge and release o 
certificated securities is not intended to be covered by this section and continues to be 
governed by other conflict of laws rules, e.g., Section 9-103. 


$ 8-107. Securities [Deliverable] Transferable; Action for Price. 

(1) Unless otherwise agreed and subject to any applicable law or regula- 
ion respecting short sales, a person obligated to [deliver] transfer securi- 
ies may [deliver] transfer any certificated security of the specified issue in 
bearer form or registered in the name of the transferee, or indorsed to him 
or in blank, or he may transfer an equivalent uncertificated security to the 
transferee or a person designated by the transferee. 

(2) [When] Jf the buyer fails to pay the price as it comes due under a 
contract of sale, the seller may recover the price of: 

(a) [of] certificated securities accepted by the buyer; [and] 

(b) uncertificated securities that have been transferred to the buyer or a 
person designated by the buyer; and 

(c) | (b) of] other securities if efforts at their resale would be unduly 
burdensome or if there is no readily available market for their resale. 


Reasons for 1977 Change 
In order to make this section equally applicable to all securities, the words “Deliverable” 
in the title and “deliver” in subsection (1) have been changed to “Transferable” and 
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"transfer", respectively. Since certificated securities continue to be transferred by delivery, 
here is no change of substance with respect to certificated securities. 

Present subsection (1) states the rule that all certificated securities of the same issue are 
0 be regarded as fungible. New subsection (1) extends that concept to uncertificated securi- 
ies of the same issue. Thus, a seller's obligation may normally be satisfied not only by the 
ransfer of any certificated security of the same issue but also by the transfer of an 
uncertificated security of that issue. 

Paragraph (2)(b) has been added so that the transfer of an uncertificated security to the 
buyer or his designee, which is the functional equivalent of the delivery of a certificated se- 
curity, results in the same obligation to pay. 


8-108. Registration of Pledge and Release of Uncertificated 
Securities. 


A security interest in an uncertificated security may be evidenced by the 
egistration of pledge to the secured party or a person designated by him. 
There can be no more than one registered pledge of an uncertificated secu- 
ity at any time. The registered owner of an uncertificated security is the 
person in whose name the security is registered, even if the security is 
ubject to a registered pledge. The rights of a registered pledgee of an 
uncertificated security under this Article are terminated by the registration 
of release. 


Reasons for 1977 Change 

This is an entirely new section which introduces the concept of the registered pledge o 
uncertificated securities. The term “pledge” is used, notwithstanding the absence of physi- 
cal delivery, because it reflects common terminology employed in connection with security 
interests in investment securities. Note that the same term has been used in present 
Section 8-320 to describe the security interest created by book entry by a securities 
depository. The rights of a registered pledgee, set forth in other sections (particularly 
Section 8-207), are intended to resemble, as closely as possible, the rights of the pledgee o 
a certificated security who retains possession of the pledged security without re-registration. 
Although the registration of pledge requires communication to the issuer, no details of the 
security agreement between the debtor and the secured party need be disclosed. 

There is no provision for the registration of more than one pledge at a time. This limits 
he burden on issuers and insulates them from problems of conflicting priorities and the 
ike. The registration of pledge is only one among several methods of creating security 
interests under Section 8-313(1) and other methods can be effectively employed to create 
security interests junior to that of the registered pledgee or even first security interests if, 
or some reason, the use of the registered pledge mechanism is inadvisable. See new 
Section 8-321 which deals comprehensively with security interests and incorporates the 
ransfer rules of Section 8-313(1) by reference. 

The third sentence makes it clear that the registered owner, and not the registered 
pledgee, is the person in whose name an uncertificated security is registered as, for example, 
o determine how an unsecured creditor may reach his debtor’s interest under Section 
8-317(2). The registration of release, in effect, nullifies the registration of pledge, and is 
unctionally equivalent to the redelivery of a pledged certificated security to the pledgor. 


PART 2 
ISSUE—ISSUER 


§ 8-201. “Issuer”. 
(1) With respect to obligations on or defenses to a security, “issuer” 
includes a person who: 
(a) places or authorizes the placing of his name on a certificated secu- 
rity (otherwise than as authenticating trustee, registrar, transfer agent, 
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or the like) to evidence that it represents a share, participation, or other 
interest in his property or in an enterprise, or to evidence his duty to 
perform an obligation [evidenced] represented by the certificated secu- 
rity; [or] 

(b) creates shares, participations or other interests in his property or in 
an enterprise or undertakes obligations, which shares, participations, 
interests, or obligations are uncertificated securities; 

(c) [ (b) ] directly or indirectly creates fractional interests in his rights 
or property, which fractional interests are [evidenced] represented by 
certificated securities; or 

(d) [ (c) ] becomes responsible for or in place of any other person 
described as an issuer in this section. 


(2) With respect to obligations on or defenses to a security, a guarantor 
is an issuer to the extent of his guaranty, whether or not his obligation is 
noted on [the] a certificated security or on statements of uncertificated secu- 

ities sent pursuant to Section 8-408. 
(3) With respect to registration of transfer, pledge, or release (Part 4 o 
his Article), “issuer” means a person on whose behalf transfer books are 
aintained. 


Reasons for 1977 Change 

The definition of “issuer” has been broadened to include persons who create either 
certificated securities, uncertificated securities or both. Because the first two paragraphs o 
present subsection (1) apply, by their terms, only to securities represented by instruments, 
a new paragraph (b) has been inserted which deals with uncertificated securities. 

The definition of “uncertificated security” in Section 8-102 and the definition of “issuer” in. 
his section contemplate that uncertificated securities may be either equity or debt 
securities. Current thinking about uncertificated securities has focused primarily on equi- 
ies and the difference in the relationship between a shareholder and a corporation in 
contrast to that between a creditor and his debtor may militate in favor of retaining instru- 
ments to represent debt securities. It should be noted, however, that the Federal Reserve 
Banks, as transfer agents for the United States, have a well-developed uncertificated 
ransfer system for United States government bonds. 

Language has been added to subsection (2) to refer to the statements which issuers o 
uncertificated securities are obligated to send. Language has been added to subsection (3) 
o include the registration of pledge and release, in addition to transfer. 


$ 8-202. Issuer's Responsibility and Defenses; Notice of Defect or 
Defense. 


(1) Even against a purchaser for value and without notice, the terms of a 
security include: 

(a) if the security is certificated, those stated on the security; 

(b) if the security is uncertificated, those contained in the initial trans- 
action statement sent to such purchaser, or if his interest is transferred to 
him other than by registration of transfer, pledge, or release, the initial 
transaction statement sent to the registered owner or registered pledgee; 
and 

(c) those made part of the security by reference, on the certificated se- 
curity or in the initial transaction statement, to another instrument, 
indenture, or document or to a constitution, statute, ordinance, rule, 
regulation, order or the like, to the extent that the terms [so] referred to 
do not conflict with the [stated] terms stated on the certificated security 
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or contained in the statement. [Such] A reference under this paragraph 

does not of itself charge a purchaser for value with notice of a defect go- 

ing to the validity of the security, even though the certificated security 
or statement expressly states that a person accepting it admits [such] 
notice. 

(2) [ (a) ] A certificated security in the hands of a purchaser for value or 
an uncertificated security as to which an initial transaction statement has 
been sent to a purchaser for value, other than [one] a security issued by a 
government or governmental agency or unit, even though issued with a 
defect going to its validity, is valid [in the hands of a] with respect to the 
purchaser [for value and] if he is without notice of the particular defect un- 
less the defect involves a violation of constitutional provisions, in which 
case the security is valid [in the hands of] with respect to a subsequent 
purchaser for value and without notice of the defect. [ (b) ] The rule o 
subparagraph (a) ] This subsection applies to an issuer [which] that is a 
government or governmental agency or unit only if either there has been 
substantial compliance with the legal requirements governing the issue or 
he issuer has received a substantial consideration for the issue as a whole 
or for the particular security and a stated purpose of the issue is one for 

hich the issuer has power to borrow money or issue the security. 


(3) Except as [otherwise] provided in the case of certain unauthorized 
signatures [on issue] (Section 8-205), lack of genuineness of a certificated 
security or an initial transaction statement is a complete defense, even 
against a purchaser for value and without notice. 


(4) All other defenses of the issuer of a certificated or uncertificated secu- 
ity, including nondelivery and conditional delivery of [the] a certificated 
security, are ineffective against a purchaser for value who has taken 
ithout notice of the particular defense. 


(5) Nothing in this section shall be construed to affect the right of a 
party to a “when, as and if issued” or a “when distributed” contract to 
cancel the contract in the event of a material change in the character o 
he security [which] that is the subject of the contract or in the plan or ar- 
rangement pursuant to which [such] the security is to be issued or 
distributed. 


Reasons for 1977 Change 

Subsection (1) has been broadened to provide that not only the terms noted or referred to 
on a certificated security but also the terms noted or referred to in the initial transaction 
statement sent to the purchaser of an uncertificated security (or one who “holds” for the 
purchaser) will constitute constructive notice to persons who deal with the security. 

The rule of subsection (2), which estops the issuer of a certificated security from asserting 
its invalidity against a purchaser for value without notice has been extended to afford the 
same protection to the purchaser of an uncertificated security for value and without notice 

o whom an initial transaction statement has been sent. 

The defense of lack of genuineness which is accorded to the alleged issuer of a certificated 

security by present subsection (3) is similarly accorded to the alleged sender of an initial 
ransaction statement by the added language. The exception of Section 8-205 similarly 
applies. 

Subsection (4) applies to both certificated and uncertificated securities and language has 
been added to make that clear. Note that a purchaser may be chargeable with notice of an 
issuer’s defense from another source, even in the absence of a notation on a certificated se- 
curity or an initial transaction statement. Compare Section 8-103 with respect to issuer’s 
iens. 
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$ 8-203. Staleness as Notice of Defects or Defenses. 

(1) After an act or event [which creates] creating a right to immediate 
performance of the principal obligation [evidenced] represented by [the] a 
ertificated security or [which] that sets a date on or after which the secu- 
rity is to be presented or surrendered for redemption or exchange, a 
purchaser is charged with notice of any defect in its issue or defense of the 


(a) [if] the act or event is one requiring the payment of money [or], the 
delivery of certificated securities, the registration of transfer o 
uncertificated securities, or [both] any of these on presentation or sur- 
render of the certificated security [and such], the funds or securities are 
available on the date set for payment or exchange, and he takes the se- 
curity more than one year after that date; and 


(b) [if] the act or event is not covered by paragraph (a) and he takes 
the security more than [two] 2 years after the date set for surrender or 
presentation or the date on which [such] performance became due. 


(2) A call [which] that has been revoked is not within subsection (1). 
Reasons for 1977 Change 


The substance of this section applies only to certificated securities because such securi- 
ies may be transferred to a purchaser by delivery after they have matured, been called or 
become redeemable or exchangeable. It is contemplated that uncertificated securities which 
have matured or been called will merely be cancelled on the books of the issuer and the 
proceeds sent to the registered owner or registered pledgee, as the case may be. 

ncertificated securities which have become redeemable or exchangeable, at the option o 
he owner, may be transferred to a purchaser, but the transfer is effectuated only by 
egistration of transfer, thus necessitating communication with the issuer. If defects or de- 
enses in such securities exist, the issuer will necessarily have the opportunity to bring 
hem to the attention of the purchaser in the initial transaction statement sent to him. 


§ 8-204. Effect of Issuer’s Restrictions on Transfer. 

[Unless noted conspicuously on the security a] A restriction on transfer 
of a security imposed by the issuer, even though otherwise lawful, is inef- 
fective [except] against [a] any person [with] without actual knowledge o 
it[.] unless: 

(a) the security is certificated and the restriction is noted conspicuously 
thereon; or 


(b) the security is uncertificated and a notation of the restriction is 
contained in the initial transaction statement sent to the person or, if his 
interest is transferred to him other than by registration of transfer, pledge, 
or release, the initial transaction statement sent to the registered owner 
or the registered pledgee. 


Reasons for 1977 Change 

The present section provides that an issuer's restriction on transfer is valid against 
persons with actual knowledge and that a notation on the certificate constitutes construc- 
ive knowledge. The revised section preserves these rules with respect to certificated securi- 
ies and sets forth a coordinate rule that a notation on an initial transaction statement sent 

ith respect to an uncertificated security similarly constitutes constructive knowledge. 
prospective transferee of an uncertificated security must communicate with the issuer in 
order to effectuate transfer by registration. 

Registration of transfer by the issuer will negate the existence of restrictions on that par- 
icular transfer. Restrictions on further transfer, to be effective against a purchaser without 
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actual knowledge, must be noted in the initial transaction statement sent to the purchaser 
or one who “holds” for the purchaser. Such restrictions may constitute a breach of the 
ransferor’s warranty under Section 8-306. Compare Section 8-103 which precludes the is- 
suer from asserting a lien against a purchaser unless appropriate notations were contained 
in the initial transaction statement. 


$ 8-205. Effect of Unauthorized Signature on [Issue] Certificated 
Security or Initial Transaction Statement. 

An unauthorized signature placed on a certificated security prior to or in 
he course of issue or placed on an initial transaction statement is ineffec- 
ive, [except that] but the signature is effective in favor of a purchaser for 
alue of the certificated security or a purchaser for value of an uncertificated 
ecurity to whom such initial transaction statement has been sent, if the 
purchaser is [and] without notice of the lack of authority and [if] the sign- 

ing has been done by: 

(a) an authenticating trustee, registrar, transfer agent, or other person 
entrusted by the issuer with the signing of the security [or], of similar 
securities, or of initial transaction statements or [their] the immediate 
preparation for signing of any of them; or 

(b) an employee of the issuer, or of any of the foregoing, entrusted 
with responsible handling of the security or initial transaction statement. 


Reasons for 1977 Change 

It is contemplated that purchasers, including pledgees, of uncertificated securities should 
be able to and will rely on the initial transaction statements sent to them when a transfer, 
pledge or release is registered. In order to insure the genuineness of such statements, 
Section 8-408(4) requires that they be signed. Note that “signed” is a term defined by 
Section 1-201(39) and does not necessarily involve a manual signature. 

The rule of this section with respect to the ineffectiveness of unauthorized signatures, 
and, more importantly, the exception to that rule in favor of purchasers for value, has been 
broadened to include signatures on initial transaction statements. Note that the exception, 

ith respect to initial transaction statements, runs in favor of only the purchaser to whom 
he statement has been sent. Thus, a subsequent purchaser from the addressee of an initial 
ransaction statement on which the signature was unauthorized but was done by a person 
described in paragraph (a) or (b) cannot rely on the exception of the section if the addressee 
had notice of the lack of authority. 


$ 8-206. Completion or Alteration of [Instrument] Certificated 
Security or Initial Transaction Statement. 
(1) [Where] If a certificated security contains the signatures necessary to 
its issue or transfer but is incomplete in any other respect: 
(a) any person may complete it by filling in the blanks as authorized; 
and 
(b) even though the blanks are incorrectly filled in, the security as 
completed is enforceable by a purchaser who took it for value and 
without notice of [such] £he incorrectness. 
(2) A complete certificated security [which] that has been improperly 
altered, even though fraudulently, remains enforceable, but only according 
o its original terms. 
(3) If an initial transaction statement contains the signatures necessary 
to its validity, but is incomplete in any other respect: 
(a) any person may complete it by filling in the blanks as authorized; 
and 
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(b) even though the blanks are incorrectly filled in, the statement as 
completed is effective in favor of the person to whom it is sent if he 
purchased the security referred to therein for value and without notice o 
the incorrectness. 

(4) A complete initial transaction statement that has been improperly 
altered, even though fraudulently, is effective in favor of a purchaser to 
hom it has been sent, but only according to its original terms. 


Reasons for 1977 Change 
The rules of the present section with respect to certificated securities are restated in 
subsections (1) and (2). These rules are extended to the completion or alteration of initial 
ransaction statements by new subsections (3) and (4). 
Note that the protection of paragraph (3)(b) extends only to the addressee of the initial 
ransaction statement. If, for example, a properly signed initial transaction statement 
indicated, in the space for notations of liens, the word *None", which had been incorrectly 
inserted, and the addressee of that statement had actual knowledge that a lien existed, a 
subsequent purchaser from the addressee would not take free of the lien, despite the incor- 
ect insertion. If, however, the subsequent purchaser then received an initial transaction 
statement showing no liens, he would then have the protection of Section 8-103 and this 
section. 


§ 8-207. Rights and Duties of Issuer With Respect to Registered 
Owners and Registered Pledgees. 

(1) Prior to due presentment for registration of transfer of a certificated 
security in registered form, the issuer or indenture trustee may treat the 
registered owner as the person exclusively entitled to vote, to receive 
notifications, and otherwise to exercise all the rights and powers of an 


owner. 

(2) Subject to the provisions of subsections (3), (4), and (6), the issuer or 
indenture trustee may treat the registered owner of an uncertificated secu- 
ity as the person exclusively entitled to vote, to receive notifications, and 
otherwise to exercise all the rights and powers of an owner. 

(3) The registered owner of an uncertificated security that is subject to a 
egistered pledge is not entitled to registration of transfer prior to the due 
presentment to the issuer of a release instruction. The exercise of conversion 
ights with respect to a convertible uncertificated security is a transfer 

ithin the meaning of this section. 

(4) Upon due presentment of a transfer instruction from the registered 
pledgee of an uncertificated security, the issuer shall: 

(a) register the transfer of the security to the new owner free of pledge, 
if the instruction specifies a new owner (who may be the registered 
pledgee) and does not specify a pledgee; 

(b) register the transfer of the security to the new owner subject to the 
interest of the existing pledgee, if the instruction specifies a new owner 
and the existing pledgee; or 

(c) register the release of the security from the existing pledge and reg- 
ister the pledge of the security to the other pledgee, if the instruction 
specifies the existing owner and another pledgee. 

(5) Continuity of perfection of a security interest is not broken by registra- 
tion of transfer under subsection (4)(b) or by registration of release and 
pledge under subsection (4)(c), if the security interest is assigned. 
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(6) If an uncertificated security is subject to a registered pledge: 

(a) any uncertificated securities issued in exchange for or distributed 
with respect to the pledged security shall be registered subject to the 
pledge; 

(b) any certificated securities issued in exchange for or distributed with 
respect to the pledged security shall be delivered to the registered pledgee; 
and 


(c) any money paid in exchange for or in redemption of part or all o, 
the security shall be paid to the registered pledgee. 


(7) [ (2) ] Nothing in this Article shall be construed to affect the liability 
of the registered owner of a security for calls, assessments, or the like. 


Reasons for 1977 Change 

Under present subsection (1), the issuer of a certificated security may and, in the absence 
of conclusive evidence that the security has been transferred, presumably will rely on the 
egistry to establish the identity of those entitled to ownership rights. New subsection (2) 
establishes the same rule for the issuer of uncertificated securities, subject, however, to the 
ights of registered pledgees which are set forth in subsections (3), (4) and (6). It should be 
noted that an uncertificated security can normally be transferred only by registration o 
ransfer. 

Under subsection (3), the owner of an uncertificated security subject to a registered 
pledge cannot transfer his interest until the pledge has been released by the registered 
pledgee. Although this requirement appears to conflict with the free alienability of the 
debtor's interest under Section 9-311, it does so no more than the current practice o 
delivery of a certificated security to the pledgee, which, in effect, deprives the owner of the 
power to transfer an interest without the pledgee's cooperation. 

The final sentence of subsection (3) makes clear that when a convertible uncertificated 
security is subject to a registered pledge, it is the pledgee, and not the owner, who has the 
exclusive power to exercise the conversion rights. Since the exercise of conversion rights for 
a certificated security generally requires delivery of the security to the issuer, the coopera- 
ion of the secured party is similarly required. Note that the proceeds of the conversion are 
subject to the pledgee's interest or delivered to the pledgee under subsection (6). 

Subsection (4) obliges the issuer to comply with the transfer instruction of the registered 
pledgee of an uncertificated security, thus placing such pledgee in the same position as the 
pledgee of a certificated security to whom the security has been delivered with all necessary 
indorsements. The three subparagraphs of subsection (4) provide respectively for (a) the 
outright transfer of the security, free of the pledgee's interest, to a buyer or any other 
person, including the pledgee; (b) the transfer of the owner's equity to a third person with 
he pledgee's interest continuing; and (c) the substitution of a new pledgee for the existing 
pledgee with ownership continuing undisturbed. Subsection (5) provides for continuity o 
perfection for purposes of priority under Article 9, the Bankruptcy Act and other statutes. 

Subsection (6) protects the pledgee's interest in the proceeds of conversion, exchange or 
edemption of uncertificated securities, since no instrument need be surrendered to effectu- 
ate such transactions. Subsection (6) also provides that additional securities, certificated or 

ncertificated, issued in connection with stock splits or stock dividends will continue under 
he control of the registered pledgee. This contrasts with the situation when certificated se- 
curities are pledged and dividend certificates are customarily sent to the registered owner— 
he only party shown on the issuer's records. In that event, the pledgee must obtain the 
dividend certificates from the pledgor, exposing them, in the interim, to wrongful transfer. 


$ 8-208. Effect of Signature of Authenticating Trustee, Registrar, 
or Transfer Agent. 

(1) A person placing his signature upon a certificated security or an 
initial transaction statement as authenticating trustee, registrar, transfer 
agent, or the like, warrants to a purchaser for value of the certificated se- 

urity or a purchaser for value of an uncertificated security to whom the 
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initial transaction statement has been sent, if the purchaser is without no- 
ice of the particular defect, that: 

(a) the certificated security or initial transaction statement is genuine; 
[and] 

(b) his own participation in the issue or registration of the transfer, 
pledge, or release of the security is within his capacity and within the 
scope of the [authorization] authority received by him from the issuer; 
and 


(c) he has reasonable grounds to believe that the security is in the 
form and within the amount the issuer is authorized to issue. 


(2) Unless otherwise agreed, a person by so placing his signature does 
not assume responsibility for the validity of the security in other respects. 


Reasons for 1977 Change 


Language has been added to this section to extend the warranties of a signing 
authenticating trustee, registrar, transfer agent or the like to the addressees of initial 
ransaction statements. It should be noted that this warranty extends only to the addressee. 
Compare Sections 8-205 and 8-206 and the explanation of changes thereunder. 


PART 3 
[PURCHASE] TRANSFER 


§ 8-301. Rights Acquired by Purchaser [; “Adverse Claim”; Title 
Acquired by Bona Fide Purchaser]. 


(1) Upon [delivery] transfer of a security to a purchaser (Section 8-313), 
he purchaser acquires the rights in the security which his transferor had 
or had actual authority to convey unless the purchaser’s rights are limited 
by Section 8-302(4). [except that a purchaser who has himself been a party 
o any fraud or illegality affecting the security or who as a prior holder had 
notice of an adverse claim cannot improve his position by taking from a 
later bona fide purchaser. “Adverse claim" includes a claim that a transfer 
as or would be wrongful or that a particular adverse person is the owner 
of or has an interest in the security.] 


| (2) A bona fide purchaser in addition to acquiring the rights of a 
purchaser also acquires the security free of any adverse claim.] 


(2) [ (8) ] A [purchaser] transferee of a limited interest acquires rights 
only to the extent of the interest [purchased] transferred. The creation or 
elease of a security interest in a security is the transfer of a limited interest 
in that security. 


Reasons for 1977 Change 
Although the definition of “Purchase” in Section 1-201 (32) includes any “voluntary trans- 
action”, with or without consideration, the title of Part 3 has been changed to “Transfer” as 
a more natural description of the material covered therein. Similar changes have been 
made in the statutory text, where appropriate. 
Transfers by operation of law, i.e., not to purchasers, are not intended to be covered by 
Part 3 of either the present or revised Article. Such transfers are effective upon the occur- 
ence of the motivating event (death, bankruptcy or the like) and subsequent delivery and 
egistration are merely confirmatory of what has already happened. 
Subsection (1) states the basic rule of the present statute including the so-called shelter 
principle. The word “transfer” has been substituted for “delivery” in order that appropriate 
methods for the transfer of uncertificated securities can be included. 
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The balance of subsection (1) and all of present subsection (2) have been deleted from 
his Section but are now included in Section 8-302 which is intended to deal completely 
ith the concept of bona fide purchase. 

A sentence has been added to former subsection (3) to make clear that the creation and 
elease of security interests are included in the statute's coverage. 


§ 8-302. “Bona Fide Purchaser”; “Adverse Claim”; Title Acquired 
by Bona Fide Purchaser. 

(1) A “bona fide purchaser” is a purchaser for value in good faith and 

ithout notice of any adverse claim: 

(a) who takes delivery of a certificated security in bearer form or [o 
one] in registered form, issued [to him] or indorsed to him or in blank; 

(b) to whom the transfer, pledge or release of an uncertificated security 
is registered on the books of the issuer; or 

(c) to whom a security is transferred under the provisions of paragraph 

(c), (DW, or (g) of Section 8-313(1). 

(2) “Adverse claim” includes a claim that a transfer was or would be 

rongful or that a particular adverse person is the owner of or has an 
interest in the security. 

(3) A bona fide purchaser in addition to acquiring the rights of a 
purchaser (Section 8-301) also acquires his interest in the security free o 
any adverse claim. 

(4) Notwithstanding Section 8-301(1), the transferee of a particular 
ertificated security who has been a party to any fraud or illegality affecting 
the security, or who as a prior holder of that certificated security had notice 


of an adverse claim, cannot improve his position by taking from a bona fide 
purchaser. 


Reasons for 1977 Change 
The definition of bona fide purchaser of a certificated security is preserved in 
subparagraph (1)(a). A coordinate rule for the purchaser of an uncertificated security is 
stated in subparagraph (1)(b). The relevant time for testing the knowledge or constructive 
owledge of a purchaser is the time of delivery in the case of a certificated security and 
he time of registration in the case of an uncertificated security. Note that the purchaser o 
an uncertificated security is charged with knowledge of adverse claims noted in the initial 
ransaction statement sent to him as provided in Section 8-304. 
In the present statute, Section 8-313 equates certain events with delivery and subsection. 
(2) thereof provides that a purchaser who is deemed to have taken delivery through his bro- 
er under certain of the procedures in subsection (1) can be a “holder.” It was thought 
advisable to add subparagraph (1)(c) to this section in order to identify expressly those pro- 
isions of revised Section 8-313(1) that will confer “holder” status on a purchaser and thus 
enable him to be a bona fide purchaser under this section. 
The definition of adverse claim, the description of the title of a bona fide purchaser and 
he exception to the shelter principle, all of which are included in Section 8-301 of the pres- 
ent statute, are set forth as subsections (2), (3) and (4) respectively. Language has been 
added to subsection (4) to make clear that it is limited to the holder of a particular 
certificated security. 


$ 8-303. *Broker". 


“Broker” means a person engaged for all or part of his time in the busi- 
ness of buying and selling securities, who in the transaction concerned 
acts for, [or] buys a security from, or sells a security to, a customer. Noth- 
ing in this Article determines the capacity in which a person acts for 
purposes of any other statute or rule to which [such] the person is subject. 
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$ 8-304. Notice to Purchaser of Adverse Claims. 

(1) A purchaser (including a broker for the seller or buyer, but excluding 
an intermediary bank) of a certificated security is charged with notice o 
adverse claims if: 

(a) the security, whether in bearer or registered form, has been 
indorsed “for collection” or “for surrender" or for some other purpose not 
involving transfer; or 

(b) the security is in bearer form and has on it an unambiguous state- 
ment that it is the property of a person other than the transferor. The 
mere writing of a name on a security is not such a statement. 

(2) A purchaser (including a broker for the seller or buyer, but excluding 
an intermediary bank) to whom the transfer, pledge, or release of an 
uncertificated security is registered is charged with notice of adverse claims 
as to which the issuer has a duty under Section 8-403(4) at the time o, 

egistration and which are noted in the initial transaction statement sent to 
the purchaser or, if his interest is transferred to him other than by registra- 
tion of transfer, pledge, or release, the initial transaction statement sent to 
the registered owner or the registered pledgee. 

(3) [ (2) ] The fact that the purchaser (including a broker for the seller or 
buyer) of a certificated or uncertificated security has notice that the secu- 
rity is held for a third person or is registered in the name of or indorsed by 
a fiduciary does not create a duty of inquiry into the rightfulness of the 

ransfer or constitute constructive notice of adverse claims. [If,] However, 
if the purchaser (excluding an intermediary bank) has knowledge that the 
proceeds are being used or [that] the transaction is for the individual ben- 


efit of the fiduciary or otherwise in breach of duty, the purchaser is charged 
ith notice of adverse claims. 


Reasons for 1977 Change 


Subsection (1), which deals with notice arising from what appears on a certificated secu- 
ity is applicable only to the purchaser of a certificated security. New subsection (2) provides 
hat the purchaser of an uncertificated security is subject to those adverse claims that are 

noted on the initial transaction statement sent to him (or one who “holds” for him) confirm- 
ing the transfer, pledge or release which has been registered. Subsection (3) is equally ap- 
plicable to the purchasers of certificated and uncertificated securities and language has 
been added to make that clear. 


§ 8-305. Staleness as Notice of Adverse Claims. 
An act or event [which] that creates a right to immediate performance o 
he principal obligation [evidenced] represented by [the] a certificated secu- 
rity or [which] sets a date on or after which [the] a certificated security is 
o be presented or surrendered for redemption or exchange does not [of] 
itself constitute any notice of adverse claims except in the case of a 
purchase] transfer: 
(a) after one year from any date set for [such] presentment or sur- 
render for redemption or exchange; or 
(b) after [six] 6 months from any date set for payment of money against 
presentation or surrender of the security if funds are available for pay- 
ment on that date. 


Reasons for 1977 Change 
The substance of this section applies only to certificated securities for the same reasons 
as Section 8-203. It is not contemplated that uncertificated securities which have been 
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called or have matured will be traded. With uncertificated securities which have become 
edeemable or exchangeable, effective transfer requires communication with the issuer and, 
herefore, presents the opportunity for the issuer to give the prospective transferee effective 
notice of such claims as have been lodged with it. 


$ 8-306. Warranties on Presentment and Transfer of Certificated 
Securities; Warranties of Originators of Instructions. 
(1) A person who presents a certificated security for registration o 
ransfer or for payment or exchange warrants to the issuer that he is 
entitled to the registration, payment, or exchange. But, a purchaser for 
alue and without notice of adverse claims who receives a new, reissued, 
or re-registered certificated security on registration of transfer or receives 
an initial transaction statement confirming the registration of transfer o, 
an equivalent uncertificated security to him warrants only that he has no 
knowledge of any unauthorized signature (Section 8-311) in a necessary 
indorsement. 
(2) A person by transferring a certificated security to a purchaser for 
alue warrants only that: 
(a) his transfer is effective and rightful; [and] 
(b) the security is genuine and has not been materially altered; and 
(c) he knows of no fact which might impair the validity of the security. 
(3) [Where] If a certificated security is delivered by an intermediary 
known to be entrusted with delivery of the security on behalf of another or 
ith collection of a draft or other claim against [such] delivery, the 
intermediary by [such] delivery warrants only his own good faith and 
authority, even though he has purchased or made advances against the 
claim to be collected against the delivery. 
(4) A pledgee or other holder for security who redelivers [the] a certifi- 
ated security received, or after payment and on order of the debtor deliv- 
ers that security to a third person, makes only the warranties of an 
intermediary under subsection (3). 
(5) A person who originates an instruction warrants to the issuer that: 
(a) he is an appropriate person to originate the instruction; and 


(b) at the time the instruction is presented to the issuer he will be 
entitled to the registration of transfer, pledge, or release. 


(6) A person who originates an instruction warrants to any person 
pecially guaranteeing his signature (subsection 8-312(3)) that: 


(a) he is an appropriate person to originate the instruction; and 
(b) at the time the instruction is presented to the issuer 
(i) he will be entitled to the registration of transfer, pledge, or release; 
and 
(ti) the transfer, pledge, or release requested in the instruction will be 
registered by the issuer free from all liens, security interests, restric- 
tions, and claims other than those specified in the instruction. 
(7) A person who originates an instruction warrants to a purchaser for 
value and to any person guaranteeing the instruction (Section 8-312(6)) 


(a) he is an appropriate person to originate the instruction; 
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(b) the uncertificated security referred to therein is valid; and 
(c) at the time the instruction is presented to the issuer 

(i) the transferor will be entitled to the registration of transfer, pledge, 
or release; 

(ti) the transfer, pledge, or release requested in the instruction will be 
registered by the issuer free from all liens, security interests, restric- 
tions, and claims other than those specified in the instruction; and 

(üi) the requested transfer, pledge, or release will be rightful. 

(8) If a secured party is the registered pledgee or the registered owner o, 
an uncertificated security, a person who originates an instruction of release 
or transfer to the debtor or, after payment and on order of the debtor, a 
transfer instruction to a third person, warrants to the debtor or the third 
person only that he is an appropriate person to originate the instruction 
and at the time the instruction is presented to the issuer, the transferor will 
be entitled to the registration of release or transfer. If a transfer instruction 
to a third person who is a purchaser for value is originated on order of the 
debtor, the debtor makes to the purchaser the warranties of paragraphs (b), 
i) and (c)(tit) of subsection (7). 

(9) A person who transfers an uncertificated security to a purchaser for 
value and does not originate an instruction in connection with the transfer 

arrants only that: 


(a) his transfer is effective and rightful; and 
(b) the uncertificated security is valid. 
(10) [ (5) ] A broker gives to his customer and to the issuer and a 


purchaser the applicable warranties provided in this section and has the 

rights and privileges of a purchaser under this section. The warranties o 

and in favor of the broker acting as an agent are in addition to applicable 
arranties given by and in favor of his customer. 


Reasons for 1977 Change 
The substance of the present section, with respect to certificated securities, has been 
preserved in the first four subsections. The section title and these subsections have been 
changed only to make clear that application only to certificated securities is intended. 
Because the registration of transfer of an uncertificated security to the transferee is 
unctionally equivalent to the delivery of a certificated security to the transferee by the is- 
suer, language has been added to subsection (1) to equate the position of purchasers for 
alue without notice of adverse claims whether the security they “receive” from the issuer 
is certificated or uncertificated. 
Subsection (5) establishes the warranty made to the issuer by the originator of an instruc- 
ion, which is an order to the issuer and is defined in Section 8-308(4). These warranties 
are designed to protect issuers who rely on instructions which may be forged, fraudulent or 
otherwise improper against the persons who are responsible for the creation of such 
instructions. If, for example, an issuer should improperly transfer shares out of the name o 
a shareholder on the basis of a forged instruction, and transfer those shares to a bona fide 
purchaser to whom a valid initial transaction statement is sent, the issuer would be subject 
o liability to the purported transferor under Section 8-404(3). 
Subsection (6) sets forth the warranty made by the originator of an instruction to a 
special signature guarantor. It adds to the two warranties of subsection (5) a warranty that 
he instruction will result in the registration of a “clean” transfer, pledge, or release and is 
consistent with the warranty made by a special signature guarantor under Section 8-312(3) 
(b). 
Subsection (7) sets forth the warranty made by the originator of an instruction to both a 
purchaser for value and an instruction guarantor. It adds to the warranties in subsections 
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(5) and (6) additional warranties of rightfulness and validity and is essentially identical to 
he warranty of the transferor of a certificated security under subsection (2). The absolute 
arranty of validity, rather than the mere denial of knowledge of invalidity, is appropriate 
because the instruction must be communicated to the issuer in order to complete the 
ransfer. If, upon receipt of the instruction, the issuer should dispute the validity of the se- 
curity, it seems proper to place the burden of proving validity on the transferor. It is 
contemplated that purchasers of uncertificated securities will not normally part with their 
consideration unless and until they are satisfied that the transaction has been duly 
egistered and acknowledged to be free from defects by the issuer, except when they are 
elying on their brokers or other third parties. 
Because the guarantor of an instruction makes an absolute warranty of rightfulness 
nder Section 8-312(6), he is given the benefit of the originator's warranty under subsection 
(7). 
Subsection (8) limits the warranties of the originator of an instruction when the 
uncertificated security is subject to a security interest and the originator is or acts for ei- 
her the registered pledgee or registered owner who is the secured party. In such cases, 
hen the instruction is for release, transfer to the debtor or transfer, after payment, to a 
hird person on the debtor's order, the originator’s warranties are limited in substantially 
he same way that subsection (4) limits the warranties of the pledgee of a certificated secu- 
ity acting under similar circumstances. 
When the transferor of an uncertificated security is neither the registered owner nor the 
egistered pledgee, the transferor will have no occasion to originate an instruction in con- 
nection with the transfer. In such cases, the transferor warrants the rightfulness of the 
ransfer and the validity of the security to a purchaser for value, as provided in subsection 


(9). 


$ 8-307. Effect of Delivery Without Indorsement; Right to Compel 
Indorsement. 


[Where] If a certificated security in registered form has been delivered to 
a purchaser without a necessary indorsement he may become a bona fide 


purchaser only as of the time the indorsement is supplied[,]; but against 

he transferor, the transfer is complete upon delivery and the purchaser 
has a specifically enforceable right to have any necessary indorsement 
supplied. 


$ 8-308. [Indorsement, How Made; Special Indorsement; Indorser 
Not a Guarantor; Partial Assignment] Indorsements; 
Instructions. 

(1) An indorsement of a certificated security in registered form is made 

hen an appropriate person signs on it or on a separate document an as- 
signment or transfer of the security or a power to assign or transfer it or 
[when the] his signature [of such person] is written without more upon the 
back of the security. 

(2) An indorsement may be in blank or special. An indorsement in blank 
includes an indorsement to bearer. A special indorsement specifies [the 
person] to whom the security is to be transferred, or who has power to 

ransfer it. A holder may convert a blank indorsement into a special 
indorsement. 

(3) [ (5) ] An indorsement purporting to be only of part of a certificated 
security representing units intended by the issuer to be separately 

ransferable is effective to the extent of the indorsement. 
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(5) An instruction originated by an appropriate person is: 

(a) a writing signed by an appropriate person; or 

(b) a communication to the issuer in any form agreed upon in a writing 
signed by the issuer and an appropriate person. 

f an instruction has been originated by an appropriate person but is 
incomplete in any other respect, any person may complete it as authorized 
and the issuer may rely on it as completed even though it has been 
ompleted incorrectly. 

(6) [ (3) ] *An appropriate person" in subsection (1) means [ (a) ] the 
person specified by the certificated security or by special indorsement to be 
entitled to the security [; or]. 

(7) “An appropriate person” in subsection (5) means: 

(a) for an instruction to transfer or pledge an uncertificated security 
which is then not subject to a registered pledge, the registered owner; or 

(b) for an instruction to transfer or release an uncertificated security 
which is then subject to a registered pledge, the registered pledgee. 

(8) In addition to the persons designated in subsections (6) and (7), *an 
appropriate person” in subsections (1) and (5) includes: 

(a) [ (b) where] if the person [so specified] designated is described as a 
fiduciary but is no longer serving in the described capacity, [ ] either 
that person or his successor; [or] 

(b) [ (c) where] if the [security or indorsement so specifies] persons 
designated are described as more than one person as fiduciaries and one 
or more are no longer serving in the described capacity, |__] the 
remaining fiduciary or fiduciaries, whether or not a successor has been 
appointed or qualified; [or] 

(c) [ (d) where] if the person [so specified] designated is an individual 
and is without capacity to act by virtue of death, incompetence, infancy, 
or otherwise, [____] his executor, administrator, guardian, or like fidu- 
ciary; [or] 

(d) [ (e) where] if the [security or indorsement so specifies] persons 
designated are described as more than one person as tenants by the en- 
tirety or with right of survivorship and by reason of death all cannot 
sign, [ ] the survivor or survivors; [or] 

(e) [ (£) ] a person having power to sign under applicable law or con- 
trolling instrument; [or] and 

(f [ (g) ] to the extent that the person designated or any of the forego- 
ing persons may act through an agent, [ ] his authorized agent. 

(9) [ (4) ] Unless otherwise agreed, the indorser of a certificated security 
by his indorsement or the originator of an instruction by his origination as- 
sumes no obligation that the security will be honored by the issuer but 
only the obligations provided in Section 8-306. 

(10) [ (6) ] Whether the person signing is appropriate is determined as o 
he date of signing and an indorsement made by or an instruction origi- 
ated by [such a person] him does not become unauthorized for the 

purposes of this Article by virtue of any subsequent change o 
circumstances. 

(11) [ (7) ] Failure of a fiduciary to comply with a controlling instrument 
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or with the law of the state having jurisdiction of the fiduciary relation- 
ship, including any law requiring the fiduciary to obtain court approval o 
he transfer, pledge, or release, does not render his indorsement or an 
instruction originated by him unauthorized for the purposes of this Article. 


Reasons for 1977 Change 


The substance of the present section has been preserved, insofar as it applies to 
certificated securities, in subsections (1), (2), (3), (6), (8), (9), (10) and (11). Subsections (4), 
(5) and (7) deal solely with uncertificated securities. Present paragraph (3)(a) has been 
incorporated in new subsection (6). The remainder of present subsection (3) is incorporated 
in new subsection (8). Present subsections (4), (6) and (7) have been broadened to cover 
both forms of securities and are set forth in new subsections (9), (10) and (11). An attempt 
has been made to integrate the rules in order that issuers can rely on precisely the same 
documentation and evidence in connection with registration with respect to both certificated 
and uncertificated securities. 

An order for the registration of transfer of a certificated security is the security itself, 
duly indorsed and presented to the issuer. Because uncertificated securities are not 

epresented by instruments, a separate order, in some form, written or otherwise, is 
demanded. Subsection (4) defines an “instruction” as that order and further provides that 
ot only registration of transfer, but also registration of pledge and release, can be 
equested thereby. 

Subsection (5) provides that an instruction may be an appropriately signed writing, and 
it is contemplated that, in most cases, it will be. It further provides, however, that instruc- 
ions may be other than signed writings when both parties, the issuer on the one hand and 
he registered owner or registered pledgee on the other, have agreed, in a signed writing, 
hat some other procedure is mutually acceptable. Thus, paragraph (5)(b) is intended to fa- 
cilitate the registration of transfers, pledges and releases on the authority of electronic, 

elegraphic or even oral instructions when the relevant parties are assured that the means 
selected will provide adequate safeguards against the execution of unauthorized 
ransactions. 

Subsection (7) designates the primary party appropriate to originate an instruction. 

en the uncertificated security is not subject to a registered pledge, the registered owner 

is that party and may properly originate an instruction to register either a transfer or 

pledge. When the uncertificated security is subject to a registered pledge, however, only the 

egistered pledgee may properly originate an instruction to register either transfer or 

elease. There is no provision to register a pledge other than that of a single registered 
pledgee. See Section 8-108. 

The final phrase of subsection (9) has been inserted because of a possible ambiguity 
concerning the word “honored.” Under the terms of Section 8-306 the transferor of a 
certificated security and the originator of an instruction do warrant, in effect, that the is- 
suer will honor their respective orders to register the appropriate transaction. They do not, 

nless otherwise agreed, become sureties of the obligations of the issuer beyond the duty to 

egister, as, for example, the issuer's obligations to pay interest and principal on a security 
hich is an indebtedness of the issuer. 


$ 8-309. Effect of Indorsement Without Delivery. 


An indorsement of a certificated security, whether special or in blank, 
does not constitute a transfer until delivery of the certificated security on 

hich it appears or, if the indorsement is on a separate document, until 
delivery of both the document and the certificated security. 


$ 8-310. Indorsement of Certificated Security in Bearer Form. 

An indorsement of a certificated security in bearer form may give notice 
of adverse claims (Section 8-304) but does not otherwise affect any right to 
registration the holder [may possess] possesses. 
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$ 8-311. Effect of Unauthorized Indorsement or Instruction. 
Unless the owner or pledgee has ratified an unauthorized indorsement 
or instruction or is otherwise precluded from asserting its ineffectiveness: 
(a) he may assert its ineffectiveness against the issuer or any pur- 
chaser, other than a purchaser for value and without notice of adverse 
claims, who has in good faith received a new, reissued, or re-registered 
certificated security on registration of transfer or received an initial 
transaction statement confirming the registration of transfer, pledge, or 
release of an equivalent uncertificated security to him; and 
(b) an issuer who registers the transfer of a certificated security upon 
the unauthorized indorsement or who registers the transfer, pledge, or 
release of an uncertificated security upon the unauthorized instruction is 
subject to liability for improper registration (Section 8-404). 


Reasons for 1977 Change 

This section is broadened to give the same effect to an unauthorized instruction as the 
present statute gives to an unauthorized indorsement of a certificated security. Thus, the 
protection which paragraph (a) accords to a bona fide purchaser who receives a certificated 
security from the issuer is also accorded to a bona fide purchaser who receives an initial 
ransaction statement with respect to an uncertificated security. Similarly, the liability o 
he issuer for improper registration set forth in paragraph (b) extends to improper registra- 
ion pursuant to an unauthorized instruction. 


$ 8-312. Effect of Guaranteeing Signature, [or] Indorsement or 
Instruction. 
(1) Any person guaranteeing a signature of an indorser of a certificated 
security warrants that at the time of signing: 


(a) the signature was genuine; [and] 


(b) the signer was an appropriate person to indorse (Section 8-308); 
and 


(c) the signer had legal capacity to sign. 

[But the guarantor does not otherwise warrant the rightfulness of the par- 
icular transfer.] 

(2) Any person guaranteeing a signature of the originator of an instruc- 
tion warrants that at the time of signing: 

(a) the signature was genuine; 

(b) the signer was an appropriate person to originate the instruction 
(Section 8-308) if the person specified in the instruction as the registered 
owner or registered pledgee of the uncertificated security was, in fact, the 
registered owner or registered pledgee of such security, as to which fact 
the signature guarantor makes no warranty; 

(c) the signer had legal capacity to sign; and 

(d) the taxpayer identification number, if any, appearing on the instruc- 
tion as that of the registered owner or registered pledgee was the taxpayer 
identification number of the signer or of the owner or pledgee for whom 
the signer was acting. 

(3) Any person specially guaranteeing the signature of the originator o 
an instruction makes not only the warranties of a signature guarantor 
(subsection (2)) but also warrants that at the time the instruction is pre- 

ented to the issuer: 
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(a) the person specified in the instruction as the registered owner or 
registered pledgee of the uncertificated security will be the registered 
owner or registered pledgee; and 

(b) the transfer, pledge, or release of the uncertificated security 
requested in the instruction will be registered by the issuer free from all 
liens, security interests, restrictions, and claims other than those specified 
in the instruction. 

(4) [But] The guarantor under subsections (1) and (2) or the special 
guarantor under subsection (3) does not otherwise warrant the rightful- 
mess of the particular transfer, pledge, or release. 

(5) [ (2) ] Any person [may guarantee] guaranteeing an indorsement of a 

ertificated security [and by so doing warrants not only the signature 

(subsection 1) ] makes not only the warranties of a signature guarantor 

under subsection (1) but also warrants the rightfulness of the particular 

ransfer in all respects. [But no issuer may require a guarantee of indorse- 
ent as a condition to registration of transfer.] 

(6) Any person guaranteeing an instruction requesting the transfer, 
pledge, or release of an uncertificated security makes not only the warran- 
ties of a special signature guarantor under subsection (3) but also warrants 
the rightfulness of the particular transfer, pledge, or release in all respects. 

(7) [But] No issuer may require a special guarantee of signature (subsec- 
tion (3)), a guarantee of indorsement (subsection (5)), or a guarantee o 
instruction (subsection (6)) as a condition to registration of transfer, pledge, 
or release. 


(8) [ (3) ] The foregoing warranties are made to any person taking or 
dealing with the security in reliance on the guarantee, and the guarantor 
is liable to [such] the person for any loss resulting from breach of the 

arranties. 


Reasons for 1977 Change 

The substance of the present section has been preserved, insofar as it applies to 
certificated securities, in subsections (1), (4), (5), (7) and (8). Some of the language has been 
changed and restructured in order to integrate the material concerning uncertificated secu- 

ities, but no change of substance is intended. 

Subsection (2) sets forth the warranties that can reasonably be expected from the guaran- 
or of the signature on an instruction, who, though familiar with the signer, does not have 
before him any evidence that the purported owner or pledgee is, in fact, the owner or 
pledgee of the subject uncertificated security. This is in distinct contrast to the position o 
he person guaranteeing a signature on a certificate who can see a certificate in the signer's 
possession in the name of or indorsed to the signer or in blank. 

Thus, the warranty of appropriateness in clause (b) is expressly conditioned on the actual 
egistration conforming to that represented by the originator. If the signer purports to be 
he owner or pledgee, the guarantor under clause (b), warrants only his identity. If, 
however, the signer is acting in a representative capacity, the guarantor warrants both his 
identity and his authority to act for the purported owner or pledgee. The additional war- 
anty of clause (d) as to the taxpayer identification number is intended to prevent error or 
raud resulting from identical or similar names. The warranties of subsection (2) are 
intended to provide satisfactory assurance to the issuer who needs no warranty as to the 
acts of registration because he can ascertain those facts from his own records. 

Subsection (3) sets forth a “special guarantee of signature" under which the guarantor 
additionally warrants both registered ownership or pledge and freedom from undisclosed 
defects of record. The guarantor of the signature of an indorser of a certificated security ef- 
ectively makes these warranties to a purchaser for value on the evidence of a clean certifi- 
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cate issued in the name of the indorser, indorsed to the indorser or indorsed in blank. By 
specially guaranteeing under subsection (3), the guarantor warrants that the instruction 

ill, when presented to the issuer, result in the requested registration free from defects not 
specified. It is contemplated that the special guarantee of signature will be used principally 
in brokerage transactions where the broker will be specially guaranteeing the signature on. 
an instruction originated by his own customer. The broker’s risk will be no greater than 
hat of a broker who now commonly executes the sale of a security for his customer without 
he absolute assurance that his customer will deliver a clean certificate at settlement. 


§ 8-313. When [Delivery] Transfer to [the] Purchaser Occurs: [; 
Purchaser’s Broker] Financial Intermediary as [Holder] 
Bona Fide Purchaser; “Financial Intermediary”. 
(1) [Delivery] Transfer of a security or a limited interest (including a se- 
urity interest) therein to a purchaser occurs only [when]: 

(a) at the time he or a person designated by him acquires possession o 
a certificated security; [or] 

(b) at the time the transfer, pledge, or release of an uncertificated secu- 
rity is registered to him or a person designated by him; 

(c) [ (b) ] at the time his [broker] financial intermediary acquires pos- 
session of a certificated security specially indorsed to or issued in the 
name of the purchaser; [or] 

(d) [ (c) ] at the time [his broker] a financial intermediary, not a clear- 
ing corporation, sends him confirmation of the purchase and also by 
book entry or otherwise identifies [a specific security in the broker's pos- 
session] as belonging to the purchaser]; or] 

(i) a specific certificated security in the financial intermediary’s pos- 
session; 

Gi) a quantity of securities that constitute or are part of a fungible 
bulk of certificated securities in the financial intermediary's possession 
or of uncertificated securities registered in the name of the financial 
intermediary; or 

(üi) a quantity of securities that constitute or are part of a fungible 
bulk of securities shown on the account of the financial intermediary on 
the books of another financial intermediary; 

(e) [ (d) ] with respect to an identified certificated security to be 
delivered while still in the possession of a third person, not a financial 
intermediary, [when] at the time that person acknowledges that he holds 
for the purchaser; [or] 

(f) with respect to a specific uncertificated security the pledge or transfer 
of which has been registered to a third person, not a financial intermedi- 
ary, at the time that person acknowledges that he holds for the purchaser; 

(g) [ (e) ] at the time appropriate entries £o the account of the purchaser 
or a person designated by him on the books of a clearing corporation are 
made under Section 8-320[.]; 

(h) with respect to the transfer of a security interest where the debtor 
has signed a security agreement containing a description of the security, 
at the time a written notification, which, in the case of the creation of the 
security interest, is signed by the debtor (which may be a copy of the secu- 
rity agreement) or which, in the case of the release or assignment of the 
security interest created pursuant to this paragraph, is signed by the 
secured. party, is received by 
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© a financial intermediary on whose books the interest of the trans- 
feror in the security appears; 

(ti) a third person, not a financial intermediary, in possession of the 
security, if it is certificated; 

(tit) a third person, not a financial intermediary, who is the registered 
owner of the security, if it is uncertificated and not subject to a 
registered pledge; or 

(iv) a third person, not a financial intermediary, who is the registered 
pledgee of the security, if it is uncertificated and subject to a registered 
pledge; 

(i) with respect to the transfer of a security interest where the transferor 
has signed a security agreement containing a description of the security, 
at the time new value is given by the secured party; or 

G) with respect to the transfer of a security interest where the secured 
party is a financial intermediary and the security has already been 
transferred to the financial intermediary under paragraphs (a), (b), (c), 
(d), or (g), at the time the transferor has signed a security agreement 
containing a description of the security and value is given by the secured 
party. 

(2) The purchaser is the owner of a security held for him by [his broker] 
a financial intermediary, but [is not the holder] cannot be a bona fide 
purchaser of a security so held except [as] in the circumstances specified in 
subparagraphs] paragraphs [ (b) ] (©, (d)(7, and [ (e) ] (g) of subsection 
(1). [Where] Jf a security so held is part of a fungible bulk, as in the cir- 
umstances specified in paragraphs (d)(ii) and (d)(iti) of subsection (1), the 


purchaser is the owner of a proportionate property interest in the fungible 


(3) Notice of an adverse claim received by the [broker] financial interme- 
diary or by the purchaser after the [broker] financial intermediary takes 
delivery of a certificated security as a holder for value or after the transfer, 
pledge, or release of an uncertificated security has been registered free of the 

laim to a financial intermediary who has given value is not effective ei- 
her as to the [broker] financial intermediary or as to the purchaser. 
However, as between the [broker] financial intermediary and the purchaser 
he purchaser may demand [delivery] transfer of an equivalent security as 
o which no notice of [an] adverse claim has been received. 


(4) A "financial intermediary" is a bank, broker, clearing corporation or 
other person (or the nominee of any of them) which in the ordinary course 
of its business maintains security accounts for its customers and is acting 
in that capacity. A financial intermediary may have a security interest in 
ecurities held in account for its customer. 


Reasons for 1977 Change 

The title of this section has been changed and its content broadened in order to identify 
he time when both certificated and uncertificated securities are transferred to purchasers. 

he content has been further extended to recognize that many transactions are conducted 
hrough financial intermediaries, a term defined in subsection (4) to include all entities, 
and not merely brokers, that maintain security accounts for their customers. It is one of the 
hree sections in this revision in which it is intended to extend the coverage of Article 8 as 
o certificated securities. Sections 8-317 and 8-321 are the others. 

Subsection (1) is expressly made applicable to limited interests, including security 
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interests, as well as entire interests. Compare Section 8-301(2). The addition of the word 
"only" in the first sentence is intended to provide that the methods of transfer listed are 
exclusive and that compliance with one of them is essential to a valid transfer. Transfers 
by operation of law are excepted because they are not transfers to a “purchaser”. 

The rules of the present statute as they apply to certificated securities are preserved in. 
subparagraphs (a), (c), (d)(i), (e) and (g). The coverage of (c) and (d)(i), however, is extended 
o situations where any financial intermediary, except a clearing corporation, is involved 
and the coverage of (e) is limited to third persons who are not financial intermediaries. 

Subparagraph (b) is the basic rule for uncertificated securities and provides that a 
ransfer (including a pledge or release, which are transfers of security interests) occurs 

hen it is registered. Subparagraph (f) is the analogue of (e) and applies when an 
uncertificated security is controlled by a third person. In both (e) and (f, acknowledgement 
by the third person is the critical event. 

Subparagraphs (d)(ii) and (d)(iii) have no counterpart in the present statute but are 
considered desirable express statements in the light of modern security holding practices o 
both brokers and banks. The final sentence of present subsection (2) implies this result 

ithout stating it expressly. Once the “fungible bulk" principle is established, it is immate- 
ial whether the underlying securities are certificated, uncertificated or held in a clearing 
corporation account. 

Entire subparagraph (d) is applicable to all financial intermediaries except clearing 
corporations and requires, as conditions of transfer, both a confirmation to the purchaser 
and a book entry. In contrast, subparagraph (g) applies only to clearing corporations and 
equires only the appropriate book entry. The difference results from the fact that clearing 
corporations will normally control only securities belonging to their customers while other 

nancial intermediaries may themselves be the beneficial owners or pledgees of securities 
ot held in account for their customers. In the event of the insolvency of either the financial 
intermediary or the customer, it appears desirable to have some objective evidence of a 
ransfer in addition to an internal book entry. This distinction preserves the similar distinc- 
ion between subparagraphs (c) and (e) of the present statute. 

Under the present statute, the rules of Section 8-313(1) are neither expressly applicable 
o security interests nor are they expressly made exclusive. On the other hand, when value 
has been given and the debtor has rights in the collateral, present Section 9-203(1) permits 
he creation of an enforceable security interest when either the secured party has posses- 
sion of the collateral or the debtor has signed a written security agreement. Under present 

rticle 9, a security interest created by signed agreement, although enforceable, would, 

ith limited exceptions, be unperfected. 

Under this revision, new Section 8-321 requires a transfer under Section 8-313(1) to cre- 
ate an enforceable security interest and Section 9-203(1) is expressly made subject to 
Section 8-321. As a result, it will not be possible to create a security interest in securities 
by mere written agreement. It is not considered necessary to continue to provide for the 
creation of unperfected security interests. It is considered desirable, however, to provide for 
he creation of security interests, unaccompanied by possession, which can be perfected 

nder present Article 9. 

Subparagraph (h), limited to the transfer of a security interest, deals with the situation 

here a security interest, pursuant to written agreement, is perfected by notice to a bailee 
under Section 9-305. Unlike a transfer under subparagraph (d), (e) or (f) of subsection (1), 
Section 9-305 does not require confirmation or acknowledgement by the controlling party, 
but only the receipt of notice. Subparagraph (h) provides that a transfer is effective when 

otice is received and further identifies the party to be notified. Subparagraph (h) is ap- 
plicable to both certificated and uncertificated securities and, even when certificated securi- 
ies are involved, eliminates speculation as to who is the bailee and, indeed, whether there 
is an instrument. Unlike Section 9-305, which merely requires notification, subsection (h) 
equires that the notification be signed by the transferor, thereby reducing the possibility o 
interference by fraudulent claimants. By this revision, securities are expressly excluded 

om the coverage of Section 9-305. 

Subparagraph (i), also limited to the transfer of a security interest, deals with the situa- 
ion where a security interest, pursuant to written agreement, for new value is automati- 
cally perfected for a period of 21 days under Section 9-304(4). Under subparagraph (i), such 
a security interest is effectively transferred when the new value is given. Section 8-321(2) 
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provides for the expiration of perfection after 21 days. By this revision, securities are 
expressly excluded from the coverage of Section 9-304(4). 

Subparagraph (j) is addressed to the situation where a financial intermediary holds secu- 
ities in account for a customer and also acquires a security interest in those securities for 
its own account, e.g., a margin account with a broker or a bank lending on the collateral o 
its borrower's custody account. In such cases, the financial intermediary's control of the se- 

curities is in a dual capacity, and a written agreement signed by the debtor was thought to 
be a desirable protection. 

Present subsection (2) denies holder status to a broker's customer except in cases where 
he broker is holding a specific certificated security for the customer's account. The effect o 
his is to prevent the customer from becoming a bona fide purchaser when all he has is an 
interest in a fungible bulk of securities. Revised subsection (2) deals with the problem 

expressly in terms of who can or cannot become a bona fide purchaser. Note that in neither 

he present nor the revised statute can the purchaser who becomes such by acknowledg- 
ment by a third party bailee or agent attain bona fide purchaser status. Subsection (2) 
should be compared with Section 8-302(1)(c). 

Subsection (3) states the principle that once a financial intermediary has become a bona 
de purchaser subsequent notice of claims to either him or his customer are ineffective, and 

extends the coverage to uncertificated securities. The final sentence, now applicable to all 
nancial intermediaries, gives the customer the right to obtain a “clean” security from his 
broker or bank. 

New subsection (4) defines the term “financial intermediary” as an entity which maintains 
security accounts for its customers. Note that the definition applies only when the entity is 
acting in that capacity. Thus, a bank is a financial intermediary in transactions involving 
its custody accounts but is not a financial intermediary with respect to securities it holds as 
a pledgee or for its own account. 


$ 8-314. Duty to [Deliver] Transfer, When Completed. 
(1) Unless otherwise agreed, [where] if a sale of a security is made on an 


exchange or otherwise through brokers: 


(a) the selling customer fulfills his duty to [deliver when] £ransfer at 
the time he: 


(i) [he] places [such] a certificated security in the possession of the 
selling broker or of a person designated by the broker; [or if requested 
causes an acknowledgment to be made to the selling broker that it is 
held for him; and] 

(i) causes an uncertificated security to be registered in the name o 
the selling broker or a person designated by the broker; 

(tit) if requested, causes an acknowledgment to be made to the sell- 
ing broker that [it] a certificated or uncertificated security is held for 
[him; and] £he broker; or 

(iv) places in the possession of the selling broker or of a person 
designated by the broker a transfer instruction for an uncertificated se- 
curity, providing the issuer does not refuse to register the requested 
transfer if the instruction is presented to the issuer for registration 
within 30 days thereafter; and 
(b) the selling broker, including a correspondent broker acting for a 

selling customer, fulfills his duty to [deliver] transfer at the time he: 

(i) [by placing the] places a certificated security [or a like security] in 
the possession of the buying broker or a person designated by [him or] 
the buying broker; 

(i) causes an uncertificated security to be registered in the name o 
the buying broker or a person designated by the buying broker; 
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Gii) places in the possession of the buying broker or of a person 
designated by the buying broker a transfer instruction for an uncertifi- 
cated security, providing the issuer does not refuse to register the 
requested transfer if the instruction is presented to the issuer for 
registration within 30 days thereafter; or 


(iv) [by effecting] effects clearance of the sale in accordance with the 
rules of the exchange on which the transaction took place. 
(2) Except as [otherwise] provided in this section and unless otherwise 
agreed, a transferor’s duty to [deliver] transfer a security under a contract 
of purchase is not fulfilled until he: 


(a) [he] places [the] a certificated security in form to be negotiated by 
the purchaser in the possession of the purchaser or of a person 
designated by the purchaser; [him or at the purchaser’s request causes 
an acknowledgment to be made to the purchaser that it is held for him.] 


(b) causes an uncertificated security to be registered in the name o 
the purchaser or a person designated by the purchaser; or 


(c) [at the purchaser’s request] if the purchaser requests, causes an 
acknowledgment to be made to the purchaser that [it] a certificated or 
uncertificated security is held for [him] the purchaser. 


(3) Unless made on an exchange, a sale to a broker purchasing for his 
own account is within [this] subsection (2) and not within subsection (1). 


Reasons for 1977 Change 

This section presently provides that a transferor’s duty is fulfilled by physical delivery o 
a certificated security. This rule is preserved in subparagraphs (1)(a)(i), (1)(b)(i) and (2)(a). 
New subparagraphs (1)(a)(ii), (1)(b)(ii) and (2)(b) permit the transferor also to perform by 
causing the registration of transfer of an uncertificated security to the transferee or his 
designee. Another alternative, causing a third party holder to acknowledge that he holds 
or the transferee if the transferee so requests, is provided in the present section and is 
explicitly stated in new subparagraphs (1)(a)(iii) and (2)(c). A selling broker may also fulfill 
his duty by effecting clearance pursuant to exchange rules. This is stated in new 
subparagraph (i)(b)(iv). 

In brokerage transactions only, subparagraphs (1)(a)(iv) and (1)(b)(Gii) permit yet another 
alternative. Under these, the transferor may conditionally satisfy his duty by the delivery 
of an instruction. Such delivery does not constitute complete performance if the instruction 
is timely presented for registration and the issuer refuses to comply with its request. The 
burden of timely presentment is placed on the recipient of the instruction and it is not 
intended that instructions so given will circulate in the manner in which certificated secu- 

ities now commonly circulate by indorsement. It is contemplated that this method of per- 
ormance will be commonly employed in transactions settled through brokers, with, in 
many cases, the selling broker specially guaranteeing the signature of the originator of the 
instruction pursuant to Section 8-312(3). 


§ 8-315. Action Against [Purchaser] Transferee Based Upon 
Wrongful Transfer. 

(1) Any person against whom the transfer of a security is wrongful for 
any reason, including his incapacity, [may] as against anyone except a 
bona fide purchaser, may: 

(a) reclaim possession of the certificated security wrongfully trans- 
ferred; [or] 

(b) obtain possession of any new certificated security [evidencing] 
representing all or part of the same rights; [or] 

(c) compel the origination of an instruction to transfer to him or a 
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person designated by him an uncertificated security constituting all or 
part of the same rights; or 
(d) have damages. 

(2) If the transfer is wrongful because of an unauthorized indorsement o, 
a certificated security, the owner may also reclaim or obtain possession o 
he security or a new certificated security, even from a bona fide purchaser, 
if the ineffectiveness of the purported indorsement can be asserted against 
him under the provisions of this Article on unauthorized indorsements 
(Section 8-311). 

(3) The right to obtain or reclaim possession of a certificated security or 
to compel the origination of a transfer instruction may be specifically 
enforced and [its] the transfer of a certificated or uncertificated security 
enjoined and [the] a certificated security impounded pending the litigation. 


Reasons for 1977 Change 

The coverage of this section is broadened to include remedies for the wrongful transfer o 
both certificated and uncertificated securities. Subparagraph (c) is added to subsection (1) 
o establish the alternative remedy of compelling the origination of an instruction to 
ransfer an equivalent uncertificated security which is the functional equivalent o 
subparagraph (b). 

Subsection (2) is applicable only to certificated securities and language is added to make 
hat clear. The right to specific enforcement provided in subsection (3) is extended to the 
origination of a transfer instruction and the right to enjoin transfer is made applicable to 
both certificated and uncertificated securities. 


$ 8-316. Purchaser's Right to Requisites for Registration of 
Transfer, Pledge, or Release on Books. 

Unless otherwise agreed, the transferor of a certificated security or the 
transferor, pledgor, or pledgee of an uncertificated security [must] on due 
demand must supply his purchaser with any proof of his authority to 
ransfer, pledge, or release or with any other requisite [which may be] nec- 
essary to obtain registration of the transfer, pledge, or release of the secu- 
rity; but if the transfer, pledge, or release is not for value, a transferor, 
pledgor, or pledgee need not do so unless the purchaser furnishes the nec- 
essary expenses. Failure within a reasonable time to comply with a demand 

ade [within a reasonable time] gives the purchaser the right to reject or 
rescind the transfer, pledge, or release. 


Reasons for 1977 Change 


Language has been added to this section in order to broaden its coverage to both 
certificated and uncertificated securities. Because uncertificated securities are not only 
ransferred, but also can be pledged and released by registration, language has been added 
o include such transactions. 


§ 8-317. [Attachment or Levy Upon Security] Creditors’ Rights. 
(1) Subject to the exceptions in subsections (8) and (4), no attachment or 
levy upon a certificated security or any share or other interest [evidenced] 
epresented thereby which is outstanding [shall be] is valid until the secu- 
rity is actually seized by the officer making the attachment or levy, but a 
ertificated security which has been surrendered to the issuer may be [at- 
ached or levied upon at the source] reached by a creditor by legal process 
at the issuer's chief executive office in the United States. 


(2) An uncertificated security registered in the name of the debtor may 
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ot be reached by a creditor except by legal process at the issuer’s chief exec- 
utive office in the United States. 


(3) The interest of a debtor in a certificated security that is in the posses- 
ion of a secured party not a financial intermediary or in an uncertificated 
ecurity registered in the name of a secured party not a financial intermedi- 

ary (or in the name of a nominee of the secured party) may be reached by a 
reditor by legal process upon the secured party. 


(4) The interest of a debtor in a certificated security that is in the posses- 
ion of or registered in the name of a financial intermediary or in an 
uncertificated security registered in the name of a financial intermediary 
ay be reached by a creditor by legal process upon the financial intermedi- 
ary on whose books the interest of the debtor appears. 


(5) Unless otherwise provided by law, a creditor's lien upon the interest o, 

a debtor in a security obtained pursuant to subsection (3) or (4) is not a re- 

traint on the transfer of the security, free of the lien, to a third party for 

ew value; but in the event of a transfer, the lien applies to the proceeds of 

the transfer in the hands of the secured party or financial intermediary, 
ubject to any claims having priority. 


(6) [ (2) ] A creditor whose debtor is the owner of a security [shall be] is 
entitled to [such] aid from courts of appropriate jurisdiction, by injunction 
or otherwise, in reaching [such] £he security or in satisfying the claim by 

eans [thereof as is] allowed at law or in equity in regard to property 
[which] that cannot readily be [attached or levied upon] reached by 
ordinary legal process. 


Reasons for 1977 Change 

This section has been substantially rewritten and expanded, not only to provide for the 
ights of creditors of the owners of uncertificated securities, but also to provide expressly 
or remedies against the interest of debtors in certificated securities which are not within 
he debtor's control. It is one of the three sections in this revision in which it is intended to 

extend the coverage of Article 8 as to certificated securities. Sections 8-313 and 8-321 are 
he others. 
Subsection (1) states the rule of the present statute for certificated securities which 
provides that a creditor's lien upon a certificated security is not valid until actual seizure. 

he chief justification for this rule is the protection of purchasers from the debtor. The rule 
is entirely appropriate when the security is within the debtor's control. When the debtor 
does not have such control, the rule has no function. 

The present statute recognizes a single exception to the rule where the security has been. 

surrendered to the issuer. New subsection (1) includes this exception and expressly provides 

hat such a security can be reached by serving the issuer at its chief executive office, replac- 
ing the cryptic phrase “at the source." The most logical place to serve the issuer would be 
he place where the transfer records are maintained, but that location might be difficult to 
identify, especially when the separate elements of a computer network might be situated in 
different places. The chief executive office is selected as the appropriate place by analogy to 
Section 9-103(3)(d). 

Subsection (2) provides that process upon the issuer is the only method for a creditor to 
each an uncertificated security registered in the name of the debtor. This conclusion was 
eached with some reluctance since it requires a creditor to institute legal action and/or a 

debtor to defend that action in a jurisdiction which may have no relationship to either o 
he parties or the dispute other than the happenstance that the debtor owns a security o 
he particular issuer. Nevertheless, attempts to formulate a procedure by which even a 
judgment creditor could effectively reach his debtor's uncertificated securities without such 
egal action resulted in what seemed to be an intolerable burden for issuers. 

Subsection (3) provides a second exception to the seizure rule when a certificated security 
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is in the possession of a secured party. In such a case, an effective lien can be established 
by service on the secured party without depriving him of his possession. This section does 
not attempt to provide for rights as between the creditor and the secured party, as, for 
example, whether or when the secured party must liquidate the security. For essentially 
he same reasons, subsection (3) also covers the case where an uncertificated security has 
been transferred into the name of a secured party either at the inception of the loan or 
hereafter. 

Subsection (4) recognizes that certificated securities are frequently held in account for 
customers by banks or brokers and that such securities may be registered not only in the 
ame of the debtor but, more commonly, in street or other nominee name. Additionally, in. 
such cases, the securities may have been commingled, repledged or deposited so that no 
particular security could be identified as that of the debtor. The subsection provides that 
he debtor's account can be reached by process upon the entity upon whose books the inter- 
est of the debtor appears. This appears to be the most effective way of preventing the 
ransfer of the debtor's interest and thus protecting the creditor. It is only that entity that 
is aware of the debtor's interest, irrespective of where the securities are located or in what 
name they happen to be registered. For the same reason, subsection (4) also covers the case 

here uncertificated securities are registered in street name. 

Subsection (5) expressly provides that securities in which the debtor's interest is reached 
pursuant to subsections (3) or (4) may be transferred for new value, free of the creditor's 
ien, but, when and if they are, that the lien will be transferred to the proceeds. Nothing in 
subsection (5) is intended to validate any transfer that would otherwise constitute a fraud- 
ulent conveyance. Furthermore, subsection (5) is expressly subject to the procedural laws o 
he states and no attempt has been made to prescribe the consequences of obtaining such a 
ien or the procedures for its enforcement. 

Particular terms to describe creditor's process have been avoided in this section. This sec- 
ion is not intended to have any effect on the availability of garnishment or similar third- 
party process as a pre-judgment or post-judgment remedy. Such matters are a proper 
concern of the procedural rules of the states, subject, of course, to constitutional limitations. 


$ 8-318. No Conversion by Good Faith [Delivery] Conduct. 


An agent or bailee who in good faith (including observance of reasonable 
commercial standards if he is in the business of buying, selling, or 
otherwise dealing with securities) has received certificated securities and 
sold, pledged, or delivered them or has sold or caused the transfer or pledge 
of uncertificated securities over which he had control according to the 
instructions of his principal, is not liable for conversion or for participation| 
in breach of fiduciary duty although the principal [has] had no right [to 
dispose of them] so £o deal with the securities. 


Reasons for 1977 Change 
The section which exonerates the agent or bailee who has made a good faith sale, pledge 
or delivery of certificated securities has been broadened to provide similar protection for 
similar parties engaging in similar activities with respect to uncertificated securities. 


$ 8-319. Statute of Frauds. 
A contract for the sale of securities is not enforceable by way of action or 
defense unless: 

(a) there is some writing signed by the party against whom enforce- 
ment is sought or by his authorized agent or broker, sufficient to indicate 
that a contract has been made for sale of a stated quantity of described 
securities at a defined or stated price; [or] 

(b) delivery of [the] a certificated security or transfer instruction has 
been accepted, or transfer of an uncertificated security has been registered 
and the transferee has failed to send written objection to the issuer within 
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10 days after receipt of the initial transaction statement confirming the 
registration, or payment has been made, but the contract is enforceable 
under this provision only to the extent of [such] the delivery, registra- 
tion, or payment; [or] 

(c) within a reasonable time a writing in confirmation of the sale or 
purchase and sufficient against the sender under paragraph (a) has been 
received by the party against whom enforcement is sought and he has 
failed to send written objection to its contents within [ten] 70 days after 
its receipt; or 

(d) the party against whom enforcement is sought admits in his plead- 
ing, testimony, or otherwise in court that a contract was made for the 
sale of a stated quantity of described securities at a defined or stated 
price. 


Reasons for 1977 Change 

This section extends the coverage of the statute of frauds to contracts for the sale of both. 
certificated and uncertificated securities. The performance exceptions of paragraph (b) now 
include the acceptance of a transfer instruction by the alleged transferee and the registra- 
ion of transfer of an uncertificated security to which registration the alleged transferee has 
not objected in writing within ten days after receiving the initial transaction statement 
confirming such registration. These additions, while necessary to enforcement against the 
alleged transferee, are unnecessary with respect to the transferor since each will almost 
certainly involve a writing signed by the transferor and thus will be within paragraph (a). 


$ 8-320. Transfer or Pledge Within [a] Central Depository System. 
(1) In addition to other methods, a transfer, pledge, or release of a secu- 
ity or any interest therein may be effected by the making of appropriate 
entries on the books of a clearing corporation reducing the account of the 
transferor, pledgor, or pledgee and increasing the account of the transferee, 
pledgee, or pledgor by the amount of the obligation, or the number of shares 
or rights transferred, pledged, or released, if the security is shown on the 
account of a transferor, pledgor, or pledgee on the books of the clearing 
orporation; is subject to the control of the clearing corporation; and 

(a) [(1)] if [a security] certificated, 

(i) [(a)] is in the custody of [a] the clearing corporation, another 
clearing corporation, [or of] a custodian bank or a nominee of [either 
subject to the instructions of the clearing corporation] any of them; 
and 

(i) [(b)] is in bearer form or indorsed in blank by an appropriate 
person or registered in the name of the clearing corporation, [or] a 
custodian bank, or a nominee of [either] any of them; or [and] 

(b) if uncertificated, is registered in the name of the clearing corpora- 
tion, another clearing corporation, a custodian bank, or a nominee of any 
of them; 

[(c) is shown on the account of a transferor or pledgor on the books o 
the clearing corporation; 

hen, in addition to other methods, a transfer or pledge of the security or 
any interest therein may be effected by the making of appropriate entries 
on the books of the clearing corporation reducing the account of the trans- 
feror or pledgor and increasing the account of the transferee or pledgee by 
he amount of the obligation or the number of shares or rights transferred 
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(2) Under this section entries may be made with respect to like securi- 
ies or interests therein as a part of a fungible bulk and may refer merely 
o a quantity of a particular security without reference to the name of the 

registered owner, certificate or bond number, or the like, and, in appropri- 
ate cases, may be on a net basis taking into account other transfer, [or] 
pledges, or releases of the same security. 

(3) A transfer [or pledge] under this section [has the effect of a delivery 

of a security in bearer form or duly indorsed in blank (Section 8-301) 


rights transferred or pledged] is effective (Section 8-313) and the purchaser 
acquires the rights of the transferor (Section 8-301). A pledge or release 
under this section is the transfer of a limited interest. If a pledge or the cre- 
ation of a security interest is intended, [the making of entries has the ef- 
fect of a taking of delivery by the pledgee or a secured party (Section 9-304 
and 9-305) ] the security interest is perfected at the time when both value is 
given by the pledgee and the appropriate entries are made (Section 8-321). 
A transferee or pledgee under this section [is a holder] may be a bona fide 
purchaser (Section 8-302). 

(4) A transfer or pledge under this section [does] is not [constitute] a 
registration of transfer under Part 4 [of this Article]. 


(5) That entries made on the books of the clearing corporation as 
provided in subsection (1) are not appropriate does not affect the validity 
or effect of the entries [nor] or the liabilities or obligations of the clearing 
corporation to any person adversely affected thereby. 


Reasons for 1977 Change 

Changes have been made in this section to make it applicable to certificated and 
ncertificated securities. This will affect the operation of securities depositories in three 

ays. First, it will enable participants to add to their accounts with the depository by the 
egistration of transfer of uncertificated securities to the depository or its nominee in addi- 
ion to the current method of delivering certificated securities in negotiable form. Secondly, 
it will permit the depository to maintain its holdings of securities in uncertificated form, 
hus reducing custodial problems. Finally, it will permit the depository to transfer 
ncertificated securities out to its participants by causing the registration of transfer, as an 
alternative to the current method of maintaining an inventory of certificated securities for 
hat purpose. 

Subsection (1) has been restructured to make it clear that it covers securities that clear- 
ing corporation A may control through its account in clearing corporation B. The growing 
system of interfacing depositories makes such clarification desirable. 

Subsection (3) has been rewritten to address certain consequences directly, rather than 
merely by analogy to the physical delivery of certificated securities. 


8-321. Enforceability, Attachment, Perfection and Termination o 
Security Interests. 

(1) A security interest in a security is enforceable and can attach only if it 
is transferred to the secured party or a person designated by him pursuant 
to a provision of Section 8-313(1). 

(2) A security interest so transferred pursuant to agreement by a trans- 
eror who has rights in the security to a transferee who has given value is a 
perfected security interest, but a security interest that has been transferred 

olely under paragraph (i) of Section 8-313(1) becomes unperfected after 21 
days unless, within that time, the requirements for transfer under any other 
provision of Section 8-313(1) are satisfied. 
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(3) A security interest in a security is subject to the provisions of Article 9, 
bout: 


(a) no filing is required to perfect the security interest; and 
(b) no written security agreement signed by the debtor is necessary to 
make the security interest enforceable, except as otherwise provided in 
paragraph (h), (i), or (jJ) of Section 8-313(1). 
The secured party has the rights and duties provided under Section 9-207, 
to the extent they are applicable, whether or not the security is certificated, 
and, if certificated, whether or not it is in his possession. 


(4) Unless otherwise agreed, a security interest in a security is terminated 
by transfer to the debtor or a person designated by him pursuant to a provi- 
ion of Section 8-313(1). If a security is thus transferred, the security inter- 
est, if not terminated, becomes unperfected unless the security is certificated 
and is delivered to the debtor for the purpose of ultimate sale or exchange 
or presentation, collection, renewal, or registration of transfer. In that case, 
the security interest becomes unperfected after 21 days unless, within that 
time, the security (or securities for which it has been exchanged) is 
transferred to the secured party or a person designated by him pursuant to 
a provision of Section 8-313(1). 


Reasons for 1977 Change 
This is an entirely new section and is intended to govern the creation, perfection and 
ermination of security interests in all securities, certificated and uncertificated. It is one o 
hree sections in this revision in which it is intended to extend to coverage of Article 8 as to 
certificated securities. Sections 8-313 and 8-317 are the others. Several sections of Article 9 
are made subject to or are affected by this section. 

Subsection (1) provides that an effective transfer under Section 8-313(1) is an essential 
element to the creation of an enforceable security interest. Under present Section 9-203(1), 
an enforceable security interest can be created without possession if there is a written secu- 

ity agreement signed by the debtor. Under this revision, Section 9-203(1) is expressly 
made subject to this section. 

Subsection (2) provides that when value has been given and the debtor has rights in the 
collateral, an appropriate transfer will result not only in an enforceable security interest 
but also in one that is perfected. Under this revision, an unperfected security interest in a 
security cannot be created. A security interest created by transfer under Section 8-313(1)(i), 
however, may become unperfected if, within 21 days, the requirements of another method 
of effective transfer are not satisfied. This produces the same result as present Section 
9-304(4). Securities are expressly excluded from the coverage of Section 9-304(4). 

Subsection (3) expressly makes a security interest in securities subject to the provisions 
of Article 9 except those provisions dealing with the creation and perfection of security 
interests. Those matters are governed by this section. In addition, the provisions of Section 
9-207, which govern the rights and duties of the pledgee of a certificated security, are 
extended, to the extent they are applicable, to all secured parties, whether or not the pos- 
session of a certificated security is involved. Thus, in the absence of agreement to the con- 

rary, the secured party, who might be the registered owner of an uncertificated security, 
ould have the duty to remit dividends he received to the debtor or to apply them in reduc- 
ion of the obligation under Section 9-207(2)(c). 

Subsection (4) provides that a security interest is terminated by re-transfer to the debtor 
unless the parties otherwise agree. Even when the parties agree that the security interest 
is to continue, it will become unperfected unless there is delivery of a certificated security 
or the limited purposes described in the second sentence. This provision is intended to pro- 
duce the same result as present Section 9-304(5) from the coverage of which securities are 
expressly excluded. The final sentence limits the continued perfection to a 21 day period, as 
does Section 9-304(5), and requires re-transfer to the secured party, in a manner analogous 

o Section 9-304(6), as a condition of continued or renewed perfection. 
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PART 4 
REGISTRATION 


$ 8-401. Duty of Issuer to Register Transfer, Pledge, or Release. 

(1) [Where] If a certificated security in registered form is presented to 
he issuer with a request to register transfer[,] or an instruction is pre- 
ented to the issuer with a request to register transfer, pledge, or release, 
he issuer [is under a duty to] shall register the transfer, pledge, or release 
as requested if: 

(a) the security is indorsed or the instruction was originated by the ap- 
propriate person or persons (Section 8-308); [and] 

(b) reasonable assurance is given that those indorsements or instruc- 
tions are genuine and effective (Section 8-402); [and] 

(c) the issuer has no duty [to inquire into] as to adverse claims or has 
discharged [any such] £he duty (Section 8-403); [and] 

(d) any applicable law relating to the collection of taxes has been 
complied with; and 

(e) the transfer, pledge, or release is in fact rightful or is to a bona fide 
purchaser. 

(2) [Where] Jf an issuer is under a duty to register a transfer, pledge, or 
elease of a security, the issuer is also liable to the person presenting a 
ertificated security or an instruction [it] for registration or his principal 

for loss resulting from any unreasonable delay in registration or from fail- 
re or refusal to register the transfer, pledge, or release. 


Reasons for 1977 Change 


Subsection (1) states the duty of the issuer to honor instructions to register the transfer, 
pledge or release of uncertificated securities in the same terms and with the same condi- 
ions that the present statute imposes with respect to the registration of transfer o 

certificated securities. 

The issuer's liability under subsection (2) is extended to cover losses resulting from fail- 
ure to take timely action with respect to instructions to transfer, pledge or release 
uncertificated securities. 


$ 8-402. Assurance that Indorsements and Instructions Are 
Effective. 

(1) The issuer may require the following assurance that each necessary 
indorsement of a certificated security or each instruction (Section 8-308) is 
genuine and effective: 

(a) in all cases, a guarantee of the signature ( [subsection (1) of] Sec- 
tion 8-312(1) or (2)) of the person indorsing a certificated security or 
originating an instruction including, in the case of an instruction, a war- 
ranty of the taxpayer identification number or, in the absence thereof, 
other reasonable assurance of identity; [and] 

(b) [where] if the indorsement is made or the instruction is originated 
by an agent, appropriate assurance of authority to sign; 

(c) [where] if the indorsement is made or the instruction is originated 
by a fiduciary, appropriate evidence of appointment or incumbency; 

(d) [where] if there is more than one fiduciary, reasonable assurance 
that all who are required to sign have done so; and 
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(e) [where] if the indorsement is made or the instruction is originated 
by a person not covered by any of the foregoing, assurance appropriate 
to the case corresponding as nearly as may be to the foregoing. 

(2) A *guarantee of the signature" in subsection (1) means a guarantee 
signed by or on behalf of a person reasonably believed by the issuer to be 
responsible. The issuer may adopt standards with respect to responsibility 
[provided such standards] if they are not manifestly unreasonable. 

(3) “Appropriate evidence of appointment or incumbency” in subsection 
(1) means: 

(a) in the case of a fiduciary appointed or qualified by a court, a certif- 
icate issued by or under the direction or supervision of that court or an 
officer thereof and dated within [sixty] 60 days before the date of presen- 
tation for transfer, pledge, or release; or 

(b) in any other case, a copy of a document showing the appointment 
or a certificate issued by or on behalf of a person reasonably believed by 
the issuer to be responsible or, in the absence of [such a] that document 
or certificate, other evidence reasonably deemed by the issuer to be 
appropriate. The issuer may adopt standards with respect to [such] the 
evidence [provided such standards] if they are not manifestly 
unreasonable. The issuer is not charged with notice of the contents o 
any document obtained pursuant to this paragraph (b) except to the 
extent that the contents relate directly to the appointment or 
incumbency. 


(4) The issuer may elect to require reasonable assurance beyond that 
specified in this section, but if it does so and, for a purpose other than that 
specified in subsection (3)(b), both requires and obtains a copy of a will, 

rust, indenture, articles of co-partnership, by-laws, or other controlling 
instrument, it is charged with notice of all matters contained therein af- 
fecting the transfer, pledge, or release. 


Reasons for 1977 Change 


This section has been modified so as to permit the issuer to require, as a condition o 
honoring an instruction, precisely the same assurances and supplementary documentation 
as the present section permits the issuer to require as a condition of registering the transfer 
of a certificated security. In addition, under the last phrase of subparagraph (1)(a) the is- 
suer may require either a warranty of the taxpayer identification number on an instruction 
as provided in Section 8-312(2)(d) or other evidence of identity. 


§ 8-403. [Limited Duty of Inquiry] Issuer’s Duty as to Adverse 
Claims. 


(1) An issuer to whom a certificated security is presented for registration 
lis under a duty to] shall inquire into adverse claims if: 

(a) a written notification of an adverse claim is received at a time and 
in a manner [which affords] affording the issuer a reasonable opportunity 
to act on it prior to the issuance of a new, reissued, or re-registered 
certificated security, and the notification identifies the claimant, the 
registered owner, and the issue of which the security is a part, and 
provides an address for communications directed to the claimant; or 

(b) the issuer is charged with notice of an adverse claim from a con- 
trolling instrument [which] it has elected to require under [subsection 
(4) of] Section 8-402(4). 
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(2) The issuer may discharge any duty of inquiry by any reasonable 
means, including notifying an adverse claimant by registered or certified 
mail at the address furnished by him or, if there be no such address, at his 
residence or regular place of business that the certificated security has 
been presented for registration of transfer by a named person, and that 
he transfer will be registered unless within [thirty] 30 days from the date 
of mailing the notification, either: 

(a) an appropriate restraining order, injunction, or other process is- 
sues from a court of competent jurisdiction; or 

(b) there is filed with the issuer an indemnity bond, sufficient in the is- 
suer's judgment to protect the issuer and any transfer agent, registrar, 
or other agent of the issuer involved[,] from any loss [which] it or they 
may suffer by complying with the adverse claim [is filed with the issuer]. 
(3) Unless an issuer is charged with notice of an adverse claim from a 

controlling instrument which it has elected to require under [subsection 
(4) of] Section 8-402(4) or receives notification of an adverse claim under 
subsection (1) [of this section, where], if a certificated security presented 
for registration is indorsed by the appropriate person or persons the issuer 
is under no duty to inquire into adverse claims. In particular: 

(a) an issuer registering a certificated security in the name of a person 
who is a fiduciary or who is described as a fiduciary is not bound to 
inquire into the existence, extent, or correct description of the fiduciary 
relationship; and thereafter the issuer may assume without inquiry that 
the newly registered owner continues to be the fiduciary until the issuer 
receives written notice that the fiduciary is no longer acting as such with 
respect to the particular security; 

(b) an issuer registering transfer on an indorsement by a fiduciary is 
not bound to inquire whether the transfer is made in compliance with a 
controlling instrument or with the law of the state having jurisdiction o 
the fiduciary relationship, including any law requiring the fiduciary to 
obtain court approval of the transfer; and 

(c) the issuer is not charged with notice of the contents of any court 
record or file or other recorded or unrecorded document even though the 
document is in its possession and even though the transfer is made on 
the indorsement of a fiduciary to the fiduciary himself or to his nominee. 
(4) An issuer is under no duty as to adverse claims with respect to an 

uncertificated security except: 

(a) claims embodied in a restraining order, injunction, or other legal 
process served upon the issuer if the process was served at a time and in 
a manner affording the issuer a reasonable opportunity to act on it in ac- 
cordance with the requirements of subsection (5); 

(b) claims of which the issuer has received a written notification from 
the registered owner or the registered pledgee if the notification was 
received at a time and in a manner affording the issuer a reasonable op- 
portunity to act on it in accordance with the requirements of subsection 
(5); 

(c) claims (including restrictions on transfer not imposed by the issuer) 
to which the registration of transfer to the present registered owner was 
subject and were so noted in the initial transaction statement sent to him; 
and 
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(d) claims as to which an issuer is charged with notice from a control- 
ling instrument it has elected to require under Section 8-402(4). 


(5) If the issuer of an uncertificated security is under a duty as to an 
adverse claim, he discharges that duty by: 


(a) including a notation of the claim in any statements sent with re- 
spect to the security under Sections 8-408(3), (6), and (7); and 


(b) refusing to register the transfer or pledge of the security unless the 
nature of the claim does not preclude transfer or pledge subject thereto. 


(6) If the transfer or pledge of the security is registered subject to an 
adverse claim, a notation of the claim must be included in the initial trans- 
action statement and all subsequent statements sent to the transferee and 
pledgee under Section 8-408. 


(7) Notwithstanding subsections (4) and (5), if an uncertificated security 

as subject to a registered pledge at the time the issuer first came under a 
duty as to a particular adverse claim, the issuer has no duty as to that 
laim if transfer of the security is requested by the registered pledgee or an 
appropriate person acting for the registered pledgee unless: 


(a) the claim was embodied in legal process which expressly provides 
otherwise; 


(b) the claim was asserted in a written notification from the registered 
pledgee; 

(c) the claim was one as to which the issuer was charged with notice 
from a controlling instrument it required under Section 8-402(4) in con- 
nection with the pledgee's request for transfer; or 


(d) the transfer requested is to the registered owner. 
Reasons for 1977 Change 


The present law permits an adverse claimant to delay the registration of transfer of a 
certificated security by thirty days merely by sending a timely written notification to the is- 
suer identifying the claimant, registered owner and issue and giving an address for 
communications. This rather loose procedure has not constituted a serious problem for two 

easons. First, the transfer of a certificated security is effected by delivery and the rights o 
he parties are established before the security is presented to the issuer for registration. 
More significantly, the bona fide purchaser of a security takes free of adverse claims and 
claims known to the issuer need not be known to him. 

The present system enables the claimant to assert his rights in court before the issuer 
ets a new certificated security loose which might find its way into the hands of a bona fide 
purchaser. He can effectively do so, of course, only when the rights of a bona fide purchaser 
have not already intervened, but, in that minority of instances, he does receive protection. 
Conversely, the ease with which a claimant can register his claim with the issuer is not a 
great burden on the owner since the clean certificate in his hands gives him the power to 

ransfer to a bona fide purchaser free of the adverse claim. Thus, the present statute 
equires no notice to the owner when a claim is filed with the issuer and the claim has no 
effect on transactions until the certificate is presented for registration of transfer. By then, 
he effect is usually limited to mere delay. 

With uncertificated securities, however, transfer does not take place until registration so 
hat any mandated delay seriously impairs an owner's ability to sell or pledge his security. 
Since a prudent purchaser may not pay until he receives a clean initial transaction state- 
ment, the effect of a mere letter notifying the issuer of an adverse claim, however frivolous, 

ould be disastrous. Because of this important difference, the rules of the present section, 
in subsections (1), (2) and (3) have been restated, unchanged, but limited to situations 
involving only certificated securities. New rules, applying only to uncertificated securities, 
are set forth in subsections (4), (5) and (6) and are intended to accommodate the interests 
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of owners, purchasers, issuers and adverse claimants. 

Subsection (4) states that an issuer has no duty as to adverse claims except in four 
described situations. Mere written notifications result in a duty only when they come from 
existing owners and pledgees and are analogous to stop payment orders on checks. There is 
a duty as to claims to which the security was subject when it was purchased by the present 
owner, a situation with which the owner is already familiar. There is a duty as to claims 
arising from the issuer's request for documentation under Section 8-402. 

The significant difference is that claims asserted by third parties, in order to impose a 
duty on the issuer, must be supported by legal process. This will constitute assurance that 

he claim is not merely frivolous and that its assertion is more than harassment. In most 

cases the owner will have been notified and have had the opportunity to be heard. While 
claims thus asserted may ultimately be adjudged invalid, the owner will not be tied up by a 
bare written communication from the claimant. On the other hand, while a more substantial 
burden is imposed on the claimant, there is a channel through which he can assert his 
claim before the rights of a bona fide purchaser intervene. 

Once it is established that the claim imposes a duty on the issuer, notations of the claim 
must be contained in all statements sent with respect to the security and registration o 

ransfer or pledge must be refused unless the nature of the claim is consistent with transfer 
or pledge subject to the claim. When transfer or pledge is registered subject to the claim, 
he final sentence of subsection (5) requires that the claim be noted in all statements sent 
o the transferee or pledgee. 
Subsection (7) deals with the situation where an uncertificated security is already subject 
o a registered pledge when the issuer first learns of an adverse claim as to which he has a 
duty. In that event, the registered pledgee who became such without notice of the claim 
may be a bona fide purchaser with the right to transfer the security free of the claim. That 
ight cannot be curtailed by the claim of a third party (including the registered owner) un- 
ess legal process embodying the claim expressly deals with the pledgee's interest. There is 
obviously no curtailment of the pledgee's right when the claim is asserted by the pledgee 
himself. It should be curtailed if the pledgee's right to obtain registration of transfer is 
called into question by a controlling instrument which the issuer elects to require before 
acting on the pledgee's request. Since the transfer to the registered owner is the equivalent 
of a release of the pledge, such a transfer should not terminate the issuer's duty as to the 
claim. 


$ 8-404. Liability and Non-Liability for Registration. 

(1) Except as [otherwise] provided in any law relating to the collection o 
axes, the issuer is not liable to the owner, pledgee, or any other person 
suffering loss as a result of the registration of a transfer, pledge, or release 
of a security if: 

(a) there were on or with [the] a certificated security the necessary 
indorsements or the issuer had received an instruction originated by an 
appropriate person (Section 8-308); and 

(b) the issuer had no duty [to inquire into] as to adverse claims or has 
discharged [any such] the duty (Section 8-403). 

(2) [Where] Jf an issuer has registered a transfer of a certificated secu- 
rity to a person not entitled to it, the issuer on demand [must] shall deliver 
a like security to the true owner unless: 

(a) the registration was pursuant to subsection (1); [or] 

(b) the owner is precluded from asserting any claim for registering the 
transfer under [subsection (1) of the following section] Section 8-405(1); 
or 

(c) [such] the delivery would result in overissue, in which case the is- 
suer's liability is governed by Section 8-104. 

(3) If an issuer has improperly registered a transfer, pledge, or release o, 
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an uncertificated security, the issuer on demand from the injured party 
hall restore the records as to the injured party to the condition that would 
ave obtained if the improper registration had not been made unless: 
(a) the registration was pursuant to subsection (1); or 
(b) the registration would result in overissue, in which case the issuer's 
liability is governed by Section 8-104. 


Reasons for 1977 Change 
Subsection (1) exonerates the issuer from liability to any person arising from registration 
of transfer, pledge or release of an uncertificated security under the same conditions that 
he present statute provides with respect to the registration of transfer of a certificated 
security. 
The remedy for improper registration under subsection (2), i.e., the delivery of a like se- 
curity to the true owner, is inapplicable to uncertificated securities. Thus, subsection (3) 
provides an analogous remedy for uncertificated securities, the restoration of the records to 
heir proper condition. The same exception is made in the event of overissue. The exception 
of paragraph (2)(b) is inapplicable to uncertificated securities which, by definition, cannot 
be lost, destroyed or stolen, and is omitted from subsection (3). 


$ 8-405. Lost, Destroyed, and Stolen Certificated Securities. 

(1) [Where] Jf a certificated security has been lost, apparently destroyed, 
or wrongfully taken, and the owner fails to notify the issuer of that fact 

ithin a reasonable time after he has notice of it and the issuer registers a 
ransfer of the security before receiving [such a] notification, the owner is 
precluded from asserting against the issuer any claim for registering the 
ransfer under [the preceding section] Section 8-404 or any claim to a new 
security under this section. 


(2) [Where] Jf the owner of [the] a certificated security claims that the 
security has been lost, destroyed, or wrongfully taken, the issuer [must] 
hall issue a new certificated security or, at the option of the issuer, an 
equivalent uncertificated security in place of the original security if the 
owner: 


(a) so requests before the issuer has notice that the security has been 
acquired by a bona fide purchaser; [and] 
(b) files with the issuer a sufficient indemnity bond; and 
(c) satisfies any other reasonable requirements imposed by the issuer. 
(3) If, after the issue of [the] a new certificated or uncertificated security, 
a bona fide purchaser of the original certificated security presents it for 
registration of transfer, the issuer [must] shall register the transfer unless 
registration would result in overissue, in which event the issuer's liability 
is governed by Section 8-104. In addition to any rights on the indemnity 
bond, the issuer may recover the new certificated security from the person 
o whom it was issued or any person taking under him except a bona fide 
purchaser or may cancel the uncertificated security unless a bona fide 
purchaser or any person taking under a bona fide purchaser is then the 
egistered owner or registered pledgee thereof. 


Reasons for 1977 Change 
Subsection (1) is applicable only to certificated securities, since only they can be lost, 
destroyed or stolen. 
Subsection (2) permits the issuer to satisfy his obligation to replace a lost, destroyed or 
stolen certificated security by issuing a replacement in either certificated or uncertificated 
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orm. Such alternatives exist only when the particular issue is partly certificated and 
partly uncertificated. In that event, the owner may have the privilege of exchanging one for 
he other under Section 8-407, thus placing the ultimate option with him. Compare explana- 
ion of changes under Section 8-104. 


$ 8-406. Duty of Authenticating Trustee, Transfer Agent, or 
Registrar. 


(1) [Where] Jf a person acts as authenticating trustee, transfer agent, 
registrar, or other agent for an issuer in the registration of transfers of its 
ertificated securities or in the registration of transfers, pledges, and 
eleases of its uncertificated securities, [or] in the issue of new securities, or 
in the cancellation of surrendered securities: 


(a) he is under a duty to the issuer to exercise good faith and due dili- 
gence in performing his functions; and 


(b) [he has] with regard to the particular functions he performs, he 
has the same obligation to the holder or owner of [the] a certificated se- 
curity or to the owner or pledgee of an uncertificated security and has the 
same rights and privileges as the issuer has in regard to those functions. 


(2) Notice to an authenticating trustee, transfer agent, registrar or other 
[such] agent is notice to the issuer with respect to the functions performed 
by the agent. 


Reasons for 1977 Change 
The coverage of this section is broadened to include the agents of the issuers of both 
certificated and uncertificated securities. 


8-407. Exchangeability of Securities. 


(1) No issuer is subject to the requirements of this section unless it 
egularly maintains a system for issuing the class of securities involved 
under which both certificated and uncertificated securities are regularly is- 
ued to the category of owners, which includes the person in whose name 

the new security is to be registered. 

(2) Upon surrender of a certificated security with all necessary indorse- 

ents and presentation of a written request by the person surrendering the 

ecurity, the issuer, if he has no duty as to adverse claims or has discharged 
the duty (Section 8-403), shall issue to the person or a person designated by 

im an equivalent uncertificated security subject to all liens, restrictions, 
and claims that were noted on the certificated security. 

(3) Upon receipt of a transfer instruction originated by an appropriate 
person who so requests, the issuer of an uncertificated security shall cancel 
the uncertificated security and issue an equivalent certificated security on 

hich must be noted conspicuously any liens and restrictions of the issuer 
and any adverse claims (as to which the issuer has a duty under Section 

-403(4)) to which the uncertificated security was subject. The certificated 
ecurity shall be registered in the name of and delivered to: 
(a) the registered owner, if the uncertificated security was not subject to 

a registered pledge; or 

(b) the registered pledgee, if the uncertificated security was subject to a 
registered pledge. 
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Reasons for 1977 Change 


This is an entirely new section which deals with the right of the holder of a certificated 

security to exchange it for an equivalent uncertificated security and the right of the 
egistered owner or registered pledgee of an uncertificated security to obtain a certificated 
security in exchange for it. This section is applicable only in those situations where both 
certificated and uncertificated securities exist within the same issue and either form is 
available to the particular owner. Subsection (1) so limits its applicability. 

Neither this nor any other section of this Article is intended to mandate the establish- 
ment or continuance of a dual system of registration. It is contemplated that some issuers 
may provide for both forms of securities on a more or less indefinite basis. Issuers of exist- 
ng issues which are necessarily wholly certificated may make uncertificated securities 
available with the intention to phase out the certificated securities over a period of time. 
Some issuers, if permitted by relevant law, may restrict the availability of uncertificated 
securities to particular categories of owners, e.g., brokers, banks and institutions. 

Subsections (2) and (3) establish the mechanism for exchange. When a certificated secu- 

ity is surrendered for exchange and the issuer has a duty as to adverse claims, that duty 

must be discharged before an equivalent uncertificated security can be issued. When an 
instruction requests the issuance of a certificated security in exchange for an uncertificated 
security, adverse claims as to which the issuer has a duty are to be noted conspicuously 
hereon. In either case, the existence of the issuer's duty is determined by the provisions o 
Section 8-403. 


8-408. Statements of Uncertificated Securities. 

(1) Within 2 business days after the transfer of an uncertificated security 
as been registered, the issuer shall send to the new registered owner and, 

if the security has been transferred subject to a registered pledge, to the 
egistered pledgee a written statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units transferred; 

(c) the name and address and any taxpayer identification number o 
the new registered owner and, if the security has been transferred subject 
to a registered pledge, the name and address and any taxpayer identifica- 
tion number of the registered pledgee; 

(d) a notation of any liens and restrictions of the issuer and any adverse 
claims (as to which the issuer has a duty under Section 8-403(4)) to 
which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restrictions, 
or adverse claims; and 

(e) the date the transfer was registered. 

(2) Within 2 business days after the pledge of an uncertificated security 
as been registered, the issuer shall send to the registered owner and the 
egistered pledgee a written statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units pledged; 

(c) the name and address and any taxpayer identification number o 
the registered owner and the registered pledgee; 

(d) a notation of any liens and restrictions of the issuer and any adverse 
claims (as to which the issuer has a duty under Section 8-403(4)) to 
which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restrictions, 
or adverse claims; and 
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(e) the date the pledge was registered. 

(3) Within 2 business days after the release from pledge of an uncertifi- 
ated security has been registered, the issuer shall send to the registered 
owner and the pledgee whose interest was released a written statement 
ontaining: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units released from pledge; 

(c) the name and address and any taxpayer identification number o 
the registered owner and the pledgee whose interest was released; 

(d) a notation of any liens and restrictions of the issuer and any adverse 
claims (as to which the issuer has a duty under Section 8-403(4)) to 
which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restrictions 
or adverse claims; and 

(e) the date the release was registered. 

(4) An "initial transaction statement" is the statement sent to: 

(a) the new registered owner and, if applicable, to the registered pledgee 
pursuant to subsection (1); 

(b) the registered pledgee pursuant to subsection (2); or 

(c) the registered owner pursuant to subsection (3). 
ach initial transaction statement shall be signed by or on behalf of the is- 

uer and must be identified as “Initial Transaction Statement”. 
(5) Within 2 business days after the transfer of an uncertificated security 
as been registered, the issuer shall send to the former registered owner 
and the former registered pledgee, if any, a written statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units transferred; 

(c) the name and address and any taxpayer identification number o 
the former registered owner and of any former registered pledgee; and 

(d) the date the transfer was registered. 

(6) At periodic intervals no less frequent than annually and at any time 

upon the reasonable written request of the registered owner, the issuer shall 

end to the registered owner of each uncertificated security a dated written 
tatement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the name and address and any taxpayer identification number o, 
the registered owner; 

(c) the number of shares or units of the uncertificated security registered 
in the name of the registered owner on the date of the statement; 

(d) the name and address and any taxpayer identification number o 
any registered pledgee and the number of shares or units subject to the 
pledge; and 

(e) a notation of any liens and restrictions of the issuer and any adverse 
claims (as to which the issuer has a duty under Section 8-403(4)) to 
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which the uncertificated security is or may be subject or a statement that 
there are none of those liens, restrictions, or adverse claims. 
(7) At periodic intervals no less frequent than annually and at any time 
upon the reasonable written request of the registered pledgee, the issuer 
hall send to the registered pledgee of each uncertificated security a dated 
ritten statement containing: 


(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the name and address and any taxpayer identification number o, 
the registered owner; 


(c) the name and address and any taxpayer identification number o 
the registered pledgee; 


(d) the number of shares or units subject to the pledge; and 


(e) a notation of any liens and restrictions of the issuer and any adverse 
claims (as to which the issuer has a duty under Section 8-403(4)) to 
which the uncertificated security is or may be subject or a statement that 
there are none of those liens, restrictions, or adverse claims. 


(8) If the issuer sends the statements described in subsections (6) and (7) 
at periodic intervals no less frequent than quarterly, the issuer is not obliged 
to send additional statements upon request unless the owner or pledgee 

equesting them pays to the issuer the reasonable cost of furnishing them. 


(9) Each statement sent pursuant to this section must bear a conspicuous 
egend reading substantially as follows: “This statement is merely a record 
of the rights of the addressee as of the time of its issuance. Delivery of this 
tatement, of itself, confers no rights on the recipient. This statement is nei- 
ther a negotiable instrument nor a security.” 


Reasons for 1977 Change 


This is an entirely new section which obliges the issuer of uncertificated securities to 
send certain statements. The required statements are of two types. Transaction state- 
ments, required by subsections (1), (2), (3) and (5), are analogous to debit and credit advices 
and the periodic statements can be reconciled from them. Periodic statements, required by 
subsections (6) and (7) are analogous to bank statements and will advise owners and 
pledgees of their positions at given points in time. 

The transaction statements, which are mandated upon the registration of transfer, 
pledge or release, must be sent within two days after the relevant registration, but it is 
contemplated that such statements will be prepared virtually simultaneously with the 
actual registration and sent immediately thereafter. 

The transaction statements are intended to serve two functions. They are notice to the 
ransferor (the owner in the case of a transfer or pledge or the pledgee in the case of a 
elease or the transfer of a security subject to a pledge) that his interest has been reduced. 

In the event of fraudulent, unauthorized or otherwise improper registration, the transac- 
ion statement will serve as notice that timely action should be taken. 

More importantly, these statements are notice to the transferee (new owner in the case o 
a transfer, pledgee in the case of a pledge, present owner in the case of a release) that the 
increase of his interest has, in fact, been registered. Furthermore, since all statements 
except those required by subsection (5) must include a notation of defects or an express 
statement that there are none, these statements will give the transferee the assurance 

“clean” certificated security and create an estoppel against 


It is contemplated that transferees will and should be able to rely on these statements 
and, in many cases, will not part with their consideration until they receive them. In order 
hat they will have the desired effect of establishing rights for the transferee against the is- 
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suer, subsection (4) requires that the copy of each transaction statement sent to the 
ransferee, called an “initial transaction statement," be signed. Note that Section 1-201(39) 
does not require a manual signature for compliance with this requirement. Compare also 
Sections 8-103(b), 8-105(3)(d), 8-202, 8-204(b), 8-205, 8-206, 8-208, 8-304 and 8-313(3) for 
he effects of initial transaction statements. 

The frequency of one year, with which periodic statements must be sent to owners and 
pledgees, is intended to be a minimum requirement for all issuers, including closely held 
corporations. Owners and pledgees are entitled to request additional statements of position 
at any time. It is contemplated, however, that publicly held issuers will adopt the practice 
of sending quarterly statements conforming to the common practice of sending quarterly 

eports and dividend checks. For those that do, subsection (8) eliminates the obligation to 
urnish additional statements of position on request unless the issuer is reimbursed for the 
additional cost. 

Subsection (9) requires a conspicuous legend to be borne by each statement as a protec- 
ion against unjustified reliance on statements of uncertificated securities by persons who 
might deal with them. Other than the aforesaid legend, the form of the statements required 
by this section is not prescribed. Perhaps the forms now used by the transfer agents o 
mutual funds to confirm acquisitions, dispositions, reinvestment of dividends, periodic 

iquidations and statements of position might serve as a model. 


Amendments to Article 9 (1972 Official Text) 


§ 9-103. Perfection of Security Interests in Multiple State 


Transactions. 
xX ok ck 


(3) Accounts, general intangibles and mobile goods. 
(a) This subsection applies to accounts (other than an account 


described in subsection (5) on minerals) and general intangibles (other 


than uncertificated securities) and to goods . . .. 
xX ck * 


(6) Uncertificated securities. 


The law (including the conflict of laws rules) of the jurisdiction of organi- 
ation of the issuer governs the perfection and the effect of perfection or 
on-perfection of a security interest in uncertificated securities. 


Reasons for 1977 Change 
Uncertificated securities are included in the definition of “General intangibles” under 
Section 9-106. Since the perfection of a security interest in an uncertificated security is 
normally accomplished by registration of pledge or transfer under Article 8, uncertificated 
securities are excluded from the coverage of subsection (3) under which the location of the 
debtor would govern. New subsection (6) prescribes the law of the issuer’s jurisdiction of or- 
ganization as the governing law, consistent with Section 8-106. 


§ 9-105. Definitions and Index of Definitions. 


(1) In this Article unless the context otherwise requires: 
xX ok * 


(i) “Instrument” means a negotiable instrument (defined in Section 


3-104), or a certificated security (defined in Section 8-102) or . . . 
xX ck ck 


Reasons for 1977 Change 
Because Section 8-102 now defines “security” as either a certificated or an uncertificated| 
security, the word “certificated” is inserted to limit the definition only to those securities 
hich are represented by instruments. 
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$ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Formal Requisites. 


(1) Subject to the provisions of Section 4-208 on the security interest of a 
collecting bank, Section 8-321 on security interests in securities and Section 
9-113 on a security interest arising under the Article on Sales, a security 
interest is not enforceable against the debtor or third parties with respect 

o the collateral and does not attach unless: 


(a) the collateral is in the possession of the secured party pursuant to 
agreement, or the debtor has signed a security agreement which contains 
a description of the collateral and in addition, when the security interest 
covers crops growing or to be grown or timber to be cut, a description o 
the land concerned; [and] 


(b) value has been given; and 
(c) the debtor has rights in the collateral. 


xX kK ck 


Reasons for 1977 Change 

The added language in subsection (1) expressly makes this section subject to Section 
8-321. Section 8-321(1) provides that an enforceable security interest in a security can be 
created only by a transfer which complies with Section 8-313(1). 

It should be noted that both subsection (1) of this section and Section 8-321(2) contain 
he requirements that value be given and that the debtor have rights in the collateral. 
Subparagraph (1)(a) of this section, however, requires either possession by the secured 
party or a security agreement signed by the debtor. Of the various provisions of Section 
8-313(1), some require possession by the secured party, some require a signed security 
agreement and the rest require procedures which are functionally equivalent to possession. 

It is intended that compliance with some provision of Section 8-313(1) is essential to the 
creation of an enforceable security interest in a security and, conversely, that compliance 

ith the requirements of subsection (1) of this section will not, of itself, suffice. 


$ 9-302. When Filing is Required to Perfect Security Interest; 
Security Interests to Which Filing Provisions of This 
Article Do Not Apply. 
(1) A financing statement must be filed to perfect all security interest[s] 


except the following: 
* Kk ok 


(f) a security interest of a collecting bank (Section 4-208) or in securi- 
ties (Section 8-321) or arising under the Article on Sales (see Section 


9-113) or covered in subsection (3) of this section; 
xX ck ck 


Reasons for 1977 Change 
Section 8-321(2) provides that security interests in securities created in accordance with 
its provisions are perfected. Since none of its provisions, including the provisions of Section 
8-313(1) incorporated therein, require filing, security interests in securities are excepted 
rom the normal filing requirements of Article 9 by the language added to subparagraph 
(1)(f) of this section. Note that most of the requirements of Section 8-313(1) involve either 
possession or its functional equivalent. 


§ 9-304. Perfection of Security Interest in Instruments, 
Documents, and Goods Covered by Documents; 
Perfection by Permissive Filing; Temporary Perfection 
Without Filing or Transfer of Possession. 


(1) A security interest in chattel paper or negotiable documents may be 
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perfected by filing. A security interest in money or instruments (other than 
ertificated securities or instruments which constitute part of chattel paper) 
can be perfected only by the secured party's taking possession, except as 
provided in subsections (4) and (5) of this section and subsections (2) and 
(3) of Section 9-306 on proceeds. 
xX ok ok 
(4) A security interest in instruments (other than certificated securities) 
or negotiable documents is perfected without filing or the taking of posses- 
sion for a period of 21 days from the time it attaches to the extent that it 
arises for new value given under a written security agreement. 


(5) A security interest remains perfected for a period of 21 days without 
filing where a secured party having a perfected security interest in an 
instrument (other than a certificated security), a negotiable document or 
goods in possession of a bailee other than one who has issued a negotiable 


document therefor: 
xX ok cK 
(b) delivers the instrument to the debtor for the purpose of ultimate 
sale or exchange or of presentation, collection, renewal, or registration o 
transfer. 


(6) After the 21 day period in subsections (4) and (5) perfection depends 
pon compliance with applicable provisions of this Article. 


Reasons for 1977 Change 
The definition of “instrument” in Section 9-105(1)() includes a certificated security and 
he perfection of security interests in all securities is governed by Section 8-321. Hence, 
certificated securities are expressly excluded from this section. 
Note that a perfected security interest under Section 8-321 must be created by a transfer 
nder Section 8-313(1) which, when certificated securities are involved, requires possession 
or a functional equivalent thereof. The 21 day initial grace period of subsection (4) is 
eflected in Section 8-313(1)(i) and the reference thereto in Section 8-321(2). The 21 day 
grace period of subsection (5) is reflected in Section 8-321(4). 


§ 9-305. When Possession by Secured Party Perfects Security 
Interest Without Filing. 

A security interest in letters of credit and advices of credit (subsection 
(2)(a) of Section 5-116), goods, instruments (other than certificated securi- 
ties), money, negotiable documents, or chattel paper may be perfected by 

he secured party’s taking possession of the collateral. If such collateral 
other than goods covered by a negotiable document is held by a bailee, the 
secured party is deemed to have possession from the time the bailee 
receives notification of the secured party’s interest. A security interest is 
perfected by possession from the time possession is taken without relation 
back and continues only so long as possession is retained, unless otherwise 
specified in this Article. The security interest may be otherwise perfected 
as provided in this Article before or after the period of possession by the 
secured party. 


Reasons for 1977 Change 
The definition of “instrument” in Section 9-105(1)() includes a certificated security and 
he perfection of security interests in all securities is governed by Section 8-321. Hence, 
certificated securities are expressly excluded from this section. 
The typical pledge of a certificated security is unaffected by this change since Section 
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8-313(1)(a) provides for transfer by delivery and Section 8-321(2) provides that a security 
interest thus transferred is perfected. Section 9-305 has been relied on to perfect security 
interests in securities in the hands of third parties (first pledgees, brokers, custodian 
banks, etc.) by notifying such third parties and assuming that they are bailees of certificated 
securities. When certificated securities have been repledged, held in nominee name or 
deposited in a securities depository, there is some doubt as to the identity of the bailee or, 
indeed, whether there is even an instrument that can be identified as the subject matter o 
he security interest. 

The transfer rules of Section 8-313(1), which are incorporated in Section 8-321, are 
intended to settle such questions with respect to both certificated securities and 
ncertificated securities, which, by definition, cannot be “possessed.” Note that Section 
8-313(1)(h) deals explicitly with the problem of perfection by notice, provides that the notice 
be signed by the debtor-transferor and identifies the proper party to be notified. 


$ 9-309. Protection of Purchasers of Instruments [and], 
Documents and Securities. 


Nothing in this Article limits the rights of a holder in due course of a ne- 
gotiable instrument (Section 3-302) or a holder to whom negotiable docu- 

ent of title has been duly negotiated (Section 7-501) or a bona fide 
purchaser of a security (Section [8-301] 8-302) and such holders or purchas- 
ers take priority over an earlier security interest even though perfected. 
Filing under this Article does not constitute notice of the security interest 
o such holders or purchasers. 


Reasons for 1977 Change 

This section presently resolves the conflict which may result when a financial intermedi- 
ary or secured party wrongfully transfers a certificated security he controls. Since the term 
"security" now includes, under revised Section 8-102, uncertificated securities, this section 
ill also cover the situation where a financial intermediary or secured party who is the 
egistered owner or registered pledgee of an uncertificated security wrongfully causes the 
egistration of transfer or pledge. In either case, a bona fide purchaser (including a pledgee) 
om the financial intermediary or secured party will prevail over a secured creditor of the 
beneficial owner who has created and perfected his security interest by notice to or 

acknowledgment from the wrongful transferor under Section 8-321. 


$ 9-312. Priorities Among Conflicting Security Interests in the 
Same Collateral. 


ok ck 


(7) If future advances are made while a security interest is perfected by 
filing [or], the taking of possession, or under Section 8-321 on securities, 
he security interest has the same priority for the purposes of subsection 
(5) with respect to the future advances as it does with respect to the first 
advance. If a commitment is made before or while the security interest is 
so perfected, the security interest has the same priority with respect to ad- 
ances made pursuant thereto. In other cases a perfected security interest 


has priority from the date the advance is made. 
COE cK 


Reasons for 1977 Change 


The insertion in subsection (7) protects the future advances of a secured party who has 
perfected his security interest in securities under Section 8-321 even if the method did not 
involve his taking possession of the collateral. 
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Changes in Articles 1 and 5 


$ 1-201. General Definitions. 


Subject to additional definitions contained in the subsequent Articles o 
his Act which are applicable to specific Articles or Parts thereof, and un- 
less the context otherwise requires, in this Act: 
* ok * 
(5) “Bearer” means the person in possession of an instrument, docu- 


ment of title, or certificated security payable to bearer or indorsed in 
blank. 


xX kK ck 


(14) “Delivery” with respect to instruments, documents of title, chattel 


paper, or certificated securities means voluntary transfer of possession. 
xX kK * 


(20) “Holder” means a person who is in possession of a document o 
title or an instrument or [an] a certificated investment security drawn, 


issued, or indorsed to him or his order or to bearer or in blank. 
xX k ck 


$ 5-114. Issuer’s Duty and Privilege to Honor; Right to 
Reimbursement. 
xX ok ck 

(2) Unless otherwise agreed when documents appear on their face to 
comply with the terms of a credit but a required document does not in fact 
conform to the warranties made on negotiation or transfer of a document 
of title (Section 7-507) or of a certificated security (Section 8-306) or is 
forged or fraudulent or there is fraud in the transaction: 


(a) the issuer must honor the draft on demand for payment if honor is 
demanded by a negotiating bank or other holder of the draft or demand 
which has taken the draft or demand under the credit and under cir- 
cumstances which would make it a holder in due course (Section 3-302) 
and in an appropriate case would make it a person to whom a document 
of title has been duly negotiated (Section 7-502) or a bona fide purchaser 


of a certificated security (Section 8-302); and 
xX ok x 


Reasons for 1977 Change 
The foregoing insertions of the word “certificated” in two sections of Articles other than 
Article 8 and 9 are made in order to conform to the new definitions in Section 8-102. 
ithout modification, the term “security” would include uncertificated securities as well as 
certificated securities. 


APPENDIX D 


Article 1 and Article 9: 1987 
Conforming Amendments 
[Conforming to Article 2A] 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 

(1) Except as provided hereafter in this section, when a transaction 
bears a reasonable relation to this state and also to another state or nation 
he parties may agree that the law either of this state or of such other 
state or nation shall govern their rights and duties. Failing such agree- 
ment this Act applies to transactions bearing an appropriate relation to 
his state. 

(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 

Rights of creditors against sold goods. Section 2-402. 
Applicability of the Article on Leases. Sections 2A-105 and 24-106. 
Applicability of the Article on Bank Deposits and Collections. Section 

4-102. 

Bulk transfers subject to the Article on Bulk Transfers. Section 6-102. 
Applicability of the Article on Investment Securities. Section 8-106. 
Perfection provisions of the Article on Secured Transactions. Section 

9-103. 


Official Comment 
niform Statutory Source: Section 1-105, 1978 Official Text of the Act. 
Changes: Subsection (2) is amended to reference two sections of the Article on Leases 
(Article 2A), which is being promulgated at the same time as this amendment. 


$ 1-201(37). General Definitions: “Security Interest". 

(37) “Security interest” means an interest in personal property or fixtures 

hich secures payment or performance of an obligation. The retention or 
reservation of title by a seller of goods notwithstanding shipment or 
delivery to the buyer (Section 2-401) is limited in effect to a reservation o 
a “security interest”. The term also includes any interest of a buyer of ac- 
counts or chattel paper which is subject to Article 9. The special property 
interest of a buyer of goods on identification of sueh those goods to a 
contract for sale under Section 2-401 is not a “security interest", but a 
buyer may also acquire a “security interest" by complying with Article 9. 

nless a lease-er consignment is intended as security, reservation of title 
hereunder is not a “security interest", but a consignment is in any event 
is subject to the provisions on consignment sales (S Whether 


Whether a transaction creates a lease or security interest is determined by 
the facts of each case; however, a transaction creates a security interest i 
the consideration the lessee is to pay the lessor for the right to possession 
and use of the goods is an obligation for the term of the lease not subject to 
termination by the lessee, and 

(a) the original term of the lease is equal to or greater than the remain- 
ing economic life of the goods, 

(b) the lessee is bound to renew the lease for the remaining economic 
life of the goods or is bound to become the owner of the goods, 

(c) the lessee has an option to renew the lease for the remaining eco- 
nomic life of the goods for no additional consideration or nominal ad- 
ditional consideration upon compliance with the lease agreement, or 

(d) the lessee has an option to become the owner of the goods for no ad- 
ditional consideration or nominal additional consideration upon compli- 
ance with the lease agreement. 

A transaction does not create a security interest merely because it provides 


(a) the present value of the consideration the lessee is obligated to pay 
the lessor for the right to possession and use of the goods is substantially 
equal to or is greater than the fair market value of the goods at the time 
the lease is entered into, 

(b) the lessee assumes risk of loss of the goods, or agrees to pay taxes, 
insurance, filing, recording, or registration fees, or service or mainte- 
nance costs with respect to the goods, 

(c) the lessee has an option to renew the lease or to become the owner o 
the goods, 

(d) the lessee has an option to renew the lease for a fixed rent that is 
equal to or greater than the reasonably predictable fair market rent for 
the use of the goods for the term of the renewal at the time the option is to 
be performed, or 

(e) the lessee has an option to become the owner of the goods for a fixed 
price that is equal to or greater than the reasonably predictable fair mar- 
ket value of the goods at the time the option is to be performed. 

For purposes of this subsection (37): 

(x) Additional consideration is not nominal if (i) when the option to 
renew the lease is granted to the lessee the rent is stated to be the fair 
market rent for the use of the goods for the term of the renewal determined 
at the time the option is to be performed, or (ii) when the option to become 
the owner of the goods is granted to the lessee the price is stated to be the 
fair market value of the goods determined at the time the option is to be 
performed. Additional consideration is nominal if it is less than the les- 
see's reasonably predictable cost of performing under the lease agreement 
if the option is not exercised; 
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(y) *Reasonably predictable" and *remaining economic life of the goods' 
are to be determined with reference to the facts and circumstances at the 
time the transaction is entered into; and 


(z) *Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain. The 
discount is determined by the interest rate specified by the parties if the 
rate is not manifestly unreasonable at the time the transaction is entered 
into; otherwise, the discount is determined by a commercially reasonable 
rate that takes into account the facts and circumstances of each case at 
the time the transaction was entered into. 


Official Comment 
niform Statutory Source: Section 1-201(37), 1978 Official Text of the Act. 
Changes: Substantially revised. 
Purpose: This amendment to Section 1-201(37) is being promulgated at the same time 
hat the Article on Leases (Article 2A) is being promulgated as an amendment to this Act. 

One of the reasons it was decided to codify the law with respect to leases was to resolve 
an issue that has created considerable confusion in the courts: what is a lease? The confu- 
sion exists, in part, due to the last two sentences of the definition of security interest in the 
1978 Official Text of the Act. Section 1-201(37). The confusion is compounded by the rather 
considerable change in the federal, state and local tax laws and accounting rules as they 
elate to leases of goods. The answer is important because the definition of lease determines 

ot only the rights and remedies of the parties to the lease but also those of third parties. I 
a transaction creates a lease and not a security interest, the lessee's interest in the goods is 
imited to its leasehold estate; the residual interest in the goods belongs to the lessor. This 
has significant implications to the lessee's creditors. “On common law theory, the lessor, 
since he has not parted with title, is entitled to full protection against the lessee's creditors 
and trustee in bankruptcy. . ..” 1 G. Gilmore, Security Interests in Personal Property § 3.6, 
at 76 (1965). 

Under pre-Act chattel security law there was generally no requirement that the lessor 
le the lease, a financing statement, or the like, to enforce the lease agreement against the 
essee or any third party; the Article on Secured Transactions (Article 9) did not change the 

common law in that respect. Coogan, Leasing and the Uniform Commercial Code, in Equip- 

ent Leasing—Leveraged Leasing 681, 700 n. 25, 729 n. 80 (2d ed.1980). The Article on 
Leases (Article 2A) has not changed the law in that respect, except for leases of fixtures. 
Section 24-309. An examination of the common law will not provide an adequate answer to 
he question of what is a lease. The definition of security interest in Section 1-201(37) o 
he 1978 Official Text of the Act provides that the Article on Secured Transactions (Article 
9) governs security interests disguised as leases, i.e., leases intended as security; however, 
he definition is vague and outmoded. 

Lease is defined in Article 2A as a transfer of the right to possession and use of goods for 
a term, in return for consideration. Section 2A-103(1)(j). The definition continues by stating 
hat the retention or creation of a security interest is not a lease. Thus, the task of sharpen- 
ing the line between true leases and security interests disguised as leases continues to be a 
unction of this section. 

The first paragraph of this definition is a revised version of the first five sentences of the 
1978 Official Text of Section 1-201(37). The changes are modest in that they make a style 
change in the fourth sentence and delete the reference to lease in the fifth sentence. The 
balance of this definition is new, although it preserves elements of the last two sentences o 
he prior definition. The focus of the changes was to draw a sharper line between leases 
and security interests disguised as leases to create greater certainty in commercial 
ransactions. 

Prior to this amendment, Section 1-201(37) provided that whether a lease was intended 
as security (i.e., a security interest disguised as a lease) was to be determined from the 
acts of each cases; however, (a) the inclusion of an option to purchase did not itself make 
he lease one intended for security, and (b) an agreement that upon compliance with the 

erms of the lease the lessee would become, or had the option to become, the owner of the 
property for no additional consideration, or for a nominal consideration, did make the lease 
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one intended for security. 

Reference to the intent of the parties to create a lease or security interest has led to 

unfortunate results. In discovering intent, courts have relied upon factors that were thought 
0 be more consistent with sales or loans than leases. Most of these criteria, however, are 

as applicable to true leases as to security interests. Examples include the typical net lease 

provisions, a purported lessor's lack of storage facilities or its character as a financing party 
ather than a dealer in goods. Accordingly, amended Section 1-201(37) deletes all reference 
o the parties’ intent. 

The second paragraph of the new definition is taken from Section 1(2) of the Uniform 

Conditional Sales Act (act withdrawn 1943), modified to reflect current leasing practice. 
hus, reference to the case law prior to this Act will provide a useful source of precedent. 
Gilmore, Security Law, Formalism and Article 9, 47 Neb. L. Rev. 659, 671 (1968). Whether 
a transaction creates a lease or a security interest continues to be determined by the facts 
of each case. The second paragraph further provides that a transaction creates a security 
interest if the lessee has an obligation to continue paying consideration for the term of the 
ease, if the obligation is not terminable by the lessee (thus correcting early statutory gloss, 
.g. In re Royer’s Bakery, Inc., 1 U.C.C. Rep. Serv. (Callaghan) 342 (Bankr. E.D. Pa. 1963)) 
and if one of four additional tests is met. The first of these four tests, subparagraph (a), is 
hat the original lease term is equal to or greater than the remaining economic life of the 
goods. The second of these tests, subparagraph (b), is that the lessee is either bound to 
enew the lease for the remaining economic life of the goods or to become the owner of the 
goods. In re Gehrke Enters., 1 Bankr. 647, 651-52 (Bankr.W.D.Wis.1979). The third o 
hese tests, subparagraph (c), is whether the lessee has an option to renew the lease for the 
emaining economic life of the goods for no additional consideration or for nominal ad- 
ditional consideration, which is defined later in this section. In re Celeryvale Transp., 44 
Bankr. 1007, 1014-15 (Bankr. E.D. Tenn. 1984). The fourth of these tests, subparagraph 
(d), is whether the lessee has an option to become the owner of the goods for no additional 
consideration or for nominal additional consideration. All of these tests focus on economics, 
ot the intent of the parties. In re Berge, 32 Bankr. 370, 371—73 (Bankr.W.D.Wis.1983). 

The focus on economics is reinforced by the next paragraph, which is new. It states that 
a transaction does not create a security interest merely because the transaction has certain 
characteristics listed therein. Subparagraph (a) has no statutory derivative; it states that a 

ull payout lease does not per se create a security interest. Rushton v. Shea, 419 F.Supp. 
1349, 1365 (D. Del. 1976). Subparagraph (b) provides the same regarding the provisions o 
he typical net lease. Compare All-States Leasing Co. v. Ochs, 42 Or. App. 319, 600 P.2d 
899 (Ct. App. 1979) with In re Tillery, 571 F.2d 1361 (5th Cir.1978). Subparagraph (c) 
restates and expands the provisions of former Section 1-201(37) to make clear that the op- 
ion can be to buy or renew. Subparagraphs (d) and (e) treat fixed price options and provide 
hat fair market value must be determined at the time the transaction is entered into. 
Compare Arnold Mach. Co. v. Balls, 624 P.2d 678 (Utah 1981) with Aoki v. Shepherd Mach. 
Co., 665 F.2d 941 (9th Cir. 1982). 

The relationship of the second paragraph of this subsection to the third paragraph of this 
subsection deserves to be explored. The fixed price purchase option provides a useful 
example. A fixed price purchase option in a lease does not of itself create a security interest. 

his is particularly true if the fixed price is equal to or greater than the reasonably predict- 
able fair market value of the goods at the time the option is to be performed. A security 
interest is created only if the option price is nominal and the conditions stated in the 
introduction to the second paragraph of this subsection are met. There is a set of purchase 
options whose fixed price is less than fair market value but greater than nominal that must 
be determined on the facts of each case to ascertain whether the transaction in which the 
option is included creates a lease or a security interest. 

It was possible to provide for various other permutations and combinations with respect 

o options to purchase and renew. For example, this section could have stated a rule to gov- 
ern the facts of In re Marhoefer Packing Co., 674 F.2d 1139 (7th Cir. 1982). This was not 
done because it would unnecessarily complicate the definition. Further development of this 
rule is left to the courts. 

The fourth paragraph provides definitions and rules of construction. 


$ 9-113. Security Interests Arising Under Article on Sales or 
Under Article on Leases. 


A security interest arising solely under the Article on Sales (Article 2) or 
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the Article on Leases (Article 2A) is subject to the provisions of this Article 
except that to the extent that and so long as the debtor does not have or 
does not lawfully obtain possession of the goods 


(a) no security agreement is necessary to make the security interest 
enforceable; and 


(b) no filing is required to perfect the security interest; and 


(c) the rights of the secured party on default by the debtor are governed 
(i) by the Article on Sales (Article 2) in the case of a security interest 
arising solely under such Article or (ii) by the Article on Leases (Article 
2A) in the case of a security interest arising solely under such Article. 


Official Comment 

niform Statutory Source: Section 9-113, 1978 Official Text of the Act. 
Changes: This section is amended to include security interests arising under the Article on 
Leases (Article 2A), which is being promulgated at the same time as this amendment. 
Section 2A-508(5). After the effective date of the amendment to this section all references 
in the Act to Section 9-113 will be deemed to refer to this section, as amended. E.g., 
Sections 9-203(1) and 9-302(1)(f). 
Cross Reference: 

Article 2A, esp. Section 2A-508(5). 
Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Party”. Section 1-201(29). 

“Rights”. Section 1-201(36). 

“Sale”. Section 2-106(1). 

“Security interest”. Section 1-201(37). 


APPENDIX E 
Pre-revision Article 6 


Set forth below are the Text and Official Comments of Article 6 as they existed prior to 
evision in 1989. 


ARTICLE 6 
BULK TRANSFERS 


. Short Title. 

. *Bulk Transfers"; Transfers of Equipment; Enterprises Subject to This 
Article; Bulk Transfers Subject to This Article. 

. Transfers Excepted From This Article. 

. Schedule of Property, List of Creditors. 

. Notice to Creditors. 


107. The Notice. 

108. Auction Sales; “Auctioneer”. 

109. What Creditors Protected; [Credit for Payment to Particular Creditors]. 
110. Subsequent Transfers. 

111. Limitation of Actions and Levies. 


6- 
6- 
6- 
6- 
6- 


$ 6-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code— Bulk Transfers. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This Article attempts to simplify and make uniform the bulk sales laws of the states 

hat adopt this Act. 

2. Many states have bulk sales laws, of varying type and coverage. Their central purpose 
is to deal with two common forms of commercial fraud, namely: 

(a) The merchant, owing debts, who sells out his stock in trade to a friend for less than it 
is worth, pays his creditors less than he owes them, and hopes to come back into the busi- 
ness through the back door some time in the future. 

(b) The merchant, owing debts, who sells out his stock in trade to anyone for any price, 
pockets the proceeds, and disappears leaving his creditors unpaid. 

3. The first is one form of fraudulent conveyance. The substantive law concerning it has 
been codified by the Commissioners in the Uniform Fraudulent Conveyance Act. No change 
in that Act is proposed. The contribution of the bulk sales laws to the problem is in the 

equirement that creditors receive advance notice of bulk sales. Having such notice, they 

can investigate the price and other circumstances of the sale before it occurs, and determine 
hen instead of later whether they should try to stop it. This is a valuable policing measure, 
and is continued. To be effective, it requires a longer notice than five days. This Article 
herefore follows in this respect those laws which require a longer notice (Sections 6-105, 
6-108). 

4. The second form of fraud suggested above represents the major bulk sales risk, and its 
prevention is the central purpose of the existing bulk sales laws and of this Article. Advance 
notice to the seller's creditors of the impending sale is an important protection against it, 
since with notice the creditors can take steps to impound the proceeds if they think it 

ecessary. In many states, typified for instance by New York, such notice is substantially. 
he only protection which bulk sales statutes give. Other states, typified for instance by 
Pennsylvania, give additional protection by imposing on the buyer an obligation to ensure 
hat the money that he pays to his indebted seller is in fact applied to pay the seller's 
debts. This Article requires notice to creditors (Section 6-105) and if bracketed Section 
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6-106 is enacted it imposes the other obligation also. 

5. These are the affirmative reasons for a law such as this Article. The objections are 
chiefly delay and red tape on legitimate transactions, and the possibility of a trap for the 
nwary buyer. It is hard to avoid the latter danger. But to minimize both it and the former 
he transactions subject to the Article are identified as clearly as possible and are limited to 
hose which carry the dangers to be guarded against (Sections 6-102 and 6-103), and the 
sanctions are such as to permit honest and solvent buyers and sellers to put through 
ransactions promptly without undue risk. Sections 6-104 through 6-108. 
Cross References: 

Point 3: Sections 6-105 and 6-108. 

Point 4: Sections 6-105 and 6-106. 

Point 5: Sections 6-102, 6-103, 6-104 through 6-108. 


$ 6-102. *Bulk Transfers"; Transfers of Equipment; Enterprises 
Subject to This Article; Bulk Transfers Subject to This 
Article. 

(1) A *bulk transfer" is any transfer in bulk and not in the ordinary 
course of the transferor's business of a major part of the materials, sup- 
plies, merchandise or other inventory (Section 9-109) of an enterprise 
subject to this Article. 

(2) A transfer of a substantial part of the equipment (Section 9-109) o 
such an enterprise is a bulk transfer if it is made in connection with a bulk 
ransfer of inventory, but not otherwise. 

(3) The enterprises subject to this Article are all those whose principal 
business is the sale of merchandise from stock, including those who 

anufacture what they sell. 


(4) Except as limited by the following section all bulk transfers of goods 


located within this state are subject to this Article. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Much of the litigation under the existing laws has dealt with the kinds of businesses 
and the kinds of transfers covered. This section defines these matters. 

2. 'The businesses covered are defined in subsection (3). Notice that they do not include 
arming nor contracting nor professional services, nor such things as cleaning shops, barber 
shops, pool halls, hotels, restaurants, and the like whose principal business is the sale not 
of merchandise but of services. While some bulk sales risk exists in the excluded busi- 
esses, they have in common the fact that unsecured credit is not commonly extended on 
he faith of a stock of merchandise. 

3. The transfers included are of *materials, supplies, merchandise or other inventory" 
hat is, of goods. Transfers of investment securities are not covered by the Article, nor are 
ransfers of money, accounts receivable, chattel paper, contract rights, negotiable instru- 
ments, nor things in action generally. Such transfers are dealt with in other Articles, and 
are not believed to carry any major bulk sales risk. 

4. The kinds of transfers covered are identified in paragraph (1). They are believed to be 
hose that carry the major bulk sales risks. They are further limited by the section 
ollowing. 

Cross References: 
Point 3: Articles 3, 4, 8 and 9. 
Point 4: Section 6-103. 


$ 6-103. Transfers Excepted From This Article. 
The following transfers are not subject to this Article: 
(1) Those made to give security for the performance of an obligation; 
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(2) General assignments for the benefit of all the creditors of the trans- 
feror, and subsequent transfers by the assignee thereunder; 

(3) Transfers in settlement or realization of a lien or other security 
interests; 

(4) Sales by executors, administrators, receivers, trustees in bankruptcy, 
or any public officer under judicial process; 

(5) Sales made in the course of judicial or administrative proceedings for 

he dissolution or reorganization of a corporation and of which notice is 
sent to the creditors of the corporation pursuant to order of the court or 
administrative agency; 

(6) Transfers to a person maintaining a known place of business in this 
State who becomes bound to pay the debts of the transferor in full and 
gives public notice of that fact, and who is solvent after becoming so bound; 

(7) A transfer to a new business enterprise organized to take over and 
continue the business, if public notice of the transaction is given and the 
new enterprise assumes the debts of the transferor and he receives noth- 
ing from the transaction except an interest in the new enterprise junior to 
he claims of creditors; 

(8) Transfers of property which is exempt from execution. 

Public notice under subsection (6) or subsection (7) may be given by 
publishing once a week for two consecutive weeks in a newspaper of gen- 
eral circulation where the transferor had its principal place of business in 
his state an advertisement including the names and addresses of the 
ransferor and transferee and the effective date of the transfer. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The section defines the transfers which although within the general definition of the 
previous section ought not to be subjected to the requirements of this Article. 

2. Some of the existing Bulk Sales laws cover “bulk mortgages" as well as outright sales. 
In this Code security interests of all kinds in personal property are regulated by Article 9, 
Secured Transactions. Subsection (1) of this section therefore excludes all transfers for se- 
curity from the operation of this Article. See also Sec. 9-111. 

3. The exclusions described in subsections (2), (3), (4), (5) and (8) are believed to explain 

hemselves. 

4. Subsection (6) will exclude a great many transactions from the requirements of this 
rticle. It is believed the exclusion is justified, and that it removes many of the objections 
o a law of this character. The transactions excluded are outright sales, since that is the 

only kind of a transaction in which the transferee is likely to bind himself to pay the 
ransferor's debts. The purpose of this Article on outright sales is to give the seller's credi- 
ors a reasonable chance to collect their debts. (See Sections 6-104 through 6-108). If the 

buyer is willing to assume personal liability for those debts, and is himself solvent after 

such assumption, there is no reason to subject the transaction to the delay and red tape 
hich this Article imposes. 

5. Subsection (7) deals with certain changes in the ownership of a business, as by 
incorporation, change of membership of a firm, or transfer from a sole proprietor to a firm. 

he exclusion is believed to be justified within the limits stated in the subsection. Notice 
hat in all the transactions to which the subsection applies (a) both the original debtor and 
he new enterprise are personally bound to pay the debts, (b) the property subject to the 

debts before the transfer is still subject to them, and (c) the original debtor has taken noth- 
ing out of the transaction except an interest (shares in a corporation, an interest in a firm, 
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or a subordinated obligation) which is junior to the debts. 
Cross References: 

Point 1: Section 6-102. 

Point 2: Section 9-111 and Article 9 generally. 

Point 4: Sections 6-104 through 6-108. 
Definitional Cross References: 

“Creditor”. Sections 1-201 and 6-109. 

“Person”. Section 1-201. 


§ 6-104. Schedule of Property, List of Creditors. 

(1) Except as provided with respect to auction sales (Section 6-108), a 
bulk transfer subject to this Article is ineffective against any creditor o 
he transferor unless: 

(a) The transferee requires the transferor to furnish a list of his exist- 
ing creditors prepared as stated in this section; and 

(b) The parties prepare a schedule of the property transferred suf- 
ficient to identify it; and 

(c) The transferee preserves the list and schedule for six months next 
following the transfer and permits inspection of either or both and copy- 
ing therefrom at all reasonable hours by any creditor of the transferor, 
or files the list and schedule in (a public office to be here identified). 


(2) The list of creditors must be signed and sworn to or affirmed by the 
ransferor or his agent. It must contain the names and business addresses 
of all creditors of the transferor, with the amounts when known, and also 
he names of all persons who are known to the transferor to assert claims 
against him even though such claims are disputed. If the transferor is the 
obligor of an outstanding issue of bonds, debentures or the like as to which 
here is an indenture trustee, the list of creditors need include only the 


principal amount of the issue. 


(3) Responsibility for the completeness and accuracy of the list of credi- 
ors rests on the transferor, and the transfer is not rendered ineffective by 
errors or omissions therein unless the transferee is shown to have had 
knowledge. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The section describes the information that must be compiled and kept available to 
creditors on all bulk transfers subject to this Article except those made by sale at auction. 
Additional requirements for particular kinds of transfers are stated in the succeeding 
Sections (6-105 through 6-107). The section on auction sales (Section 6-108) imposes similar 

equirements, but on different people and with a different sanction. 

2. Except for the accuracy of the list of creditors, the sanction for non-compliance with 
he present section is that the transfer is ineffective against creditors of the transferor. The 
creditors referred to are those holding claims based on transactions or events occurring 
before the transfer (Section 6-109). Any such creditor or creditors may therefore disregard 
he transfer and levy on the goods as still belonging to the transferor, or a receiver 

epresenting them can take them by whatever procedure the local law provides. But it fol- 
ows also that if the debts of the transferor are paid as they mature disregard of the 
equirements of the section creates no liability. And a defect can always be cured by paying 
off the unpaid creditors. 


1407 


APPENDIX 


ative to false swearing, made applicable by subsection (2). 
Cross References: 

Point 1: Sections 6-105 through 6-108. 

Point 2: Section 6-109. 
Definitional Cross References: 

“Bulk transfer". Section 6-102. 

“Creditor”. Sections 1-201 and 6-109. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Signed”. Section 1-201. 


§ 6-105. Notice to Creditors. 


In addition to the requirements of the preceding section, any bulk 
ransfer subject to this Article except one made by auction sale (Section 
6-108) is ineffective against any creditor of the transferor unless at least 
en days before he takes possession of the goods or pays for them, which- 
ever happens first, the transferee gives notice of the transfer in the man- 
mer and to the persons hereafter provided (Section 6-107). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is the heart of the Article. It requires notice to creditors of all bulk 
ransfers subject to the Article, except those made by auction sale. The contents of the no- 
ice, the persons to whom it must be given, and the manner of giving it are stated in 
Section 6-107. The section on auction sales (6-108) also calls for notice, but by a different 
person and with a different sanction. 

2. The notice in all cases must be given ten days in advance. See Points 3 and 4 to 
Section 6-101. 

3. The sanction for noncompliance with the section is that the transfer is ineffective 
against creditors. Comment 2 to Section 6-104 applies. 

Cross References: 

Point 1: Sections 6-107 and 6-108. 

Point 2: Points 3 and 4 to Section 6-101. 

Point 3: Comment 2 to Section 6-104. 

Definitional Cross References: 

“Bulk transfer”. Section 6-102. 

“Creditor”. Sections 1-201 and 6-109. 


[$ 6-106. Application of the Proceeds]. 

In addition to the requirements of the two preceding sections: 

(1) Upon every bulk transfer subject to this Article for which new 
consideration becomes payable except those made by sale at auction it is 
he duty of the transferee to assure that such consideration is applied so 
far as necessary to pay those debts of the transferor which are either 
shown on the list furnished by the transferor (Section 6-104) or filed in 

riting in the place stated in the notice (Section 6-107) within thirty days 
after the mailing of such notice. This duty of the transferee runs to all the 
holders of such debts, and may be enforced by any of them for the benefit 
of all. 

(2) If any of said debts are in dispute the necessary sum may be with- 
held from distribution until the dispute is settled or adjudicated. 


(3) If the consideration payable is not enough to pay all of the said debts 
in full distribution shall be made pro rata.] 


Note: This section is bracketed to indicate division of opinion as to whether or not it is a 
wise provision, and to suggest that this is a point on which State enactments may differ 
without serious damage to the principle of uniformity. 

In any State where this section is omitted, the following parts of sections, also bracketed 
in the text, should also be omitted, namely: 


Section 6-107(2)(e). 
6-108(3)(c). 
6-109(2). 


In any State where this section is enacted, these other provisions should be also. 


Optional Subsection (4) 

[ (4) The transferee may within ten days after he takes possession of the 
coods pay the consideration into the (specify court) in the county where 
he transferor had its principal place of business in this state and thereaf- 
er may discharge his duty under this section by giving notice by registered 
or certified mail to all the persons to whom the duty runs that the 
consideration has been paid into that court and that they should file their 
claims there. On motion of any interested party, the court may order the 
distribution of the consideration to the persons entitled to it.] 


tatute providing for payment of money into court. 
As amended in 1962. 
Official Comment 


Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section applies only to transfers “for which new consideration becomes payable". 
It applies only if something, which of course need not be money, becomes payable in 
consideration of the transfer. The purpose of the section is to give the transferor's creditors 
direct protection against improper dissipation by the transferor of the consideration which 
he receives for the transfer. See Comment 4 to Section 6-101. 

2. Subsections (6) and (7) of Section 6-103 remove many outright transfers from the 
operation of this Article and therefore of course of this section. In addition it is clear from 

he section itself that in any case in which the seller's debts are to be paid as they mature 
he buyer can disregard the section without danger of added liability except that his seller 

ill disappoint him. And in case of trouble the buyer is entitled under Section 6-109(2) to 
credit for sums honestly paid to particular creditors. 

3. The methods by which the buyer may perform the duty stated in the section are 

arious. He may, for instance, by agreement with the seller hold the consideration in his 
own hands until the debts are ascertained, or deposit it in an account subject to checks 
bearing his counter-signature, or deposit it in escrow with an independent agency. If the af- 
airs of the seller are so involved that nothing else is practical the buyer will no doubt pay 
he consideration into the registry of an appropriate court and interplead the seller's 
creditors. If optional subsection (4) is enacted, specific provision is made for such a 
procedure. But notice that the transferee's obligation runs, not to all possible creditors o 
he transferor who may appear at any time in the future, but only to existing creditors 

hom the transferee has a chance to identify in one of the ways provided in subsection (1). 

[This paragraph was amended in 1962]. 
Cross References: 

Point 1: Section 6-108, Comment 4 to Section 6-101. 

Point 2: Sections 6-103(6) and (7), 6-109(2). 

Point 3: Section 6-109. 

Definitional Cross References: 

“Bulk transfer”. Section 6-102. 
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“Creditor”. Section 6-109. 
“Writing”. Section 1-201. 


$ 6-107. The Notice. 
(1) The notice to creditors (Section 6-105) shall state: 
(a) that a bulk transfer is about to be made; and 
(b) the names and business addresses of the transferor and transferee, 
and all other business names and addresses used by the transferor 
within three years last past so far as known to the transferee; and 
(c) whether or not all the debts of the transferor are to be paid in full 
as they fall due as a result of the transaction, and if so, the address to 
which creditors should send their bills. 
(2) If the debts of the transferor are not to be paid in full as they fall due 
or if the transferee is in doubt on that point then the notice shall state 


(a) the location and general description of the property to be 
transferred and the estimated total of the transferor's debts; 


(b) the address where the schedule of property and list of creditors 
(Section 6-104) may be inspected; 


(c) whether the transfer is to pay existing debts and if so the amount 
of such debts and to whom owing; 


(d) whether the transfer is for new consideration and if so the amount 
of such consideration and the time and place of payment; [and] 


[(e) if for new consideration the time and place where creditors of the 
transferor are to file their claims.] 


(8) The notice in any case shall be delivered personally or sent by 
registered or certified mail to all the persons shown on the list of creditors 
furnished by the transferor (Section 6-104) and to all other persons who 
are known to the transferee to hold or assert claims against the transferor. 
Note: The words in brackets are optional. See Note under § 6-106. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section specifies the contents of the notice to be given on all the transfers covered 
by Section 6-105 (that is, all transfers subject to the Article except those made by auction 
sale) and the manner in which it is to be given. 

2. Under the section, if the debts of the transferor are to be paid in full as they fall due, a. 
short form of notice is provided. This facilitates honest and solvent transactions. 

3. If the transfer is by auction sale Section 6-108 applies. 

4. Subsection (2)(e) is a corollary of Section 6-106 and should be omitted if that section is. 
See note to Section 6-106. 

Cross References: 

Point 1: Section 6-105. 

Point 3: Section 6-108. 

Point 4: Note to Section 6-106. 

Definitional Cross References: 

“Bulk transfer". Section 6-102. 

"Creditor". Sections 1-201 and 6-109. 

“Person”. Section 1-201. 
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§ 6-108. Auction Sales; “Auctioneer”. 


(1) A bulk transfer is subject to this Article even though it is by sale at 
auction, but only in the manner and with the results stated in this section. 


(2) The transferor shall furnish a list of his creditors and assist in the 
preparation of a schedule of the property to be sold, both prepared as 
before stated (Section 6-104). 


(3) The person or persons other than the transferor who direct, control 
or are responsible for the auction are collectively called the “auctioneer”. 
he auctioneer shall: 


(a) receive and retain the list of creditors and prepare and retain the 
schedule of property for the period stated in this Article (Section 6-104); 


(b) give notice of the auction personally or by registered or certified 
mail at least ten days before it occurs to all persons shown on the list o 
creditors and to all other persons who are known to him to hold or as- 
sert claims against the transferor; [and] 


[(c) assure that the net proceeds of the auction are applied as provided 

in this Article (Section 6-106).] 

(4) Failure of the auctioneer to perform any of these duties does not af- 
fect the validity of the sale or the title of the purchasers, but if the auction- 
eer knows that the auction constitutes a bulk transfer such failure renders 

he auctioneer liable to the creditors of the transferor as a class for the 
sums owing to them from the transferor up to but not exceeding the net 
proceeds of the auction. If the auctioneer consists of several persons their 
liability is joint and several. 

Note: The words in brackets are optional. See Note under $ 6-106. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The section is intended to make appropriate application of the requirements of this 

rticle to auction sales. It is clear that the provisions of the four previous sections in their 
iteral form cannot be applied directly to an auction, since neither the price nor the identity, 
of the purchaser or purchasers can be known until the sale occurs. But it is equally clear 

hat if auctions were excluded entirely from the transfers covered by this Article the way 

ould be open to a debtor to carry out a bulk transfer of his property without notice to his 
creditors and without any duty upon anyone to see to the application of the proceeds. The 
section attempts to meet this situation by imposing the obligations stated in the section 
upon the persons there described. 

2. Since the obligation to give advance notice, etc., cannot rest upon bidders at an auction. 
it is clear that the sale must be effective so far as they are concerned whether or not the 
section is complied with. Subsection (4) therefore states a sanction which does not affect the 
purchasers. Notice that the sanction applies only “if the auctioneer knows that the auction 
constitutes a bulk transfer.” No doubt in some cases, as for instance when goods are simply 

eceived on consignment for sale, he may not know. 

3. Subsection (3)(c) is a corollary of Section 6-106 and should be omitted if that section is. 
See note to that section. 

Cross References: 

Point 1: Sections 6-104 through 6-107. 

Point 2: Sections 6-104 through 6-107. 

Point 3: Section 6-106 and Note thereto. 

Definitional Cross References: 

“Bulk transfer”. Section 6-102. 
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“Creditor”. Sections 1-201 and 6-109. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 


$ 6-109. What Creditors Protected; [Credit for Payment to 
Particular Creditors]. 
(1) The creditors of the transferor mentioned in this Article are those 
holding claims based on transactions or events occurring before the bulk 
ransfer, but creditors who become such after notice to creditors is given 
(Sections 6-105 and 6-107) are not entitled to notice. 


[ (2) Against the aggregate obligation imposed by the provisions of this 
Article concerning the application of the proceeds (Section 6-106 and subsec- 
ion (3)(c) of 6-108) the transferee or auctioneer is entitled to credit for 
sums paid to particular creditors of the transferor, not exceeding the sums 
believed in good faith at the time of the payment to be properly payable to 
such creditors.] 

Note: The words in brackets are optional. See Note under $ 6-106. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) identifies the creditors who may have rights under the various provi- 
sions of this Article. The claims referred to of course include unliquidated claims. 

2. Subsection (2) gives the transferee or auctioneer appropriate credit for honest pay- 
ments to particular creditors. If Section 6-106 is omitted this subsection should be also. See 
note to that section. 

Cross References: 

Point 1: Sections 6-104 through 6-108. 

Point 2: Section 6-106 and Note thereto. 
Definitional Cross References: 

“Auctioneer”. Section 6-108. 

“Bulk transfer". Section 6-102. 

"Creditor". Section 1-201. 

“Good faith". Section 1-201. 


$ 6-110. Subsequent Transfers. 


When the title of a transferee to property is subject to a defect by reason 
of his non-compliance with the requirements of this Article, then: 


(1) a purchaser of any of such property from such transferee who pays 
no value or who takes with notice of such non-compliance takes subject 
to such defect, but 


(2) a purchaser for value in good faith and without such notice takes 
free of such defect. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. The section deals with subsequent transfers by the transferee. 

2. The second transfer may of course itself be a *bulk transfer" subject to this Article. 

ether it is or not will depend on its own character under Sections 6-102 and 6-103. 

Cross References: 

Point 2: Sections 6-102 and 6-103. 
Definitional Cross References: 

“Good faith”. Section 1-201. 
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“Notice”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Value”. Section 1-201. 


§ 6-111. Limitation of Actions and Levies. 

No action under this Article shall be brought nor levy made more than 
six months after the date on which the transferee took possession of the 
goods unless the transfer has been concealed. If the transfer has been con- 
cealed, actions may be brought or levies made within six months after its 
discovery. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This Article imposes unusual obligations on buyers of property. A short statute of lim- 
itations is therefore appropriate. 

2. The main sanction for non-compliance with the Article is that the transfer “is ineffec- 
ive against any creditor of the transferor.” Sections 6-104, 6-105. This means, e.g., that a 
judgment creditor of the transferor may levy execution on the property. See Comment 2 to 
Section 6-104. 

In such a case, which may be expected to be frequent, no “action under this Article” will 
be necessary. The action will have been brought and prosecuted to judgment on whatever 
he claim was. The only thing done “under this Article” will be the levy and resulting sale. 

The short statute of limitations is therefore made applicable to levies as well as actions. 
"Levy", which is not a defined term in the Code, should be read broadly as including not 
only levies of execution proper but also attachment, garnishment, trustee process, receiver- 
ship, or whatever proceeding, under the state’s practice, is used to apply a debtor’s property 
o payment of his debts. 

Definitional Cross Reference: 

“Action”. Section 1-201. 

Note to Article 6: Section 6-106 is bracketed to indicate division of opinion as to whether 
or not it is a wise provision, and to suggest that this is a point on which State enactments 
ay differ without serious damage to the principle of uniformity. 

In any State where Section 6-106 is not enacted, the following parts of sections, also 
bracketed in the text, should also be omitted, namely: 


Sec. 6-107(2)(e). 
6-108(3)(c). 
6-109(2). 


In any State where Section 6-106 is enacted, these other provisions should be also. 


APPENDIX F 
1990 Amendments to Article 2A 


Note that following Amendment 24 there are three sections which do not have any text 
hanges, but which have changes in their Official Comments in order to conform them to the 
various 1990 amendments to Article 2A. 


Amendment 1 
Section 24-103 of the Article is amended to read: 


24-103. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires: 

(a) “Buyer in ordinary course of business" means a person who in good 
faith and without knowledge that the sale to him [or her] is in violation 
of the ownership rights or security interest or leasehold interest of a 
third party in the goods, buys in ordinary course from a person in the 
business of selling goods of that kind but does not include a pawnbroker. 
“Buying” may be for cash or by exchange of other property or on secured 
or unsecured credit and includes receiving goods or documents of title 
under a pre-existing contract for sale but does not include a transfer in 
bulk or as security for or in total or partial satisfaction of a money debt. 

(b) *Cancellation" occurs when either party puts an end to the lease 
contract for default by the other party. 

(c) “Commercial unit" means such a unit of goods as by commercial us- 
age is a single whole for purposes of lease and division of which materi- 
ally impairs its character or value on the market or in use. A commercial 
unit may be a single article, as a machine, or a set of articles, as a suite 
of furniture or a line of machinery, or a quantity, as a gross or carload, 
or any other unit treated in use or in the relevant market as a single 
whole. 

(d) “Conforming” goods or performance under a lease contract means 
goods or performance that are in accordance with the obligations under 
the lease contract. 

(e) “Consumer lease” means a lease that a lessor regularly engaged in 
the business of leasing or selling makes to a lessee;-exeept-an-erganiza- 
tien; who is an individual and who takes under the lease primarily for a 
personal, family, or household purpose/, if the total payments to be 
made under the lease contract, excluding payments for options to renew 
or buy, do not exceed $25,000 $___/. 

(f) “Fault” means wrongful act, omission, breach, or default. 

(g) “Finance lease" means a lease in with respect to which: 

(i) the lessor does not select, manufacture, or supply the goods; 

(ii) the lessor acquires the goods or the right to possession and use 
of the goods in connection with the lease; and 

(iii) either one of the following occurs: 


990 ARTICLE 2À AMENDMENTS 


(A) the lessee receives a copy of the contract evideneing-the-les- 

by which the lessor acquired the goods or the right to 

possession and use of the goods en-er before signing the lease 
contract;-er; 

(B) the lessee's approval of the contract evid 
purchase by which the lessor acquired the soode or the mahi to pos- 
session and use of the goods is a condition to effectiveness of the 
lease contract; 

(C) the lessee, before signing the lease contract, receives an ac- 
curate and complete statement designating the promises and war- 
ranties, and any disclaimers of warranties, limitations or modifica- 
tions of remedies, or liquidated damages, including those of a third 
party, such as the manufacturer of the goods, provided to the lessor 
by the person supplying the goods in connection with or as part o 
the contract by which the lessor acquired the goods or the right to 
possession and use of the goods; or 

(D) if the lease is not a consumer lease, the lessor, before the lessee 
signs the lease contract, informs the lessee in writing (a) of the 
identity of the person supplying the goods to the lessor, unless the les- 
see has selected that person and directed the lessor to acquire the 
goods or the right to possession and use of the goods from that person, 
(b) that the lessee is entitled under this Article to the promises and 
warranties, including those of any third party, provided to the lessor 
by the person supplying the goods in connection with or as part o 
the contract by which the lessor acquired the goods or the right to 
possession and use of the goods, and (c) that the lessee may com- 
municate with the person supplying the goods to the lessor and 
receive an accurate and complete statement of those promises and 
warranties, including any disclaimers and limitations of them or o, 
remedies. 

(h) “Goods” means all things that are movable at the time of identifica- 
tion to the lease contract, or are fixtures (Section 2A-309), but the term 
does not include money, documents, instruments, accounts, chattel 
paper, general intangibles, or minerals or the like, including oil and gas, 
before extraction. The term also includes the unborn young of animals. 

(1) “Installment lease contract" means a lease contract that authorizes 
or requires the delivery of goods in separate lots to be separately ac- 
cepted, even though the lease contract contains a clause “each delivery is 
a separate lease” or its equivalent. 

() “Lease” means a transfer of the right to possession and use of goods 
for a term in return for consideration, but a sale, including a sale on ap- 
proval or a sale or return, or retention or creation of a security interest 
is not a lease. Unless the context clearly indicates otherwise, the term 
includes a sublease. 

(k) *Lease agreement" means the bargain, with respect to the lease, o 
the lessor and the lessee in fact as found in their language or by implica- 
tion from other circumstances including course of dealing or usage o 
trade or course of performance as provided in this Article. Unless the 
context clearly indicates otherwise, the term includes a sublease 
agreement. 
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(D) *Lease contract" means the total legal obligation that results from 
the lease agreement as affected by this Article and any other applicable 
rules of law. Unless the context clearly indicates otherwise, the term 
includes a sublease contract. 

(m) *Leasehold interest" means the interest of the lessor or the lessee 
under a lease contract. 

(n) *Lessee" means a person who acquires the right to possession and 
use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessee. 

(0) “Lessee in ordinary course of business" means a person who in 
good faith and without knowledge that the lease to him [or her] is in 
violation of the ownership rights or security interest or leasehold inter- 
est of a third party in the goods leases in ordinary course from a person 
in the business of selling or leasing goods of that kind but does not 
include a pawnbroker. “Leasing” may be for cash or by exchange of other 
property or on secured or unsecured credit and includes receiving goods 
or documents of title under a pre-existing lease contract but does not 
include a transfer in bulk or as security for or in total or partial satisfac- 
tion of a money debt. 

(p) *Lessor" means a person who transfers the right to possession and 
use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessor. 

(q) *Lessor's residual interest" means the lessor's interest in the goods 
after expiration, termination, or cancellation of the lease contract. 


(r) “Lien” means a charge against or interest in goods to secure pay- 
ment of a debt or performance of an obligation, but the term does not 
include a security interest. 

(s) *Lot" means a parcel or a single article that is the subject matter o 
a separate lease or delivery, whether or not it is sufficient to perform the 
lease contract. 


(t) *Merchant lessee" means a lessee that is a merchant with respect 
to goods of the kind subject to the lease. 

(u) *Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain. The 
discount is determined by the interest rate specified by the parties if the 
rate was not manifestly unreasonable at the time the transaction was 
entered into; otherwise, the discount is determined by a commercially 
reasonable rate that takes into account the facts and circumstances o 
each case at the time the transaction was entered into. 

(v) *Purchase" includes taking by sale, lease, mortgage, security inter- 
est, pledge, gift, or any other voluntary transaction creating an interest 
in goods. 

(w) *Sublease" means a lease of goods the right to possession and use 
of which was acquired by the lessor as a lessee under an existing lease. 

(x) “Supplier” means a person from whom a lessor buys or leases goods 
to be leased under a finance lease. 

(y) *Supply contract" means a contract under which a lessor buys or 
leases goods to be leased. 
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(z) “Termination” occurs when either party pursuant to a power cre- 
ated by agreement or law puts an end to the lease contract otherwise 
than for default. 


(2) Other definitions applying to this Article and the sections in which 
hey appear are: 


“Accessions”. Section 2A-310(1). 
“Construction mortgage”. Section 2A-309(1)(d). 
“Encumbrance”. Section 2A-309(1)(e). 
“Fixtures”. Section 2A-309(1)(a). 
“Fixture filing”. Section 2A-309(1)(b). 
“Purchase money lease”. Section 2A-309(1)(c). 
(3) The following definitions in other Articles apply to this Article: 
“Aeeounts Account”. Section 9-106. 
“Between merchants". Section 2-104(3). 
“Buyer”. Section 2-103(1)(a). 
“Chattel paper”. Section 9-105(1)(b). 
“Consumer goods”. Section 9-109(1). 
“Deeuments Document”. Section 9-105(1)(f). 
“Entrusting”. Section 2-403(3). 
“General intangibles”. Section 9-106. 
“Good faith”. Section 2-103(1)(b). 
“Instruments Instrument". Section 9-105(1)(). 
“Merchant”. Section 2-104(1). 
“Mortgage”. Section 9-105(1)(]). 
“Pursuant to commitment". Section 9-105(1)(k). 
“Receipt”. Section 2-103(1)(c). 
“Sale”. Section 2-106(1). 
“Sale on Apprevat approval”. Section 2-326. 
“Sale or Return return”. Section 2-326. 
“Seller”. Section 2-103(1)(d). 
(4) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Official Comment 
(a) “Buyer in ordinary course of business”. Section 1-201(9). 
(b) “Cancellation”. Section 2-106(4). The effect of a cancellation is provided in Section 2A- 
05(1). 

(c) *Commercial unit". Section 2-105(6). 

(d) *Conforming". Section 2-106(2). 

(e) “Consumer lease". New. This Article includes a subset of rules that applies only to 
consumer leases. Sections 24-106, 2A-108(2), 2A-108(4), 2A-109(2), 2A-221, 24-309, 24-406, 
2A-407, 2A-504(3)(b), and 2A-516(3)(b). 

For a transaction to qualify as a consumer lease it must first qualify as a lease. Section 
2A-103(1)G). Note that this Article regulates the transactional elements of a lease, includ- 
ing a consumer lease; consumer protection statutes—, present and future—, and existing 

onsumer protection decisions are unaffected by this Article. Seetien 2A-1044(a) and) 
ection 2A-104(1)(c) and (2). Of course, Article 2A as state law also is subject to federal 
onsumer protection law. 
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This definition is modeled after the definition of consumer lease in the Consumer Leasing 
Act, 15 U.S.C. § 1667 (1982), and in the Unif.Consumer Credit Code § 1.301(14), 7A U.L.A. 
43 (1974). However, this definition of consumer lease differs from its models in several 

espects: the lessor can be a person regularly engaged either in the business of leasing or o 
selling goods, the lease need not be for a term exceeding four months, a lease primarily for 
an agricultural purpose is not covered, and the-Hmitatien-ef-$ 5.000-is aet —bsieet-2ta 
adiustment-as-the-Consume ee-Inde ges whether there should be a limitation by 
dollar amount and its amount is left up to the individual states. 

This definition focuses on the parties as well as the transaction. If a lease is within this 
definition, the lessor must be regularly engaged in the business of leasing or selling, and 
he lessee must be an individual not an organization; note that a lease to two or more 
individuals having a common interest through marriage or the like sheuld-net-be-eonsidered 
is not excluded as a lease to an organization under Section 1-201(28). The lessee must take 
he interest primarily for a personal, family or household purpose. Further If required by 
the enacting state, total payments under the lease contract, excluding payments for options 
o renew or buy, cannot exceed $25,000 the figure designated. 

(f) *Fault". Section 1-201(16). 

(g) “Finance Lease". New. This Article includes a subset of rules that applies only to 

nance leases. Sections 24-209, 2A-211(2), 2A-212(1), 24-213, 2A-219(1), 2A-220(1)(a), 2A- 
221, 2A-405(c), 2A-407, 2A-516(2) and 2A-517(1)(a) and (2). 

For a transaction to qualify as a finance lease it must first qualify as a lease. Section 2A- 
103(1)G). Unless the lessor is comfortable that the transaction will qualify as a finance 
ease, the lease agreement should include provisions giving the lessor the benefits created 
by the subset of rules applicable to the transaction that qualifies as a finance lease under 
his Article. 

A finance lease is the product of a three party transaction. The supplier manufactures or 
supplies the goods pursuant to the lessee’s specification, perhaps even pursuant to a 
purchase order, sales agreement or lease agreement between the supplier and the lessee. 
After the prospective finance lease is negotiated, a purchase order, sales agreement, or 
ease agreement is entered into by the lessor (as buyer or prime lessee) or an existing or- 
der, agreement or lease is assigned by the lessee to the lessor, and the lessor and the lessee 
hen enter into a lease or sublease of the goods. Due to the limited function usually 
performed by the lessor, the lessee looks almost entirely to the supplier for representations, 
covenants and warranties. If a manufacturer's warranty carries through, the lessee may 
also look to that. Yet, this definition does not restrict the lessor’s function solely to the sup- 
ply of funds; if the lessor undertakes or performs other functions, express warranties, cove- 
nants and the common law will protect the lessee. 

This definition focuses on the transaction, not the status of the parties; to avoid confusion. 
it is important to note that in other contexts, e.g., tax and accounting, the term finance 
ease has been used to connote different types of lease transactions, including leases that 
are disguised secured transactions. M. Rice, Equipment Financing, 62—71 (1981). A lessor 

ho is a merchant with respect to goods of the kind subject to the lease may be a lessor 
under a finance lease. Many leases that are leases back to the seller of goods (Section 2A- 
308(3)) will be finance leases. This conclusion is easily demonstrated by a hypothetical. As- 
sume that B has bought goods from C pursuant to a sales contract. After delivery to and ac- 
ceptance of the goods by B, B negotiates to sell the goods to A and simultaneously to lease 
he goods back from A, on terms and conditions that, we assume, will qualify the transac- 
ion as a lease. Section 2A-103(1)(). In documenting the sale and lease back, B assigns the 
original sales contract between B, as buyer, and C, as seller, to A. A review of these facts 
eads to the conclusion that the lease from A to B qualifies as a finance lease, as all three 
conditions of the definition are satisfied. Subparagraph (i) is satisfied as A, the lessor, had 

othing to do with the selection, manufacture, or supply of the equipment. Subparagraph 
(ii) is satisfied as A, the lessor, bought the equipment at the same time that A leased the 
equipment to B, which certainly is in connection with the lease. Finally, subparagraph (iii) 
(A) is satisfied as A entered into the sales contract with B at the same time that A leased 

he equipment back to B. B, the lessee, will have received a copy of the sales contract in a 
imely fashion. 

Subsection (i) requires the lessor to remain outside the selection, manufacture and sup- 
ply of the goods; that is the rationale for releasing the lessor from most of its traditional 
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iability. The lessor is not prohibited from possession, maintenance or operation of the 
goods, as policy does not require such prohibition. To insure the lessee's reliance on the 
supplier, and not on the lessor, subsection (ii) requires that the goods (where the lessor is 
he buyer of the goods) or that the right to possession and use of the goods (where the les- 
sor is the prime lessee and the sublessor of the goods) be acquired in connection with the 
ease (or sublease) to qualify as a finance lease. The scope of the phrase *in connection 

ith" is to be developed by the courts, case by case. Finally, as the lessee generally relies 
almost entirely upon the supplier for representations; and covenants, and upon the supplier 
or a manufacturer, or both, for warranties with respect to the goods, subsection (iii) requires 
hat one of the following occur: (A) the lessee receive a copy of the supply contract en-er 
before signing the lease contract er-that; (B) the lessee's approval of the supply contract is a 
condition to the effectiveness of the lease contract; (C) the lessee receive a statement describ- 
ing the promises and warranties and any limitations relevant to the lessee before signing the 
ease contract; or (D) before signing the lease contract and except in a consumer lease, the 
essee receive a writing identifying the supplier (unless the supplier was selected and required, 
by the lessee) and the rights of the lessee under Section 2A-209, and advising the lessee a 
tatement of promises and warranties is available from the supplier. Thus, even where oral 
supply orders or computer placed supply orders are compelled by custom and usage the 
ransaction may still qualify as a finance lease if the lessee approves the supply contract 
before the lease contract is effective and such approval was a condition to the effectiveness 
of the lease contract. Moreover, where the lessor does not want the lessee to see the entire 
upply contract, including price information, the lessee may be provided with a separate 
tatement of the terms of the supply contract relevant to the lessee; promises between the sup- 
plier and the lessor that do not affect the lessee need not be included. The statement can be a 
estatement of those terms or a copy of portions of the supply contract with the relevant 
terms clearly designated. Any implied warranties need not be designated, but a disclaimer 
or modification of remedy must be designated. A copy of any manufacturer's warranty is suf- 
cient if that is the warranty provided. However, a copy of any Regulation M disclosure 
given pursuant to 12 C.F.R. $ 213.4(g) concerning warranties in itself is not sufficient since 
those disclosures need only briefly identify express warranties and need not include any 
disclaimer of warranty. 

If a transaction does not qualify as a finance lease, the parties may achieve the same 

esult by agreement; no negative implications are to be drawn if the transaction does not 
qualify. Further, absent the application of special rules (fraud, duress, and the like), a lease 
hat qualifies as a finance lease and is assigned by the lessor or the lessee to a third party 
does not lose its status as a finance lease under this Article. Finally, this Article creates no 
special rule where the lessor is an affiliate of the supplier; whether the transaction qualifies 
as a finance lease will be determined by the facts of each case. 

(h) “Goods”. Section 9-105(1)(h). See Section 2A-103(3) for reference to the definition o 
"Aeeounts Account”, “Chattel paper", “Deeuments Document”, “General intangibles” and 
“Instruments Instrument”. See Section 2A-217 for determination of the time and manner o 
identification. 

(i) “Installment lease contract”. Section 2-612(1). 

(j) “Lease”. New. There are several reasons to codify the law with respect to leases o 
goods. An analysis of the case law as it applies to leases of goods suggests at least several 
significant issues to be resolved by codification. First and foremost is the definition of a 
ease. It is necessary to define lease to determine whether a transaction creates a lease or a 
security interest disguised as a lease. If the transaction creates a security interest disguised 
as a lease, the transaction will be governed by the Article on Secured Transactions (Article 
9) and the lessor will be required to file a financing statement or take other action to 
perfect its interest in the goods against third parties. There is no such requirement with re- 
spect to leases under the common law and, except with respect to leases of fixtures (Section 
2A-309), this Article imposes no such requirement. Yet the distinction between a lease and 
a security interest disguised as a lease is not clear from the case law at the time of the 
promulgation of this Article. DeKoven, Leases of Equipment: Puritan Leasing Company v. 
August, A Dangerous Decision, 12 U.S.F.L.Rev. 257 (1978). 

At common law a lease of personal property is a bailment for hire. While there are sev- 
eral definitions of bailment for hire, all require a thing to be let and a price for the letting. 

hus, in modern terms and as provided in this definition, a lease is created when the lessee 
agrees to furnish consideration for the right to the possession and use of goods over a speci- 
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ed period of time. Mooney, Personal Property Leasing: A Challenge, 36 Bus.Law. 1605, 
1607 (1981). Further, a lease is neither a sale (Section 2-106(1)) nor a retention or creation 
of a security interest (Section 1-201(37)). Due to extensive litigation to distinguish true 
eases from security interests, an amendment to Section 1-201(37) has been promulgated 

ith this Article to create a sharper distinction. 

This section as well as Section 1-201(37) must be examined to determine whether the 
ransaction in question creates a lease or a security interest. The following hypotheticals 
indicate the perimeters of the issue. Assume that A has purchased a number of copying 
machines, new, for $1,000 each; the machines have an estimated useful economic life o 
hree years. A advertises that the machines are available to rent for a minimum of one 
month and that the monthly rental is $100.00. A intends to enter into leases where A 
provides all maintenance, without charge to the lessee. Further, the lessee will rent the 
machine, month to month, with no obligation to renew. At the end of the lease term the les- 
see will be obligated to return the machine to A's place of business. This transaction quali- 
es as a lease under the first half of the definition, for the transaction includes a transfer 
by A to a prospective lessee of possession and use of the machine for a stated term, month 
o month. The machines are goods (Section 2A-103(1)(h)). The lessee is obligated to pay 
consideration in return, $100.00 for each month of the term. 

However, the second half of the definition provides that a sale or a security interest is not 
a lease. Since there is no passing of title, there is no sale. Sections 2A-103(3) and 2-106(1). 

nder pre-Act security law this transaction would have created a bailment for hire or a 
rue lease and not a conditional sale. Da Rocha v. Macomber, 330 Mass. 611, 614—15, 116 
N.E.2d 139, 142 (1953). Under Section 1-201(37), as amended with the promulgation of this 
Article, the same result would follow. While the lessee is obligated to pay rent for the one 
month term of the lease, one of the other four conditions of the second paragraph of Section 
1-201(37) must be met and none is. The term of the lease is one month and the economic 
ife of the machine is 36 months; thus, subparagraph (a) of Section 1-201(37) is not now 
satisfied. Considering the amount of the monthly rent, absent economic duress or coercion, 
he lessee is not bound either to renew the lease for the remaining economic life of the 
goods or to become the owner. If the lessee did lease the machine for 36 months, the lessee 

ould have paid the lessor $3,600 for a machine that could have been purchased for $1,000; 
hus, subparagraph (b) of Section 1-201(37) is not satisfied. Finally, there are no options; 
hus, subparagraphs (c) and (d) of Section 1-201(37) are not satisfied. This transaction cre- 
ates a lease, not a security interest. However, with each renewal of the lease the facts and 
circumstances at the time of each renewal must be examined to determine if that conclu- 
sion remains accurate, as it is possible that a transaction that first creates a lease, later 
creates a security interest. 

Assume that the facts are changed and that A requires each lessee to lease the goods for 
36 months, with no right to terminate. Under pre-Act security law this transaction would 
have created a conditional sale, and not a bailment for hire or true lease. Hervey v. Rhode 

sland Locomotive Works, 93 U.S. (8 Otto) 664, 672-73, 23 L.Ed. 1003 (1876). Under this 
subsection, and Section 1-201(87), as amended with the inclusion of this Article in the Act, 
he same result would follow. The lessee’s obligation for the term is not subject to termina- 
ion by the lessee and the term is equal to the economic life of the machine. 

Between these extremes there are many transactions that can be created. Some of the 
ransactions have not been properly categorized by the courts in applying the 1978 and 
earlier Official Texts of Section 1-201(37). This subsection, together with Section 1-201(37), 
as amended with the promulgation of this Article, draws a brighter line, which should cre- 
ate a clearer signal to the professional lessor and lessee. 

(k) “Lease agreement”. This definition is derived from the first sentence of Section 
1-201(3). Because the definition of lease is broad enough to cover future transfers, lease 
agreement includes an agreement contemplating a current or subsequent transfer. Thus it 

as not necessary to make an express reference to an agreement for the future lease o 
goods (Section 2-106(1)). This concept is also incorporated in the definition of lease contract. 
Note that the definition of lease does not include transactions in ordinary building materi- 
als that are incorporated into an improvement on land. Section 2A-309(2). 

The provisions of this Article, if applicable, determine whether a lease agreement has 
egal consequences; otherwise the law of bailments and other applicable law determine the 
same. Sections 2A-103(4) and 1-103. 

(D) *Lease contract". This definition is derived from the definition of contract in Section 
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1-201(11). Note that a lease contract may be for the future lease of goods, since this notion 
is included in the definition of lease. 

(m) *Leasehold interest". New. 

(n) *Lessee". New. 

(0) “Lessee in ordinary course of business". Section 1-201(9). 

(p) *Lessor". New. 

(q) “Lessor’s residual interest". New. 

(r) *Lien". New. This term is used in Section 2A-307 (Priority of Liens Arising by Attach- 
ment or Levy on, Security Interests in, and Other Claims to Goods). 

(s) *Lot". Section 2-105(5). 

(t) “Merchant lessee”. New. This term is used in Section 2A-511 (Merchant Lessee’s 
Duties as to Rightfully Rejected Goods). A person may satisfy the requirement of dealing in 
goods of the kind subject to the lease as lessor, lessee, seller, or buyer. 

(u) *Present value". New. Authorities agree that present value should be used to 
determine fairly the damages payable by the lessor or the lessee on default. E.g., Taylor v. 
Commercial Credit Equip. Corp., 170 Ga.App. 322, 316 S.E.2d 788 (1984). Present value is 
defined to mean an amount that represents the discounted value as of a date certain of one 
or more sums payable in the future. This is a function of the economic principle that a dol- 
ar today is more valuable to the holder than a dollar payable in two years. While there is 
no question as to the principle, reasonable people would differ as to the rate of discount to 
apply in determining the value of that future dollar today. To minimize litigation, this 

rticle allows the parties to specify the discount or interest rate, if the rate was not 
manifestly unreasonable at the time the transaction was entered into. In all other cases, 

he interest rate will be a commercially reasonable rate that takes into account the facts 
and circumstances of each case, as of the time the transaction was entered into. 

(v) *Purchase". Section 1-201(32). This definition omits the reference to lien contained in 

he definition of purchase in Article 1 (Section 1-201(32)). This should not be construed to 

exclude consensual liens from the definition of purchase in this Article; the exclusion was 
mandated by the scope of the definition of lien in Section 2A-103(1)(r). Further, the defini- 
ion of purchaser in this Article adds a reference to lease; as purchase is defined in Section 
1-201(32) to include any other voluntary transaction creating an interest in property, this 
addition is not substantive. 

(w) *Sublease". New. 

(x) “Supplier”. New. 

(y) “Supply contract". New. 

(z) “Termination”. Section 2-106(3). The effect of a termination is provided in Section 2A- 

05(2). 


Amendment 2 
Section 24-104 of the Article is amended to read: 


$ 2A-104. Leases Subject to Other Statutes Law. 
(1) A lease, although subject to this Article, is also subject to any 
applicable: 
(a) statute of the United States; 
05) certificate of title statute of this State: 
(list any certificate of title statutes covering automobiles, trailers, 
mobile homes, boats, farm tractors, and the like); 
feXb) certificate of title statute of another jurisdiction (Section 2A- 
105); or 
(hc) consumer protection statute of this State, or final consumer 
protection decision of a court of this State existing on the effective date o 
this Article. 


(2) In case of conflict between the-previsiens-ef this Article, other than 
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3) Failure to Gotb with any an applicable statute law has only the ef- 
fect specified therein. 


Official Comment 

niform Statutory Source: Sections 9-203(4) and 9-302(3)(b) and (c). 

Changes: Substantially revised. 
Purposes: 

1. This Article creates a comprehensive scheme for the regulation of transactions that 
create leases. Section 2A-102. Thus, the Article supersedes all prior legislation dealing with 
eases, except to the extent set forth in this Section. 

2. Subsection (1) states the general rule that a lease, although governed by the scheme o 
his Article, is also may be governed by certain other applicable statutes laws. This may oc- 
cur in the case of a consumer lease. Section 2A-103(1)(e). Those laws may be state statutes 
existing prior to enactment of Article 2A or passed afterward. In this case, it is desirable for 
this Article to specify which statute controls. Or the law may be a pre-existing consumer 
protection decision. This Article preserves such decisions. Or the law may be a statute of the 
United States. Such a law controls without any statement in this Article under applicable 
principles of preemption. 

An illustration of a statute of the United States that governs consumer leases is the 
Consumer Leasing Act, 15 U.S.C.A. 8 1667-1667(e) (1982) and its implementing regulation, 
Regulation M, 12 C.F.R. § 213 (1986); the statute mandates disclosures of certain lease 

erms, delimits the liability of a lessee in leasing personal property, and regulates the 
advertising of lease terms. An illustration of a state statute that governs consumer leases 
and which if adopted in the enacting state prevails over this Article is the Unif. Consumer 
Credit Code, which includes many provisions similar to those of the Consumer Leasing Act, 
.g., Unif. Consumer Credit Code $8 3.202, 3.209, 3.401, 7A U.L.A. 108—09, 115, 125 (1974), 
as well as provisions in addition to those of the Consumer Leasing Act, e.g., Unif. Consumer 
Credit Code $8 5.109—.111, 7A U.L.A. 171-76 (1974) (the right to cure a default). Such 
statutes may define consumer lease so as to govern transactions within and without the 
definition of consumer lease under this Article. 

a "Under subsection (2), subject to certain limited exclusions, in case of conflict the-previ- 

eh a statute prevail or a decision described in subsection (1) prevails over the 
p i ef this Article. For example, a provision like Unif. Consumer Credit Code § 5.112, 
TA U. L.A. 176 (1974), limiting self-help repossession, prevails over Section 2A-525(3). A 
onsumer protection decision rendered after the effective date of this Article may supplement 
its provisions. For example, in relation to Article 9 a court might conclude that an accelera- 
tion clause may not be enforced against an individual debtor after late payments have been 
accepted unless a prior notice of default is given. To the extent the decision establishes a gen- 
eral principle applicable to transactions other than secured transactions, it may supplement 
ection 2A-502. 

4, Consumer protection in lease transactions is primarily left to other law. However, sev- 
eral provisions of this Article do contain special rules that may not be varied by agreement 
in the case of a consumer lease. E.g., Sections 2A-106, 2A-108, and 2A-109(2). Were that 

ot so, the ability of the parties to govern their relationship by agreement together with the 
position of the lessor in a consumer lease too often could result in a one-sided lease 
agreement. 

5. In construing this provision the reference to statute should be deemed to include ap- 
plicable regulations. A consumer protection decision is “final” on the effective date of this 
Article if it is not subject to appeal on that date or, if subject to appeal, is not later reversed 
on appeal. Of course, such a decision can be overruled by a later decision or superseded by a 


Sections 2A-103(1)(e), 2A-106, 2A-108, 2A-109(2) and 2A-525(3). 
Definitional Cross Reference: 
“Lease”. Section 2A-103(1)(j). 
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Amendment 3 
Section 24-209 of the Article is amended to read: 


§ 2A-209. Lessee Under Finance Lease as Beneficiary of Supply 
Contract. 

(1) The benefit of the a supplier's promises to the lessor under the sup- 
ply contract and of all warranties, whether express or implied, under 
including those of any third party provided i in connection with or as ns o, 

he supply contract, extends to the lessee to the extent of the lessee’s 
leasehold interest under a finance lease related to the supply contract, but 
is subject to the terms of the warranty and of the supply contract and all e 
the-supplier's defenses or claims arising therefrom. 

(2) The extension of the benefit of the a supplier's promises and of war- 
ranties to the lessee (Section 2A-209(1)) does not: €&) (7) modify the rights 
and obligations of the parties to the supply contract, whether arising 

herefrom or otherwise, or (b) (ii) impose any duty or liability under the 
supply contract on the lessee. 

(3) Any modification or rescission of the supply contract by the supplier 
and the lessor is effective against between the supplier and the lessee un- 
less, prior-te before the modification or rescission, the supplier has received 


eeurred- If the modification or 

escission is effective between the supplier and the lessee, the lessor is 

deemed to have assumed, in addition to the obligations of the lessor to the 

essee under the lease contract, promises of the supplier to the lessor and 

arranties that were so modified or rescinded as they existed and were 
available to the lessee before modification or rescission. 


(4) In addition to the extension of the benefit of the supplier’s promises 
and of warranties to the lessee under subsection (1), the lessee retains all 
ights that the lessee may have against the supplier which arise from an 
agreement between the lessee and the supplier or under other law. 


Official Comment 

niform Statutory Source: None. 
Changes: This section is modeled on Section 9-318, the Restatement (Second) of Contracts 
§§ 302-315 (1981), and leasing practices. See Harman Oil Co. v. Burroughs Corp., 625 F.2d 
1291, 1296-97 (5th Cir.1980). 
Purposes: 

1. The function performed by the lessor in a finance lease is extremely limited. Section 
2A-103(1)(g). The lessee looks to the supplier of the goods for warranties and the like or, in 
ome cases as to warranties, to the manufacturer if a warranty made by that person is 
passed on. That expectation is reflected in subsection (1), which is self-executing. As a mat- 
er of policy, the operation of this provision may not be excluded, modified or limited; 
however, an exclusion, modification, or limitation of any term of the supply contract or war- 
anty, including any with respect to rights and remedies, and any defense or claim such as 
a statute of limitations, effective against the lessor as buyer the acquiring party under the 
supply contract, is also effective against the lessee as the beneficiary designated under this 
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provision. The For example, the supplier is not precluded from excluding or modifying an 
express or implied warranty under a supply contract. Sections 2-312(2) and 2-316, or 
ection 2A-214. Further, the supplier is not precluded from limiting the rights and reme- 
dies of the lessor;-as-buyer; and from liquidating damages. Sections 2-718 and 2-719 or 
ections 2A-503 and 2A-504. If the supply contract excludes or modifies warranties, limits 
emedies fer-breaeh, or liquidates damages with respect to the lessor, such provisions are 
enforceable against the lessee as beneficiary. Thus, only selective discrimination against 
he beneficiaries designated under this section is precluded, i.e., exclusion of the supplier's 
iability to the lessee with respect to warranties made to the lessor. This section does not af- 
ect the development of other law with respect to products liability. 

2. Enforcement of this benefit is by action. Sections 2A-103(4) and 1-106(2). 

3. The benefit extended by these provisions is not without a price, as this Article also 
provides in the case of a finance lease that is not a consumer lease that the lessee’s promises 

o the lessor under the lease contract become irrevocable and independent upon the lessee’s 
acceptance of the goods. Section 2A-407. 

4. Subsection (2) limits the effect of subsection (1) on the supplier and the lessor by 
preserving, notwithstanding the transfer of the benefits of the supply contract to the lessee, 
all of the supplier’s and the lessor’s rights and obligations with respect to each other and 
others; it further absolves the lessee of any duties with respect to the supply contract that 
might have been inferred from the extension of the benefits thereof. 

5. Subsections (2) and (8) also deal with difficult issues related to modification or rescis- 
sion of the supply contract. Subsection (2) states a rule that determines the impact of the 
statutory extension of benefit contained in subsection (1) upon the relationship of the par- 

ies to the supply contract and, in a limited respect, upon the lessee. This statutory exten- 
sion of benefit, like that contained in Sections 2A-216 and 2-318, is not a modification of the 
supply contract by the parties. Thus, subsection (3) states the rules that apply to a modifica- 
ion or rescission of the supply contract by the parties. Subsection (3) reeegnizesthees- 

the-supplier-arising-from-modifieation 


provides that a modification or rescission is not effective between the supplier and the lessee 
if, before the modification or rescission occurs, the supplier received notice that the lessee has 
entered into the finance lease. On the other hand, if the modification or rescission is effective, 
then to the extent of the modification or rescission of the benefit or warranty, the lessor by 
tatutory dictate assumes an obligation to provide to the lessee that which the lessee would 
otherwise lose. For example, assume a reduction in an express warranty from four years to 
one year. No prejudice to the lessee may occur if the goods perform as agreed. If, however, 
there is a breach of the express warranty after one year and before four years pass, the lessor 
is liable. A remedy for any prejudice to the lessee because of the bifurcation of the lessee's re- 
ourse resulting from the action of the supplier and the lessor is left to resolution by the 
ourts based on the facts of each case. 
6. Subsection (4) makes it clear that the rights granted to the lessee by this section do not 
displace any rights the lessee otherwise may have against the supplier. 
Cross References: 
Sections 24-103(g) 2A-103(1)(g), 2A-407 and 9-318. 
Definitional Cross References: 
"Action". Section 1-201(1). 
“Finance lease". Section 2A-103(1)(g). 
“Leasehold interest". Section 2A-103(1)(m). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 
“Notice”. Section 1-201(25). 
“Party”. Section 1-201(29). 
“Rights”. Section 1-201(36). 
“Supplier”. Section 2A-103(1)(x). 
“Supply contract”. Section 2A-103(1)(y). 
“Term”. Section 1-201(42). 
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Amendment 4 
Section 24-303 of the Article is amended to read: 


$ 24-303. Alienability of Party’s Interest Under Lease Contract or 
of Lessor's Residual Interest in Goods; Delegation of 
Performance; Assignment Transfer of Rights. 


(d) assume-the-lease-eontraet: 
(3) Demand-pursuant-te-subseetion-(1)05)-is—witheut-prejudtee-te 


(1) As used in this section, “creation of a security interest” includes the 
ale of a lease contract that is subject to Article 9, Secured Transactions, by 
eason of Section 9-102(1)(b). 

(2) Except as provided in subsections (3) and (4), a provision in a lease 
agreement which (i) prohibits the voluntary or involuntary transfer, includ- 
ing a transfer by sale, sublease, creation or enforcement of a security inter- 
est, or attachment, levy, or other judicial process, of an interest of a party 
under the lease contract or of the lessor's residual interest in the goods, or 
(ti) makes such a transfer an event of default, gives rise to the rights and 

emedies provided in subsection (5), but a transfer that is prohibited or is 
an event of default under the lease agreement is otherwise effective. 

(3) A provision in a lease agreement which (i) prohibits the creation or 
enforcement of a security interest in an interest of a party under the lease 

ontract or in the lessor’s residual interest in the goods, or (ii) makes such a 
transfer an event of default, is not enforceable unless, and then only to the 
extent that, there is an actual transfer by the lessee of the lessee's right o, 
possession or use of the goods in violation of the provision or an actual 
delegation of a material performance of either party to the lease contract in 
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violation of the provision. Neither the granting nor the enforcement of a se- 
urity interest in (i) the lessor’s interest under the lease contract or (ii) the 
essor's residual interest in the goods is a transfer that materially impairs 
the prospect of obtaining return performance by, materially changes the 
duty of, or materially increases the burden or risk imposed on, the lessee 
ithin the purview of subsection (5) unless, and then only to the extent that, 
there is an actual delegation of a material performance of the lessor. 


(6) (4) A provision in a lease agreement which (i) prohibits a transfer of a 
right to damages for default with respect to the whole lease contract or o, 
a right to payment arising out of the assignor's transferor's due perfor- 

ance of his-or-her] the transferor's entire obligation 
spite-asreement otherwise, or (ii) makes such a transfer an event of default, 
is not en fufceable. and Such a transfer is not a transfer that materially 
impairs the prospect of obtaining return performance by, materially changes 
the duty of, or materially increases the burden or risk imposed on, the other 
party to the lease contract within the purview of subsection (5). 


(5) Subject to subsections (3) and (4): 

(a) if a transfer is made which is made an event of default under a 
lease agreement, the party to the lease contract not making the transfer, 
unless that party waives the default or otherwise agrees, has the rights 
and remedies described in Section 2A-501(2); 

(b) if paragraph (a) is not applicable and if a transfer is made that (1) 
is prohibited under a lease agreement or (ii) materially impairs the pros- 
pect of obtaining return performance by, materially changes the duty of, 
or materially increases the burden or risk imposed on, the other party to 
the lease contract, unless the party not making the transfer agrees at any 
time to the transfer in the lease contract or otherwise, then, except as 
limited by contract, (i) the transferor is liable to the party not making the 
transfer for damages caused by the transfer to the extent that the dam- 
ages could not reasonably be prevented by the party not making the 
transfer and (ii) a court having jurisdiction may grant other appropriate 
relief, including cancellation of the lease contract or an injunction against 
the transfer. 

(4) (6) &n-assignment A transfer of “the lease" or of “all my rights under 
he lease", or &n—assignment a transfer in similar general terms, is a 
ransfer of rights; and, unless the language or the circumstances, as in an 
assignment a transfer for security, indicate the contrary, the assignment 
transfer is a delegation of duties by the 
tanee transferor to the transferee. Acceptance by the assignee transferee 
constitutes a promise by himer-her] the transferee to perform those duties. 
This The promise is enforceable by either the assigner transferor or the 
other party to the lease contract. 
(5) (7) Unless otherwise agreed by the lessor and the lessee, ne a delega- 
ion of performance relieves does not relieve the assigner transferor as 
against the other party of any duty to perform or of any liability for default. 
CH (8) Fe In a consumer lease, to prohibit the transfer of an interest of a 
party under a the lease contract or to make a transfer an event of default, 
he language ef prehibitien must be specific, by a writing, and conspicuous. 
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Official Comment 
niform oe Source: Seetion Sections 2-210 and 9-311. 


and 9-311 were incorporated in this section, with substantial modifications to reflect leasing 
terminology and practice and to harmonize the principles of the respective provisions, i.e. 
imitations on delegation of performance on the one hand and alienability of rights on the 
other. In addition, unlike Section 2-210 which deals only with voluntary transfers, this sec- 
tion deals with involuntary as well as voluntary transfers. Moreover, the principle of Section 
9-318(4) denying effectiveness to contractual terms prohibiting assignments of receivables 
due and to become due also is implemented. 


o (2) etalk tous pelea acad EE T E T E 
d-has-been-made--These-eriteria-are-modeled-en-the 
e Hot aio Qd, -ae- amended, HEUS. ee Qs cá H 


1. Subsection (2) states a rule, consistent with Section 9-311, that voluntary and involun- 
tary transfers of an interest of a party under the lease contract or of the lessor's residual 
interest, including by way of the creation or enforcement of a security interest, are effective, 
notwithstanding a provision in the lease agreement prohibiting the transfer or making the 
transfer an event of default. Although the transfers are effective, the provision in the lease 
agreement is nevertheless enforceable, but only as provided in subsection (5). Under subsec- 
tion (5) the prejudiced party is limited to the remedies on “default under the lease contract? 
in this Article and, except as limited by this Article, as provided in the lease agreement, if 
the transfer has been made an event of default. Section 2A-501(2). Usually, there will be a 
specific provision to this effect or a general provision making a breach of a covenant an event 
of default. In those cases where the transfer is prohibited, but not made an event of default, 
the prejudiced party may recover damages; or, if the damage remedy would be ineffective 
adequately to protect that party, the court can order cancellation of the lease contract or 
enjoin the transfer. This rule that such provisions generally are enforceable is subject to 
ubsections (3) and (4), which make such provisions unenforceable in certain instances. 

2. The first such instance is described in subsection (3). A provision in a lease agreement 
which prohibits the creation or enforcement of a security interest, including sales of lease 
ontracts subject to Article 9 (Sections 9-102(1)(b) and 9-104(f)), or makes it an event o 
default is generally not enforceable, reflecting the policy of Section 9-318(4). However, that 
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policy gives way to the doctrine stated in Section 2-210(2), which gives one party to a 
ontract the right to protect itself against an actual delegation (but not just a provision 
under which delegation might later occur) of a material performance by the other party. Ac- 
ordingly, such a provision in a lease agreement is enforceable when the transfer delegates a 
aterial performance. Generally, as expressly provided in subsection (6), a transfer for secu- 
ity is not a delegation of duties. However, inasmuch as the creation of a security interest 
includes the sale of a lease contract, if there are then unperformed duties on the part of the 
essor / seller, there could be a delegation of duties in the sale, and, if such a delegation actu- 
ally takes place and is of a material performance, a provision in a lease agreement prohibit- 
ing it or making it an event of default would be enforceable, giving rise to the rights and 
emedies stated in subsection (5). The statute does not define *material." The parties may set 
tandards to determine its meaning. The term is intended to exclude delegations of matters 
uch as accounting to a professional accountant and the performance of, as opposed to the 
esponsibility for, maintenance duties to a person in the maintenance service industry. 

3. For similar reasons, the lessor is entitled to protect its residual interest in the goods by 
prohibiting anyone but the lessee from possessing or using them. Accordingly, under subsec- 
tion (3) if there is an actual transfer by the lessee of its right of possession or use of the goods 
in violation of a provision in the lease agreement, such a provision likewise is enforceable, 
giving rise to the rights and remedies stated in subsection (5). A transfer of the lessee's right 
of possession or use of the goods resulting from the enforcement of a security interest granted 
by the lessee in its leasehold interest is a “transfer by the lessee” under this subsection. 

4. Finally, subsection (3) protects against a claim that the creation or enforcement of a se- 

urity interest in the lessor’s interest under the lease contract or in the residual interest is a 
transfer that materially impairs the prospect of obtaining return performance by, materially 

hanges the duty of, or materially increases the burden or risk imposed on the lessee so as to 
give rise to the rights and remedies stated in subsection (5), unless the transfer involves an 
actual delegation of a material performance of the lessor. 

5. While it is not likely that a transfer by the lessor of its right to payment under the lease 

ontract would impair at a future time the ability of the lessee to obtain the performance due 
the lessee under the lease contract from the lessor, if under the circumstances reasonable 
grounds for insecurity as to receiving that performance arise, the lessee may employ the pro- 
vision of this Article for demanding adequate assurance of due performance and has the 
emedy provided in that circumstance. Section 2A-401. 

6. Sections 9-206 and 9-318(1) through (3) also are relevant. Section 9-206 sanctions an 
agreement by a lessee not to assert certain types of claims or defenses against the lessor's 
assignee. Section 9-318(1) through (3) deal with, among other things, the other party's rights 
against the assignee where Section 9-206(1) does not apply. Since the definition of contract 
under Section 1-201(11) includes a lease agreement, the definition of account debtor under 

ection 9-105(1)(a) includes a lessee of goods. As a result, Section 9-206 applies to lease 
agreements, and there is no need to restate those sections in this Article. The reference to *de- 
enses or claims arising out of a sale” in Section 9-318(1) should be interpreted broadly to 
include defenses or claims arising out of a lease inasmuch as that section codifies the com- 
on law rule with respect to contracts, including lease contracts. 

7. Subsection (4) is based upon Section 2-210(2) and Section 9-318(4). It makes unenforce- 
able a prohibition against transfers of certain rights to payment or a provision making the 
transfer an event of default. It also provides that such transfers do not materially impair the 
prospect of obtaining return performance by, materially change the duty of, or materially 
increase the burden or risk imposed on, the other party to the lease contract so as to give rise 
to the rights and remedies stated in subsection (5). Accordingly, a transfer of a right to pay- 

ent cannot be prohibited or made an event of default, or be one that materially impairs 
performance, changes duties or increases risk, if the right is already due or will become due 
without further performance being required by the party to receive payment. Thus, a lessor 

an transfer the right to future payments under the lease contract, including by way of a 
erant of a security interest, and the transfer will not give rise to the rights and remedies 
tated in subsection (5) if the lessor has no remaining performance under the lease contract. 
The mere fact that the lessor is obligated to allow the lessee to remain in possession and to 
use the goods as long as the lessee is not in default does not mean that there is *remaining 
performance" on the part of the lessor. Likewise, the fact that the lessor has potential li- 
ability under a “non-operating” lease contract for breaches of warranty does not mean that 
there is *remaining performance." In contrast, the lessor would have *remaining perfor- 
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mance" under a lease contract requiring the lessor to regularly maintain and service the 
goods or to provide “upgrades” of the equipment on a periodic basis in order to avoid 
obsolescence. The basic distinction is between a mere potential duty to respond which is not 
"remaining performance," and an affirmative duty to render stipulated performance. Al- 
though the distinction may be difficult to draw in some cases, it is instructive to focus on the 
difference between “operating” and “non-operating” leases as generally understood in the 

arketplace. Even if there is *remaining performance" under a lease contract, a transfer for 

ecurity of a right to payment that is made an event of default or that is in violation of a 

prohibition against transfer does not give rise to the rights and remedies under subsection 
(5) if it does not constitute an actual delegation of a material performance under subsection 
(3). 

8. The application of either the rule of subsection (3) or the rule of subsection (4) to the 
grant by the lessor of a security interest in the lessor's right to future payment under the 
ease contract may produce the same result. Both subsections generally protect security 
transfers by the lessor in particular because the creation by the lessor of a security interest or 
the enforcement of that interest generally will not prejudice the lessee's rights if it does not 

esult in a delegation of the lessor’s duties. To the contrary, the receipt of loan proceeds or 
elief from the enforcement of an antecedent debt normally should enhance the lessor’s abil- 
ity to perform its duties under the lease contract. Nevertheless, there are circumstances 
where relief might be justified. For example, if ownership of the goods is transferred pursu- 
ant to enforcement of a security interest to a party whose ownership would prevent the lessee 
rom continuing to possess the goods, relief might be warranted. See 49 U.S.C.A. § 1401(a) 
and (b) which places limitations on the operation of aircraft in the United States based on 
the citizenship or corporate qualification of the registrant. 

9. Relief on the ground of material prejudice when the lease agreement does not prohibit 
the transfer or make it an event of default should be afforded only in extreme circumstances, 

onsidering the fact that the party asserting material prejudice did not insist upon a provi- 
ion in the lease agreement that would protect against such a transfer. 

10. Subsection (5) implements the rule of subsection (2). Subsection (2) provides that, even 
though a transfer is effective, a provision in the lease agreement prohibiting it or making it 
an event of default may be enforceable as provided in subsection (5). See Brummond v. First 

ational Bank of Clovis, 99 N.M. 221, 656 P.2d 884, 35 U.C.C.Rep.Serv. (Callaghan) 1311 
(1983), stating the analogous rule for Section 9-311. If the transfer prohibited by the lease 
agreement is made an event of default, then, under subsection 5(a), unless the default is 
waived or there is an agreement otherwise, the aggrieved party has the rights and remedies 

eferred to in Section 2A-501(2), viz. those in this Article and, except as limited in the 

rticle, those provided in the lease agreement. In the unlikely circumstance that the lease 
agreement prohibits the transfer without making a violation of the prohibition an event o 
default or, even if there is no prohibition against the transfer, and the transfer is one that 
materially impairs performance, changes duties, or increases risk (for example, a sublease 
or assignment to a party using the goods improperly or for an illegal purpose), then subsec- 
ion 5(b) is applicable. In that circumstance, unless the party aggrieved by the transfer has 
otherwise agreed in the lease contract, such as by assenting to a particular transfer or to 
ransfers in general, or agrees in some other manner, the aggrieved party has the right to 
ecover damages from the transferor and a court may, in appropriate circumstances, grant 
other relief, such as cancellation of the lease contract or an injunction against the transfer. 

11. If a transfer gives rise to the rights and remedies provided in subsection (5), the 
transferee as an alternative may propose, and the other party may accept, adequate cure or 

ompensation for past defaults and adequate assurance of future due performance under the 
ease contract. Subsection (5) does not preclude any other relief that may be available to a 
party to the lease contract aggrieved by a transfer subject to an enforceable prohibition, such 
as an action for interference with contractual relations. 

12. Subsection (8) requires that a provision in a consumer lease prohibiting a transfer, or 

aking it an event of default, must be specific, written and conspicuous. See Section 
1-201(10). This assists in protecting a consumer lessee against surprise assertions of default. 

13. Subsection 4) (6) is taken almost verbatim from the provisions of Section 2-210(4). 

he subsection states a rule of construction that distinguishes a commercial assignment, 
hich substitutes the assignee for the assignor as to rights and duties, and an assignment 
or security or financing assignment, which substitutes the assignee for the assignor only 
as to rights. Note that the assignment for security or financing assignment is a subset of all 
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security interests. Security interest is defined to include “any interest of a buyer of... 
chattel paper". Section 1-201(37). Chattel paper is defined to include a lease. Section 
9-105(1)(b). Thus, a buyer of leases is the holder of a security interest in the leases. That 
conclusion should not influence this issue, as the policy is quite different. Whether a buyer 
of leases is the holder of a commercial assignment, or an assignment for security or financ- 
ing assignment should be determined by the language of the assignment or the circum- 
stances d the o 
ory tps f - 


FRENCH ADM Suaa 
WU Rees ub LO LP A DAR UC 


Sections 1-201(11), 1-201(37), 2-210, 2-609 2A-401, 9-102(1)(b), 9-104(f), 9-105(1)(a), 
9-206, and 9-318. 
Definitional Cross References: 

"Agreed" and “Agreement”. Section 1-201(3). 

“Conspicuous”. Section 1-201(10). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(1). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Lessor’s residual interest”. Section 2A-103(1)(q). 

“Notice”. Section 1-201(25). 

“Party”. Section 1-201(29). 

“Person”. Section 1-201(30). 

“Reasonable time”. Section 1-204(1) and (2). 

“Rights”. Section 1-201(36). 

“Term”. Section 1-201(42). 

“Writing”. Section 1-201(46). 


Amendment 5 
Section 2A-304 of the Article is amended to read: 


§ 2A-304. Subsequent Lease of Goods by Lessor. 
(1) Subject to the-provisions-of Section 2A-303, a subsequent lessee from 
a lessor of goods under an existing lease contract obtains, to the extent o 
he leasehold interest transferred, the leasehold interest in the goods that 
he lessor had or had power to transfer, and except as provided in subsec- 
ion (2) and Section 2A-527(4), takes subject to the existing lease contract. 
A lessor with voidable title has power to transfer a good leasehold interest 
o a good faith subsequent lessee for value, but only to the extent set forth 
in the preceding sentence. When Jf goods have been delivered under a 
ransaction of purchase, the lessor has that power even though: 
(a) the lessor’s transferor was deceived as to the identity of the lessor; 
(b) the delivery was in exchange for a check which is later dishonored; 
(c) it was agreed that the transaction was to be a “cash sale”; or 
(d) the delivery was procured through fraud punishable as larcenous 
under the criminal law. 
(2) A subsequent lessee in the ordinary course of business from a lessor 
ho is a merchant dealing in goods of that kind to whom the goods were 
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entrusted by the existing lessee of that lessor before the interest of the 
subsequent lessee became enforceable against the that lessor obtains, to 
he extent of the leasehold interest transferred, all of the £hat lessor's and 
he existing lessee's rights to the goods, and takes free of the existing lease 
contract. 


(3) A subsequent lessee from the lessor of goods that are subject to an 
existing lease contract and are covered by a certificate of title issued under 
a statute of this State or of another jurisdiction takes no greater rights 

han those provided both by this section and by the certificate of title 
statute. 


Official Comment 

niform Statutory Source: Section 2-403. 

Changes: While Section 2-403 was used as a model for this section, the provisions o 
Section 2-403 were significantly revised to reflect leasing practices and to integrate this 
Article with certificate of title statutes. 

Purposes: 

1. This section must be read in conjunction with, as it is subject to, the provisions o 
Section 24-303, which govern voluntary and involuntary transfers of rights and duties 
under a lease contract, including the lessor's residual interest in the goods. 

2. This section must also be read in conjunction with Section 2-403. This section and 
Section 2A-305 are derived from Section 2-403, which states a unified policy on good faith 
purchases of goods. Given the scope of the definition of purchaser (Section 1-201(33)), a 
person who bought goods to lease as well as a person who bought goods subject to an exist- 
ing lease from a lessor will take pursuant to Section 2-403. Further, a person who leases 
such goods from the person who bought them should also be protected under Section 2-403, 

rst because the lessee's rights are derivative and second because the definition of purchaser 
should be interpreted to include one who takes by lease; no negative implication should be 
drawn from the inclusion of lease in the definition of purchase in this Article. Section 2A- 
103(1)(v). 

3. There are hypotheticals that relate to an entrustee’s unauthorized lease of entrusted 
goods to a third party that are outside the provisions of Sections 2-403, 2A-304 and 2A-305. 
Consider a sale of goods by M, a merchant, to B, a buyer. After paying for the goods B al- 
ows M to retain possession of the goods as B is short of storage. Before B calls for the 
goods M leases the goods to L, a lessee. This transaction is not governed by Section 2-403(2) 
as L is not a buyer in the ordinary course of business. Section 1-201(9). Further, this trans- 
action is not governed by Section 2A-304(2) as B is not an existing lessee. Finally, this 
ransaction is not governed by Section 2A-305(2) as B is not M’s lessor. Section 2A-307(2) 

esolves the potential dispute between B, M and L. By virtue of B’s entrustment of the 
goods to M and M’s lease of the goods to L, B has a cause of action against M under the 
common law. Sections 2A-103(4) and 1-103. See, e.g., Restatement (Second) of Torts 
§§ 222A-243. Thus, B is a creditor of M. Sections 2A-103(4) and 1-201(12). Section 2A-307(2) 
provides that B, as M’s creditor, takes subject to M’s lease to L. Thus, if L does not default 

nder the lease, L’s enjoyment and possession of the goods should be undisturbed. However, 
B is not without recourse. B’s action should result in a judgment against M providing, 
among other things, a turnover of all proceeds arising from M’s lease to L, as well as a 
ransfer of all of M’s right, title and interest as lessor under M’s lease to L, including M’s 
esidual interest in the goods. Section 2A-103(1)(q). 

4. Subsection (1) states a rule with respect to the leasehold interest obtained by a 
subsequent lessee from a lessor of goods under an existing lease contract. The interest will 
include such leasehold interest as the lessor has in the goods as well as the leasehold inter- 
est that the lessor had the power to transfer. Thus, the subsequent lessee obtains 

nimpaired all rights acquired under the law of agency, apparent agency, ownership or 
other estoppel, whether based upon statutory provisions or upon case law principles. 
Sections 2A-103(4) and 1-103. In general, the subsequent lessee takes subject to the exist- 
ing lease contract, including the existing lessee’s rights thereunder. Furthermore, the 
subsequent lease contract is, of course, limited by its own terms, and the subsequent lessee 
akes only to the extent of the leasehold interest transferred thereunder. 
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5. Subsection (1) further provides that a lessor with voidable title has power to transfer a 
good leasehold interest to a good faith subsequent lessee for value. In addition, subsections 
(1)(a) through (d) provide specifically for the protection of the good faith subsequent lessee 
or value in a number of specific situations which have been troublesome under prior law. 

6. The position of an existing lessee who entrusts leased goods to its lessor is not distin- 
guishable from the position of other entrusters. Thus, subsection (2) provides that the 
subsequent lessee in the ordinary course of business takes free of the existing lease contract 
between the lessor entrustee and the lessee entruster, if the lessor is a merchant dealing in 
goods of that kind. Further, the subsequent lessee obtains all of the lessor entrustee's and 

he lessee entruster's rights to the goods, but only to the extent of the leasehold interest 
ransferred by the lessor entrustee. Thus, the lessor entrustee retains the residual interest 
in the goods. Section 2A-103(1)(q). However, entrustment by the existing lessee must have 
occurred before the interest of the subsequent lessee became enforceable against the lessor. 
Entrusting is defined in Section 2-403(3) and that definition applies here. Section 2A- 
103(3). 

7. Subsection (3) states a rule with respect to a transfer of goods from a lessor to a 
subsequent lessee where the goods are subject to an existing lease and covered by a certifi- 
cate of title. The subsequent lessee's rights are no greater than those provided by this sec- 

ion and the applicable certificate of title statute, including any applicable case law constru- 
ing such statute. Where the relationship between the certificate of title statute and Section. 
2-403, the statutory analogue to this section, has been construed by a court, that construc- 
ion is incorporated here. Sections 2A-103(4) and 1-102(1) and (2). The better rule is that 
he certificate of title statutes are in harmony with Section 2-403 and thus would be in 
harmony with this section. E.g., Atwood Chevrolet-Olds v. Aberdeen Mun. School Dist., 481 
So.2d 926, 928 (Miss.1983); Godfrey v. Gilsdorf, 86 Nev. 714, 718, 476 P.2d 3, 6 (1970); 
artin v. Nager, 192 N.J.Super. 189, 197—98, 469 A.2d 519, 523 (Ch.Div.1983). Where the 
certificate of title statute is silent on this issue of transfer, this section will control. 
Cross References: 

Sections 1-102, 1-103, 1-201(33), 2-403, 2A-103(1)(v), 2A-103(3), 2A-103(4), 24-303 and 
24-305. 

Definitional Cross References: 

“Agreed”. Section 1-201(3). 

“Delivery”. Section 1-201(14). 

“Entrusting”. Section 2-403(3). 

“Good faith". Sections 1-201(19) and 2-103(1)(b). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract". Section 2A-103(1)(). 

“Leasehold interest”. Section 2A-103(1)(m). 

“Lessee”. Section 2A-103(1)(n). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(p). 

“Merchant”. Section 2-104(1). 

“Purchase”. Section 2A-103(1)(v). 

“Rights”. Section 1-201(36). 

“Value”. Section 1-201(44). 


Amendment 6 
Section 2A-307 of the Article is amended to read: 


§ 2A-307. Priority of Liens Arising by Attachment or Levy on, 
Security Interests in, and Other Claims to Goods. 


(1) Except as otherwise provided in Section 2A-306, a creditor of a lessee 
akes subject to the lease contract. 


(2) Except as otherwise provided in subsections (3) and (4) e£this-seetien 
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and in Sections 24-306 and 24-308, a creditor of a lessor takes subject to 
he lease contract unless: 


(a) unless the creditor holds a lien that attached to the goods before 
the lease contract became enforceable, or 


(b) unless the creditor holds a security interest in the goods that-under 


: and the jeste did not 
give value and receive delivery of the goods without knowledge of the se- 
curity interest; or 

(c) the creditor holds a security interest in the goods which was 
perfected (Section 9-303) before the lease contract became enforceable. 

(3) A lessee in the ordinary course of business takes the leasehold inter- 
est free of a security interest in the goods created by the lessor even though 
he security interest is perfected (Section 9-303) and the lessee knows o 

its existence. 

(4) A lessee other than a lessee in the ordinary course of business takes 
he leasehold interest free of a security interest to the extent that it secures 
future advances made after the secured party acquires knowledge of the 
lease or more than 45 days after the lease contract becomes enforceable, 

hichever first occurs, unless the future advances are made pursuant to a 
commitment entered into without knowledge of the lease and before the 
expiration of the 45-day period. 


Offcial Comment 

niform Statutory Source: None for subseetiens subsection (1) and-(2). Subseetions 

ubsection (2) is derived from Section 9-301, and subsections (3) and (4) are derived from 

e-previsiens-ef Section 9-307(1) and (3), respectively. 
Changes: The provisions of Seetien Sections 9-301 and 9-307(1) and (3) were incorporated, 
and modified to reflect leasing terminology and the basic concepts reflected in this Article. 
Purposes: 

1. Subsection (1) states a general rule of priority that a creditor of the lessee takes 
subject to the lease contract. The term lessee (Section 2A-103(1)(n)) includes sublessee. 

herefore, this subsection not only covers disputes between the prime lessor and a creditor 
of the prime lessee but also disputes between the prime lessor, or the sublessor, and a cred- 
itor of the sublessee. Section 24-301 official comment 3(g). Further, by using the term cred- 
itor (Section 1-201(12)), this subsection will cover disputes with a general creditor, a 
secured creditor, a lien creditor and any representative of creditors. Section 2A-103(4). 

2. Subsection (2) states a general rule of priority that a creditor of a lessor takes subject 
o the lease contract. Note the discussion above with regard to the scope of these rules. Sec- 
ion 2A-301 official comment 3(g). Thus, the section will not only cover disputes between 
he prime lessee and a creditor of the prime lessor but also disputes between the prime les- 
see, or the sublessee, and a creditor of the sublessor. 

3. To take priority over the lease contract, and the interests derived therefrom, the cred- 
itor must come within one of twe three exceptions stated within the rule. First, subsection 
(2)(a) provides that where the creditor holds a lien (Section 2A-103(1)(r) that attached 
before the lease contract became enforceable (Section 2A-301), the creditor does not take 
subject to the lease. Second, subsection (2)(b) provides that when the creditor holds a secu- 

ity interest (Section 1-201(37)) that-veuld have, whether or not perfected, the creditor has 
priority over a hypoethetieal lessee who did not give value (Section 1-201(44)) and receive 
delivery of the goods without knowledge (Section 1-201(25)) of the security interest. As to 
other lessees, under subsection (2)(c) a secured creditor holding a perfected security interest 
perfeeted-by-a-filing-made-at before the time the lease contract became enforceable (Section 
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2A- 301), the creditor does not take subject to the lease. With respect to this provision the 
secured 


“disputes eompeting interests is netawitheut_preeedent. 
Reform—ket-of-1978.—as-&mended;—H—U-8-€—$-544€£8)-31982-&—Supp—H 
984), the lessee in these circumstances is treated like a buyer so that perfection of a purchase 
oney security interest does not relate back (Section 9-301). 
4. The rules of this section operate in favor of whichever party to the lease contract may 
enforce it, even if one party perhaps may not, e.g., under Section 2A-201(1)(b). 
5. The rule rules stated in subseetion subsections (2)(b) and (c), and the rule in subsection 
(3), is are best understood by reviewing a hypothetical. Assume that a merchant engaged in 
he business of selling and leasing musical instruments obtained possession of a truck load 
of musical instruments on deferred payment terms from a supplier of musical instruments 
on January 6. To secure payment of such credit the merchant granted the supplier a secu- 
ity interest in the instruments; the security interest was perfected by filing on January 15. 
he merchant, as lessor, entered into a lease to an individual of one of the musical instru- 
ments supplied by the supplier; the lease became enforceable on Mareh-t January 10. 
Under subsection (2)(b) the lessee will prevail (assuming the lessee qualifies thereunder) un- 
ess subsection (c) provides otherwise. Under the rule stated in subsection €2305 (2)(c) a 
priority dispute between the supplier, as the lessor's secured creditor, and the lessee would 
be determined by assumingthat ascertaining on Mareht January 10 (the day the lease 
became enforceable) the-merehant-had-granted-a the validity and perfected status of the se- 
i seeured 


ent and Whe enforceability of the lease contract by the lessee. Nothing more appearing, 
under the rule stated in subsection (2305) (2)(c), the supplier’s security interest in the musi- 
cal instrument would not have priority over the lease contract. Hewever Moreover, subsec- 
ion (2305) (2) states that its rules rules are subject to the rules of subsections (3) and (4). 

nder this hypothetical the lessee should qualify as a “lessee in the ordinary course o 
business". Section 2A-103(1)(0). Subsection (3) also makes clear that the lessee in the 
ordinary course of business will win even if he or she knows of the existence of the sup- 
plier's security interest. 

6. Subsections (3) and (4), which are modeled on the provisions of Section 9-307(1) and 
(3), respectively, state two exceptions to the priority rule stated in subsection (2) with re- 
spect to a creditor who holds a security interest. The lessee in the ordinary course of busi- 
ness will be treated in the same fashion as the buyer in the ordinary course of business, 
given a priority dispute with a secured creditor over goods subject to a lease contract. 
Cross References: 

Sections 1-201(12), 1-201(25), 1-201(87), 1-201(44), 2A-103(1)(n), 2A-103(1)(0), 2A- 
103(1Xr), 2A-103(4), 2A-201(1)(b), 2A-301 official comment 3(g), Article 9, esp- especially 
Sections 9-301, 9-307(1); and 9-307(3) and-9-3120X. 

Definitional Cross References: 

"Creditor". Section 1-201(12). 

“Goods”. Section 2A-103(1)(h). 

“Knowledge” and “Knows”. Section 1-201(25). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(1). 

“Leasehold interest”. Section 2A-103(1)(m). 

“Lessee”. Section 2A-103(1)(n). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(p). 
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“Lien”. Section 2A-103(1)(r). 

“Party”. Section 1-201(29). 

“Pursuant to commitment". Section 2A-103(8). 
"Security interest". Section 1-201(37). 


Amendment 7 
Section 24-309 of the Article is amended to read: 


24-309. Lessor's and Lessee's Rights When Goods Become 
Fixtures. 


(1) In this section: 


(a) goods are "fixtures" when they become so related to particular real 
estate that an interest in them arises under real estate law; 


(b) a *fixture filing" is the filing, in the office where a mortgage on the 
real estate would be filed or recorded er-registered, of a financing state- 
ment eeneerning covering goods that are or are to become fixtures and 
conforming to the requirements of-subseetion-(5) of Section 9-4 
9-402(5); 

(c) a lease is a “purchase money lease" unless the lessee has posses- 
sion or use of the goods or the right to possession or use of the goods 
before the lease agreement is enforceable; 


(d) a mortgage is a “construction mortgage" to the extent it secures an 
obligation incurred for the construction of an improvement on land 
including the acquisition cost of the land, if the recorded writing so 
indicates; and 

(e) “encumbrance” includes real estate mortgages and other liens on 
real estate and all other rights in real estate that are not ownership 
interests. 

(2) Under this Article a lease may be of goods that are fixtures or may 
continue in goods that become fixtures, but no lease exists under this 
Article of ordinary building materials incorporated into an improvement 
on land. 

(3) This Article does not prevent creation of a lease of fixtures pursuant 
o real estate law. 

(4) The perfected interest of a lessor of fixtures has priority over a 
conflicting interest of an encumbrancer or owner of the real estate if: 

(a) the lease is a purchase money lease, the conflicting interest of the 
encumbrancer or owner arises before the goods become fixtures, the 
interest of the lessor is perfected by a fixture filing before the goods 
become fixtures or within ten days thereafter, and the lessee has an 
interest of record in the real estate or is in possession of the real estate; 
or 

(b) the interest of the lessor is perfected by a fixture filing before the 
interest of the encumbrancer or owner is of record, the lessor's interest 
has priority over any conflicting interest of a predecessor in title of the 
encumbrancer or owner, and the lessee has an interest of record in the 
real estate or is in possession of the real estate. 

(5) The interest of a lessor of fixtures, whether or not perfected, has 
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priority over the conflicting interest of an encumbrancer or owner of the 
real estate if: 

(a) the fixtures are readily removable factory or office machines, readily 
removable equipment that is not primarily used or leased for use in the 
operation of the real estate, or readily removable replacements of domes- 
tic appliances that are goods subject to a consumer lease, and before the 
goods become fixtures the lease contract is enforceable; or 

(b) the conflicting interest is a lien on the real estate obtained by legal 
or equitable proceedings after the lease contract is enforceable; or 

(c) the encumbrancer or owner has consented in writing to the lease or 
has disclaimed an interest in the goods as fixtures; or 

(d) the lessee has a right to remove the goods as against the 
encumbrancer or owner. If the lessee's right to remove terminates, the 
priority of the interest of the lessor continues for a reasonable time. 

(6) Notwithstanding paragraph-(8)-ef subsection 4 (4)(a) but otherwise 
subject to subsections (4) and (5), the interest of a lessor of fixtures, includ- 
ing the lessor’s residual interest, is subordinate to the conflicting interest o 
an encumbrancer of the real estate under a construction mortgage re- 
corded before the goods become fixtures if the goods become fixtures before 

he completion of the construction. To the extent given to refinance a 
construction mortgage, the conflicting interest of an encumbrancer of the 
real estate under a mortgage has this priority to the same extent as the 
encumbrancer of the real estate under the construction mortgage. 

(7) In cases not within the preceding subsections, priority between the 
interest of a lessor of fixtures, including the lessor's residual interest, and 

he conflicting interest of an encumbrancer or owner of the real estate who 
is not the lessee is determined by the priority rules governing conflicting 
interests in real estate. 

(8) If the interest of a lessor of fixtures, including the lessor's residual 
interest, has priority over all conflicting interests of all owners and 
encumbrancers of the real estate, the lessor or the lessee may €&) (i) on 
default, expiration, termination, or cancellation of the lease agreement by 
i her-party but subject to the previsiens-ef-the lease agreement and 

his Article, or (5) (ii) if necessary to enforce his-der-her] other rights and 

remedies of the lessor or lessee under this Article, remove the goods from 
he real estate, free and clear of all conflicting interests of all owners and 
encumbrancers of the real estate, but he-fer-she} the lessor or lessee must 
reimburse any encumbrancer or owner of the real estate who is not the 
lessee and who has not otherwise agreed for the cost of repair of any phys- 
ical injury, but not for any diminution in value of the real estate caused by 
he absence of the goods removed or by any necessity of replacing them. A 
person entitled to reimbursement may refuse permission to remove until 
he party seeking removal gives adequate security for the performance o 
his obligation. 

(9) Even though the lease agreement does not create a security interest, 

he interest of a lessor of fixtures, including the lessor's residual interest, is 

perfected by filing a financing statement as a fixture filing for leased goods 
hat are or are to become fixtures in accordance with the relevant provi- 
sions of the Article on Secured Transactions (Article 9). 
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Official Comment 

niform Statutory Source: Section 9-313. 

Changes: Revised to reflect leasing terminology and to add new material. 
Purposes: 

1. While Section 9-313 provided a model for this section, certain provisions were 
substantially revised. 

2. Section 2A-309(1)(c), which is new, defines purchase money lease to exclude leases 

here the lessee had possession or use of the goods or the right thereof before the lease 
agreement became enforceable. This term is used in subsection (4)(a) as one of the condi- 

ions that must be satisfied to obtain priority over the conflicting interest of an 
encumbrancer or owner of the real estate. 

3. Section 2A-309(4), which states one of several priority rules found in this section, 
deletes reference to office machines and the like (Section 9-313(4)(c)) as well as certain liens 
(Section 9-313(4)(d)). However, these items are included in subsection (5), another priorit 

ule that is more permissive than the rule found in subsection (4) as it applies whether or 

ot the interest of the lessor is perfected. In addition, subsection (5)(a) expands the scope o 
he provisions of Section 9-313(4)(c) to include readily removable equipment not primarily 
used or leased for use in the operation of real estate; the qualifier is intended to exclude 
rom the expanded rule equipment integral to the operation of real estate, e.g., heating and 
air conditioning equipment. 

4. The rule stated in subsection (7) is more liberal than the rule stated in Section 9-313(7) 
in that issues of priority not otherwise resolved in this subsection are left for resolution by 
he priority rules governing conflicting interests in real estate, as opposed to the Section 
9-313(7) automatic subordination of the security interest in fixtures. Note that, for the 
purpose of this section, where the interest of an encumbrancer or owner of the real estate is 
paramount to the interest of the lessor, the latter term includes the residual interest of the 
essor. 

5. The rule stated in subsection (8) is more liberal than the rule stated in Section 9-313(8) 
in that the right of removal is extended to both the lessor and the lessee and the occasion 
or removal includes expiration, termination or cancellation of the lease agreement, and 
enforcement of rights and remedies under this Article, as well as default. The new language 
also provides that upon removal the goods are free and clear of conflicting interests of own- 
ers and encumbrancers of the real estate. 

6. Finally, subsection (9) provides a mechanism for the lessor of fixtures to perfect its 
interest by filing a financing statement under the provisions of the Article on Secured 

ransactions (Article 9), even though the lease agreement does not create a security 
interest. Section 1-201(37). The relevant provisions of Article 9 must be interpreted permis- 
sively to give effect to this mechanism as it implicitly expands the scope;-perfeetien-and 
prierity-previsiens of Article 9 so that its filing provisions apply to gevern transactions that 
create a lease of fixtures, even though the lease agreement does not create a security 
interest. This mechanism is similar to that provided in Section 2-326(3)(c) for the seller o 
goods on consignment, even though the consignment is not “intended as security”. Section 
1-201(37). Given the lack of litigation with respect to the mechanism created for consign- 
ment sales, this new mechanism should prove effective. Nete;-hewever.that-this-s-a-moere 


Cross References: 

Sections 1-201(37), 2A-309(1)(c), 2A-309(4), Article 9, esp- especially Sections 9-313, 
9-313(4)(c), 9-313(4)(d), 9-313(7), 9-313(8) and 9-408. 
Definitional Cross References: 

"Agreed". Section 1-201(3). 

*Cancellation". Section 2A-103(1)(b). 

“Conforming”. Section 2A-103(1)(d). 

“Consumer lease”. Section 2A-103(1)(e). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 
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“Lease contract". Section 2A-103(1)). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 

“Lien”. Section 2A-103(1)(r). 
“Mortgage”. Section 9-105(1)(j). 
“Party”. Section 1-201(29). 

“Person”. Section 1-201(30). 
“Reasonable time". Section 1-204(1) and (2). 
“Remedy”. Section 1-201(34). 
“Rights”. Section 1-201(36). 

“Security interest”. Section 1-201(37). 
“Termination”. Section 2A-103(1)(z). 
“Value”. Section 1-201(44). 

“Writing”. Section 1-201(46). 


Amendment 8 
Section 2A-311 of the Article is added to read: 


§ 2A-311. Priority Subject to Subordination. 
Nothing in this Article prevents subordination by agreement by any 
person entitled to priority. 


Official Comment 
Uniform Statutory Source: Section 9-316. 
urposes: The several preceding sections deal with questions of priority. This section is 
inserted to make it entirely clear that a person entitled to priority may effectively agree to 
ubordinate the claim. Only the person entitled to priority may make such an agreement: the 
ights of such a person cannot be adversely affected by an agreement to which that person is 
ot a party. 
Cross References: 
Sections 1-102 and 2A-304 through 2A-310. 
Definitional Cross References: 
“Agreement”. Section 1-201(3). 
“Person”. Section 1-201(30). 


Amendment 9 
Section 2A-407 of the Article is amended to read: 


§ 2A-407. Irrevocable Promises: Finance Leases. 
(1) In the case of a finance lease that is not a consumer lease the lessee’s 
promises under the lease contract become irrevocable and independent 
pon the lessee’s acceptance of the goods. 
(2) A promise that has become irrevocable and independent under 
subsection (1): 
(a) is effective and enforceable between the parties, and by or against 
third parties including assignees of the parties;; and 
(b) is not subject to cancellation, termination, modification, repudia- 
tion, excuse, or substitution without the consent of the party to whom 
the promise runs. 
(3) This section does not affect the validity under any other law of a cove- 
ant in any lease contract making the lessee’s promises irrevocable and in- 
dependent upon the lessee’s acceptance of the goods. 
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Official Comment 
niform Statutory Source: None. 
Purposes: 

1. This section extends the benefits of the classic ^hell or high water" clause to a finance 
ease that is not a consumer lease. This section is self-executing; no special provision need 
be added to the contract. This section makes covenants in a finance lease irrevocable and 
independent due to the function of the finance lessor in a three party relationship: the les- 
see is looking to the supplier to perform the essential covenants and warranties. Section 
24-209. Thus, upon the lessee's acceptance of the goods the lessee's promises to the lessor 

nder the lease contract become irrevocable and independent. The provisions of this section 
emain subject to the obligation of good faith (Sections 2A-103(4) and 1-203), and the les- 
see’s revocation of acceptance (Section 2A-517). 

2. The section requires the lessee to perform even if the lessor’s performance after the 
essee’s acceptance is not in accordance with the lease contract; the lessee may, however, 
have and pursue a cause of action against the lessor, e.g., breach of certain limited warran- 
ies (Sections 2A-210 and 24444) 2A-211(1)). This is appropriate because the benefit of the 
supplier’s promises and warranties to the lessor under the supply contract and, in some 
ases, the warranty of a manufacturer who is not the supplier, is extended to the lessee 

nder the finance lease. Section 2A-209. Despite this balance, this section excludes a 

nance lease that is a consumer lease. That a consumer be obligated to pay notwithstand- 
ing defective goods or the like is a principle that is not tenable under case law (Unico v. 
Owen, 50 N.J. 101, 232 A.2d 405 (1967)), state statute (Unif. Consumer Credit Code 
88 3.403-3.405, 7A U.L.A. 126-31 (1974)), or federal statute (15 U.S.C.A. § 1666i (1982)). 

3. The relationship of the three parties to a transaction that qualifies as a finance lease is 
best demonstrated by a hypothetical. A, the potential lessor, has been contacted by B, the 
potential lessee, to discuss the lease of an expensive line of equipment that B has recentl 
placed an order for with C, the manufacturer of such goods. The negotiation is completed 
and A, as lessor, and B, as lessee, sign a lease of the line of equipment for a 60-month term. 
B, as buyer, assigns the purchase order with C to A. If this transaction creates a lease 
(Section 2A-103(1)(j)), this transaction should qualify as a finance lease. Section 2A-103(1) 
(g). 

4. The line of equipment is delivered by C to B’s place of business. After installation by C 
and testing by B, B accepts the goods by signing a certificate of delivery and acceptance, a 
copy of which is sent by B to A and C. One year later the line of equipment malfunctions 
and B falls behind in its manufacturing schedule. 

5. Under this Article, because the lease is a finance lease, no warranty of fitness or 
merchantability is extended by A to B. Sections 2A-212(1) and 2A-213. Absent an express 
provision in the lease agreement, application of Section 2A-210 or Section 2A-211(1), or ap- 
plication of the principles of law and equity, including the law with respect to fraud, 
duress, or the like (Sections 2A-103(4) and 1-103), B has no claim against A. B’s obligation 

o pay rent to A continues as the obligation became irrevocable and independent when B 
accepted the line of equipment (Section 2A-407(1)). B has no right of set-off with respect to 
any part of the rent still due under the lease. Section 2A-508(6). However, B may have an- 
other remedy. Despite the lack of privity between B and C (the purchase order with C hav- 
ing been assigned by B to A), B may have a claim against C. Section 2A-209(1). 

6. This section is-sitent-as-te does not address whether a “hell or high water" clause, i.e., 
a clause that is to the effect of this section, is enforceable if included in a finance lease that 
is a consumer lease or a lease that is not a finance lease. That issue will continue to be 
determined by the facts of each case and other law which this section does not affect. 
Sections 2A-104, 2A-103(4), 9-206 and 9-318. However, with respect to finance leases that 
are not consumer leases courts have enforced “hell or high water” clauses. In re O.P.M. 

easing Servs., 21 B.R. 993, 1006 (Bkrtcy.N.Y.1982). 

7. Subsection (2) further provides that a promise that has become irrevocable and inde- 
pendent under subsection (1) is enforceable not only between the parties but also against 

hird parties. Thus, the finance lease can be transferred or assigned without disturbing 
enforceability. Further, subsection (2) also provides that the promise cannot, among other 
hings, be cancelled or terminated without the consent of the lessor. 
Cross References: 
Sections 1-103, 1-203, 2A-103(1)(g), 2A-103(1)G), 2A-103(4), 2A-104, 2A-209, 2A-209(1), 
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2A-210, 2A-211(1), 2A-212(1), 24-213, 2A-517(1)(b), 9-206 and 9-318. 
Definitional Cross References: 

“Cancellation”. Section 2A-103(1)(b). 

“Consumer lease”. Section 2A-103(1)(e). 

“Finance lease”. Section 2A-103(1)(g). 

“Goods”. Section 2A-103(1)(h). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Party”. Section 1-201(29). 

“Termination”. Section 2A-103(1)(z). 


Amendment 10 
Section 2A-501 of the Article is amended to read: 


§ 2A-501. Default: Procedure. 


(1) Whether the lessor or the lessee is in default under a lease contract 
is determined by the lease agreement and this Article. 


(2) If the lessor or the lessee is in default under the lease contract, the 
party seeking enforcement has rights and remedies as provided in this 
Article and, except as limited by this Article, as provided in the lease 
agreement. 

(3) If the lessor or the lessee is in default under the lease contract, the 
party seeking enforcement may reduce the party’s claim to judgment, or 
otherwise enforce the lease contract by self-help or any available judicial 
procedure or nonjudicial procedure, including administrative proceeding, 
arbitration, or the like, in accordance with this Article. 


(4) Except as otherwise provided in Section 1-106(1) or this Article or 
he lease agreement, the rights and remedies referred to in subsections (2) 
and (3) are cumulative. 


(5) If the lease agreement covers both real property and goods, the party 
seeking enforcement may proceed under this Part as to the goods, or under 
other applicable law as to both the real property and the goods in accor- 
dance with his-der-herl that party's rights and remedies in respect of the 
real property, in which case this Part does not apply. 


Official Comment 

niform Statutory Source: Section 9-501. 
Changes: Substantially revised. 
Purposes: 

1. Subsection (1) is new and represents a departure from the Article on Secured Transac- 
ions (Article 9) as the subsection makes clear that whether a party to the lease agreement 
is in default is determined by the-agreement-as-wellas this Article as well as the agreement. 
Sections 2A-508 and 24-523. It further departs from Article 9 in recognizing the potential 
default of either party, a function of the bilateral nature of the obligations between the par- 
ies to the lease contract. 

2. Subsection (2) is a version of the first sentence of Section 9-501(1), revised to reflect, 
easing terminology. 

3. Subsection (3), an expansive version of the second sentence of Section 9-501(1), lists 
he procedures that may be followed by the party seeking enforcement; in effect, the scope 
of the procedures listed in subsection (3) is consistent with the scope of the procedures 
available to the foreclosing secured party. 

4. Subsection (4) establishes that the parties' rights and remedies are cumulative. DeKoven, 
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eases of Equipment: Puritan Leasing Company v. August, A Dangerous Decision, 12 U.S.F. 
L.Rev. 257, 2776-80 (1978). Cumulation, and largely unrestricted selection, of remedies is 
allowed in furtherance of the general policy of the Commercial Code, stated in Section 
1-106, that remedies be liberally administered to put the aggrieved party in as good a posi- 
ion as if the other party had fully performed. Therefore, cumulation of, or selection among, 
emedies is available to the extent necessary to put the aggrieved party in as good a posi- 
ion as it would have been in had there been full performance. However, cumulation of, or 
selection among, remedies is not available to the extent that the cumulation or selection. 

ould put the aggrieved party in a better position than it would have been in had there 
been full performance by the other party. 

5. Section 9-501(3), which, among other things, states that certain rules, to the extent 
hey give rights to the debtor and impose duties on the secured party, may not be waived or 
aried, was not incorporated in this Article. Given the significance of freedom of contract in| 
he development of the common law as it applies to bailments for hire and the lessee's lack 

of an equity of redemption, there was no reason to impose that restraint. 
Cross References: 

Sections 1-106, 24-508, 24-523, Article 9, esp- especially Sections 9-501(1) and 9-501(3). 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(h). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Party”. Section 1-201(29). 

“Remedy”. Section 1-201(34). 

“Rights”. Section 1-201(36). 


Amendment 11 
Section 2A-503 of the Article is amended to read: 


2A-503. Modification or Impairment of Rights and Remedies. 

(1) Except as otherwise provided in this Article, the lease agreement 

ay include rights and remedies for default in addition to or in substitu- 
ion for those provided in this Article and may limit or alter the measure 
of damages recoverable under this Article. 

(2) Resort to a remedy provided under this Article or in the lease agree- 

ent is optional unless the remedy is expressly agreed to be exclusive. I 
circumstances cause an exclusive or limited remedy to fail of its essential 
purpose, or provision for an exclusive remedy is unconscionable, remedy 

ay be had as provided in this Article. 

(3) Consequential damages may be liquidated under Section 2A-504, or 

ay otherwise be limited, altered, or excluded unless the limitation, 
alteration, or exclusion is unconscionable. Limitation, alteration, or exclu- 
ion of consequential damages for injury to the person in the case o 
consumer goods is prima facie unconscionable but limitation, alteration, or 
exclusion of damages where the loss is commercial is not prima facie 
unconscionable. 

(4) Rights and remedies on default by the lessor or the lessee with re- 
spect to any obligation or promise collateral or ancillary to the lease 
contract are not impaired by this Article. 


Official Comment 
niform Statutory Source: Sections 2-719 and 2-701. 
Changes: Rewritten to reflect lease terminology and to clarify the relationship between 
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his section and Section 2A-504. 
Purposes: 

1. A significant purpose of this Part is to provide rights and remedies for those parties to 
a lease who fail to provide them by agreement or whose rights and remedies fail of their es- 
sential purpose or are unenforceable. However, it is important to note that this implies no 

estriction on freedom to contract. Sections 2A-103(4) and 1-102(3). Thus, subsection (1), a 
evised version of the provisions of Section 2-719(1), allows the parties to the lease agree- 
ment freedom to provide for rights and remedies in addition to or in substitution for those 
provided in this Article and to alter or limit the measure of damages recoverable under this 

rticle. Except to the extent otherwise provided in this Article (e.g., Sections 24-105, 106 
and 108(1) and (2)), this Part shall be construed neither to restrict the parties' ability to 
provide for rights and remedies or to limit or alter the measure of damages by agreement, 
nor to imply disapproval of rights and remedy schemes other than those set forth in this 
Part. 

2. Subsection (2) makes explicit with respect to this Article what is implicit in Section 
2-719 with respect to the Article on Sales (Article 2): if an exclusive remedy is held to be 
unconscionable, remedies under this Article are available. Section 2-719 official comment 1. 

3. Subsection (3), a revision of Section 2-719(3), makes clear that consequential damages 
may also be liquidated. Section 2A-504(1). 

4. Subsection (4) is a revision of the provisions of Section 2-701. This subsection leaves 
he treatment of default with respect to obligations or promises collateral or ancillary to 
he lease contract to other law. Sections 2A-103(4) and 1-103. An example of such an 

obligation would be that of the lessor to the secured creditor which has provided the funds 
o leverage the lessor's lease transaction; an example of such a promise would be that o 
he lessee, as seller, to the lessor, as buyer, in a sale-leaseback transaction. 

Cross References: 

Sections 1-102(3), 1-103, Article 2, esp- especially Sections 2-701, 2-719, 2-719(1), 2-719(3), 
2-719 official comment 1, and Sections 2A-103(4), 2A-105, 24-106, 2A-108(1), 2A-108(2), 
and 24-504 and 24-5044). 

Definitional Cross References: 

"Agreed". Section 1-201(3). 

“Consumer goods". Section 9-109(1). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Person”. Section 1-201(30). 

“Remedy”. Section 1-201(34). 

“Rights”. Section 1-201(36). 


Amendment 12 
Section 24-50" of the Article is amended to read: 


§ 2A-507. Proof of Market Rent: Time and Place. 


(1) Damages based on market rent (Section 24-519 or 2A-528) are 
determined according to the rent for the use of the goods concerned for a 


(2) If evidence of rent for the use of the goods concerned for a lease term 
identical to the remaining lease term of the original lease agreement and 
prevailing at the times or places described in this Article is not readily 
available, the rent prevailing within any reasonable time before or after 

he time described or at any other place or for a different lease term which 
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in commercial judgment or under usage of trade would serve as a reason- 
able substitute for the one described may be used, making any proper al- 
lowance for the difference, including the cost of transporting the goods to 
or from the other place. 

(3) Evidence of a relevant rent prevailing at a time or place or for a lease 
erm other than the one described in this Article offered by one party is 
not admissible unless and until he [or she] has given the other party no- 
ice the court finds sufficient to prevent unfair surprise. 

(4) If the prevailing rent or value of any goods regularly leased in any 
established market is in issue, reports in official publications or trade 
journals or in newspapers or periodicals of general circulation published as 
he reports of that market are admissible in evidence. The circumstances 
of the preparation of the report may be shown to affect its weight but not 
its admissibility. 


Official Comment 
niform Statutory Source: Sections 2-723 and 2-724. 


esas a oe to dapes epe. practices and terminology. Seetion-2A-519(2)-prevides 
: this refers determinatien-ef-market-rent 


the times as of which market rent is to be determined. 
Definitional Cross References: 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Notice”. Section 1-201(25). 

“Party”. Section 1-201(29). 

“Reasonable time”. Section 1-204(1) and (2). 

“Usage of trade”. Section 1-205. 

“Value”. Section 1-201(44). 


Amendment 13 
Section 2A-508 of the Article is amended to read: 


§ 2A-508. Lessee’s Remedies. 

(1) If a lessor fails to deliver the goods in conformity to the lease contract 
(Section 2A-509) or repudiates the lease contract (Section 2A-402), or a les- 
see rightfully rejects the goods (Section 2A-509) or justifiably revokes ac- 
ceptance of the goods (Section 2A-517), then with respect to any goods 
involved, and with respect to all of the goods if under an installment lease 
contract the value of the whole lease contract is substantially impaired 
(Section 2A-510), the lessor is in default under the lease contract and the 
lessee may: 

(a) cancel the lease contract (Section 2A-505(1)); 
(b) recover SO much of the rent and puces de as decns been d crap 
m 2 s i eh and 


is me under the pincu mist REOS: 
(c) cover and recover damages as to all goods affected whether or not 
they have been identified to the lease contract (Sections 2A-518 and 2A- 
520), or recover damages for nondelivery (Sections 2A-519 and 2A-520)-; 
(d) exercise any other rights or pursue any other remedies provided in 
the lease contract. 
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(2) If a lessor fails to deliver the goods in conformity to the lease contract 
or repudiates the lease contract, the lessee may also: 


(a) if the goods have been identified, recover them (Section 24-522); or 


(b) in a proper case, obtain specific performance or replevy the goods 
(Section 24-521). 


(3) If a lessor is otherwise in default under a lease contract, the lessee 
ay exercise the rights and pursue the remedies provided in the lease 

contract, which may include a right to cancel the lease, and this-Artiele in 
ection 2A-519(3). 


(4) If a lessor has breached a warranty, whether express or implied, the 
lessee may recover damages (Section 2A-519(4)). 


(5) On rightful rejection or justifiable revocation of acceptance, a lessee 
has a security interest in goods in the lessee's possession or control for any 
rent and security that has been paid and any expenses reasonably incurred 
in their inspection, receipt, transportation, and care and custody and may 
hold those goods and dispose of them in good faith and in a commercially 
reasonable manner, subject to the-provisions-ef Section 2A-527(5). 


(6) Subject to the provisions of Section 2A-407, a lessee, on notifying the 
lessor of the lessee's intention to do so, may deduct all or any part of the 
damages resulting from any default under the lease contract from any part 
of the rent still due under the same lease contract. 


Official Comment 

niform Statutory Source: Sections 2-711 and 2-717. 
Changes: Substantially rewritten. 

Purposes: 

1. This section is an index to Sections 2A-509 through 522 and-their-effeet-en which set 

out the lessee's rights and remedies after the lessor's default. The lessor and the lessee can 

wise agree to modify the rights and remedies available under this Article; thus the 

ies they can, among other things, raise-erdewer-the-threshold-of events-that-give-rise-to 

a or's-default-er provide that for defaults other than those specified in Pro (I) the 

essee can exercise the rights and remedies referred to in subsection (1); and they can create 

a new scheme of rights and remedies triggered by the occurrence of the default. Sections 
2A-103(4) and 1-102(3). 

2. Subsection (1), a substantially rewritten version of the provisions of Section 2-711(1), 
ists three cumulative remedies of the lessee where the lessor has failed to deliver conform- 
ing goods or has repudiated the contract, or the lessee has rightfully rejected or justifiably 
evoked. Sections 2A-501(2) and (4). Subsection (1) also allows the lessee to exercise any 
ontractual remedy. This Article rejects any general doctrine of election of remedy. To 
determine if one remedy bars another in a particular case is a function of whether the les- 
see has been put in as good a position as if the lessor had fully performed the lease 
agreement. Use of multiple remedies is barred only if the effect is to put the lessee in a better 
position than it would have been in had the lessor fully performed under the lease. Sections 


is limited +e that which i is just. under the eireumstances- With the various 

valle eases in “addition: this broson Ta father RN DEN OEE | 
es by—a - Subsection (1)(b), in recognition that no bright line can be 
rented hat id operate fairly i in all installment lease cases and in recognition of the fact 
that a lessee may be able to cancel the lease (revoke acceptance of the goods) after the goods 
ave been in use for some period of time, does not require that all lease payments made by 
the lessee under the lease be returned upon cancellation. Rather, only such portion as is just 
of the rent and security payments made may be recovered. If a defect in the goods is 
discovered immediately upon tender to the lessee and the goods are rejected immediately, 
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then the lessee should recover all payments made. If, however, for example, a 36-month 
equipment lease is terminated in the 12th month because the lessor has materially breached 
the contract by failing to perform its maintenance obligations, it may be just to return only a 
mall part or none of the rental payments already made. 
3. Subsection (2), a version of the provisions of Section 2-711(2) revised to reflect leasing 
erminology, lists two alternative remedies for the recovery of the goods by the lessee; 
however, each of these remedies is cumulative with respect to shone listed in Heubacction i 
4. Subsection (3) is new an ehem 


gt Note thal see sehen io is ee fetes upplemen principle 

und equity —Seetions-2A-103(4)-and-1-103. It covers defaults which da not deprive the 
essee of the goods and which are not so serious as to justify rejection or revocation of accep- 
tance under subsection (1). It also covers defaults for which the lessee could have rejected or 
evoked acceptance of the goods but elects not to do so and retains the goods. In either case, 
a lessee which retains the goods is entitled to recover damages as stated in Section 2A- 
19(3). That measure of damages is “the loss resulting in the ordinary course of events from 
the lessor’s default as determined in any manner that is reasonable together with incidental 

and consequential damages, less expenses saved in consequence of the lessor’s breach.” 
5. Subsection (1)(d) and subsection (3) recognize that the lease agreement may provide 
ights and remedies in addition to or different from those which Article 2A provides. In par- 
ticular, subsection (3) provides that the lease agreement may give the remedy of cancellation 
of the lease for defaults by the lessor that would not otherwise be material defaults which 
would justify cancellation under subsection (1). If there is a right to cancel, there is, o, 

ourse, a right to reject or revoke acceptance of the goods. 

6. Subsection (4) is new and merely adds to the completeness of the index by including a 
eference to the lessee’ s recovery of damages upon the lessor’s breach of warranty; such 


evocation of acceptance. If the lessee properly rejects or revokes acceptance of the goods 
because of a breach of warranty, the rights and remedies are those provided in subsection (1) 
ather than those in Section 2A-519(4). 

7. Subsection (5), a revised version of the provisions of Section 2-711(3), recognizes, on 
ightful rejection or justifiable revocation, the lessee’s security interest in goods in its pos- 
session and control. Section 9-113, which recognized security interests arising under the 
Article on Sales (Article 2), was amended with the adoption of this Article to reflect the se- 
curity interests arising under this Article. Pursuant to Section 2A-511(4), a purchaser who 
purchases goods from the lessee in good faith takes free of any rights of the lessor, or in the 
case of a finance lease the supplier. Such goods, however, must have been rightfully rejected 
and disposed of pursuant to Section 2A-511 or 24-512. However, Section 24-5173) 2A- 
17(5) provides that the lessee will have the same rights and duties with respect to goods 

here acceptance has been revoked as with respect to goods rejected. Thus, Section 2A-511(4) 

ill apply to the lessee's disposition of such goods. 

8. Pursuant to Section 2A-527(5), the lessee must account to the lessor for the excess 
proceeds of such disposition, after satisfaction of the claim secured by the lessee's security 
interest. 

9. Subsection (6), a slightly revised version of the provisions of Section 2-717, sanctions a 
ight of set-off by the lessee, subject to the rule of Section 2A-407 with respect to irrevoca- 
ble promises in a finance lease that is not a consumer lease, and further subject to an en- 
orceable *hell or high water" clause in the lease agreement. Section 2A-407 official comment. 
No attempt is made to state how the set-off should occur; this is to be determined by the 
acts of each case. 

10. There is no special treatment of the finance lease in this section. Absent supplemental 
principles of law and equity to the contrary, in the case of most finance leases, following the 
essee's acceptance of the goods the lessee will have no rights or remedies against the les- 
sor, because the lessor’s obligations to the lessee are minimal. Sections 2A-210 and 2A- 
211(1). Since the lessee will look to the supplier for performance, this is appropriate. 
Section 2A-209. 
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Cross References: 

Sections 1-102(3), 1-103, 1-106(1), Article 2, esp- especially Sections 2-711, 2-717 and Sec- 
ions 2A-103(4), 2A-209, 2A-210, 2A-211(1), 2A-407, 2A-501(2), 2A-501(4), 2A-509 through 
24-522, 2A-511(3), 24-51-83) 2A-517(5), 2A-527(5) and Section 9-113. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d). 

“Delivery”. Section 1-201(14). 

“Good faith”. Sections 1-201(19) and 2-103(1)(b). 

“Goods”. Section 2A-103(1)(h). 

“Installment lease contract”. Section 2A-103(1)(i). 

“Lease contract”. Section 2A-103(1)). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Notifies”. Section 1-201(26). 

“Receipt”. Section 2-103(1)(c). 

“Remedy”. Section 1-201(34). 

“Rights”. Section 1-201(36). 

“Security interest”. Section 1-201(37). 

“Value”. Section 1-201(44). 


Amendment 14 
Section 2A-516 of the Article is amended to read: 
§ 2A-516. Effect of Acceptance of Goods; Notice of Default; Burden 


of Establishing Default After Acceptance; Notice of 
Claim or Litigation to Person Answerable Over. 


(1) A lessee must pay rent for any goods accepted in accordance with the 
lease contract, with due allowance for goods rightfully rejected or not 
delivered. 


(2) A lessee’s acceptance of goods precludes rejection of the goods 
accepted. In the case of a finance lease, if made with knowledge of a 
nonconformity, acceptance cannot be revoked because of it. In any other 
case, if made with knowledge of a nonconformity, acceptance cannot be 
revoked because of it unless the acceptance was on the reasonable assump- 
ion that the nonconformity would be seasonably cured. Acceptance does 
not of itself impair any other remedy provided by this Article or the lease 
agreement for nonconformity. 

(3) If a tender has been accepted: 

(a) within a reasonable time after the lessee discovers or should have 
discovered any default, the lessee shall notify the lessor and the sup- 
plier, if any, or be barred from any remedy against the party not notified; 

(b) except in the case of a consumer lease, within a reasonable time af- 
ter the lessee receives notice of litigation for infringement or the like 
(Section 2A-211) the lessee shall notify the lessor or be barred from any 
remedy over for liability established by the litigation; and 

(c) the burden is on the lessee to establish any default. 

(4) If a lessee is sued for breach of a warranty or other obligation for 
hich a lessor or a supplier is answerable over the following apply: 

(a) The lessee may give the lessor or the supplier, or both, written no- 
tice of the litigation. If the notice states that the i 
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person notified may come in and defend and that if the lesser-er-the-sup- 
pher person notified does not do so he-Tor-she] that person will be bound 
in any action against him-er-her] that person by the lessee by any deter- 
mination of fact common to the two litigations, then unless the lesser-er 
the-supplier person notified after seasonable receipt of the notice does 
come in and defend he-er-she] that person is so bound. 


(b) The lessor or the supplier may demand in writing that the lessee 
turn over control of the litigation including settlement if the claim is one 
for infringement or the like (Section 2A-211) or else be barred from any 
remedy over. If the demand states that the lessor or the supplier agrees 
to bear all expense and to satisfy any adverse judgment, then unless the 
lessee after seasonable receipt of the demand does turn over control the 
lessee is so barred. 

(5) Fhe-previsions-of subseetions Subsections (3) and (4) apply to any 
obligation of a lessee to hold the lessor or the supplier harmless against in- 
fringement or the like (Section 2A-211). 


Official Comment 

niform Statutory Source: Section 2-607. 
Changes: Substantially revised. 
Purposes: 

1. Subsection (2) creates a special rule for finance leases, precluding revocation if accep- 
ance is made with knowledge of nonconformity with respect to the lease agreement, as op- 
posed to the supply agreement; this is not inequitable as the lessee has a direct claim 
against the supplier. Section 2A-209(1). Revocation of acceptance of a finance lease is 
permitted if the lessee's acceptance was without discovery of the nonconformity (with re- 
spect to the lease agreement, not the supply agreement) and was reasonably induced by the 
essor's assurances. Section 2A-517(1)(b). Absent exclusion or modification, the lessor under 
a finance lease makes certain warranties to the lessee. Sections 2A-210 and 2A-211(1). Re- 
ocation of acceptance is not prohibited even after the lessee's promise has become irrevo- 
cable and independent. Section 24-407 official comment. Where the finance lease creates a 
security interest, the rule may be to the contrary. General Elec. Credit Corp. of Tennessee v. 
Ger-Beck Mach. Co., 806 F.2d 1207 (3d Cir.1986). 

2. Subsection (3Ya) requires the lessee to give notice of default, within a reasonable time 
after the lessee discovered or should have discovered the default. In all-eases;-notiee 


upplier. the lessor, or both, but remedy is barred against the party not notified. In a finance 
ease, the lessor is usually not liable for defects in the goods and the essential notice is to the 
upplier. While notice to the finance lessor will often not give any additional rights to the 
essee, it would be good practice to give the notice since the finance lessor has an interest in 
the goods. Subsection (3)(a) does not use the term finance lease, but the definition of supplier 
is a person from whom a lessor buys or leases goods to be leased under a edis lease. 


within-the-set of persons te-be-given-notiee-of-default,-as-suppliers- Therefore, there can be a 

“supplier? only in a finance lease. Subsection (4) applies similar notice rules as to lessors 
and suppliers if a lessee is sued for a breach of warranty or other obligation for which a les- 
or or supplier is answerable over. 

3. Subsection (3)(b) requires the lessee to give the lessor notice of litigation for infringe- 
ment or the like. There is an exception created in the case of a consumer lease. While such 
an exception was considered for a finance lease, it was not created because it was not nec- 
essary—the lessor in a finance lease does not give a warranty against infringement. Section 
2A-211(2). Even though not required under subsection (3)(b), the lessee who takes under a 

nance lease should consider giving notice of litigation for infringement or the like to the 
supplier, because the lessee obtains the benefit of the suppliers’ promises subject to the 
suppliers’ defenses or claims. Sections 2A-209(1) and 2-607(3)(b). 
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Cross References: 
Sections 2-607(3)(b), 2A-103(1)(x), 2A-209(1), 24-210, 2A-211(1), 2A-211(2), 24-407 official 
comment and 2A-517(1)(b). 
Definitional Cross References: 
“Action”. Section 1-201(1). 
"Agreement". Section 1-201(3). 
“Burden of establishing". Section 1-201(8). 
“Conforming”. Section 2A-103(1)(d). 
“Consumer lease”. Section 2A-103(1)(e). 
“Delivery”. Section 1-201(14). 
“Discover”. Section 1-201(25). 
“Finance lease”. Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(h). 
“Knowledge”. Section 1-201(25). 
“Lease agreement”. Section 2A-103(1)(k). 
“Lease contract”. Section 2A-103(1)(Z). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 
“Notice”. Section 1-201(25). 
“Notifies”. Section 1-201(26). 
“Person”. Section 1-201(30). 
“Reasonable time”. Section 1-204(1) and (2). 
“Receipt”. Section 2-103(1)(c). 
“Remedy”. Section 1-201(34). 
“Seasonably”. Section 1-204(3). 
“Supplier”. Section 2A-103(1)(x). 
“Written”. Section 1-201(46). 


Amendment 15 
Section 2A-517 of the Article is amended to read: 


§ 2A-517. Revocation of Acceptance of Goods. 

(1) A lessee may revoke acceptance of a lot or commercial unit whose 
nonconformity substantially impairs its value to the lessee if he-Tor-she] 
the lessee has accepted it: 

(a) except in the case of a finance lease, on the reasonable assumption 
that its nonconformity would be cured and it has not been seasonably 
cured; or 

(b) without discovery of the nonconformity if the lessee’s acceptance 
was reasonably induced either by the lessor’s assurances or, except in 
the case of a finance lease, by the difficulty of discovery before acceptance. 


(2) Except in the case of a finance lease that is not a consumer lease, a 
essee may revoke acceptance of a lot or commercial unit if the lessor 
defaults under the lease contract and the default substantially impairs the 
value of that lot or commercial unit to the lessee. 

(3) If the lease agreement so provides, the lessee may revoke acceptance o 
a lot or commercial unit because of other defaults by the lessor. 

(2)(4) Revocation of acceptance must occur within a reasonable time af- 
er the lessee discovers or should have discovered the ground for it and 
before any substantial change in condition of the goods which is not caused 
by the nonconformity. Revocation is not effective until the lessee notifies 
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€3)(5) A lessee who so revokes has the same rights and duties with regard 
o the goods involved as if the lessee had rejected them. 


Official Comment 
niform Statutory Source: Section 2-608. 
Changes: Revised to reflect leasing practices and terminology. Note that in the case of a 
nance lease the lessee retains a limited right to revoke acceptance. Sections 2A-517(1)(b) 
and 24-516 official comment. New subsections (2) and (3) added. 
Purposes: 
1. The section states the situations under which the lessee may return the goods to the les- 
or and cancel the lease. Subsection (2) recognizes that the lessor may have continuing 
obligations under the lease and that a default as to those obligations may be sufficiently ma- 
terial to justify revocation of acceptance of the leased items and cancellation of the lease by 
the lessee. For example, a failure by the lessor to fulfill its obligation to maintain leased 
equipment or to supply other goods which are necessary for the operation of the leased equip- 
ent may justify revocation of acceptance and cancellation of the lease. 
2. Subsection (3) specifically provides that the lease agreement may provide that the lessee 
an revoke acceptance for defaults by the lessor which in the absence of such an agreement 
ight not be considered sufficiently serious to justify revocation. That is, the parties are free 
to contract on the question of what defaults are so material that the lessee can cancel the 
ease. 
Cross References: 
Seetions Section 2A-516 official comment and-2A-51701305). 
Definitional Cross References: 
“Commercial unit”. Section 2A-103(1)(c). 
“Conforming”. Section 2A-103(1)(d). 
“Discover”. Section 1-201(25). 
“Finance lease”. Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(h). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 
“Lot”. Section 2A-103(1)(s). 
“Notifies”. Section 1-201(26). 
“Reasonable time”. Section 1-204(1) and (2). 
“Rights”. Section 1-201(36). 
“Seasonably”. Section 1-204(3). 
“Value”. Section 1-201(44). 


Amendment 16 
Section 2A-518 of the Article is amended to read: 


§ 2A-518. Cover; Substitute Goods. 


(1) After a default by a lessor under the lease contract of the type 
described in (Section 2A-508(1)), or, if agreed, after other default by the les- 
or, the lessee may cover by making any purchase or lease of or contract to 
purchase or lease goods in substitution for those due from the lessor. 
(2) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined by pursuant 
to agreement of the parties (Seetien Sections 1-102(3) and 2A-503), if a les- 
see’s cover is by a lease agreement substantially similar to the original 


a commercially reasonable manner, the lessee may recover from the lessor 
as damages €& (i) the present value, as of the date of default the com- 
encement of the term of the new lease agreement, of the-differenee-be- 
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tween the tetal rent for-the-lease-term-of under the new lease agreement 
and applicable to that period of the new lease term which is comparable to 
the then remaining term of the original lease agreement minus the present 
value as of the same date of the total rent for the then remaining lease 
erm of the original lease agreement, and 05) (ii) any incidental or 
consequential damages, less expenses saved in consequence of the lessor's 
default. 
(3) If a lessee's cover is by lease agreement that for any reason does not 
qualify for treatment under subsection (2), or is by purchase or otherwise, 
he lessee may recover from the lessor as if the lessee had elected not to 
cover and Section 24-519 governs. 


Official Comment 
niform Statutory Source: Section 2-712. 
Changes: Substantially revised. 
Purposes: 1. Subsection (1) allows the lessee to take action to fix its damages after default 
by the lessor. Such action may consist of the purehase-or lease of goods. The decision to 
cover is a function of commercial judgment, not a statutory mandate replete with sanctions 
or failure to comply. Cf. Section 9-507. 

2. Subsection (2) states a rule for determining the amount of lessee's damages provided 
hat there is no agreement to the contrary. The lessee’s damages will be established using 
he new lease agreement as a measure if the following three criteria are met: (i) the lessee's 

cover is by lease agreement, (ii) the lease agreement is substantially similar to the original 
ease agreement, and (iii) such cover was effected in good faith, and in a commercially rea- 
sonable manner. Thus, the lessee will be entitled to recover from the lessor the present 
alue, as of the date of default commencement of the term of the new lease agreement, of the 
differenee-between rent under the new lease agreement applicable to that period which is 
omparable to the then remaining term of the original lease agreement less the present value 
of the rent reserved for the remaining term under the-new-ease-and the original lease, 
ogether with incidental or consequential irm less s saved in | consequence o 
he lessor s detault. No d 
z Eu c cau tiit ecu c d 
a default under atease-agreement-onlyafter the expiration of any relevant_period of grace 
aH e-with any neuen requirements-under-this-Artiele-and-the-lease 
Korneto ; Commentaries on Indentures, § 5-1, at 216-217 (1971). Section 
2A-501(1). This pesce is also a function of whether, as a matter of fact or law, the 
event of default has been waived, suspended or cured. Sections 2A-103(4) and 1- 103. 
S miay include loss suffered by the lëssee-bècausé-ofdep 


3. Two of the three criteria to be met by the lessee are familiar, but the concept of the 

ew lease agreement being substantially similar to the original lease agreement is not. 
Given the many variables facing a party who intends to lease goods and the rapidity o 
change in the market place, the policy decision was made not to draft with specificity. It 

as thought unwise to seek to establish certainty at the cost of fairness. Thus, the decision 
of whether the new lease agreement is substantially similar to the original will be 
determined case by case. 

4. While the section does not draw a bright line, it is possible to describe some of the fac- 
ors that should be considered in finding that a new lease agreement is substantially simi- 
ar to the original. First, the goods subject to the new lease agreement should be examined. 

For example, in a lease of computer equipment the new lease might be for more modern 
equipment. However, it may be that at the time of the lessor's breach it was not possible to 
obtain the same type of goods in the market place. Because the lessee's remedy under 
Section 2A-519 is intended to place the lessee in essentially the same position as if he had 
covered, if goods similar to those to have been delivered under the original lease are not 
available, then the computer equipment in this hypothetical should qualify as a com- 
mercially reasonable substitute. See Section 2-712(1). 
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5. Second, the various elements of the new lease agreement should also be examined. 
hose elementi include Pe term ef-the-new-lease-(beeause-the damages- are apad. 


absence of options to purchase or release; the lessor's representations, warranties and cove- 

ants to the lessee, as well as those to be provided by the lessee to the lessor; and the ser- 
ices, if any, to be provided by the lessor or by the lessee. All of these factors allocate cost, 
and risk between the lessor and the lessee and thus affect the amount of rent to be paid. J, 
the differences between the original lease and the new lease can be easily valued, it would be 
appropriate for a court to adjust the difference in rental to take account of the difference be- 
tween the two leases, find that the new lease is substantially similar to the old lease, and 
award cover damages under this section. If, for example, the new lease requires the lessor to 
insure the goods in the hands of the lessee, while the original lease required the lessee to 
insure, the usual cost of such insurance could be deducted from the rent due under the new 
ease before determining the difference in rental between the two leases. 

6. Having examined the goods and the agreement, the test to be applied is whether, in 
ight of these comparisons, the new lease agreement is substantially similar to the original 
ease agreement. These findings should not be made with scientific precision, as they are a 
unction of economics, nor should they be made independently with respect to the goods 
and each element of the agreement, as it is important that a sense of commercial judgment 
pervade the finding. To establish the new lease as a proper measure of damage under 
subsection (2), these factors, taken as a whole, must result in a finding that the new lease 
agreement is substantially similar to the original. 

7. A new lease can be substantially similar to the original lease even though its term 
extends beyond the remaining term of the original lease, so long as both (a) the lease terms 
are commercially comparable (e.g., it is highly unlikely that a one-month rental and a five- 
year lease would reflect similar commercial realities), and (b) the court can fairly apportion 
a part of the rental payments under the new lease to that part of the term of the new lease 
which is comparable to the remaining lease term under the original lease. Also, the lease 
term of the new lease may be comparable to the term of the original lease even though the 
beginning and ending dates of the two leases are not the same. For example, a two-month 
ease of agricultural equipment for the months of August and September may be comparable 
to a two-month lease running from the 15th of August to the 15th of October if in the partic- 
ular location two-month leases beginning on August 15th are basically interchangeable with 
two-month leases beginning August Ist. Similarly, the term of a one-year truck lease begin- 

ing on the 15th of January may be comparable to the term of a one-year truck lease begin- 
ning January 2d. If the lease terms are found to be comparable, the court may base cover 
damages on the entire difference between the costs under the two leases. 
Cross References: 

Sections 2-712(1), 2A-519 and 9-507. 
Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Contract”. Section 1-201(11). 

“Good faith”. Sections 1-201(19) and 2-103(1)(b). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)0). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Party”. Section 1-201(29). 

“Present value”. Section 2A-103(1)(u). 

“Purchase”. Section 2A-103(1)(v). 


Amendment 17 
Section 2A-519 of the Article is amended to read: 


APPENDIX 


$ 24-519. Lessee's Damages for Non-Delivery, Repudiation, 
Default, and Breach of Warranty in Regard to Accepted 
Goods. 

(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined by pursuant 
to agreement of the parties (Seetion Sections 1-102(3) and 2A-503), if a les- 
see elects not to cover or a lessee elects to cover and the cover is by lease 
agreement that for any reason does not qualify for treatment under Section 
2A-518(2), or is by purchase or otherwise, the measure of damages for non- 
delivery or repudiation by the lessor or for rejection or revocation of accep- 

ance e by the lessee is the present value, as of the date of the default, of the 

i then market rent and minus the present value as o 

he. same ae a the original rent, computed for the remaining lease term 

of the original lease agreement, together with incidental and consequential 
damages, less expenses saved in consequence of the lessor’s default. 

(2) Market rent is to be determined as of the place for tender or, in cases 
of rejection after arrival or revocation of acceptance, as of the place o 
arrival. 

(3) Æ Except as otherwise agreed, if the lessee has accepted goods and 
given notification (Section 24-516(3)), the measure of damages for non- 
conforming tender or delivery or other default by a lessor is the loss result- 
ing in the ordinary course of events from the lessor's default as determined 
in any manner that is reasonable together with incidental and consequen- 

ial damages, less expenses saved in consequence of the lessor's default. 

(4) The Except as otherwise agreed, the measure of damages for breach o 


arranty is the present value at the time and place of acceptance of the 
difference between the value of the use of the goods accepted and the value 
if they had been as warranted for the lease term, unless special circum- 
stances show proximate damages of a different amount, together with 
incidental and consequential damages, less expenses saved in consequence 
of the lessor's default or breach of warranty. 


Official Comment 

niform Statutory Source: Sections 2-713 and 2-714. 
Changes: Substantially revised. 

Purposes: 

1. Subsection (1), a revised version of the provisions of Section 2-713(1), states the basic 
ule governing the measure of lessee's damages for non-delivery or repudiation by the les- 
sor or for rightful rejection or revocation of acceptance by the lessee. This measure will ap- 
ply, absent agreement to the contrary, if the lessee does not cover or if the cover does not 
qualify under Section 2A-518. There is no sanction for cover that does not qualify. 

2. The measure of damage is the present value, as of the date of default, of the differenee 
between market rent and for the remaining term of the lease less the present value of the 
original rent for the remaining term of the lease, plus incidental and consequential dam- 
ages less expenses saved in consequence of the default. Note that the reference in Section 
2A-519(1) is to the date of default not to the date of an event of default. An event of default 

nder a lease agreement becomes a default under a lease agreement only after the expira- 
ion of any relevant period of grace and compliance with any notice requirements under 
his Article and the lease agreement. American Bar Foundation, Commentaries on Indentures, 
§ 5-1, at 216-217 (1971). Section 2A-501(1). This conclusion is also a function of whether, as 
a matter of fact or law, the event of default has been waived, suspended or cured. Sections 
2A-103(4) and 1-103. 

3. Subsection (2), a revised version of the provisions of Section 2-713(2), states the rule 
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ith respect to determining market rent. 

4. Subsection (3), a revised version of the provisions of Section 2-714(1) and (3), states the 
measure of damages where goods have been accepted and acceptance is not revoked. The 

ubsection applies both to defaults which occur at the inception of the lease and to defaults 
which occur subsequently, such as failure to comply with an obligation to maintain the 
eased goods. The measure in essence is the loss, in the ordinary course of events, flowing 
rom the default. 

5. Subsection (4), a revised version of the provisions of Section 2-714(2), states the mea- 
sure of damages for breach of warranty. The measure in essence is the present value of the 
difference between the value of the goods accepted and of the goods if they had been as 

arranted. 

6. Subsections (1), (3) and (4) specifically state that the parties may by contract vary the 
damages rules stated in those subsections. 

Cross References: 

Sections 2-713(1), 2-713(2), 2-714 and Section 2A-518. 
Definitional Cross References: 

“Conforming”. Section 2A-103(1)(d). 

“Delivery”. Section 1-201(14). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Notification”. Section 1-201(26). 

“Present value”. Section 2A-103(1)(u). 

“Value”. Section 1-201(44). 


Amendment 18 


Section 2A-523 of the Article is amended to read: 


§ 2A-523. Lessor’s Remedies. 
(1) If a lessee wrongfully rejects or revokes acceptance of goods or fails to 
ake a payment when due or repudiates with respect to a part or the 
hole, then, with respect to any goods involved, and with respect to all o 
he goods if under an installment lease contract the value of the whole 
lease contract is substantially impaired (Section 2A-510), the lessee is in 
default under the lease contract and the lessor may: 

(a) cancel the lease contract (Section 2A-505(1)); 

(b) proceed respecting goods not identified to the lease contract (Section 
2A-524); 

(c) withhold delivery of the goods and take possession of goods previ- 
ously delivered (Section 2A-525); 

(d) stop delivery of the goods by any bailee (Section 2A-526); 

(e) dispose of the goods and recover damages (Section 2A-527), or 
retain the goods and recover damages (Section 24-528), or in a proper 
case recover rent (Section 2A-529)-; 

(f exercise any other rights or pursue any other remedies provided in 
the lease contract. 

(2) If a lessor does not fully exercise a right or obtain a remedy to which 
the lessor is entitled under subsection (1), the lessor may recover the loss 
esulting in the ordinary course of events from the lessee’s default as 
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determined in any reasonable manner, together with incidental damages, 
ess expenses saved in consequence of the lessee's default. 


(2)(3) If a lessee is otherwise in default under a lease contract, the lessor 

ay exercise the rights and pursue the remedies provided in the lease 
contract &nd-this-Artiele, which may include a right to cancel the lease. In 
addition, unless otherwise provided in the lease contract: 


(a) if the default substantially impairs the value of the lease contract to 
the lessor, the lessor may exercise the rights and pursue the remedies 
provided in subsections (1) or (2); or 


(b) if the default does not substantially impair the value of the lease 
contract to the lessor, the lessor may recover as provided in subsection 


(2). 


Official Comment 

niform Statutory Source: Section 2-703. 
Changes: Substantially revised. 
Purposes: 

1. Fhis-seetion Subsection (1) is an index to Sections 2A-524 through 2A-531 and £heir-ef- 

et-on the tesser’s rights and remedies pen the tessee’s _defauk: states that the remedies 
provided in those sections are available for the defaults referred to in subsection (1): wrong- 
ul rejection or revocation of acceptance, failure to make a payment when due, or repudiation. 
n addition, remedies provided in the lease contract are available. Subsection (2) sets out a 
emedy if the lessor does not pursue to completion a right or actually obtain a remedy avail- 
able under subsection (1), and subsection (3) sets out statutory remedies for defaults not 
specifically referred to in subsection (1). Subsection (3) provides that, if any default by the 
essee other than those specifically referred to in subsection (1) is material, the lessor can 
exercise the remedies provided in subsection (1) or (2); otherwise the available remedy is as 
provided in subsection (3). A lessor who has brought an action seeking or has nonjudicially 
pursued one or more of the remedies available under subsection (1) may amend so as to 
laim or may nonjudicially pursue a remedy under subsection (2) unless the right or remedy 
rst chosen has been pursued to an extent actually inconsistent with the new course o 
action. The intent of the provision is to reject the doctrine of election of remedies and to 
permit an alteration of course by the lessor unless such alteration would actually have an ef- 
ect on the lessee that would be unreasonable under the circumstances. Further, the lessor 

ay pursue remedies under both subsections (1) and (2) unless doing so would put the lessor 
in a better position than it would have been in had the lessee fully performed. 

2. The lessor and the lessee can agree otherwise to modify the rights and remedies avail- 
able under the Article; thus, the parties they can, among other things, raise-erdewer-the 


lier in subsection (1) the lessor can exercise the rights and remedies referred to in 
ubsection (1), whether or not the default would otherwise be held to substantially impair 
the value of the lease contract to the lessor; they can also create a new scheme of rights and 
emedies triggered by the occurrence of the default. Sections 2A-103(4) and 1-102(3). 

3. Subsection (1), a substantially rewritten version of Section 2-703, lists various cumula- 
ive remedies of the lessor where the lessee wrongfully rejects or revokes acceptance, fails 
o make a payment when due, or repudiates. Section 24-50144) 2A-501(2) and (4). The 

subsection also allows the lessor to exercise any contractual remedy. 

4. 'This Article rejects the any general doctrine of election of remedy. Whether, in a par- 
icular case, one remedy bars another, is a function of whether lessor has been put in as 

good a position as if the lessee had fully performed the lease contract. Multiple remedies 
are barred only if the effect is to put the lessor in a better position than it would have been in 
ad the lessee fully performed under the lease. Sections 2A-103(4), 2A-501(4), and 1-106(1). 
5. Hypothetical: + To better understand the application of subparagraphs (a) through (e), 
it is useful to review a hypothetical. Assume that A is a merchant in the business of selling 
and leasing new bicycles of various types. B is about to engage in the business of subleas- 
ing bicycles to summer residents of and visitors to an island resort. A, as lessor, has agreed 
o lease 60 bicycles to B. While there is one master lease, deliveries and terms are staggered. 
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20 bicycles are to be delivered by A to B's island location on June 1; the term of the lease o 
hese bicycles is four months. 20 bicycles are to be delivered by A to B's island location on 
uly 1; the term of the lease of these bicycles is three months. Finally, 20 bicycles are to be 

delivered by A to B's island location on August 1; the term of the lease of these bicycles is 
wo months. B is obligated to pay rent to A on the 15th day of each month during the term 
or the lease. Rent is $50 per month, per bicycle. B has no option to purchase or release and 

must return the bicycles to A at the end of the term, in good condition, reasonable wear 
and tear excepted. Since the retail price of each bicycle is $400 and bicycles used in the 
etail rental business have a useful economic life of 36 months, this transaction creates a| 
ease. Sections 2A-103(1)j) and 1-201(37). 

2.6. A's current inventory of bicycles is not large. Thus, upon signing the lease with B in| 
February, A agreed to purchase 60 new bicycles from A's principal manufacturer, with 
special instructions to drop ship the bicycles to B's island location in accordance with the 
delivery schedule set forth in the lease. 

3-7. The first shipment of 20 bicycles was received by B on May 21. B inspected the 
bicycles, accepted the same as conforming to the lease and signed a receipt of delivery and 
acceptance. However, due to poor weather that summer, business was terrible and B was 
unable to pay the rent due on June 15. Pursuant to the lease A sent B notice of default and 
proceeded to enforce his rights and remedies against B. 

4.8. A's counsel first advised A that under Section 2A-510(2) and the terms of the lease 
B's failure to pay was a default with respect to the whole. Thus, to minimize A's continued 
exposure, A was advised to take possession of the bicycles. If A had possession of the goods 
A could refuse to deliver. Section 2A-525(1). However, the facts here are different. With re- 
spect to the bicycles in B's possession, A has the right to take possession of the bicycles, 

ithout breach of the peace. Section 2A-525(2). If B refuses to allow A access to the bicycles, 

A can proceed by action, including replevin or injunctive relief. 

5-9. With respect to the 40 bicycles that have not been delivered, this Article provides 

arious alternatives. First, assume that 20 of the remaining 40 bicycles have been 
manufactured and delivered by the manufacturer to a carrier for shipment to B. Given the 
size of the shipment, the carrier was using a small truck for the delivery and the truck had 
not yet reached the island ferry when the manufacturer (at the request of A) instructed the 
carrier to divert the shipment to A's place of business. A's right to stop delivery is recognized 
under these circumstances. Section 2A-526(1). Second, assume that the 20 remaining 
bicycles were in the process of manufacture when B defaulted. A retains the right (as be- 
ween A as lessor and B as lessee) to exercise reasonable commercial judgment whether to 
complete manufacture or to dispose of the unfinished goods for scrap. Since A is not the 
manufacturer and A has a binding contract to buy the bicycles, A elected to allow the 
manufacturer to complete the manufacture of the bicycles, but instructed the manufacturer 
o deliver the completed bicycles to A's place of business. Section 2A-524(2). 

6:10. Thus, so far A has elected to exercise the remedies referred to in subparagraphs (b) 
hrough (d) in subsection (1). None of these remedies bars any of the others because A's 
election and enforcement merely resulted in A's possession of the bicycles. Had B performed 

A would have recovered possession of the bicycles. Thus A is in the process of obtaining the 
benefit of his bargain. Note that A could exercise any other rights or pursue any other reme- 

dies provided in the lease contract (Section 2A-523(1)(f), or elect to recover his loss due to 

the lessee's default under Section 2A-523(2). 

411. A's counsel next would determine what action, if any, should be taken with respect 

o the goods. As stated in subparagraph (e) and as discussed fully in Section 2A-527(1) the 
essor may, but has no obligation to, dispose of the goods by lease;-sale-er-etherwise a 
ubstantially similar lease (indeed, the lessor has no obligation whatsoever to dispose of the 
goods at all) and recover damages based on that action, but lessor will not be able to recover 
damages which put it in a better position than performance would have done, nor will it be 
able to recover damages for losses which it could have reasonably avoided. In this case, 

since A is in the business of leasing and selling bicycles, A will probably inventory the 60 
bicycles for its retail trade. 

8-12. A's counsel then will determine which of the various;-alternate means of ascertain- 
ing A's elaim-fer damages against B wwil-be-eemputed are available. Subparagraph (e) 
catalogues each relevant section. First, under Section 2A-527(2) the amount of A's claim 
wibe is computed by comparing the original lease between A and B with any subsequent 
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ease of the bicycles but only if the subsequent lease is substantially similar to the original 
ease contract. While the section does not define this term, the official comment does estab- 
ish some parameters. If, however, A elects to lease the bicycles to his retail trade, it is 
nlikely that the resulting lease will be substantially similar to the original, as leases to 
etail customers are considerably different from leases to wholesale customers like B. If, 
however, the leases were substantially similar, the damage claim is for accrued and unpaid 
ent to the beginning of the new lease, plus the present value as of the same date, of the dif- 
erenee-between-the rent reserved under beth-leases-for-the-balanee-of-their-terms the orig- 
nee lease for the balance of its term less the present value as of the same date of the rent 
eserved under the replacement lease for a term comparable to the balance of the term of the 
original lease, together with incidental damages less expenses saved in consequence of the 
essee's default. 

9-13. If the new lease is not substantially similar or if A elects to sell the bicycles or to 
hold the bicycles, damages are computed under Section 2A-528 or 24-529. 

10.14. If A elects to pursue his claim under Section 2A-528(1) the damage rule is the 
same as that stated in Section 2A-527(2) except that damages are measured from default if 
the lessee never took possession of the goods or from the time when the lessor did or could 

ave regained possession and that the standard of comparison is not the rent reserved 

nder a substantially similar lease entered into by the lessor but a market rent, as defined 
in Section 2A-507. Further, if the facts of this hypothetical were more elaborate A may be 
able to establish that the measure of damage under subsection (1) is inadequate to put him 
in the same position that B's performance would have, in which case A can claim the pres- 
ent value of his lost profits. 

44.15. Yet another alternative for computing A's damage claim against B which will be 
available in some situations is preseribed-by recovery of the present value, as of entry o, 
binc of the rent ii the then remaining lease term under Section 2A- 529. However, te 


—Hu du iit Rc 
ent-creserved pete tie lends would-in-thio ease-apply only-to-the 20-bieyeles-aesepted 
pi in May- With respeet-te this formulation is not available if the goods have been repos- 
essed or tendered back to A. For the 20 bicycles repossessed and the remaining 40 bicycles, 
subsection tb) wit apply A will be able to recover the present value of the rent only if A is 
nable to dispose of them, or circumstances indicate the effort will be unavailing;in-whieh 
case-the-damage-formula-identienl-to-the-one-set-forth-in-CIDXa)-will-apply. At If A has 
prevailed in an action for the rent, at any time up to collection of a judgment by A against; 
B, A may might dispose of the bicycles. In such case A’s claim for damages against B is 
governed by Section 2A-527 or 2A-528. Section 2A-529(3). The resulting recalculation o 
claim should reduce the amount recoverable by A against B and the lessor is required to 
ause an appropriate credit to be entered against the earlier judgment. However, the nature 
of the post-judgment proceedings to resolve this issue, and the sanctions for abuse a failure 
to comply, if any, will be determined by other law. 

42-16. Finally, if the lease agreement had so provided pursuant to subparagraph (f), A's 
claim against B would not be determined under any of these statutory formulae, but pursu- 
ant to a liquidated damages clause. Section 2A-504(1). 

18:17. These various methods of computing A's damage claim against B are alternatives 
ubject to Section 2A-501(4). However, the pursuit of any one of these alternatives is not a 
bar to, nor has it been barred by, A's earlier action to obtain possession of the 60 bicycles. 

hese formulae, which vary as a function of an overt or implied mitigation of damage the- 
ory, focus on allowing A a recovery of the benefit of his bargain with B. Had B performed, A 

ould have received the rent as well as the return of the 60 bicycles at the end of the term. 

14-18. Finally, A's counsel should also advise A of his right to cancel the lease contract 
nder subparagraph (a). Section 2A-505(1). Cancellation will discharge all existing obliga- 
ions but preserve A's rights and remedies. 

19. Subsection (2) recognizes that a lessor who is entitled to exercise the rights or to obtain 
a remedy granted by subsection (1) may choose not to do so. In such cases, the lessor can re- 
over damages as provided in subsection (2). For example, for nonpayment of rent, the lessor 

ay decide not to take possession of the goods and cancel the lease, but rather to merely sue 
or the unpaid rent as it comes due plus lost interest or other damages “determined in any 
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easonable manner." Subsection (2) also negates any loss of alternative rights and remedies 
by reason of having invoked or commenced the exercise or pursuit of any one or more rights 
or remedies. 

45-20. Subsection (2)-s-new-and (3) allows the lessor access to the a remedy scheme e 
provided in this Article as well as that contained in the lease contract if the lessee is in| 
default for reasons other than those stated in subsection (1). Note that the reference to this 
Article includes supplementary principles of law and equity, e.g., fraud, misrepresentation 
and duress. Sections 2A-103(4) and 1-103. 

16:21. There is no special treatment of the finance lease in this section. Absent supple- 
mentary principles of law to the contrary, in most cases the supplier will have no rights or 

emedies against the defaulting lessee. Section 24-209(2)05) 2A-209(2)(ii). Given that the 
supplier will look to the lessor for payment, this is appropriate. However, there is a specific 
exception to this rule with respect to the right to identify goods to the lease contract. 
Section 2A-524(2). The parties are free to create a different result in a particular case. 
Sections 2A-103(4) and 1-102(3). 

Cross References: 

Sections 1-102(3), 1-103, 1-106(1), 1-201(37), 2-703, 2A-103(1)), 2A-103(4), 24-20902)05) 

'A-209(2)(ii), 2A-501(4), 2A-504(1), 2A-505(1), 2A-507, 2A-510(2), 2A-524 through 2A-531, 
2A-524(2), 2A-525(1), 2A-525(2), 2A-526(1), 2A-527(1), 2A-527(2), 2A-528(1) and 2A-529(3). 
Definitional Cross References: 

“Delivery”. Section 1-201(14). 

“Goods”. Section 2A-103(1)(h). 

“Installment lease contract”. Section 2A-103(1)(i). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Remedy”. Section 1-201(34). 

“Rights”. Section 1-201(36). 

“Value”. Section 1-201(44). 


Amendment 19 
Section 2A-524 of the Article is amended to read: 


§ 2A-524. Lessor’s Right to Identify Goods to Lease Contract. 
(1) Atesser-agerieved-tnderSeetion 24-523) After default by the lessee 
under the lease contract of the type described in Section 2A-523(1) or 
A-523(3)(a) or, if agreed, after other default by the lessee, the lessor may: 
(a) identify to the lease contract conforming goods not already identi- 
fied if at the time the lessor learned of the default they were in the les- 
sor’s or the supplier’s possession or control; and 
(b) dispose of goods (Section 2A-527(1)) that demonstrably have been 
intended for the particular lease contract even though those goods are 
unfinished. 

(2) If the goods are unfinished, in the exercise of reasonable commercial 
judgment for the purposes of avoiding loss and of effective realization, an 
aggrieved lessor or the supplier may either complete manufacture and 

holly identify the goods to the lease contract or cease manufacture and 
lease, sell, or otherwise dispose of the goods for scrap or salvage value or 
proceed in any other reasonable manner. 


Official Comment 
niform Statutory Source: Section 2-704. 
Changes: Revised to reflect leasing practices and terminology. 
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urposes: The remedies provided by this section are available to the lessor (i) if there has 
been a default by the lessee which falls within Section 2A-523(1) or 2A-523(3)(a), or (ii) if 
there has been any other default for which the lease contract gives the lessor the remedies 
provided by this section. Under “(ii)”, the lease contract may give the lessor the remedies of 
identification and disposition provided by this section in various ways. For example, a lease 
provision might specifically refer to the remedies of identification and disposition, or it 

ight refer to this section by number (i.e., 2A-524), or it might do so by a more general ref- 
erence such as “all rights and remedies provided by Article 2A for default by the lessee.” 
Definitional Cross References: 

“Agerieved party". Section 1-201(2). 

“Conforming”. Section 2A-103(1)(d). 

“Goods”. Section 2A-103(1)(h). 

“Learn”. Section 1-201(25). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)0). 

“Lessor”. Section 2A-103(1)(p). 

“Rights”. Section 1-201(36). 

“Supplier”. Section 2A-103(1)(x). 

“Value”. Section 1-201(44). 


Amendment 20 
Section 2A-525 of the Article is amended to read: 


§ 2A-525. Lessor’s Right to Possession of Goods. 


(1) If a lessor discovers the lessee to be insolvent, the lessor may refuse 
o deliver the goods. 

(2) The-esser-has-en After a default by the lessee under the lease 
contract of the type described in Section 2A-523(1) or 2A-523(3)(a) or, i 
agreed, after other default by the lessee, the lessor has the right to take pos- 
session of the goods. If the lease contract so provides, the lessor may 
require the lessee to assemble the goods and make them available to the 
lessor at a place to be designated by the lessor which is reasonably conve- 
mient to both parties. Without removal, the lessor may render unusable 
any goods employed in trade or business, and may dispose of goods on the 
lessee's premises (Section 2A-527). 

(3) The lessor may proceed under subsection (2) without judicial process 
if that it can be done without breach of the peace or the lessor may proceed 
by action. 


Official Comment 

niform Statutory Source: Seetien Sections 2-702(1) and 9-503. 
Changes: Substantially revised. 
Purposes: 

1. Subsection (1), a revised version of the provisions of Section 2-702(1), allows the lessor 

o refuse to deliver goods if the lessee is insolvent. Note that the provisions of Section 

2-702(2), granting the unpaid seller certain rights of reclamation, were not incorporated in 
his section. Subsection (2) made this unnecessary. 

2. Subsection (2), a revised version of the provisions of Section 9-503, allows the lessor, 
on a Section 2A-523(1) or 2A-523(3)(a) default by the lessee, the right to take possession o 
or reclaim the goods;. Also, the lessor can contract for the right to take possession of the 
goods for other defaults by the lessee. Therefore, since the lessee’s insolvency is an event o 
default in a standard lease agreement, subsection (2) is the functional equivalent of Section 
2-702(2). Further, subsection (2) sanctions the classic crate and delivery clause obligating 
he lessee to assemble the goods and to make them available to the lessor. Finally, the les- 
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sor may leave the goods in place, render them unusable (if they are goods employed in 
rade or business), and dispose of them on the lessee's premises. 

3. Subsection (3), a revised version of the provisions of Section 9-503, allows the lessor to 
proceed under subsection (2) without judicial process, absent breach of the peace, or by 
action. Sections 2A-501(3), 2A-103(4) and 1-201(1). In the appropriate case action includes 
injunctive relief. Clark Equip. Co. v. Armstrong Equip. Co., 431 F.2d 54 (5th Cir.1970), cert. 
denied, 402 U.S. 909, 91 S.Ct. 1382, 28 L.Ed.2d 650 (1971). This Section, as well as a 

umber of other Sections in this Part, are included in the Article to codify the lessor’s com- 
mon law right to protect the lessor’s reversionary interest in the goods. Section 2A-103(1) 
(q). These Sections are intended to supplement and not displace principles of law and 
equity with respect to the protection of such interest. Sections 2A-103(4) and 1-103. Such 
principles apply in many instances, e.g., loss or damage to goods if risk of loss passes to the 
essee, failure of the lessee to return goods to the lessor in the condition stipulated in the 
ease, 'and refusal of the lessee to return goods to the lessor after termination or cancella- 
ion of the lease. See also Section 2A-532. 
Cross References: 

Sections 1-106(2), 2-702(1), 2-702(2), 2A-103(4), 2A-501(3), 2A-532 and 9-503. 
Definitional Cross References: 

“Action”. Section 1-201(1). 

“Delivery”. Section 1-201(14). 

“Discover”. Section 1-201(25). 

“Goods”. Section 2A-103(1)(h). 

“Insolvent”. Section 1-201(23). 

“Lease contract". Section 2A-103(1)0). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Party”. Section 1-201(29). 

“Rights”. Section 1-201(36). 


Amendment 21 
Section 2A-527 of the Article is amended to read: 


2A-527. Lessor’s Rights to Dispose of Goods. 
(1) After a default by a lessee under the lease contract of the type 
described in Section 2A-523(1)9 or 2A-523(3)(a) or after the lessor refuses 
o deliver or takes possession of goods (Section 2A-525 or 2A-526), or, i 
agreed, after other default by a lessee, the lessor may dispose of the goods 
concerned or the undelivered balance thereof by lease, sale, or otherwise. 
(2) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined by pursuant 
to agreement of the parties (Seetien Sections 1-102(3) and 2A-503), if the 
disposition is by lease agreement substantially similar to the original lease 
agreement and the new lease agreement is made in good faith and in a 
commercially reasonable manner, the lessor may recover from the lessee 
as damages f (i) accrued and unpaid rent as of the date of default the 
ommencement of the term of the new lease agreement, €) (ii) the present 
alue, as of the same date, ef-default of the differenee-between-the total 
rent for the then remaining lease term of the original lease agreement and 
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(3) If the lessor's disposition is by lease agreement that for any reason 
does not qualify for treatment under subsection (2), or is by sale or 
otherwise, the lessor may recover from the lessee as if the lessor had 
elected not to dispose of the goods and Section 24-528 governs. 


(4) A subsequent buyer or lessee who buys or leases from the lessor in 
good faith for value as a result of a disposition under this section takes the 
goods free of the original lease contract and any rights of the original les- 
see even though the lessor fails to comply with one or more of the require- 

ents of this Article. 


(5) The lessor is not accountable to the lessee for any profit made on any 
disposition. A lessee who has rightfully rejected or justifiably revoked ac- 
ceptance shall account to the lessor for any excess over the amount of the 
lessee's security interest (Section 2A-508(5)). 


Official Comment 

niform Statutory Source: Section 2-706(1), (5) and (6). 
Changes: Substantially revised. 

Purposes: 

1. Subsection (1), a revised version of the first sentence of subsection 2-706(1), allows the 
essor the right to dispose of goods after a statutory or other material default by the lessee 
(even if the goods remain in the lessee's possession—Section 2A-525(2)), er after the lessor 
efuses to deliver or takes possession of the goods, or, if agreed, after other contractual 
default. The lessor's decision to exercise this right is a function of a commercial judgment, 

ot a statutory mandate replete with sanctions for failure to comply. Cf. Section 9-507. As 
he owner of the goods, in the case of a lessor, or as the prime lessee of the goods, in the 
case of a sublessor, compulsory disposition of the goods is inconsistent with the nature o 
he interest held by the lessor or the sublessor and is not necessary because the interest 
held by the lessee or the sublessee is not protected by a right of redemption under the com- 
mon law or this Article. Subsection 2A-527(5). 

2. The rule for determining the measure of damages recoverable by the lessor against the 
essee is a function of several variables. If the lessor has elected to effect disposition under 
subsection (1) and such disposition is by lease that qualifies under subsection (2), the mea- 
sure of damages set forth in subsection (2) will apply, absent agreement to the contrary. 
Sections 24-504, 2A-103(4) and 1-102(3). 

3. The lessor's damages will be established using the new lease agreement as a measure 
if the following three criteria are satisfied: (i) the lessor disposed of the goods by lease, (ii) 
he lease agreement is substantially similar to the original lease agreement, and (iii) such 
disposition was in good faith, and in a commercially reasonable manner. Thus, the lessor 

ill be entitled to recover from the lessee the accrued and unpaid rent as of the date o 

commencement of the term of the new lease, and the present value, as of the same 
date ef default, of the differenee-between-the rent reserved under the-new-ease-and the 
original lease for the then remaining term less the present value as of the same date of the 
ent under the new lease agreement applicable to the period of the new lease comparable to 
the remaining term under the original lease, together with incidental damages less expen- 
ses saved in consequence of the lessee's default. If the lessor’s disposition does not satisfy 
he criteria of subsection (2), the lessor may calculate its claim against the lessee pursuant 


o o Section 2A- Bee Section 2A- 523(1)(e). AMote-hat-Hse-refeveneedn-Seetten- LA 527 eet 


ele—a arerresr Feundatien;Commentaries on Indentures, 
s 5-1, at 216- 217 (1971). Section 2A- 501(1), This conclusion is also a function of whether, as 
a matter of fact or law, the event of default has been waived, suspended or cured. Sections 
2A-103(4) and 1-103. 
4. Two of the three criteria to be met by the lessor are familiar, but the concept of the 
ew lease agreement that is substantially similar to the original lease agreement is not. 
Given the many variables facing a party who intends to lease goods and the rapidity o 
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change in the market place, the policy decision was made not to draft with specificity. It 
as thought unwise to seek to establish certainty at the cost of fairness. The decision o 
hether the new lease agreement is substantially similar to the original will be determined 
case by case. 
5. While the section does not draw a bright line, it is possible to describe some of the fac- 
ors that should be considered in a finding that a new lease agreement is substantially sim- 
ilar to the original. The various elements of the new lease agreement should be examined. 
[Those elements. include the term ef the-new-lease-(beeause-the-damages-are ealeulated 


ace ae or r release: the lessor's popeesente tans, warranties e. covenants to the lessee as 

ell as those to be provided by the lessee to the lessor; and the services, if any, to be 
provided by the lessor or by the lessee. All of these factors allocate cost and risk between 
he lessor and the lessee and thus affect the amount of rent to be paid. These findings 
should not be made with scientific precision, as they are a function of economics, nor should 
hey be made independently, as it is important that a sense of commercial judgment 
pervade the finding. See Section 2A-507(2). To establish the new lease as a proper measure 
of damage under subsection (2), these various factors, taken as a whole, must result in a 
nding that the new lease agreement is substantially similar to the original. If the differ- 
ences between the original lease and the new lease can be easily valued, it would be ap- 
propriate for a court to find that the new lease is substantially similar to the old lease, 
adjust the difference in the rent between the two leases to take account of the differences, and 
award damages under this section. If, for example, the new lease requires the lessor to 
insure the goods in the hands of the lessee, while the original lease required the lessee to 
insure, the usual cost of such insurance could be deducted from rent due under the new lease 
before the difference in rental between the two leases is determined. 

6. The following hypothetical illustrates the difficulty of providing a bright line. Assume 
hat A buys a jumbo tractor for $1 million and then leases the tractor to B for a term of 36 
months. The tractor is delivered to and is accepted by B on May 1. On June 1 B fails to pay 
he monthly rent to A. B returns the tractor to A, who immediately releases the tractor to 
C for a term identical to the term remaining under the lease between A and B. All terms 
and conditions under the lease between A and C are identical to those under the original 
ease between A and B, except that C does not provide any property damage or other insur- 
ance coverage, and B agreed to provide complete coverage. Coverage i is expensive and dif- 


forthe los s cost. of 
it is so difficult to adjust the recovery to take account of the difference between the two leases 
as to insurance that the second lease is not substantially similar to the original. 

7. A new lease can be substantially similar to the original lease even though its term 
extends beyond the remaining term of the original lease, so long as both (a) the lease terms 
are commercially comparable (e.g., it is highly unlikely that a one-month rental and a five- 
year lease would reflect similar realities), and (b) the court can fairly apportion a part of the 

ental payments under the new lease to that part of the term of the new lease which is com- 
parable to the remaining lease term under the original lease. Also, the lease term of the new 
ease may be comparable to the remaining term of the original lease even though the begin- 
ing and ending dates of the two leases are not the same. For example, a two-month lease of 
agricultural equipment for the months of August and September may be comparable to a 
two-month lease running from the 15th of August to the 15th of October if in the particular 
ocation two-month leases beginning on August 15th are basically interchangeable with two- 

onth leases beginning August Ist. Similarly, the term of a one-year truck lease beginning 
on the 15th of January may be comparable to the term of a one-year truck lease beginning 
anuary 2d. If the lease terms are found to be comparable, the court may base cover dam- 
ages on the entire difference between the costs under the two leases. 

8. Subsection (3), which is new, provides that if the lessor’s disposition is by lease that 
does not qualify under subsection (2), or is by sale or otherwise, Section 2A-528 governs. 

9. Subsection (4), a revised version of subsection 2-706(5), applies to protect a subsequent 
buyer or lessee who buys or leases from the lessor in good faith and for value, pursuant to a 
disposition under this section. Note that by its terms, the rule in subsection 2A-304(1), 
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hich provides that the subsequent lessee takes subject to the original lease contract, is 
controlled by the rule stated in this subsection. 

10. Subsection (5), a revised version of subsection 2-706(6), provides that the lessor is not 
accountable to the lessee for any profit made by the lessor on a disposition. This rule fol- 
ows from the fundamental premise of the bailment for hire that the lessee under a lease o 
goods has no equity of redemption to protect. 
Cross References: 

Sections 1-102(3), 2-706(1), 2-706(5), 2-706(6), 2A-103(4), 2A-304(1), 24-504, 2A-507(2), 
2A-523(1XY(e), 2A-525(2), 2A-527(5), 24-528 and 9-507. 
Definitional Cross References: 

“Buyer” and “Buying”. Section 2-103(1)(a). 

“Delivery”. Section 1-201(14). 

“Good faith”. Sections 1-201(19) and 2-103(1)(b). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Present value”. Section 2A-103(1)(u). 

“Rights”. Section 1-201(36). 

“Sale”. Section 2-106(1). 

“Security interest”. Section 1-201(37). 

“Value”. Section 1-201(44). 


Amendment 22 
Section 2A-528 of the Article is amended to read: 


§ 2A-528. Lessor’s Damages For Non-acceptance er, Failure to 
Pay, Repudiation, or Other Default. 

(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined by pursuant 
to agreement of the parties (Seetion Sections 1-102(3) and 2A-503), if a les- 
sor elects to retain the goods or a lessor elects to dispose of the goods and 
the disposition is by lease agreement that for any reason does not qualify 
for treatment under Section 2A-527(2), or is by sale or otherwise, the les- 
sor may recover from the lessee as damages for 


or, if agreed, for other default of the lessee, €& (7) aceraed and unpaid rent 
as of the date of default if the lessee has never taken possession of the 
goods, or, if the lessee has taken possession of the goods, as of the date the 


where the goods are located computed for the same 
lease term, and ¢e} (iii) any incidental damages allowed under Section 2A- 
530, less expenses saved in consequence of the lessee's default. 

(2) If the measure of damages provided in subsection (1) is inadequate to 
put a lessor in as good a position as performance would have, the measure 
of damages is the present value of the profit, including reasonable overhead, 

he lessor would have made from full performance by the lessee, together 
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ith any incidental damages allowed under Section 24-530, due allowance 
for costs reasonably incurred and due credit for payments or proceeds o 
disposition. 


Official Comment 

niform Statutory Source: Section 2-708. 

Changes: Substantially revised. 
Purposes: 
1. Subsection (1), a substantially revised version of Section 2-708(1), states the basic rule 
governing the measure of lessor's damages for nen-aeceptanee-or repudiation by the lessee; 

epudration is-defined-(Seetion-2A-402)-to-imelude-the-lessee's-post-aceceptanee-default-for 
failure-te-pay-rent-and-the-ke- a default described in Section 2A-523(1) or (3)(a), and, i 
agreed, for a contractual default. This measure will apply if the lessor elects to retain the 
goods (whether undelivered, returned by the lessee, or repossessed by the lessor after ac- 
ceptance and default by the lessee) or if the lessor's disposition does not qualify under 
subsection 2A-527(2). Section 2A-527(3). Note that under some of these conditions, the les- 
sor may recover damages from the lessee pursuant to the rule set forth in Section 24-529. 

here is no sanction for disposition that does not qualify under subsection 2A-527(2). Ap- 
plication of the rule set forth in this section is subject to agreement to the contrary. Sections 
24-504, 2A-103(4) and 1-102(3). 

2. Fhe If the lessee has never taken possession of the goods, the measure of damage is the 
accrued and unpaid rent as of the date of default together with the present value, as of the 
date of default, of the differenee-between-market-rent-and-the original rent for the remain- 
ing term of the lease less the present value as of the same date of market rent, and incidental 
damages, less expenses saved in consequence of the default. Note that the reference in Sec- 

ion 24-528GDX)-and-05) 2A-528(1)() and (ii) is to the date of default not to the date of an 
event of default. An event of default under a lease agreement becomes a default under a 
ease agreement only after the expiration of any relevant period of grace and compliance 

ith any notice requirements under this Article and the lease agreement. American Bar 
Foundation, Commentaries on Indentures, § 5-1, at 216-217 (1971). Section 2A-501(1). This 
conclusion is also a function of whether, as a matter of fact or law, the event of default has 
been waived, suspended or cured. Sections 2A-103(4) and 1-103. If the lessee has taken pos- 
ession of the goods, the measure of damages is the accrued and unpaid rent as of the earlier. 
of the time the lessor repossesses the goods or the time the lessee tenders the goods to the les- 
or plus the difference between the present value, as of the same time, of the rent under the 
ease for the remaining lease term and the present value, as of the same time, of the market 
ent. 

3. Market rent will be computed pursuant to Section 2A-507. In-the-ease-ef-a-default-by 

interpreted-as-the-date-of-the-default 1f.-as-of-the 


etessee, the time for tender should be 
eof default, the lesser_has-attempted and failed te obtain 


4, Subsection (2), a somewhat revised version of the provisions of subsection 2-708(2), 
states a measure of damages which applies 
he measure of damages in subsection (1) is inadequate to put the lessor in as good a posi- 
ion as performance would have. The measure of damage is the lessor’s profit, including 
overhead, together with incidental damages, with allowance for costs reasonably incurred 
and credit for payments or proceeds of disposition. In determining the amount of due credit 

ith respect to proceeds of disposition a proper value should be attributed to the lessor’s 
esidual interest in the goods. Sections 2A-103(1)(q) and 2A-507(4). 

5. In calculating profit, a court should include any expected appreciation of the goods, e.g. 
he foal of a leased brood mare. Because this subsection is intended to give the lessor the 
benefit of the bargain, a court should consider any reasonable benefit or profit expected by 
he lessor from the performance of the lease agreement. See Honeywell, Inc. v. Lithonia 

ighting, Inc., 317 F.Supp. 406, 413 (N.D.Ga.1970); Locks v. Wade, 36 N.J.Super. 128, 131, 
114 A.2d 875, 877 (App.Div.1955). Further, in calculating profit the concept of present 
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alue sheuld must be given effect. Taylor v. Commercial Credit Equip. Corp., 170 Ga.App. 

322, 316 S.E.2d 788 (1984). See generally Section 2A-103(1)(u). 
Cross References: 

Sections 1-102(3), 2-708, 2A-103(1)(u), 2A-402, 24-504, 24-507, 2A-527(2) and 24-529. 
Definitional Cross References: 

"Agreement". Section 1-201(3). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Party”. Section 1-201(29). 

“Present value”. Section 2A-103(1)(u). 

“Sale”. Section 2-106(1). 


Amendment 23 
Section 2A-529 of the Article is amended to read: 


§ 2A-529. Lessor’s Action for the Rent. 

(1) After default by the lessee under the lease contract of the type 
described in (Section 2A-523(1)} or 2A-523(3)(a) or, if agreed, after other 
default by the lessee, if the lessor complies with subsection (2), the lessor 
may recover from the lessee as damages: 

(a) for goods accepted by the lessee and not repossessed by or tendered 
to the lessor, and for conforming goods lost or damaged within a com- 
mercially reasonable time after risk of loss passes to the lessee (Section 
2A-219), (i) accrued and unpaid rent as of the date of default entry o 
judgment in favor of the lessor, (ii) the present value as of the same date 

of the rent for the then remaining lease term of the lease 
agreement, and (iii) any incidental damages allowed under Section 2A- 

530, less expenses saved in consequence of the lessee’s default; and 

(b) for goods identified to the lease contract if the lessor is unable after 
reasonable effort to dispose of them at a reasonable price or the circum- 
stances reasonably indicate that effort will be unavailing, (i) accrued and 
unpaid rent as of the date of default entry of judgment in favor of the les- 
sor, (ii) the present value as of the same date of default-ef the rent for 
the then remaining lease term of the lease agreement, and (iii) any 
incidental damages allowed under Section 2A-530, less expenses saved 
in consequence of the lessee’s default. 

(2) Except as provided in subsection (3), the lessor shall hold for the les- 
see for the remaining lease term of the lease agreement any goods that 
have been identified to the lease contract and are in the lessor’s control. 

(3) The lessor may dispose of the goods at any time before collection o 
he judgment for damages obtained pursuant to subsection (1). If the dis- 
position is before the end of the remaining lease term of the lease agree- 
ment, the lessor’s recovery against the lessee for damages wiH—be is 
governed by Section 2A-527 or Section 2A-528, and the lessor will cause an 
appropriate credit to be provided against a judgment for damages to the 
extent that the amount of the judgment exceeds the recovery available pur- 

uant to Section 2A-527 or 24-528. 


990 ARTICLE 2À AMENDMENTS 


(4) Payment of the judgment for damages obtained pursuant to subsec- 
ion (1) entitles the lessee to the use and possession of the goods not then 
disposed of for the remaining lease term of and in accordance with the 
lease agreement. 


(5) After a default by the lessee 
septem goods; has-failed-te-pay-rent-then-due; m c 
4-402) under the lease contract of the type described in Section 2A-523(1) 
or Section 2A-523(3)(a) or, if agreed, after other default by the lessee, a les- 
sor who is held not entitled to rent under this section must nevertheless be 
awarded damages for non-acceptance under Seetions2A-527-and Section 
A-527 or Section 24-528. 


Official Comment 
niform Statutory Source: Section 2-709. 
Changes: Substantially revised. 


ated in- his section would allow-a recovery of not more than $7500. g 
iden “Fhe rule stated in this Artiele_ whieh allows the lessor the- right-to 
s-the goods from-the-lessee-and-te recover 
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APPENDIX 


1. Absent a d s contract provision to the contrary, an action for the full unpaid rent 
(discounted to present value as of the time of entry of judgment as to rent due after that 
time) is available as to goods not lost or damaged only if the lessee retains possession of the 
goods or the lessor is or apparently will be unable to dispose of them at a reasonable price 
after reasonable effort. There is no general right in a lessor to recover the full rent from the 
essee upon holding the goods for the lessee. If the lessee tenders goods back to the lessor, 
and the lessor refuses to accept the tender, the lessor will be limited to the damages it would 

ave suffered had it taken back the goods. The rule in Article 2 that the seller can recover 
the price of accepted goods is rejected here. In a lease, the lessor always has a residual inter- 
est in the goods which the lessor usually realizes upon at the end of a lease term by either 
ale or a new lease. Therefore, it is not a substantial imposition on the lessor to require it to 
take back and dispose of the goods if the lessee chooses to tender them back before the end of 
the lease term: the lessor will merely do earlier what it would have done anyway, sell or relet 
the goods. Further, the lessee will frequently encounter substantial difficulties if the lessee 
attempts to sublet the goods for the remainder of the lease term. In contrast to the buyer who 
owns the entire interest in goods and can easily dispose of them, the lessee is selling only the 
ight to use the goods under the terms of the lease and the sublessee must assume a relation- 
hip with the lessor. In that situation, it is usually more efficient to eliminate the original 
essee as a middleman by allowing the lessee to return the goods to the lessor who can then 
edispose of them. 

2. In some situations even where possession of the goods is reacquired, a lessor will be able 
to recover as damages the present value of the full rent due, not under this section, but 
under 2A-528(2) which allows a lost profit recovery if necessary to put the lessor in the posi- 
tion it would have been in had the lessee performed. Following is an example of such a case. 
A is a lessor of construction equipment and maintains a substantial inventory. B leases from 
A a backhoe for a period of two weeks at a rental of $1,000. After three days, B returns the 
backhoe and refuses to pay the rent. A has five backhoes in inventory, including the one 
eturned by B. During the next 11 days after the return by B of the backhoe, A rents no more 
than three backhoes at any one time and, therefore, always has two on hand. If B had kept 
the backhoe for the full rental period, A would have earned the full rental on that backhoe, 
plus the rental on the other backhoes it actually did rent during that period. Getting this 
backhoe back before the end of the lease term did not enable A to make any leases it would 

ot otherwise have made. The only way to put A in the position it would have been in had 
the lessee fully performed is to give the lessor the full rentals. A realized no savings at all 
because the backhoe was returned early and might even have incurred additional expense if 
it was paying for parking space for equipment in inventory. A has no obligation to relet the 
backhoe for the benefit of B rather than leasing that backhoe or any other in inventory for its 
own benefit. Further, it is probably not reasonable to expect A to dispose of the backhoe by 
ale when it is returned in an effort to reduce damages suffered by B. Ordinarily, the loss of 
a two-week rental would not require A to reduce the size of its backhoe inventory. Whether A 
would similarly be entitled to full rentals as lost profit in a one-year lease of a backhoe is a 
question of fact: in any event the lessor, subject to mitigation of damages rules, is entitled to 
be put in as good a position as it would have been had the lessee fully performed the lease 
ontract. 

3. Under subsection (2) a lessor who is able and elects to sue for the rent due under a lease 

ust hold goods not lost or damaged for the nri _Suhşection (3) creato an exception to 
he subsection (2) requirement se h-a adition en 
fiec-te-the-eontrae and-in-the lesco'e-conkrel-he-hekd-by-the loans (Section 2A-529(99. I 
he lessor disposes of those goods prior to collection of the judgment (whether as a matter 
of law or agreement), the lessor's recovery is governed by the measure of damages in 
Section 2A-527 if the disposition is by lease that is substantially similar to the original 
ease, or otherwise by the measure of damages in Section 24-528. Section 24-523 official 
comment Number-H. 
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amoeunt-that-the-lesser-then—will-be-allewed-to-reeover-from-the-lessee;-as-determined-by. 
ovi ions-of Section 2A-527 or 2A-528; is tess than the judgment. Subseection-(3)-allews 


4. Subsection (4), which is new, further reinforces the requisites of Subsection (2). In the 
event the judgment for damages obtained by the lessor against the lessee pursuant to 
subsection (1) is satisfied, the lessee regains the right to use and possession of the remain- 
ing goods for the balance of the original lease term; a partial satisfaction of the judgment 
creates no right in the lessee to use and possession of the goods. 

5. The relationship between subsections (2) and (4) is important to understand. Subsec- 
ion (2) requires the lessor to hold for the lessee identified goods in the lessor’s possession. 
Absent agreement to the contrary, whether in the lease or otherwise, under most circum- 
stances the requirement that the lessor hold the goods for the lessee for the term will mean 
hat the lessor is not allowed to use them. Sections 2A-103(4) and 1-203. Further, the les- 
sor's use of the goods could be viewed as a disposition of the goods that would bar the lessor 

om recovery under this section, remitting the lessor to the two preceding sections for a de- 
ermination of the lessor's claim for damages against the lessee. 

6. Subsection (5), the analogue of subsection 2-709(3), further reinforces the thrust o 
subsection (3) by stating that a lessor who is held not entitled to rent under this section 
has not elected a remedy; the lessor must be awarded damages under Sections 24-527 and 
24-528. This is a function of two significant policies of this Article—that resort to a remedy 
is optional, unless expressly agreed to be exclusive (Section 2A-503(2)) and that rights and 
emedies provided in this Article generally are cumulative. (Section 2A-501(2) and (4)). 
Cross References: 

Sections 1-203, 2-709, 2-709(3), 2A-103(4), 2A-501(2), 2A-501(4), 2A-503(2), 24-504, 2A- 
523(1)(e), 2A-525(2), 2A-527, 24-528 and 2A-529(2). 

Definitional Cross References: 

“Action”. Section 1-201(1). 

“Conforming”. Section 2A-103(1)(d). 

“Goods”. Section 2A-103(1)(h). 

“Lease”. Section 2A-103(1)(j). 

“Lease agreement”. Section 2A-103(1)(k). 

“Lease contract”. Section 2A-103(1)(Z). 

“Lessee”. Section 2A-103(1)(n). 

“Lessor”. Section 2A-103(1)(p). 

“Present value”. Section 2A-103(1)(u). 

“Reasonable time”. Section 1-204(1) and (2). 


Amendment 24 
Section 2A-532 of the Article is added to read: 


2A-532. Lessor’s Rights to Residual Interest. 


In addition to any other recovery permitted by this Article or other law, 
the lessor may recover from the lessee an amount that will fully compensate 
the lessor for any loss of or damage to the lessor’s residual interest in the 
goods caused by the default of the lessee. 


Official Comment 
Uniform Statutory Source: None. 
urposes: This section recognizes the right of the lessor to recover under this Article (as 
well as under other law) from the lessee for failure to comply with the lease obligations as to 
the condition of leased goods when returned to the lessor, for failure to return the goods at 
the end of the lease, or for any other default which causes loss or injury to the lessor’s 
esidual interest in the goods. 


APPENDIX 


Appendix to 1990 Article 2A Amendments 


The three sections that follow have some changes in their Official Com- 
ents in order to conform them to the preceding 1990 Amendments to 
niform Commercial Code Article 2A: 


$ 2A-101. Short Title. 


This Article shall be known and may be cited as the Uniform Com- 
ercial Code—Leases. 


Official Comment 

ationale for Codification: 

There are several reasons for codifying the law with respect to leases of goods. An analy- 
sis of the case law as it applies to leases of goods suggests at least three significant issues 
o be resolved by codification. First, what is a lease? It is necessary to define lease to 
determine whether a transaction creates a lease or a security interest disguised as a lease. 
If the transaction creates a security interest disguised as a lease, the lessor will be required 
o file a financing statement or take other action to perfect its interest in the goods against 
hird parties. There is no such requirement with respect to leases. Yet the distinction be- 
ween a lease and a security interest disguised as a lease is not clear. Second, will the les- 
sor be deemed to have made warranties to the lessee? If the transaction is a sale the 
express and implied warranties of Article 2 of the Uniform Commercial Code apply. 
However, the warranty law with respect to leases is uncertain. Third, what remedies are 
available to the lessor upon the lessee's default? If the transaction is a security interest 
disguised as a lease, the answer is stated in Part 5 of the Article on Secured Transactions 
(Article 9). There is no clear answer with respect to leases. 

There are reasons to codify the law with respect to leases of goods in addition to those 
suggested by a review of the reported cases. The answer to this important question should 
ot be limited to the issues raised in these cases. Is it not also proper to determine the rem- 
edies available to the lessee upon the lessor's default? It is, but that issue is not reached 
hrough a review of the reported cases. This is only one of the many issues presented in 
structuring, negotiating and documenting a lease of goods. 
Statutory Analogue: 

After it was decided to proceed with the codification project, the drafting committee of the 
National Conference of Commissioners on Uniform State Laws looked for a statutory 
analogue, gradually narrowing the focus to the Article on Sales (Article 2) and the Article 
on Secured Transactions (Article 9). A review of the literature with respect to the sale o 
goods reveals that Article 2 is predicated upon certain assumptions: Parties to the sales 
ransaction frequently are without counsel; the agreement of the parties often is oral or ev- 
idenced by scant writings; obligations between the parties are bilateral; applicable law is 
influenced by the need to preserve freedom of contract. A review of the literature with re- 
spect to personal property security law reveals that Article 9 is predicated upon very differ- 
ent assumptions: Parties to a secured transaction regularly are represented by counsel; the 
agreement of the parties frequently is reduced to a writing, extensive in scope; the obliga- 
ions between the parties are essentially unilateral; and applicable law seriously limits 
reedom of contract. 


ment is often reduced to a writing, the obligations of the parties are bilateral and the com- 
mon law of leasing is dominated by the need to preserve freedom of contract. Thus the 
drafting committee concluded that Article 2 was the appropriate statutory analogue. 
Issues: The drafting committee then identified and resolved several issues critical to 
codification: 

Scope: The scope of the Article was limited to leases (Section 24-102). There was no 
need to include leases intended as security, i.e., security interests disguised as leases, as 
they are adequately treated in Article 9. Further, even if leases intended as security 
were included, the need to preserve the distinction would remain, as policy suggests 
treatment significantly different from that accorded leases. 

Definition of Lease: Lease was defined to exclude leases intended as security (Section 
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24-103(1)G)). Given the litigation to date a revised definition of security interest was sug- 
gested for inclusion in the Act. (Section 1-201(37)). This revision sharpens the distinction 
between leases and security interests disguised as leases. 

Filing: The lessor was not required to file a financing statement against the lessee or 
take any other action to protect the lessor's interest in the goods (Section 24-301). The 
refined definition of security interest will more clearly signal the need to file to potential 
lessors of goods. Those lessors who are concerned will file a protective financing state- 
ment (Section 9-408). 

Warranties: All of the express and implied warranties of the Article on Sales (Article 
2) were included (Sections 24-210 through 2A-216), revised to reflect differences in lease 
transactions. The lease of goods is sufficiently similar to the sale of goods to justify this 
decision. Further, many courts have reached the same decision. 

Certificate of Title Laws: Many leasing transactions involve goods subject to certif- 
icate of title statutes. To avoid conflict with those statutes, this Article is subject to them. 
(Seetion-2A-104(0905) Section 2A-104(1)(a)). 

Consumer Leases: Many leasing transactions involve parties subject to consumer 
protection statutes or decisions. To avoid conflict with those statutes laws this Article is 
subject to them to the extent provided in (Seetion 24-1044 a}-and+ Section 2A-104(1) 
(c) and (2)). Further, certain consumer protections have been incorporated in the Article. 

Finance Leases: Certain leasing transactions substitute the seller supplier of the 
goods for the lessor as the party responsible to the lessee with respect to warranties and 
the like. The definition of finance lease (Section 2A-103(1)(g)) was developed to describe 
these transactions. Various sections of the Article implement the substitution of the 
seller supplier for the lessor, including Sections 2A-209 and 2A-407. No attempt was 
made to fashion a special rule where the finance lessor is an affiliate of the seHer supplier 
of goods; this is to be developed by the courts, case by case. 

Sale and Leaseback: Sale and leaseback transactions are becoming increasingly 
common. A number of state statutes treat transactions where possession is retained by 
the seller as fraudulent per se or prima facie fraudulent. That position is not balaneed in 
accord with modern practice and thus is changed by the Article “if the buyer bought for 
value and in good faith" (Section 2A-308(3)). 

Remedies: The Article has not only provided for lessor's remedies upon default by 
the lessee (Sections 2A-523 through 24-531), but also for lessee’s remedies upon default 
by the lessor (Sections 24-508 through 24-522). This is a significant departure from 
Article 9, which provides remedies only for the secured party upon default by the debtor. 
This difference is compelled by the bilateral nature of the obligations between the parties 
to a lease. 

Damages: Many leasing transactions are predicated on the parties' ability to stipu- 
late an appropriate measure of damages in the event of default. The rule with respect to 
sales of goods (Section 2-718) is not sufficiently flexible to accommodate this practice. 
Consistent with the common law emphasis upon freedom to contract, the Article has cre- 
ated a revised rule that allows greater flexibility with respect to leases of goods (Section 
2A-504(1)). 


This Article is a revision of the Uniform Personal Property Leasing Act, which was ap- 
proved by the National Conference of Commissioners on Uniform State Laws in August, 
1985. However, it was believed that the subject matter of the Uniform Personal Property 
Leasing Act would be better treated as an article of this Act. Thus, although the Confer- 
ence promulgated the Uniform Personal Property Leasing Act as a Uniform Law, activity 

as medest held in abeyance to allow time to restate the Uniform Personal Property Leas- 
ing Act as Article 2A. 

In August, 1986 the Conference approved and recommended this Article (including 
conforming amendments to Article 1 and Article 9) for promulgation as an amendment to 
his Act. In December, 1986 the Council of the American Law Institute approved and 

ecommended this Article (including conforming amendments to Article 1 and Article 9), 

ith official comments, for promulgation as an amendment to this Act. In March, 1987 the 
Permanent Editorial Board for the Uniform Commercial Code approved and recommended 
his Article (including conforming amendments to Article 1 and Article 9), with official com- 
ments, for promulgation as an amendment to this Act. In May, 1987 the American Law 
Institute approved and recommended this Article (including conforming amendments to 
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rticle 1 and Article 9), with official comments, for promulgation as an amendment to this 
ct. In August, 1987 the Conference confirmed its approval of the final text of this Article. 

Upon its initial promulgation, Article 2A was rapidly enacted in several states, was 
introduced in a number of other states, and underwent bar association, law revision com- 

ission and legislative study in still further states. In that process debate emerged, 
principally sparked by the study of Article 2A by the California Bar Association, California's 

on-uniform amendments to Article 2A, and articles appearing in a symposium on Article 
A published after its promulgation in the Alabama Law Review. The debate chiefly centered 
on whether Article 2A had struck the proper balance or was clear enough concerning the 
ability of a lessor to grant a security interest in its leasehold interest and in the residual, 
priority between a secured party and the lessee, and the lessor's remedy structure under 
Article 2A. 

This debate over issues on which reasonable minds could and did differ began to affect the 
enactment effort for Article 2A in a deleterious manner. Consequently, the Standby Commit- 
tee for Article 2A, composed predominantly of the former members of the drafting committee, 

eviewed the legislative actions and studies in the various states, and opened a dialogue 
with the principal proponents of the non-uniform amendments. Negotiations were conducted. 
in conjunction with, and were facilitated by, a study of the uniform Article and the non- 
uniform Amendments by the New York Law Revision Commission. Ultimately, a consensus 
was reached, which has been approved by the membership of the Conference, the Permanent 
ditorial Board, and the Council of the Institute. Rapid and uniform enactment of Article 
A is expected as a result of the completed amendments. The Article 2A experience reaffirms 
the essential viability of the procedures of the Conference and the Institute for creating and 
updating uniform state law in the commercial law area. 

elationship of Article 2A to Other Articles: 

The Article on Sales provided a useful point of reference for codifying the law of leases. 
Many of the provisions of that Article were carried over, changed to reflect differences in 
style, leasing terminology or leasing practices. Thus, the official comments to those sections 
of Article 2 whose provisions were carried over are incorporated by reference in Article 2A, 
as well; further, any case law interpreting those provisions should be viewed as persuasive 
but not binding on a court when deciding a similar issue with respect to leases. Any change 
in the sequence that has been made when carrying over a provision from Article 2 should 
be viewed as a matter of style, not substance. This is not to suggest that in other instances 

rticle 2A did not also incorporate substantially revised provisions of Article 2, Article 9 or 
otherwise where the revision was driven by a concern over the substance; but for the lack 
of a mandate, the drafting committee weuld might well have made the same or a similar 
change in the statutory analogue. Those sections in Article 2A include Sections 2A-104, 
24-105, 24-106, 2A-108(2) and (4), 2A-109(2), 24-208, 2A-214(2) and (3)(a), 2A-216, 24-3083, 
24-306, 24-503, 2A-504(3)(b), 2A-506(2), and 2A-515. For lack of relevance or significance 
not all of the provisions of Article 2 were incorporated in Article 2A. 

This codification was greatly influenced by the fundamental tenet of the common law as 
it has developed with respect to leases of goods: freedom of the parties to contract. Note 
hat, like all other Articles of this Act, the principles of construction and interpretation 
contained in Article 1 are applicable throughout Article 2A (Section 2A-103(4)). These 
principles include the ability of the parties to vary the effect of the provisions of Article 2A, 
subject to certain limitations including those that relate to the obligations of good faith, dil- 
igence, reasonableness and care (Section 1-102(3)). Consistent with those principles no neg- 
ative inference is to be drawn by the episodic use of the phrase “unless otherwise agreed" in 
certain provisions of Article 2A. Section 1-102(4). Indeed, the contrary is true, as the gen- 
eral rule in the Act, including this Article, is that the effect of the Act's provisions may be 

aried by agreement. Section 1-102(3). This conclusion follows even where the statutory 
analogue contains the phrase and the correlative provision in Article 2A does not. 


§ 2A-211. Warranties Against Interference and Against 
Infringement; Lessee's Obligation Against Infringement. 
(1) There is in a lease contract a warranty that for the lease term no 
person holds a claim to or interest in the goods that arose from an act or 
omission of the lessor, other than a claim by way of infringement or the 
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like, which will interfere with the lessee's enjoyment of its leasehold 
interest. 


(2) Except in a finance lease there is in a lease contract by a lessor who 
is a merchant regularly dealing in goods of the kind a warranty that the 
goods are delivered free of the rightful claim of any person by way of in- 
fringement or the like. 

(3) A lessee who furnishes specifications to a lessor or a supplier shall 
hold the lessor and the supplier harmless against any claim by way of in- 
fringement or the like that arises out of compliance with the specifications. 


Official Comment 
niform Statutory Source: Section 2-312. 
Changes: This section is modeled on the provisions of Section 2-312, with modifications to 
eflect the limited interest transferred by a lease contract and the total interest transferred 
by a sale. Section 2-312(2), which is omitted here, is incorporated in Section 2A-214. The 
arranty of quiet possession was abolished with respect to sales of goods. Section 2-312 
official comment 1. Section 2A-211(1) reinstates the warranty of quiet possession with re- 
spect to leases. Inherent in the nature of the limited interest transferred by the lease—the 
ight to possession and use of the goods—is the need of the lessee for protection greater 
han that afforded to the buyer. Since the scope of the protection is limited to claims or 
interests that arose from acts or omissions of the lessor, the lessor will be in position to 
evaluate the potential cost, certainly a far better position than that enjoyed by the lessee. 
Further, to the extent the market will allow, the lessor can attempt to pass on the 
anticipated additional cost to the lessee in the guise of higher rent. 
Purposes: General language was chosen for subsection (1) that expresses the essence o 
he lessee's expectation: with an exception for infringement and the like, no person holding 
a claim or interest that arose from an act or omission of the lessor will be able to interfere 
ith the lessee's use and enjoyment of the goods for the lease term. Subsection (2), like 
other similar provisions in later sections, excludes the finance lessor from extending this 
arranty; with few exceptions (Sections 2A-210 and 2A-211(1)), the lessee under a finance 
ease is to look to the supplier for warranties and the like or, in some cases as to warran- 
ties, to the manufacturer if a warranty made by that person is passed on. Subsections (2) 
and (3) are derived from Section 2-312(3). These subsections, as well as the analogue, 
should be construed so that applicable principles of law and equity supplement their 
provisions. Sections 2A-103(4) and 1-103. 
Cross References: 
Sections 2-312, 2-312(1), 2-312(2), 2-312 official comment 1, 24-210, 2A-211(1) and 2A- 
214. 
Definitional Cross References: 
“Delivery”. Section 1-201(14). 
“Finance lease". Section 2A-103(1)(g). 
“Goods”. Section 2A-103(1)(h). 
“Lease”. Section 2A-103(1)(j). 
“Lease contract". Section 2A-103(1)0). 
“Leasehold interest”. Section 2A-103(1)(m). 
“Lessee”. Section 2A-103(1)(n). 
“Lessor”. Section 2A-103(1)(p). 
“Merchant”. Section 2-104(1). 
“Person”. Section 1-201(30). 
“Supplier”. Section 2A-103(1)(x). 


§ 2A-301. Enforceability of Lease Contract. 

Except as otherwise provided in this Article, a lease contract is effective 
and enforceable according to its terms between the parties, against 
purchasers of the goods and against creditors of the parties. 


APPENDIX 


Official Comment 

niform Statutory Source: Section 9-201. 

Changes: The first sentence of Section 9-201 was incorporated, modified to reflect leasing 
erminology. The second sentence of Section 9-201 was eliminated as not relevant to leas- 
ing practices. 

Purposes: 

1. This section establishes a general rule regarding the validity and enforceability of a 
ease contract. The lease contract is effective and enforceable between the parties and 
against third parties. Exceptions to this general rule arise where there is a specific rule to 

he contrary in this Article. Enforceability is, thus, dependent upon the lease contract 
meeting the requirements of the Statute of Frauds provisions of Section 2A-201. Enforce- 
ability is also a function of the lease contract conforming to the principles of construction 
and interpretation contained in the Article on General Provisions (Article 1). Section 2A- 
103(4). 

2. The effectiveness or enforceability of the lease contract is not dependent upon the lease 
contract or any financing statement or the like being filed or recorded; however, the priority 
of the interest of a lessor of fixtures with respect to the interests of certain third parties in 
such fixtures is subject to the provisions of the Article on Secured Transactions (Article 9). 
Section 2A-309. Prior to the adoption of this Article filing or recording was not required 

ith respect to leases, only leases intended as security. The definition of security interest, 
as amended concurrently with the adoption of this Article, more clearly delineates leases 
and leases intended as security and thus signals the need to file. Section 1-201(37). Those 
essors who are concerned about whether the transaction creates a lease or a security inter- 
est will continue to file a protective financing statement. Section 9-408. Coogan, Leasing 
and the Uniform Commercial Code, in Equipment Leasing—Leveraged Leasing 681, 744-46 
(2d ed. 1980). 

3. Hypothetical: 

+ (a) In construing this section it is important to recognize its relationship to other 
sections in this Article. This is best demonstrated by reference to a hypothetical. Assume 
that on February 1 A, a manufacturer of combines and other farm equipment, leased a 
fleet of six combines to B, a corporation engaged in the business of farming, for a 12 
month term. Under the lease agreement between A and B, A agreed to defer B’s pay- 
ment of the first two months’ rent to April 1. On March 1 B recognized that it would 
need only four combines and thus subleased two combines to C for an 11 month term. 

2- (b) This hypothetical raises a number of issues that are answered by the sections 
contained in this part. Since lease is defined to include sublease (Section 2A-103(1)(j) and 
(w)), this section provides that the prime lease between A and B and the sublease be- 
tween B and C are enforceable in accordance with their terms, except as otherwise 
provided in this Article; that exception, in this case, is one of considerable scope. 

& (c) The separation of ownership, which is in A, and possession, which is in B with 
respect to four combines and which is in C with respect to two combines, is not relevant. 
Section 2A-302. A’s interest in the six combines cannot be challenged simply because A 
parted with possession to B, who in turn parted with possession of some of the combines 
to C. Yet it is important to note that by the terms of Section 2A-302 this conclusion is 
subject to change if otherwise provided in this Article. 

4. (d) B's entering the sublease with C raises an issue that is treated by this part. In a 
dispute over the leased combines A may challenge B's right to sublease. The general rule 
is permissive as to transfers of interests under a lease contract, including subleases. 
Seetion 24-3086) Section 2A-303(2). However, the rule ereates has two significant exeep- 
tiens qualifications. If the prime lease contract between A and B prohibits B from subleas- 
ing the combines, Seetien 24-3084) or makes such a sublease an event of default, 
Section 2A-303(2) applies; as-the-transfer-3is-voluntary-and-prohibited; thus, while B's 
interest under the prime lease may net be transferred under the sublease to C, A may 
have a remedy pursuant to Section 2A-303(5). Absent a prohibition or default provision in 
the prime lease contract A might be able to argue that the sublease to C materially 
increases A's risk; thus, while B's interest under the prime lease may net be transferred 
under the sublease to C, i£-after-demand-by-A;-C-fails-te-provide-the-assuranees-required 

A may have a remedy pursuant to Section 2A-303(5). Seetien-24-3030D 

(5) Section 2A-303(5)(b)(ii). 
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5- (e) Resolution of this issue is also a function of the section dealing with the sublease 
of goods by a prime lessee (Section 24-305). Subsection (1) of Section 24-305, which is 
subject to the rule rules of Section 2A-303 stated above, provides that C takes subject to 
the interest of A under the prime lease between A and B. However, there are two 
exceptions. First, if B is a merchant (Sections 2A-103(3) and 2-104(1)) dealing in goods o 
that kind and C is a sublessee in the ordinary course of business (Sections 2A-103(1)(o) 
and 2A-103(1)(n)), C takes free of the prime lease between A and B. Second, if B has 
rejected the six combines under the prime lease with A, and B disposes of the goods by 
sublease to C, C takes free of the prime lease if C can establish good faith. Section 2A- 
511(4). 

6- (f) If the facts of this hypothetical are expanded and we assume that the prime 
lease obligated B to maintain the combines, an additional issue may be presented. Prior 
to entering the sublease B, in satisfaction of its maintenance covenant, brought the two 
combines that it desired to sublease to a local independent dealer of A's. The dealer did 
the requested work for B. C inspected the combines on the dealer's lot after the work was 
completed. C signed the sublease with B two days later. C, however, was prevented from 
taking delivery of the two combines as B refused to pay the dealer's invoice for the 
repairs. The dealer furnished the repair service to B in the ordinary course of the dealer's 
business. If under applicable law the dealer has a lien on repaired goods in the dealer's 
possession, the dealer's lien will take priority over 4s; B's and C's interests, and also 
should take priority over A's interest, depending upon the terms of the lease contract and. 
the applicable law. Section 2A-306. 

+ (g) Now assume that C is in financial straits and one of C's creditors obtains a judg- 
ment against C. If the creditor levies on C's subleasehold interest in the two combines, 
who will prevail? Unless the levying creditor also holds a lien covered by Section 2A-306, 
discussed above, the judgment creditor will take its interest subject to B's rights under 
the sublease and A's rights under the prime lease. Section 2A-307(1). the hypothetical 
becomes more complicated if we assume that B is in financial straits and B's creditor 
holds the judgment. Here the judgment creditor takes subject to the sublease unless the 
lien attached to the two combines before the sublease contract became enforceable. 
Section 2A-307(2)(a). However, B's judgment creditor cannot prime A's interest in the 
goods because, with respect to A, the judgment creditor is a creditor of B in its capacity 
as lessee under the prime lease between A and B. Thus, here the judgment creditor's 
interest is subject to the lease between A and B. Section 2A-307(1). 

8- (h) Finally, assume that on April 1 B is unable to pay A the deferred rent then due 
under the prime lease, but that C is current in its payments under the sublease from B. 
What effect will B's default under the prime lease between A and B have on C's rights 
under the sublease between B and C? Section 2A-301 provides that a lease contract is ef- 
fective against the creditors of either party. Since a lease contract includes a sublease 
contract (Section 2A-103(1))), the sublease contract between B and C arguably could be 
enforceable against A, a prime lessor who has extended unsecured credit to B, the prime 
lessee/sublessor, if the sublease contract meets the requirements of Section 2A-201. 
However, the rule stated in Section 2A-301 is subject to other provisions in this Article. 
Under Section 24-305, C, as sublessee, would take subject to the prime lease contract in. 
most cases. Thus, B's default under the prime lease will in most cases lead to A's recovery 
of the goods from C. Section 2A-523. A and C could provide otherwise by agreement. 
Section 2A-311. C's recourse will be to assert a claim for damages against B. Seetien Sec- 
tions 2A-211(1) and 24-508. 

4. Relationship Between Sections: 

+ (a) As the analysis of the hypothetical demonstrates, Part 3 of the Article focuses 
on issues that relate to the enforceability of the lease contract (Sections 24-301, 24-302 
and 24-303) and to the priority of various claims to the goods subject to the lease contract 
(Sections 2A-304, 24-305, 24-306, 2A-307, 24-308, 24-309, and 24-310, and 2A-311). 

2- (b) 'This section states a general rule of enforceability, which is subject to specific 
rules to the contrary stated elsewhere in the Article. Section 24-302 negates any notion 
that the separation of title and possession is fraudulent as a rule of law. Finally, Section. 
24-303 states a-permissive-rule rules with respect to the transfer of the lessor's interest 
(as well as the residual interest in the goods) or the lessee's interest under the lease 
contract. Cenditiens Qualifications are imposed as a function of various issues, including 


whether the transfer is veluntary-erinvoluntary the creation or enforcement of a security 
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interest or one that is material to the other party to the lease contract. In addition, a 
system of rules is created to deal with the rights and duties among assignor, assignee 
and the other party to the lease contract. 

& (c) Sections 24-304 and 24-305 are twins that deal with good faith transferees o 
goods subject to the lease contract. Section 24-304 creates a set of rules with respect to 
transfers by the lessor of goods subject to a lease contract; the transferee considered is a. 
subsequent lessee of the goods. The priority dispute covered here is between the 
subsequent lessee and the original lessee of the goods (or persons claiming through the 
original lessee). Section 2A-305 creates a set of rules with respect to transfers by the les- 
see of goods subject to a lease contract; the transferees considered are buyers of the goods 
or sublessees of the goods. The priority dispute covered here is between the transferee 
and the lessor of the goods (or persons claiming through the lessor). 

4. (d) Section 2A-306 creates a rule with respect to priority disputes between holders 
of liens for services or materials furnished with respect to goods subject to a lease 
contract and the lessor or the lessee under that contract. Section 24-307 creates a rule 
with respect to priority disputes between the lessee and creditors of the lessor and prior- 
ity disputes between the lessor and creditors of the lessee. 

5: (e) Section 2A-308 creates a series of rules relating to allegedly fraudulent transfers 
and preferences. The most significant rule is that set forth in subsection (3) which 
validates sale-leaseback transactions if the buyer-lessor can establish that he or she 
bought for value and in good faith. 

6. (f) Finally; Sections 24-309 and 2A-310 create a series of rules with respect to 
priority disputes between various third parties and a lessor of fixtures or accessions, 
respectively, with respect thereto. 

(g) Finally, Section 2A-311 allows parties to alter the statutory priorities by agreement. 

Cross References: 

Article 1, esp- especially Section 1-201(37), and Sections 2-104(1), 2A-103(1)(), 2A- 
103(1XD, 2A-103(1)(n), 2A-103(1X0) and 2A-103(1)(w), 2A-103(3), 2A-103(4), 2A-201, 2A-301| 
hrough 24-303, 24-30309,-24-3030)(90,24-3030905) 2A-303(2), 2A-303(5), 24-304 through 
2A-307, 2A-307(1), 2A-307(2)(a), 2A-308 through 24-310 2A-311, 2A-508, 2A-511(4), 2A- 
523, Article 9, esp- especially Sections 9-201 and 9-408. 

Definitional Cross References: 

"Creditor". Section 1-201(12). 

“Goods”. Section 2A-103(1)(h). 

“Lease contract". Section 2A-103(1)0). 

“Party”. Section 1-201(29). 

"Purchaser". Section 1-201(33). 

"Term". Section 1-201(42). 


APPENDIX G 
Pre-Revision Article 3 


Set forth below are the Text and Official Comments of Article 3 as they existed prior to 
evision in 1990. 


ARTICLE 3 
COMMERCIAL PAPER 


PART 1. SHORT TITLE, FORM AND INTERPRETATION 


3-101. Short Title. 

3-102. Definitions and Index of Definitions. 

3-103. Limitations on Scope of Article. 

3-104. Form of Negotiable Instruments; “Draft”; “Check”; “Certificate of 
Deposit”; “Note”. 

3-105. When Promise or Order Unconditional. 

3-106. Sum Certain. 

3-107. Money. 

3-108. Payable on Demand. 

3-109. Definite Time. 

3-110. Payable to Order. 

3-111. Payable to Bearer. 

3-112. Terms and Omissions Not Affecting Negotiability. 

3-113. Seal. 

3-114. Date, Antedating, Postdating. 

3-115. Incomplete Instruments. 

3-116. Instruments Payable to Two or More Persons. 


3-117. Instruments Payable With Words of Description. 
3-118. Ambiguous Terms and Rules of Construction. 
3-119. Other Writings Affecting Instrument. 

3-120. Instruments “Payable Through” Bank. 

3-121. Instruments Payable at Bank. 

3-122. Accrual of Cause of Action. 


PART 2. TRANSFER AND NEGOTIATION 
3-201. Transfer: Right to Indorsement. 
3-202. Negotiation. 
3-203. Wrong or Misspelled Name. 
3-204. Special Indorsement; Blank Indorsement. 
3-205. Restrictive Indorsements. 
3-206. Effect of Restrictive Indorsement. 
3-207. Negotiation Effective Although It May Be Rescinded. 
3-208. Reacquisition. 


PART 3. RIGHTS OF A HOLDER 
3-301. Rights of a Holder. 
3-302. Holder in Due Course. 
3-303. Taking for Value. 
. Notice to Purchaser. 
. Rights of a Holder in Due Course. 
. Rights of One Not Holder in Due Course. 
. Burden of Establishing Signatures, Defenses and Due Course. 


PART 4. LIABILITY OF PARTIES 


. Signature. 


S 

$ . Signature in Ambiguous Capacity. 

$ . Signature by Authorized Representative. 
$ . Unauthorized Signatures. 

$ . Impostors; Signature in Name of Payee. 
$ . Negligence Contributing to Alteration or Unauthorized Signature. 
§ . Alteration. 

§ . Consideration. 

N . Draft Not an Assignment. 

$ . Definition and Operation of Acceptance. 
§ . Certification of a Check. 

$ . Acceptance Varying Draft. 

$ . Contract of Maker, Drawer and Acceptor. 

N . Contract of Indorser; Order of Liability. 

$ . Contract of Accommodation Party. 

§ . Contract of Guarantor. 

$ . Warranties on Presentment and Transfer. 

§ . Finality of Payment or Acceptance. 

N . Conversion of Instrument; Innocent Representative. 


PART 5. PRESENTMENT, NOTICE OF DISHONOR AND PROTEST 

3-501. When Presentment, Notice of Dishonor, and Protest Necessary or 
Permissible. 

3-502. Unexcused Delay; Discharge. 

3-503. Time of Presentment. 

3-504. How Presentment Made. 

3-505. Rights of Party to Whom Presentment Is Made. 

3-506. Time Allowed for Acceptance or Payment. 

3-507. Dishonor; Holder’s Right of Recourse; Term Allowing Re-presentment. 

3-508. Notice of Dishonor. 

3-509. Protest; Noting for Protest. 

3-510. Evidence of Dishonor and Notice of Dishonor. 

3-511. Waived or Excused Presentment, Protest or Notice of Dishonor or Delay 
Therein. 


PART 6. DISCHARGE 
3-601. Discharge of Parties. 
3-602. Effect of Discharge Against Holder in Due Course. 
3-603. Payment or Satisfaction. 
3-604. Tender of Payment. 
3-605. Cancellation and Renunciation. 
3-606. Impairment of Recourse or of Collateral. 


PART 7. ADVICE OF INTERNATIONAL SIGHT DRAFT 
3-701. Letter of Advice of International Sight Draft. 


PART 8. MISCELLANEOUS 
3-801. Drafts in a Set. 
3-802. Effect of Instrument on Obligation for Which It Is Given. 
3-803. Notice to Third Party. 
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§ 3-804. Lost, Destroyed or Stolen Instruments. 
§ 3-805. Instruments Not Payable to Order or to Bearer. 


PART 1 
SHORT TITLE, FORM AND INTERPRETATION 


§ 3-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Commercial Paper. 


Official Comment 

This Article represents a complete revision and modernization of the Uniform Negotiable 
Instruments Law. 

The Comments which follow will point out the respects in which this Article changes the 
Negotiable Instruments Law, which was promulgated by the National Conference of Com- 
missioners on Uniform State Laws in 1896, and was subsequently enacted in every Ameri- 
can jurisdiction. Needless to say, in the 50 odd years of the history of that statute, there 
have been vast changes in commercial practices relating to the handling of negotiable 
instruments. The need for revision of this important statute was felt for some years before 

he present project was undertaken. 

It should be noted especially that this Article does not apply in any way to the handling 
of securities. Article 8 deals with that subject. See Sec. 3-103. 


$ 3-102. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires 
(a) “Issue” means the first delivery of an instrument to a holder or a 


remitter. 


(b) An *order" is a direction to pay and must be more than an authori- 
zation or request. It must identify the person to pay with reasonable 
certainty. It may be addressed to one or more such persons jointly or in 
the alternative but not in succession. 


(c) A “promise” is an undertaking to pay and must be more than an 
acknowledgment of an obligation. 


(d) “Secondary party" means a drawer or endorser. 
(e) “Instrument” means a negotiable instrument. 
(2) Other definitions applying to this Article and the sections in which 

hey appear are: 

“Acceptance”. Section 3-410. 

“Accommodation party”. Section 3-415. 

“Alteration”. Section 3-407. 

“Certificate of deposit”. Section 3-104. 

“Certification”. Section 3-411. 

“Check”. Section 3-104. 

“Definite time”. Section 3-109. 

“Dishonor”. Section 3-507. 

“Draft”. Section 3-104. 

“Holder in due course”. Section 3-302. 

“Negotiation”. Section 3-202. 


*Note". Section 3-104. 
“Notice of dishonor”. Section 3-508. 
“On demand”. Section 3-108. 
“Presentment”. Section 3-504. 
“Protest”. Section 3-509. 
“Restrictive Indorsement”. Section 3-205. 
“Signature”. Section 3-401. 

(3) The following definitions in other Articles apply to this Article: 
“Account”. Section 4-104. 
“Banking Day”. Section 4-104. 
“Clearing house”. Section 4-104. 
“Collecting bank”. Section 4-105. 
“Customer”. Section 4-104. 
“Depositary Bank”. Section 4-105. 
“Documentary Draft”. Section 4-104. 
“Intermediary Bank”. Section 4-105. 
“Item”. Section 4-104. 
“Midnight deadline”. Section 4-104. 
“Payor bank”. Section 4-105. 


(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1(5), 128 and 191, Uniform Negotiable 
Instruments Law. 
Changes: See below. 
Purposes of Changes: 

1. The definition of “issue” in Section 191 of the original act has been clarified in two 
espects. The Section 191 definition required that the instrument delivered be “complete in 
orm” inconsistently with the provisions of Sections 14 and 15 (relating to incomplete 
instruments) of the original act. The “complete in form” language has therefore been 

deleted. Furthermore the Section 191 definition required that the delivery be “to a person 

ho takes as a holder”, thus raising difficulties in the case of the remitter (see Comment 3 
o Sec. 3-302) who may not be a party to the instrument and thus not a holder. The defini- 
ion in subsection (1)(a) of this Section thus provides that the delivery may be to a holder or 
o a remitter. 

2. The definitions of “order” [subsection (b) ] and “promise” [subsection (c) ] are new, but! 

state principles clearly recognized by the courts. In the case of orders the dividing line be- 
ween “a direction to pay" and “an authorization or request” may not be self-evident in the 
occasional unusual, and therefore non-commercial, case. The prefixing of words of courtesy 
o the direction—as “please pay" or “kindly pay"—should not lead to a holding that the 
direction has degenerated into a mere request. On the other hand informal language—such 
as “I wish you would pay"—would not qualify as an order and such an instrument would be 
non-negotiable. The definition of “promise” is intended to make it clear that a mere I.0.U. 
is not a negotiable instrument, and to change the result in occasional cases which have 
held that ^Due Currier & Barker seventeen dollars and fourteen cents, value received," and 
"[ borrowed from P. Shemonia the sum of five hundred dollars with four per cent interest; 
he borrowed money ought to be paid within four months from the above date" were 
promises sufficient to make the instruments into notes. 

3. The last sentence of subsection (1)(b) (“order”) permits the order to be addressed to one 

or more persons (as drawees) in the alternative, recognizing the practice of corporations is- 
suing dividend checks and of other drawers who for commercial convenience name a number 
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of drawees, usually in different parts of the country. The section on presentment provides 
hat presentment may be made to any one of such drawees. Drawees in succession are not, 
permitted because the holder should not be required to make more than one presentment, 
and upon the first dishonor should have his recourse against the drawer and indorsers. 

4. Comments on the definitions indexed follow the sections in which the definitions are 
contained. 
Cross Reference: 

Point 3: Section 3-504(3)(a). 
Definitional Cross References: 

“Bank”. Section 1-201. 

“Delivery”. Section 1-201. 

“Holder”. Section 1-201. 

“Money”. Section 1-201. 

“Person”. Section 1-201. 


§ 3-103. Limitations on Scope of Article. 


(1) This Article does not apply to money, documents of title or invest- 
ent securities. 


(2) The provisions of this Article are subject to the provisions of the 
ticle on Bank Deposits and Collections (Article 4) and Secured Transac- 
ions (Article 9). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This Article is restricted to commercial paper—that is to say, to drafts, checks, certifi- 
cates of deposit and notes as defined in Section 3-104(2). Subsection (1) expressly excludes 
any money, as defined in this Act (Section 1-201), even though the money may be in the 

orm of a bank note which meets all the requirements of Section 3-104(1). Money is o 
course negotiable at common law or under separate statutes, but no provision of this 
rticle is applicable to it. Subsection (1) also expressly excludes documents of title and 
investment securities which fall within Articles 7 and 8, respectively. To this extent the 
section follows decisions which held that interim certificates calling for the delivery of secu- 
ities were not negotiable instruments under the original statute. Such paper is now 
covered under Article 8, but is not within any section of this Article. Likewise, bills of lad- 
ing, warehouse receipts and other documents of title which fall within Article 7 may be ne- 
gotiable under the provision of that Article, but are not covered by any section of this 
rticle. 

2. Instruments which fall within the scope of this Article may also be subject to other 
Articles of the Code. Many items in course of bank collection will of course be negotiable 
instruments, and the same may be true of collateral pledged as security for a debt. In such 
cases this Article, which is general, is, in case of conflicting provisions, subject to the 

rticles which deal specifically with the type of transaction or instrument involved: Article 
4 (Bank Deposits and Collections) and Article 9 (Secured Transactions). In the case of a ne- 
gotiable instrument which is subject to Article 4 because it is in course of collection or to 
Article 9 because it is used as collateral, the provisions of this Article continue to be ap- 
plicable except insofar as there may be conflicting provisions in the Bank Collection or 
Secured Transactions Article. 

An instrument which qualifies as “negotiable” under this Article may also qualify as a 
“security” under Article 8. It will be noted that the formal requisites of negotiability 
(Section 3-104) go to matters of form exclusively; the definition of “security” on the other 
hand (Section 8-102) looks principally to the manner in which an instrument is used (“com- 
monly dealt in upon securities exchanges . . . or commonly recognized . . . as a medium for 
investment”). If an instrument negotiable in form under Section 3-104 is, because of the 
manner of its use, a “security” under Section 8-102, Article 8 and not this Article applies. 
See subsection (1) of this Section and Section 8-102(1)(b). 

Cross References: 


1480 


Point 1: Articles 7 and 8; Sections 1-201, 3-104(1) and (2), 3-107. 

Point 2: Articles 4 and 9; Sections 3-104 and 8-102. 
Definitional Cross References: 

“Document of title". Section 1-201. 

“Money”. Section 1-201. 


§ 3-104. Form of Negotiable Instruments; “Draft”; “Check”; 
“Certificate of Deposit”; “Note”. 


(1) Any writing to be a negotiable instrument within this Article must 
(a) be signed by the maker or drawer; and 
(b) contain an unconditional promise or order to pay a sum certain in 
money and no other promise, order, obligation or power given by the 
maker or drawer except as authorized by this Article; and 
(c) be payable on demand or at a definite time; and 
(d) be payable to order or to bearer. 
(2) A writing which complies with the requirements of this section is 
(a) a “draft” (“bill of exchange") if it is an order; 
(b) a *check" if it is a draft drawn on a bank and payable on demand; 
(c) a “certificate of deposit" if it is an acknowledgment by a bank o 
receipt of money with an engagement to repay it; 
(d) a “note” if it is a promise other than a certificate of deposit. 
(3) As used in other Articles of this Act, and as the context may require, 
he terms “draft”, “check”, “certificate of deposit" and “note” may refer to 
instruments which are not negotiable within this Article as well as to 


instruments which are so negotiable. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1, 5, 10, 126, 184 and 185, Uniform Nego- 
iable Instruments Law. 
Changes: Parts of original sections combined and reworded; new provisions; original Sec- 
ion 10 omitted. 
Purposes of Changes and New Matter: The changes are intended to bring together in 
one section related provisions and definitions formerly widely separated. 

1. Under subsection (1)(b) any writing, to be a negotiable instrument within this Article, 
must be payable in money. In a few states there are special statutes, enacted at an early 
date when currency was less sound and barter was prevalent, which make promises to pay 
in commodities negotiable. Even under these statutes commodity notes are now little used 
and have no general circulation. This Article makes no attempt to provide for such paper, 
as it is a matter of purely local concern. Even if retention of the old statutes is regarded in 
any state as important, amendment of this section may not be necessary, since ^within this 
Article" in subsection (1) leaves open the possibility that some writings may be made nego- 
iable by other statutes or by judicial decision. The same is true as to any new type o 
paper which commercial practice may develop in the future. 

2. While a writing cannot be made a negotiable instrument within this Article by contract 
or by conduct, nothing in this section is intended to mean that in a particular case a court 
may not arrive at a result similar to that of negotiability by finding that the obligor is 
estopped by his conduct from asserting a defense against a bona fide purchaser. Such an 
estoppel rests upon ordinary principles of the law of simple contract; it does not depend 

pon negotiability, and it does not make the writing negotiable for any other purpose. But 
a contract to build a house or to employ a workman, or equally a security agreement does 
not become a negotiable instrument by the mere insertion of a clause agreeing that it shall 


3. The words “no other promise, order, obligation or power" in subsection (1)(b) are an 
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expansion of the first sentence of the original Section 5. Section 3-112 permits an instru- 
ment to carry certain limited obligations or powers in addition to the simple promise or or- 
p to pay money. Subsection (1) of this Section is intended to say that it cannot carry 
others. 
4. Any writing which meets the requirements of subsection (1) and is not excluded under 
Section 3-103 is a negotiable instrument, and all sections of this Article apply to it, even. 
hough it may contain additional language beyond that contemplated by this section. Such 
an instrument is a draft, a check, a certificate of deposit or a note as defined in subsection 
(2). Traveler's checks in the usual form, for instance, are negotiable instruments under this 
Article when they have been completed by the identifying signature. 
5. This Article omits the original Section 10, which provided that the instrument need 
ot follow the language of the act if it ^clearly indicates an intention to conform" to it. The 
provision has served no useful purpose, and it has been an encouragement to bad drafting 
and to liberality in holding questionable paper to be negotiable. The omission is not 
intended to mean that the instrument must follow the language of this section, or that one 
erm may not be recognized as clearly the equivalent of another, as in the case of “I 
ndertake" instead of “I promise," or “Pay to holder" instead of “Pay to bearer.” It does 
mean that either the language of the section or a clear equivalent must be found, and that 
in doubtful cases the decision should be against negotiability. 
6. Subsection (3) is intended to make clear the same policy expressed in Section 3-805. 
Cross References: 
Sections 3-105 through 3-112, 3-401, 3-402 and 3-403. 
Point 1: Section 3-107. 
Point 3: Section 3-112. 
Point 4: Sections 3-103 and 3-805. 
Point 6: Section 3-805. 
Definitional Cross References: 
“Bank”. Section 1-201. 
“Bearer”. Section 1-201. 
“Definite time”. Section 3-109. 
“Money”. Section 1-201. 
“On demand”. Section 3-108. 
“Order”. Section 3-102. 
“Promise”. Section 3-102. 
“Signed”. Section 1-201. 
“Term”. Section 1-201. 
“Writing”. Section 1-201. 


§ 3-105. When Promise or Order Unconditional. 


(1) A promise or order otherwise unconditional is not made conditional 
by the fact that the instrument 

(a) is subject to implied or constructive conditions; or 

(b) states its consideration, whether performed or promised, or the 
transaction which gave rise to the instrument, or that the promise or or- 
der is made or the instrument matures in accordance with or “as per” 
such transaction; or 

(c) refers to or states that it arises out of a separate agreement or 
refers to a separate agreement for rights as to prepayment or accelera- 
tion; or 

(d) states that it is drawn under a letter of credit; or 

(e) states that it is secured, whether by mortgage, reservation of title 
or otherwise; or 

(f) indicates a particular account to be debited or any other fund or 
source from which reimbursement is expected; or 
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(g) is limited to payment out of a particular fund or the proceeds of a 
particular source, if the instrument is issued by a government or 
governmental agency or unit; or 


(h) is limited to payment out of the entire assets of a partnership, un- 
incorporated association, trust or estate by or on behalf of which the 
instrument is issued. 


(2) A promise or order is not unconditional if the instrument 
(a) states that it is subject to or governed by any other agreement; or 


(b) states that it is to be paid only out of a particular fund or source 
except as provided in this section. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: Section 3, Uniform Negotiable Instruments Law. 
Changes: Completely revised. 
Purposes of Changes: The section is intended to make it clear that, so far as negotiability 
is affected, the conditional or unconditional character of the promise or order is to be 
determined by what is expressed in the instrument itself; and to permit certain specific 
imitations upon the terms of payment. 

1. Paragraph (a) of subsection (1) rejects the theory of decisions which have held that a 
ecital in an instrument that it is given in return for an executory promise gives rise to an 
implied condition that the instrument is not to be paid if the promise is not performed, and 
hat this condition destroys negotiability. Nothing in the section is intended to imply that 
anguage may not be fairly construed to mean what it says, but implications, whether o 

aw or fact, are not to be considered in determining negotiability. 

2. Paragraph (b) of subsection (1) is an amplification of Section 3(2) of the original act. 
he final clause is intended to resolve a conflict in the decisions over the effect of such 
anguage as "This note is given for payment as per contract for the purchase of goods o 
even date, maturity being in conformity with the terms of such contract." It adopts the gen- 
eral commercial understanding that such language is intended as a mere recital of the 
origin of the instrument and a reference to the transaction for information, but is not 
meant to condition payment according to the terms of any other agreement. 

3. Paragraph (c) of subsection (1) likewise is intended to resolve a conflict, and to reject 
cases in which a reference to a separate agreement was held to mean that payment of the 
instrument must be limited in accordance with the terms of the agreement, and hence was 
conditioned by it. Such a reference normally is inserted for the purpose of making a record 
or giving information to anyone who may be interested, and in the absence of any express 
statement to that effect is not intended to limit the terms of payment. Inasmuch as rights 
as to prepayment or acceleration has to do with a *speed-up" in payment and since notes 

equently refer to separate agreements for a statement of these rights, such reference does 
ot destroy negotiability even though it has mild aspects of incorporation by reference. The 

general reasoning with respect to subparagraph (c) also applies to a draft which on its face 
states that it is drawn under a letter of credit (subparagraph (d) ). Paragraphs (c) and (d) 
herefore adopt the position that negotiability is not affected. If the reference goes further 
and provides that payment must be made according to the terms of the agreement, it falls 

nder paragraph (a) of subsection (2) [As amended 1962]. 

4. Paragraph (e) of subsection (1) is intended to settle another conflict in the decisions, 
over the effect of “title security notes" and other instruments which recite the security 
given. It rejects cases which have held that the mere statement that the instrument is 
secured, by reservation of title or otherwise, carries the implied condition that payment is 

o be made only if the security agreement is fully performed. Again such a recital normally 

is included only for the purpose of making a record or giving information, and is not 
intended to condition payment in any way. The provision adopts the position of the great 
majority of the courts. 

5. Paragraph (f) of subsection (1) is a rewording of Section 3(1) of the original act. 

6. Paragraph (g) of subsection (1) is new. It is intended to permit municipal corporations 
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or other governments or governmental agencies to draw checks or to issue other short-term 

commercial paper in which payment is limited to a particular fund or to the proceeds o 

particular taxes or other sources of revenue. The provision will permit some municipal war- 
ants to be negotiable if they are in proper form. Normally such warrants lack the words 

“order” or “bearer,” or are marked “Not Negotiable,” or are payable only in serial order, 
hich makes them conditional. 

7. Paragraph (h) of subsection (1) is new. It adopts the policy of decisions holding that an 
instrument issued by an unincorporated association is negotiable although its payment is 
expressly limited to the assets of the association, excluding the liability of individual 
members; and recognizing as negotiable an instrument issued by a trust estate without 
personal liability of the trustee. The policy is extended to a partnership and to any estate. 

he provision affects only the negotiability of the instrument, and is not intended to change 
he law of any state as to the liability of a partner, trustee, executor, administrator, or any 
other person on such an instrument. 

8. Paragraph (a) of subsection (2) retains the generally accepted rule that where an 
instrument contains such language as “subject to terms of contract between maker and 
payee of this date," its payment is conditioned according to the terms of the agreement and 
he instrument is not negotiable. The distinction is between a mere recital of the existence 
of the separate agreement or a reference to it for information, which under paragraph (c) o 
subsection (1) will not affect negotiability, and any language which, fairly construed, 

equires the holder to look to the other agreement for the terms of payment. The intent o 
he provision is that an instrument is not negotiable unless the holder can ascertain all o 
its essential terms from its face. In the specific instance of rights as to prepayment or ac- 
celeration, however, there may be a reference to a separate agreement without destroying 
egotiability [As amended 1962]. 

9. Paragraph (b) of subsection (2) restates the last sentence of Section 3 of the original 
act. As noted above, exceptions are made by paragraphs (g) and (h) of subsection (1) in 
avor of instruments issued by governments or governmental agencies, or by a partnership, 

nincorporated association, trust or estate. 
Cross Reference: 

Section 3-104. 

Definitional Cross References: 

"Account". Section 4-104. 

"Agreement". Section 1-201. 

"Instrument". Section 3-102. 

"Issue". Section 3-102. 

"Order". Section 3-102. 

"Promise". Section 3-102. 


3-106. Sum Certain. 
(1) The sum payable is a sum certain even though it is to be paid 
(a) with stated interest or by stated installments; or 


(b) with stated different rates of interest before and after default or a 
specified date; or 


(c) with a stated discount or addition if paid before or after the date 
fixed for payment; or 


(d) with exchange or less exchange, whether at a fixed rate or at the 
current rate; or 


(e) with costs of collection or an attorney's fee or both upon default. 
(2) Nothing in this section shall validate any term which is otherwise 


Official Comment 


Prior Uniform Statutory Provision: Sections 2 and 6(5), Uniform Negotiable Instru- 
ments Law. 
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Changes: Reworded. 

Purposes of Changes: The new language is intended to clarify doubts arising under the 
original section as to interest, discounts or additions, exchange, costs and attorney's fees, 
and acceleration or extension. 

1. The section rejects decisions which have denied negotiability to a note with a term 
providing for a discount for early payment on the ground that at the time of issue the 
amount payable was not certain. It is sufficient that at any time of payment the holder is 
able to determine the amount then payable from the instrument itself with any necessary 
computation. Thus a demand note bearing interest at six per cent is negotiable. A stated 
discount or addition for early or late payment does not affect the certainty of the sum so 
ong as the computation can be made, nor do different rates of interest before and after| 
default or a specified date. The computation must be one which can be made from the 
instrument itself without reference to any outside source, and this section does not make 

egotiable a note payable with interest “at the current rate." 

2. Paragraph (d) recognizes the occasional practice of making the instrument payable 

ith exchange deducted rather than added. 

3. In paragraph (e) *upon default" is substituted for the language of the original Section 
2(5) in order to include any default in payment of interest or installments. 

4. The section contains no specific language relating to the effect of acceleration clauses 
on the certainty of the sum payable. Section 2(3) of the original act contained a saving 
clause for provisions accelerating principal on default in payment of an installment or o 
interest, which led to doubt as to the effect of other accelerating provisions. This Article 
(Section 3-109, Definite Time) broadly validates acceleration clauses; it is not necessary to 
state the matter in this section as well. The disappearance of the language referred to in 
old Section 2(3) means merely that it was regarded as surplusage. 

5. Most states have usury laws prohibiting excessive rates of interest. In some states 
here are statutes or rules of law invalidating a term providing for increased interest after| 
maturity, or for costs and attorney's fees. Subsection (2) is intended to make it clear that 
his section is concerned only with the effect of such terms upon negotiability, and is not 
meant to change the law of any state as to the validity of the term itself. 

Cross References: 

Section 3-104. 

Point 4: Section 3-109. 
Definitional Cross Reference: 

"Term". Section 1-201. 


$ 3-107. Money. 


(1) An instrument is payable in money if the medium of exchange in 
hich it is payable is money at the time the instrument is made. An instru- 
ent payable in “currency” or “current funds" is payable in money. 


(2) A promise or order to pay a sum stated in a foreign currency is for a 
sum certain in money and, unless a different medium of payment is speci- 
fied in the instrument, may be satisfied by payment of that number of dol- 
lars which the stated foreign currency will purchase at the buying sight 
rate for that currency on the day on which the instrument is payable or, i 
payable on demand, on the day of demand. If such an instrument specifies 
a foreign currency as the medium of payment the instrument is payable in 

hat currency. 


Official Comment 
Prior Uniform Statutory Provision: Section 6(5), Uniform Negotiable Instruments Law. 
Changes: Completely rewritten. 
Purposes of Changes and New Matter: To make clear when an instrument is payable 
in money and to state rules applicable to instruments drawn payable in a foreign currency. 
1. The term “money” is defined in Section 1-201 as “a medium of exchange authorized or 
adopted by a domestic or foreign government as a part of its currency". That definition 
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ejects the narrow view of some early cases that *money" is limited to legal tender. Legal 
ender acts do no more than designate a particular kind of money which the obligee will be 
equired to accept in discharge of an obligation. It rejects also the contention sometimes 
advanced that “money” includes any medium of exchange current and accepted in the par- 
icular community whether it be gold dust, beaver pelts, or cigarettes in occupied Germany. 
Such unusual “currency” is necessarily of uncertain and fluctuating value, and an instru- 
mo intended to pass generally in commerce as negotiable may not be made payable 
erein. 
The test adopted is that of the sanction of government, which recognizes the circulating 
medium as a part of the official currency of that government. In particular the provision 
adopts the position that an instrument expressing the amount to be paid in sterling, francs, 
ire or other recognized currency of a foreign government is negotiable even though payable 
in the United States. 
2. The provision on “currency” or “current funds" accepts the view of the great majority o 
he decisions, that “currency” or “current funds” means that the instrument is payable in 
money. 
3. Either the amount to be paid or the medium of payment may be expressed in terms o 
a particular kind of money. A draft passing between Toronto and Buffalo may, according to 
he desire and convenience of the parties, call for payment of 100 United States dollars or 
of 100 Canadian dollars; and it may require either sum to be paid in either currency. 
nder this section an instrument in any of these forms is negotiable, whether payable in 
oronto or in Buffalo. 
4. As stated in the preceding paragraph the intention of the parties in making an instru- 
ment payable in a foreign currency may be that the medium of payment shall be either dol- 
ars measured by the foreign currency or the foreign currency in which the instrument is 
drawn. Under subsection (2) the presumption is, unless the instrument otherwise specifies, 
hat the obligation may be satisfied by payment in dollars in an amount determined by the 
buying sight rate for the foreign currency on the day the instrument becomes payable. 
Inasmuch as the buying sight rate will fluctuate from day to day, it might be argued that 
an instrument expressed in a foreign currency but actually payable in dollars is not for a 
"sum certain". Subsection (2) makes it clear that for the purposes of negotiability under 
his Article such an instrument, despite exchange fluctuations, is for a sum certain. 
Cross References: 
Section 3-104. 
Point 1: Section 1-201. 
Point 4: Section 4-212(6). 
Definitional Cross References: 
“Instrument”. Section 3-102. 
“Money”. Section 1-201. 
“Order”. Section 3-102. 
“Promise”. Section 3-102. 
“Purchase”. Section 1-201. 


§ 3-108. Payable on Demand. 


Instruments payable on demand include those payable at sight or on 
presentation and those in which no time for payment is stated. 


Official Comment 

Prior Uniform Statutory Provision: Section 7, Uniform Negotiable Instruments Law. 
Changes: Reworded, final sentence of original section omitted. 

Purposes of Changes: Except for the omission of the final sentence this section restates 
he substance of original Section 7. The final sentence dealt with the status of a person is- 
suing, accepting or indorsing an instrument after maturity and provided that as to such a 
person the instrument was payable on demand. That language implied that the ordinary 
ules relating to demand instruments as to due course, holding, presentment, notice of dis- 
honor and so on were applicable. This Article abandons that concept which served no 
special purpose except to trap the unwary. Under Section 3-302 (Holder in Due Course) and 
in view of the deletion from this section of the final sentence of original Section 7 there is 
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o longer the possibility that one taking time paper after maturity may acquire due course 
ights against a post-maturity indorser. Section 3-501(4), however, provides that the in- 
dorser after maturity is not entitled to presentment, notice of dishonor or protest. 
Cross References: 
Sections 3-104, 3-302 and 3-501(4). 
Definitional Cross Reference: 
“Instrument”. Section 3-102. 


$ 3-109. Definite Time. 


(1) An instrument is payable at a definite time if by its terms it is pay- 
able 


(a) on or before a stated date or at a fixed period after a stated date; or 
(b) at a fixed period after sight; or 
(c) at a definite time subject to any acceleration; or 


(d) at a definite time subject to extension at the option of the holder, 
or to extension to a further definite time at the option of the maker or 
acceptor or automatically upon or after a specified act or event. 

(2) An instrument which by its terms is otherwise payable only upon an 
act or event uncertain as to time of occurrence is not payable at a definite 
ime even though the act or event has occurred. 


Official Comment 
Prior Uniform Statutory Provision: Sections 4 and 17(3), Uniform Negotiable Instru- 
ments Law. 
Changes: Reworded; new provisions; rule of original Section 4(3) reversed. 
Purposes of Changes and New Matter: To remove uncertainties arising under the orig- 
inal section, and to eliminate commercially unacceptable instruments. 

1. Subsection (2) reverses the rule of the original Section 4(3) as to instruments payable 
after events certain to happen but uncertain as to time. Almost the only use of such instru- 
ments has been in the anticipation of inheritance or future interests by borrowing on post- 
obituary notes. These have been much more common in England than in the United States. 

hey are at best questionable paper, not acceptable in general commerce, with no good rea- 
son for according them free circulation as negotiable instruments. As in the case of the oc- 
casional note payable *one year after the war" or at a similar uncertain date, they are 
ikely to be made under unusual circumstances suggesting good reason for preserving de- 
enses of the maker. They are accordingly eliminated. 

2. With this change “definite time" is substituted for “fixed or determinable future time." 

he time of payment is definite if it can be determined from the face of the instrument. 

3. An undated instrument payable “thirty days after date" is not payable at a definite 

ime, since the time of payment cannot be determined on its face. It is, however, an 
incomplete instrument within the provisions of Section 3-115 dealing with such instru- 
ments and may be completed by dating it. It is then payable at a definite time. 

4. Paragraph (c) of subsection (1) resolves a conflict in the decisions on the negotiability 
of instruments containing acceleration clauses as to the meaning and effect of *on or before 
a fixed or determinable future time" in the original Section 4(2). (Instruments expressly 
stated to be payable “on or before" a given date are dealt with in subsection (1)(a)). So far 
as certainty of time of payment is concerned a note payable at a definite time but subject to 
acceleration is no less certain than a note payable on demand, whose negotiability never 
has been questioned. It is in fact more certain, since it at least states a definite time beyond 

hich the instrument cannot run. Objections to the acceleration clause must be based 

ather on the possibility of abuse by the holder, which has nothing to do with negotiability 
and is not limited to negotiable instruments. That problem is now covered by Section 1-208. 
Subsection (1)(c) is intended to mean that the certainty of time of payment or the nego- 
iability of the instrument is not affected by any acceleration clause, whether acceleration 
be at the option of the maker or the holder, or automatic upon the occurrence of some 
event, and whether it be conditional or unrestricted. If the acceleration term itself is uncer- 
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ain it may fail on ordinary contract principles, but the instrument then remains negotiable 
and is payable at the definite time. 

The effect of acceleration clauses upon a holder in due course is covered by the new defi- 

ition of the holder in due course (Section 3-302) and by the section on notice to purchaser 
(subsection (3) of Section 3-304). If the purchaser is not aware of any acceleration, his delay 
in making presentment may be excused under the section dealing with excused present- 
ment (subsection (1) of Section 3-511). 

5. Paragraph (d) of subsection (1) is new. It adopts the generally accepted rule that a 
clause providing for extension at the option of the holder, even without a time limit, does 
not affect negotiability since the holder is given only a right which he would have without 

he clause. If the extension is to be at the option of the maker or acceptor or is to be 
automatic, a definite time limit must be stated or the time of payment remains uncertain 
and the instrument is not negotiable. Where such a limit is stated, the effect upon certainty, 
of time of payment is the same as if the instrument were made payable at the ultimate 
date with a term providing for acceleration. 

The construction and effect of extension clauses is covered by paragraph (f) of Section 
3-118 on ambiguous terms and rules of construction, to which reference should be made. 
Cross References: 

Section 3-104. 

Point 3: Section 3-115. 

Point 4: Sections 1-208, 3-118(f), 3-304(3), and 3-511(1). 

Point 5: Section 3-118(f). 

Definitional Cross References: 

*Holder". Section 1-201. 

"Instrument". Section 3-102. 

"Term". Section 1-201. 


$ 3-110. Payable to Order. 
(1) An instrument is payable to order when by its terms it is payable to 


he order or assigns of any person therein specified with reasonable 
certainty, or to him or his order, or when it is conspicuously designated on 
its face as “exchange” or the like and names a payee. It may be payable to 
he order of 
(a) the maker or drawer; or 
(b) the drawee; or 
(c) a payee who is not maker, drawer or drawee; or 
(d) two or more payees together or in the alternative; or 
(e) an estate, trust or fund, in which case it is payable to the order o 
the representative of such estate, trust or fund or his successors; or 
(f) an office, or an officer by his title as such in which case it is payable 
to the principal but the incumbent of the office or his successors may act 
as if he or they were the holder; or 
(g) a partnership or unincorporated association, in which case it is 
payable to the partnership or association and may be indorsed or 
transferred by any person thereto authorized. 
(2) An instrument not payable to order is not made so payable by such 
ords as “payable upon return of this instrument properly indorsed.” 
(3) An instrument made payable both to order and to bearer is payable 
o order unless the bearer words are handwritten or typewritten. 
Official Comment 


Prior Uniform Statutory Provision: Section 8, Uniform Negotiable Instruments Law. 
Changes: Reworded, new provisions. 
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Purposes of Changes and New Matter: The changes are intended to remove uncertain- 
ies arising under the original section. 

1. Paragraph (d) of subsection (1) replaces the original subsections (4) and (5). It 
eliminates the word “jointly,” which has carried a possible implication of a right o 
survivorship. Normally an instrument payable to “A and B” is intended to be payable to the 
wo parties as tenants in common, and there is no survivorship in the absence of express 
anguage to that effect. The instrument may be payable to *A or B," in which case it is pay- 
able to either A or B individually. It may even be made payable to “A and/or B," in which 
case it is payable either to A or to B singly, or to the two together. The negotiation, enforce- 
ment and discharge of the instrument in all such cases are covered by the section on 
instruments payable to two or more persons (Sec. 3-116). 

2. Paragraph (e) of subsection (1) is intended to change the result of decisions which have 


bearer, on the ground that the name of the payee did not purport to be that of any person. 

he intent in such cases is obviously not to make the instrument payable to bearer, but to 
he order of the representative of the estate. The provision extends the same principle to an 
instrument payable to the order of “Tilden Trust,” or “Community Fund". So long as the 
payee can be identified, it is not necessary that it be a legal entity; and in each case the 
instrument is treated as payable to the order of the appropriate representative or his 
successor. 

3. Under paragraph (f) of subsection (1) an instrument may be made payable to the office 
itself (“Swedish Consulate”) or to the officer by his title as such (“Treasurer of City Club"). 
In either case it runs to the incumbent of the office and his successors. The effect of instru- 
ments in such a form is covered by the section on instruments payable with words of de- 
scription (Sec. 3-117). 

4. Vestigial theories relating to the lack of "legal entity" of partnerships and various 
orms of unincorporated associations—such as labor unions and business trusts—make it 
he part of wisdom to specify that instruments made payable to such groups are order 
paper payable as designated and not bearer paper (subsection (1)(g) ). As in the case o 
incorporated associations, any person having authority from the partnership or association 

o whose order the instrument is payable may indorse or otherwise deal with the 
instrument. 

5. Subsection (2) is intended to change the result of cases holding that “payable upon 

eturn of this certificate properly indorsed" indicated an intention to make the instrument 

payable to any indorsee and so must be construed as the equivalent of *Pay to order." 
Ordinarily the purpose of such language is only to insure return of the instrument with 
indorsement in lieu of a receipt, and the word “order” is omitted with the intention that the 
instrument shall not be negotiable. 

6. Subsection (3) is directed at occasional instruments reading “Pay to the order of John 
Doe or bearer." Such language usually is found only where the drawer has filled in the 

ame of the payee on a printed form, without intending the ambiguity or noticing the word 
"bearer." Under such circumstances the name of the specified payee indicates an intent 
hat the order words shall control. If the word “bearer” is handwritten or typewritten, there 
is sufficient indication of an intent that the instrument shall be payable to bearer. Instru- 
ments payable to “order of bearer” are covered not by this section but by the following 
Section 3-111. 
Cross References: 

Sections 3-104 and 3-111. 

Point 1: Section 3-116. 

Points 2, 3 and 4: Section 3-117. 

Definitional Cross References: 

“Bearer”. Section 1-201. 

“Conspicuous”. Section 1-201. 

"Instrument". Section 3-102. 

“Negotiation”. Section 3-202. 

“Person”. Section 1-201. 

"Term". Section 1-201. 


§ 3-111. Payable to Bearer. 
An instrument is payable to bearer when by its terms it is payable to 
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(a) bearer or the order of bearer; or 

(b) a specified person or bearer; or 

(c) “cash” or the order of “cash”, or any other indication which does not 
purport to designate a specific payee. 


Official Comment 
Prior Uniform Statutory Provision: Section 9, Uniform Negotiable Instruments Law. 
Changes: Reworded; original subsections (3) and (5) omitted here but covered by Sections 
on impostors and signature in name of payee (Section 3-405) and on special and blank 
indorsements (Section 3-204). 
Purposes of Changes: The rewording is intended to remove uncertainties. 

1. Language such as “order of bearer” usually results when a printed form is used and 
he word “bearer” is filled in. Subsection (a) rejects the view that the instrument is payable 
o order, and adopts the position that “bearer” is the unusual word and should control. 

Compare Comment 6 to Section 3-110. 
2. Paragraph (c) is reworded to remove any possible implication that “Pay to the order o 
" makes the instrument payable to bearer. It is an incomplete order instrument, 
and falls under Section 3-115. Likewise “Pay Treasurer of X Corporation" does not mean 
pay bearer, even though there may be no such officer. Instruments payable to the order o 
an estate, trust, fund, partnership, unincorporated association or office are covered by the 
preceding section. This subsection applies only to such language as “Pay Cash,” “Pay to the 
order of cash," *Pay bills payable," *Pay to the order of one keg of nails," or other words 
hich do not purport to designate any specific payee. 

3. Under Section 40 of the original Act an instrument payable to bearer on its face 

emained bearer paper negotiable by delivery although subsequently specially indorsed. It 
should be noted that Section 3-204 on special indorsement reverses this rule and allows the 
special indorsement to control. 
Cross References: 

Sections 3-104, 3-405 and 3-204. 

Point 2: Sections 3-110(1)(a) and (f) and 3-115. 

Point 3: Section 3-204. 

Definitional Cross References: 

*Bearer". Section 1-201. 

“Instrument”. Section 3-102. 

“Person”. Section 1-201. 

"Term". Section 1-201. 


$ 3-112. Terms and Omissions Not Affecting Negotiability. 

(1) The negotiability of an instrument is not affected by 

(a) the omission of a statement of any consideration or of the place 
where the instrument is drawn or payable; or 

(b) a statement that collateral has been given to secure obligations ei- 
ther on the instrument or otherwise of an obligor on the instrument or 
that in case of default on those obligations the holder may realize on or 
dispose of the collateral; or 

(c) a promise or power to maintain or protect collateral or to give ad- 
ditional collateral; or 

(d) a term authorizing a confession of judgment on the instrument if it 
is not paid when due; or 

(e) a term purporting to waive the benefit of any law intended for the 
advantage or protection of any obligor; or 

(f) a term in a draft providing that the payee by indorsing or cashing 
it acknowledges full satisfaction of an obligation of the drawer; or 
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(g) A statement in a draft drawn in a set of parts (Section 3-801) to 
the effect that the order is effective only if no other part has been 
honored. 


(2) Nothing in this section shall validate any term which is otherwise 
illegal. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: Sections 5 and 6, Uniform Negotiable Instruments 
Law. 
Changes: Reworded; new provisions; Subsection (4) of original Section 5 omitted. Subsec- 
ion (4) of the original Section 6 is now covered by Section 3-113, and Subsection (5) by 
Section 3-107. 
Purposes of Changes and New Matter: The changes are intended to remove uncertain- 
ies arising under the original sections. Subsection (4) of the original Section 5 is omitted 
because it has been important only in connection with bonds and other investment securi- 
ies now covered by Article 8 of this Act. An option to require something to be done in lieu 
of payment of money is uncommon and not desirable in commercial paper. 

This section permits the insertion of certain obligations and powers in addition to the 
simple promise or order to pay money. Under Section 3-104, dealing with form of negotiable 
instruments, the instrument may not contain any other promise, order, obligation or power. 

1. Paragraph (b) of subsection (1) permits a clause authorizing the sale or disposition o 
collateral given to secure obligations either on the instrument or otherwise of an obligor on 

he instrument upon any default in those obligations, including a default in payment of an 
installment or of interest. It is not limited, as was the original Section 5(1), to default at 
maturity. The reference to obligations of an obligor on the instrument is intended to recog- 
ize so-called cross collateral provisions that appear in collateral note forms used by banks 
and others throughout the United States and to permit the use of these provisions without 
destroying negotiability. Paragraph (c) is new. It permits a clause, apparently not within 
he original section, containing a promise or power to maintain or protect collateral or to 
give additional collateral, whether on demand or on some other condition. Such terms 
requently are accompanied by a provision for acceleration if the collateral is not given, 

hich is now permitted by the section on what constitutes a definite time. Section 1-208 
should be consulted as to the construction to be given such clauses under this Act. 

2. As under the original Section 5(2), paragraph (d) is intended to mean that a confession. 
of judgment may be authorized only if the instrument is not paid when due, and that 
otherwise negotiability is affected. The use of judgment notes is confined to two or three 
states, and in others the judgment clauses are made illegal or ineffective either by special 
statutes or by decision. Subsection (2) is intended to say that any such local rule remains 

nchanged, and that the clause itself may be invalid, although the negotiability of the 
instrument is not affected. 

3. As in the case of the original Section 5(3), paragraph (e) applies not only to any waiver 
of the benefits of this Article, such as presentment, notice of dishonor or protest, but also to 
a waiver of the benefits of any other law such as a homestead exemption. Again subsection 
(2) is intended to mean that any rule which invalidates the waiver itself is not changed, 
and that while negotiability is not affected, a waiver of the statute of limitations contained 
in an instrument may be invalid. 

This paragraph is to be read together with subsection (1) of Section 3-104 on form of ne- 
gotiable instruments. A waiver cannot make the instrument negotiable within this Article 

here it does not comply with the requirements of that section. 

4. Paragraph (f) is new. The effect of a clause of acknowledgment of satisfaction upon ne- 
gotiability has been uncertain under the original section. 

5. Paragraph (g) is intended to insure that a condition arising from the statement in 
question will not adversely affect negotiability. 

Cross References: 
Sections 3-104 and 3-105. 
Point 1: Sections 1-208 and 3-109(1)(c). 
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Point 3: Section 3-104. 

Definitional Cross References: 
“Draft”. Section 3-104. 
“Instrument”. Section 3-102. 
“On demand". Section 3-108. 
“Promise”. Section 3-102. 
"Term". Section 1-201. 


$ 3-113. Seal. 
An instrument otherwise negotiable is within this Article even though it 
is under a seal. 


Official Comment 

Prior Uniform Statutory Provision: Section 6(4), Uniform Negotiable Instruments Law. 
Changes: Reworded. 
Purposes of Changes: The revised wording is intended to change the result of decisions 
holding that while a seal does not affect the negotiability of an instrument it may affect it 
in other respects falling within the statute, such as the conclusiveness of consideration. The 
section is intended to place sealed instruments on the same footing as any other instru- 
ments so far as all sections of this Article are concerned. It does not affect any other 
statutes or rules of law relating to sealed instruments except insofar as, in the case of nego- 
iable instruments, they are inconsistent with this Article. Thus a sealed instrument which 
is within this Article may still be subject to a longer statute of limitations than negotiable 
instruments not under seal, or to such local rules of procedure as that it may be enforced 
by an action of special assumpsit. 
Cross Reference: 

Section 3-104. 
Definitional Cross Reference: 

"Instrument". Section 3-102. 


$ 3-114. Date, Antedating, Postdating. 

(1) The negotiability of an instrument is not affected by the fact that it is 

ndated, antedated or postdated. 

(2) Where an instrument is antedated or postdated the time when it is 
payable is determined by the stated date if the instrument is payable on 
demand or at a fixed period after date. 

(3) Where the instrument or any signature thereon is dated, the date is 
presumed to be correct. 


Official Comment 
Prior Uniform Statutory Provision: Sections 6(1), 11, 12 and 17(3), Uniform Negotiable 
Instruments Law. 
Changes: Reworded; new provision; parts of original section 12 omitted. 
Purposes of Changes and New Matter: The rewording is intended to remove uncertain- 
ies arising under the original sections. 

1. The reference to an “illegal or fraudulent purpose" in the original Section 12 is omitted 
as inaccurate and misleading. Any fraud or illegality connected with the date of an instru- 
ment does not affect its negotiability, but is merely a defense under Sections 3-306 and 
3-307 to the same extent as any other fraud or illegality. The provision in the same section 
as to acquisition of title upon delivery is also omitted, as obvious and unnecessary. 

2. Subsection (2) is new. An undated instrument payable “thirty days after date" is un- 
certain as to time of payment, and does not fall within Section 3-109(1)(a) on definite time. 
It is, however, an incomplete instrument, and the date may be inserted as provided in the 
section dealing with such instruments (Section 3-115). When the instrument has been 
dated, this subsection follows decisions under the original Act in providing that the time o 
payment is to be determined from the stated date, even though the instrument is antedated 
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or postdated. An antedated instrument may thus be due before it is issued. As to the li- 
ability of indorsers in such a case, see Section 3-501(4), on indorsement after maturity. 

3. Subsection (3) extends the original Section 11 to any signature on an instrument. As to 
he meaning of “presumed,” see Section 1-201. 
Cross References: 

Point 1: Sections 3-306 and 3-307. 

Point 2: Sections 3-109(1)(a), 3-115 and 3-501(4). 

Point 3: Section 1-201. 
Definitional Cross References: 

“Instrument”. Section 3-102. 

“Issue”. Section 3-102. 

“On demand”. Section 3-108. 

“Presumed”. Section 1-201. 

“Signature”. Section 3-401. 


§ 3-115. Incomplete Instruments. 


(1) When a paper whose contents at the time of signing show that it is 
intended to become an instrument is signed while still incomplete in any 
mecessary respect it cannot be enforced until completed, but when it is 
completed in accordance with authority given it is effective as completed. 


(2) If the completion is unauthorized the rules as to material alteration 

apply (Section 3-407), even though the paper was not delivered by the 
aker or drawer; but the burden of establishing that any completion is 
nauthorized is on the party so asserting. 


Official Comment 
Prior Uniform Statutory Provision: Sections 13, 14 and 15, Uniform Negotiable Instru- 
ments Law. 
Changes: Condensed and reworded; original Section 13 and parts of Section 14 omitted; 
ule of Section 15 reversed. 
Purposes of Changes: 

1. The original sections were lengthy and confusing. Section 13 is eliminated because it 

has suggested some uncertain distinction between undated instruments and those 
incomplete in other respects, and has carried the inference that only a holder may fill in 
he date. An instrument lacking in an essential date is merely one kind of incomplete 
instrument, to be treated like any other. The third sentence of Section 14, providing that 
he instrument must be filled up strictly in accordance with the authority given and within 
a reasonable time, is eliminated as entirely superfluous, since any authority must always 
be exercised in accordance with its limitations, and expires within a reasonable time unless 
a time limit is fixed. 

2. The language “signed while still incomplete in any necessary respect” in subsection (1) 

is substituted for “wanting in any material particular” in the original Section 14, in order 

o make it entirely clear that a complete writing which lacks an essential element of an 
instrument and contains no blanks or spaces or anything else to indicate that what is miss- 
ing is to be supplied, does not fall within the section. “Necessary” means necessary to a 
complete instrument. It will always include the promise or order, the designation of the 
payee, and the amount payable. It may include the time of payment where a blank is left 
or that time to be filled in; but where it is clear that no time is intended to be stated the 
instrument is complete, and is payable on demand under Section 3-108. It does not include 
he date of issue, which under Section 3-114(1) is not essential, unless the instrument is 
made payable at a fixed period after that date. 

3. This section omits the second sentence of the original Section 14, providing that “a 
signature on a blank paper delivered by the person making the signature in order that the 
paper may be converted into a negotiable instrument operates as a prima facie authority to 

ll it up as such for any amount.” This had utility only in connection with the ancient 
practice of signing blank paper to be filled in later as an acceptance, at a time when com- 
munications were slow and difficult. The practice has been obsolete for nearly a century. It 
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affords obvious opportunity for fraud, and should not be encouraged by express sanction in 
he statute. The omission is not intended, however, to mean that any person may not be 
authorized to write in an instrument over a signature either before or after delivery. 

4. Subsection (2) states the rule generally recognized by the courts, that any unautho- 

ized completion is an alteration of the instrument which stands on the same footing as any 
other alteration. Reference is therefore made to Section 3-407 where the effect of alteration 
is stated. Subsection (3) of that section provides that a subsequent holder in due course 
may in all cases enforce the instrument as completed, and replaces the final sentence of the 
original Section 14. 

5. The language *even though the paper was not delivered" reverses the rule of the origi- 

al Section 15, which provides that where an incomplete instrument has not been delivered 
it will not, if completed, be a valid contract in the hands of any holder as against any 
person whose signature was placed thereon before delivery. Since under this Article (Sections 
3-305 and 3-407) neither non-delivery nor unauthorized completion is a defense against a 
holder in due course, it has always been illogical that the two together should invalidate 
he instrument in his hands. A holder in due course sees and takes the same paper, whether 
it was complete when stolen or completed afterward by the thief, and in each case he relies 
in good faith on the maker's signature. The loss should fall upon the party whose conduct 
in signing blank paper has made the fraud possible, rather than upon the innocent 
purchaser. The result is consistent with the theory of decisions holding the drawer of a 
check stolen and afterwards filled in to be estopped from setting up the non-delivery 
against an innocent party. 

A similar provision protecting a depositary bank which pays an item in good faith is 
contained in Section 4-401. The policy of that Section should apply in favor of drawees 
other than banks. 

6. The language on burden of establishing unauthorized completion is substituted for the 
"prima facie authority" of the original section 14. It follows the generally accepted rule that 
he full burden of proof by a preponderance of the evidence is upon the party attacking the 
completed instrument. “Burden of establishing" is defined in Section 1-201. 

Cross References: 

Point 2: Sections 3-108 and 3-114(1). 

Point 4: Section 3-407. 

Point 5: Sections 3-305(2), 3-407(3) and 4-401. 

Point 6: Section 1-201. 

Definitional Cross References: 

“Alteration”. Section 3-407. 

“Burden of establishing". Section 1-201. 

“Delivery”. Section 1-201. 

"Instrument". Section 3-102. 

“Party”. Section 1-201. 

“Signed”. Section 1-201. 


3-116. Instruments Payable to Two or More Persons. 
An instrument payable to the order of two or more persons 

(a) if in the alternative is payable to any one of them and may be 
negotiated, discharged or enforced by any of them who has possession o 
it; 

(b) if not in the alternative is payable to all of them and may be negoti- 
ated, discharged or enforced only by all of them. 


Official Comment 
Prior Uniform Statutory Provision: Section 41, Uniform Negotiable Instruments Law. 
Changes: Revised in wording and substance. 
Purposes of Changes: The changes are intended to make clear the distinction between an 
instrument payable to ^A or B" and one payable to *A and B." The first names either A or B 
as payee, so that either of them who is in possession becomes a holder as that term is 
defined in Section 1-201 and may negotiate, enforce or discharge the instrument. The 
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second is payable only to A and B together, and as provided in the original section both 
must indorse in order to negotiate the instrument, although one may of course be autho- 
ized to sign for the other. Likewise both must join in any action to enforce the instrument, 
and the rights of one are not discharged without his consent by the act of the other. 

If the instrument is payable to “A and/or B,” it is payable in the alternative to A, or to B, 
or to A and B together, and it may be negotiated, enforced or discharged accordingly. 
Cross Reference: 

Section 1-201. 

Definitional Cross References: 

“Instrument”. Section 3-102. 

“Person”. Section 1-201. 


$ 3-117. Instruments Payable With Words of Description. 


An instrument made payable to a named person with the addition o 
ords describing him 


(a) as agent or officer of a specified person is payable to his principal 
but the agent or officer may act as if he were the holder; 


(b) as any other fiduciary for a specified person or purpose is payable 
to the payee and may be negotiated, discharged or enforced by him; 


(c) in any other manner is payable to the payee unconditionally and 
the additional words are without effect on subsequent parties. 


Official Comment 
Prior Uniform Statutory Provision: Section 42, Uniform Negotiable Instruments Law. 
Changes: Revised and extended. 
Purposes of Changes: 

1. Subsection (a) extends the policy of the original Section 42, which covered only cashiers 
and fiscal officers of banks and corporations, to any case where a payee is named with 

ords describing him as agent or officer of another named person. The intent is to include 
all such descriptions as ^John Doe, Treasurer of Town of Framingham;" *John Doe, Presi- 
dent Home Telephone Co.," *John Doe, Secretary of City Club," or *John Doe, agent o 
Richard Roe." In all such cases it is commercial understanding that the description is not 
added for mere identification but for the purpose of making the instrument payable to the 
principal, and that the agent or officer is named as payee only for convenience in enabling 
him to cash the check. 

2. Subsection (b) covers such descriptions as *John Doe, Trustee of Smithers Trust," 
“John Doe, Administrator of the Estate of Richard Roe,” or “John Doe, Executor under Will 
of Richard Roe." In such cases the instrument is payable to the individual named, and he 
may negotiate it, enforce it or discharge it, but he remains subject to any liability for 
breach of his obligation as a fiduciary. Any subsequent holder of the instrument is put on 

otice of the fiduciary position, and under the section on notice to purchaser (Section 3-304) 
is not a holder in due course if he takes with notice that John Doe has negotiated the 
instrument in payment of or as security for his own debt or in any transaction for his own 
benefit, or otherwise in breach of duty. 

3. Any other words of description, such as “John Doe, 1121 Main Street,” “John Doe, At- 
orney,” or “Jane Doe, unremarried widow,” are to be treated as mere identification, and 
ot in any respect as a condition of payment. The same is true of any description of the 

payee as “Treasurer,” “President,” “Agent,” “Trustee,” “Executor,” or “Administrator,” which 
does not name the principal or beneficiary. In all such cases the person named may negoti- 
ate, enforce or discharge the instrument if he is otherwise identified, even though he does 
ot meet the description. Any subsequent party dealing with the instrument may disregard 
he description and treat the paper as payable unconditionally to the individual, and is 
ully protected in the absence of independent notice of other facts sufficient to affect his 
position. 
Cross Reference: 
Point 2: Section 3-304(2). 
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Definitional Cross References: 
*Holder". Section 1-201. 
“Instrument”. Section 3-102. 
“Party”. Section 1-201. 
“Person”. Section 1-201. 


3-118. Ambiguous Terms and Rules of Construction. 
The following rules apply to every instrument: 

(a) Where there is doubt whether the instrument is a draft or a note 
the holder may treat it as either. A draft drawn on the drawer is effec- 
tive as a note. 

(b) Handwritten terms control typewritten and printed terms, and 
typewritten control printed. 

(c) Words control figures except that if the words are ambiguous figures 
control. 

(d) Unless otherwise specified a provision for interest means interest 
at the judgment rate at the place of payment from the date of the instru- 
ment, or if it is undated from the date of issue. 

(e) Unless the instrument otherwise specifies two or more persons who 
sign as maker, acceptor or drawer or indorser and as a part of the same 
transaction are jointly and severally liable even though the instrument 
contains such words as “I promise to pay.” 

(f) Unless otherwise specified consent to extension authorizes a single 
extension for not longer than the original period. A consent to extension, 


expressed in the instrument, is binding on secondary parties and accom- 
modation makers. A holder may not exercise his option to extend an 
instrument over the objection of a maker or acceptor or other party who 
in accordance with Section 3-604 tenders full payment when the instru- 
ment is due. 


Official Comment 
Prior Uniform Statutory Provision: Sections 17 and 68, Uniform Negotiable Instru- 
ments Law. 
Changes: Reworded; new provisions; original subsections (3) and (6) of Section 17 omitted. 

he original Section 17(3) is covered, so far as the question can arise, by Sections 3-109(1) 
(a) and 3-114 of this Article. The original Section 17(6) is now covered by Section 3-402. 

Purposes of Changes and New Matter: 

1. The purpose of this section is to protect holders and to encourage the free circulation o 
negotiable paper by stating rules of law which will preclude a resort to parol evidence for 
any purpose except reformation of the instrument. Except as to such reformation, these 

ules cannot be varied by any proof that any party intended the contrary. 

2. Subsection (a): The language of the original Section 17(5) is changed to make it clear 
hat the provision is not limited to ambiguities of phrasing, but extends to any case where 
he form of the instrument leaves its character as a draft or a note in doubt. 

3. Subsection (b): The original Section 17(4) is revised to cover typewriting because of its 
requent use in instruments, particularly in promissory notes. 

4. Subsection (c): The rewording of the original Section 17(1) is intended to make it clear 
hat figures control only where the words are ambiguous and the figures are not. 

5. Subsection (d): The revision of the original Section 17(2) is intended to make it clear 
hat where the instrument provides for payment “with interest" without specifying the 
ate, the judgment rate of interest of the place of payment is to be taken as intended. 

6. Subsection (e): This subsection combines and revises the original Section 17(7) and the 
ast sentence of the original Section 68. The rule applies to any two or more persons who 
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sign in the same capacity, whether as makers, drawers, acceptors or indorsers. It applies 
only where such parties sign as a part of the same transaction; successive indorsers are, o 
course, liable severally but not jointly. 

7. Subsection (f): This provision is new. It has reference to such clauses as “The makers 
and indorsers of this note consent that it may be extended without notice to them.” Such 
erms usually are inserted to obtain the consent of the indorsers and any accommodation 
maker to extension which might otherwise discharge them under Section 3-606 dealing 

ith impairment of recourse or collateral. An extension in accord with these terms binds 
secondary parties. The holder may not force an extension on a maker or acceptor who 
makes due tender; the holder is not free to refuse payment and keep interest running on a 
good note or other instrument by extending it over the objection of a maker or acceptor or 
other party who in accordance with Section 3-604 tenders full payment when the instru- 
ment is due. Where consent to extension has been given, the subsection provides that un- 
ess otherwise specified the consent is to be construed as authorizing only one extension for 

ot longer than the original period of the note. 
Cross References: 

Sections 3-109, 3-114, 3-402 and 3-606. 

Point 7: Sections 3-604 and 3-606. 
Definitional Cross References: 

"Draft". Section 3-104. 

“Holder”. Section 1-201. 

"Instrument". Section 3-102. 

"Issue". Section 3-102. 

“Note”. Section 3-104. 

"Person". Section 1-201. 

“Promise”. Section 3-102. 

“Signed”. Section 1-201. 

"Term". Section 1-201. 


$ 3-119. Other Writings Affecting Instrument. 

(1) As between the obligor and his immediate obligee or any transferee 
he terms of an instrument may be modified or affected by any other writ- 
en agreement executed as a part of the same transaction, except that a 


out of the separate written agreement if he had no notice of the limitation 
hen he took the instrument. 


(2) A separate agreement does not affect the negotiability of an 
instrument. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: This section is new. It is intended to resolve conflicts as to the effect of a sepa- 
ate writing upon a negotiable instrument. 
1. This Article does not attempt to state general rules as to when an instrument may be 
aried or affected by parol evidence, except to the extent indicated by the comment to the 
preceding section. This section is limited to the effect of a separate written agreement exe- 
cuted as a part of the same transaction. The separate writing is most commonly an agree- 
ment creating or providing for a security interest such as a mortgage, chattel mortgage, 
conditional sale or pledge. It may, however, be any type of contract, including an agreement 
hat upon certain conditions the instrument shall be discharged or is not to be paid, or even 
an agreement that it is a sham and not to be enforced at all. Nothing in this section is 
intended to validate any such agreement which is fraudulent or void as against public 
policy, as in the case of a note given to deceive a bank examiner. 
2. Other parties, such as an accommodation indorser, are not affected by the separate 
riting unless they were also parties to it as a part of the transaction by which they 
became bound on the instrument. 
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3. The section applies to negotiable instruments the ordinary rule that writings executed 

as a part of the same transaction are to be read together as a single agreement. As between 
he immediate parties a negotiable instrument is merely a contract, and is no exception to 
he principle that the courts will look to the entire contract in writing. Accordingly a note 

may be affected by an acceleration clause, a clause providing for discharge under certain 
conditions, or any other relevant term in the separate writing. ^May be modified or af- 
ected" does not mean that the separate agreement must necessarily be given effect. There 
is still room for construction of the writing as not intended to affect the instrument at all, 
or as intended to affect it only for a limited purpose such as foreclosure or other realization 
of collateral. If there is outright contradiction between the two, as where the note is for 
$1,000 but the accompanying mortgage recites that it is for $2,000, the note may be held to 
stand on its own feet and not to be affected by the contradiction. 

4. Under this Article a purchaser of the instrument may become a holder in due course 

although he takes it with knowledge that it was accompanied by a separate agreement, i 
he has no notice of any defense or claim arising from the terms of the agreement. If any 
imitation in the separate writing in itself amounts to a defense or claim, as in the case o 
an agreement that the note is a sham and cannot be enforced, a purchaser with notice of it 
cannot be a holder in due course. The section also covers limitations which do not in 
hemselves give notice of any present defense or claim, such as conditions providing that 
under certain conditions the note shall be extended for one year. A purchaser with notice o 
such limitations may be a holder in due course, but he takes the instrument subject to the 
imitation. If he is without such notice, he is not affected by such a limiting clause in the 
separate writing. 

5. Subsection (2) rejects decisions which have carried the rule that contemporaneous 

ritings must be read together to the length of holding that a clause in a mortgage affect- 
ing a note destroyed the negotiability of the note. The negotiability of an instrument is 
always to be determined by what appears on the face of the instrument alone, and if it is 
negotiable in itself a purchaser without notice of a separate writing is in no way affected by 
it. If the instrument itself states that it is subject to or governed by any other agreement, it 
is not negotiable under this Article; but if it merely refers to a separate agreement or states 

hat it arises out of such an agreement, it is negotiable. 
Cross References: 

Point 1: Section 3-119. 

Point 4: Section 3-304(4)(b). 

Point 5: Section 3-105(2)(a) and (1)(c). 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

“Notice”. Section 1-201. 

"Rights". Section 1-201. 

"Term". Section 1-201. 

“Written” and “writing”. Section 1-201. 


$ 3-120. Instruments *Payable Through" Bank. 

An instrument which states that it is “payable through” a bank or the 
like designates that bank as a collecting bank to make presentment but 
does not of itself authorize the bank to pay the instrument. 


Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: Insurance, dividend or payroll checks, and occasionally other types of instru- 
ments, are sometimes made payable "through" a particular bank. This section states the 
commercial understanding as to the effect of such language. The bank is not named as 
drawee, and it is not ordered or even authorized to pay the instrument out of the drawer's 
account or any other funds of the drawer in its hands. Neither is it required to take the 
instrument for collection in the absence of special agreement to that effect. It is merely 
designated as a collecting bank through which presentment is properly made to the drawee. 
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Definitional Cross References: 
“Bank”. Section 1-201. 
“Collecting bank”. Section 4-105. 
“Instrument”. Section 3-102. 
“Presentment”. Section 3-504. 


§ 3-121. Instruments Payable at Bank. 
Note: If this Act is introduced in the Congress of the United States this section should be 


(States to select either alternative) 


Alternative A— 

A note or acceptance which states that it is payable at a bank is the 
equivalent of a draft drawn on the bank payable when it falls due out o 
any funds of the maker or acceptor in current account or otherwise avail- 
able for such payment. 


Alternative B— 
A note or acceptance which states that it is payable at a bank is not o 
itself an order or authorization to the bank to pay it. 


Official Comment 
Prior Uniform Statutory Provision: Section 87, Uniform Negotiable Instruments Law. 
Changes: Alternative sections offered. 
Purposes of Changes: The original section 87 has been amended so extensively that no 
uniformity has been achieved; and in many parts of the country it has been consistently 
disregarded in practice. 

The original section represents the commercial and banking practice of New York and 
he surrounding states, according to which a note or acceptance made payable at a bank is 
reated as the equivalent of a draft drawn on the bank. The bank is not only authorized but 

ordered to make payment out of the account of the maker or acceptor when the instrument 

alls due, and it is expected to do so without consulting him. In the western and southern 
states a contrary understanding prevails. The note or acceptance payable at a bank is 
reated as merely designating a place of payment, as if the instrument were made payable 
at the office of an attorney. The bank’s only function is to notify the maker or acceptor that 
he instrument has been presented and to ask for his instructions; and in the absence o 
specific instructions it is not regarded as required or even authorized to pay. Notwithstand- 
ing the original section western and southern banks have consistently followed the practice 
of asking for instructions and treating a direction not to pay as a revocation, equivalent to 
a direction to stop payment. 

Both practices are well established, and the division is along geographical lines. A 
change in either practice might lead to undesirable consequences for holders, banks or 
depositors. The instruments involved are chiefly promissory notes, which infrequently cross 
state lines. There is no great need for uniformity. This section therefore offers alternative 
provisions, the first of which states the New York commercial understanding, and the 
second that of the south and west. 

Cross Reference: 

Section 3-502. 

Definitional Cross References: 

“Acceptance”. Section 3-410. 

"Account". Section 4-104. 

“Bank”. Section 1-201. 

“Draft”. Section 3-104. 

"Instrument". Section 3-102. 

“Note”. Section 3-104. 

“Order”. Section 3-102. 
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§ 3-122. Accrual of Cause of Action. 
(1) A cause of action against a maker or an acceptor accrues 
(a) in the case of a time instrument on the day after maturity; 


(b) in the case of a demand instrument upon its date or, if no date is 
stated, on the date of issue. 


(2) A cause of action against the obligor of a demand or time certificate 
of deposit accrues upon demand, but demand on a time certificate may not 
be made until on or after the date of maturity. 


(3) A cause of action against a drawer of a draft or an indorser of any 
instrument accrues upon demand following dishonor of the instrument. 
otice of dishonor is a demand. 


(4) Unless an instrument provides otherwise, interest runs at the rate 
provided by law for a judgment 


(a) in the case of a maker, acceptor or other primary obligor of a 
demand instrument, from the date of demand; 


(b) in all other cases from the date of accrual of the cause of action. 
As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purpose: 

1. This section is new. It follows the generally accepted rule that action may be brought 
on a demand note immediately upon issue, without demand, since presentment is not 
equired to charge the maker under the original Act or under this Article. An exception is 
made in the case of certificates of deposit for the reason that banking custom and expecta- 
ion is that demand will be made before any liability is incurred by the bank, and the ad- 
ditional reason that such certificates are issued with the understanding that they will be 
held for a considerable length of time, which in many instances exceeds the period of the 
statute of limitations. As to makers and acceptors of time instruments generally, the cause 
of action accrues on the day after maturity. As to drawers of drafts (including checks) and 
all indorsers, the cause of action accrues, in conformity with their underlying contract on 
he instrument (Sections 3-413 and 3-414), only upon demand made, typically in the form 
of a notice of dishonor, after the instrument has been presented to and dishonored by the 
person designated on the instrument to pay it. 

2. Closely related to the accrual of a cause of action is the question of when interest 
begins to run where the instrument is blank on the point. A term in the instrument provid- 
ing for interest controls. (See Section 3-118(d) for the construction of a term which provides 
or interest but does not specify the rate or the time from which it runs.) In the absence o 
such a term and except in the case of a maker, acceptor or other primary obligor of a 
demand instrument subsection (4) states the rule that interest at the judgment rate runs 
rom the date the cause of action accrues. In the case of a primary obligor of a demand 
instrument, interest runs from the date of demand although the cause of action (subsection 
(1)(a) ) accrues on the stated date of the instrument or on issue. There has been a conflict 
in the decisions as to when “legal” interest begins to run on a demand note. Some courts 
have taken the view that, since the note is due when issued without demand, it should fol- 
ow that interest runs from the same date. On the other hand it is clear that there is no 
default until after demand by the holder and thus no reason for the imposition of the 
penalty on the maker. Subsection (4), therefore, adopts the position of the majority of the 
courts that on a demand note interest runs only from demand. This same rule is applied to 
acceptors and other primary obligors on a demand instrument. 

Cross References: 

Point 1: Sections 3-501, 3-413 and 3-414. 

Point 2: Section 3-118(d). 

Definitional Cross References: 


“Action”. Section 1-201. 

"Certificate of deposit". Section 3-102. 
“Dishonor”. Section 3-507. 

“Draft”. Section 3-104. 

“Instrument”. Section 3-102. 

“Note”. Section 3-104. 

“Notice of dishonor”. Section 3-508. 
“On demand”. Section 3-108. 


PART 2 
TRANSFER AND NEGOTIATION 


§ 3-201. Transfer: Right to Indorsement. 


(1) Transfer of an instrument vests in the transferee such rights as the 
ransferor has therein, except that a transferee who has himself been a 
party to any fraud or illegality affecting the instrument or who as a prior 
holder had notice of a defense or claim against it cannot improve his posi- 
ion by taking from a later holder in due course. 


(2) A transfer of a security interest in an instrument vests the foregoing 
rights in the transferee to the extent of the interest transferred. 


(3) Unless otherwise agreed any transfer for value of an instrument not 
hen payable to bearer gives the transferee the specifically enforceable 
right to have the unqualified indorsement of the transferor. Negotiation 
akes effect only when the indorsement is made and until that time there 
is no presumption that the transferee is the owner. 


Official Comment 
Prior Uniform Statutory Provision: Sections 27, 49 and 58, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: To make it clear that: 

1. The section applies to any transfer, whether by a holder or not. Any person who 
ransfers an instrument transfers whatever rights he has in it. The transferee acquires 
hose rights even though they do not amount to “title.” 

2. The transfer of rights is not limited to transfers for value. An instrument may be 
ransferred as a gift, and the donee acquires whatever rights the donor had. 

3. A holder in due course may transfer his rights as such. The “shelter” provision of the 
ast sentence of the original Section 58 is merely one illustration of the rule that anyone 
may transfer what he has. Its policy is to assure the holder in due course a free market for 
he paper, and that policy is continued in this section. The provision is not intended and 
should not be used to permit any holder who has himself been a party to any fraud or il- 
egality affecting the instrument, or who has received notice of any defense or claim against 
it, to wash the paper clean by passing it into the hands of a holder in due course and then 
epurchasing it. The operation of the provision is illustrated by the following examples: 

(a) A induces M by fraud to make an instrument payable to A, A negotiates it to B, who 
akes as a holder in due course. After the instrument is overdue B gives it to C, who has 
notice of the fraud. C succeeds to B's rights as a holder in due course, cutting off the 
defense. 

(b) A induces M by fraud to make an instrument payable to A, A negotiates it to B, who 
akes as a holder in due course. A then repurchases the instrument from B. A does not suc- 
ceed to B's rights as a holder in due course, and remains subject to the defense of fraud. 

(c) A induces M by fraud to make an instrument payable to A, A negotiates it to B, who 
akes with notice of the fraud. B negotiates it to C, a holder in due course, and then 
epurchases the instrument from C. B does not succeed to C's rights as a holder in due 
course, and remains subject to the defense of fraud. 


1501 


APPENDIX 


(d) The same facts as (c), except that B had no notice of the fraud when he first acquired 
he instrument, but learned of it while he was a holder and with such knowledge negoti- 
ated to C. B does not succeed to C's rights as a holder in due course, and his position is not 
improved by the negotiation and repurchase. 

4. 'The rights of a transferee with respect to collateral for the instrument are determined 
by Article 9 (Secured Transactions). 

5. Subsection (2) restates original Section 27 and is intended to make it clear that a 
ransfer of a limited interest in the instrument passes the rights of the transferor to the 
extent of the interest given. Thus a transferee for security acquires all such rights subject 
of course to the provisions of Article 9 (Secured Transactions). 

6. Subsection (3) applies only to the transfer for value of an instrument payable to order 
or specially indorsed. It has no application to a gift, or to an instrument payable or indorsed 
o bearer or indorsed in blank. The transferee acquires, in the absence of any agreement to 
he contrary, the right to have the indorsement of the transferor. This right is now made 
enforceable by an action for specific performance. Unless otherwise agreed, it is a right to 
he general indorsement of the transferor with full liability as indorser, rather than to an 
indorsement without recourse. The question commonly arises where the purchaser has paid 
in advance and the indorsement is omitted fraudulently or through oversight; a transferor 

ho is willing to indorse only without recourse or unwilling to indorse at all should make 
his intentions clear. The agreement for the transferee to take less than an unqualified 
indorsement need not be an express one, and the understanding may be implied from 
conduct, from past practice, or from the circumstances of the transaction. 

7. Subsection (3) follows the second sentence of the original Section 49 in providing that 
here is no effective negotiation until the indorsement is made. Until that time the 
purchaser does not become a holder, and if he receives earlier notice of defense against or 
claim to the instrument he does not qualify as a holder in due course under Section 3-302(1) 
(c). 

8. The final clause of subsection (3), which is new, is intended to make it clear that the 
ransferee without indorsement of an order instrument is not a holder and so is not aided 
by the presumption that he is entitled to recover on the instrument provided in Section 
3-307(2). The terms of the obligation do not run to him, and he must account for his posses- 
sion of the unindorsed paper by proving the transaction through which he acquired it. Proo 
of a transfer to him by a holder is proof that he has acquired the rights of a holder and that 
he is entitled to the presumption. 

Cross References: 

Sections 3-202 and 3-416. 

Point 5: Article 9. 

Point 7: Section 3-302(1)(c). 

Point 8: Section 3-307(2). 

Definitional Cross References: 

“Bearer”. Section 1-201. 

“Holder”. Section 1-201. 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Negotiation”. Section 3-202. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 

“Presumption”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 


§ 3-202. Negotiation. 


(1) Negotiation is the transfer of an instrument in such form that the 
ransferee becomes a holder. If the instrument is payable to order it is 


it is negotiated by delivery. 
(2) An indorsement must be written by or on behalf of the holder and on 


1502 


he instrument or on a paper so firmly affixed thereto as to become a part 
hereof. 


(3) An indorsement is effective for negotiation only when it conveys the 
entire instrument or any unpaid residue. If it purports to be of less it oper- 
ates only as a partial assignment. 


(4) Words of assignment, condition, waiver, guaranty, limitation or 
disclaimer of liability and the like accompanying an indorsement do not af- 
fect its character as an indorsement. 


Official Comment 
Prior Uniform Statutory Provision: Sections 30, 31 and 32, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: To make it clear that: 

1. Negotiation is merely a special form of transfer, the importance of which lies entirely 
in the fact that it makes the transferee a holder as defined in Section 1-201. Any negotia- 
ion carries a transfer of rights as provided in the section on transfer (subsections (1) and 
(2) of Section 3-201). 

2. Any instrument which has been specially indorsed can be negotiated only with the 
indorsement of the special indorsee as provided in Section 3-204 on special indorsement. 
An instrument indorsed in blank may be negotiated by delivery alone, provided that it 
bears the indorsement of all prior special indorsees. 

3. Subsection (2) follows decisions holding that a purported indorsement on a mortgage 
or other separate paper pinned or clipped to an instrument is not sufficient for negotiation. 

he indorsement must be on the instrument itself or on a paper intended for the purpose 

hich is so firmly affixed to the instrument as to become an extension or part of it. Such a 
paper is called an allonge. 

4. The cause of action on an instrument cannot be split. Any indorsement which purports 
o convey to any party less than the entire amount of the instrument is not effective for 

egotiation. This is true of either “Pay A one-half,” or “Pay A two-thirds and B one-third," 
and neither A nor B becomes a holder. On the other hand an indorsement reading merely 
"Pay A and P” is effective, since it transfers the entire cause of action to A and B as tenants 
in common. 

The partial indorsement does, however, operate as a partial assignment of the cause o 
action. The provision makes no attempt to state the legal effect of such an assignment, 

hich is left to the local law. In a jurisdiction in which a partial assignee has any rights, 
either at law or in equity, the partial indorsee has such rights; and in any jurisdiction 

here a partial assignee has no rights the partial indorsee has none. 

5. Subsection (4) is intended to reject decisions holding that the addition of such words as 
"I hereby assign all my right, title and interest in the within note" prevents the signature 
rom operating as an indorsement. Such words usually are added by laymen out of an 
excess of caution and a desire to indicate formally that the instrument is conveyed, rather 
han with any intent to limit the effect of the signature. 

6. Subsection (4) is also intended to reject decisions which have held that the addition o 
"I guarantee payment" indicates an intention not to indorse but merely to guarantee. Any 
signature with such added words is an indorsement, and if it is made by a holder is effec- 
ive for negotiation; but the liability of the indorser may be affected by the words o 
guarantee as provided in the section on the contract of a guarantor. (Section 3-416.) 

Cross References: 

Section 3-417. 

Point 1: Sections 1-201 and 3-201(1) and (2). 

Point 2: Section 3-204. 

Point 6: Section 3-416. 

Definitional Cross References: 

*Bearer". Section 1-201. 

"Delivery". Section 1-201. 

“Holder”. Section 1-201. 
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“Instrument”. Section 3-102. 
“Written”. Section 1-201. 


§ 3-203. Wrong or Misspelled Name. 


Where an instrument is made payable to a person under a misspelled 
mame or one other than his own he may indorse in that name or his own or 
both; but signature in both names may be required by a person paying or 
giving value for the instrument. 


Official Comment 
Prior Uniform Statutory Provision: Section 43, Uniform Negotiable Instruments Law. 
Changes: Reworded. 
Purposes of Changes: To make it clear that: 
1. The party whose name is wrongly designated or misspelled may make an indorsement 
effective for negotiation by signing in his true name only. This is not commercially satisfac- 
ory, since any subsequent purchaser may be left in doubt as to the state of the title; but 

hether it is done intentionally or through oversight, the party transfers his rights and is 
iable on his indorsement, and there is a negotiation if identity exists. 

2. He may make an effective indorsement in the wrongly designated or misspelled name 
only. This again is not commercially satisfactory, since his liability as an indorser may 

equire proof of identity. 

3. He may indorse in both names. This is the proper and desirable form of indorsement, 
and any person called upon to pay an instrument or under contract to purchase it may 
protect his interest by demanding indorsement in both names, and is not in default if such 
demand is refused. 

Cross Reference: 

Section 3-401(2). 

Definitional Cross References: 

“Instrument”. Section 3-102. 

“Person”. Section 1-201. 

“Signature”. Section 3-401. 


§ 3-204. Special Indorsement; Blank Indorsement. 
(QD A special indorsement specifies the person to whom or to whose order 


(2) An indorsement in blank specifies no particular indorsee and may 
consist of a mere signature. Àn instrument payable to order and indorsed 


alone until specially indorsed. 


(3) The holder may convert a blank indorsement into a special indorse- 
ent by writing over the signature of the indorser in blank any contract 
consistent with the character of the indorsement. 


Official Comment 

Prior Uniform Statutory Provision: Sections 9(5), 33, 34, 35, 36, and 40, Uniform Nego- 
iable Instruments Law. 
Changes: Combined and reworded; rule of Section 40 reversed. 
Purposes of Changes: 

The last sentence of subsection (1) reverses the rule of the original Section 40, under 

hich an instrument drawn payable to bearer and specially indorsed could be further 
negotiated by delivery alone. The principle here adopted is that the special indorser, as the 
owner even of a bearer instrument, has the right to direct the payment and to require the 
indorsement of his indorsee as evidence of the satisfaction of his own obligation. The 
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Section 3-202. 

Definitional Cross References: 
“Bearer”. Section 1-201. 
“Delivery”. Section 1-201. 
“Instrument”. Section 3-102. 
“Person”. Section 1-201. 
“Signature”. Section 3-401. 


§ 3-205. Restrictive Indorsements. 
An indorsement is restrictive which either 


(a) is conditional; or 

(b) purports to prohibit further transfer of the instrument; or 

(c) includes the words “for collection”, “for deposit”, “pay any bank”, or 
like terms signifying a purpose of deposit or collection; or 

(d) otherwise states that it is for the benefit or use of the indorser or o 
another person. 


Official Comment 
Prior Uniform Statutory Provision: Sections 36 and 39, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: 

1. This section is intended to provide a definition of restrictive indorsements which will 
include the varieties of indorsement described in original Sections 36 and 39. The separate 
mention of conditional indorsements, those prohibiting transfer, indorsements in the bank 
deposit or collection process, and other indorsements to a fiduciary, permits separate treat- 
ment in subsequent sections where policy so requires. 

2. This is part of a series of changes of the prior uniform statutory provisions effected by 
Sections 3-102, 3-205, 3-206, 3-304, 3-419, 3-603, and in Article 4, Sections 4-203 and 
4-205. The purpose of the changes is generally to require a taker or payor under restrictive 
indorsement to apply or pay value given consistently with the indorsement, but to provide 
certain exceptions applying to banks in the collection process (other than depositary banks), 
and to some other takers and payors. 

Cross References: 

Sections 3-102, 3-202(2), 3-205, 3-206, 3-304, 3-419, 3-603, 4-203 and 4-205. 
Definitional Cross References: 

"Instrument". Section 3-102. 

"Person". Section 1-201. 


$ 3-206. Effect of Restrictive Indorsement. 

(1) No restrictive indorsement prevents further transfer or negotiation o 
he instrument. 

(2) An intermediary bank, or a payor bank which is not the depositary 
bank, is neither given notice nor otherwise affected by a restrictive indorse- 

ent of any person except the bank's immediate transferor or the person 
presenting for payment. 

(3) Except for an intermediary bank, any transferee under an indorse- 

ent which is conditional or includes the words “for collection”, “for de- 
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he instrument consistently with the indorsement and to the extent that 

he does so he becomes a holder for value. In addition such transferee is a 
holder in due course if he otherwise complies with the requirements o 
Section 3-302 on what constitutes a holder in due course. 

(4) The first taker under an indorsement for the benefit of the indorser 
or another person (subparagraph (d) of Section 3-205) must pay or apply 
any value given by him for or on the security of the instrument consis- 

ently with the indorsement and to the extent that he does so he becomes 
a holder for value. In addition such taker is a holder in due course if he 
otherwise complies with the requirements of Section 3-302 on what consti- 
utes a holder in due course. A later holder for value is neither given no- 


} nowledge that a fiduciary or other person has negotiated the instrument 


ion (2) of Section 3-304). 


Offcial Comment 
Prior Uniform Statutory Provision: Sections 36, 37, 39 and 47, Uniform Negotiable 
Instruments Law. 
Changes: Completely revised. 
Purposes of Changes: 

1. Subsections (1) and (2) apply to all four classes of restrictive indorsements defined in 
Section 3-205. Conditional indorsements and indorsements for deposit or collection, defined 
in paragraphs (a) and (c) of Section 3-205, are also subject to subsection (3); and trust 
indorsements as defined in paragraph (d) of Section 3-205 are subject to subsection (4). 

his section negates the implication which has sometimes been found in the original Sec- 
ions 37 and 47, that under a restrictive indorsement neither the indorsee nor any 
subsequent taker from him could become a holder in due course. By omitting the original 
Section 47, this Article also avoids any implication that a discharge is effective against a 
holder in due course. See Section 3-602. 

2. Under subsection (1) an indorsement reading “Pay A only,” or any other indorsement 
purporting to prohibit further transfer, is without effect for that purpose. Such indorse- 
ments have rarely appeared in reported American cases. Ordinarily further negotiation will 
be contemplated by the indorser, if only for bank collection. The indorsee becomes a holder, 
and the indorsement does not of itself give notice to subsequent parties of any defense or 
claim of the indorser. Hence this section gives such an indorsement the same effect as an 

nrestricted indorsement. 

3. Subsection (2) permits an intermediary bank (Sections 3-102(3) and 4-105) or a payor 
bank which is not a depositary bank (Sections 3-102(3) and 4-105) to disregard any restric- 
ive indorsement except that of the bank’s immediate transferor. Such banks ordinarily 
handle instruments, especially checks, in bulk and have no practicable opportunity to 
consider the effect of restrictive indorsements. Subsection (2) does not affect the rights o 
he restrictive indorser against parties outside the bank collection process or against the 
rst bank in the collection process; such rights are governed by subsections (3) and (4) and 
Section 3-603. 

4. Conditional indorsements are treated by this section like indorsements for deposit or 
collection. Under subsection (3) any transferee under such an indorsement except an 
intermediary bank becomes a holder for value to the extent that he acts consistently with. 
he indorsement in paying or applying any value given by him for or on the security of the 
instrument. Contrary to the original Section 39, subsection (3) permits a transferee under a 
conditional indorsement to become a holder in due course free of the conditional indorser's 
claim. 

5. Of the indorsements covered by this section those “for collection", “for deposit" and 
“pay any bank” are overwhelmingly the most frequent. Indorsements “for collection" or “for 
deposit" may be either special or blank; indorsements “pay any bank" are governed by 
Section 4-201(2). Instruments so indorsed are almost invariably destined to be lodged in a 
bank for collection. Subsection (3) requires any transferee other than an intermediary bank 
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o act consistently with the purpose of collection, and Section 3-603 lays down a similar 
ule for payors not covered by subsection (2). 
6. Subsection (4), applying to trust indorsements other than those for deposit or collection 
(paragraph (d) of Section 3-205) is similar to subsection (3); but in subsection (4) the duty 
o act consistently with the indorsement is limited to the first taker under it. If an instru- 
ment is indorsed “Pay T in trust for B" or “Pay T for B" or “Pay T for account of B" or “Pay 
as agent for B," whether B is the indorser or a third person, T is of course subject to li- 
ability for any breach of his obligation as fiduciary. But trustees commonly and legitimately 
sell trust assets in transactions entirely outside the bank collection process; the trustee 
herefore has power to negotiate the instrument and make his transferee a holder in due 
course. Whether transferees from T have notice of a breach of trust such as to deny them 
he status of holders in due course is governed by the section on notice to purchasers 
(Section 3-304); the trust indorsement does not of itself give such notice. Payors are immu- 
nized either by subsection (2) of this section or by Section 3-603: payment to the trustee or 
o a purchaser from the trustee is “consistent with the terms" of the trust indorsement 
nder Section 3-603(1)(b). 
7. Several sections of Article 3 and Article 4 are explicitly made subject to the rules 
stated in this section. See Sections 3-306, 3-419, 4-203 and 4-205. 
Cross References: 
Point 1: Sections 3-205 and 3-602. 
Point 2: Section 3-205(b). 
Point 3: Sections 3-102(3), 3-419(4), 3-603, 4-105, 4-205(2). 
Point 4: Section 3-205(a). 
Point 5: Sections 3-205, 3-603 and 4-201. 
Point 6: Sections 3-205, 3-304 and 3-603. 
Point 7: Sections 3-306, 3-419, 4-203 and 4-205. 
Definitional Cross References: 
“Bank”. Section 1-201. 
*Depositary bank". Sections 3-102(3) and 4-105. 
“Holder in due course”. Section 3-302. 
“Intermediary bank". Sections 3-102(3) and 4-105. 
"Negotiation". Sections 3-102(2) and 3-202. 
“Payor bank”. Sections 3-102(3) and 4-105. 
“Restrictive indorsement". Section 3-205. 
"Transfer". Section 3-201. 


$ 3-207. Negotiation Effective Although It May Be Rescinded. 
(1) Negotiation is effective to transfer the instrument although the 
negotiation is 
(a) made by an infant, a corporation exceeding its powers, or any other 
person without capacity; or 
(b) obtained by fraud, duress or mistake of any kind; or 
(c) part of an illegal transaction; or 
(d) made in breach of duty. 
(2) Except as against a subsequent holder in due course such negotiation 
is in an appropriate case subject to rescission, the declaration of a construc- 
ive trust or any other remedy permitted by law. 


Official Comment 
Prior Uniform Statutory Provision: Sections 22, 58 and 59, Uniform Negotiable Instru- 
ments Law. 
Changes: Completely revised. 
Purposes of Changes: To make it clear that: 
1. The original Section 22, which covered only negotiation by an infant or a corporation, 
is extended by this section to include other negotiations which may be rescinded. The pro- 
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ision applies even though the party's lack of capacity, or the illegality, is of a character 

hich goes to the essence of the transaction and makes it entirely void, and even though 
he party negotiating has incurred no liability and is entitled to recover the instrument and 
have his indorsement cancelled. 

2. It is inherent in the character of negotiable paper that any person in possession of an. 
instrument which by its terms runs to him is a holder, and that anyone may deal with him 
as a holder. The principle finds its most extreme application in the well settled rule that a 
holder in due course may take the paper even from a thief and be protected against the 
claim of the rightful owner. Where there is actual negotiation, even in an entirely void 

ransaction, it is no less effective. The policy of this provision, as well as of the last sentence 
of the original Section 59, is that any person to whom an instrument is negotiated is a 
holder until the instrument has been recovered from his possession; and that any person 

ho negotiates an instrument thereby parts with all his rights in it until such recovery. 

he remedy of any such claimant is to recover the paper by replevin or otherwise; to 
impound it or to enjoin its enforcement, collection or negotiation; to recover its proceeds 

om the holder; or to intervene in any action brought by the holder against the obligor. As 
provided in the section on the rights of one not a holder in due course (Section 3-306) his 
claim is not a defense to the obligor unless he himself defends the action. 

3. Negotiation under this Article always includes delivery. (Section 3-202, and see Section 
1-201(14)). Acquisition of possession by a thief can therefore never be negotiation under 

his section. But delivery by the thief to another person may be. 

4. Nothing in this section is intended to impose any liability on the party negotiating. He 
may assert any defense available to him under Sections 3-305, 3-306 and 3-307. 

5. A holder in due course takes the instrument free from all claims to it on the part o 
any person (Section 3-305(1)). Against him there can be no rescission or other remedy, even 
hough the prior negotiation may have been fraudulent or illegal in its essence and entirely 

oid. As against any other party the claimant may have any remedy permitted by law. This 
section is not intended to specify what that remedy may be, or to prevent any court from 
imposing conditions or limitations such as prompt action or return of the consideration 
eceived. All such questions are left to the law of the particular jurisdiction. Subsection (2) 
of Section 3-207 gives no right where it would not otherwise exist. The section is intended 
o mean that any remedies afforded by the local law are cut off only by a holder in due 
course, and that other parties, such as a bona fide purchaser with notice that the instru- 
ment is overdue, take it subject to the claim as provided in paragraph (a) of the section on 
he rights of one not a holder in due course (Section 3-306). 
Cross References: 

Point 2: Sections 1-201 and 3-306(d). 

Point 3: Sections 1-201 and 3-202. 

Point 4: Sections 3-305, 3-306 and 3-307. 

Point 5: Sections 3-305(1) and 3-306(a). 

Definitional Cross References: 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Negotiation”. Section 3-202. 

“Person”. Section 1-201. 

“Remedy”. Section 1-201. 


§ 3-208. Reacquisition. 
Where an instrument is returned to or reacquired by a prior party he 
ay cancel any indorsement which is not necessary to his title and reissue 
or further negotiate the instrument, but any intervening party is 
discharged as against the reacquiring party and subsequent holders not in 
due course and if his indorsement has been cancelled is discharged as 
against subsequent holders in due course as well. 


Official Comment 
Prior Uniform Statutory Provision: Sections 48, 50 and 121, Uniform Negotiable Instru- 
ments Law. 
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Changes: Parts of original sections combined and rephrased. 
Purposes of Changes: No change in the substance of the law is intended. “Returned to or 
eacquired by" is substituted for “negotiated back to" in the original Section 50 in order to 
make it clear that the section applies to a return by an indorsee who does not himsel 
indorse. “Discharged” is substituted for the original language to make it clear that the dis- 
charge of the intervening party is included within the rule of the section on effect of dis- 
charge against a holder in due course (Section 3-602) and is not effective against a 
subsequent holder in due course who takes without notice of it. 

The reacquirer may keep the instrument himself or he may further negotiate it. On fur- 
her negotiation he may or may not cancel intervening indorsements. In any case interven- 
ing indorsers are discharged as to the reacquirer, since if he attempted to enforce it against 
hem they would have an action back against him. Where the reacquirer negotiates without 
cancelling the intervening indorsements, the section provides that such indorsers are 
discharged except against subsequent holders in due course. The intervening indorser 

hose indorsement is stricken is, in conformity with Section 3-605, discharged even as 
against subsequent holders in due course. 
Cross References: 

Sections 3-602, 3-603(2) and 3-605. 
Definitional Cross References: 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

"Party". Section 1-201. 


PART 3 
RIGHTS OF A HOLDER 


$ 3-301. Rights of a Holder. 
The holder of an instrument whether or not he is the owner may transfer 


or negotiate it and, except as otherwise provided in Section 3-603 on pay- 
ent or satisfaction, discharge it or enforce payment in his own name. 


Official Comment 

Prior Uniform Statutory Provision: Section 51, Uniform Negotiable Instruments Law. 
Changes: Reworded. The provision in the original Section 51 as to discharge by payment is 
ow covered by Section 3-603(1). 
Purposes of Changes: The section is revised to state in one provision all the rights of a 
holder, and to make it clear that every holder has such rights. The only limitations are 
hose found in Section 3-603 on payment or satisfaction. That section provides (with stated 
exceptions) that payment to a holder discharges the liability of the party paying even 
hough made with knowledge of a claim of another person to the instrument, unless the 
adverse claimant posts indemnity or procures the issuance of appropriate legal process 
estraining the payment. Thus payment to a holder in an adverse claim situation would not 
give discharge if the adverse claimant had followed either of the procedures provided for in 
he *unless" clause of Section 3-603; nor would a discharge result from payment in two 
other specific situations described in Section 3-603. 
Cross References: 

Sections 1-201, 3-307 and 3-603(1). 
Definitional Cross References: 

“Holder”. Section 1-201. 

“Instrument”. Section 3-102. 

“Rights”. Section 1-201. 


§ 3-302. Holder in Due Course. 
(1) A holder in due course is a holder who takes the instrument 
(a) for value; and 
(b) in good faith; and 
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(c) without notice that it is overdue or has been dishonored or of any 
defense against or claim to it on the part of any person. 


(2) A payee may be a holder in due course. 
(3) A holder does not become a holder in due course of an instrument: 


(a) by purchase of it at judicial sale or by taking it under legal process; 
or 


(b) by acquiring it in taking over an estate; or 
(c) by purchasing it as part of a bulk transaction not in regular course 
of business of the transferor. 


(4) A purchaser of a limited interest can be a holder in due course only 
o the extent of the interest purchased. 


Official Comment 
Prior Uniform Statutory Provision: Section 52, Uniform Negotiable Instruments Law. 
Changes: Reworded; new provisions. 
Purposes of Changes and New Matter: The changes are intended to remove uncertain- 
ies arising under the original section. 

1. The language “without notice that it is overdue" is substituted for that of the original 
subsection (2) in order to make it clear that the purchaser of an instrument which is in fact 
overdue may be a holder in due course if he takes it without notice that it is overdue. Such 

otice is covered by the section on notice to purchaser (Section 3-304). 
2. Subsection (2) is intended to settle the long continued conflict over the status of the 
payee as a holder in due course. This conflict has turned very largely upon the word 
"negotiated" in the original Section 52(4), which is now eliminated. The position here taken 
is that the payee may become a holder in due course to the same extent and under the 
same circumstances as any other holder. This is true whether he takes the instrument by 
purchase from a third person or directly from the obligor. All that is necessary is that the 
payee meet the requirements of this section. In the following cases, among others, the 
payee is a holder in due course: 
a. A remitter, purchasing goods from P, obtains a bank draft payable to P and forwards it 
o P, who takes it for value, in good faith and without notice as required by this section. 

b. The remitter buys the bank draft payable to P, but it is forwarded by the bank directly 
o P, who takes it in good faith and without notice in payment of the remitter's obligation 
o him. 

c. A and B sign a note as comakers. A induces B to sign by fraud, and without authority 

om B delivers the note to P, who takes it for value, in good faith and without notice. 

d. A defrauds the maker into signing an instrument payable to P. P pays A for it in good 

aith and without notice, and the maker delivers the instrument directly to P. 

e. D draws a check payable to P and gives it to his agent to be delivered to P in payment 
of D's debt. The agent delivers it to P, who takes it in good faith and without notice in pay- 
ment of the agent's debt to P. But as to this case see Section 3-304(2), which may apply. 

f. D draws a check payable to P but blank as to the amount, and gives it to his agent to 
be delivered to P. The agent fills in the check with an excessive amount, and P takes it for 

alue, in good faith and without notice. 

g. D draws a check blank as to the name of the payee, and gives it to his agent to be filled 
in with the name of A and delivered to A. The agent fills in the name of P, and P takes the 
check in good faith, for value and without notice. 

3. Subsection (3) is intended to state existing case law. It covers a few situations in which 

he purchaser takes the instrument under unusual circumstances which indicate that he is 
merely a successor in interest to the prior holder and can acquire no better rights. (If such 
prior holder was himself a holder in due course, the purchaser succeeds to that status 
nder Section 3-201 on Transfer.) The provision applies to a purchaser at an execution 
sale, a sale in bankruptcy or a sale by a state bank commissioner of the assets of an 
insolvent bank. It applies equally to an attaching creditor or any other person who acquires 
he instrument by legal process, even under an antecedent claim; and equally to a repre- 
sentative, such as an executor, administrator, receiver or assignee for the benefit of credi- 
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ors, who takes over the instrument as part of an estate, even though he is representing 
antecedent creditors. 

Subsection (3)(c) applies to bulk purchases lying outside of the ordinary course of busi- 

ess of the seller. It applies, for example, when a new partnership takes over for value all 
of the assets of an old one after a new member has entered the firm, or to a reorganized or 
consolidated corporation taking over in bulk the assets of a predecessor. It has particular 
application to the purchase by one bank of a substantial part of the paper held by another 
bank which is threatened with insolvency and seeking to liquidate its assets. 

4. A purchaser of a limited interest—as a pledgee in a security transaction—may become 
a holder in due course, but he may enforce the instrument over defenses only to the extent 
of his interest, and defenses good against the pledgor remain available insofar as the 
pledgor retains an equity in the instrument. This is merely a special application of the gen- 
eral rule (Section 1-201) that a purchaser of a limited interest acquires rights only to the 
extent of the interest purchased. Section 27 of the original Act contained a similar provision. 
Cross References: 

Sections 1-201, 3-303, 3-305 and 3-306. 

Point 1: Section 3-304(5). 

Point 3: Section 3-201. 

Point 4: Section 1-201. 
Definitional Cross References: 

*Good faith". Section 1-201. 

*Holder". Section 1-201. 

“Instrument”. Section 3-102. 

“Notice”. Section 1-201. 

“Notice of dishonor”. Section 3-508. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Value”. Section 3-303. 


3-303. Taking for Value. 
A holder takes the instrument for value 


(a) to the extent that the agreed consideration has been performed or 
that he acquires a security interest in or a lien on the instrument 
otherwise than by legal process; or 


(b) when he takes the instrument in payment of or as security for an 
antecedent claim against any person whether or not the claim is due; or 


(c) when he gives a negotiable instrument for it or makes an irrevoca- 
ble commitment to a third person. 


Official Comment 
Prior Uniform Statutory Provision: Sections 25, 26, 27 and 54, Uniform Negotiable 
Instruments Law. 
Changes: Combined and reworded; original Section 26 omitted. 
Purposes of Changes: The changes are intended to remove uncertainties arising under 
he original Act. 

1. The original Section 26 which had reference to the liability of accommodation parties 
is omitted as erroneous and misleading, since a holder who does not himself give value can- 
not qualify as a holder in due course in his own right merely because value has previously 
been given for the instrument. 

2. In this Article value is divorced from consideration (Section 3-408). The latter is 
important only on the question of whether the obligation of a party can be enforced against 
him; while value is important only on the question of whether the holder who has acquired 
hat obligation qualifies as a particular kind of holder. 

3. Paragraph (a) resolves an apparent conflict between the original Section 54 and the 

rst sentence of the original Section 25, by requiring that the agreed consideration shall 
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actually have been given. An executory promise to give value is not itself value, except as 
provided in paragraph (c). The underlying reason of policy is that when the purchaser 
earns of a defense against the instrument or of a defect in the title he is not required to 
enforce the instrument, but is free to rescind the transaction for breach of the transferor's 

arranty (Section 3-417). There is thus not the same necessity for giving him the status o 
a holder in due course, cutting off claims and defenses, as where he has actually paid value. 
A common illustration is the bank credit not drawn upon, which can be and is revoked 

hen a claim or defense appears. 

4. Paragraph (a) limits the language of the original Section 27, eliminating the attaching 
creditor or any other person who acquires a lien by legal process. Any such lienor has been 
uniformly held not to be a holder in due course. 

5. Paragraph (b) restates the last sentence of the original Section 25. It adopts the gener- 
ally accepted rule that the holder takes for value when he takes the instrument as security 

or an antecedent debt, even though there is no extension of time or other concession, and 

hether or not the debt is due. The provision extends the same rule to any claim against 
any person; there is no requirement that the claim arise out of contract. In particular the 
provision is intended to apply to an instrument given in payment of or as security for the 
debt of a third person, even though no concession is made in return. 

6. Paragraph (c) is new, but states generally recognized exceptions to the rule that an ex- 
ecutory promise is not value. A negotiable instrument is value because it carries the pos- 
sibility of negotiation to a holder in due course, after which the party who gives it cannot 

efuse to pay. The same reasoning applies to any irrevocable commitment to a third person, 
such as a letter of credit issued when an instrument is taken. 
Cross References: 

Sections 3-302 and 3-415. 

Point 1: Section 3-415. 

Point 2: Section 3-408. 

Point 3: Section 3-417. 

Definitional Cross References: 

“Holder”. Section 1-201. 

“Instrument”. Section 3-102. 

"Person". Section 1-201. 

"Security interest". Section 1-201. 


3-304. Notice to Purchaser. 


(1) The purchaser has notice of a claim or defense if 

(a) the instrument is so incomplete, bears such visible evidence o 
forgery or alteration, or is otherwise so irregular as to call into question 
its validity, terms or ownership or to create an ambiguity as to the party 
to pay; or 

(b) the purchaser has notice that the obligation of any party is void- 
able in whole or in part, or that all parties have been discharged. 

(2) The purchaser has notice of a claim against the instrument when he 
has knowledge that a fiduciary has negotiated the instrument in payment 
of or as security for his own debt or in any transaction for his own benefit 
or otherwise in breach of duty. 

(3) The purchaser has notice that an instrument is overdue if he has 
reason to know 

(a) that any part of the principal amount is overdue or that there is an 
uncured default in payment of another instrument of the same series; or 

(b) that acceleration of the instrument has been made; or 

(c) that he is taking a demand instrument after demand has been 
made or more than a reasonable length of time after its issue. A reason- 
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able time for a check drawn and payable within the states and ter- 

ritories of the United States and the District of Columbia is presumed to 

be thirty days. 

(4) Knowledge of the following facts does not of itself give the purchaser 
notice of a defense or claim 

(a) that the instrument is antedated or postdated; 

(b) that it was issued or negotiated in return for an executory promise 
or accompanied by a separate agreement, unless the purchaser has no- 
tice that a defense or claim has arisen from the terms thereof; 

(c) that any party has signed for accommodation; 

(d) that an incomplete instrument has been completed, unless the 
purchaser has notice of any improper completion; 

(e) that any person negotiating the instrument is or was a fiduciary; 

(f) that there has been default in payment of interest on the instru- 
ment or in payment of any other instrument, except one of the same 
series. 

(5) The filing or recording of a document does not of itself constitute no- 
ice within the provisions of this Article to a person who would otherwise 
be a holder in due course. 


(6) To be effective notice must be received at such time and in such man- 
ner as to give a reasonable opportunity to act on it. 


Official Comment 
Prior Uniform Statutory Provision: Sections 45, 52, 53, 55 and 56, Uniform Negotiable 
Instruments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: The original sections are expanded, with the ad- 
dition of specific provisions intended to remove uncertainties in the existing law. 

1. “Notice” is defined in Section 1-201. 

2. Paragraph (a) of subsection (1) replaces the provision in the original Section 52(1) 
equiring that the instrument be “complete and regular on its face.” An instrument may be 
blank as to some unnecessary particular, may contain minor erasures, or even have an 
obvious change in the date, as where “January 2, 1948” is changed to “January 2, 1949”, 

ithout even exciting suspicion. Irregularity is properly a question of notice to the 
purchaser of something wrong, and is so treated here. 

3. “Voidable” obligation in paragraph (b) of subsection (1) is intended to limit the provi- 
sion to notice of defense which will permit any party to avoid his original obligation on the 
instrument, as distinguished from a set-off or counterclaim. 

4. Notice that one party has been discharged is not notice to the purchaser of an infirmity 
in the obligation of other parties who remain liable on the instrument. A purchaser with 
notice that an indorser is discharged takes subject to that discharge as provided in the sec- 
ion on effect of discharge against a holder in due course (Section 3-602) but is not prevented 

om taking the obligation of the maker in due course. If he has notice that all parties are 
discharged he cannot be a holder in due course. 

5. Subsection (2) follows the policy of Section 6 of the Uniform Fiduciaries Act, and speci- 
es the same elements as notice of improper conduct of a fiduciary. Under paragraph (e) o 
subsection (4) mere notice of the existence of the fiduciary relation is not enough in itself to 
prevent the holder from taking in due course, and he is free to take the instrument on the 
assumption that the fiduciary is acting properly. The purchaser may pay cash into the 
hands of the fiduciary without notice of any breach of the obligation. Section 3-206 should 
be consulted for the effect of a restrictive indorsement. 

6. Subsection (3) removes an uncertainty in the original Act by providing that reason to 
now of an overdue installment or other part of the principal amount is notice that the 
instrument is overdue and thus prevents the purchaser from taking in due course. On the 
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other hand subsection (4)(f) makes notice that interest is overdue insufficient, on the basis 
of banking and commercial practice, the decisions under the original Act, and the frequency 

ith which interest payments are in fact delayed. Notice of default in payment of any other 
instrument, except an uncured default in another instrument of the same series, is likewise 
insufficient. 

7. Subsection (3) departs from the original Section 52(2) by providing that the purchaser 
may take accelerated paper, or a demand instrument on which demand has in fact been 
made, as a holder in due course if he takes without notice of the acceleration or demand. 

ith this change the original Section 45 is eliminated, as the presumption that any negotia- 
ion has taken place before the instrument was in fact overdue is of importance only in aid 
of a holder in due course. Under this section it is not conclusive that the instrument was in 
act overdue when it was negotiated, if the holder takes without notice of that fact. 

The “reasonable time after issue” is retained from the original Section 53, but paragraph 
(c) adds a presumption, as that term is defined in this Act (Section 1-201), that a domestic 
check is stale after thirty days. 

8. Paragraph (a) of subsection (4) rejects decisions holding that an instrument known to 
be antedated or postdated is not “regular.” Such knowledge does not prevent a holder from 

aking in due course. 

9. Paragraph (b) of subsection (4) is to be read together with the provisions of this Article 
as to when a promise or order is unconditional and as to other writings affecting the instru- 
ment (Sections 3-105 and 3-119). Mere notice of the existence of an executory promise or a 
separate agreement does not prevent the holder from taking in due course, and such notice 
may even appear in the instrument itself. If the purchaser has notice of any default in the 
promise or agreement which gives rise to a defense or claim against the instrument, he is 
on notice to the same extent as in the case of any other information as to the existence of a 
defense or claim. 

10. Paragraph (d) of subsection (4) follows the policy of the original Section 14, under 

hich any person in possession of an instrument has prima facie authority to fill blanks. It 
is intended to mean that the holder may take in due course even though a blank is filled in. 
his presence, if he is without notice that the filling is improper. Section 3-407 on alteration 
should be consulted as to the rights of subsequent holders following such an alteration. 

11. Subsection (5) is new. It removes an uncertainty arising under the original Act as to 
he effect of *constructive notice" through public filing or recording. 

12. Subsection (6) is new. It means that notice must be received with a sufficient margin 
of time to afford a reasonable opportunity to act on it, and that a notice received by the 
president of a bank one minute before the bank's teller cashes a check is not effective to 
prevent the bank from becoming a holder in due course. See in this connection the provi- 
sion on notice to an organization, Sec. 1-201(27). 

Cross References: 

Sections 3-201 and 3-302. 

Point 1: Section 1-201. 

Point 4: Section 3-602. 

Point 5: Section 3-206. 

Point 7: Section 1-201. 

Point 9: Sections 3-105(1)(b) and (c) and 3-119. 

Point 10: Section 3-407. 

Point 12: Section 1-201. 

Definitional Cross References: 

“Accommodation party”. Section 3-415. 

“Agreement”. Section 1-201. 

“Alteration”. Section 3-407. 

“Bank”. Section 1-201. 

“Check”. Section 3-104. 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Issue”. Section 3-102. 

“Negotiation”. Section 3-202. 

“Notice”. Section 1-201. 
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“Party”. Section 1-201. 

“Person”. Section 1-201. 
“Presumed”. Section 1-201. 
“Promise”. Section 3-102. 
“Purchaser”. Section 1-201. 
“Reasonable time”. Section 1-204. 
“Signed”. Section 1-201. 

“Term”. Section 1-201. 


3-305. Rights of a Holder in Due Course. 


To the extent that a holder is a holder in due course he takes the instru- 
ent free from 


(1) all claims to it on the part of any person; and 


(2) all defenses of any party to the instrument with whom the holder 
has not dealt except 


(a) infancy, to the extent that it is a defense to a simple contract; 
and 


(b) such other incapacity, or duress, or illegality of the transaction, 
as renders the obligation of the party a nullity; and 


(c) such misrepresentation as has induced the party to sign the 
instrument with neither knowledge nor reasonable opportunity to 
obtain knowledge of its character or its essential terms; and 


(d) discharge in insolvency proceedings; and 


(e) any other discharge of which the holder has notice when he takes 
the instrument. 


Official Comment 
Prior Uniform Statutory Provision: Sections 15, 16 and 57, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions; rule of original Section 15 reversed. 
Purposes of Changes and New Matter: 

1. The section applies to any person who is himself a holder in due course, and equally to 
any transferee who acquires the rights of one (Section 3-201). “Takes” is substituted for 
“holds” in the original Section 57 because a holder in due course may still be subject to any 
claims or defenses which arise against him after he has taken the instrument. 

2. The language * ‘all claims to it on the part of any person” is substituted for “any defect 
of title of prior parties” in the original Section 57 in order to make it clear that the holder 
in due course takes the instrument free not only from any claim of legal title but also from 
all liens, equities or claims of any other kind. This includes any claim for rescission of a 
prior negotiation, in accordance with the provisions of the section on reacquisition (Section 
3-208). 

3. “All defenses” includes nondelivery, conditional delivery or delivery for a special 
purpose. Under this Article such nondelivery or qualified delivery is a defense (Sections 
3-306 and 3-307) and the defendant has the full burden of establishing it. Accordingly the 
“conclusive presumption” of the third sentence of the original Section 16 is abrogated in 
avor of a rule of law cutting off the defense. 

The effect of this section, together with the sections dealing with incomplete instruments 
(Section 3-115) and alteration (Section 3-407) is to cut off the defense of nondelivery of an 
incomplete instrument against a holder in due course, and to change the rule of the origi- 
nal Section 15. 

4. Paragraph (a) of subsection (2) is new. It follows the decisions under the original Act in 
providing that the defense of infancy may be asserted against a holder in due course, even 
hough its effect is to render the instrument voidable but not void. The policy is one o 
protection of the infant against those who take advantage of him, even at the expense of oc- 
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casional loss to an innocent purchaser. No attempt is made to state when infancy is avail- 
able as a defense or the conditions under which it may be asserted. In some jurisdictions it 
is held that an infant cannot rescind the transaction or set up the defense unless he 
estores the holder to his former position, which in the case of a holder in due course is 
ormally impossible. In other states an infant who has misrepresented his age may be 
estopped to assert his infancy. Such questions are left to the local law, as an integral part 
of the policy of each state as to the protection of infants. 

5. Paragraph (b) of subsection (2) is new. It covers mental incompetence, guardianship, 
ltra vires acts or lack of corporate capacity to do business, any remaining incapacity o 
married women, or any other incapacity apart from infancy. Such incapacity is largely 
statutory. Its existence and effect is left to the law of each state. If under the local law the 
effect is to render the obligation of the instrument entirely null and void, the defense may 
be asserted against a holder in due course. If the effect is merely to render the obligation 

oidable at the election of the obligor, the defense is cut off. 

6. Duress is a matter of degree. An instrument signed at the point of a gun is void, even. 
in the hands of a holder in due course. One signed under threat to prosecute the son of the 
maker for theft may be merely voidable, so that the defense is cut off. Illegality is most 

equently a matter of gambling or usury, but may arise in many other forms under a great 

ariety of statutes. The statutes differ greatly in their provisions and the interpretations 
given them. They are primarily a matter of local concern and local policy. All such matters 
are therefore left to the local law. If under that law the effect of the duress or the illegality 
is to make the obligation entirely null and void, the defense may be asserted against a 
holder in due course. Otherwise it is cut off. 

7. Paragraph (c) of subsection (2) is new. It follows the great majority of the decisions 
under the original Act in recognizing the defense of “real” or “essential” fraud, sometimes 
called fraud in the essence or fraud in the factum, as effective against a holder in due 
course. The common illustration is that of the maker who is tricked into signing a note in 
he belief that it is merely a receipt or some other document. The theory of the defense is 
hat his signature on the instrument is ineffective because he did not intend to sign such 
an instrument at all. Under this provision the defense extends to an instrument signed 


ith knowledge that it is a negotiable instrument, but without knowledge of its essential 
erms. 


The test of the defense here stated is that of excusable ignorance of the contents of the 
riting signed. The party must not only have been in ignorance, but must also have had no 
easonable opportunity to obtain knowledge. In determining what is a reasonable op- 

portunity all relevant factors are to be taken into account, including the age and sex of the 
party, his intelligence, education and business experience; his ability to read or to 
nderstand English, the representations made to him and his reason to rely on them or to 
have confidence in the person making them; the presence or absence of any third person 
ho might read or explain the instrument to him, or any other possibility of obtaining inde- 
pendent information; and the apparent necessity, or lack of it, for acting without delay. 


8. Paragraph (d) is also new. It is inserted to make it clear that any discharge in bank- 
uptcy or other insolvency proceedings, as defined in this Article, is not cut off when the 
instrument is purchased by a holder in due course. 

9. Paragraph (e) of subsection (2) is also new. Under the notice to purchaser section o 
his Article (Section 3-304), notice of any discharge which leaves other parties liable on the 
instrument does not prevent the purchaser from becoming a holder in due course. The obvi- 
ous case is that of the cancellation of an indorsement, which leaves the maker and prior 
indorsers liable. As to such parties the purchaser may be a holder in due course, but he 
akes the instrument subject to the discharge of which he has notice. If he is without such 

otice, the discharge is not effective against him (Section 3-602). 
Cross References: 

Point 1: Section 3-201(1). 

Point 2: Section 3-208. 

Point 3: Sections 3-115(2), 3-306(c), 3-307(2) and 3-407(3). 

Point 9: Sections 3-304(1)(b) and 3-602. 

Definitional Cross References: 


*Contract". Section 1-201. 

“Holder in due course". Section 3-302. 
“Insolvency proceedings". Section 1-201. 
“Instrument”. Section 3-102. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Term”. Section 1-201. 


§ 3-306. Rights of One Not Holder in Due Course. 


Unless he has the rights of a holder in due course any person takes the 
instrument subject to 


(a) all valid claims to it on the part of any person; and 


(b) all defenses of any party which would be available in an action on 
a simple contract; and 


(c) the defenses of want or failure of consideration, non-performance o 
any condition precedent, non-delivery, or delivery for a special purpose 
(Section 3-408); and 


(d) the defense that he or a person through whom he holds the instru- 
ment acquired it by theft, or that payment or satisfaction to such holder 
would be inconsistent with the terms of a restrictive indorsement. The 
claim of any third person to the instrument is not otherwise available as 
a defense to any party liable thereon unless the third person himsel 
defends the action for such party. 


Official Comment 
Prior Uniform Statutory Provision: Sections 16, 28, 58 and 59, Uniform Negotiable 
Instruments Law. 
Changes: Combined, condensed and reworded. 
Purposes of Changes: The changes are intended to remove the following uncertainties 
arising under the original sections: 

1. Any transferee who acquires the rights of a holder in due course under the transfer 
section of this Article (Section 3-201) is included within the provisions of the preceding Sec- 
ion 305. This section covers any person who neither qualifies in his own right as a holder 
in due course nor has acquired the rights of one by transfer. In particular the section ap- 
plies to a bona fide purchaser with notice that the instrument is overdue. 

2. “All valid claims to it on the part of any person” includes not only claims of legal title, 
but all liens, equities, or other claims of right against the instrument or its proceeds. It 
includes claims to rescind a prior negotiation and to recover the instrument or its proceeds. 

3. Paragraph (b) restates the first sentence of the original Section 58. 

4. Paragraph (c) condenses the original Sections 16 and 28. Want or failure o 
consideration is specifically mentioned, as in the original Section 28, in order to make it 
clear that either is a defense which the defendant has the burden of establishing under the 
ollowing section of this Article. The language as to an “ascertained or liquidated amount or 
otherwise” in the original Section 28 is omitted because it is believed to be superfluous. The 
hird sentence of Section 16 is now covered by the preceding section. The fourth sentence is 
omitted in favor of the rule stated in the following section, which places the full burden o 
establishing the defense of non-delivery, conditional delivery or delivery for a special 
purpose upon the defendant, and makes any presumption unnecessary. 

5. Paragraph (d) is substituted for the last sentence of the original Section 59, as a more 
detailed and explicit statement of the same policy, which is also found in the original Sec- 
ion 22. The contract of the obligor is to pay the holder of the instrument, and the claims o 
other persons against the holder are generally not his concern. He is not required to set up 
such a claim as a defense, since he usually will have no satisfactory evidence of his own on 
he issue; and the provision that he may not do so is intended as much for his protection as 
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or that of the holder. The claimant who has lost possession of an instrument so payable or 
indorsed that another may become a holder has lost his rights on the instrument, which by 
its terms no longer runs to him. The provision includes all claims for rescission of a negotia- 
ion, whether based in incapacity, fraud, duress, mistake, illegality, breach of trust or duty 
or any other reason. It includes claims based on conditional delivery or delivery for a 
special purpose. It includes claims of legal title, lien, constructive trust or other equity 
against the instrument or its proceeds. The exception made in the case of theft is based on 
he policy which refuses to aid a proved thief to recover, and refuses to aid him indirectly 
by permitting his transferee to recover unless the transferee is a holder in due course. The 
exception concerning restrictive indorsements is intended to achieve consistency with 
Section 3-603 and related sections. 

Nothing in this section is intended to prevent the claimant from intervening in the 
holder's action against the obligor or defending the action for the latter, and asserting his 
claim in the course of such intervention or defense. Nothing here stated is intended to 
prevent any interpleader, deposit in court or other available procedure under which the de- 
endant may bring the claimant into court or be discharged without himself litigating the 
claim as a defense. Compare Section 3-803 on vouching in other parties alleged to be liable. 
Cross References: 

Section 3-302. 

Point 1: Sections 3-201(1) and 3-305. 

Point 2: Section 3-207. 

Point 3: Section 3-307(2). 

Point 4: Sections 3-305 and 3-307(2). 

Point 5: Section 3-803. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Contract”. Section 1-201. 

“Delivery”. Section 1-201. 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 


§ 3-307. Burden of Establishing Signatures, Defenses and Due 
Course. 


(1) Unless specifically denied in the pleadings each signature on an 
instrument is admitted. When the effectiveness of a signature is put in is- 
sue 

(a) the burden of establishing it is on the party claiming under the 
signature; but 

(b) the signature is presumed to be genuine or authorized except where 
the action is to enforce the obligation of a purported signer who has died 
or become incompetent before proof is required. 

(2) When signatures are admitted or established, production of the 
instrument entitles a holder to recover on it unless the defendant 
establishes a defense. 

(3) After it is shown that a defense exists a person claiming the rights o 
a holder in due course has the burden of establishing that he or some 
person under whom he claims is in all respects a holder in due course. 


Official Comment 
Prior Uniform Statutory Provision: Section 59, Uniform Negotiable Instruments Law. 
Changes: Reworded; new provisions. 
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Purposes of Changes and New Matter: 

1. Subsection (1) is new, although similar provisions are found in a number of states. The 
purpose of the requirement of a specific denial in the pleadings is to give the plaintiff notice 
hat he must meet a claim of forgery or lack of authority as to the particular signature, and 
o afford him an opportunity to investigate and obtain evidence. Where local rules of plead- 
ing permit, the denial may be on information and belief, or it may be a denial of knowledge 
or information sufficient to form a belief. It need not be under oath unless the local statutes 
or rules require verification. In the absence of such specific denial the signature stands 
admitted, and is not in issue. Nothing in this section is intended, however, to prevent 
amendment of the pleading in a proper case. 

The question of the burden of establishing the signature arises only when it has been put 
in issue by specific denial. «Burden of establishing" is defined in the definitions section o 
his Act (Section 1-201). The burden is on the party claiming under the signature, but he is 
aided by the presumption that it is genuine or authorized [as] stated in paragraph (b). 
"Presumption" is also defined in this Act (Section 1-201). It means that until some evidence 
is introduced which would support a finding that the signature is forged or unauthorized 
he plaintiff is not required to prove that it is authentic. The presumption rests upon the 
act that in ordinary experience forged or unauthorized signatures are very uncommon, and 

ormally any evidence is within the control of the defendant or more accessible to him. He 
is therefore required to make some sufficient showing of the grounds for his denial before 
he plaintiff is put to his proof. His evidence need not be sufficient to require a directed 
erdict in his favor, but it must be enough to support his denial by permitting a finding in 
his favor. Until he introduces such evidence the presumption requires a finding for the 
plaintiff. Once such evidence is introduced the burden of establishing the signature by a 
preponderance of the total evidence is on the plaintiff. 

Under paragraph (b) this presumption does not arise where the action is to enforce the 
obligation of a purported signer who has died or become incompetent before the evidence is 

equired, and so is disabled from obtaining or introducing it. “Action” of course includes a 
claim asserted against the estate of a deceased or an incompetent. 

2. Subsection (2) is substituted for the first clause of the original Section 59. Once 
signatures are proved or admitted, a holder makes out his case by mere production of the 
instrument, and is entitled to recover in the absence of any further evidence. The defen- 
dant has the burden of establishing any and all defenses, not only in the first instance but 
by a preponderance of the total evidence. The provision applies only to a holder, as defined 
in this Act (Section 1-201). Any other person in possession of an instrument must prove his 

ight to it and account for the absence of any necessary indorsement. If he establishes a 
ransfer which gives him the rights of a holder (Section 3-201), this provision becomes ap- 
plicable, and he is then entitled to recover unless the defendant establishes a defense. 

3. Subsection (3) rephrases the last clause of the first sentence of the original Section 59. 

ntil it is shown that a defense exists the issue as to whether the holder is a holder in due 
course does not arise. In the absence of a defense any holder is entitled to recover and there 
is no occasion to say that he is deemed prima facie to be a holder in due course. When it is 
shown that a defense exists the plaintiff may, if he so elects, seek to cut off the defense by 
establishing that he is himself a holder in due course, or that he has acquired the rights o 
a prior holder in due course (Section 3-201). On this issue he has the full burden of proof by 
a preponderance of the total evidence. “In all respects" means that he must sustain this 
burden by affirmative proof that the instrument was taken for value, that it was taken in| 
good faith, and that it was taken without notice (Section 3-302). 

Nothing in this section is intended to say that the plaintiff must necessarily prove that 
he is a holder in due course. He may elect to introduce no further evidence, in which case a 

erdict may be directed for the plaintiff or the defendant, or the issue of the defense may be 

eft to the jury, according to the weight and sufficiency of the defendant's evidence. He may| 
elect to rebut the defense itself by proof to the contrary, in which case again a verdict may 
be directed for either party or the issue may be for the jury. This subsection means only 
hat if the plaintiff claims the rights of a holder in due course against the defense he has 
he burden of proof upon that issue. 
Cross References: 

Sections 3-305, 3-306, 3-401, 3-403 and 3-404. 

Point 1: Section 1-201. 
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Point 2: Sections 1-201 and 3-201(1). 

Point 3: Sections 3-201(1) and 3-302. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Burden of establishing". Section 1-201. 

“Defendant”. Section 1-201. 

“Genuine”. Section 1-201. 

“Holder”. Section 1-201. 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Presumed”. Section 1-201. 

“Rights”. Section 1-201. 

“Signature”. Section 3-401. 


PART 4 
LIABILITY OF PARTIES 


§ 3-401. Signature. 
(1) No person is liable on an instrument unless his signature appears 
hereon. 


(2) A signature is made by use of any name, including any trade or as- 
sumed name, upon an instrument, or by any word or mark used in lieu o 
a written signature. 


Official Comment 
Prior Uniform Statutory Provision: Section 18, Uniform Negotiable Instruments Law. 
Changes: Reworded. 
Purposes of Changes: To make it clear that: 

1. No one is liable on an instrument unless and until he has signed it. The chief applica- 
ion of the rule has been in cases holding that a principal whose name does not appear on 
an instrument signed by his agent is not liable on the instrument even though the payee 

ew when it was issued that it was intended to be the obligation of one who did not sign. 

he exceptions made as to collateral and virtual acceptances by the original Sections 134 
and 135 are now abrogated by the definition of an acceptance and the rules governing its 
operation. An allonge is part of the instrument to which it is affixed. Section 3-202(2). 

Nothing in this section is intended to prevent any liability arising apart from the instru- 
ment itself. The party who does not sign may still be liable on the original obligation for 

hich the instrument was given, or for breach of any agreement to sign, or in tort for mis- 
epresentation, or even on an oral guaranty of payment where the statute of frauds is 
satisfied. He may of course be liable under any separate writing. The provision is not 
intended to prevent an estoppel to deny that the party has signed, as where the instrument 
is purchased in good faith reliance upon his assurance that a forged signature is genuine. 

2. A signature may be handwritten, typed, printed or made in any other manner. It need 

ot be subscribed, and may appear in the body of the instrument, as in the case of “I, John 
Doe, promise to pay—” without any other signature. It may be made by mark, or even by 
humbprint. It may be made in any name, including any trade name or assumed name, 
however false and fictitious, which is adopted for the purpose. Parol evidence is admissible 
o identify the signer, and when he is identified the signature is effective. 

This section is not intended to affect any local statute or rule of law requiring a signature 
by mark to be witnessed, or any signature to be otherwise authenticated, or requiring any 
orm of proof. It is to be read together with the provision under which a person paying or 
giving value for the instrument may require indorsement in both the right name and the 

rong one; and with the provision that the absence of an indorsement in the right name 
may make an instrument so irregular as to call its ownership into question and put a 
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purchaser upon notice which will prevent his taking as a holder in due course. 
Cross References: 

Sections 3-202(2), 3-402 through 3-406. 

Point 1: Section 3-410. 

Point 2: Section 3-203. 
Definitional Cross References: 

“Person”. Section 1-201. 

“Instrument”. Section 3-102. 

“Signed”. Section 1-201. 

“Written”. Section 1-201. 


§ 3-402. Signature in Ambiguous Capacity. 


Unless the instrument clearly indicates that a signature is made in 
some other capacity it is an indorsement. 


Official Comment 
Prior Uniform Statutory Provision: Sections 17(6) and 63, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded. 
Purposes of Changes: The revised language is intended to say that any ambiguity as to 
he capacity in which a signature is made must be resolved by a rule of law that it is an 
indorsement. Parol evidence is not admissible to show any other capacity, except for the 
purpose of reformation of the instrument as it may be permitted under the rules of the par- 
icular jurisdiction. The question is to be determined from the face of the instrument alone, 
and unless the instrument itself makes it clear that he has signed in some other capacity 
he signer must be treated as an indorser. 

The indication that the signature is made in another capacity must be clear without ref- 
erence to anything but the instrument. It may be found in the language used. Thus if John 
Doe signs after “I, John Doe, promise to pay,” he is clearly a maker; and “John Doe, wit- 
ness" is not liable at all. The capacity may be found in any clearly evidenced purpose of the 
signature, as where a drawee signing in an unusual place on the paper has no visible rea- 
son to sign at all unless he is an acceptor. It may be found in usage or custom. Thus by long 
established practice judicially noticed or otherwise established a signature in the lower 

ight hand corner of an instrument indicates an intent to sign as the maker of a note or the 
drawer of a draft. Any similar clear indication of an intent to sign in some other capacity 
may be enough to remove the signature from the application of this section. 
Cross Reference: 
Section 3-401. 
Definitional Cross References: 
“Instrument”. Section 3-102. 
"Signature". Section 3-401. 


§ 3-403. Signature by Authorized Representative. 

(1) A signature may be made by an agent or other representative, and 
his authority to make it may be established as in other cases o 
representation. No particular form of appointment is necessary to estab- 
lish such authority. 

(2) An authorized representative who signs his own name to an instru- 

ent 


(a) is personally obligated if the instrument neither names the person 
represented nor shows that the representative signed in a representa- 
tive capacity; 

(b) except as otherwise established between the immediate parties, is 
personally obligated if the instrument names the person represented but 
does not show that the representative signed in a representative capa- 
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city, or if the instrument does not name the person represented but does 

show that the representative signed in a representative capacity. 

(3) Except as otherwise established the name of an organization preceded 
or followed by the name and office of an authorized individual is a signature 

ade in a representative capacity. 


Official Comment 
Prior Uniform Statutory Provision: Sections 19, 20 and 21, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; original Section 21 omitted. 
Purposes of Changes: 

1. The definition of “representative” in this Act (Section 1-201) includes an officer of a 
corporation or association, a trustee, an executor or administrator of an estate, or any 
person empowered to act for another. It is not intended to mean that a trust or an estate is 
necessarily a legal entity with the capacity to issue negotiable instruments, but merely that 
if it can issue them they may be signed by the representative. 

The power to sign for another may be an express authority, or it may be implied in law 
or in fact, or it may rest merely upon apparent authority. It may be established as in other 
cases of representation, and when relevant parol evidence is admissible to prove or to deny 
it. 

2. Subsection (2) applies only to the signature of a representative whose authority to sign. 
or another is established. If he is not authorized his signature has the effect of an unau- 

horized signature (Section 3-404). Even though he is authorized the principal is not liable 
on the instrument, under the provisions (Section 3-401) relating to signatures, unless the 
instrument names him and clearly shows that the signature is made on his behalf. 

3. Assuming that Peter Pringle is a principal and Arthur Adams is his agent, an instru- 
ment might, for example, bear the following signatures affixed by the agent— 

(a) “Peter Pringle”, or 
(b) *Arthur Adams", or 
(c) “Peter Pringle by Arthur Adams, Agent”, or 
(d) “Arthur Adams, Agent", or 
(e) “Peter Pringle Arthur Adams”. 

A signature in form (a) does not bind Adams if authorized (Sections 3-401 and 3-404). 

A signature as in (b) personally obligates the agent and parol evidence is inadmissible 
under subsection (2)(a) to disestablish his obligation. 

The unambiguous way to make the representation clear is to sign as in (c). Any other 
definite indication is sufficient, as where the instrument reads “Peter Pringle promises to 
pay” and it is signed “Arthur Adams, Agent.” Adams is not bound if he is authorized 
(Section 3-404). 

Subsection 2(b) adopts the New York (minority) rule of Megowan v. Peterson, 173 N.Y. 1 
(1902), in such a case as (d); and adopts the majority rule in such a case as (e). In both 
cases the section admits parol evidence in litigation between the immediate parties to 
prove signature by the agent in his representative capacity. [Paragraph 3 was amended in 
1966]. 

4. The original Section 21, covering signatures by “procuration,” is omitted. It was based 
on English practice under which the words “per procuration” added to any signature are 

nderstood to mean that the signer is acting under a power of attorney which the holder is 
ree to examine. The holder is thus put on notice of the limited authority, and there can be 
no apparent authority extending beyond the power of attorney. This meaning of “per procu- 
ation” is almost unknown in the United States, and the words are understood by the 
ordinary banker or attorney to be merely the equivalent of “by.” The omission is not 
intended to suggest that a signature “by procuration" can no longer have the effect which it 
had under the original Section 21, in any case where a party chooses to use the expression. 
Cross References: 
Point 1: Section 1-201. 
Point 2: Sections 3-401(1), 3-404 and 3-405. 
Definitional Cross References: 
"Instrument". Section 3-102. 
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"Person". Section 1-201. 
“Representative”. Section 1-201. 
"Signature". Section 3-401. 


$ 3-404. Unauthorized Signatures. 

(1) Any unauthorized signature is wholly inoperative as that of the 
person whose name is signed unless he ratifies it or is precluded from 
denying it; but it operates as the signature of the unauthorized signer in 
favor of any person who in good faith pays the instrument or takes it for 

alue. 


(2) Any unauthorized signature may be ratified for all purposes of this 
ticle. Such ratification does not of itself affect any rights of the person 
ratifying against the actual signer. 


Official Comment 
Prior Uniform Statutory Provision: Section 23, Uniform Negotiable Instruments Law. 
Changes: Reworded; new provisions. 
Purpose of Changes and New Matter: The changes are intended to remove uncertain- 
ies arising under the original section: 
1. “Unauthorized signature" is a defined term (Section 1-201). It includes both a forgery 
and a signature made by an agent exceeding his actual or apparent authority. 
2. The final clause of subsection (1) is new. It states the generally accepted rule that the 
nauthorized signature, while it is wholly inoperative as that of the person whose name is 
signed, is effective to impose liability upon the actual signer or to transfer any rights that 
he may have in the instrument. His liability is not in damages for breach of a warranty o 
his authority, but is full liability on the instrument in the capacity in which he has signed. 
It is, however, limited to parties who take or pay the instrument in good faith; and one who 
ows that the signature is unauthorized cannot recover from the signer on the instrument. 
3. Subsection (2) is new. It settles the conflict which has existed in the decisions as to 
hether a forgery may be ratified. A forged signature may at least be adopted; and the 
ord “ratified” is used in order to make it clear that the adoption is retroactive, and that it 
may be found from conduct as well as from express statements. Thus it may be found from 
he retention of benefits received in the transaction with knowledge of the unauthorized 
signature; and although the forger is not an agent, the ratification is governed by the same 
ules and principles as if he were. 
This provision makes ratification effective only for the purposes of this Article. The unau- 
horized signature becomes valid so far as its effect as a signature is concerned. The ratifi- 
cation relieves the actual signer from liability on the signature. It does not of itself relieve 
him from liability to the person whose name is signed. It does not in any way affect the 
criminal law. No policy of the criminal law requires that the person whose name is forged 
shall not assume liability to others on the instrument; but he cannot affect the rights of the 
state. While the ratification may be taken into account with other relevant facts in 
determining punishment, it does not relieve the signer of criminal liability. 
4. The words *or is precluded from denying it" are retained in subsection (1) to recognize 
he possibility of an estoppel against the person whose name is signed, as where he 
expressly or tacitly represents to an innocent purchaser that the signature is genuine; and 
o recognize the negligence which precludes a denial of the signature. 
Cross References: 
Sections 3-307, 3-401, 3-403 and 3-405. 
Point 1: Section 1-201. 
Point 4: Section 3-406. 
Definitional Cross References: 
*Good faith". Section 1-201. 
“Instrument”. Section 3-102. 
“Person”. Section 1-201. 
“Rights”. Section 1-201. 
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"Signature". Section 3-401. 

“Signed”. Section 1-201. 

“Unauthorized signature". Section 1-201. 
“Value”. Section 3-303. 


§ 3-405. Impostors; Signature in Name of Payee. 
(1) pu indorsement by any person in the name of a named payee is effec- 
ive i 
(a) an impostor by use of the mails or otherwise has induced the maker 
or drawer to issue the instrument to him or his confederate in the name 
of the payee; or 
(b) a person signing as or on behalf of a maker or drawer intends the 
payee to have no interest in the instrument; or 


(c) an agent or employee of the maker or drawer has supplied him 
with the name of the payee intending the latter to have no such interest. 


(2) Nothing in this section shall affect the criminal or civil liability of the 
person so indorsing. 


Official Comment 
Prior Uniform Statutory Provision: Section 9(3), Uniform Negotiable Instruments Law. 
Changes: Reworded; new provisions. 
Purposes of Changes and New Matter: 

1. This section enlarges the original subsection to include additional situations which it 
has not been held to cover. The words “fictitious or nonexisting person” have been 
eliminated as misleading, since the existence or nonexistence of the named payee is not 
decisive and is important only as it may bear on the intent that he shall have no interest in 
he instrument. The instrument is not made payable to bearer and indorsements are still 
necessary to negotiation. The section however recognizes as effective indorsement of the 
ypes of paper covered no matter by whom made. This solution is thought preferable to 
making such instruments bearer paper; on the face of things they are payable to order and 
a subsequent taker should require what purports to be a regular chain of indorsements. On 
he other hand it is thought to be unduly restrictive to require that the actual indorsement 
be made by the impostor or other fraudulent actor. In most cases the person whose fraud 
procured the instrument to be issued will himself indorse; when some other third person 
indorses it will most probably be a case of theft or a second independent fraud superimposed 

pon the original fraud. In neither case does there seem to be sufficient reason to reverse 
he rule of the section. To recapitulate: the instrument does not become bearer paper, a 
purportedly regular chain in indorsements is required, but any person—first thief, second 
impostor or third murderer—can effectively indorse in the name of the payee. 

2. Subsection (1)(a) is new. It rejects decisions which distinguish between face-to-face 
imposture and imposture by mail and hold that where the parties deal by mail the dominant 
intent of the drawer is to deal with the name rather than with the person so that the 
esulting instrument may be negotiated only by indorsement of the payee whose name has 
been taken in vain. The result of the distinction has been under some prior law, to throw 
he loss in the mail imposture forward to a subsequent holder or to the drawee. Since the 
maker or drawer believes the two to be one and the same, the two intentions cannot be 
separated, and the “dominant intent" is a fiction. The position here taken is that the loss, 

egardless of the type of fraud which the particular impostor has committed, should fall 
upon the maker or drawer. 

“Impostor” refers to impersonation, and does not extend to a false representation that the 
party is the authorized agent of the payee. The maker or drawer who takes the precaution 
of making the instrument payable to the principal is entitled to have his indorsement. 

3. Subsection (1)(b) restates the substance of the original subsection 9(3). The test stated 
is not whether the named payee is “fictitious,” but whether the signer intends that he shall 
have no interest in the instrument. The following situations illustrate the application of the 


a. The drawer of a check, for his own reasons, makes it payable to P knowing that P does 
not exist. 

b. The drawer makes the check payable in the name of P. A person named P exists, but 

he drawer does not know it. 

c. The drawer makes the check payable to P, an existing person whom he knows, intend- 
ing to receive the money himself and that P shall have no interest in the check. 

d. The treasurer of a corporation draws its check payable to P, who to the knowledge o 

he treasurer does not exist. 

e. The treasurer of a corporation draws its check payable to P. P exists but the treasurer 
has fraudulently added his name to the payroll intending that he shall not receive the 
check. 

f. The president and the treasurer of a corporation both sign its check payable to P. P 
does not exist. The treasurer knows it but the president does not. 

g. The same facts as f, except that P exists and the treasurer knows it, but intends that P 
shall have no interest in the check. 

In all the cases stated an indorsement by any person in the name of P is effective. 

4. Paragraph (c) is new. It extends the rule of the original Subsection 9(3) to include the 
padded payroll cases, where the drawer's agent or employee prepares the check for 
signature or otherwise furnishes the signing officer with the name of the payee. The 
principle followed is that the loss should fall upon the employer as a risk of his business 
enterprise rather than upon the subsequent holder or drawee. The reasons are that the 
employer is normally in a better position to prevent such forgeries by reasonable care in 

he selection or supervision of his employees, or, if he is not, is at least in a better position 
o cover the loss by fidelity insurance; and that the cost of such insurance is properly an 
expense of his business rather than of the business of the holder or drawee. 

The provision applies only to the agent or employee of the drawer, and only to the agent 
or employee who supplies him with the name of the payee. The following situations il- 
ustrate its application. 

a. An employee of a corporation prepares a padded payroll for its treasurer, which 
includes the name of P. P does not exist, and the employee knows it, but the treasurer does 

ot. The treasurer draws the corporation's check payable to P. 

b. The same facts as a, except that P exists and the employee knows it but intends him to 
have no interest in the check. In both cases an indorsement by any person in the name of P 
is effective and the loss falls on the corporation. 

5. The section is not intended to affect criminal liability for forgery or any other crime, or 
civil liability to the drawer or to any other person. It is to be read together with the section 

nder which an unauthorized signer is personally liable on the signature to any person 
ho takes the instrument in good faith (3-404(1) ). 
Cross References: 
Sections 3-401, 3-403, 3-404 and 3-406. 
Point 5: Section 3-404(1). 
Definitional Cross References: 

"Instrument". Section 3-102. 

"Issue". Section 3-102. 

“Person”. Section 1-201. 

"Signature". Section 3-401. 


$ 3-406. Negligence Contributing to Alteration or Unauthorized 
Signature. 

Any person who by his negligence substantially contributes to a material 
alteration of the instrument or to the making of an unauthorized signature 
is precluded from asserting the alteration or lack of authority against a 
holder in due course or against a drawee or other payor who pays the 
instrument in good faith and in accordance with the reasonable commercial 
standards of the drawee's or payor's business. 
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Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is new. It adopts the doctrine of Young v. Grote, 4 Bing. 253 (1827), which 
held that a drawer who so negligently draws an instrument as to facilitate its material 
alteration is liable to a drawee who pays the altered instrument in good faith. It should be 
noted that the rule as stated in the section requires that the negligence “substantially” con- 

ribute to the alteration. 

2. 'The section extends the above principle to the protection of a holder in due course and 
of payors who may not technically be drawees. It rejects decisions which have held that the 
maker of a note owes no duty of care to the holder because at the time the instrument is 
drawn there is no contract between them. By drawing the instrument and "setting it afloat 

pon a sea of strangers" the maker or drawer voluntarily enters into a relation with later 
holders which justifies his responsibility. In this respect an instrument so negligently 
drawn as to facilitate alteration does not differ in principle from an instrument containing 
blanks which may be filled. 

The holder in due course under the rules governing alteration (Section 3-407) may 
enforce the altered instrument according to its original tenor. Where negligence of the 
obligor has substantially contributed to the alteration, this section gives the holder the 
alternative right to enforce the instrument as altered. 

3. No attempt is made to define negligence which will contribute to an alteration. The 
question is left to the court or the jury upon the circumstances of the particular cases. 
Negligence usually has been found where spaces are left in the body of the instrument in 

hich words or figures may be inserted. No unusual precautions are required, and the sec- 

ion is not intended to change decisions holding that the drawer of a bill is under no duty to 

use sensitized paper, indelible ink or a protectograph; or that it is not negligence to leave 
spaces between the lines or at the end of the instrument in which a provision for interest or 
he like can be written. 

4. 'The section applies only where the negligence contributes to the alteration. It must af- 

ord an opportunity of which advantage is in fact taken. The section approves decisions 
hich have refused to hold the drawer responsible where he has left spaces in a check but 
he payee erased all the writing with chemicals and wrote in an entirely new check. 

5. 'This section does not make the negligent party liable in tort for damages resulting 

om the alteration. Instead it estops him from asserting it against the holder in due course 
or drawee. The reason is that in the usual case the extent of the loss, which involves the 
possibility of ultimate recovery from the wrongdoer, cannot be determined at the time of lit- 
igation, and the decision would have to be made on the unsatisfactory basis of burden o 
proof. The holder or drawee is protected by an estoppel, and the task of pursuing the 

rongdoer is left to the negligent party. Any amount in fact recovered from the wrongdoer 
must be held for the benefit of the negligent party under ordinary principles of equity. 

6. The section protects parties who act not only in good faith, (Section 1-201) but also in 
observance of the reasonable standards of their business. Thus any bank which takes or 
pays an altered check which ordinary banking standards would require it to refuse cannot 

ake advantage of the estoppel. 

7. The section applies the same rule to negligence which contributes to a forgery or other 
unauthorized signature, as defined in this Act (Section 1-201). The most obvious case is 

hat of the drawer who makes use of a signature stamp or other automatic signing device 
and is negligent in looking after it. The section extends, however, to cases where the party 
has notice that forgeries of his signature have occurred and is negligent in failing to 
prevent further forgeries by the same person. It extends to negligence which contributes to 
a forgery of the signature of another, as in the case where a check is negligently mailed to 
he wrong person having the same name as the payee. As in the case of alteration, no at- 
empt is made to specify what is negligence, and the question is one for the court or the 
jury on the facts of the particular case. 

Cross References: 

Sections 3-401 and 3-404. 

Point 2: Section 3-407(3). 

Point 6: Section 1-201. 

Point 7: Section 1-201. 
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Definitional Cross References: 
*Alteration". Section 3-407. 
*Good faith". Section 1-201. 
“Holder in due course". Section 3-302. 
“Instrument”. Section 3-102. 
“Person”. Section 1-201. 
“Unauthorized signature”. Section 1-201. 


§ 3-407. Alteration. 


(1) Any alteration of an instrument is material which changes the 
contract of any party thereto in any respect, including any such change in 


(a) the number or relations of the parties; or 

(b) an incomplete instrument, by completing it otherwise than as au- 
thorized; or 

(c) the writing as signed, by adding to it or by removing any part of it. 
(2) As against any person other than a subsequent holder in due course. 

(a) alteration by the holder which is both fraudulent and material 
discharges any party whose contract is thereby changed unless that 
party assents or is precluded from asserting the defense; 

(b) no other alteration discharges any party and the instrument may 
be enforced according to its original tenor, or as to incomplete instru- 
ments according to the authority given. 

(3) A subsequent holder in due course may in all cases enforce the instru- 
ent according to its original tenor, and when an incomplete instrument 


has been completed, he may enforce it as completed. 


Official Comment 
Prior Uniform Statutory Provision: Sections 14, 15, 124 and 125, Uniform Negotiable 
Instruments Law. 
Changes: Combined and reworded; new provisions; rule of original Section 15 reversed. 
Purposes of Changes and New Matter: The changes are intended to remove uncertain- 
ies arising under the original sections, and to modify the rules as to discharge: 

1. Subsection (1) substitutes a general definition for the list of illustrations in the original 
Section 125. Any alteration is material only as it may change the contract of a party to the 
instrument; and the addition or deletion of words which do not in any way affect the 
contract of any previous signer is not material. But any change in the contract of a party, 
however slight, is a material alteration; and the addition of one cent to the amount pay- 
able, or an advance of one day in the date of payment, will operate as a discharge if it is 

audulent. 

Specific mention is made of a change in the number or relations of the parties in order to 
make it clear that any such change is material only if it changes the contract of one who 
has signed. The addition of a co-maker or a surety does not change in most jurisdictions the 
contract of one who has already signed as maker and should not be held material as to him. 

he addition of the name of an alternative payee is material, since it changes his obligation. 
Paragraph (c) makes special mention of a change in the writing signed in order to cover oc- 
casional cases of addition of sticker clauses, scissoring or perforating instruments where 
he separation is not authorized. 

2. Paragraph (b) of subsection (1) is to be read together with Section 3-115 on incomplete 
instruments. Where an instrument contains blanks or is otherwise incomplete, it may be 
completed in accordance with the authority given and is then valid and effective as 
completed. If the completion is unauthorized and has the effect of changing the contract o 
any previous signer, this provision follows the generally accepted rule in treating it as a 
material alteration which may operate as a discharge. 

3. Subsection (2) modifies the very rigorous rule of the original Section 124. The changes 
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made are as follows: 

a. A material alteration does not discharge any party unless it is made by the holder. 
Spoliation by any meddling stranger does not affect the rights of the holder. It is of course 
intended that the acts of the holder's authorized agent or employee, or of his confederates, 
are to be attributed to him. 

b. A material alteration does not discharge any party unless it is made for a fraudulent 
purpose. There is no discharge where a blank is filled in the honest belief that it is as au- 
horized; or where a change is made with a benevolent motive such as a desire to give the 
obligor the benefit of a lower interest rate. Changes favorable to the obligor are unlikely to 
be made with any fraudulent intent; but if such an intent is found the alteration may oper- 
ate as a discharge. 

c. The discharge is a personal defense of the party whose contract is changed by the 
alteration, and anyone whose contract is not affected cannot assert it. The contract of any 
party is necessarily affected, however, by the discharge of any party against whom he has a 

ight of recourse on the instrument. Assent to the alteration given before or after it is made 

ill prevent the party from asserting the discharge. ^Or is precluded from asserting the 
defense" is added in paragraph (a) to recognize the possibility of an estoppel or other 
ground barring the defense which does not rest on assent. 

d. If the alteration is not material or if it is not made for a fraudulent purpose there is no 
discharge, and the instrument may be enforced according to its original tenor. Where 
blanks are filled or an incomplete instrument is otherwise completed there is no original 
enor, but the instrument may be enforced according to the authority in fact given. 

4. Subsection (3) combines the final sentences of the original Sections 14 and 124, and 
provides that a subsequent holder in due course takes free of the discharge in all cases. The 
provision is merely one form of the general rule governing the effect of discharge against a 
holder in due course (Section 3-602). The holder in due course may enforce the instrument 
according to its original tenor. In this connection reference should be made to the section 
giving the holder in due course the right, where the maker's or drawer's negligence has 
substantially contributed to the alteration, to enforce the instrument in its altered form 
(Section 3-406). Reference should also be made to Section 4-401 covering a bank's right to 
charge its customer's account in the case of altered instruments. 

Where blanks are filled or an incomplete instrument is otherwise completed, this subsec- 
ion follows the original Section 14 in placing the loss upon the party who left the instru- 
ment incomplete and permitting the holder to enforce it in its completed form. As indicated 
in the comment to Section 3-115 on incomplete instruments, this result is intended even 
hough the instrument was stolen from the maker or drawer and completed after the theft; 
and the effect of this subsection, together with the section on incomplete instruments is to 
everse the rule of the original Section 15. 

There is no inconsistency between subsection (3) and paragraph (b) of subsection (2). The 
holder in due course may elect to enforce the instrument either as provided in that 
paragraph or as provided in subsection (3). 

It should be noted that a purchaser who takes the instrument with notice of any material 
alteration, including the unauthorized completion of an incomplete instrument, takes with 
notice of a claim or defense and cannot be a holder in due course (Section 3-304). 

Cross References: 

Sections 3-305, 3-306 and 3-307. 

Point 2: Section 3-115. 

Point 4: Sections 3-115, 3-304(2), 3-602 and 4-401. 

Definitional Cross References: 

"Contract". Section 1-201. 

“Holder”. Section 1-201. 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

“Party”. Section 1-201. 

"Person". Section 1-201. 

"Signed". Section 1-201. 

“Writing”. Section 1-201. 
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$ 3-408. Consideration. 

Want or failure of consideration is a defense as against any person not 
having the rights of a holder in due course (Section 3-305), except that no 
consideration is necessary for an instrument or obligation thereon given in 
payment of or as security for an antecedent obligation of any kind. Noth- 
ing in this section shall be taken to displace any statute outside this Act 

nder which a promise is enforceable notwithstanding lack or failure o 
consideration. Partial failure of consideration is a defense pro tanto 

hether or not the failure is in an ascertained or liquidated amount. 


Official Comment 
Prior Uniform Statutory Provision: Sections 24, 25 and 28, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded. 
Purposes of Changes: 

1. “Consideration” is distinguished from “value” throughout this Article. “Consideration” 
efers to what the obligor has received for his obligation, and is important only on the ques- 
ion of whether his obligation can be enforced against him. 

2. The “except” clause is intended to remove the difficulties which have arisen where a 
note or a draft, or an indorsement of either, is given as payment or as security for a debt 
already owed by the party giving it, or by a third person. The provision is intended to 
change the result of decisions holding that where no extension of time or other concession 
is given by the creditor the new obligation fails for lack of legal consideration. It is intended 
also to mean that an instrument given for more or less than the amount of a liquidated 
obligation does not fail by reason of the common law rule that an obligation for a lesser liq- 
uidated amount cannot be consideration for the surrender of a greater. 

3. With respect to the necessity or sufficiency of consideration other obligations on an 
instrument are subject to the ordinary rules of contract law relating to contracts not under 
seal. Promissory estoppel or any other equivalent or substitute for consideration is to be 

ecognized as in other contract cases. The provision of the original Section 28 as to absence 
or failure of consideration is now covered by the section dealing with the rights of one not a 
holder in due course; and the “presumption” of consideration in the original Section 24 is 
eplaced by the provision relating to the burden of establishing defenses. 
Cross References: 
Point 1: Section 3-303. 
Point 3: Sections 3-306(c) and 3-307(2). 
Definitional Cross References: 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

"Person". Section 1-201. 

"Rights". Section 1-201. 
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§ 3-409. Draft Not an Assignment. 

(1) A check or other draft does not of itself operate as an assignment o 
any funds in the hands of the drawee available for its payment, and the 
drawee is not liable on the instrument until he accepts it. 

(2) Nothing in this section shall affect any liability in contract, tort or 
otherwise arising from any letter of credit or other obligation or represen- 

ation which is not an acceptance. 


Official Comment 
Prior Uniform Statutory Provision: Sections 127 and 189, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: 


APPENDIX 


The two original sections are combined, brought forward to appear in connection with ac- 
ceptance, and reworded to remove uncertainties. 

1. As under the original sections, a check or other draft does not of itself operate as an 
assignment in law or equity. The assignment may, however, appear from other facts, and 
particularly from other agreements, express or implied; and when the intent to assign is 
clear the check may be the means by which the assignment is effected. 

2. The language of the original Section 189, that the drawee is not liable “to the holder", 
is changed as inaccurate and not intended. The drawee is not liable on the instrument until 
he accepts; but he remains subject to any other liability to the holder. In this connection 

eference should be made to Section 4-302 on the payor bank's liability for late return. 
Such a bank if it does not either make prompt settlement or return on an item received by 
it will become liable to a holder of the item. 

3. Subsection (2) is new. It is intended to make it clear that this section does not in any 

ay affect any liability which may arise apart from the instrument itself. The drawee who 
ails to accept may be liable to the drawer or to the holder for breach of the terms of a let- 

er of credit or any other agreement by which he is obligated to accept. He may be liable in 
ort or upon any other basis because of his representation that he has accepted, or that he 
intends to accept. The section leaves unaffected any liability of any kind apart from the 


Sections 3-410, 3-411, 3-412 and 3-415. 
Point 2: Section 4-302. 
Definitional Cross References: 
"Acceptance". Section 3-410. 
“Check”. Section 3-104. 
*Contract". Section 1-201. 
“Draft”. Section 3-104. 
“Instrument”. Section 3-102. 
“Letter of credit". Section 5-104. 


$ 3-410. Definition and Operation of Acceptance. 


(1) Acceptance is the drawee's signed engagement to honor the draft as 
presented. It must be written on the draft, and may consist of his signature 
alone. It becomes operative when completed by delivery or notification. 


(2) A draft may be accepted although it has not been signed by the 
drawer or is otherwise incomplete or is overdue or has been dishonored. 


(3) Where the draft is payable at a fixed period after sight and the accep- 
or fails to date his acceptance the holder may complete it by supplying a 
date in good faith. 


Official Comment 

Prior Uniform Statutory Provision: Sections 132, 133, 134, 135, 136, 137, 138, 161- 
170, and 191, Uniform Negotiable Instruments Law. 
Changes: Combined, reworded; original Sections 134, 135, 137 and 161-170 eliminated. 
Purposes of Changes: 

1. The original Sections 161—170 providing for acceptance for honor are omitted from this 

rticle. This ancient practice developed at a time when communications were slow, and 
particularly in overseas transactions there might be a delay of several months before the 
drawer could be notified of dishonor by nonacceptance and take steps to protect his credit. 

he need for intervention by a third party has passed with the development of the cable 
ransfer, the letter of credit, and numerous other devices by which a substitute arrange- 
ment is promptly made. The practice has been obsolete for many years, and the sections 
are therefore eliminated. 

2. Under Section 3-417 a person obtaining acceptance gives a warranty against alteration. 
of the instrument before acceptance. 

3. Subsection (1) adopts the rule of Section 17 of the English Bills of Exchange Act that 
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he acceptance must be written on the draft. It eliminates the original Sections 134 and 
135, providing for *virtual" acceptance by a written promise to accept drafts to be drawn, 
and “collateral” acceptance by a separate writing. Both have been anomalous exceptions to 
he policy that no person is liable on an instrument unless his signature appears on it. 
Both are derived from a line of early American cases decided at a time when difficulties o 
communication, particularly overseas, might leave the holder in doubt for a long period 

hether the draft was accepted. Such conditions have long since ceased to exist, and the 
"virtual" or *collateral" acceptance is now almost entirely obsolete. Good commercial and 
banking practice does not sanction acceptance by any separate writing because of the 
dangers and uncertainties arising when it becomes separated from the draft. The instru- 
ment is now forwarded to the drawee for his acceptance upon it, or reliance is placed upon 
he obligation of the separate writing itself, as in the case of a letter of credit. 

Nothing in this section is intended to eliminate any liability of the drawee in contract, 
ort or otherwise arising from the separate writing or any other obligation or representa- 
ion, as provided in Section 3-409. 

Subsection (1) likewise eliminates the original section 137, providing for acceptance by 

delay or refusal to return the instrument but the drawee may be liable for a conversion o 
he instrument under Section 3-419. 
4. Subsection (1) states the generally recognized rule that the mere signature of the 
drawee on the instrument is a sufficient acceptance. Customarily the signature is written 
ertically across the face of the instrument; but since the drawee has no reason to sign for 
any other purpose his signature in any other place, even on the back of the instrument, is 
sufficient. It need not be accompanied by such words as “Accepted,” “Certified,” or “Good.” It 
must not, however, bear any words indicating an intent to refuse to honor the bill; and 
othing in this provision is intended to change such decisions as Norton v. Knapp, 64 Iowa 
112, 19 N.W. 867 (1884), holding that the drawee's signature accompanied by the words 
"Kiss my foot" is not an acceptance. 

5. The final sentence of subsection (1) expressly states the generally recognized rule, 
implied in the definition of acceptance in the original Section 191, that an acceptance writ- 
en on the draft takes effect when the drawee notifies the holder or gives notice according 
o his instructions. Acceptance is thus an exception to the usual rule that no obligation on 

an instrument is effective until delivery. 

6. Subsection (3) changes the last sentence of the original Section 138. The purpose of the 

provision is to provide a definite date of payment where none appears on the instrument. 
undated acceptance of a draft payable “thirty days after sight" is incomplete; and unless 
he acceptor himself writes in a different date the holder is authorized to complete the ac- 
ceptance according to the terms of the draft by supplying a date of presentment. Any date 
hich the holder chooses to write in is effective providing his choice of date is made in good 
aith. Any different agreement not written on the draft is not effective, and parol evidence 
is not admissible to show it. 
Cross References: 

Sections 3-411, 3-412 and 3-418. 

Point 2: Section 3-417. 

Point 3: Sections 3-401(1), 3-409(2) and 3-419. 

Point 6: Section 3-412. 

Definitional Cross References: 

“Delivery”. Section 1-201. 

“Dishonor”. Section 3-507. 

“Draft”. Section 3-104. 

“Good faith”. Section 1-201. 

“Holder”. Section 1-201. 

“Honor”. Section 1-201. 

“Notification”. Section 1-201. 

“Presentment”. Section 3-504. 

“Signature”. Section 3-401. 

“Signed”. Section 1-201. 

“Written”. Section 1-201. 


APPENDIX 


§ 3-411. Certification of a Check. 


(1) Certification of a check is acceptance. Where a holder procures certi- 
fication the drawer and all prior indorsers are discharged. 


(2) Unless otherwise agreed a bank has no obligation to certify a check. 


(3) A bank may certify a check before returning it for lack of proper 
indorsement. If it does so the drawer is discharged. 


Official Comment 
Prior Uniform Statutory Provision: Sections 187 and 188, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: 

1. The second sentence of subsection (1) continues the rule of original Section 188 that, 

hile certification procured by a holder discharges the drawer and other prior parties, cer- 
ification procured by the drawer leaves him liable. Under this provision any certification 

procured by a holder discharges the drawer and prior indorsers. Any indorsement made af- 
er a certification so procured remains effective; and where it is intended that any indorser 

shall remain liable notwithstanding certification, he may indorse with the words “after cer- 
ification" to make his liability clear. 

2. Subsection (2) is new. It states the generally recognized rule that in the absence o 
agreement a bank is under no obligation to certify a check, because it is a demand instru- 
ment calling for payment rather than acceptance. The bank may be liable for breach of any 
agreement with the drawer, the holder, or any other person by which it undertakes to 
certify. Its liability is not on the instrument, since the drawee is not so liable until accep- 

ance (Section 3-409(1)). Any liability is for breach of the separate agreement. 

3. Subsection (3) is new. It recognizes the banking practice of certifying a check which is 
eturned for proper indorsement in order to protect the drawer against a longer contingent 
iability. It is consistent with the provision of Section 3-410(2) permitting certification al- 
hough the check has not been signed or is otherwise incomplete. 

Cross References: 

Sections 3-412, 3-413, 3-417 and 3-418. 

Point 2: Section 3-409(1). 

Point 3: Section 3-410(2). 

Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

"Check". Section 3-104. 

“Holder”. Section 1-201. 


§ 3-412. Acceptance Varying Draft. 

(1) Where the drawee’s proffered acceptance in any manner varies the 
draft as presented the holder may refuse the acceptance and treat the 
draft as dishonored in which case the drawee is entitled to have his accep- 

ance cancelled. 


(2) The terms of the draft are not varied by an acceptance to pay at any 
particular bank or place in the United States, unless the acceptance states 
hat the draft is to be paid only at such bank or place. 

(3) Where the holder assents to an acceptance varying the terms of the 
draft each drawer and indorser who does not affirmatively assent is 
discharged. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: Sections 139, 140, 141 and 142, Uniform Negotia- 
ble Instruments Law. 


Changes: Combined and reworded; law changed as to qualified acceptances. 
Purposes of Changes: 

1. The section applies to conditional acceptances, acceptances for part of the amount, ac- 
ceptances to pay at a different time from that required by the draft, or to the acceptance o 
ess than all of the drawees, all of which are covered by the original Section 141. It applies 

o any other engagement changing the essential terms of the draft. 
2. Where the drawee offers such a varied engagement the holder has an election. He may 
eject the offer, insist on acceptance of the draft as presented, and treat the refusal to give 
it as a dishonor. In that event the drawee is not bound by his engagement, and is entitled 
o have it cancelled. After any necessary notice of dishonor and protest the holder may 
have his recourse against the drawer and indorsers. 

If the holder elects to accept the offer, this section does not invalidate the drawee's varied 
engagement. It remains his effective obligation, which the holder may enforce against him. 
By his assent, however, the holder discharges any drawer or indorser who does not also 
assent. The rule of the original Section 142 is changed to require that the assent of the 
drawer or indorser be affirmatively expressed. Mere failure to object within a reasonable 

ime is not assent which will prevent the discharge. 

3. The rule of original Section 140 that an acceptance to pay at a particular place is an 
unqualified acceptance is modified by the provision of subsection (2) that the terms of the 
draft are not varied by an acceptance to pay at any particular bank or place in the United 
States unless the acceptance states that the draft is to be paid only at such bank or place. 
Section 3-504(4) provides that a draft accepted payable at a bank in the United States 
must be presented at the bank designated [As amended 1962]. 

Cross References: 

Sections 3-410 and 3-413. 

Point 3: Section 3-504(4). 
Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

“Dishonor”. Section 3-507. 

“Draft”. Section 3-104. 

“Holder”. Section 1-201. 

“Term”. Section 1-201. 

“Written”. Section 1-201. 


§ 3-413. Contract of Maker, Drawer and Acceptor. 


(1) The maker or acceptor engages that he will pay the instrument ac- 
cording to its tenor at the time of his engagement or as completed pursu- 
ant to Section 3-115 on incomplete instruments. 


(2) The drawer engages that upon dishonor of the draft and any neces- 
sary notice of dishonor or protest he will pay the amount of the draft to the 
holder or to any indorser who takes it up. The drawer may disclaim this li- 
ability by drawing without recourse. 


(3) By making, drawing or accepting the party admits as against all 
subsequent parties including the drawee the existence of the payee and his 
hen capacity to indorse. 


Official Comment 

Prior Uniform Statutory Provision: Sections 60, 61 and 62, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded. 
Purposes of Changes: 

The original sections are combined for convenience and condensed to avoid duplication o 
anguage. This section should be read in connection with the sections on incomplete instru- 
ments (3-115), negligence contributing to alteration or unauthorized signature (3-406), 
alteration (3-407), acceptances varying a draft (3-412) and finality of payment or accep- 
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ance (3-418). Thus a maker who signs an incomplete note engages under this section to 
pay it according to its tenor at the time he signs it, but by virtue of Sections 3-115 and 
3-407 the note may thereafter be completed and enforced against him. In the same way, i 
he maker's negligence substantially contributes to alteration of the instrument, he will 
become liable on his note as altered under Section 3-406. When a holder assents to an ac- 
ceptance varying a draft (Section 3-412) he can of course hold the acceptor only according to 
he form of acceptance to which the holder agreed. Section 3-418 applies the rule of Price v. 

eal both to acceptance and payment; thus an acceptor may not, after acceptance, assert 
hat the drawer's signature is unauthorized. 

Subsection (1) applies to all drafts (including checks) the rule that the acceptance relates 
o the instrument as it was at the time of its acceptance and not (in case of alteration 
before acceptance) to its original tenor. The cases on this point under the original act (all o 

hich involved checks) have been in conflict. It should be noted that under Section 3-417 a 
person who obtains acceptance warrants to the acceptor that the instrument has not been 
materially altered. 

Except as indicated in the foregoing comment the section makes no change in substance 
rom the provision of the original act. 
Cross References: 

Sections 3-115, 3-406, 3-407, 3-412, 3-417 and 3-418. 
Definitional Cross References: 

“Contract”. Section 1-201. 

“Dishonor”. Section 3-507. 

“Draft”. Section 3-104. 

“Holder”. Section 1-201. 

“Instrument”. Section 3-102. 

“Notice of dishonor”. Section 3-508. 

“Party”. Section 1-201. 

“Protest”. Section 3-509. 


§ 3-414. Contract of Indorser; Order of Liability. 

(1) Unless the indorsement otherwise specifies (as by such words as 
‘without recourse”) every indorser engages that upon dishonor and any 
mecessary notice of dishonor and protest he will pay the instrument ac- 
cording to its tenor at the time of his indorsement to the holder or to any 
subsequent indorser who takes it up, even though the indorser who takes 
it up was not obligated to do so. 


(2) Unless they otherwise agree indorsers are liable to one another in 
he order in which they indorse, which is presumed to be the order in 
hich their signatures appear on the instrument. 


Official Comment 

Prior Uniform Statutory Provision: Sections 38, 44, 66, 67 and 68, Uniform Negotiable 
Instruments Law. 
Changes: Combined and reworded. 
Purposes of Changes: 

1. Subsection (1) states the contract of indorsement—that if the instrument is dishonored) 
and any protest or notice of dishonor which may be necessary under Section 3-501 is given, 
he indorser will pay the instrument. The indorser’s engagement runs to any holder 
(whether or not for value) and to any indorser subsequent to him who has taken the instru- 
ment up. An indorser may disclaim his liability on the contract of indorsement, but only i 
he indorsement itself so specifies. Since the disclaimer varies the written contract o 
indorsement, the disclaimer itself must be written on the instrument and cannot be proved 
by parol. The customary manner of disclaiming the indorser’s liability under this section is 
o indorse “without recourse”. Apart from such a disclaimer all indorsers incur this li- 
ability, without regard to whether or not the indorser transferred the instrument for value 
or received consideration for his indorsement. 
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Original Section 44, permitting a representative to indorse in such terms as to exclude 
personal liability, is omitted as unnecessary and included in the broader right to disclaim 
any liability. No change in the law is intended by this omission. 

2. In addition to his liability on the contract of indorsement, an indorser, if a transferor, 
gives the warranties stated in Section 3-417. 

3. As in the case of acceptor's liability (Section 3-413), this section conditions the 
indorser's liability on the tenor of the instrument at the time of his indorsement. Thus if a 
person indorses an altered instrument he assumes liability as indorser on the instrument 
as altered. 

4. Subsection (2) is intended to clarify existing law under original Section 68. 

The section states two presumptions: One is that the indorsers are liable to one another 
in the order in which they have in fact indorsed. The other is that they have in fact indorsed 
in the order in which their names appear. Parol evidence is admissible to show that they 
have indorsed in another order, or that they have otherwise agreed as to their liability to 
one another. 

The last sentence of the original Section 68 is now covered by Section 3-118(e) (Ambigu- 
ous Terms and Rules of Construction). 

Cross References: 

Point 1: Section 3-501. 

Point 2: Section 3-417. 

Point 3: Section 3-413. 

Point 4: Section 3-118(e). 

Definitional Cross References: 

“Contract”. Section 1-201. 

*Dishonor". Section 3-507. 

“Holder”. Section 1-201. 

"Instrument". Section 3-102. 

“Notice of dishonor”. Section 3-508. 

“Presumed”. Section 1-201. 

“Protest”. Section 3-509. 

“Signature”. Section 3-401. 


§ 3-415. Contract of Accommodation Party. 

(1) An accommodation party is one who signs the instrument in any 
capacity for the purpose of lending his name to another party to it. 

(2) When the instrument has been taken for value before it is due the 
accommodation party is liable in the capacity in which he has signed even 
hough the taker knows of the accommodation. 

(3) As against a holder in due course and without notice of the accom- 

odation oral proof of the accommodation is not admissible to give the ac- 
commodation party the benefit of discharges dependent on his character as 
such. In other cases the accommodation character may be shown by oral 


(4) An indorsement which shows that it is not in the chain of title is no- 
ice of its accommodation character. 

(5) An accommodation party is not liable to the party accommodated, 
and if he pays the instrument has a right of recourse on the instrument 
against such party. 


Official Comment 
Prior Uniform Statutory Provision: Sections 28, 29 and 64, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions. 
Purposes of Changes and New Matter: To make it clear that: 
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1. Subsection (1) recognizes that an accommodation party is always a surety (which 

includes a guarantor), and it is his only distinguishing feature. He differs from other sure- 
ies only in that his liability is on the instrument and he is a surety for another party to it. 
His obligation is therefore determined by the capacity in which he signs. An accommoda- 
ion maker or acceptor is bound on the instrument without any resort to his principal, 

hile an accommodation indorser may be liable only after presentment, notice of dishonor 
and protest. The subsection recognizes the defenses of a surety in accordance with the pro- 
isions subjecting one not a holder in due course to all simple contract defenses, as well as 
his rights against his principal after payment. Under subsection (3) except as against a 
holder in due course without notice of the accommodation, parol evidence is admissible to 
prove that the party has signed for accommodation. In any case, however, under subsection 
(4) an indorsement which is not in the chain of title (the irregular or anomalous indorse- 
ment) is notice to all subsequent takers of the instrument of the accommodation character 
of the indorsement. 

2. Subsection (1) eliminates the language of the old Section 29 requiring that the accom- 
modation party sign the instrument “without receiving value therefor.” The essential 
characteristic is that the accommodation party is a surety, and not that he has signed 
gratuitously. He may be a paid surety, or receive other compensation from the party 
accommodated. He may even receive it from the payee, as where A and B buy goods and it 
is understood that A is to pay for all of them and that B is to sign a note only as a surety 
or A. 

3. The obligation of the accommodation party is supported by any consideration for which 
he instrument is taken before it is due. Subsection (2) is intended to change occasional de- 
cisions holding that there is no sufficient consideration where an accommodation party 
signs a note after it is in the hands of a holder who has given value. The party is liable to 

he holder in such a case even though there is no extension of time or other concession. 

his is consistent with the provision as to antecedent obligations as consideration (Section 
3-408). The limitation to *before it is due" is one of suretyship law, by which the obligation 
of the surety is terminated at the time limit unless in the meantime the obligation of the 
principal has become effective. 

4. As a surety the accommodation party is not liable to the party accommodated; but he 
is otherwise liable on the instrument in the capacity in which he has signed. This general 
statement of the rule makes unnecessary the detailed provisions of the original Section 64, 

hich is therefore eliminated, without any change in substance. 

5. Subsection (5) is intended to change the result of such decisions as Quimby v. Varnum, 
190 Mass. 211, 76 N.E. 671 (1906), which held that an accommodation indorser who paid 
he instrument could not maintain an action on it against the accommodated party since he 
had no *former rights" to which he was remitted. Under ordinary principles of suretyship 

he accommodation party who pays is subrogated to the rights of the holder paid, and 
should have his recourse on the instrument. 
Cross References: 

Sections 3-305, 3-408, 3-603, 3-604 and 3-606. 

Point 1: Section 3-306(b). 

Point 3: Section 3-408. 

Definitional Cross References: 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

"Notice". Section 1-201. 

“Party”. Section 1-201. 

"Presentment". Section 3-504. 

“Signed”. Section 1-201. 

“Writing”. Section 1-201. 


$ 3-416. Contract of Guarantor. 


(1) “Payment guaranteed" or equivalent words added to a signature 
ean that the signer engages that if the instrument is not paid when due 
he will pay it according to its tenor without resort by the holder to any| 


(2) *Collection guaranteed" or equivalent words added to a signature 
ean that the signer engages that if the instrument is not paid when due 


(4) No words of guaranty added to the signature of a sole maker or ac- 
ceptor affect his liability on the instrument. Such words added to the 
signature of one of two or more makers or acceptors create a presumption 
hat the signature is for the accommodation of the others. 


(5) When words of guaranty are used presentment, notice of dishonor 
and protest are not necessary to charge the user. 


(6) Any guaranty written on the instrument is enforcible notwithstand- 
ing any statute of frauds. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: The section is new. It states the commercial understanding as to the meaning 
and effect of words of guaranty added to a signature. 

An indorser who guarantees payment waives not only presentment, notice of dishonor 
and protest, but also all demand upon the maker or drawee. Words of guaranty do not af- 
ect the character of the indorsement as an indorsement (Section 3-202(4)); but the liability 
of the indorser becomes indistinguishable from that of a co-maker. A guaranty of collection 
ikewise waives formal presentment, notice of dishonor and protest, but requires that the 
holder first proceed against the maker or acceptor by suit and execution, or show that such 
proceeding would be useless. 

Subsection (6) is concerned chiefly with the type of statute of frauds which provides that 
no promise to answer for the debt, default or miscarriage of another is enforceable unless it 
is evidenced by a writing which states the consideration for the promise. It is unusual to 
state any consideration when a guaranty is added to a signature on a negotiable instru- 
ment, which in itself sufficiently shows the nature of the transaction; and such statutes 
have commonly been held not to apply to such guaranties. 

Cross References: 

Sections 3-202(4) and 3-415. 
Definitional Cross References: 

“Holder”. Section 1-201. 

“Insolvent”. Section 1-201. 

“Instrument”. Section 3-102. 

“Notice of dishonor”. Section 3-508. 

“Party”. Section 1-201. 

“Presumption”. Section 1-201. 

“Protest”. Section 3-509. 

“Signature”. Section 3-401. 

“Written”. Section 1-201. 


§ 3-417. Warranties on Presentment and Transfer. 
(1) Any person who obtains payment or acceptance and any prior trans- 
feror warrants to a person who in good faith pays or accepts that 
(a) he has a good title to the instrument or is authorized to obtain pay- 
ment or acceptance on behalf of one who has a good title; and 
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(b) he has no knowledge that the signature of the maker or drawer is 
unauthorized, except that this warranty is not given by a holder in due 
course acting in good faith 

(i) to a maker with respect to the maker's own signature; or 

(ii) to a drawer with respect to the drawer's own signature, whether 
or not the drawer is also the drawee; or 

(iii) to an acceptor of a draft if the holder in due course took the 
draft after the acceptance or obtained the acceptance without knowl- 
edge that the drawer's signature was unauthorized; and 

(c) the instrument has not been materially altered, except that this 
warranty is not given by a holder in due course acting in good faith 

(i) to the maker of a note; or 
(ii) to the drawer of a draft whether or not the drawer is also the 
drawee; or 
(iii) to the acceptor of a draft with respect to an alteration made 
prior to the acceptance if the holder in due course took the draft after 
the acceptance, even though the acceptance provided “payable as 
originally drawn” or equivalent terms; or 
(iv) to the acceptor of a draft with respect to an alteration made af- 
ter the acceptance. 
(2) Any person who transfers an instrument and receives consideration 
arrants to his transferee and if the transfer is by indorsement to any 
subsequent holder who takes the instrument in good faith that 

(a) he has a good title to the instrument or is authorized to obtain pay- 
ment or acceptance on behalf of one who has a good title and the transfer 
is otherwise rightful; and 

(b) all signatures are genuine or authorized; and 

(c) the instrument has not been materially altered; and 

(d) no defense of any party is good against him; and 

(e) he has no knowledge of any insolvency proceeding instituted with 
respect to the maker or acceptor or the drawer of an unaccepted 
instrument. 

(3) By transferring “without recourse” the transferor limits the obliga- 
ion stated in subsection (2)(d) to a warranty that he has no knowledge o 
such a defense. 

(4) A selling agent or broker who does not disclose the fact that he is act- 
ing only as such gives the warranties provided in this section, but if he 
makes such disclosure warrants only his good faith and authority. 


Official Comment 

Prior Uniform Statutory Provision: Sections 65 and 69, Uniform Negotiable Instru- 
ments Law. 
Changes: Combined and reworded; new provisions added. 
Purposes of Changes and New Matter: 

1. The obligations imposed by this section are stated in terms of warranty. Warranty 
erms, which are not limited to sale transactions, are used with the intention of bringing in 
all the usual rules of law applicable to warranties, and in particular the necessity of reli- 
ance in good faith and the availability of all remedies for breach of warranty, such as re- 
scission of the transaction or an action for damages. Like other warranties, those stated in 
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his section may be disclaimed by agreement between the immediate parties. In the case o 

an indorser, disclaimer of his liability as a transferor, to be effective, must appear in the 
orm of the indorsement, and no parol proof of *agreement otherwise" is admissible. For 
corresponding warranties in the case of items in the bank collection process, Section 4-207 
should be consulted. 

2. Subsection (1) is new. It is intended to state the undertaking to a party who accepts or 
pays of one who obtains payment or acceptance or of any prior transferor. It is closely con- 

ected with the following section on the finality of acceptance or payment (Section 3-418), 
and should be read together with it. 

3. Subsection (1)(a) retains the generally accepted rule that the party who accepts or 
pays does not “admit” the genuineness of indorsements, and may recover from the person 
presenting the instrument when they turn out to be forged. The justification for the distinc- 
ion between forgery of the signature of the drawer and forgery of an indorsement is that 
he drawee is in a position to verify the drawer's signature by comparison with one in his 
hands, but has ordinarily no opportunity to verify an indorsement. 

4. Subsection (1)(b) recognizes and deals with competing equities of parties accepting or 
paying instruments bearing unauthorized maker's or drawer's signatures and those obtain- 
ing acceptances or receiving payment. The warranties prescribed and exceptions thereto 
ollow closely principles established at common law, particularly, those under Price v. Neal, 
3 Burr. 1354 (1762). 

The basic warranty that the person obtaining payment or acceptance and any prior 
ransferor warrants that he has no knowledge that the signature of the maker or drawer is 
unauthorized stems from the general principle that one who presents an instrument know- 
ing that the signature of the maker or drawer is forged or unauthorized commits an obvi- 
ous fraud upon the party to whom presentment is made. However, few cases present this 
simple fact situation. If the signature of a maker or drawer has been forged, the parties 
include the dishonest forger himself and usually one or more innocent holders taking from 
him. Frequently, the state of knowledge of a holder is difficult to determine and sometimes 
a holder takes such a forged instrument in perfect good faith but subsequently learns of the 
orgery. Since in different fact situations holders have equities of varying strength, it is 
necessary to have some exceptions to the basic warranty. 

The exceptions apply only in favor of a holder in due course and, within the provisions o 
Section 3-201, to all subsequent transferees from a holder in due course. Since a condition 
of the status of a holder in due course under Section 3-302(1)(a) is that the holder takes the 
instrument without notice of any defense against it, this condition presupposes that at the 
ime of taking such a holder had no knowledge of the unauthorized signature. Consequently, 
he warranty of subsection (1)(b) is pertinent in the case of a holder in due course only in 
he relatively few cases where he acquires knowledge of the forgery after the taking but 
before the presentment. In this situation the holder in due course must continue to act in 
good faith to be exempted from the basic warranty. 

The first exemption from the warranty by such a holder, made by subparagraph (i), is 
hat the warranty does not run to a maker of a note with respect to the maker's own 
signature. This codifies the rule of Price v. Neal, and related cases. Since a maker of a note 
is presumed to know his own signature, if he fails to detect a forgery of his own signature 
and pays the note, under the Price v. Neal principle he should not be permitted to recover 
such payment from a holder in due course acting in good faith. Similarly, under 
subparagraph (ii) a drawer of a draft is presumed to know his own signature and if he fails 
o detect a forgery of his signature and pays a draft he may not recover that payment from 
a holder in due course acting in good faith. This rule applies if the drawer pays the instru- 
ment as drawer and also if he pays the instrument as drawee in a case where he is both 
drawer and drawee. 

Under the principle of Price v. Neal a drawee of a draft is presumed to know the signature 
of his customer, the drawer. However, under subsection (1)(b) and subparagraph (iii) of this 
subsection this presumption is not strong enough to deprive such a drawee (either in ac- 
cepting or paying an instrument) of the warranty of no knowledge of the unauthorized 
drawer's signature, unless the holder in due course took the instrument and became such a 
holder after the drawee's acceptance; or obtained the acceptance without knowledge that 
he drawer's signature was unauthorized. In the former case, the holder taking after and 
hereby presumably in reliance on the acceptance should be protected as against the 
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drawee who accepted without detecting the unauthorized signature. In the latter case the 

holder, having no knowledge of the unauthorized signature at the time of the drawee's ac- 

ceptance, would not be charged with this warranty and would be entitled to enforce such 

acceptance under Section 3-418, even if thereafter he acquired knowledge of the unautho- 
ized signature prior to enforcement of the acceptance. Such right of the holder to enforce 
he acceptance would be valueless if immediately upon enforcing it and obtaining payment 
he holder became obligated to return the payment by reason of breach of the warranty o 
o knowledge at the time of payment. 

5. Subsection (1)(c) retains the common law rule, followed by several decisions under the 
original Act, which has permitted a party paying a materially altered instrument in good 

aith to recover, and a party who accepts such an instrument to avoid such acceptance. As 
in the case of subsection (1)(b) this warranty is not imposed against a holder in due course 
acting in good faith in favor of a maker of a note or a drawer of a draft on the ground that 
such maker or drawer should know the form and amount of the note or draft which he has 
signed. The exception made by subparagraph (iii) in the case of a holder in due course of a 
draft accepted after the alteration follows the decisions in National City Bank of Chicago v. 
National Bank of Republic of Chicago, 300 Ill. 103, 132 N.E. 832, 22 A.L.R. 1153 (1921), 
and Wells Fargo Bank & Union Trust Company v. Bank of Italy, 214 Cal. 156, 4 P.2d 781 
(1931), and is based on the principle that an acceptance is an undertaking relied upon in 
good faith by an innocent party. The attempt to avoid this result by certifying checks “pay- 
able as originally drawn" leaves the subsequent purchaser in uncertainty as to the amount 
or which the instrument is certified, and so defeats the entire purpose of certification, 

hich is to obtain the definite obligation of the bank to honor a definite instrument. 
Subparagraph (iii) accordingly provides that such language is not sufficient to impose on 

he holder in due course the warranty of no material alteration where the holder took the 
draft after the acceptance and presumably in reliance on it. 

Subparagraph (iv) of subsection (1)(c) exempts a holder in due course from the warranty 
of no material alteration to the acceptor of a draft with respect to an alteration made after 
he acceptance. A drawee accepting a draft has an opportunity of ascertaining the form and 
particularly the amount of the draft accepted. If, thereafter, the draft is materially altered 
and is thereupon presented for payment to the acceptor, the acceptor has the necessary in- 
ormation in its records to verify the form and particularly the amount of the draft. If in 
spite of this available information it pays the draft, there is as much reason to leave the 
esponsibility for such payment upon the acceptor (as against a holder in due course acting 
in good faith) as there is in the case of a maker or drawer paying a materially altered note 
or draft. 

6. Under Section 3-201 parties taking from or holding under a holder in due course, 

ithin the limits of that section, will have the same rights under Section 3-417(1) as a 
holder in due course. Of course such parties claiming under a holder in due course must act 
in good faith and be free from fraud, illegality and notice as provided in Section 3-201. 

7. The liabilities imposed by subsection (2) in favor of the immediate transferee apply to 
all persons who transfer an instrument for consideration whether or not the transfer is ac- 
companied by indorsement. Any consideration sufficient to support a simple contract will 
support those warranties. 

8. Subsection (2) changes the original Section 65 to extend the warranties of any indorser 
beyond the immediate transferee in all cases. Where there is an indorsement the warranty 

uns with the instrument and the remote holder may sue the indorser-warrantor directly 
and thus avoid a multiplicity of suits which might be interrupted by the insolvency of an 
intermediate transferor. The language of subsections (2)(b) and (2)(c) is substituted for 
“genuine and what it purports to be” in the original Section 65(1). The language of subsec- 
ion (2)(a) is substituted for that of Section 65(2) in order to cover the case of the agent who 
ransfers for another. 

9. Subsection (2)(d) resolves a conflict in the decisions as to whether the transferor war- 
ants that there are no defenses to the instrument good against him. The position taken is 
hat the buyer does not undertake to buy an instrument incapable of enforcement, and that 
in the absence of contrary understanding the warranty is implied. Even where the buyer 
akes as a holder in due course who will cut off the defense, he still does not undertake to 
buy a lawsuit with the necessity of proving his status. Subsection (3) however provides that 
an indorsement “without recourse" limits the (2)(d) warranty to one that the indorser has 

o knowledge of such defenses. With this exception the liabilities of a “without recourse" in- 
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dorser under this section are the same as those of any other transferor. Under Section 
3-414 “without recourse" in an indorsement is effective to disclaim the general contract o 
he indorser stated in that section. 

10. Subsection (2)(e) is substituted for Section 65(4). The transferor does not warrant 
against difficulties of collection, apart from defenses, or against impairment of the credit o 

he obligor or even his insolvency in the commercial sense. The buyer is expected to 
determine such questions for himself before he takes the obligation. If insolvency proceed- 
ings as defined in this Act (Section 1-201) have been instituted against the party who is 
expected to pay and the transferor knows it, the concealment of that fact amounts to a 
raud upon the buyer, and the warranty against knowledge of such proceedings is provided 
accordingly. 

11. Subsection (4) is substituted for Section 69 of the original Act. It applies only to a 
selling agent, as distinguished from an agent for collection. It follows the rule generally ac- 
cepted that an agent who makes the disclosure warrants his good faith and authority and 
may not by contract assume a lesser warranty. 

Cross References: 

Sections 3-404, 3-405, 3-406, 3-414 and 4-207. 

Point 1: Section 4-207. 

Point 2: Section 3-418. 

Point 4: Sections 3-201, 3-302 and 3-418. 

Point 9: Section 3-414. 

Point 10: Section 1-201. 

Definitional Cross References: 

"Acceptance". Section 3-410. 

“Alteration”. Section 3-407. 

“Bank”. Section 1-201. 

“Draft”. Section 3-104. 

“Genuine”. Section 1-201. 

“Good faith”. Section 1-201. 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Note”. Section 3-104. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Signature”. Section 3-401. 

“Term”. Section 1-201. 


§ 3-418. Finality of Payment or Acceptance. 
Except for recovery of bank payments as provided in the Article on Bank 
Deposits and Collections (Article 4) and except for liability for breach o 
arranty on presentment under the preceding section, payment or accep- 
ance of any instrument is final in favor of a holder in due course, or a 
person who has in good faith changed his position in reliance on the 


Official Comment 
Prior Uniform Statutory Provision: Section 62, Uniform Negotiable Instruments Law. 
Changes: Completely restated. 
Purposes of Changes: 

The rewording is intended to remove a number of uncertainties arising under the origi- 
nal section. 

1. The section follows the rule of Price v. Neal, 3 Burr. 1354 (1762), under which a 
drawee who accepts or pays an instrument on which the signature of the drawer is forged 
is bound on his acceptance and cannot recover back his payment. Although the original Act 
is silent as to payment, the common law rule has been applied to it by all but a very few 
jurisdictions. The traditional justification for the result is that the drawee is in a superior 
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position to detect a forgery because he has the maker's signature and is expected to know 
and compare it; a less fictional rationalization is that it is highly desirable to end the trans- 
action on an instrument when it is paid rather than reopen and upset a series of com- 
mercial transactions at a later date when the forgery is discovered. 

The rule as stated in the section is not limited to drawees, but applies equally to the 

maker of a note or to any other party who pays an instrument. 
2. The section follows the decisions under the original Act applying the rule of Price v. 
eal to the payment of overdrafts, or any other payment made in error as to the state o 
he drawer's account. The same argument for finality applies, with the additional reason 
hat the drawee is responsible for knowing the state of the account before he accepts or 
pays. 
3. The section follows decisions under the original Act, in making payment or acceptance 
nal only in favor of a holder in due course, or a transferee who has the rights of a holder 
in due course under the shelter principle. If no value has been given for the instrument the 
holder loses nothing by the recovery of the payment or the avoidance of the acceptance, and 
is not entitled to profit at the expense of the drawee; and if he has given only an executory 
promise or credit he is not compelled to perform it after the forgery or other reason for 

ecovery is discovered. If he has taken the instrument in bad faith or with notice he has no 
equities as against the drawee. 

4. The section rejects decisions under the original Act permitting recovery on the basis o 
mere negligence of the holder in taking the instrument. If such negligence amounts to a 
ack of good faith as defined in this Act (Section 1-201) or to notice under the rules (Section 
3-304) relating to notice to a purchaser of an instrument, the holder is not a holder in due 
course and is not protected; but otherwise the holder's negligence does not affect the finality 
of the payment or acceptance. 

5. This section is to be read together with the preceding section, which states the warran- 
ies given by the person obtaining acceptance or payment. It is also limited by the bank col- 
ection provision (Section 4-301) permitting a payor bank to recover a payment improperly 
paid if it returns the item or sends notice of dishonor within the limited time provided in| 
hat section. But notice that the latter right is sharply limited in time, and terminates in 
any case when the bank has made final payment, as defined in Section 4-213. 

Cross References: 

Sections 3-302, 3-303 and 3-417. 

Point 2: Section 3-201(1). 

Point 4: Sections 1-201, 3-302 and 3-304. 

Point 5: Sections 3-417, 4-213 and 4-301. 

Definitional Cross References: 

"Acceptance". Section 3-410. 

"Account". Section 4-104. 

“Bank”. Section 1-201. 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

"Presentment". Section 3-504. 


$ 3-419. Conversion of Instrument; Innocent Representative. 
(1) An instrument is converted when 
(a) a drawee to whom it is delivered for acceptance refuses to return it 
on demand; or 
(b) any person to whom it is delivered for payment refuses on demand 
either to pay or to return it; or 
(c) it is paid on a forged indorsement. 

(2) In an action against a drawee under subsection (1) the measure o 
he drawee's liability is the face amount of the instrument. In any other 
action under subsection (1) the measure of liability is presumed to be the 
face amount of the instrument. 


(3) Subject to the provisions of this Act concerning restrictive indorse- 

ents a representative, including a depositary or collecting bank, who has 
in good faith and in accordance with the reasonable commercial standards 
applicable to the business of such representative dealt with an instrument 
or its proceeds on behalf of one who was not the true owner is not liable in 
conversion or otherwise to the true owner beyond the amount of any 
proceeds remaining in his hands. 


(4) An intermediary bank or payor bank which is not a depositary bank 
is not liable in conversion solely by reason of the fact that proceeds of an 
item indorsed restrictively (Sections 3-205 and 3-206) are not paid or ap- 
plied consistently with the restrictive indorsement of an indorser other 

han its immediate transferor. 


Official Comment 
Prior Uniform Statutory Provision: Section 137, Uniform Negotiable Instruments Law. 
Changes: Rule changed; new provisions. 
Purposes of Changes and New Matter: To remove difficulties arising under the original 
section, and to cover additional situations: 

1. The provision of the original Section 137 that refusal to return a bill presented for ac- 
ceptance is deemed to be acceptance has led to difficulties. If the bill is accepted it is not 
dishonored, and the holder is left without recourse against the drawer and indorsers when 
he has most need for immediate recourse. The drawee does not in fact accept and does 
everything he can to display an intention not to accept; and the “acceptance” is useless to 

he holder for any purpose other than an action against the drawee, since he has nothing 
hat he can negotiate. The original rule has therefore been changed (see Section 3-410). 

2. A negotiable instrument is the property of the holder. It is a mercantile specialty 

hich embodies rights against other parties, and a thing of value. This section adopts the 
generally recognized rule that a refusal to return it on demand is a conversion. The provi- 
sion is not limited to drafts presented for acceptance, but extends to any instrument pre- 
sented for payment, including a note presented to the maker. The action is not on the 
instrument, but in tort for its conversion. 

The detention of an instrument voluntarily delivered is not wrongful unless and until 
here is demand for its return. Demand for a return at a particular time may, however, be 
made at the time of delivery; or it may be implied under the circumstances or understood 
as a matter of custom. If the holder is to call for the instrument and fails to do so, he is to 
be regarded as extending the time. “Refuses” is meant to cover any intentional failure to 
eturn the instrument, including its intentional destruction. It does not cover a negligent 
oss or destruction, or any other unintentional failure to return. In such a case the party 
may be liable in tort for any damage sustained as a result of his negligence, but he is not 
iable as a converter under this section. 

3. Subsection (1)(c) is new. It adopts the prevailing view of decisions holding that pay- 
ment on a forged indorsement is not an acceptance, but that even though made in good 
aith it is an exercise of dominion and control over the instrument inconsistent with the 
ights of the owner, and results in liability for conversion. 

4. Subsection (2) is new. It adopts the rule generally applied to the conversion of negotia- 
ble instruments, that the obligation of any party on the instrument is presumed, in the 
sense that the term is defined in this Act (Section 1-201), to be worth its face value. Evi- 
dence is admissible to show that for any reason such as insolvency or the existence of a 
defense the obligation is in fact worth less, or even that it is without value. In the case o 
he drawee, however, the presumption is replaced by a rule of absolute liability. 

5. Subsection (3), which is new, is intended to adopt the rule of decisions which has held 
hat a representative, such as a broker or depositary bank, who deals with a negotiable 
instrument for his principal in good faith is not liable to the true owner for conversion o 
he instrument or otherwise, except that he may be compelled to turn over to the true 
owner the instrument itself or any proceeds of the instrument remaining in his hands. The 
provisions of subsection (3) are, however, subject to the provisions of this Act concerning re- 
strictive indorsements (Sections 3-205, 3-206 and related sections). 
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6. The provisions of this section are not intended to eliminate any liability on warranties 
of presentment and transfer (Section 3-417). Thus a collecting bank might be liable to a 
drawee bank which had been subject to liability under this section, even though the collect- 
ing bank might not be liable directly to the owner of the instrument. 

Cross References: 

Sections 3-409, 3-410, 3-411 and 3-603. 

Point 4: Section 1-201. 

Point 5: Sections 1-201, 3-205 and 3-206. 

Point 6: Section 3-417. 

Definitional Cross References: 

"Acceptance". Section 3-410. 

“Action”. Section 1-201. 

“Bank”. Section 1-201. 

“Collecting bank”. Sections 3-102 and 4-105. 

“Depositary bank”. Sections 3-102 and 4-105. 

“Good faith”. Section 1-201. 

“Instrument”. Section 3-102. 

“Intermediary bank”. Sections 3-102 and 4-105. 

“On demand”. Section 3-108. 

“Person”. Section 1-201. 

“Presumed”. Section 1-201. 

“Representative”. Section 1-201. 


PART 5 
PRESENTMENT, NOTICE OF DISHONOR AND PROTEST 


§ 3-501. When Presentment, Notice of Dishonor, and Protest 
Necessary or Permissible. 
(1) Unless excused (Section 3-511) presentment is necessary to charge 
secondary parties as follows: 

(a) presentment for acceptance is necessary to charge the drawer and 
indorsers of a draft where the draft so provides, or is payable elsewhere 
than at the residence or place of business of the drawee, or its date o 
payment depends upon such presentment. The holder may at his option 
present for acceptance any other draft payable at a stated date; 

(b) presentment for payment is necessary to charge any indorser; 

(c) in the case of any drawer, the acceptor of a draft payable at a bank 
or the maker of a note payable at a bank, presentment for payment is 
necessary, but failure to make presentment discharges such drawer, ac- 
ceptor or maker only as stated in Section 3-502(1)(b). 

(2) Unless excused (Section 3-511) 

(a) notice of any dishonor is necessary to charge any indorser; 

(b) in the case of any drawer, the acceptor of a draft payable at a bank 
or the maker of a note payable at a bank, notice of any dishonor is nec- 
essary, but failure to give such notice discharges such drawer, acceptor 
or maker only as stated in Section 3-502(1)(b). 

(3) Unless excused (Section 3-511) protest of any dishonor is necessary 
o charge the drawer and indorsers of any draft which on its face appears 
o be drawn or payable outside of the states, territories, dependencies and 
possessions of the United States, the District of Columbia and the Com- 
onwealth of Puerto Rico. The holder may at his option make protest o 
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any dishonor of any other instrument and in the case of a foreign draft 
ay on insolvency of the acceptor before maturity make protest for better 
security. 


(4) Notwithstanding any provision of this section, neither presentment 
nor notice of dishonor nor protest is necessary to charge an indorser who 
has indorsed an instrument after maturity. 


As amended in 1966. 


Official Comment 
Prior Uniform Statutory Provision: Sections 70, 89, 118, 129, 143, 144, 150, 151, 152, 
157, 158 and 186, Uniform Negotiable Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: 

1. Part 5 simplifies the requirements of the original Act as to presentment for acceptance 
or payment, notice of dishonor and protest. This section assembles in one place all provi- 
sions as to when any such proceeding is necessary. It eliminates some of the requirements 
and simplifies others. The effect of unexcused delay in any such proceeding as a discharge 
is covered by the next section, and the sections following prescribe the details of the 
proceedings. 

2. The words *Necessary to charge" are retained from the original Act. They mean that 
he necessary proceeding is a condition precedent to any right of action against the drawer 
or indorser. He is not liable and cannot be sued without the proceedings however long 
delayed. Under some circumstances delay is excused. If it is not excused it may operate as 
a discharge under the next section. Under some circumstances the proceeding may be 
entirely excused and the drawer or indorser is then liable as if the proceeding had been 
duly taken. Section 3-511 states the circumstances under which delay may be excused or 
he proceeding entirely excused. 

3. Subsection (1)(a) retains the substance of the original Sections 143, 144 and 150. The 
ast sentence of the subsection states the rule of the decisions both at common law and 

nder the original Act, that the holder may at his option present any time draft for accep- 
ance, and is not required to wait until the due date to know whether the drawee will ac- 
cept it; but that if he does make presentment and acceptance is refused he must give notice 
of dishonor. There is no similar right to present for acceptance a draft payable on demand, 
since a demand draft entitles the holder to immediate payment but not to acceptance. 

4. Subsections (1)(b) and (1)(c) on presentment for payment follow Section 70 of the orig- 
inal Act with one important change. Under the original Act and under this section ( (1)(b) ) 
presentment for payment is necessary (unless excused) to charge any drawer. Under the 
original Act drawers of drafts other than checks were wholly discharged by a failure to 
make due presentment but drawers of checks (Section 70 in conjunction with Section 186) 

ere discharged only “to the extent of the loss caused by the delay"—that is to say, when 
insolvency of the drawee bank occurred after the time when presentment was due. The 
check rule of the original Act (somewhat modified—see Section 3-502(1)(b) and Comment 
hereto) is by subsection (1)(c) extended to all drawers, and also to the acceptors and mak- 
ers of domiciled—“payable at a bank"—drafts and notes. Thus drawers of drafts other than 
checks are not, as they were under Section 70, wholly discharged by failure to make due 
presentment but, like drawers of checks, are discharged only as they may have suffered 
oss as provided in Section 3-502(1)(b). As to domiciled paper original Section 70 provided 
hat ability and willingness to pay at the place named at maturity were “equivalent to a 
ender of payment"—that is to say would stop the running of interest, but had no other 
effect. Accordingly cases have held that makers and acceptors of domiciled paper were not 
discharged to any extent by the holder's failure to make presentment even when the obligor 


subsequently failed. Subsection (1)(c) applies the check rule to such makers and acceptors; 
he “tender” language of Section 70 is eliminated; and the result in the cases referred to in 
he preceding sentence is reversed. Under this section as under the original act present- 
ment for payment is not necessary to charge primary parties (makers and acceptors o 
ndomiciled paper). 
5. Under subsection (2) the rules as to necessity of notice of dishonor run parallel with 
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he rules as to necessity of presentment stated in subsection (1). 

6. Under the original Sections 129 and 152 protest is required in the case of every 
"foreign draft", defined as a draft which on its face is not both drawn and payable “within 
his state." The result has been that upon dishonor in New York a check which appears on 
its face to be drawn in Jersey City must be protested in order to sue the drawer or any 
indorser. This has led to great inconvenience and expense of protest fees. The only function 
of protest is that of proof of dishonor, and it adds nothing to notice of dishonor as such. 

Subsection (3) eliminates the requirement of protest except upon dishonor of a draft 

hich on its face appears to be either drawn or payable outside of the states, territories, 
dependencies and possessions of the United States, the District of Columbia and the Com- 
monwealth of Puerto Rico. The requirement is left as to such international drafts because it 
is generally required by foreign law, which this Article cannot affect. The formalities o 
protest are covered by Section 3-509 on protest, and substitutes for protest as proof of dis- 
honor are provided for in Section 3-510 on evidence of dishonor and of notice. [This 
paragraph was amended in 1966]. 

This provision retains from the original Section 118 the rule permitting the holder at his 
option to make protest of any dishonor of any other instrument. Even where not required 
protest may have definite convenience where process does not run to another state and the 

aking of depositions is a slow and expensive matter. Even where the instrument is drawn 
and payable entirely within a state there may be convenience in saving the trip of a wit- 

ess from Buffalo to New York to testify to dishonor, where the substitute evidence of dis- 
honor and notice of dishonor cannot be relied on. Either required or optional protest is 
presumptive evidence of dishonor. (Section 3-510.) 

7. The permissible “protest for better security" of original Section 158 is retained in the 
case of a foreign draft, as the practice is common in certain foreign countries. 

8. Under the final sentence of Section 7 of the original Act an instrument indorsed when 
overdue became payable on demand as to the indorser. That language has been deleted 
rom this Article—see Section 3-108 and Comment. It meant, among other things and in 

iew of the provisions of the original Act as to demand paper, that such an indorser was 
discharged unless the instrument was presented for payment within a reasonable time af- 
er his indorsement. Presentment of overdue paper for the purpose of charging an indorser 
is unusual and not an expected commercial practice; the rule has been little more than a 
rap for those not familiar with the Act. Subsection (4), reversing the original Act, provides 
hat as to indorsers after maturity neither presentment nor notice of dishonor nor protest 
is necessary; like primary parties therefore they will remain liable on the instrument for 
he period of the applicable statute of limitations. 
Cross References: 

Point 1: Sections 3-502 through 3-508. 

Point 2: Sections 3-413, 3-414 and 3-511. 

Point 3: Sections 3-413, 3-414 and 3-511. 

Point 4: Section 3-502. 

Point 6: Sections 3-413, 3-414, 3-509, 3-510 and 3-511. 

Point 8: Section 3-108. 

Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

"Certificate of deposit". Section 3-104. 

*Dishonor". Section 3-507. 

“Draft”. Section 3-104. 

“Holder”. Section 1-201. 

"Instrument". Section 3-102. 

“Note”. Section 3-104. 

"Notice of dishonor". Section 3-508. 

“Party”. Section 1-201. 

“Presentment”. Section 3-504. 

"Protest". Section 3-509. 

"Secondary party". Section 3-102. 

"Signature". Section 3-401. 
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$ 3-502. Unexcused Delay; Discharge. 


(1) Where without excuse any necessary presentment or notice of dis- 
honor is delayed beyond the time when it is due 


(a) any indorser is discharged; and 


(b) any drawer or the acceptor of a draft payable at a bank or the 
maker of a note payable at a bank who because the drawee or payor 
bank becomes insolvent during the delay is deprived of funds maintained 
with the drawee or payor bank to cover the instrument may discharge 
his liability by written assignment to the holder of his rights against the 
drawee or payor bank in respect of such funds, but such drawer, accep- 
tor or maker is not otherwise discharged. 


(2) Where without excuse a necessary protest is delayed beyond the time 
hen it is due any drawer or indorser is discharged. 


Official Comment 
Prior Uniform Statutory Provision: Sections 7, 70, 89, 144, 150, 152 and 186, Uniform 
Negotiable Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: 

This section is the complement of the preceding section. It covers in one section widely 
scattered provisions of the original Act: 

1. The circumstances under which presentment or notice of dishonor or protest or delay 

herein are excused are stated in Section 3-511. When not excused delay operates as a dis- 
charge as provided in this section. 

2. Subsection (1)(b) applies to any drawer, as well as to the makers and acceptors o 
drafts and notes payable at a bank, the rule of the original Section 186 providing for dis- 
charge only where the drawer of a check has sustained loss through the delay. This section 
expressly limits the rule to loss sustained through insolvency of the drawee or payor which 

as the only type of loss to which the Section 186 rule has ever been applied in the cases 
arising under it. 

The purpose of the rule is to avoid hardship upon the holder through complete discharge, 
and unjust enrichment of the drawer or other party who normally has received goods or 
other consideration for the issue of the instrument. He is “deprived of funds" in any case 

here bank failure or other insolvency of the drawee or payor has prevented him from 

eceiving the benefit of funds which would have paid the instrument if it had been duly 
presented. 

The original language discharging the drawer “to the extent of the loss caused by the 
delay" has not worked out satisfactorily in the decided cases, since the amount of the loss 
caused by the failure of a bank is almost never ascertainable at the time of suit and may 
not be ascertained until some years later. The decisions have turned upon burden of proof, 
and the drawer has seldom succeeded in proving his discharge. Subsection (1)(b) therefore 
substitutes a right to discharge liability by written assignment to the holder of rights 
against the drawee or payor as to the funds which cover the particular instrument. The as- 
signment is intended to give the holder an effective right to claim against the drawee or 
payor. 

3. Subsection (2) retains the rule of the original Section 152, that any unexcused delay o 
a required protest is a complete discharge of all drawers and indorsers. 

Cross References: 

Point 1: Section 3-511(1). 

Point 2: Section 3-501. 

Point 3: Section 3-509. 

Definitional Cross References: 

“Bank”. Section 1-201. 

"Draft". Section 3-104. 

“Holder”. Section 1-201. 
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“Insolvent”. Section 1-201. 
“Instrument”. Section 3-102. 
“Note”. Section 3-104. 

“Notice of dishonor”. Section 3-508. 
“Payor bank”. Section 4-105. 
“Presentment”. Section 3-504. 
“Protest”. Section 3-509. 

“Rights”. Section 1-201. 
“Signature”. Section 3-401. 
“Written”. Section 1-201. 


§ 3-503. Time of Presentment. 
(1) Unless a different time is expressed in the instrument the time for 
any presentment is determined as follows: 

(a) where an instrument is payable at or a fixed period after a stated 
date any presentment for acceptance must be made on or before the date 
it is payable; 

(b) where an instrument is payable after sight it must either be pre- 
sented for acceptance or negotiated within a reasonable time after date 
or issue whichever is later; 

(c) where an instrument shows the date on which it is payable pre- 
sentment for payment is due on that date; 

(d) where an instrument is accelerated presentment for payment is 
due within a reasonable time after the acceleration; 

(e) with respect to the liability of any secondary party presentment for 
acceptance or payment of any other instrument is due within a reason- 


able time after such party becomes liable thereon. 


(2) A reasonable time for presentment is determined by the nature of the 
instrument, any usage of banking or trade and the facts of the particular 
case. In the case of an uncertified check which is drawn and payable within 

he United States and which is not a draft drawn by a bank the following 
are presumed to be reasonable periods within which to present for pay- 
ent or to initiate bank collection: 


(a) with respect to the liability of the drawer, thirty days after date or 
issue whichever is later; and 


(b) with respect to the liability of an indorser, seven days after his 
indorsement. 


(3) Where any presentment is due on a day which is not a full business 
day for either the person making presentment or the party to pay or ac- 
cept, presentment is due on the next following day which is a full business 
day for both parties. 


(4) Presentment to be sufficient must be made at a reasonable hour, and 
if at a bank during its banking day. 


Official Comment 
Prior Uniform Statutory Provision: Sections 71, 72, 75, 85, 86, 144, 145, 146, 186 and 
193, Uniform Negotiable Instruments Law. 
Changes: Combined and simplified; new provisions. 
Purposes of Changes and New Matter: 
1. This section states in one place all of the rules applicable to the time of presentment. 
Excused delay is covered by Section 3-511 on waiver and excuse, and the effect of unexcused 
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delay by Section 3-502 on discharge. 

The original Section 86, as to the determination of the time of payment by calculation 
rom the day the time is to run, is omitted as superfluous. It states a rule universally ap- 
plied to all time calculations in the law of contracts, and has no special application to nego- 
iable instruments. No change in the law is intended. 

2. Subsection (1) contains new provisions stating the commercial understanding as to the 
presentment of instruments payable after sight, and of accelerated paper. 

3. Subsection (2) retains the substance of the original Section 193 as to the determination 
of a reasonable time. It provides specific time limits which are presumed, as that term is 
defined in this Act (Section 1-201), to be reasonable for uncertified checks drawn and pay- 
able within the continental limits of the United States. The court-made time limit of one 
day after the receipt of the instrument found in decisions under the original Act has proved 

o be too short a time for some holders, such as the department store or other large busi- 
ess clearing many checks through its books shortly after the first of the month, as well as 
he farmer or other individual at a distance from a bank. 

The time limit provided differs as to drawer and indorser. The drawer, who has himsel 
issued the check and normally expects to have it paid and charged to his account is reason- 
ably required to stand behind it for a longer period, especially in view of the protection now 
provided by Federal Deposit Insurance. The thirty days specified coincides with the time af- 
er which a purchaser has notice that a check has become stale (Section 3-304(3)(c)). The 
indorser, who has normally merely received the check and passed it on, and does not expect 
o have to pay it, is entitled to know more promptly whether it is to be dishonored, in order 
hat he may have recourse against the person with whom he has dealt. 

4. Subsection (3) replaces the original Sections 85 and 146. It is intended to make allow- 
ance for the increasing practice of closing banks or businesses on Saturday or other days o 
he week. It is not intended to mean that any drawee or obligor can avoid dishonor o 
instruments by extended closing. 

5. Subsection (4) eliminates the provision of the original Section 75 permitting present- 
ment “at any hour before the bank is closed" if the drawer has no funds in the bank. The 
change is made to avoid inconvenience to the bank. 

"Banking day" is defined in Section 4-104. 

Cross References: 

Point 1: Sections 3-501, 3-502, 3-505, 3-506 and 3-511. 

Point 3: Sections 1-201 and 3-304(3)(c). 

Point 5: Section 4-104. 

Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

“Banking day". Section 4-104. 

“Check”. Section 3-104. 

“Draft”. Section 3-104. 

"Instrument". Section 3-102. 

"Issue". Section 3-102. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Presentment”. Section 3-504. 

“Presumed”. Section 1-201. 

“Reasonable time". Section 1-204. 

"Secondary party". Section 3-102. 

“Usage of trade". Section 1-205. 


3-504. How Presentment Made. 

(1) Presentment is a demand for acceptance or payment made upon the 
aker, acceptor, drawee or other payor by or on behalf of the holder. 

(2) Presentment may be made 


(a) by mail, in which event the time of presentment is determined by 
the time of receipt of the mail; or 
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(b) through a clearing house; or 

(c) at the place of acceptance or payment specified in the instrument 
or if there be none at the place of business or residence of the party to 
accept or pay. If neither the party to accept or pay nor anyone autho- 
rized to act for him is present or accessible at such place presentment is 
excused. 


(3) It may be made 
(a) to any one of two or more makers, acceptors, drawees or other 
payors; or 
(b) to any person who has authority to make or refuse the acceptance 
or payment. 
(4) A draft accepted or a note made payable at a bank in the United 
States must be presented at such bank. 


(5) In the cases described in Section 4-210 presentment may be made in 
he manner and with the result stated in that section. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: Sections 72, 73, 77, 78 and 145, Uniform Negotia- 
ble Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: 

1. This section is intended to simplify the rules as to how presentment is made and to 
make it clear that any demand upon the party to pay is a presentment no matter where or 
how. Former technical requirements of exhibition of the instrument and the like are not 

equired unless insisted upon by the party to pay (Section 3-505). 
2. Paragraph (a) of subsection (2) authorizes presentment by mail directly to the obligor. 
he presentment is sufficient and the instrument is dishonored by non-acceptance or 
nonpayment even though the party making presentment may be liable for improper collec- 
ion methods. “Through a clearing-house” means that presentment is not made when the 
demand reaches the clearing-house, but when it reaches the obligor. Section 4-210 should 
also be consulted for the methods of presenting which may properly be employed by a col- 
ecting bank. Subsection (5) of this section makes it clear that presentment made under 
Section 4-210 is proper presentment. 
3. Paragraph (a) of subsection (3) eliminates the requirement of the original Sections 78 
and 145(1) that presentment be made to each of two or more makers, acceptors or drawees 

nless they are partners or one has authority to act for the others. The holder is entitled to 
expect that any one of the named parties will pay or accept, and should not be required to 
go to the trouble and expense of making separate presentment to a number of them. 

4. Section 3-412 provides that an acceptance made payable at a bank in the United 
States does not vary the draft. Subsection (4) of this section makes it clear that a draft so 
accepted must be presented at the bank so designated. The same rule is applied to notes 
made payable at a bank. The rule of the subsection is in conformity with the provisions o 
Section 3-501 on presentment and Section 3-502 on the effect of failure to make present- 
ment with reference to domiciled paper [This paragraph was amended in 1962]. 

Cross References: 

Point 1: Sections 3-501, 3-502, 3-505 and 3-511. 

Point 2: Section 4-210. 

Point 5: Sections 3-412, 3-501 and 3-502. 

Definitional Cross References: 

“Acceptance”. Section 3-410. 

“Bank”. Section 1-201. 

“Clearing house”. Section 4-104. 

“Draft”. Section 3-104. 
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*Holder". Section 1-201. 
“Instrument”. Section 3-102. 
“Note”. Section 3-104. 
“Party”. Section 1-201. 
“Person”. Section 1-201. 


§ 3-505. Rights of Party to Whom Presentment Is Made. 
(1) The party to whom presentment is made may without dishonor 


(a) exhibition of the instrument; and 


(b) reasonable identification of the person making presentment and 
evidence of his authority to make it if made for another; and 


(c) that the instrument be produced for acceptance or payment at a 
place specified in it, or if there be none at any place reasonable in the 
circumstances; and 


(d) a signed receipt on the instrument for any partial or full payment 
and its surrender upon full payment. 
(2) Failure to comply with any such requirement invalidates the present- 
ent but the person presenting has a reasonable time in which to comply 
and the time for acceptance or payment runs from the time of compliance. 


Official Comment 
Prior Uniform Statutory Provision: Section 74, Uniform Negotiable Instruments Law. 
Changes: Expanded and modified. 
Purposes of Changes: To supplement the provisions as to how presentment is made, by 
permitting the party to whom it is made to insist on additional requirements: 

1. In the first instance a mere demand for acceptance or payment is sufficient present- 
ment, and if the payment is unqualifiedly refused nothing more is required. The party to 

hom presentment is made may, however, require exhibition of the instrument, its produc- 

ion at the proper place, identification of the party making presentment, and a signed 
eceipt on the instrument, or its surrender on full payment. Failure to comply with any 
such requirement invalidates the presentment and means that the instrument is not 
dishonored. The time for presentment is, however, extended to give the person presenting a 
easonable opportunity to comply with the requirements. 

2. “Reasonable identification” means identification reasonable under all the circumstances. 
If the party on whom demand is made knows the person making presentment, no require- 
ment of identification is reasonable, while if the circumstances are suspicious a great deal 
may be required. The requirement applies whether the instrument presented is payable to 
order or to bearer. 

Cross References: 

Point 1: Sections 3-504 and 3-506. 
Definitional Cross References: 

“Acceptance”. Section 3-410. 

“Dishonor”. Section 3-507. 

“Instrument”. Section 3-102. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Presentment”. Section 3-504. 

“Reasonable time”. Section 1-204. 

“Signed”. Section 1-201. 


§ 3-506. Time Allowed for Acceptance or Payment. 


(1) Acceptance may be deferred without dishonor until the close of the 
mext business day following presentment. The holder may also in a good 
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faith effort to obtain acceptance and without either dishonor of the instru- 

ent or discharge of secondary parties allow postponement of acceptance 
for an additional business day. 

(2) Except as a longer time is allowed in the case of documentary drafts 
drawn under a letter of credit, and unless an earlier time is agreed to by 
he party to pay, payment of an instrument may be deferred without dis- 
honor pending reasonable examination to determine whether it is properly 
payable, but payment must be made in any event before the close of busi- 
ness on the day of presentment. 


Official Comment 
Prior Uniform Statutory Provision: Section 136, Uniform Negotiable Instruments Law. 
Changes: Expanded. 
Purposes of Changes: The original section covered only the time allowed to the drawee 
on presentment for acceptance. This section also covers the time allowed on presentment 
or payment. 

Section 5-112 (Time Allowed for Honor) states the time, longer than here provided, dur- 
ing which a bank to which drafts are presented under a letter of credit may defer payment 
or acceptance without dishonor of the drafts. As to drafts drawn under a letter of credit 
Section 5-112 of course controls. 

Section 4-301 on deferred posting should be consulted for the right of a payor bank to re- 
cover tentative settlements made by it on the day an item is received. That right does not 
survive final payment (Section 4-213). 

Cross References: 

Sections 4-301 and 5-112. 
Definitional Cross References: 

"Acceptance". Section 3-410. 

“Dishonor”. Section 3-507. 

“Documentary draft”. Sections 3-102 and 4-104. 

“Instrument”. Section 3-102. 

“Letter of credit”. Section 5-103. 

“Party”. Section 1-201. 

“Presentment”. Section 3-504. 


3-507. Dishonor; Holder’s Right of Recourse; Term Allowing Re- 

presentment. 

(1) An instrument is dishonored when 

(a) a necessary or optional presentment is duly made and due accep- 
tance or payment is refused or cannot be obtained within the prescribed 
time or in case of bank collections the instrument is seasonably returned 
by the midnight deadline (Section 4-301); or 

(b) presentment is excused and the instrument is not duly accepted or 
paid. 

(2) Subject to any necessary notice of dishonor and protest, the holder 
has upon dishonor an immediate right of recourse against the drawers and 
indorsers. 

(3) Return of an instrument for lack of proper indorsement is not 
dishonor. 

(4) A term in a draft or an indorsement thereof allowing a stated time 
for re-presentment in the event of any dishonor of the draft by nonaccep- 

ance if a time draft or by nonpayment if a sight draft gives the holder as 
against any secondary party bound by the term an option to waive the dis- 
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Official Comment 
Prior Uniform Statutory Provision: Sections 83 and 149, Uniform Negotiable Instru- 


Purposes of Changes: 

1. The language of the section is changed in accordance with the provisions of the preced- 
ing section as to the time allowed for acceptance or payment. 

2. Subsection (3) is new. It states general banking and commercial understanding. The 
ime within which a payor bank must return items, and the methods of returning, are 
stated in Section 4-301. Under Section 3-411(3) a bank may certify an item so returned. 
Cross References: 

Point 1: Sections 3-503, 3-504, 3-505, 3-508 and 4-301. 

Point 2: Sections 3-411(3), 4-301. 
Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

“Draft”. Section 3-104. 

“Holder”. Section 1-201. 

“Instrument”. Section 3-102. 

“Midnight deadline". Section 4-104. 

“Notice of dishonor”. Section 3-508. 

“Presentment”. Section 3-504. 

“Protest”. Section 3-509. 

“Right”. Section 1-201. 

“Seasonably”. Section 1-204. 

“Secondary party”. Section 3-102. 

“Term”. Section 1-201. 


§ 3-508. Notice of Dishonor. 

(1) Notice of dishonor may be given to any person who may be liable on 
he instrument by or on behalf of the holder or any party who has himsel 
received notice, or any other party who can be compelled to pay the 
instrument. In addition an agent or bank in whose hands the instrument 
is dishonored may give notice to his principal or customer or to another 
agent or bank from which the instrument was received. 

(2) Any necessary notice must be given by a bank before its midnight 
deadline and by any other person before midnight of the third business 
day after dishonor or receipt of notice of dishonor. 

(3) Notice may be given in any reasonable manner. It may be oral or 

ritten and in any terms which identify the instrument and state that it 
has been dishonored. A misdescription which does not mislead the party 
notified does not vitiate the notice. Sending the instrument bearing a 
stamp, ticket or writing stating that acceptance or payment has been 
refused or sending a notice of debit with respect to the instrument is 
sufficient. 

(4) Written notice is given when sent although it is not received. 


(5) Notice to one partner is notice to each although the firm has been 
dissolved. 

(6) When any party is in insolvency proceedings instituted after the is- 
sue of the instrument notice may be given either to the party or to the rep- 
resentative of his estate. 
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(7) When any party is dead or incompetent notice may be sent to his last 
known address or given to his personal representative. 


(8) Notice operates for the benefit of all parties who have rights on the 
instrument against the party notified. 


Official Comment 

Prior Uniform Statutory Provision: Sections 90 through 108, Uniform Negotiable 
Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: To simplify notice of dishonor and eliminate many of the detailed 
equirements of the original Act: 

1. Notice is normally given by the holder or by an indorser who has himself received, 
notice. Subsection (1) is intended to encourage and facilitate notice of dishonor by permit- 
ing any party who may be compelled to pay the instrument to notify any party who may 
be liable on it. Thus an indorser may notify another indorser who is not liable to the one 

ho gives notice, even when the latter has not received notice from any other party to the 
instrument. 

2. Except as to collecting banks, as to whom Section 4-212 controls, the time within 
hich necessary notice must be given is extended to three days after dishonor or receipt o 
notice from another party. In the case of individuals the one-day time limit of the original 

ct has proved too short in many cases. It is extended to give the party a margin of time 

ithin which to ascertain what is required of him and get out an ordinary business letter. 
his time leeway eliminates the elaborate provisions as to the time of mailing in the origi- 
nal Sections 103 and 104. 

3. Subsection (3) retains the substance of the original Sections 95 and 96. The provision 
approves the bank practice of returning the instrument bearing a stamp, ticket or other 

riting, or a notice of debit of the account, as sufficient notice. Subsection (4) retains the 
substance of the original Section 105. 

4. Subsection (7) permits notice to be sent to the last known address of a party who is 
dead or incompetent rather than to his personal representative. The provision is intended 
o save time, as the name of the personal representative often cannot easily be ascertained, 
and mail addressed to the original party will reach the representative. 
Cross References: 

Sections 3-501, 3-507 and 3-511. 

Point 2: Section 4-212. 
Definitional Cross References: 

"Acceptance". Section 3-410. 

“Bank”. Section 1-201. 

“Customer”. Section 4-104. 

“Dishonor”. Section 3-507. 

“Holder”. Section 1-201. 

“Insolvency proceedings”. Section 1-201. 

“Instrument”. Section 3-102. 

“Issue”. Section 3-102. 

“Midnight deadline”. Section 4-104. 

“Notifies”. Section 1-201. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Representative”. Section 1-201. 

“Rights”. Section 1-201. 

“Send”. Section 1-201. 

“Written” and “writing”. Section 1-201. 


§ 3-509. Protest; Noting for Protest. 


(1) A protest is a certificate of dishonor made under the hand and seal o 
a United States consul or vice consul or a notary public or other person au- 
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horized to certify dishonor by the law of the place where dishonor occurs. 
It may be made upon information satisfactory to such person. 

(2) The protest must identify the instrument and certify either that due 
presentment has been made or the reason why it is excused and that the 
instrument has been dishonored by non-acceptance or nonpayment. 

(3) The protest may also certify that notice of dishonor has been given to 
all parties or to specified parties. 

(4) Subject to subsection (5) any necessary protest is due by the time 

hat notice of dishonor is due. 


(5) If, before protest is due, an instrument has been noted for protest by 
he officer to make protest, the protest may be made at any time thereafter 
as of the date of the noting. 


Official Comment 
Prior Uniform Statutory Provision: Sections 153, 154, 155, 156, 158 and 160, Uniform 
Negotiable Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: 

1. Protest is not necessary except on drafts drawn or payable outside of the United 
States. Section 3-501(3) which also permits the holder at his option to make protest on dis- 
honor of any other instrument. This section is intended to simplify either necessary or 
optional protest when it is made. 

2. *Protest" has been used to mean the act of making protest, and sometimes loosely to 

efer to the entire process of presentment, notice of dishonor and protest. In this Article it 
is given its original, technical meaning, that of the official certificate of dishonor. 

3. Subsection (1) adds to the notary public the United States consul or vice consul, and 
any other person authorized to certify dishonor by the law of the place where dishonor 
occurs. It eliminates the requirement of the original Section 156 that protest must be made 
at the place of dishonor. It eliminates also the provision of the original Section 154 permit- 

ing protest by “any respectable resident of the place where the bill is dishonored, in the 
presence of two or more credible witnesses." This has at least left uncertainty as to the 
identity and credibility of the persons certifying, and has almost never been used. Any nec- 
essary delay in finding the proper officer to make protest is excused under Section 3-511. 

4. “Information satisfactory to such person” does away with the requirement occasionally 
stated, that the person making protest must certify as of his own knowledge. The require- 
ment has been more honored in the breach than in the observance, and in practice protest 
has been made upon hearsay which the officer regards as reliable, upon the admission o 

he person who has dishonored, or at most upon re-presentment, which is only indirect 
proof of the original dishonor. There is seldom any possible motive for false protest, and the 
basis on which it is made is never questioned. Subsection (1) leaves to the certifying officer 
he responsibility for determining whether he has satisfactory information. The provision is 
not intended to affect any personal liability of the officer for making a false certificate. 

5. The protest need not be in any particular form, so long as it certifies the matters 
stated in Subsection (2). It need not be annexed to the instrument, and may be forwarded 
separately; but annexation may identify the instrument. If the instrument is lost, destroyed, 
or wrongfully withheld, protest is still sufficient if it identifies the instrument; but the 
owner must prove his rights as in any action under this Article on a lost, destroyed or 
stolen instrument (Section 3-804). 

6. Subsection (3) recognizes the practice of including in the protest a certification that no- 

ice of dishonor has been given to all parties or to specified parties. The next section makes 
such a certification presumptive evidence that the notice has been given. 

7. Protest is normally forwarded with notice of dishonor. Subsection (4) extends the time 
or making a necessary protest to coincide with the time for giving notice of dishonor. Any 
delay due to circumstances beyond the holder's control is excused under Section 3-511 on 

aiver or excuse. Any protest which is not necessary but merely optional with the holder 
may be made at any time before it is used as evidence. 
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8. Subsection (5) retains from the original Section 155 the provision permitting the officer 
o note the protest and extend it formally later. 
Cross References: 

Point 1: Sections 3-501(3) and 3-511. 

Point 3: Section 3-511(1). 

Point 5: Section 3-804. 

Point 6: Section 3-510(a). 

Point 7: Sections 3-508(2) and 3-511(1). 
Definitional Cross References: 

*Dishonor". Section 3-507. 

“Instrument”. Section 3-102. 

“Notice of dishonor”. Section 3-508. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Presentment”. Section 3-504. 


§ 3-510. Evidence of Dishonor and Notice of Dishonor. 
The following are admissible as evidence and create a presumption o 
dishonor and of any notice of dishonor therein shown: 

(a) a document regular in form as provided in the preceding section 
which purports to be a protest; 

(b) the purported stamp or writing of the drawee, payor bank or pre- 
senting bank on the instrument or accompanying it stating that accep- 
tance or payment has been refused for reasons consistent with dishonor; 

(c) any book or record of the drawee, payor bank, or any collecting 
bank kept in the usual course of business which shows dishonor, even 


though there is no evidence of who made the entry. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: This section is new. It states the effect of protest as evidence, and provides two 
substitutes for protest as proof of dishonor: 

1. Paragraph (a) states the generally accepted rule that a protest is not only admissible 
as evidence, but creates a presumption, as that term is defined in this Act (Section 1-201), 
of the dishonor which it certifies. The rule is extended to include the giving of any notice o 
dishonor certified by the protest. The provision also relieves the holder of the necessity o 
proving that a document regular in form which purports to be a protest is authentic, or 

hat the person making it was qualified. Nothing in the provision is intended to prevent the 

obligor from overthrowing the presumption by evidence that there was in fact no dishonor, 
hat notice was not given, or that the protest is not authentic or not made by a proper 
officer. 

2. Paragraph (b) recognizes as the full equivalent of protest the stamp, ticket or other 
riting of the drawee, payor or presenting bank. The drawee's statement that payment is 
efused on account of insufficient funds always has been commercially acceptable as full 

proof of dishonor. It should be satisfactory evidence in any court. It is therefore made 
admissible, and creates a presumption of dishonor. The provision applies only where the 
stamp or writing states reasons for refusal which are consistent with dishonor. Thus the 
ollowing reasons for refusal are not evidence of dishonor, but of justifiable refusal to pay or 
accept: 

Indorsement missing 

Signature missing 

Signature illegible 

Forgery 

Payee altered 

Date altered 


Post dated 
Not on us 
On the other hand the following reasons are satisfactory evidence of dishonor, consistent 
ith due presentment, and are within this provision: 
Not sufficient funds 
Account garnisheed 
No account 
Payment stopped 
3. Paragraph (c) recognizes as the full equivalent of protest any books or records of the 
drawee, payor bank or any collecting bank kept in its usual course of business, even though 
here is no evidence of who made the entries. The provision, as well as that of paragraph 
(b), rests upon the inherent improbability that bank records, or those of the drawee, will 
show any dishonor which has not in fact occurred, or that the holder will attempt to 
proceed on the basis of dishonor if he could in fact have obtained payment. 
Cross References: 
Sections 3-501 and 3-508. 
Point 1: Section 1-201. 
Definitional Cross References: 
“Acceptance”. Section 3-410. 
“Collecting bank”. Section 4-105. 
“Dishonor”. Section 3-507. 
“Instrument”. Section 3-102. 
“Notice of dishonor”. Section 3-508. 
“Payor bank”. Section 4-105. 
“Presumption”. Section 1-201. 
“Protest.” Section 3-509. 
“Writing”. Section 1-201. 


§ 3-511. Waived or Excused Presentment, Protest or Notice of 
Dishonor or Delay Therein. 
(1) Delay in presentment, protest or notice of dishonor is excused when 
he party is without notice that it is due or when the delay is caused by 
circumstances beyond his control and he exercises reasonable diligence af- 
er the cause of the delay ceases to operate. 


either before or after it is due; or 

(b) such party has himself dishonored the instrument or has counter- 
manded payment or otherwise has no reason to expect or right to require 
that the instrument be accepted or paid; or 

(c) by reasonable diligence the presentment or protest cannot be made 
or the notice given. 
(3) Presentment is also entirely excused when 

(a) the maker, acceptor or drawee of any instrument except a 
documentary draft is dead or in insolvency proceedings instituted after 
the issue of the instrument; or 

(b) acceptance or payment is refused but not for want of proper 
presentment. 
(4) Where a draft has been dishonored by nonacceptance a later present- 
ent for payment and any notice of dishonor and protest for nonpayment 

are excused unless in the meantime the instrument has been accepted. 
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(5) A waiver of protest is also a waiver of presentment and of notice o 
dishonor even though protest is not required. 

(6) Where a waiver of presentment or notice or protest is embodied in 
he instrument itself it is binding upon all parties; but where it is written 
above the signature of an indorser it binds him only. 


Official Comment 
Prior Uniform Statutory Provision: Sections 79, 80, 81, 82, 109, 111, 112, 113, 114, 
115, 116, 130, 147, 148, 150, 151, 159, Uniform Negotiable Instruments Law. 
Changes: Combined and simplified. 
Purposes of Changes: This section combines widely scattered sections of the original act, 
and is intended to simplify the rules as to when presentment, notice or protest is excused: 
1. The single term “excused” is substituted for “excused,” “dispensed with,” “not neces- 
" *not required," as used variously in the original act. No change in meaning is 


2. Subsection (1) combines provisions found in the original Sections 81, 113, 147 and 159. 
Delay in making presentment either for payment or for acceptance, in giving notice of dis- 
honor or in making protest is excused when the party has acted with reasonable diligence 
and the delay is not his fault. This is true where an instrument has been accelerated 

ithout his knowledge, or demand has been made by a prior holder immediately before his 
purchase. It is true under any other circumstances where the delay is beyond his control. 

he words “not imputable to his default, misconduct or negligence" found in the original 
Sections 81, 113 and 159 are omitted as superfluous, but no change in substance is intended. 

3. Any waived presentment, notice or protest is excused, as under the original Sections 
82, 109, 110 and 111. The waiver may be express or implied, oral or written, and before or 
after the proceeding waived is due. It may be, and often is, a term of the instrument when 
it is issued. Subsection (5) retains as standard commercial usage the meaning attached by 

he original Section 111 to “protest waived." 

4. Paragraph (b) of subsection (2) combines the substance of provisions found in the orig- 
inal Sections 79, 80, 114, 115 and 130. A party who has no right to require or reason to 
expect that the instrument will be honored is not entitled to presentment, notice or protest. 

his is of course true where he has himself dishonored the instrument or has countermanded 
payment. It is equally true, for example, where he is an accommodated party and has 
himself broken the accommodation agreement. 

5. Paragraph (c) of subsection (2) combines provisions found in the original Sections 
82(1), 112 and 159. The excuse is established only by proof that reasonable diligence has 
been exercised without success, or that reasonable diligence would in any case have been 
unsuccessful. 

6. Paragraph (a) of subsection (3) is new. It excuses presentment in situations where im- 
mediate payment or acceptance is impossible or so unlikely that the holder cannot reason- 
ably be expected to make presentment. He is permitted instead to have his immediate re- 
course upon the drawer or indorser, and let the latter file any necessary claim in probate or 
insolvency proceedings. The exception for the documentary draft is to preserve any profit 
on the resale of goods for the creditors of the drawee if his representative can find the funds 

o pay. 

7. Paragraph (b) of subsection (3) extends the original Section 148(3) to include any case 

here payment or acceptance is definitely refused and the refusal is not on the ground that 

here has been no proper presentment. The purpose of presentment is to determine whether 

or not the maker, acceptor or drawee will pay or accept; and when that question is clearly 
determined the holder is not required to go through a useless ceremony. The provision ap- 
plies to a definite refusal stating no reasons. 

8. Subsection (4) retains the rule of the original Sections 116 and 151. 

9. Subsection (6) retains the rule of original Section 110. 

Cross References: 

Sections 3-501, 3-502, 3-503, 3-507 and 3-509. 
Definitional Cross References: 

"Acceptance". Section 3-410. 

“Dishonor”. Section 3-507. 
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“Documentary draft”. Section 4-104. 
“Draft”. Section 3-104. 

“Insolvency proceedings". Section 1-201. 
“Instrument”. Section 3-102. 

“Issue”. Section 3-102. 

“Notice of dishonor”. Section 3-508. 
“Party”. Section 1-201. 

“Presentment”. Section 3-504. 
“Protest”. Section 3-509. 

“Right”. Section 1-201. 


PART 6 
DISCHARGE 


§ 3-601. Discharge of Parties. 
(1) The extent of the discharge of any party from liability on an instru- 
ent is governed by the sections on 
(a) payment or satisfaction (Section 3-603); or 
(b) tender of payment (Section 3-604); or 
(c) cancellation or renunciation (Section 3-605); or 
(d) impairment of right of recourse or of collateral (Section 3-606); or 
(e) reacquisition of the instrument by a prior party (Section 3-208); or 
(f) fraudulent and material alteration (Section 3-407); or 
(g) certification of a check (Section 3-411); or 
(h) acceptance varying a draft (Section 3-412); or 
(i) unexcused delay in presentment or notice of dishonor or protest 

(Section 3-502). 

(2) Any party is also discharged from his liability on an instrument to 
another party by any other act or agreement with such party which would 
discharge his simple contract for the payment of money. 

(3) The liability of all parties is discharged when any party who has 
himself no right of action or recourse on the instrument 

(a) reacquires the instrument in his own right; or 
(b) is discharged under any provision of this Article, except as 


otherwise provided with respect to discharge for impairment of recourse 
or of collateral (Section 3-606). 


Official Comment 
Prior Uniform Statutory Provision: Sections 119, 120 and 121, Uniform Negotiable 
Instruments Law. 
Changes: Portions of original sections combined and reworded; new provisions. 
Purposes of Changes: 

1. Subsection (1) contains an index referring to all of the sections of this Article which 
provide for the discharge of any party. The list is exclusive so far as the provisions of this 

rticle are concerned, but it is not intended to prevent or affect any discharge arising apart 

om this statute, as for example a discharge in bankruptcy or a statutory provision for dis- 
charge if the instrument is negotiated in a gaming transaction. 

2. A negotiable instrument is in itself merely a piece of paper bearing a writing, and 
strictly speaking is incapable of being discharged. The parties are rather discharged from 
iability on their contracts on the instrument. The language of the original Section 119 as 
o discharge of the instrument itself has left uncertainties as to the effect of the discharge 
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pon the rights of a subsequent holder in due course. It is therefore eliminated, and this 
section now distinguishes instead between the discharge of a single party and the dis- 
charge of all parties. 

So far as the discharge of any one party is concerned a negotiable instrument differs from 
any other contract only in the special rules arising out of its character to which paragraphs 
(a) to (i) of subsection (1) are an index, and in the effect of the discharge against a 
subsequent holder in due course (Section 3-602). Subsection (2) therefore retains from the 
original Section 119(4) the provision for discharge by “any other act which will discharge a 
simple contract for the payment of money,” and specifically recognizes the possibility of a 
discharge by agreement. 

The discharge of any party is a defense available to that party as provided in sections on 

ights of those who are and are not holders in due course (Sections 3-305 and 3-306). He 
has the burden of establishing the defense (Section 3-307). 

3. Subsection (3) substitutes for the “discharge of the instrument" the discharge of all 
parties from liability on their contracts on the instrument. It covers a part of the substance 
of the original Section 119(1), (2) and (5), the original Section 120(1) and (3), and the origi- 
nal Section 121(1) and (2). It states a general principle in lieu of the original detailed 
provisions. The principle is that all parties to an instrument are discharged when no party 
is left with rights against any other party on the paper. 

When any party reacquires the instrument in his own right his own liability is discharged; 
and any intervening party to whom he was liable is also discharged as provided in Section 
3-208 on reacquisition. When he is left with no right of action against an intervening party 
and no right of recourse against any prior party, all parties are obviously discharged. The 
instrument itself is not necessarily extinct, since it may be reissued or renegotiated with a 

ew and further liability; and if it subsequently reaches the hands of a holder in due course 
ithout notice of the discharge he may still enforce it as provided in Section 3-602 on effect 
of discharge against a holder in due course. 

Under Section 3-606 on impairment of recourse or collateral, the discharge of any party 
discharges those who have a right of recourse against him, except in the case of a release 

ith reservation of rights or a failure to give notice of dishonor. A discharge of one who has 
himself no right of action or recourse on the instrument may thus discharge all parties. 

gain the instrument itself is not necessarily extinct, and if it is negotiated to a subsequent 
holder in due course without notice of the discharge he may enforce it as provided in 
Section 3-602 on effect of discharge against a holder in due course. 

4. The language “any party who has himself no right of action or recourse on the instru- 
ment" is substituted for “principal debtor," which is not defined by the original Act and has 
been misleading. This Article also omits the original Section 192, defining the “person pri- 
marily liable." Under Section 3-415 on accommodation parties an accommodation maker or 
acceptor, although he is primarily liable on the instrument in the sense that he is obligated 

o pay it without recourse upon another, has himself a right of recourse against the accom- 
modated payee; and his reacquisition or discharge leaves the accommodated party liable to 
him. The accommodated payee, although he is not primarily liable to others, has no right o 
action or recourse against the accommodation maker, and his reacquisition or discharge 
may discharge all parties. 

Cross References: 

Sections 3-406, 3-411, 3-412, 3-509, 3-603, 3-604 and 3-605. 

Point 2: Sections 3-305, 3-306, 3-307 and 3-602. 

Point 3: Sections 3-208, 3-602 and 3-606. 

Point 4: Section 3-415. 

Definitional Cross References: 

"Action". Section 1-201. 

"Agreement". Section 1-201. 

“Alteration”. Section 3-407. 

"Certification". Section 3-411. 

“Check”. Section 3-104. 

"Contract". Section 1-201. 

"Draft". Section 3-104. 

"Instrument". Section 3-102. 
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“Money”. Section 1-201. 

“Notice of dishonor”. Section 3-508. 
“Party”. Section 1-201. 
“Presentment”. Section 3-504. 
“Rights”. Section 1-201. 


§ 3-602. Effect of Discharge Against Holder in Due Course. 


No discharge of any party provided by this Article is effective against a 
subsequent holder in due course unless he has notice thereof when he 
akes the instrument. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The section is intended to remove an uncertainty as to which the original Act is silent. It 
ests on the principle that any discharge of a party provided under any section of this 
rticle is a personal defense of the party, which is cut off when a subsequent holder in due 

course takes the instrument without notice of the defense. Thus where an instrument is 
paid without surrender such a subsequent purchase cuts off the defense. This section ap- 
plies only to discharges arising under the provisions of this Article, and it has no applica- 
ion to any discharge arising apart from it, such as a discharge in bankruptcy. 

Under Section 3-304(1)(b) on notice to purchaser it is possible for a holder to take the 
instrument in due course even though he has notice that one or more parties have been 
discharged, so long as any party remains undischarged. Thus he may take with notice that 
an indorser of a note has been released, and still be a holder in due course as to the li- 
ability of the maker. In that event, the holder in due course is subject to the defense of the 
discharge of which he had notice when he took the instrument. 

Cross References: 

Sections 3-302, 3-304, 3-305 and 3-601. 
Definitional Cross References: 

“Holder in due course”. Section 3-302. 

“Instrument”. Section 3-102. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 


§ 3-603. Payment or Satisfaction. 

(1) The liability of any party is discharged to the extent of his payment 
or satisfaction to the holder even though it is made with knowledge of a 
claim of another person to the instrument unless prior to such payment or 


faction by order of a court of competent jurisdiction in an action in which 
he adverse claimant and the holder are parties. This subsection does not, 
however, result in the discharge of the liability 
(a) of a party who in bad faith pays or satisfies a holder who acquired 
the instrument by theft or who (unless having the rights of a holder in 
due course) holds through one who so acquired it; or 
(b) of a party (other than an intermediary bank or a payor bank which 
is not a depositary bank) who pays or satisfies the holder of an instru- 
ment which has been restrictively indorsed in a manner not consistent 
with the terms of such restrictive indorsement. 
(2) Payment or satisfaction may be made with the consent of the holder 
by any person including a stranger to the instrument. Surrender of the 
instrument to such a person gives him the rights of a transferee (Section 
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Official Comment 
Prior Uniform Statutory Provision: Sections 51, 88, 119, 121 and 171-177, Uniform 
Negotiable Instruments Law. 
Changes: Parts of original sections combined and reworded; law changed. 
Purposes of Changes: This section changes the law as follows: 
1. It eliminates the “payment in due course” found in the original Sections 51, 88 and 
119. “Payment in due course" discharged all parties where it was made by one who has no 
ight of recourse on the instrument; but this is true of any other discharge of such a party, 
and is now covered by Section 3-601(3) on discharge of parties. Such payment was effective 
as a discharge against a subsequent purchaser; but since it is made at or after maturity o 
he instrument a purchaser with notice of that fact cannot be a holder in due course, and 
one who takes without notice of the payment and the maturity should be protected against 
ailure to take up the instrument. The matter is now covered by Section 3-602. 
2. The original Sections 171-177 provide for payment of a draft “for honor" after protest. 
he practice originated at a time when communications were slow and difficult, and in 
overseas transactions there might be a delay of several months before the drawer could act 
upon any dishonor. It provided a method by which a third party might intervene to protect 
he credit of the drawer and at the same time preserve his own rights. Cable, telegraph and 
elephone have made the practice obsolete for nearly a century, and it is today almost 
entirely unknown. It has been replaced by the cable transfer, the letter of credit and 
umerous other devices by which a substitute arrangement is promptly made. “Payment 
or honor" is therefore eliminated; and subsection (2) now provides that any person may| 
pay with the consent of the holder. 

3. Payment to the holder discharges the party who makes it from his own liability on the 
instrument, and a part payment discharges him pro tanto. The same is true of any other 
satisfaction. Subsection (1) changes the law by eliminating the requirement of the original 
Section 88 that the payment be made in good faith and without notice that the title of the 
holder is defective. It adopts as a general principle the position that a payor is not required 

0 obey an order to stop payment received from an indorser. However, this general principle 
is qualified by the provisions of subsection (1)(a) and (b) respecting persons who acquire an 
instrument by theft, or through a restrictive indorsement (Section 3-205). These provisions 
are thus consistent with Section 3-306 covering the rights of one not a holder in due course. 

When the party to pay is notified of an adverse claim to the instrument he has normally 

o means of knowing whether the assertion is true. The “unless” clause of subsection (1) 
ollows statutes which have been passed in many states on adverse claims to bank deposits. 

he paying party may pay despite notification of the adverse claim unless the adverse 
claimant supplies indemnity deemed adequate by the paying party or procures the issuance 
of process restraining payment in an action in which the adverse claimant and the holder 
of the instrument are both parties. If the paying party chooses to refuse payment and stand 
suit, even though not indemnified or enjoined, he is free to do so, although, under Section 
3-306(d) on the rights of one not a holder in due course, except where theft or taking 
hrough a restrictive indorsement is alleged the payor must rely on the third party claim- 
ant to litigate the issue and may not himself defend on such a ground. His contract is to 
pay the holder of the instrument, and he performs it by making such payment. Except in| 
cases of theft or restrictive indorsement there is no good reason to put him to inconvenience 
because of a dispute between two other parties unless he is indemnified or served with ap- 
propriate process. 

4. With the elimination of “payment for honor”, subsection (2) provides that with the 
consent of the holder payment may be made by anyone, including a stranger. The subsec- 

ion omits the provision of the original Section 121 by which the payor is “remitted to his 
ormer rights". It rejects such decisions as Quimby v. Varnum, 190 Mass. 211, 76 N.E. 671 
(1906), holding that an irregular indorser who makes payment cannot recover on the 
instrument. The same result is reached under Section 3-415(5) on accommodation parties. 

pon payment and surrender of the paper the payor succeeds to the rights of the holder, 
subject to the limitation found in Section 3-201 on transfer that one who has himself been a 
party to any fraud or illegality affecting the instrument or who as a prior holder had notice 
of a defense or claim against it cannot improve his position by taking from a later holder in 
due course. 

5. Payment discharges the liability of the person making it. It discharges the liability o 


1562 


other parties only as 

a. The discharge of the payor discharges others who have a right of recourse against him 
under Section 3-606; or 

b. Reacquisition of the instrument discharges intervening parties under Section 3-208 on 

eacquisition; or 

c. The discharge of one who has himself no right of recourse on the instrument discharges 
all parties under Section 3-601 on discharge of parties. 
Cross References: 

Sections 3-604 and 3-606. 

Point 1: Section 3-601(3). 

Point 3: Sections 3-205 and 3-306(d). 

Point 4: Sections 3-201 and 3-415(5). 

Point 5: Sections 3-606, 3-208, 3-601. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Holder”. Section 1-201. 

"Instrument". Section 3-102. 

“Order”. Section 3-102. 

"Party". Section 1-201. 

“Person”. Section 1-201. 

"Rights". Section 1-201. 


$ 3-604. Tender of Payment. 


(1) Any party making tender of full payment to a holder when or after it 
is due is discharged to the extent of all subsequent liability for interest, 
costs and attorney's fees. 


(2) The holder's refusal of such tender wholly discharges any party who 


has a right of recourse against the party making the tender. 

(3) Where the maker or acceptor of an instrument payable otherwise 
han on demand is able and ready to pay at every place of payment speci- 
fied in the instrument when it is due, it is equivalent to tender. 


Official Comment 
Prior Uniform Statutory Provision: Sections 70 and 120, Uniform Negotiable Instru- 
ments Law. 
Changes: Parts of original sections combined and reworded; new provisions. 
Purposes of Changes and New Matter: 

1. Subsection (1) is new. It states the generally accepted rule as to the effect of tender. 

2. Subsection (2) rewords the original subsection 120(4). The party discharged is one who 
has a right of recourse against the party making tender, whether the latter be a prior party 
or a subsequent one who has been accommodated. 

3. Subsection (3) rewords the final clause of the first sentence of the original Section 70. 

ere the instrument is payable at any one of two or more specified places, the maker or 

acceptor must be able and ready to pay at each of them. The language in original Section 
70 was taken to mean that makers and acceptors of notes and drafts payable at a bank 

ere not discharged by failure of a holder to make due presentment of such paper at the 
designated bank. This Article reverses that rule. See Sections 3-501 on necessity of present- 
ment, 3-504 on how presentment is made, and 3-502 on effect of delay in presentment. 
Cross References: 

Section 3-601. 

Point 3: Sections 3-501, 3-502 and 3-504. 
Definitional Cross References: 

*Holder". Section 1-201. 

"Instrument". Section 3-102. 

^On demand". Section 3-108. 
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“Party”. Section 1-201. 
“Right”. Section 1-201. 


§ 3-605. Cancellation and Renunciation. 


(1) The holder of an instrument may even without consideration dis- 
charge any party 


(a) in any manner apparent on the face of the instrument or the 
indorsement, as by intentionally cancelling the instrument or the party’s 
signature by destruction or mutilation, or by striking out the party’s 
signature; or 


(b) by renouncing his rights by a writing signed and delivered or by 
surrender of the instrument to the party to be discharged. 


(2) Neither cancellation nor renunciation without surrender of the instru- 
ent affects the title thereto. 


Official Comment 
Prior Uniform Statutory Provision: Sections 48, 119(3), 120(2), 122 and 123, Uniform 
Negotiable Instruments Law. 
Changes: Combined and reworded. 
Purposes of Changes: 

1. The original Act does not state how cancellation is to be effected, except as to striking 
indorsements under the original Section 48. It must be done in such a manner as to be ap- 
parent on the face of the instrument, and the methods stated, which are supported by the 
decisions, are exclusive. 

2. Subsection (1)(b) restates the original Section 122. The provision as to “discharge o 
he instrument” is now covered by discharge, Section 3-601(3); that as to subsequent hold- 
ers in due course by Section 3-602 on effect of discharge against a holder in due course. 

3. Subsection (2) is new. It is intended to make it clear that the striking of an indorse- 
ment, or any other cancellation or renunciation, does not affect the title. 

Cross References: 

Point 2: Sections 3-601 and 3-602. 
Definitional Cross References: 

“Holder”. Section 1-201. 

“Instrument”. Section 3-102. 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 

“Signature”. Section 3-401. 

“Signed”. Section 1-201. 

“Writing”. Section 1-201. 


3-606. Impairment of Recourse or of Collateral. 


(1) The holder discharges any party to the instrument to the extent that 
ithout such party’s consent the holder 

(a) without express reservation of rights releases or agrees not to sue 
any person against whom the party has to the knowledge of the holder a 
right of recourse or agrees to suspend the right to enforce against such 
person the instrument or collateral or otherwise discharges such person, 
except that failure or delay in effecting any required presentment, 
protest or notice of dishonor with respect to any such person does not 
discharge any party as to whom presentment, protest or notice of dis- 
honor is effective or unnecessary; or 


(b) unjustifiably impairs any collateral for the instrument given by or 


on behalf of the party or any person against whom he has a right o 
recourse. 
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(2) By express reservation of rights against a party with a right of re- 
course the holder preserves 


(a) all his rights against such party as of the time when the instru- 
ment was originally due; and 


(b) the right of the party to pay the instrument as of that time; and 
(c) all rights of such party to recourse against others. 


Official Comment 
Prior Uniform Statutory Provision: Section 120, Uniform Negotiable Instruments Law. 
Changes: Reworded; new provisions. 
Purposes of Changes and New Matter: To make it clear that: 

1. The words *any party to the instrument" remove an uncertainty arising under the 
original section. The suretyship defenses here provided are not limited to parties who are 
"secondarily liable," but are available to any party who is in the position of a surety, having 
a right of recourse either on the instrument or dehors it, including an accommodation 
maker or acceptor known to the holder to be so. 

2. Consent may be given in advance, and is commonly incorporated in the instrument; or 
it may be given afterward. It requires no consideration, and operates as a waiver of the 
consenting party's right to claim his own discharge. 

3. The words “to the knowledge of the holder" exclude the latent surety, as for example 
he accommodation maker where there is nothing on the instrument to show that he has 
signed for accommodation and the holder is ignorant of that fact. In such a case the holder 
is entitled to proceed according to what is shown by the face of the paper or what he 
otherwise knows, and does not discharge the surety when he acts in ignorance of the 

elation. 

4. 'This section retains the right of the holder to release one party, or to postpone his time 
of payment, while expressly reserving rights against others. Subsection (2), which is new, 
states the generally accepted rule as to the effect of such an express reservation of rights. 
[Comment 4 was amended in 1966]. 

5. Paragraph (b) of subsection (1) is new. The suretyship defense stated has been gener- 
ally recognized as available to indorsers or accommodation parties. As to when a holder's 
actions in dealing with collateral may be *unjustifiable", the section on rights and duties 

ith respect to collateral in the possession of a secured party (Section 9-207) should be 


Point 5: Section 9-207. 
Definitional Cross References: 

"Agreement". Section 1-201. 

*Holder". Section 1-201. 

“Instrument”. Section 3-102. 

*Notice of dishonor". Section 3-508. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

"Rights". Section 1-201. 


PART 7 
ADVICE OF INTERNATIONAL SIGHT DRAFT 


$ 3-701. Letter of Advice of International Sight Draft. 


(1) A “letter of advice" is a drawer’s communication to the drawee that a 
described draft has been drawn. 


(2) Unless otherwise agreed when a bank receives from another bank a 
letter of advice of an international sight draft the drawee bank may im- 
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anto. Such a debit and any resulting credit to any account covering 
outstanding drafts leaves in the drawer full power to stop payment or 
otherwise dispose of the amount and creates no trust or interest in favor o 
he holder. 


(3) Unless otherwise agreed and except where a draft is drawn under a 
credit issued by the drawee, the drawee of an international sight draft 
owes the drawer no duty to pay an unadvised draft but if it does so and 
he draft is genuine, may appropriately debit the drawer's account. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To recognize and clarify, in law, certain established practices of international 
banking. 
1. Checks drawn by one international bank on the account it carries (in a currency 
oreign to itself) in another international bank are still handled under practices which 
eflect older conditions, but which have a real, continuing reason in the typical, European 
ule that a bank paying a check in good faith and in ordinary course can charge its 
depositor's account notwithstanding forgery of a necessary indorsement. To decrease the 

isk that forgery will prove successful, the practice is to send a letter of advice that a draft 
has been drawn and will be forthcoming. Subsection 3 recognizes that a drawer who sends 
no such letter forfeits any rights for improper dishonor, while still permitting the drawee to 
protect his delinquent drawer's credit. 

2. Subsection (2) clears up for American courts, the meaning of another international 
practice: that of charging the drawer's account on receipt of the letter of advice. This 
practice involves no conception of trust or the like and the rule of Section 3-409(1) (Draft 
not an assignment) still applies. The debit has to do with the payment of interest only. The 
section recognizes the fact. 

Cross Reference: 

Point 2: Section 3-409(1). 
Definitional Cross References: 

"Account". Section 4-104. 

"Bank". Section 1-201. 

"Credit". Section 5-103. 

“Draft”. Section 3-104. 

“Genuine”. Section 1-201. 

“Holder”. Section 1-201. 


PART 8 
MISCELLANEOUS 


$ 3-801. Drafts in a Set. 


(1) Where a draft is drawn in a set of parts, each of which is numbered 
and expressed to be an order only if no other part has been honored, the 

hole of the parts constitutes one draft but a taker of any part may become 
a holder in due course of the draft. 

(2) Any person who negotiates, indorses or accepts a single part of a 
draft drawn in a set thereby becomes liable to any holder in due course o 
hat part as if it were the whole set, but as between different holders in 
due course to whom different parts have been negotiated the holder whose 
itle first accrues has all rights to the draft and its proceeds. 

(3) As against the drawee the first presented part of a draft drawn in a 
setis the part entitled to payment, or if a time draft to acceptance and 
payment. Acceptance of any subsequently presented part renders the 


drawee liable thereon under subsection (2). With respect both to a holder 
and to the drawer payment of a subsequently presented part of a draft 
payable at sight has the same effect as payment of a check notwithstand- 
ing an effective stop order (Section 4-407). 


(4) Except as otherwise provided in this section, where any part of a 
draft in a set is discharged by payment or otherwise the whole draft is 
discharged. 


Official Comment 
Prior Uniform Statutory Provision: Sections 178-183, Uniform Negotiable Instruments 
Law. 
Changes: Combined and reworded. 
Purposes of Changes: 

The revised language makes no important change in substance, and is intended only as a 
clarification and supplementation of the original sections: 

1. Drafts in a set customarily contain such language as “Pay _____ this first of exchange 
(second unpaid),” with equivalent language in the second part. Today a part also commonly 
bears conspicuous indication of its number. At least the first factor is necessary to notify 
he holder of his rights, and is therefore necessary in order to make this section apply. 
Subsection (1) so provides, thus stating in the statute a matter left previously to a com- 
mercial practice long uniform but expensive to establish in court. 

2. The final sentence of subsection (3) is new. Payment of the part of the draft 
subsequently presented is improper and the drawee may not charge it to the account of the 
drawer, but some one has probably been unjustly enriched on the total transaction, at the 
expense of the drawee. So the drawee is like a bank which has paid a check over an effec- 
ive stop payment order, and is subrogated as provided in that situation. Section 4-407. 

3. A statement in a draft drawn in a set of parts to the effect that the order is effective 
only if no other part has been honored does not render the draft nonnegotiable as 
conditional. See Section 3-112(1)(g). 

Cross References: 

Point 2: Section 4-407. 

Point 3: Section 3-112. 
Definitional Cross References: 

“Acceptance”. Section 3-410. 

"Check". Section 3-104. 

“Draft”. Section 3-104. 

“Holder”. Section 1-201. 

“Holder in due course". Section 3-302. 

*Honor". Section 1-201. 

"Person". Section 1-201. 

"Rights". Section 1-201. 


$ 3-802. Effect of Instrument on Obligation for Which It Is Given. 
(1) Unless otherwise agreed where an instrument is taken for an 
nderlying obligation 
(a) the obligation is pro tanto discharged if a bank is drawer, maker or 
acceptor of the instrument and there is no recourse on the instrument 
against the underlying obligor; and 
(b) in any other case the obligation is suspended pro tanto until the 
instrument is due or if it is payable on demand until its presentment. I 
the instrument is dishonored action may be maintained on either the 
instrument or the obligation; discharge of the underlying obligor on the 
instrument also discharges him on the obligation. 
(2) The taking in good faith of a check which is not post-dated does not 
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of itself so extend the time on the original obligation as to discharge a 
surety. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The section is new. It is intended to settle conflicts as to the effect of an instrument as 
payment of the obligation for which it is given. 

2. Where a holder procures certification of a check the drawer is discharged under Section 
3-411 on check certification. Thereafter the original obligation is regarded as paid, and the 
holder must look to the certifying bank. The circumstances may indicate a similar intent in 
other transactions, and the question may be one of fact for the jury. Subsection (1)(a) states 
a rule discharging the obligation pro tanto when the instrument taken carries the obliga- 

ion of a bank as drawer, maker or acceptor and there is no recourse on the instrument 
against the underlying obligor. 

3. It is commonly said that a check or other negotiable instrument is “conditional 
payment." By this it is normally meant that taking the instrument is a surrender of the 

ight to sue on the obligation until the instrument is due, but if the instrument is not paid 
on due presentment the right to sue on the obligation is “revived.” Subsection (1)(b) states 
his result in terms of suspension of the obligation, which is intended to include suspension 
of the running of the statute of limitations. On dishonor of the instrument the holder is 
given his option to sue either on the instrument or on the underlying obligation. If, however, 
he original obligor has been discharged on the instrument (see Section 3-601) he is also 
discharged on the original obligation. 

4. Subsection (2) is intended to remove any implication that a check given in payment o 
an obligation discharges a surety. The check is taken as a means of immediate payment; 

he thirty day period for presentment specified in Section 3-503 does not affect the surety's 
jability. 
Cross References: 
Point 2: Sections 1-201, 3-411 and 3-601. 
Point 4: Section 3-503. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Bank”. Section 1-201. 

“Check”. Section 3-104. 

“Dishonor”. Section 3-507. 

“Good faith”. Section 1-201. 

“Instrument”. Section 3-102. 

“On demand”. Section 3-108. 

“Presentment”. Section 3-504. 


§ 3-803. Notice to Third Party. 

Where a defendant is sued for breach of an obligation for which a third 
person is answerable over under this Article he may give the third person 

ritten notice of the litigation, and the person notified may then give sim- 
ilar notice to any other person who is answerable over to him under this 

ticle. If the notice states that the person notified may come in and defend 
and that if the person notified does not do so he will in any action against 
him by the person giving the notice be bound by any determination of fact 
common to the two litigations, then unless after seasonable receipt of the 
notice the person notified does come in and defend he is so bound. 


Official Comment 
Prior Uniform Statutory Provisions: None. 
Purposes: 
The section is new. It is intended to supplement, not to displace existing procedures for 
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interpleader or joinder of parties. 

The section conforms to the analogous provision in Section 2-607. It extends to such li- 
abilities as those arising from forged indorsements even though not *on the instrument," 
and is intended to make it clear that the notification is not effective until received. In 
Hartford Accident & Indemnity Co. v. First Nat. Bank & Trust Co., 281 N.Y. 162, 22 
N.E.2d 324, 123 A.L.R. 1149 (1939), the common-law doctrine of *vouching in" was held 
inapplicable where the party notified had no direct liability to the party giving the notice. 
In that case the drawer of a check, sued by the payee whose indorsement had been forged, 
gave notice to a collecting bank. In a second action the drawee was held liable to the 
drawer; but in an action by the drawee for judgment over against the collecting bank the 
determinations of fact in the first action were held not conclusive. This section does not 
disturb this result; the section is limited to cases where the person notified is “answerable 
over" to the person giving the notice. 

Cross Reference: 

Section 2-607. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Defendant”. Section 1-201. 

"Instrument". Section 3-102. 

“Notifies”. Section 1-201. 

“Person”. Section 1-201. 

“Right”. Section 1-201. 

“Seasonably”. Section 1-204. 

“Written”. Section 1-201. 


§ 3-804. Lost, Destroyed or Stolen Instruments. 

The owner of an instrument which is lost, whether by destruction, theft 
or otherwise, may maintain an action in his own name and recover from 
any party liable thereon upon due proof of his ownership, the facts which 


prevent his production of the instrument and its terms. The court may 
require security indemnifying the defendant against loss by reason of fur- 
her claims on the instrument. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section is new. It is intended to provide a method of recovery on instruments which. 
are lost, destroyed or stolen. The plaintiff who claims to be the owner of such an instru- 
ment is not a holder as that term is defined in this Act, since he is not in possession of the 
paper, and he does not have the holder’s prima facie right to recover under the section on 
he burden of establishing signatures. He must prove his case. He must establish the terms 
of the instrument and his ownership, and must account for its absence. 

If the claimant testifies falsely, or if the instrument subsequently turns up in the hands 
of a holder in due course, the obligor may be subjected to double liability. The court is 
herefore authorized to require security indemnifying the obligor against loss by reason o 
such possibilities. There may be cases in which so much time has elapsed, or there is so 
ittle possible doubt as to the destruction of the instrument and its ownership that there is 
no good reason to require the security. The requirement is therefore not an absolute one, 
and the matter is left to the discretion of the court. 

Cross References: 

Sections 1-201 and 3-307. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Defendant”. Section 1-201. 

“Instrument”. Section 3-102. 

“Party”. Section 1-201. 

“Term”. Section 1-201. 


APPENDIX 


$ 3-805. Instruments Not Payable to Order or to Bearer. 


This Article applies to any instrument whose terms do not preclude 

ransfer and which is otherwise negotiable within this Article but which is 

not payable to order or to bearer, except that there can be no holder in due 
course of such an instrument. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section covers the “non-negotiable instrument." As it has been used by most courts, 
his term has been a technical one of art. It does not refer to a writing, such as a note 
containing an express condition, which is not negotiable and is entirely outside of the scope 
of this Article and to be treated as a simple contract. It refers to a particular type of instru- 
ment which meets all requirements as to form of a negotiable instrument except that it is 
not payable to order or to bearer. The typical example is the check reading merely “Pay 

ohn Doe." 

Such a check is not a negotiable instrument under this Article. At the same time it is 
still a check, a mercantile specialty which differs in many respects from a simple contract. 
Commercial and banking practice treats it as a check, and a long line of decisions before 
and after the original Act have made it clear that it is subject to the law merchant as 
distinguished from ordinary contract law. Although the Negotiable Instruments Law has 
been held by its terms not to apply to such “non-negotiable instruments" it has been 
ecognized as a codification and restatement of the law merchant, and has in fact been ap- 
plied to them by analogy. 

Thus the holder of the check reading *Pay A" establishes his case by production of the 
instrument and proof of signatures; and the burden of proving want of consideration or any 
other defense is upon the obligor. Such a check passes by indorsement and delivery without 

ords of assignment, and the indorser undertakes greater liabilities than those of an 
assignor. This section resolves a conflict in the decisions as to the extent of that undertak- 
ing by providing in effect that the indorser of such an instrument is not distinguished from 
any indorser of a negotiable instrument. The indorser is entitled to presentment, notice o 
dishonor and protest, and the procedure and liabilities in bank collection are the same. The 
ules as to alteration, the filling of blanks, accommodation parties, the liability of signing 
agents, discharge, and the like are those applied to negotiable instruments. 

In short, the ^non-negotiable instrument" is treated as a negotiable instrument, so far as 
its form permits. Since it lacks words of negotiability there can be no holder in due course 
of such an instrument, and any provision of any section of this Article peculiar to a holder 
in due course cannot apply to it. With this exception, such instruments are covered by all 
sections of this Article. 

Cross Reference: 

Section 3-104. 

Definitional Cross References: 

“Bearer”. Section 1-201. 

“Holder in due course". Section 3-302. 

"Instrument". Section 3-102. 

"Term". Section 1-201. 


APPENDIX H 


1990 Article 1 Amendments 
Conforming to Revised Article 3 


ARTICLE 1 
GENERAL PROVISIONS 


$ 1-201. General Definitions. 

A “Holder,” means-a person whei isin possession of a document of title 
0 drawn issued or 
indoersec dana d i pc c respect to a nego- 
Viable isirument. means the person in possession if the instrument is pay- 
able to bearer or, in the case of an instrument payable to an identified 
person, if the identified person is in possession. “Holder” with respect to a 
document of title means the person in possession if the goods are deliver- 
able to bearer or to the order of the person in possession. 

(24) *Money" means a medium of exchange authorized or adopted by a 
domestic or foreign government as-a-part-ofits-eurreney and includes a 

onetary unit of account established by an intergovernmental organization 
or by agreement between two or more nations. 


(43) “Unauthorized” signature er-indersement means one made without 
actual, implied, or apparent authority and includes a forgery. 


Official Comment 
43. Under the former version of $ 1-201(43), it was not clear whether a reference to an 
"unauthorized signature" in Articles 3 and 4 applied to indorsements. The words 
indorsement" are deleted so that references to *unauthorized signature" in $ 3-406 and 
elsewhere will unambiguously refer to any signature. 


§ 1-207. Performance or Acceptance Under Reservation of Rights. 

(1) A party who, with explicit reservation of rights, performs or promises 
performance or assents to performance in a manner demanded or offered 
by the other party does not thereby prejudice the rights reserved. Such 


» 66. 


ords as “without prejudice”, “under protest" or the like are sufficient. 
(2) Subsection (1) does not apply to an accord and satisfaction. 


Official Comment 

1. This section provides machinery for the continuation of performance along the lines 
contemplated by the contract despite a pending dispute, by adopting the mercantile device 
of going ahead with delivery, acceptance, or payment “without prejudice,” “under protest,” 
"under reserve," “with reservation of all our rights," and the like. All of these phrases 
completely reserve all rights within the meaning of this section. The section therefore 
contemplates that limited as well as general reservations and acceptance by a party may be 
made “subject to satisfaction of our purchaser,” “subject to acceptance by our customers,” or 

he like. 

2. This section does not add any new requirement of language of reservation where not 
already required by law, but merely provides a specific measure on which a party can rely 
as that party makes or concurs in any interim adjustment in the course of performance. It 
does not affect or impair the provisions of this Act such as those under which the buyer's 

emedies for defect survive acceptance without being expressly claimed if notice of the 
defects is given within a reasonable time. Nor does it disturb the policy of those cases 

hich restrict the effect of a waiver of a defect to reasonable limits under the circum- 
stances, even though no such reservation is expressed. 

The section is not addressed to the creation or loss of remedies in the ordinary course o 
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performance but rather to a method of procedure where one party is claiming as of right 
something which the other believes to be unwarranted. 

3. Judicial authority was divided on the issue of whether former Section 1-207 (present 
subsection (1)) applied to an accord and satisfaction. Typically the cases involved attempts 
o reach an accord and satisfaction by use of a check tendered in full satisfaction of a claim. 
Subsection (2) of revised Section 1-207 resolves this conflict by stating that Section 1-207 
does not apply to an accord and satisfaction. Section 3-311 of revised Article 3 governs if an 
accord and satisfaction is attempted by tender of a negotiable instrument as stated in that 
section. If Section 3-311 does not apply, the issue of whether an accord and satisfaction has 
been effected is determined by the law of contract. Whether or not Section 3-311 applies, 
Section 1-207 has no application to an accord and satisfaction. 


APPENDIX I 


1990 Conforming [To Revised 
Article 3] and Miscellaneous 
Amendments to Article 4 


ARTICLE 4 
BANK DEPOSITS AND COLLECTIONS 


§ 4-101. Short Title. 
This Article shall-be-knewn-and may be cited as Uniform Commercial 
Code—Bank Deposits and Collections. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


$ 4-102. Applicability. 
. GXa) To the extent that items within this Article are also within the 
eope-of Articles 3 and 8, they are subject to the-previsiens-ef those Articles. 
a the-event—of If there is conflict, the-previsiens-ef this Article governs 
hose-of Article 3, but the-provisions-of Article 8 governs those-of this 
Article. 

(2)(b) The liability of a bank for action or non-action with respect to any 
an item handled by it for purposes of presentment, payment, or collection 
is governed by the law of the place where the bank is located. In the case 
of action or non-action by or at a branch or separate office of a bank, its li- 
ability is governed by the law of the place where the branch or separate of- 
fice is located. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


§ 4-103. Variation by Agreement; Measure of Damages; Certain 
Action Constituting Ordinary Care. 

()(a) The effect of the provisions of this Article may be varied by agree- 
ment exeept-that-ne-agreement-ean, but the parties to the agreement can- 
ot disclaim a bank's responsibility for its ew lack of good faith or failure 
o exercise ordinary care or ean limit the measure of damages for sueh the 
lack or failurei However, but the parties may determine by agreement 
determine the standards by which sueh the bank's responsibility is to be 
measured if sueh those standards are not manifestly unreasonable. 

(2)(b) Federal Reserve regulations and operating letters circulars, elear- 
ing-heuse clearing-house rules, and the like; have the effect of agreements 

nder subsection 44 (a), whether or not specifically assented to by all par- 
ies interested in items handled. 

Xc) Action or non-action approved by this Article or pursuant to 
Federal Reserve regulations or operating letters circulars eonstitutes is 
he exercise of ordinary care and, in the absence of special instructions, ac- 
ion or non-action consistent with elearing-heuse clearing-house rules and 
he like or with a general banking usage not disapproved by this Article, is 
prima facie eenstitutes the exercise of ordinary care. 

(4)(d) The specification or approval of certain procedures by this Article 
dees-net-eenstitute is not disapproval of other procedures whieh that may 
be reasonable under the circumstances. 
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€5X(e) The measure of damages for failure to exercise ordinary care in 
handling an item is the amount of the item reduced by an amount whieh 
that could not have been realized by the use exercise of ordinary care;-and 
ee. If there is also bad faith it includes any other damages;df-any;suf- 

d-by the party suffered as a proximate consequence. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


$ 4-104. Definitions and Index of Definitions. 

CD (a) In this Article, unless the context otherwise requires: 

fa} (1) “Account” means any deposit or credit account with a bank and 
ineludes, including a eheeking time, interest-or savings account demand, 
time, savings, passbook, share draft, or like account, other than an ac- 
count evidenced by a certificate of deposit; 

0» (2) “Afternoon” means the period of a day between noon and 
midnight; 

fe} (3) “Banking day" means that the part of any a day on which a 
bank is open to the public for carrying on substantially all of its banking 
functions; 

t (4) “Clearing house" means any an association of banks or other 
payors regularly clearing items; 

te} (5) “Customer” means any a person having an account with a bank 
or for whom a bank has agreed to collect items andinelides, including a 
bank earrying that maintains an account with at another bank; 

n (6) "Documentary draft" means any-negotiable-er-nen 


i a draft do Ph presented for acceptance 

or payment if specified documents, certificated securities (Section 8-102) 
or instructions for uncertificated securities (Section 8-308), or other certif- 
icates, statements, or the like are to be received by the drawee or other 
payor before acceptance or payment of the draft; 

(7) “Draft” means a draft as defined in Section 3-104 or an item, other 
than an instrument, that is an order; 

(8) “Drawee” means a person ordered in a draft to make payment; 


w (9) “Item” means 


but-dees-noet-inelude-moeney an instrument or 
a promise or order to pay money handled by a bank for collection or 
payment. The term does not include a payment order governed by Article 
4A or a credit or debit card slip; 

a} (10) “Midnight deadline" with respect to a bank is midnight on its 
next banking day following the banking day on which it receives the rel- 
evant item or notice or from which the time for taking action commences 
to run, whichever is later; 


Hs 


G (11) “Settle” means to pay in cash, by elearing-heuse clearing-house 
settlement, in a charge or credit or by remittance, or otherwise as 
instrueted agreed. A settlement may be either provisional or final. 
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dx} (12) “Suspends payments" with respect to a bank means that it has 
been closed by order of the supervisory authorities, that a public officer 
has been appointed to take it over, or that it ceases or refuses to make 
payments in the ordinary course of business. 

(2)(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


"Agreement for electronic presentment" Section 4-110. 
“Bank” Section 4-105. 
“Collecting bank” Section 4-105. 
“Depositary bank” Section 4-105. 
“Intermediary bank” Section 4-105. 
“Payor bank” Section 4-105. 
“Presenting bank” Section 4-105. 
“Presentment notice” Section 4-110. 
a itti z Seetion-4-105- 


Xc) The following definitions in other Articles apply to this Article: 


“Acceptance” Section 3-4103-409. 
“Alteration” Section 3-407. 
“Cashier’s check” Section 3-104. 
“Certificate of deposit” Section 3-104. 


“Certified check” Section 3-409. 
“Check” Section 3-104. 
“Good faith” Section 3-103. 
“Holder in due course” Section 3-302. 
“Instrument” Section 3-104. 
“Notice of dishonor” Section 3-5083-508. 
“Order” Section 3-103. 
“Ordinary care” Section 3-103. 
“Person entitled to enforce” Section 3-301. 
“Presentment” Section 3-5043-501. 
“Promise” Section 3-103. 
“Protest? Seetion-3-509- 
“Prove” Section 3-103. 
*Seeondary-party^ Seetion 3-102. 
“Teller’s check” Section 3-104. 
“Unauthorized signature” Section 3-403. 


(4)(d) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Reason for 1990 Change 
The definition of “account” is amended to make clear that it includes both asset accounts 
in which a customer has deposited money and accounts from which a customer may draw 
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conformity with the definition of “deposit account" in Section 9-105(1)(e). 

The definition of “documentary draft" is amended to recognize the existence o 

ncertificated securities. The reference to “accompanying documents" is deleted as obsolete. 
It is enough that the documents are to be received by the drawee or other payor before ac- 
ceptance or payment of the draft. 

The definition of *draft" is new and is explained in the Official Comment. 

The definition of *drawee" is new and is explained in the Official Comment. 

The definition of “item” is amended because the term “instrument” as defined in Section 
3-104 and as used in Article 4 is narrower than the term “item.” See the Official Comment. 

The definition of *properly payable" is deleted. In former Article 4 there is no affirmative 
definition of the term “properly payable." Former Section 4-104(1)(i) merely implies that i 
he customer's account is insufficient to pay the item the item is not properly payable. The 
phrase is defined in proposed Section 4-401(1) in terms of the items authorized by the 
customer and in accordance with the bank-customer agreement. This is done to give mean- 
ing to ^properly payable" in Sections 4-401(1) and 4-402(1). The latter provision makes 
clear that a bank that fails to pay an overdraft has not wrongfully dishonored unless it had 
agreed to pay the overdraft. 

The definition of “settle” is amended in changing “instructed” to “agreed” to conform to 
Section 4-213. 

The terms “remitting bank,” “protest,” and “second party" are deleted because they are 
not used in Article 4. 

The other modifications are made to conform with current legislative drafting practices, 

ith no intent to change substance. 


§ 4-105. “Bank”; “Depositary Bank"; “Payor Bank”; “Intermediary 
Bank”; “Collecting Bank”; “Presenting Bank”;“Remitting 
Bank”. 

In this Article untessthe-eontext-otherwise requires: 

(1) “Bank” means a person engaged in the business of banking, includ- 
ing a savings bank, savings and loan association, credit union, or trust 
company. 

(a}(2) “Depositary bank" means the first bank to whieh take an item is 
transferred-for-eolleetion even though it is also the payor bank, unless 
the item is presented for immediate payment over the counter; 

b}(3) “Payor bank” means a bank by-whieh-an-citem-s-pay 
drasen-or-aeeepted that is the drawee of a draft; 

fe}(4) “Intermediary bank" means any a bank to which an item is 
transferred in course of collection except the depositary or payor bank; 

(5) “Collecting bank” means any a bank handling the an item for 
collection except the payor bank; 

feX6) “Presenting bank” means any a bank presenting an item except 
a payor bank:;. 


 Remittins bank” means-any payor or intermediary bank remitting 
for-mritem- 


Reason for 1990 Change 

The definition of “bank” is added and is in conformity with that found in Section 4A- 
105(a)(2). See the Official Comment. 

The definition of *depositary bank" is amended. The term "transferred for collection" is 
oo limiting as the purpose for which the item is taken. The amendment makes clear that a 
payor bank is not also a depositary bank with respect to an item presented for immediate 
payment over the counter. 

The definition of ^payor bank" is amended to require that in order for a bank to be a 
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payor bank it must be instructed rather than authorized to pay and that the instruction 
must be contained in the item. As explained in the Official Comment, this result follows 
rom the use of the defined terms “drawee” and “draft.” 
The definition of “remitting bank" is deleted because the term is not used in Article 4. 
The other modifications are made to conform with current legislative drafting practices, 
ith no intent to change substance. 


4-106. Payable Through or Payable at Bank; Collecting Bank. 


(a) If an item states that it is *payable through" a bank identified in the 
item, (Ù) the item designates the bank as a collecting bank and does not by 
itself authorize the bank to pay the item, and (ii) the item may be presented 
for payment only by or through the banh. 


Alternative A 
(b) If an item states that it is “payable at" a bank identified in the item, 
the item is equivalent to a draft drawn on the bank. 


Alternative B 
(b) If an item states that it is “payable at" a bank identified in the item, 
(i) the item designates the bank as a collecting bank and does not by itsel 
authorize the bank to pay the item, and (ii) the item may be presented for 
payment only by or through the bank. 
(c) If a draft names a nonbank drawee and it is unclear whether a bank 
amed in the draft is a co-drawee or a collecting bank, the bank is a collect- 
ing bank. 


Reason for 1990 Change 


New section. See the Official Comment. 


§ 4-106 4-107. Separate Office of Bank. 
A branch or separate office of a bank fmaintainineg 6 
is a separate bank for the purpose of computing the time within 
hich and determining the place at or to which action may be taken or no- 
ice or orders shall must be given under this Article and under Article 3. 


Reason for 1990 Change 


The bracketed language in former Section 4-106 is deleted. Today banks keep records on 
customer accounts by electronic data storage. This has led most banks with branches to 
centralize to some degree their record keeping. The place where records are kept has little 
meaning if the information is electronically stored and is instantly retrievable at all 
branches of the bank. Hence, the inference to be drawn from the deletion of the bracketed 
anguage is that where record keeping is done is no longer an important factor in determin- 
ing whether a branch is a separate bank. 


$ 4-107 4-108. Time of Receipt of Items. 


GD(a) For the purpose of allowing time to process items, prove balances, 
and make the necessary entries on its books to determine its position for 
he day, a bank may fix an afternoon hour of 2 P.M. or later as a eut-of 
utoff hour for the handling of money and items and the making of entries 


on its books. 


Db) Any An item or deposit of money received on any day after a eut 
off cutoff hour so fixed or after the close of the banking day may be treated 
as being received at the opening of the next banking day. 
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Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


§ 4-108 4-109. Delays. 


a) Unless otherwise instructed, a collecting bank in a good faith ef- 
fort to secure payment may.in-the-ease of a specific items item drawn on a 
payor other than a bank, and with or without the approval of any person 
involved, may waive, modify, or extend time limits imposed or permitted 
by this [Act] for a period not in-exeess-ef an exceeding two additional bank- 


or indorsers or liability to its transferor or any a prior party. 
€2)(b) Delay by a collecting bank or payor bank beyond time limits 


delay is caused by interruption of communication or computer facilities, 
suspension of payments by another bank, war, emergency conditions, fail- 
ure e of equipment, or other circumstances beyond the control of the bank 

v ; and (ii) the bank exercises such diligence as the circumstances 


Reason for 1990 Change 


Subsection (a) is amended to exclude checks and other items drawn on banks from its ap- 
plication so that the provision will not impede the speedy collection of these items. The 
amended subsection authorizes a collecting bank to take additional time, not in excess o 
wo days, in a good faith effort to collect drafts drawn on nonbank payors with or without 
he approval of any interested party. The term "secondary parties" is deleted because it is 
no longer used in Articles 3 and 4. Subsection (b) is amended to make clear that the delay 
is excused for one of the reasons stated only if the bank exercises such diligence as the cir- 
cumstances require. With the addition of references to the interruption of computer facili- 
ies and the failure of equipment, the permissible reasons for delay enumerated are made 
o conform to those stated in Regulation CC Section 229.38(e). The other modifications are 
made to conform with current legislative drafting practices, with no intent to change 


ubi d eustomer's-aeeount; 


Reason for 1990 Change 

This section is deleted. In the former Article the process-of-posting test was a factor in 
determining when final payment of an item is made (former Section 4-213(1)) and the 
priority of the “four legals” (former Section 4-303(1)). Difficulties in determining when the 
events described in former Section 4-109 take place have led California, Nevada, and Texas 
o reject the process-of-posting test for these purposes. Abolition of the process-of-posting 
est in favor of more easily determinable time limits is more attuned to a system o 
automated check collection or electronic presentment. 


4-110. Electronic Presentment. 
(a) “Agreement for electronic presentment” means an agreement, clearing- 
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ouse rule, or Federal Reserve regulation or operating circular, providing 
that presentment of an item may be made by transmission of an image o, 
an item or information describing the item (“presentment notice”) rather 
than delivery of the item itself. The agreement may provide for procedures 
governing retention, presentment, payment, dishonor, and other matters 
oncerning items subject to the agreement. 

(b) Presentment of an item pursuant to an agreement for presentment is 

ade when the presentment notice is received. 

(c) If presentment is made by presentment notice, a reference to "item" or 
"check" in this Article means the presentment notice unless the context 
otherwise indicates. 


Reason for 1990 Change 


New section. See Official Comment. 


4-111. Statute of Limitations. 


An action to enforce an obligation, duty, or right arising under this 
Article must be commenced within three years after the [cause of action 


Reason for 1990 Change 


New section. See Official Comment. 


§ 4-201. Presumption-and-Duration-of-Ageney Status of Collecting 


Banks as Agent and Provisional Status of Credits; 
Applicability of Article; Item Indorsed *Pay Any Bank". 


a) Unless a contrary intent clearly appears and prior-to before the 
ime that a settlement given by a collecting bank for an item is or becomes 


bank, with respect to the item, is an agent or sub-agent of the owner of the 
item and any settlement given for the item is provisional. This provision 
applies regardless of the form of indorsement or lack of indorsement and 
even though credit given for the item is subject to immediate withdrawal 
as of right or is in fact withdrawn; but the continuance of ownership of an 
item by its owner and any rights of the owner to proceeds of the item are 
subject to rights of a collecting bank, such as those resulting from outstand- 
ing advances on the item and valid rights of recoupment or setoff. When I, 
an item is handled by banks for purposes of presentment, payment and, 
collection, or return, the relevant provisions of this Article apply even 
hough action of £he parties clearly establishes that a particular bank has 
purchased the item and is the owner of it. 

(2)(b) After an item has been indorsed with the words “pay any bank” or 
he like, only a bank may acquire the rights of a holder until the item has 


lection; or 


0332) untittheitem hasbeen specially indorsed by a bank to a person 
who is not a bank. 


Reason for 1990 Change 


Subsection (a) is amended to delete the cross references to former Sections 4-211, 4-212 
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and 4-213. The reason for the deletion is to remove any implication that final settlement is 
determined only by these provisions. Sections 4-213(c) and (d) and 4-215(c) provide when 
nal settlement occurs with respect to certain kinds of settlements, but these provisions 
are not intended to be exclusive. Since it is impossible to contemplate all the kinds o 
settlements that will be utilized, no attempt is made in Article 4 to provide when settle- 
ment is final in all cases. “Recoupment” is added to the second sentence to clarify the col- 
ecting bank's rights against the item or its proceeds. Terms like “valid” or “binding” have 
been deleted entirely from Article 4 as superfluous. *Or return" is added to the third 
sentence to make clear that the effect of the provision is not restricted to the forward collec- 
ion activities of banks but also extends to their acts in returning items. The other modifica- 
ions are made to conform with current legislative drafting practices, with no intent to 
change substance. 


$ 4-202. Responsibility for Collection or Return; When Action 
Seasonable Timely. 
(a) A collecting bank must use exercise ordinary care in: 
(&J(1) presenting an item or sending it for presentment; and 


0332) sending notice of dishonor or nonpayment or returning an item 
other than a documentary draft to the banks transferor Ier-direetly-te 


Section 4-242) itor ns that the item o tot been paid or ac- 
cepted, as the case may be; and 


fe}(3) settling for an item when the bank receives final settlement; and 

(D making-or-providing-for-any-necessary-protest;. and 

(eY4) notifying its transferor of any loss or delay in transit within a 
reasonable time after discovery thereof. 


(b) A collecting bank exercises ordinary care under subsection (a) by tak- 
ing proper action before its midnight deadline following receipt of an item, 
otice, or settlement. Taking proper action within a reasonably longer time 
ay constitute the exercise of ordinary care, but the bank has the burden o, 
establishing timeliness. 


X) Subject to subsection 4a} (a)(1), a bank is not liable for the 
insolvency, neglect, misconduct, mistake, or default of another bank or 
person or for loss or destruction of an item in the possession of others or in 


ransit er-3m-the-pessession-of-ethers. 
Reason for 1990 Change 


The term “timely” is substituted for “seasonable” throughout the section. The bracketed 
material in paragraph (2) of subsection (a) is deleted because the provision to which it 
efers in former Section 4-212 is deleted. Paragraph (d) of former subsection (1) is deleted 
because Article 4 has no requirement of protest. Subsection (b) is a restatement of former 
subsection (2). The other modifications are made to conform with current legislative draft- 
ing practices, with no intent to change substance. 


§ 4-203. Effect of Instructions. 


Subject to the-previsiens-ef Article 3 concerning conversion of instru- 
ents (Section 3-449 3-420) and 
e-eoneerning restrictive indorsements (Section 3-206), only a collect- 
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ing bank's transferor can give instructions whieh that affect the bank or 

constitute notice to it, and a collecting bank is not liable to prior parties 

for any action taken pursuant to sueh the instructions or in accordance 
ith any agreement with its transferor. 


Reason for 1990 Change 
Article 4 no longer has provisions on restrictive indorsements; hence, the reference to 
"this Article" is deleted. The other modifications are made to conform with current legisla- 
ive drafting practices, with no intent to change substance. 


$ 4-204. Methods of Sending and Presenting; Sending Direet 
Directly to Payor Bank. 
CD (a) A collecting bank must shall send items by a reasonably prompt 
method, taking into consideration amy relevant instructions, the nature o 
he item, the number of sueh those items on hand, and the cost of collec- 
ion involved, and the method generally used by it or others to present 
h those items. 
(2)(b) A collecting bank may send: 
(a}(1) any an item direet directly to the payor bank; 
0332) any an item to any a nonbank payor if authorized by its trans- 
feror; and 
t3) any an item other than documentary drafts to any a nonbank 
payor, if authorized by Federal Reserve regulation or operating letter 
circular, elearing-heuse clearing-house rule, or the like. 


Xc) Presentment may be made by a presenting bank at a place where 
he payor bank or other payor has requested that presentment be made. 


Reason for 1990 Change 


Subsection (c) is amended to allow nonbank payors to request a place of payment. The 
other modifications are made to conform with current legislative drafting practices, with no 
intent to change substance. 


§ 4-205. SuppLlyins-Müssue-dlsdorsenment No Notice-fron- Prior 
Indorsement Depositary Bank Holder of Unindorsed Item. 
If a customer delivers an item to a depositary bank for collection: 

(1) the depositary bank becomes a holder of the item at the time it 
receives the item for collection if the customer at the time of delivery was 
a. holder of the item, whether or not the customer indorses the item, and, 
if the bank satisfies the other requirements of Section 3-302, it is a holder 
in due course; and 

(2) the depositary bank warrants to collecting banks, the payor bank or 
other payor, and the drawer that the amount of the item was paid to the 
customer or deposited to the customer’s account. 


sa ate cepa ached ea E 


(2) An-intermediary-bank,or_payor bank which is nota _depesitary 
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indorsement-of any A uu c 
Reason for 1990 Change 


New section. See Official Comment. 


$ 4-206. Transfer Between Banks. 


Any agreed method whieh that identifies the transferor bank is sufficient 
for the item’s further transfer to another bank. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


8 a UP CUN 
payo ee 1 c 


(&) he -has-a-good title tothe item or-is_authorized to-obtain payment 
or-aeeeptanee-on-behalf-ef-one-who-has-a-good-title.-and 


eee uu du ul 
AUC ERAI REN E ADEM UM qd 


ri a icc MC DRIN 
. ii te-an-aeceptor of an item if the holder in due course took the 
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(0) no defense of any party is good against him; and 
(e) 


(4) Unless a claim for breach of warranty under this section is made 
x eA qui quaera: x QU d AR n BUE. 
e person Hable is-discharged-to-the-extent-of any-loss by 


Reason for 1990 Change 
The section is replaced by Sections 4-207 (transfer warranties) and 4-208 (presentment 
arranties). 


4-207. Transfer Warranties. 

(a) A customer or collecting bank that transfers an item and receives a 
ettlement or other consideration warrants to the transferee and to any 

ubsequent collecting bank that: 

(1) the warrantor is a person entitled to enforce the item; 

(2) all signatures on the item are authentic and authorized; 

(3) the item has not been altered; 

(4) the item is not subject to a defense or claim in recoupment (Section 

3-305(a)) of any party that can be asserted against the warrantor; and 

(5) the warrantor has no knowledge of any insolvency proceeding com- 
menced with respect to the maker or acceptor or, in the case of an unac- 
cepted draft, the drawer. 

(b) If an item is dishonored, a customer or collecting bank transferring 
the item and receiving settlement or other consideration is obliged to pay 
the amount due on the item (1) according to the terms of the item at the time 
it was transferred, or (ii) if the transfer was of an incomplete item, accord- 
ing to its terms when completed as stated in Sections 3-115 and 3-407. The 
obligation of a transferor is owed to the transferee and to any subsequent 

ollecting bank that takes the item in good faith. A transferor cannot 
disclaim its obligation under this subsection by an indorsement stating 
that it is made “without recourse” or otherwise disclaiming liability. 

(c) A person to whom the warranties under subsection (a) are made and 
ho took the item in good faith may recover from the warrantor as dam- 

ages for breach of warranty an amount equal to the loss suffered as a result 
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of the breach, but not more than the amount of the item plus expenses and 
oss of interest incurred as a result of the breach. 

(d) The warranties stated in subsection (a) cannot be disclaimed with re- 
pect to checks. Unless notice of a claim for breach of warranty is given to 
the warrantor within 30 days after the claimant has reason to know of the 
breach and the identity of the warrantor, the warrantor is discharged to the 
extent of any loss caused by the delay in giving notice of the claim. 

(e) A cause of action for breach of warranty under this section accrues 

hen the claimant has reason to know of the breach. 


Reason for 1990 Change 


New section. See Official Comment. 


4-208. Presentment Warranties. 

(a) If an unaccepted draft is presented to the drawee for payment or ac- 
eptance and the drawee pays or accepts the draft, (i) the person obtaining 
payment or acceptance, at the time of presentment, and (ii) a previous 
transferor of the draft, at the time of transfer, warrant to the drawee that 
pays or accepts the draft in good faith that: 

(1) the warrantor is, or was, at the time the warrantor transferred the 
draft, a person entitled to enforce the draft or authorized to obtain pay- 
ment or acceptance of the draft on behalf of a person entitled to enforce 
the draft; 

(2) the draft has not been altered; and 

(3) the warrantor has no knowledge that the signature of the purported 
drawer of the draft is unauthorized. 

(b) A drawee making payment may recover from a warrantor damages 
for breach of warranty equal to the amount paid by the drawee less the 
amount the drawee received or is entitled to receive from the drawer because 
of the payment. In addition, the drawee is entitled to compensation for ex- 
penses and loss of interest resulting from the breach. The right of the drawee 
to recover damages under this subsection is not affected by any failure o, 
the drawee to exercise ordinary care in making payment. If the drawee ac- 

epts the draft (i) breach of warranty is a defense to the obligation of the ac- 
eptor, and (ii) if the acceptor makes payment with respect to the draft, the 
acceptor is entitled to recover from a warrantor for breach of warranty the 
amounts stated in this subsection. 

(c) If a drawee asserts a claim for breach of warranty under subsection 
(a) based on an unauthorized indorsement of the draft or an alteration o, 
the draft, the warrantor may defend by proving that the indorsement is ef- 
fective under Section 3-404 or 3-405 or the drawer is precluded under 

ection 3-406 or 4-406 from asserting against the drawee the unauthorized 
indorsement or alteration. 

(d) If (1) a dishonored draft is presented for payment to the drawer or an 
indorser or (ii) any other item is presented for payment to a party obliged to 
pay the item, and the item is paid, the person obtaining payment and a 
prior transferor of the item warrant to the person making payment in good 
aith that the warrantor is, or was, at the time the warrantor transferred 
the item, a person entitled to enforce the item or authorized to obtain pay- 

ent on behalf of a person entitled to enforce the item. The person making 
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payment may recover from any warrantor for breach of warranty an amount 
equal to the amount paid plus expenses and loss of interest resulting from 
the breach. 

(e) The warranties stated in subsections (a) and (d) cannot be disclaimed 

ith respect to checks. Unless notice of a claim for breach of warranty is 
given to the warrantor within 30 days after the claimant has reason to 

now of the breach and the identity of the warrantor, the warrantor is 
discharged to the extent of any loss caused by the delay in giving notice o 
the claim. 

(f) A cause of action for breach of warranty under this section accrues 

hen the claimant has reason to know of the breach. 


Reason for 1990 Change 


New section. See Official Comment. 


4-209. Encoding and Retention Warranties. 


(a) A person who encodes information on or with respect to an item after 
issue warrants to any subsequent collecting bank and to the payor bank or 
other payor that the information is correctly encoded. If the customer of a 
depositary bank encodes, that bank also makes the warranty. 

(b) A person who undertakes to retain an item pursuant to an agreement 
or electronic presentment warrants to any subsequent collecting bank and 
to the payor bank or other payor that retention and presentment of the item 
omply with the agreement. If a customer of a depositary bank undertakes 
to retain an item, that bank also makes this warranty. 


(c) A person to whom warranties are made under this section and who 
took the item in good faith may recover from the warrantor as damages for 
breach of warranty an amount equal to the loss suffered as a result of the 
breach, plus expenses and loss of interest incurred as a result of the breach. 


Reason for 1990 Change 


New section. See Official Comment. 


§ 4-208 4-210. Security Interest of Collecting Bank in Items, 
Accompanying Documents and Proceeds. 

(a) A collecting bank has a security interest in an item and any ac- 
companying documents or the proceeds of either: 

€a}(1) in case of an item deposited in an account, to the extent to which 
credit given for the item has been withdrawn or applied; 

(53(2) in case of an item for which it has given credit available for 
withdrawal as of right, to the extent of the credit given, whether or not 
the credit is drawn upon &nd—whether or not there is a right of charge- 
back; or 

¢e}(3) if it makes an advance on or against the item. 

2)(b) When If credit whieh-has-been given for several items received at 
one time or pursuant to a single agreement is withdrawn or applied in 
part, the security interest remains upon all the items, any accompanying 
documents or the proceeds of either. For the purpose of this section, credits 
first given are first withdrawn. 

Gc) Receipt by a collecting bank of a final settlement for an item is a 
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realization on its security interest in the item, accompanying documents, 
and proceeds. Te-the-extent-and-se So long as the bank does not receive 
final settlement for the item or give up possession of the item or ac- 
companying documents for purposes other than collection, the security 
interest continues to that extent and is subject to the-provisions-of Article 
9, exeept-that but: 

&&J(1) no security agreement is necessary to make the security interest 

enforceable (subseetion-(1(8)-of Section 9-203(1)(a)); and 
2) no filing is required to perfect the security interest; and 


(e}(3) the security interest has priority over conflicting perfected secu- 
rity interests in the item, accompanying documents; or proceeds. 


Reason for 1990 Change 
The addition of “collecting” in subsection (a) is a clarification. The other modifications are 
made to conform with current legislative drafting practices, with no intent to change 
substance. 


§ 4-209 4-211. When Bank Gives Value for Purposes of Holder in 
Due Course. 


For purposes of determining its status as a holder in due course, the a 
bank has given value to the extent that it has a security interest in an 


of Section 3-302 on what constitutes a holder in due course. 
Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


§ 4-210 4-212. Presentment by Notice of Item Not Payable By, 
Through, or at Bank; Liability of Seeondary-Parties 
Drawer or Indorser. 

(a) Unless otherwise instructed, a collecting bank may present an 
item not payable by, through, or at a bank by sending to the party to ac- 
cept or pay a written notice that the bank holds the item for acceptance or 
payment. The notice must be sent in time to be received on or before the 
day when presentment is due and the bank must meet any requirement o 

he party to accept or pay under Section 3-505 3-501 by the close of the 
bank's next banking day after it knows of the requirement. 

(Q5) Where If presentment is made by notice and neither-hener pay- 

ent, acceptance, ner or request for compliance with a requirement under 
Section 3-505 3-501 is not received by the close of business on the day after 
maturity or, in the case of demand items, by the close of business on the 

hird banking day after notice was sent, the presenting bank may treat 
he item as dishonored and charge any seeendary-party drawer or indorser 
by sending him it notice of the facts. 


Reason for 1990 Change 


The term “secondary party” is no longer used in Articles 3 and 4. The other modifications 
are made to conform with current legislative drafting practices, with no intent to change 
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§ 4-211 4-213. Media-of-Remittanee; Provisional-and-Final 
Settlement-in Remittanee-Cases Medium and Time 
of Settlement by Bank. 

CD A eoHeeting bank may take in settlement-of an item 
ta} a-cheek of the remitting bank cr-of another bank on-any ban 


the payer by-whiech itis payable: 
(b) ifthe- person receiving the settlement has authorized remittance by, 
er-by-a-eashier’s cheek or- similar primary 
obligation of er-a cheek upon the payor orother remitting bank -whieh is 
not of a kind approved by subsection (Db), —at- the time of the receipt 
: heel bis 


(a) With respect to settlement by a bank, the medium and time of settle- 
ent may be prescribed by Federal Reserve regulations or circulars, 
learing-house rules, and the like, or agreement. In the absence of such 
prescription: 
(1) the medium of settlement is cash or credit to an account in a Federal 
Reserve bank of or specified by the person to receive settlement; and 
(2) the time of settlement, is; 
(i) with respect to tender of settlement by cash, a cashier’s check, or 
teller's check, when the cash or check is sent or delivered; 
(ti) with respect to tender of settlement by credit in an account in a 
Federal Reserve Bank, when the credit is made: 
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(tit) with respect to tender of settlement by a credit or debit to an ac- 
count in a bank, when the credit or debit is made or, in the case of ten- 
der of settlement by authority to charge an account, when the authority 
is sent or delivered; or 

(iv) with respect to tender of settlement by a funds transfer, when 
payment is made pursuant to Section 4A-406(a) to the person receiving 
settlement. 

(b) If the tender of settlement is not by a medium authorized by subsec- 
tion (a) or the time of settlement is not fixed by subsection (a), no settlement 
occurs until the tender of settlement is accepted by the person receiving 

ettlement. 

(c) If settlement for an item is made by cashier’s check or teller's check 
and the person receiving settlement, before its midnight deadline: 

(1) presents or forwards the check for collection, settlement is final 
when the check is finally paid; or 

(2) fails to present or forward the check for collection, settlement is 
final at the midnight deadline of the person receiving settlement. 

(d) If settlement for an item is made by giving authority to charge the ac- 

ount of the bank giving settlement in the bank receiving settlement, settle- 

ent is final when the charge is made by the bank receiving settlement i 
there are funds available in the account for the amount of the item. 


Reason for 1990 Change 


New section. See the Official Comment. Former Section 4-211 applied only to settlements 
by remittance instruments and authorities to charge which could be received in settlement 
by a collecting bank without the collecting bank's being responsible if the remittance wasn't 
paid. The new section is much broader in stating general rules for all types of settlements 

ith respect to the time settlement is made and the medium which the person receiving 
settlement must accept. Subsections (c) and (d) apply to the issues treated in former Sec- 
ion 4-211. 


$ 4-212 4-214. Right of Charge-Back or Refund; Liability of 
Collecting Bank; Return of Item. 


(a) If a collecting bank has made provisional settlement with its 
customer for an item and itself fails by reason of dishonor, suspension o 
payments by a bank, or otherwise to receive & settlement for the item 

hich is or becomes final, the bank may revoke the settlement given by it, 
charge back the amount of any credit given for the item to its customer's 
account, or obtain refund from its customer, whether or not it is able to 
return the items, if by its midnight deadline or within a longer reasonable 
ime after it learns the facts it returns the item or sends notification of the 
facts. If the return or notice is delayed beyond the bank's midnight deadline 
or a longer reasonable time after it learns the facts, the bank may revoke 
the settlement, charge back the credit, or obtain refund from its customer, 
but it is liable for any loss resulting from the delay. These rights to revoke, 
charge back, and obtain refund terminate if and when a settlement for the 
item received by the bank is or becomes final & etie of-Sceter 


4 and-subseetions-(2)-and-(3)-of-Seetion-4-213). 
H2 Within the time manner_preseribed by this section and Section 
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itary bank and obtain reimbursement —n-sueh-ease;i 
Da ras rona e for-the-item;-it 
se the bank drawing the draft and any provisional credita for 


(b) A collecting bank returns an item uien it is e or delivered to the 
bank's customer or transferor or pursuant to its instructions. 

Gc) A depositary bank whieh that is also the payor may charge back 

he amount of an item to its customer's account or obtain refund in accor- 
dance with the section governing return of an item received by a payor 
bank for credit on its books (Section 4-301). 
Ad) The right to charge back is not affected by: 
(&) (1) prior previous use of the a credit given for the item; or 
(b} (2) failure by any bank to exercise ordinary care with respect to the 
item, but &ny a bank so failing remains liable. 

+(e) A failure to charge back or claim refund does not affect other 
rights of the bank against the customer or any other party. 

(6)(f) If credit is given in dollars as the equivalent of the value of an item 
payable in & foreign eurreney money, the dollar amount of any charge-back 
or refund shal must be calculated on the basis of the buying-sight bank- 
offered spot rate for the foreign eurreney money prevailing on the day 

hen the person entitled to the charge-back or refund learns that it will 
not receive payment in ordinary course. 


Reason for 1990 Change 

Subsection (a) is amended by the addition of the second sentence which adopts the view 
of Appliance Buyers Credit Corp. v. Prospect National Bank, 708 F.2d 290 (7th Cir.1983), 
hat if the midnight deadline for returning an item or giving notice is not met, a collecting 
bank loses its rights only to the extent of damages for any loss resulting from the delay. 

he cross references to former Sections 4-211 and 4-213 are deleted. The reason for the 
deletion is to remove any implication that final settlement is determined by only these 
provisions. See Reasons for 1990 Change for Section 4-201. 

Former subsection (2) is replaced by subsection (b). Former subsection (2) broadly al- 
owed for direct return of all types of unpaid items. The purpose of the amendment is to 
imit the right of direct return with respect to noncheck items. This purpose is accomplished 
by subsection (b) when read against the background of Regulation CC Section 229.31 which 
allows for the direct return of checks but does not apply to noncheck items. Since Regula- 
ion CC preempts subsection (b) with respect to checks, the result is that the limitation on 
direct return found in subsection (b) applies only to noncheck items. 

Subsection (f) is amended to conform to the terminology (“bank-offered spot rate") used in 
Section 3-107. 

The other modifications are made to conform with current legislative drafting practices, 

ith no intent to change substance. 


$ 4-213 4-215. Final Payment of Item by Payor Bank; When 
Provisional Debits and Credits Become Final; When 
Certain Credits Become Available For Withdrawal. 
(a) An item is finally paid by a payor bank when the bank has first 
done any of the following; whiehever-happens-first: 
(a}(1) paid the item in cash; or 
0332) settled for the item without reserving having a right to revoke 


the settlement &nd—witheut-having-sueh-right under statute, elearing 


heuse clearing-house rule, or agreement; or 
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(e) eempleted-the-process-of-posting-the-citem-to-the-indieated-aeeount 
ofthe drawer maker or other person tebe charged therewith:or 

t3) made a provisional settlement for the item and failed to revoke 
the settlement in the time and manner permitted by statute, elearing 
house clearing-house rule, or agreement. Upen-a-fin ymen 


(55; (e aid c edis 


(b) If provisional — for an item does not become final, the item is 
ot finally paid. 
€23(c) If provisional settlement for an item between the presenting and 
payor banks is made through a clearing house or by debits or credits in an 
account between them, then to the extent that provisional debits or credits 
for the item are entered in accounts between the presenting and payor 
banks or between the presenting and successive prior collecting banks 
seriatim, they become final upon final payment of the items by the payor 
bank. 


3)(d) If a collecting bank receives a settlement for an item which is or 


becomes final, SUDSEC ton OT PEC ien £ ; SUDSEC ton OT PEC ron 
4 the bank is accountable to its customer for the amount of the item 
and any provisional credit given for the item in an account with its 
customer becomes final. 

&D(e) Subject to (7) applicable law stating a time for availability of funds 
and (ii) any right of the bank to apply the credit to an obligation of the 
customer, credit given by a bank for an item in &n—aeeeun 


eustemer a customer's account becomes available for withdrawal as o 
1 ight; 
fa(1) in-any-ease—where if the bank has received a provisional settle- 
ment for the item, when suek the settlement becomes final and the bank 
has had a reasonable time to learn-that-the-settlement-is-final receive 
return of the item and the item has not been received within that time; 
05332) in-any-ease-where if the bank is both a the depositary bank and 
a the payor bank, and the item is finally paid, at the opening of the 
bank’s second banking day following receipt of the item. 
Mf) Adepesit-of money ina bank is finalwhen made but, subjeet Subject 
o applicable law stating a time for availability of funds and any right o 
the a bank to apply the a deposit to an obligation of the eustemer deposi- 
tor, the a deposit of money becomes available for withdrawal as of right at 
he opening of the bank's next banking day feHewing after receipt of the 
deposit. 


Reason for 1990 Change 


Subsection (a)(2) is amended to provide that a payor bank cannot make settlement provi- 
sional by unilaterally reserving a right to revoke the settlement. The right to revoke must 
come from a statute (e.g., Section 4-301), clearing-house rule or other agreement. Former 
subsection (1)(c) is deleted for the reason stated in the Reason for 1990 Change for former 
Section 4-109. Subsection (a)(3) is amended to remove the final sentence as an unnecessary 
source of confusion. Initially the view that payor bank may be accountable for, that is, li- 
able for the amount of, an item that it has already paid seems incongruous. This is 
particularly true in the light of the language formerly found in former Section 4-302 stating 

hat the payor bank can defend against liability for accountability by showing that it has 
already settled for the item. But, at least with respect to former Section 4-213(1)(c), such a 


1592 


AMENDMENTS 


provision was needed because under the process-of-posting test a payor bank may have 
paid an item without settling for it. Now that Article 4 has abandoned the process-of- 
posting test, the sentence is no longer needed. If the payor bank has neither paid the item 
not returned it within its midnight deadline, the payor bank is accountable under Section 
4-302. 

Subsection (b) was added to clarify the relationship of final settlement to final payment 
under Section 4-215. For example, if a payor bank makes provisional settlement for an item 
by sending a cashier's or teller's check and that settlement fails to become final under 
Section 4-213(c), subsection (b) provides that final payment has not occurred. Under Section 
4-302(a) the payor bank is accountable unless it has returned the item before its midnight 
deadline. In this regard, subsection (b) is an exception to subsection (a)(3). Even if the 
payor bank has not returned an item by its midnight deadline there is still no final pay- 
ment if provisional settlement had been made and settlement failed to become final. 
However, if presentment of the item was over the counter for immediate payment, final 
payment has occurred under Section 4-215(a)(2). Subsection (b) does not apply because the 
settlement was not provisional. Section 4-301(a). In this case the presenting person, often 
he payee of the item, has the right to demand cash or the cash equivalent of federal 

eserve credit. If the presenting person accepts another medium of settlement such as a 
cashier's or teller's check, the presenting person takes the risk that the payor bank may fail 
o pay a cashier's check because of insolvency or that the drawee of a teller's check may dis- 


Subsection (d) is amended to delete the cross references to former Sections 4-211 and 
4-213. The reason for the deletion is to remove any implication that final settlement is 
determined by only those provisions. See Reasons for 1990 Change for Section 4-201. 

The preamble to subsection (e), as well as subsection (f), is amended to recognize that 
Regulation CC Sections 229.10—229.13 and the laws of several states (Regulation CC Sec- 
ion 229.20) prescribe times for availability of a depositor's funds. Subsections (e) and (f) 
are expressly made subject to these funds availability laws. Paragraph (1) of subsection (e) 
is amended to delete the test that a customer may withdraw funds after the bank has had 
a reasonable time to “learn that the settlement is final." The depositary bank may never af- 

rmatively learn that a settlement is final. The substituted test is that the bank may delay 
making funds available to a customer until it has had a reasonable time to receive return 
of the item and the item has not been returned. The other modifications are made to 
conform with current legislative drafting practices, with no intent to change substance. 


$ 4-214 4-216. Insolvency and Preference. 

(a) Any If an item is in or eeming comes into the possession of a payor 
or collecting bank whieh that suspends payment and whieh the item is has 
not been finally paid, the item shall must be returned by the receiver, 

rustee, or agent in charge of the closed bank to the presenting bank or the 
closed bank's customer. 

(2)(b) If a payor bank finally pays an item and suspends payments 

ithout making a settlement for the item with its customer or the present- 
ing bank which settlement is or becomes final, the owner of the item has a 
preferred claim against the payor bank. 

Gc) If a payor bank gives or a collecting bank gives or receives a provi- 
sional settlement for an item and thereafter suspends payments, the 
suspension does not prevent or interfere with the settlement’s becoming 
final if sueh the finality occurs automatically upon the lapse of certain time 
or the happening of certain events (subseetion-(3)-of-Seetion-4-211,-subsee- 
Wa eo S eetion tH. 

(4)(d) If a collecting bank receives from subsequent parties settlement 
for an item, which settlement is or becomes final and the bank suspends 
payments without making a settlement for the item with its customer 

hich settlement is or becomes final, the owner of the item has a preferred 
claim against sueh the collecting bank. 
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Reason for 1990 Change 


Subsection (c) is amended to delete the cross references to former Sections 4-211 and 
4-213. The reason for the deletion is to remove any implication that final settlement is 
determined by only those provisions. See Reasons for 1990 Change for Section 4-201. The 
other modifications are made to conform with current legislative drafting practices, with no 
intent to change substance. 


$ 4-301. Deferred Posting; Recovery of Payment by Return of 
Items; Time of Dishonor; Return of Items by Payor Bank. 


(a) Where-an—autherized settlement If a payor bank settles for a 
demand item fother than a documentary draft 
presented otherwise than for immediate payment over the counter has 
been-made before midnight of the banking day of receipt, the payor bank 
ay revoke the settlement and recover any payment the settlement if, 
before it has made final payment €subseetien-CD-ef-Seetion-4-213) and 
before its midnight deadline, it 


fa returns the item; or 


0532) sends written notice of dishonor or non-payment if the item is 
held fer-protest-or is otherwise unavailable for return. 


(2)(b) If a demand item is received by a payor bank for credit on its 
books, it may return sueh the item or send notice of dishonor and may 
revoke any credit given or recover the amount thereof withdrawn by its 
customer, if it acts within the time limit and in the manner specified in 
the-preeeding subsection (a). 

GJ(c) Unless previous notice of dishonor has been sent, an item is 
dishonored at the time when for purposes of dishonor it is returned or no- 
ice sent in accordance with this section. 


€D(d) An item is returned: 


(a}(1) as to an item reeetved presented through a clearing house, when 
it is delivered to the presenting or last collecting bank or to the clearing 
house or is sent or delivered in accordance with clearing-house rules; or 


0532) in all other cases, when it is sent or delivered to the bank's 
customer or transferor or pursuant to his instructions. 


Reason for 1990 Change 


The term “authorized settlement" is deleted in subsection (a) because Section 4-213 
makes the term superfluous. That section prescribes the medium of settlement that a bank 
must accept. References to settlement throughout Article 4 assume that settlement was 
made by tender of the proper medium; hence, the word “settles” in subsection (a) means an 
authorized settlement. Substitution of “settlement” for “payment” in subsection (a) is con- 
sistent with the usage throughout Article 4 in distinguishing the act of settlement from the 
issue of whether the settlement constitutes final payment. The cross reference to former 
Section 4-213 is deleted. The reason for the deletion is to remove any implication that final 
settlement is determined only by that provision. See Reason for 1990 Change for Section 
4-201. The reference to protest is deleted in paragraph (2) of subsection (a) because Article 
4 no longer deals with protest. The other modifications are made to conform with current 
egislative drafting practices, with no intent to change substance. 


$ 4-302. Payor Bank's Responsibility for Late Return of Item. 


(a) If an item is presented to ex and received by a payor bank, the 
bank is accountable for the amount of: 


1594 


990 ARTICLE 4 AMENDMENTS 


(1) a demand item, other than a documentary draft, whether 
properly payable or not, if the bank, in any case where in which it is 
not also the depositary bank, retains the item beyond midnight of the 
banking day of receipt without settling for it or, regardless-ef whether 
or not it is also the depositary bank, does not pay or return the item or 
send notice of dishonor until after its midnight deadline; or 


X2) any other properly payable item unless, within the time al- 
lowed for acceptance or payment of that item, the bank either accepts 
or pays the item or returns it and accompanying documents. 


(b) The liability of a payor bank to pay an item pursuant to subsection 
(a) is subject to defenses based on breach of a presentment warranty 
(Section 4-208) or proof that the person seeking enforcement of the li- 
ability presented or transferred the item for the purpose of defrauding the 
payor bank. 


Reason for 1990 Change 
Subsection (b) is added to clarify the deleted introductory language of former Section 
4-302: “In the absence of a valid defense such as breach of a presentment warranty (subsec- 
ion (1) of Section 4-207), settlement effected or the like. . .." A payor bank can defend an 
action against it based on accountability by showing that the item contained a forged 
indorsement or a fraudulent alteration. Section 4-208. Proposed subsection (b) drops the 
ambiguous “or the like” language and provides that the payor bank may also raise the 
defense of fraud. Decisions that hold an accountable bank’s liability to be “absolute” are 
ejected. A payor bank that makes a late return of an item should not be liable to a 
defrauder operating a check kiting scheme. In Bank Leumi Trust Co. v. Balley’s Park Place 
Inc., 528 F.Supp. 349 (S.D.N.Y.1981), and American National Bank v. Foodbasket, 497 P.2d 
546 (Wyo.1972), banks that were accountable under Section 4-302 for missing their 
midnight deadline were successful in defending against parties who initiated collection 
owing that the check would not be paid. The “settlement effected” language is deleted as 
nnecessary. If a payor bank is accountable for an item it is liable to pay it. If it has made 
nal payment for an item, it is no longer accountable for the item. The other modifications 
are made to conform with current legislative drafting practices, with no intent to change 
substance. 


§ 4-303. When Items Subject to Notice, Step-Order Stop-Payment 
Order, Legal Process, or Setoff; Order in Which Items 
May be Charged or Certified. 

(a) Any knowledge, notice, or step-erder stop-payment order received 
by, legal process served upon, or setoff exercised by a payor bank;whether 
6r—mnot—eftee amcer—eother es—oftaw comes too late to terminate, 
suspend, or modiy the bank's tighi or duty to pay an item or to charge its 


DER or legal process is received or served and a reasonable time for the 
bank to act thereon expires or the setoff is exercised after the bank-has 
y earliest of the following: 


a1) aeeepted-or-eertified the bank accepts or certifies the item; 
0332) paid the bank pays the item in cash; 
(e}(3) the bank settles settled for the item without reserving having a 


right to revoke the settlement Locus under stat- 
ute, Genau nonse 
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ange aden: eie i na» be s or 

(e}(4) beeome the bank becomes accountable for the amount of the item 
under subseetion-(D(d)-of-Seetion-4-213-and Section 4-302 dealing with 
the payor bank's responsibility for late return of items: or 

(5) with respect to checks, a cutoff hour no earlier than one hour after 
the opening of the next banking day after the banking day on which the 
bank received the check and no later than the close of that next banking 
day or, if no cutoff hour is fixed, the close of the next banking day after 
the banking day on which the bank received the check. 
2)(b) Subject to the-previsiens-ef subsection QD (a), items may be ac- 


cepted, paid, certified, or charged to the indicated account of its customer 


Reason for 1990 Change 

The preamble of subsection (a) is restated in order to improve comprehension. Paragraphs 
(1)-(4) of subsection (a) are restated to accommodate the addition of paragraph (5) which is 
stated in terms of the reaching of a cutoff hour rather than the doing of an act. Subsection 
(a)(3) is amended to conform to Section 4-215(a)(2) which provides that a payor bank can- 
not make settlement provisional by unilaterally reserving a right to revoke the settlement. 

he right to revoke must come from a statute (e.g. Section 4-301), a clearing-house rule or 
other agreement. Former subsection (1)(d) is deleted for the reason stated in the Reason for 
1990 Change for former Section 4-109. The reference to former Section 4-213 is deleted 
rom subsection (a)(4) because the reference to accountability in former Section 4-213 is 
deleted from what is now Section 4-215. 

Subsection (a)(5) is added to allow payor banks, under time pressure to return checks to 
meet Regulation CC deadlines, to fix a cutoff hour earlier than the close of the next bank- 
ing day after the banking day on which the checks are received. Banks must have time af- 
er receiving an attachment or effecting a setoff to return a check if the attachment or seto 
enders the customer's account insufficient to pay the check. Since banks are now returning 
checks earlier during the next banking day after the banking day of receipt owing to 
Regulation CC, they need a cutoff hour earlier than the close of the banking day after that 
of receipt because they may be returning their checks before the close of that banking day. 

Subsection (b) is amended to delete *convenient to the bank" as being superfluous. The 
other modifications are made to conform with current legislative drafting practices, with no 
intent to change substance. 


$ 4-401. When Bank May Charge Customer's Account. 


from that account even though the charge creates an overdraft. An item is 
properly payable if it is authorized by the customer and is in accordance 

ith any agreement between the customer and bank. 

(b) A customer is not liable for the amount of an overdraft if the customer 

either signed the item nor benefited from the proceeds of the item. 

(c) A bank may charge against the account of a customer a check that is 
otherwise properly payable from the account, even though payment was 

ade before the date of the check, unless the customer has given notice to 
the bank of the postdating describing the check with reasonable certainty. 
The notice is effective for the period stated in Section 4-403(b) for stop- 
payment orders, and must be received at such time and in such manner as 
to afford the bank a reasonable opportunity to act on it before the bank 
takes any action with respect to the check described in Section 4-303. If a 
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bank charges against the account of a customer a check before the date 
tated in the notice of postdating, the bank is liable for damages for the loss 
esulting from its act. The loss may include damages for dishonor o 
ubsequent items under Section 4-402. 


2)(d) A bank whieh that in good faith makes payment to a holder may 
charge the indicated account of its customer according to: 


(a}(1) the original tener terms of his the altered item; or 


0332) the tener terms of his the completed item, even though the bank 
knows the item has been completed unless the bank has notice that the 
completion was improper. 


Reason for 1990 Change 

Subsection (a) is amended by the addition of the second sentence which provides a more 
general definition of “properly payable” than the narrow definition that was contained in 
ormer Section 4-104(1)(i). An item is properly payable from a customer’s account if the 
customer has authorized the payment and the payment does not violate the customer-bank 
agreement concerning the account. An item drawn for more than the balance of the 
customer’s account may be properly payable. 

Subsection (b) is added to adopt the view of case authority holding that if there is more 
han one customer who can draw on an account, the nonsigning customer is not liable for 
an overdraft unless that person benefits from the proceeds of the item. 

Subsection (c) is added because the automated check collection system cannot accom- 
modate postdated checks. A check is usually paid upon presentment without respect to the 
date of the check. Under the former law, if a payor bank paid a postdated check before its 
stated date, it could not charge the customer’s account because the check was not “properly 
payable.” Hence, the bank might have been liable for wrongfully dishonoring subsequent 
checks of the drawer that would have been paid had the postdated check not been 
prematurely paid. Under subsection (c) a customer wishing to postdate a check must notify 

he payor bank of its post-dating in time to allow the bank to act on the customer's notice 
before the bank has to commit itself to pay the check. If the bank fails to act on the 
customer’s timely notice, it may be liable for damages for the resulting loss which may 
include damages for dishonor of subsequent items. 

The other modifications are made to conform with current legislative drafting practices, 

ith no intent to change substance. 


§ 4-402. Bank’s Liability to Customer for Wrongful Dishonor; Time 
of Determining Insufficiency of Account. 

(a) Except as otherwise provided in this Article, a payor bank wrongfully 
dishonors an item if it dishonors an item that is properly payable, but a 
bank may dishonor an item that would create an overdraft unless it has 
agreed to pay the overdraft. 

(b) A payor bank is liable to its customer for damages proximately caused 
by the wrongful dishonor of an item. i 
mistake-iabHity Liability is limited to actual damages proved: 
proximatelyeaused_and preved damages and may include damages for an 
arrest or prosecution of the customer or other consequential damages. 

ether any consequential damages are proximately caused by the wrong- 
ful dishonor is a question of fact to be determined in each case. 


(c) A payor bank’s determination of the customer’s account balance on 
hich a decision to dishonor for insufficiency of available funds is based 
ay be made at any time between the time the item is received by the payor 
bank and the time that the payor bank returns the item or gives notice in 
ieu of return, and no more than one determination need be made. If, at the 
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election of the payor bank, a subsequent balance determination is made for 

the purpose of reevaluating the bank's decision to dishonor the item, the ac- 
ount balance at that time is determinative of whether a dishonor for insuf- 
ciency of available funds is wrongful. 


Reason for 1990 Change 


Subsection (a) is added for the purpose of stating positively what has been assumed 
under the original Article: that if a bank fails to honor a properly payable item it may be 
iable to its customer for wrongful dishonor. Subsection (b) is amended for clarification. 

nder this subsection the payor bank's wrongful dishonor of an item gives rise to a statu- 
ory cause of action. Damages may include consequential damages. Confusion has resulted 
rom the attempts of courts to reconcile the first and second sentences of former Section 
4-402. The second sentence implied that the bank was liable for some form of damages 
other than those proximately caused by the dishonor if the dishonor was other than by 
mistake. But nothing in the section described what these noncompensatory damages might 
be. Some courts have held that in distinguishing between mistaken dishonors and 

onmistaken dishonors, the so-called “trader” rule has been retained that allowed a 
“merchant or trader” to recover substantial damages for wrongful dishonor without proof o 
damages actually suffered. Comment 3 to former Section 4-402 indicated that this was not 
he intent of the drafters. White & Summers, Uniform Commercial Code, Section 18-4 
(1988), states: “The negative implication is that when wrongful dishonors occur not ‘through 
mistake’ but willfully, the court may impose damages greater than ‘actual damages’. . .. 
Certainly the reference to ‘mistake’ in the second sentence of 4-402 invites a court to adopt 
he relevant pre-Code distinction.” Subsection (b) by deleting the reference to mistake in 
he second sentence precludes any inference that Section 4-402 retains the “trader” rule. 

ether a bank is liable for noncompensatory damages, such as punitive damages, must be 
decided by Section 1-103 and Section 1-106 (“by other rule of law”). 

Subsection (c) is added for clarification. Banks commonly determine whether there are 
sufficient funds in an account to pay an item after the close of banking hours on the day o 
presentment when they post debit and credit items to the account. The determination is 
made on the basis of credits available for withdrawal as of right or made available for with- 
drawal by the bank as an accommodation to its customer. When it is determined that pay- 
ment of the item would overdraw the account, the item may be returned at any time before 
he bank’s midnight deadline the following day. Before the item is returned new credits 
hat are withdrawable as of right may have been added to the account. Subsection (c) 
eliminates uncertainty under Article 4 as to whether the failure to make a second determi- 

ation before the item is returned on the day following presentment is a wrongful dishonor 
if new credits were added to the account on that day that would have covered the amount 
of the check. 


§ 4-403. Customer’s Right to Stop Payment; Burden of Proof of 
Loss. 


ia) A customer may-by-erder-to-his-bank-stop 
payable-for-his-aeeount-but-the-order-must-be or any person authorized to 
draw on "E account if there is more than one person may stop payment o 
any item drawn on the customer's account or close the account by an order 
to the bank describing the item or account with reasonable certainty 
received at suek a time and in suek a manner as-te that affords the bank a 
reasonable opportunity to act on it priere before any action by the bank 

ith respect to the item described in Section 4-303. If the signature o 

ore than one person is required to draw on an account, any of these 
persons may stop payment or close the account. 

boc bam ad pue D Ru eR ied our 
e saret within that peo A ede 


(b) A stop Nd em is Eu P six a ‘but it lapses after 14 
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alendar days if the original order was oral and was not confirmed in writ- 

ing within that period. A stop-payment order may be renewed for additional 
ix-month periods by a writing given to the bank within a period during 
hich the stop-payment order is effective. 

GDX(c) The burden of establishing the fact and amount of loss resulting 
from the payment of an item contrary to a binding-step-payment stop- 
payment order or order to close an account is on the customer. The loss 
rom payment of an item contrary to a stop-payment order may include 
damages for dishonor of subsequent items under Section 4-402. 


Reason for 1990 Change 


Subsection (a) removes any ambiguity that may have been present under former subsec- 
ion (1) by making clear that if there is more than one person authorized to draw on a 
customer's account any one of them can stop payment of any check drawn on the account or 
can order the account closed. Moreover, if there is a customer, such as a corporation, that 
equires its checks to bear the signatures of more than one person, any of these persons 
may stop payment on a check. In describing the item, the customer, in the absence of a con- 
rary agreement, must meet the standard of what information allows the bank under the 
echnology then existing to identify the item with reasonable certainty. An order to close an 
account is assimilated to an order to stop payment in this section and in Section 4-407. 
Subsection (b) restates and clarifies former subsection (2). Subsection (c) is amended by 
he addition of the last sentence to provide expressly for what was only assumed under the 
ormer section: that a customer's damages for payment contrary to a stop-payment order 
may include damages for wrongful dishonor of subsequent items. The word *binding" is 
deleted as superfluous. 
The other modifications are made to conform with current legislative drafting practices, 
ith no intent to change substance. 


$ 4-405. Death or Incompetence of Customer. 


a) A payor or collecting bank's authority to accept, pay, or collect an 
item or to account for proceeds of its collection, if otherwise effective, is not 
rendered ineffective by incompetence of a customer of either bank existing 
at the time the item is issued or its collection is undertaken if the bank 
does not know of an adjudication of incompetence. Neither death nor in- 
competence of a customer revokes sueh the authority to accept, pay, collect, 
or account until the bank knows of the fact of death or of an adjudication 
of incompetence and has reasonable opportunity to act on it. 


2)(b) Even with knowledge, a bank may for 10 days after the date o 
death pay or certify checks drawn on or prier-te before that date unless 
ordered to stop payment by a person claiming an interest in the account. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


$ 4-406. Customer's Duty to Discover and Report Unauthorized 
Signature or Alteration. 


$ 4-406 APPENDIX 


(a) A bank that sends or makes available to a customer a statement of ac- 
ount showing payment of items for the account shall either return or make 

available to the customer the items paid or provide information in the state- 

ent of account sufficient to allow the customer reasonably to identify the 
items paid. The statement of account provides sufficient information if the 
item is described by item number, amount, and date of payment. 

(b) If the items are not returned to the customer, the person retaining the 
items shall either retain the items or, if the items are destroyed, maintain 
the capacity to furnish legible copies of the items until the expiration o, 

even years after receipt of the items. A customer may request an item from 

the bank that paid the item, and that bank must provide in a reasonable 
time either the item or, if the item has been destroyed or is not otherwise 
obtainable, a legible copy of the item. 

(c) If a bank sends or makes available a statement of account or items 
pursuant to subsection (a), the customer must exercise reasonable prompt- 

ess in examining the statement or the items to determine whether any pay- 

ent was not authorized because of an alteration of an item or because a 
purported signature by or on behalf of the customer was not authorized. If, 
based on the statement or items provided, the customer should reasonably 

ave discovered the unauthorized payment, the customer must promptly 
otify the bank of the relevant facts. 

2)(d) If the bank establishes proves that the customer failed, with re- 
spect to an item, to comply with the duties imposed on the customer by 
subsection 4) (c), the customer is precluded from asserting against the 
bank; 

aL) his the customer's unauthorized signature or any alteration on 
the item, if the bank also establishes proves that it suffered a loss by 
reason of sueh the failure; and 


(532) an the customer's unauthorized signature or alteration by the 
same wrongdoer on any other item paid iz in good faith by the bank after 


signature-or-alteration if. the payment was made before the bank Feud 
notice from the customer of the unauthorized signature or alteration and 
after the customer had been afforded a reasonable period of time, not 
exceeding 30 days, in which to examine the item or statement of account 
and notify the bank. 


(e) If subsection (d) applies and the customer proves that the bank 
failed to exercise ordinary care in paying the item and that the failure 
substantially contributed to loss, the loss is allocated between the 
customer precluded and the bank asserting the preclusion according to 
the extent to which the failure of the customer to comply with subsection 
(c) and the failure of the bank to exercise ordinary care contributed to the 
loss. If the customer proves that the bank did not pay the item in good 
faith, the preclusion under subsection (d) does not apply. 
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P Without regard to care or lack of care of either the customer or the 
bank, a customer who does not within one year frem-the-time after the 
statement and or items are made available to the customer (subsection 4) 
(a)) discover and report his the customer's unauthorized signature on or 


item is precluded from asserting against the bank sueh the unauthorized 
signature er-indersement or suek alteration. If there is a preclusion under 
this subsection, the payor bank may not recover for breach or warranty 
under Section 4-208 with respect to the unauthorized signature or alteration 
to which the preclusion applies. 


n uc uu uc A E 


Reason for 1990 Change 


Subsections (a), (b) and (c) restate and enlarge on former subsection (1). Subsection (a) 
ecognizes that the parties may agree that the payor, a collecting bank or other person may 
etain the items drawn on the customer's account. In these cases the payor bank must 

provide sufficient information in a statement of account to allow the customer to reasonably 
identify the items paid. A safe harbor rule is stated that provides that the payor bank has 
satisfied its obligation if the item is described by item number, amount and the date o 
payment. This information is selected because it can be captured by the payor bank by 
automation without manual processing of the item. 

Subsection (b) allows the bank retaining the item to destroy the item so long as it 
maintains the capacity to furnish legible copies for seven years. During this period the 
customer is entitled to demand from its payor bank the item or a copy of it. If the item is 
being retained by a collecting bank or other person, the payor bank must obtain the item or 
copy from that bank for its customer. 

Subsection (c) continues the rule of former subsection (1) of requiring the customer to 
exercise reasonable promptness in examining the statement or items for an unauthorized 
signature of the customer or an alteration and to notify the bank promptly. 

Subsection (d)(2) restates the conditions of the customer's preclusion and extends the 14- 
day period under former subsection (2) to a 30-day period. Although the 14-day period may 
have been sufficient when the original version of Article 4 was drafted, given the huge 
increase in the volume of checks, a longer period is viewed as more appropriate today. 

Subsection (e) replaces former subsection (3) and poses a modified comparative negligence 
est for determining liability. See the discussion on this point in the Official Comments to 

Sections 3-404, 3-405 and 3-406. The term “good faith” is defined in Section 3-103(a)(4) as 
including “observance of reasonable commercial standards of fair dealing." The connotation 
of this standard is fairness and not absence of negligence. The term “ordinary care" used in 
subsection (e) is defined in Section 3-103(a)(7) to provide that sight examination by a payor 
bank is not required if its procedure is reasonable and is commonly followed by other com- 
parable banks in the area. The case law is divided on this issue. The definition of “ordinary 
care" in Section 3-103 rejects those authorities that hold, in effect, that failure to use sight 
examination is negligence as a matter of law. 

Subsection (f) amends former subsection (4) to delete the reference to a three-year period 
o discover an unauthorized indorsement. Section 4-406 imposes no duty on a customer to 
discover a forged indorsement. Section 4-111 sets out a statute of limitations allowing a 
customer a three-year period to seek a credit to an account improperly charged by payment 
of an item bearing an unauthorized indorsement. The final sentence added to subsection (f) 
incorporates the substance of former subsection (5). 

The other modifications are made to conform with current legislative drafting practices, 
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§ 4-407. Payor Bank's Right to Subrogation on Improper 
Payment. 

If a payor bank has paid an item over the step-payment order of the 
drawer or maker to stop payment, or after an account has been closed, or 
otherwise under circumstances giving a basis for objection by the drawer 
or maker, to prevent unjust enrichment and only to the extent necessary 

o prevent loss to the bank by reason of its payment of the item, the payor 
bank shalt be is subrogated to the rights 
€a)(1) of any holder in due course on the item against the drawer or 
maker; and 
(6}(2) of the payee or any other holder of the item against the drawer 
or maker either on the item or under the transaction out of which the 
item arose; and 
€e}(3) of the drawer or maker against the payee or any other holder o 
the item with respect to the transaction out of which the item arose. 


Reason for 1990 Change 


An order to close an account is assimilated to an order to stop payment in this section 
and in Section 4-403. The other modifications are made to conform with current legislative 
drafting practices, with no intent to change substance. 


§ 4-501. Handling of Documentary Drafts; Duty to Send for 
Presentment and to Notify Customer of Dishonor. 
A bank whieh that takes a documentary draft for collection must shall 


present or send the draft and accompanying documents for presentment 
and, upon learning that the draft has not been paid or accepted in due 
course, must shall seasonably notify its customer of sueh the fact even 
hough it may have discounted or bought the draft or extended credit 
available for withdrawal as of right. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


§ 4-502. Presentment of “On Arrival” Drafts. 
When Jf a draft or the relevant instructions require presentment “on ar- 
rival”, “when goods arrive” or the like, the collecting bank need not present 
ntil in its judgment a reasonable time for arrival of the goods has expired. 
efusal to pay or accept because the goods have not arrived is not dis- 
honor; the bank must notify its transferor of sueh the refusal but need not 
present the draft again until it is instructed to do so or learns of the ar- 
rival of the goods. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


§ 4-503. Responsibility of Presenting Bank for Documents and 
Goods; Report of Reasons for Dishonor; Referee in Case 
of Need. 

Unless otherwise instructed and except as provided in Article 5, a bank 
presenting a documentary draft: 
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a1) must deliver the documents to the drawee on acceptance of the 
draft if it is payable more than three days after presentment; otherwise, 
only on payment; and 

0332) upon dishonor, either in the case of presentment for acceptance 
or presentment for payment, may seek and follow instructions from any 
referee in case of need designated in the draft or, if the presenting bank 
does not choose to utilize his the referee's services, it must use diligence 
and good faith to ascertain the reason for dishonor, must notify its trans- 
feror of the dishonor and of the results of its effort to ascertain the 
reasons therefor, and must request instructions. 

But However the presenting bank is under no obligation with respect to 
goods represented by the documents except to follow any reasonable 
instructions seasonably received; it has a right to reimbursement for any 
expense incurred in following instructions and to prepayment of or 
indemnity for sueh those expenses. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


$ 4-504. Privilege of Presenting Bank to Deal with Goods; 
Security Interest for Expenses. 

(a) A presenting bank whieh that, following the dishonor of a 
documentary draft, has seasonably requested instructions but does not 
receive them within a reasonable time may store, sell, or otherwise deal 

ith the goods in any reasonable manner. 


(2}(b) For its reasonable expenses incurred by action under subsection 
(a), the presenting bank has a lien upon the goods or their proceeds, 
hich may be foreclosed in the same manner as an unpaid seller's lien. 


Reason for 1990 Change 


Modified to conform with current drafting practices; no intent to change substance. 


APPENDIX J 
1994 Amendments to Uniform Commercial Code 


As Approved by the National Conference of 
Commissioners on Uniform State Laws 


July 31, 1994 


Amendment 1 
Section 1-201 of the Act is corrected to read: 


$ 1-201. General Definitions. 

Subject to additional definitions contained in the subsequent Articles o 
his Act which are applicable to specific Articles or Parts thereof, and un- 
less the context otherwise requires, in this Act: 

(1) *Action" in the sense of a judicial proceeding includes recoupment, 
counterclaim, set-off, suit in equity and any other proceedings in which 
rights are determined. 

(2) *Aggrieved party" means a party entitled to resort to a remedy. 

(3) “Agreement” means the bargain of the parties in fact as found in 
their language or by implication from other circumstances including 
course of dealing or usage of trade or course of performance as provided 
in this Act (Sections 1-205 and, 2-208, and 2A-207). Whether an agree- 
ment has legal consequences is determined by the provisions of this Act, 
if applicable; otherwise by the law of contracts (Section 1-103). (Compare 
“Contract”.) 

(4) “Bank” means any person engaged in the business of banking. 

(5) “Bearer” means the person in possession of an instrument, docu- 
ment of title, or certificated security payable to bearer or indorsed in 
blank. 

(6) “Bill of lading” means a document evidencing the receipt of goods 
for shipment issued by a person engaged in the business of transporting 
or forwarding goods, and includes an airbill. “Airbill” means a document 
serving for air transportation as a bill of lading does for marine or rail 
transportation, and includes an air consignment note or air waybill. 

(7) “Branch” includes a separately incorporated foreign branch of a 
bank. 

(8) “Burden of establishing” a fact means the burden of persuading the 
triers of fact that the existence of the fact is more probable than its non- 
existence. 

(9) “Buyer in ordinary course of business” means a person who in good 
faith and without knowledge that the sale to him is in violation of the 
ownership rights or security interest of a third party in the goods buys 
in ordinary course from a person in the business of selling goods of that 
kind but does not include a pawnbroker. All persons who sell minerals 
or the like (including oil and gas) at wellhead or minehead shall be 
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deemed to be persons in the business of selling goods of that kind. “Buy- 
ing" may be for cash or by exchange of other property or on secured or 
unsecured credit and includes receiving goods or documents of title 
under a pre-existing contract for sale but does not include a transfer in 
bulk or as security for or in total or partial satisfaction of a money debt. 

(10) “Conspicuous”: A term or clause is conspicuous when it is so writ- 
ten that a reasonable person against whom it is to operate ought to have 
noticed it. À printed heading in capitals (as: Non-Negotiable Bill of Lad- 
ing) is conspicuous. Language in the body of a form is “conspicuous” if it 
is in larger or other contrasting type or color. But in a telegram any 
stated term is “conspicuous”. Whether a term or clause is “conspicuous” 
or not is for decision by the court. 

(11) *Contract" means the total legal obligation which results from the 
parties’ agreement as affected by this Act and any other applicable rules 
of law. (Compare *&Agreement".) 

(12) *Creditor" includes a general creditor, a secured creditor, a lien 
creditor and any representative of creditors, including an assignee for 
the benefit of creditors, a trustee in bankruptcy, a receiver in equity and 
an executor or administrator of an insolvent debtor's or assignor's estate. 

(13) *Defendant" includes a person in the position of defendant in a 
cross-action or counterclaim. 

(14) *Delivery" with respect to instruments, documents of title, chattel 
paper, or certificated securities means voluntary transfer of possession. 

(15) *Document of title" includes bill of lading, dock warrant, dock 
receipt, warehouse receipt or order for the delivery of goods, and also 
any other document which in the regular course of business or financing 
is treated as adequately evidencing that the person in possession of it is 
entitled to receive, hold and dispose of the document and the goods it 
covers. To be a document of title a document must purport to be issued 
by or addressed to a bailee and purport to cover goods in the bailee's 
possession which are either identified or are fungible portions of an 
identified mass. 

(16) “Fault” means wrongful act, omission or breach. 

(17) “Fungible” with respect to goods or securities means goods or se- 
curities of which any unit is, by nature or usage of trade, the equivalent 
of any other like unit. Goods which are not fungible shall be deemed 
fungible for the purposes of this Act to the extent that under a particu- 
lar agreement or document unlike units are treated as equivalents. 

(18) “Genuine” means free of forgery or counterfeiting. 

(19) “Good faith” means honesty in fact in the conduct or transaction 
concerned. 

(20) “Holder,” with respect to a negotiable instrument, means the 
person in possession if the instrument is payable to bearer or, in the 
case of an instrument payable to an identified person, if the identified 
person is in possession. “Holder” with respect to a document of title 
means the person in possession if the goods are deliverable to bearer or 
to the order of the person in possession. 

(21) To “honor” is to pay or to accept and pay, or where a credit so en- 
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gages to purchase or discount a draft complying with the terms of the 
credit. 

(22) *Insolvency proceedings" includes any assignment for the benefit 
of creditors or other proceedings intended to liquidate or rehabilitate the 
estate of the person involved. 

(23) A person is “insolvent” who either has ceased to pay his debts in 
the ordinary course of business or cannot pay his debts as they become 
due or is insolvent within the meaning of the federal bankruptcy law. 

(24) *Money" means a medium of exchange authorized or adopted by a 
domestic or foreign government and includes a monetary unit of account 
established by an intergovernmental organization or by agreement be- 
tween two or more nations. 

(25) A person has “notice” of a fact when 

(a) he has actual knowledge of it; or 

(b) he has received a notice or notification of it; or 

(c) from all the facts and circumstances known to him at the time in 

question he has reason to know that it exists. 

A person “knows” or has “knowledge” of a fact when he has actual knowl- 
edge of it. “Discover” or “learn” or a word or phrase of similar import 
refers to knowledge rather than to reason to know. The time and circum- 
stances under which a notice or notification may cease to be effective are 
not determined by this Act. 

(26) A person “notifies” or “gives” a notice or notification to another by 
taking such steps as may be reasonably required to inform the other in 
ordinary course whether or not such other actually comes to know of it. 
A person “receives” a notice or notification when 

(a) it comes to his attention; or 

(b) it is duly delivered at the place of business through which the 
contract was made or at any other place held out by him as the place 
for receipt of such communications. 

(27) Notice, knowledge or a notice or notification received by an orga- 
nization is effective for a particular transaction from the time when it is 
brought to the attention of the individual conducting that transaction, 
and in any event from the time when it would have been brought to his 
attention if the organization had exercised due diligence. An organiza- 
tion exercises due diligence if it maintains reasonable routines for com- 
municating significant information to the person conducting the transac- 
tion and there is reasonable compliance with the routines. Due diligence 
does not require an individual acting for the organization to com- 
municate information unless such communication is part of his regular 
duties or unless he has reason to know of the transaction and that the 
transaction would be materially affected by the information. 

(28) *Organization" includes a corporation, government or governmen- 
tal subdivision or agency, business trust, estate, trust, partnership or as- 
sociation, two or more persons having a joint or common interest, or any 
other legal or commercial entity. 

(29) “Party”, as distinct from “third party", means a person who has 
engaged in a transaction or made an agreement within this Act. 
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(30) “Person” includes an individual or an organization (See Section 
1-102). 

(31) “Presumption” or “presumed” means that the trier of fact must 
find the existence of the fact presumed unless and until evidence is 
introduced which would support a finding of its non-existence. 

(32) “Purchase” includes taking by sale, discount, negotiation, 
mortgage, pledge, lien, issue or re-issue, gift or any other voluntary 
transaction creating an interest in property. 

(33) “Purchaser” means a person who takes by purchase. 

(34) “Remedy” means any remedial right to which an aggrieved party 
is entitled with or without resort to a tribunal. 

(35) “Representative” includes an agent, an officer of a corporation or 
association, and a trustee, executor or administrator of an estate, or any 
other person empowered to act for another. 

(36) “Rights” includes remedies. 

(37) “Security interest” means an interest in personal property or 
fixtures which secures payment or performance of an obligation. The 
retention or reservation of title by a seller of goods notwithstanding 
shipment or delivery to the buyer (Section 2-401) is limited in effect to a 
reservation of a “security interest”. The term also includes any interest 
of a buyer of accounts or chattel paper which is subject to Article 9. The 
special property interest of a buyer of goods on identification of those 
goods to a contract for sale under Section 2-401 is not a “security inter- 
est”, but a buyer may also acquire a “security interest” by complying 
with Article 9. Unless a consignment is intended as security, reservation 
of title thereunder is not a “security interest”, but a consignment in any 
event is subject to the provisions on consignment sales (Section 2-326). 

Whether a transaction creates a lease or security interest is determined 
by the facts of each case; however, a transaction creates a security inter- 
est if the consideration the lessee is to pay the lessor for the right to pos- 
session and use of the goods is an obligation for the term of the lease not 
subject to termination by the lessee, and 

(a) the original term of the lease is equal to or greater than the 
remaining economic life of the goods, 
(b) the lessee is bound to renew the lease for the remaining eco- 
nomic life of the goods or is bound to become the owner of the goods, 
(c) the lessee has an option to renew the lease for the remaining eco- 
nomic life of the goods for no additional consideration or nominal ad- 
ditional consideration upon compliance with the lease agreement, or 
(d) the lessee has an option to become the owner of the goods for no 
additional consideration or nominal additional consideration upon 
compliance with the lease agreement. 
A transaction does not create a security interest merely because it 
provides that 
(a) the present value of the consideration the lessee is obligated to 
pay the lessor for the right to possession and use of the goods is 
substantially equal to or is greater than the fair market value of the 
goods at the time the lease is entered into, 
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(b) the lessee assumes risk of loss of the goods, or agrees to pay 
taxes, insurance, filing, recording, or registration fees, or service or 
maintenance costs with respect to the goods, 

(c) the lessee has an option to renew the lease or to become the 
owner of the goods, 

(d) the lessee has an option to renew the lease for a fixed rent that 
is equal to or greater than the reasonably predictable fair market rent 
for the use of the goods for the term of the renewal at the time the op- 
tion is to be performed, or 

(e) the lessee has an option to become the owner of the goods for a 
fixed price that is equal to or greater than the reasonably predictable 
fair market value of the goods at the time the option is to be performed. 

For purposes of this subsection (37): 

(x) Additional consideration is not nominal if (i) when the option to 
renew the lease is granted to the lessee the rent is stated to be the fair 
market rent for the use of the goods for the term of the renewal 
determined at the time the option is to be performed, or (ii) when the 
option to become the owner of the goods is granted to the lessee the 
price is stated to be the fair market value of the goods determined at 
the time the option is to be performed. Additional consideration is 
nominal if it is less than the lessee's reasonably predictable cost o 
performing under the lease agreement if the option is not exercised; 

(y) “Reasonably predictable" and “remaining economic life of the 
goods" are to be determined with reference to the facts and circum- 
stances at the time the transaction is entered into; and 

(z) “Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain. The 
discount is determined by the interest rate specified by the parties i 
the rate is not manifestly unreasonable at the time the transaction is 
entered into; otherwise, the discount is determined by a commercially 
reasonable rate that takes into account the facts and circumstances o 
each case at the time the transaction was entered into. 

(38) “Send” in connection with any writing or notice means to deposit 
in the mail or deliver for transmission by any other usual means of com- 
munication with postage or cost of transmission provided for and 
properly addressed and in the case of an instrument to an address speci- 
fied thereon or otherwise agreed, or if there be none to any address rea- 
sonable under the circumstances. The receipt of any writing or notice 
within the time at which it would have arrived if properly sent has the 
effect of a proper sending. 

(39) “Signed” includes any symbol executed or adopted by a party with 
present intention to authenticate a writing. 

(40) *Surety" includes guarantor. 

(41) “Telegram” includes a message transmitted by radio, teletype, 
cable, any mechanical method of transmission, or the like. 

(42) “Term” means that portion of an agreement which relates to a 
particular matter. 

(43) “Unauthorized” signature means one made without actual, 
implied, or apparent authority and includes a forgery. 
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(44) “Value”. Except as otherwise provided with respect to negotiable 
instruments and bank collections (Sections 3-303, 4-208 4-210, and 4-209 
4-211) a person gives *value" for rights if he acquires them 


(a) in return for a binding commitment to extend credit or for the 
extension of immediately available credit whether or not drawn upon 
and whether or not a charge-back is provided for in the event of dif- 
ficulties in collection; or 

(b) as security for or in total or partial satisfaction of a pre-existing 
claim; or 

(c) by accepting delivery pursuant to a pre-existing contract for 
purchase; or 


(d) generally, in return for any consideration sufficient to support a 
simple contract. 


(45) *Warehouse receipt" means a receipt issued by a person engaged 
in the business of storing goods for hire. 

(46) *Written" or ^writing" includes printing, typewriting or any other 
intentional reduction to tangible form. 


Amendment 2 
Section 2-103 of the Act is corrected to read: 


$ 2-103. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires 


(a) “Buyer” means a person who buys or contracts to buy goods. 

(b) *Good faith" in the case of a merchant means honesty in fact and 
the observance of reasonable commercial standards of fair dealing in the 
trade. 


(c) *Receipt" of goods means taking physical possession of them. 
(d) *Seller" means a person who sells or contracts to sell goods. 
(2) Other definitions applying to this Article or to specified Parts thereof, 

and the sections in which they appear are: 

“Acceptance”. Section 2-606. 

“Banker’s credit”. Section 2-325. 

“Between merchants". Section 2-104. 

“Cancellation”. Section 2-106(4). 

“Commercial unit”. Section 2-105. 

“Confirmed credit”. Section 2-325. 

“Conforming to contract”. Section 2-106. 

“Contract for sale”. Section 2-106. 

“Cover”. Section 2-712. 

“Entrusting”. Section 2-403. 

“Financing agency”. Section 2-104. 

“Future goods”. Section 2-105. 

“Goods”. Section 2-105. 

“Identification”. Section 2-501. 
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“Installment contract". Section 2-612. 
“Letter of Credit”. Section 2-325. 
“Lot”. Section 2-105. 
“Merchant”. Section 2-104. 
“Overseas”. Section 2-323. 
“Person in position of seller”. Section 2-707. 
“Present sale”. Section 2-106. 
“Sale”. Section 2-106. 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 
“Termination”. Section 2-106. 
(3) The following definitions in other Articles apply to this Article: 
“Check”. Section 3-104. 
“Consignee”. Section 7-102. 
“Consignor”. Section 7-102. 
“Consumer goods”. Section 9-109. 
“Dishonor”. Section 3-507 3-502. 
“Draft”. Section 3-104. 
(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Amendment 3 
Section 2-511 of the Act is corrected to read: 


§ 2-511. Tender of Payment By Buyer; Payment By Check. 

(1) Unless otherwise agreed tender of payment is a condition to the 
seller’s duty to tender and complete any delivery. 

(2) Tender of payment is sufficient when made by any means or in any 
manner current in the ordinary course of business unless the seller 
demands payment in legal tender and gives any extension of time reason- 
ably necessary to procure it. 

(3) Subject to the provisions of this Act on the effect of an instrument on 
an obligation (Section 3-802 3-310), payment by check is conditional and is 
defeated as between the parties by dishonor of the check on due 
presentment. 


Amendment 4 
Section 5-103 of the Act is corrected to read: 


5-103. Definitions. 
(1) In this Article unless the context otherwise requires 

(a) “Credit” or “letter of credit” means an engagement by a bank or 
other person made at the request of a customer and of a kind within the 
scope of this Article (Section 5-102) that the issuer will honor drafts or 
other demands for payment upon compliance with the conditions speci- 
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fied in the credit. A credit may be either revocable or irrevocable. The 
engagement may be either an agreement to honor or a statement that 
the bank or other person is authorized to honor. 

(b) A “documentary draft" or a “documentary demand for payment” is 
one honor of which is conditioned upon the presentation of a document 
or documents. “Document” means any paper including document of title, 
security, invoice, certificate, notice of default and the like. 

(c) An “issuer” is a bank or other person issuing a credit. 

(d) A “beneficiary” of a credit is a person who is entitled under its 
terms to draw or demand payment. 

(e) An “advising bank” is a bank which gives notification of the issu- 
ance of a credit by another bank. 

(f) A “confirming bank” is a bank which engages either that it will 
itself honor a credit already issued by another bank or that such a credit 
will be honored by the issuer or a third bank. 

(g) A “customer” is a buyer or other person who causes an issuer to is- 
sue a credit. The term also includes a bank which procures issuance or 
confirmation on behalf of that bank’s customer. 

(2) Other definitions applying to this Article and the sections in which 
hey appear are: 

“Notation Credit”. Section 5-108. 

“Presenter”. Section 5-112(3). 

(3) Definitions in other Articles applying to this Article and the sections 
in which they appear are: 

“Accept” or “Acceptance”. Section 3-440 3-409. 

“Contract for sale". Section 2-106. 

“Draft”. Section 3-104. 

“Holder in due course”. Section 3-302. 

“Midnight deadline”. Section 4-104. 

“Security”. Section 8-102. 

(4) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Amendment 5 
Section 9-203 of the Act is corrected to read: 


§ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Formal Requisites. 

(1) Subject to the provisions of Section 4-208 4-210 on the security inter- 
est of a collecting bank, Section 8-321 on security interests in securities 
and Section 9-113 on a security interest arising under the Artiele Articles 
on Sales and Leases, a security interest is not enforceable against the 
debtor or third parties with respect to the collateral and does not attach 

nless: 
(a) the collateral is in the possession of the secured party pursuant to 
agreement, or the debtor has signed a security agreement which contains 

a description of the collateral and in addition, when the security interest 
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covers crops growing or to be grown or timber to be cut, a description o 
the land concerned; 
(b) value has been given; and 
(c) the debtor has rights in the collateral. 
(2) A security interest attaches when it becomes enforceable against the 
debtor with respect to the collateral. Attachment occurs as soon as all o 
he events specified in subsection (1) have taken place unless explicit 
agreement postpones the time of attaching. 
(3) Unless otherwise agreed a security agreement gives the secured 
party the rights to proceeds provided by Section 9-306. 
(4) A transaction, although subject to this Article, is also subject to 
, and in the case of conflict between the provisions of this Article 
and any such statute, the provisions of such statute control. Failure to 
comply with any applicable statute has only the effect which is specified 


“in subsection (4) insert reference to any local statute regulating small loans, retail 
installment sales and the like. 
The foregoing subsection (4) is designed to make it clear that certain transactions, al- 
though subject to this Article, must also comply with other applicable legislation. 
This Article is designed to regulate all the “security” aspects of transactions within its 
cope. There is, however, much regulatory legislation, particularly in the consumer field, 
which supplements this Article and should not be repealed by its enactment. Examples are 
mall loan acts, retail installment selling acts and the like. Such acts may provide for 
icensing and rate regulation and may prescribe particular forms of contract. Such provi- 
ions should remain in force despite the enactment of this Article. On the other hand if a 
etail installment selling act contains provisions on filing, rights on default, etc., such provi- 
ions should be repealed as inconsistent with this Article except that inconsistent provisions 
as to deficiencies, penalties, etc., in the Uniform Consumer Credit Code and other recent re- 
ated legislation should remain because those statutes were drafted after the substantial 
enactment of the Article and with the intention of modifying certain provisions of this Article 
as to consumer credit. 


Amendment 6 
Section 9-206 of the Act is corrected to read: 


$ 9-206. Agreement Not to Assert Defenses Against Assignee; 
Modification of Sales Warranties Where Security 
Agreement Exists. 
(1) Subject to any statute or decision which establishes a different rule 
for buyers or lessees of consumer goods, an agreement by a buyer or lessee 
hat he will not assert against an assignee any claim or defense which he 
ay have against the seller or lessor is enforceable by an assignee who 
akes his assignment for value, in good faith and without notice of a claim 
or defense, except as to defenses of a type which may be asserted against a 
| ed in due course of a negotiable instrument under the Article on Cem- 
n Negotiable Instruments (Article 3). A buyer who as part o 
one transaction signs both a negotiable instrument and a security agree- 
ent makes such an agreement. 
(2) When a seller retains a purchase money security interest in goods 
he Article on Sales (Article 2) governs the sale and any disclaimer, limita- 
ion or modification of the seller's warranties. 
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Amendment 7 
Section 9-302 of the Act is corrected to read: 


$ 9-302. When Filing is Required to Perfect Security Interest; 
Security Interests to Which Filing Provisions of This 
Article Do Not Apply. 

(1) A financing statement must be filed to perfect all security interests 

except the following: 

(a) a security interest in collateral in possession of the secured party 
under Section 9-305; 

(b) a security interest temporarily perfected in instruments or docu- 
ments without delivery under Section 9-304 or in proceeds for a 10 day 
period under Section 9-306; 

(c) a security interest created by an assignment of a beneficial interest 
in a trust or a decedent's estate; 

(d) a purchase money security interest in consumer goods; but filing is 
required for a motor vehicle required to be registered; and fixture filing 
is required for priority over conflicting interests in fixtures to the extent 
provided in Section 9-313; 

(e) an assignment of accounts which does not alone or in conjunction 
with other assignments to the same assignee transfer a significant part 
of the outstanding accounts of the assignor; 

(f) a security interest of a collecting bank (Section 4-208 4-210) or in 
securities (Section 8-321) or arising under the Artiele Articles on Sales 
and Leases (see Section 9-113) or covered in subsection (3) of this sec- 
tion; 

(g) an assignment for the benefit of all the creditors of the transferor, 
and subsequent transfers by the assignee thereunder. 

(2) If a secured party assigns a perfected security interest, no filing 
nder this Article is required in order to continue the perfected status o 
he security interest against creditors of and transferees from the original 

debtor. 

(3) The filing of a financing statement otherwise required by this Article 

is not necessary or effective to perfect a security interest in property subject 


(a) a statute or treaty of the United States which provides for a 
national or international registration or a national or international cer- 
tificate of title or which specifies a place of filing different from that 
specified in this Article for filing of the security interest; or 

(b) the following statutes of this state; [list any certificate of title stat- 
ute covering automobiles, trailers, mobile homes, boats, farm tractors, or 
the like, and any central filing statute".]; but during any period in which 
collateral is inventory held for sale by a person who is in the business o 


[Section 9-302] tion of security interests by notation on the 
*Note: It is recommended that the pro- certificates should be amended to exclude 
visions of certificate of title acts for perfec- ^ Coverage of inventory held for sale. 
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selling goods of that kind, the filing provisions of this Article (Part 4) ap- 
ply to a security interest in that collateral created by him as debtor; or 
(c) a certificate of title statute of another jurisdiction under the law o 

which indication of a security interest on the certificate is required as a 

condition of perfection (subsection (2) of Section 9-103). 

(4) Compliance with a statute or treaty described in subsection (3) is 
equivalent to the filing of a financing statement under this Article, and a 
security interest in property subject to the statute or treaty can be 
perfected only by compliance therewith except as provided in Section 9-103 
on multiple state transactions. Duration and renewal of perfection of a se- 
curity interest perfected by compliance with the statute or treaty are 
governed by the provisions of the statute or treaty; in other respects the 
security interest is subject to this Article. 


Amendment 8 
Section 9-312 of the Act is corrected to read: 


$ 9-312. Priorities Among Conflicting Security Interests in the 
Same Collateral. 

(1) The rules of priority stated in other sections of this Part and in the 
following sections shall govern when applicable: Section 4-208 4-210 with 
respect to the security interests of collecting banks in items being col- 
lected, accompanying documents and proceeds; Section 9-103 on security 
interests related to other jurisdictions; Section 9-114 on consignments. 

(2) A perfected security interest in crops for new value given to enable 

he debtor to produce the crops during the production season and given 

not more than three months before the crops become growing crops by 
planting or otherwise takes priority over an earlier perfected security 
interest to the extent that such earlier interest secures obligations due 
more than six months before the crops become growing crops by planting 
or otherwise, even though the person giving new value had knowledge o 
he earlier security interest. 

(3) A perfected purchase money security interest in inventory has prior- 
ity over a conflicting security interest in the same inventory and also has 
priority in identifiable cash proceeds received on or before the delivery o 

he inventory to a buyer if 
(a) the purchase money security interest is perfected at the time the 
debtor receives possession of the inventory; and 
(b) the purchase money secured party gives notification in writing to 

the holder of the conflicting security interest if the holder had filed a 

financing statement covering the same types of inventory (i) before the 

date of the filing made by the purchase money secured party, or (ii) 

before the beginning of the 21 day period where the purchase money se- 

curity interest is temporarily perfected without filing or possession 

(subsection (5) of Section 9-304); and 

(c) the holder of the conflicting security interest receives the notifica- 
tion within five years before the debtor receives possession of the inven- 
tory; and 
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(d) the notification states that the person giving the notice has or 
expects to acquire a purchase money security interest in inventory of the 
debtor, describing such inventory by item or type. 

(4) A purchase money security interest in collateral other than inventory 
has priority over a conflicting security interest in the same collateral or its 
proceeds if the purchase money security interest is perfected at the time 

he debtor receives possession of the collateral or within ten days 
hereafter. 

(5) In all cases not governed by other rules stated in this section (includ- 
ing cases of purchase money security interests which do not qualify for the 
special priorities set forth in subsections (3) and (4) of this section), prior- 
ity between conflicting security interests in the same collateral shall be 
determined according to the following rules: 

(a) Conflicting security interests rank according to priority in time o 
filing or perfection. Priority dates from the time a filing is first made 
covering the collateral or the time the security interest is first perfected, 
whichever is earlier, provided that there is no period thereafter when 
there is neither filing nor perfection. 

(b) So long as conflicting security interests are unperfected, the first to 
attach has priority. 

(6) For the purposes of subsection (5) a date of filing or perfection as to 
collateral is also a date of filing or perfection as to proceeds. 

(7) If future advances are made while a security interest is perfected by 
filing, the taking of possession, or under Section 8-321 on securities, the 


security interest has the same priority for the purposes of subsection (5) 
ith respect to the future advances as it does with respect to the first 
advance. If a commitment is made before or while the security interest is 
so perfected, the security interest has the same priority with respect to ad- 
ances made pursuant thereto. In other cases a perfected security interest 
has priority from the date the advance is made. 
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1994 and 1995 Amendments to Articles 1, 3, 4, 5, 9, and 10 
Conforming to 1994 Revision of Article 8 


Conforming Amendments to Article 9 


[Changes from present law are shown by underscore and strikeeut.] 


$ 9-103. Perfection of Security Interest in Multiple State 
Transactions. 


xX kK ck 


(6) Uneertifieated-seeurities Investment property. 


(a) This subsection applies to investment property. 

(b) Except as otherwise provided in paragraph (f), during the time that 
a. security certificate is located in a jurisdiction, perfection of a security 
interest, the effect of perfection or non-perfection, and the priority of a se- 
curity interest in the certificated security represented thereby are governed 
by the local law of that jurisdiction. 

(c) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority of a 
security interest in an uncertificated security are governed by the local 
law of the issuer’s jurisdiction as specified in Section 8-110(d). 

(d) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority of a 
security interest in a security entitlement or securities account are 
governed by the local law of the securities intermediary's jurisdiction as 
specified. in Section 8-110(e). 

(e) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority of a 
security interest in a commodity contract or commodity account are 
governed by the local law of the commodity intermediary’s jurisdiction. 
The following rules determine a “commodity intermediary’s jurisdiction’ 
for purposes of this paragraph: 

(i) If an agreement between the commodity intermediary and com- 
modity customer specifies that it is governed by the law of a particular 
jurisdiction, that jurisdiction is the commodity intermediary’s 
jurisdiction. 

Gi) If an agreement between the commodity intermediary and com- 
modity customer does not specify the governing law as provided in 
subparagraph (i), but expressly specifies that the commodity account is 
maintained at an office in a particular jurisdiction, that jurisdiction is 
the commodity intermediary’s jurisdiction. 

Gii) If an agreement between the commodity intermediary and com- 
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modity customer does not specify a jurisdiction as provided in 
subparagraphs (i) or (ii), the commodity intermediary’s jurisdiction is 
the jurisdiction in which is located the office identified in an account 
statement as the office serving the commodity customer’s account. 


(iv) If an agreement between the commodity intermediary and com- 
modity customer does not specify a jurisdiction as provided in 
subparagraphs (i) or (ti) and an account statement does not identify an 
office serving the commodity customer’s account as provided in 
subparagraph (iii), the commodity intermediary’s jurisdiction is the ju- 
risdiction in which is located the chief executive office of the commodity 
intermediary. 


(f Perfection of a security interest by filing, automatic perfection of a 
security interest in investment property granted by a broker or securities 
intermediary, and automatic perfection of a security interest in a com- 
modity contract or commodity account granted by a commodity intermedi- 
ary are governed by the local law of the jurisdiction in which the debtor 
is located. 


Official Comment 
xX ok ck 


The term “at wellhead” is intended to encompass arrangements based on sale of the prod- 
ct as soon as it issues from the ground and is measured, without technical distinctions as 
o whether title passes at the “Christmas tree” or the far side of a gathering tank or at 

some other point. The term “at minehead” is a comparable concept. 

9. Subsection (6) of Section 9-103 specifies choice of law rules for perfection of security 
interests in investment property. Paragraph (b) covers security interests in certificated 

ecurities. Paragraph (c) covers security interests in uncertificated securities. Paragraph (d) 
overs security interests in security entitlements and securities accounts. Paragraph (e) cov- 
ers security interests in commodity contracts and commodity accounts. The approach of each 
of these paragraphs is essentially the same. They identify the jurisdiction’s law that governs 
questions of perfection and priority on the basis of the same principles that are used in 
Article 8 to determine other questions concerning that form of investment property. Thus, for 
ertificated securities, the law of the jurisdiction where the certificate is located governs. Cf. 
ection 8-110(c). For uncertificated securities, the law of the issuer’s jurisdiction governs. Cf. 
ection 8-110(a). For security entitlements and securities accounts, the law of the securities 
intermediary’s jurisdiction governs. Cf. Section 8-110(b). For commodity contracts and com- 

odity accounts, the law of the commodity intermediary’s jurisdiction governs. Since com- 

odity contracts and commodity accounts are not governed by Article 8, paragraph (e) 
ontains rules that specify the commodity intermediary’s jurisdiction. These are analogous 

to the rules in Section 8-110(e) specifying a securities intermediary’s jurisdiction. 

Under this subsection, if litigation about perfection or priority arises in this State, the rel- 
evant choice of law rule of paragraphs (b) through (e) may point to the law of this State or to 
the law of another State. If the litigation were in a tribunal of a jurisdiction that has not 
enacted this section, it would follow its own choice of law rules. The choice of law rules 
prescribed here by statute conform to generally accepted principles of choice of law. The sim- 
plicity and clarity in the choice of law rules, coupled with the explicit recognition that the 
parties to some securities transactions may agree on a governing law, are intended to assure 
that there will be one clear choice of law regardless of forum. 

Paragraph (f) adapts the general choice of law principles of this subsection to cases where 
a secured party claims perfection on the basis of filing, or by virtue of the automatic perfec- 
tion rules in Section 9-115(4)(c) and (d). In such a case, the law of the debtor’s jurisdiction 
determines whether the requirements for that form of perfection have been satisfied. The 

ules in Section 9-103(3) on the debtor’s location 7 7 : 

and effect of change of location apply to cases governed by paragraph (f)*. The main reason 
or the paragraph (f) rule is to specify the proper filing office. Under the substantive rules o 
his Act, a security interest in investment property perfected only by filing is enforceable 
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against the debtor or lien creditors, but not against most other claimants. See Sections 
9-115(5) and (6), 8-105(e), 8-303, and 8-502. Because the choice of law rules in this section 
ay, in some circumstances, have the effect of directing a court in a jurisdiction that has 
adopted this Act to look to the law of another jurisdiction, it is possible that the jurisdiction 
o specified will be one that has not adopted rules concerning the effect of filing as a method 
of perfection for investment property. In such cases, or other circumstances where the govern- 
ing substantive law is not this Act, the effect of filing on the rights of other parties should be 
interpreted in light of the role of that form of perfection under this Act; that is, the rights of 
a secured party in investment property as determined under this Act perfected only by filing 
against another secured party or any other person who purchases or otherwise deals with. 
the investment property should be interpreted to be no greater than the rights of that secured. 
party under this Act. *Amendments in italics approved by the Permanent Editorial Board 
or Uniform Commercial Code November 4, 1995. 
The following examples illustrate these rules: 
Example 1. A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer obtains a margin loan from Able. Subsection (6)(d) provides that Pennsylvania 
law—the law of the securities intermediary's jurisdiction—governs perfection and priority 
of the security interest. 

Example 2. A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer obtains a loan from a lender located in Illinois. The lender takes a security inter- 
est and perfects by obtaining an agreement among the debtor, itself, and Able, which 
satisfies the requirement of Section 8-106(d)(2) to give the lender control. Subsection (6)(d) 
provides that Pennsylvania law—the law of the securities intermediary's jurisdiction— 
governs perfection and priority of the security interest. 

Example 3. A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account, the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer borrows from SP1, and SP1 files a financing statement in New Jersey. Later, the 
customer obtains a loan from SP2. SP2 takes a security interest and perfects by obtaining 
an agreement among the debtor, itself, and Able, which satisfies the requirement of Section 
8-106(d)(2) to give the SP2 control. Subsection (6)(f) provides that perfection of SP1’s secu- 
rity interest by filing is governed by the location of the debtor, so the filing in New Jersey 
was appropriate—assuming New Jersey has adopted the revisions of Article 9 permitting 
perfection of security interests in investment property by filing. Subsection (6)(d), however, 
provides that Pennsylvania law—the law of the securities intermediary's jurisdiction— 
governs all other questions of perfection and priority. Thus, Pennsylvania law governs 
perfection of SP2's security interest, and Pennsylvania law also governs the priority of the 
security interests of SP1 and SP2. 

kok 


§ 9-105. Definitions and Index of Definitions. 


(1) In this Article unless the context otherwise requires: 
* ok ck 


(h) “Goods” includes all things which are movable at the time the se- 
curity interest attaches or which are fixtures (Section 9-313), but does 
not include money, documents, instruments, investment property, com- 
modity contracts, accounts, chattel paper, general intangibles, or miner- 
als or the like (including oil and gas) before extraction. “Goods” also 
includes standing timber which is to be cut and removed under a convey- 
ance or contract for sale, the unborn young of animals, and growing 
crops; 
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3-104), er-a-ee de or any other 
writing which Eds Ue a ight to fhe enna of money and is not 
itself a security agreement or lease and is of a type which is in ordinary 
course of business transferred by delivery with any necessary indorse- 
ment or assignment. The term does not include investment property; 

(2) Other definitions applying to this Article and the sections in which 
hey appear are: 


“Account”. Section 9-106. 
“Attach”. Section 9-203. 
“Commodity contract”. Section 9-115. 
“Commodity customer”. Section 9-115. 
“Commodity intermediary”. Section 9-115. 
“Construction mortgage”. Section 9-313(1). 
“Consumer goods". Section 9-109(1). 
“Control”. Section 9-115. 


“Equipment”. 
“Farm products”. 
“Fixture”. 
“Fixture filing”. 


Section 9-109(2). 
Section 9-109(3). 
Section 9-313(1). 
Section 9-313(1). 


“General intangibles”. Section 9-106. 
“Inventory”. Section 9-109(4) 
“Investment property”. Section 9-115. 
“Lien creditor”. Section 9-301(3). 
“Proceeds”. Section 9-306(1). 
“Purchase money security interest”. Section 9-107. 
“United States”. Section 9-103. 


(3) The following definitions in other Articles apply to this Article: 


“Broker”. Section 8-102. 
“Certified security”. Section 8-102. 
“Check”. Section 3-104. 
“Clearing corporation”. Section 8-102. 
“Contract for sale”. Section 2-106. 
“Control”. Section 8-106. 
“Delivery”. Section 8-301. 
“Entitlement holder”. Section 8-102. 
“Financial asset”. Section 8-102. 
“Holder in due course”. Section 3-302. 
“Note”. Section 3-104. 
“Sale”. Section 2-106. 
“Securities intermediary”. Section 8-102. 


[i 


"Security". Section 8-102. 
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"Security certificate". Section 8-102. 
"Security entitlement". Section 8-102. 
“Uncertificated security”. Section 8-102. 


Official Comment 
xX ok ok 


“Instrument”: the term as defined in paragraph (1)(i) includes not only negotiable 
instruments and-eertifieated-seeurities but also any other intangibles evidenced by writings 
hich are in ordinary course of business transferred by delivery. As in the case of chattel 
paper “delivery” is only the minimum stated and may be accompanied by other steps. 
Amendment approved by the Permanent Editorial Board for Uniform Commercial Code 
ovember 4, 1995. 


§ 9-106. Definitions: “Account”; “General Intangibles.” 
“Account” means any right to payment for goods sold or leased or for ser- 
ices rendered which is not evidenced by an instrument or chattel paper, 
hether or not it has been earned by performance. “General intangibles” 
eans any personal property (including things in action) other than goods, 
accounts, chattel paper, documents, instruments, investment property, and 
oney. All rights to payment earned or unearned under a charter or other 
contract involving the use or hire of a vessel and all rights incident to the 
charter or contract are accounts. 


9-115. Investment Property. 
(1) In this Article: 

(a) “Commodity account” means an account maintained by a commod- 
ity intermediary in which a commodity contract is carried for a commod- 
ity customer. 

(b) “Commodity contract” means a commodity futures contract, an op- 
tion on a commodity futures contract, a commodity option, or other 
contract that, in each case, is: 

(i) traded on or subject to the rules of a board of trade that has been 
designated as a contract market for such a contract pursuant to the 
federal commodities laws; or 

(ti) traded on a foreign commodity board of trade, exchange, or mar- 
ket, and is carried on the books of a commodity intermediary for a com- 
modity customer. 

(c) “Commodity customer” means a person for whom a commodity 
intermediary carries a commodity contract on its books. 

(d) “Commodity intermediary” means: 

(i) a person who is registered as a futures commission merchant 
under the federal commodities laws; or 

(it) a person who in the ordinary course of its business provides 
clearance or settlement services for a board of trade that has been 
designated as a contract market pursuant to the federal commodities 
laws. 
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(e) “Control” with respect to a certificated security, uncertificated secu- 
rity, or security entitlement has the meaning specified in Section 8-106. A 
secured party has control over a commodity contract if by agreement 
among the commodity customer, the commodity intermediary, and the 
secured party, the commodity intermediary has agreed that it will apply 
any value distributed on account of the commodity contract as directed 
by the secured party without further consent by the commodity customer. 
If a commodity customer grants a security interest in a commodity 
contract to its own commodity intermediary, the commodity intermediary 
as secured party has control. A secured party has control over a securities 
account or commodity account if the secured party has control over all se- 
curity entitlements or commodity contracts carried in the securities ac- 
count or commodity account. 

(f “Investment property" means: 

(i) a security, whether certificated or uncertificated; 
(ti) a security entitlement; 
(iti) a securities account; 
(iv) a commodity contract; or 
(v) a commodity account. 
(2) Attachment or perfection of a security interest in a securities account 
is also attachment or perfection of a security interest in all security entitle- 
ents carried in the securities account. Attachment or perfection of a secu- 
ity interest in a commodity account is also attachment or perfection of a se- 
urity interest in all commodity contracts carried in the commodity account. 
(3) A description of collateral in a security agreement or financing state- 
ent is sufficient to create or perfect a security interest in a certificated se- 
urity, uncertificated security, security entitlement, securities account, com- 
odity contract, or commodity account whether it describes the collateral 
by those terms, or as investment property, or by description of the underly- 
ing security, financial asset, or commodity contract. A description of invest- 
ent property collateral in a security agreement or financing statement is 
ufficient if it identifies the collateral by specific listing, by category, by 
quantity, by a computational or allocational formula or procedure, or by 
any other method, if the identity of the collateral is objectively determinable. 
(4) Perfection of a security interest in investment property is governed by 
the following rules: 

(a) A security interest in investment property may be perfected by 
control. 

(b) Except as otherwise provided in paragraphs (c) and (d), a security 
interest in investment property may be perfected by filing. 

(c) If the debtor is a broker or securities intermediary a security interest 
in investment property is perfected when it attaches. The filing of a financ- 
ing statement with respect to a security interest in investment property 
granted by a broker or securities intermediary has no effect for purposes 
of perfection or priority with respect to that security interest. 

(d) If a debtor is a commodity, intermediary, a security interest in a 
commodity contract or a commodity account is perfected when it attaches. 
The filing of a financing statement with respect to a security interest in a 
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commodity contract or a commodity account granted by a commodity 

intermediary has no effect for purposes of perfection or priority with re- 

spect to that security interest. 

(5) Priority between conflicting security interests in the same investment 
property is governed by the following rules: 

(a) A security interest of a secured party who has control over invest- 
ment property has priority over a security interest of a secured party who 
does not have control over the investment property. 

(b) Except as otherwise provided in paragraphs (c) and (d), conflicting 
security interests of secured parties each of whom has control rank 
equally. 

(c) Except as otherwise agreed by the securities intermediary, a security 
interest in a security entitlement or a securities account granted to the 
debtor's own securities intermediary has priority over any security inter- 
est granted by the debtor to another secured party. 

(d) Except as otherwise agreed by the commodity intermediary, a secu- 
rity interest in a commodity contract or a commodity account granted to 
the debtor's own commodity intermediary has priority over any security 
interest granted by the debtor to another secured party. 

(e) Conflicting security interests granted by a broker, a securities 
intermediary, or a commodity intermediary which are perfected without 
control rank equally. 

(f In all other cases, priority between conflicting security interests in 
investment property is governed by Section 9-312(5), (6), and (7). Section 


9-312(4) does not apply to investment property. 

(6) If a security certificate in registered form is delivered to a secured 
party pursuant to agreement, a written security agreement is not required 
for attachment or enforceability of the security interest, delivery suffices for 
perfection of the security interest, and the security interest has priority over 
a conflicting security interest perfected by means other than control, even if 
a necessary indorsement is lacking. 


Official Comment 


1. Overview. This section sets out the principal rules on security interests in investment 
property. Investment property, defined in subsection (1)(f) is a new term for a category of col- 
ateral that includes securities, whether held directly or through intermediaries, and com- 
modity futures. The term investment property is used in Article 9 as one of the general cate- 
gories of collateral, such as goods or instruments. Investment property is excluded from the 
definitions of goods, instruments, and general intangibles. See Sections 9-105(1)(h), 9-105(1) 
(i), and 9-106. 

This section is added as part of the revision of Article 8 on investment securities. It relies 
in part on terms and concepts defined in Revised Article 8. For an overview of Revised 
Article 8, see the Prefatory Note to that Article. Prior to the 1978 amendments to Article 8, 
the rules on security interests in securities were included in Article 9. The 1978 amendments 

oved the key rules to Article 8. The revision of Article 8 returns these matters to Article 9. 
n order to avoid disruption of section numbering, the new rules on security interests in 
investment property are collected in this section, rather than being distributed among the 
various sections of Article 9 dealing with corresponding issues for other categories o, 
ollateral. On matters not covered by rules set out in this section, security interests in invest- 

ent property are governed by the general rules in other sections of this Article. 

The distinction between the direct and indirect holding systems plays an important role in 
the rules on security interests in securities. Consider two investors, X and Y, each of whom 
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owns 1000 shares of XYZ Co. common stock. X has a certificate representing 1000 shares 
and is registered on the books maintained by XYZ Co.’s transfer agent as the holder of rec- 
ord. of those 1000 shares. X has a direct relationship with the issuer, and receives dividends, 
distributions, and proxies directly from the issuer. In Revised Article 8 terminology, X has a 
direct claim to a “certificated security.” If X wishes to use the investment position as collat- 
eral for a loan, X would grant the lender a security interest in the “certificated security." The 
Article 9 rules for such transactions are explained in Comment 2. XYZ Co. might not issue 
ertificates, but register investors such as X directly on its stockholder books. In that case, 

’s interest would be an “uncertificated security.” The Article 9 rules for uncertificated secu- 
ities are explained in Comment 3. By contrast to these direct relationships, Y holds the se- 
urities through an account with Y's broker. Y does not have a certificate and is not registered 
on XYZ Co.’s stock books as a holder of record. Rather, Y holds the securities through a 
hain of securities intermediaries. Under Revised Article 8, Y's interest in XYZ common 
tock is described as a "securities entitlement." If Y wishes to use the investment position as 
ollateral for a loan, Y would grant the lender a security interest in the “securities 
entitlement." The Article 9 rules for security entitlements are explained in Comment 4. 

A commercial setting in which security interests in investment property play a most 
economically significant role is the *wholesale" level, that is, finance of securities firms and 
ecurity interests that support the extension of credit in the settlement system. Comments 6 
and 7 deal with these transactions. The rules on security interests in investment property 
also apply to commodity futures. Comment 8 deals with these transactions. 

The rules on security interests in investment property are based on the concept of “control,” 
defined in Sections 8-106 and 9-115(1)(e). If the secured party has control the security inter- 
est can attach even without a written security agreement. See Section 9-203. A security inter- 
est in investment property can also be created by a written security agreement pursuant to 

ection 9-203. Security interests in investment property can be perfected by control. See 
ubsection (4)(a). Although other methods of perfection are also permitted, the basic priority 
ule, set out in subsection (5)(a), is that a secured party who obtains control has priority over 
a secured party who relies on some other method of perfection. The control priority rule is 
explained in Comment 5. 

2. Security interests in certificated securities. A security interest in a certificated se- 
urity can be created by conferring control on the secured party. Section 8-106 provides that 
a secured party has control of a certificated security if the certificate has been delivered, see 

ection 8-301, and any necessary indorsement has been supplied. Section 9-203 provides 
that a security interest can attach, even without a written security agreement, if the secured 
party has control. Section 9-115(4)(a) provides that control is a permissible method o 
perfection. 

A security interest in a certificated security can also be created by a written security agree- 

ent pursuant to Section 9-203, and can be perfected by filing, see subsection (4)(b). (The 
perfection by filing rule does not apply if the debtor is a broker or securities intermediary.) 

owever, a security interest perfected only by filing is subordinate to a conflicting security 
interest perfected by control. See subsection (5)(a) and Comment 5. Also, perfection by filing 
would not give the secured party protection against other types of adverse claims, since the 
Article 8 adverse claim cut-off rules require control. See Section 8-510. 

Section 9-115(6) deals with cases where a secured party has taken possession of an 
unindorsed security certificate in registered form. It provides that even though the indorse- 

ent is lacking, delivery of the certificate to the secured party suffices for attachment and 
perfection of the security interest in the certificated security. It also provides that such a pos- 
essory security interest has priority over a conflicting non-control security interest, such as 
a security interest perfected by filing. However, without the indorsement the secured party 
would not get the other protections against adverse claims that flow from obtaining control. 

ee Section 8-510. 

3. Security interests in uncertificated securities. The rules on security interests in 
uncertificated securities apply only where the debtor is the direct holder of an uncertificated 
ecurity. For example, mutual funds typically do not issue certificates, but the beneficial 
owners of mutual funds shares commonly are the direct holders of the shares, whose interests 
are recorded on the books of the issuer. If such an investor grants a security interest in the 

utual funds shares, the rules in this section on security interests in uncertificated securi- 
ties apply. These rules are not germane to situations where a debtor holds securities through 
a securities intermediary. Security interests in positions held through securities intermediar- 
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ies are governed by the rules on security entitlements and securities accounts, not the rules 
on uncertificated securities. 
A security interest in an uncertificated security can be perfected either by control or by 
ling. See subsection (4)(a) and (b). (The filing rule does not apply if the debtor is itself a 
broker or securities intermediary.) Priority disputes among conflicting security interests in 
an uncertificated security are governed by subsection (5). Under subsection (5)(a), a secured 
party who obtains control has priority over a secured party who does not have control. Thus, 
although filing is a permissible method of perfection, a secured party who perfects by filing 
takes the risk that the debtor has granted or will grant a security interest in the same prop- 
erty to another party who obtains control. See Comment 5. 
The requirements for control with respect to uncertificated securities are set out in Section 
-106(c). There are two possibilities. First, a secured party has control if the uncertificated 
ecurity is transferred from debtor to secured party on the books of the issuer. See Sections 
-106(c)(1) (control by “delivery”) and 8-301(b) (defining “delivery” of uncertificated security). 
o far as the issuer is concerned, the secured party is the registered owner entitled to all 
ights of ownership, though as between the debtor and secured party the debtor remains the 
owner and the secured party holds its interest as secured party. Second, a secured party has 
ontrol over an uncertificated security if the issuer agrees that it will comply with “instruc- 
tions" originated by the secured party without further consent by the registered owner. See 
ection 8-106(c)(2). If the debtor, secured party, and issuer agree that the secured party has 
the right to direct the issuer to dispose of the security without further action by the debtor, 
the secured party has control even though the debtor remains listed as the registered owner 
and continues to receive dividends and distributions. Note, though, that there is no statutory 
equirement that issuers of uncertificated securities offer such arrangements. 

4. Security interests in security entitlements and securities accounts. This section 
establishes a structure for creating security interests in securities and other financial assets 
that a debtor holds through an account with a securities intermediary. Under Revised 
Article 8, the interest of a person who holds securities through a securities account with a 
broker or other securities intermediary is described as a security entitlement. Thus, the 
Article 9 rules governing the use of that person's investment position as collateral are the 

ules for security entitlements and securities accounts, not the rules for certificated securities 
or uncertificated securities. 

Attachment of security interests in security entitlements and securities accounts is governed, 
by Section 9-203 and subsections (2) and (3) of this section. Unless the secured party has 
ontrol, a written security agreement is necessary for attachment. For purposes of descrip- 
tion of the collateral in a security agreement, it is not essential that the precise Article 8 
terminology be used. See subsection (3). For example, if a debtor who holds 1000 shares of 

Z Co. common stock through a securities account signs a security agreement which 

describes the collateral as *1000 shares of XYZ Co. common stock," that description is suf- 

cient, even though the debtor's interest would be described under Revised Article 8 as a “se- 
urity entitlement" to 1000 shares of XYZ Co. common stock. 

The Article 8 term security entitlement also covers the interest of a person in a "financial 
asset," if the person holds that financial asset through a securities account. “Financial asset’ 
is a broader term than “security.” See Section 8-102(a)(9). For example, a bankers’ accep- 
tance is an Article 3 negotiable instrument and hence an instrument under Section 9-105(1) 
©. If a person who holds a bankers’ acceptance directly wishes to grant a security interest in 
it, the Article 9 rules for instruments apply. However, if a person holds a bankers' accep- 
tance through a securities account, the person has a security entitlement to the bankers 
acceptance. If the person wishes to grant a security interest in the security entitlement to the 
bankers' acceptance, the Article 9 rules for investment property apply. 

Subsection (Dfii) provides that the term investment property also includes “securities 
account." This is intended to facilitate transactions in which a debtor wishes to grant a secu- 
ity interest in all of the investment positions held through a particular account rather than 
in particular positions carried in the account. Just as a debtor may grant a security interest 
either in specifically listed items of equipment or in all of the debtor's equipment, so too a 
debtor who holds securities or other financial assets through a securities account may grant 
a security interest either in specifically listed security entitlements or in all of the security 
entitlements held through that account. Referring to the collateral as the securities account 
is a simple way of describing all of the security entitlements carried in the account. Section 
9-115(2) provides that attachment or perfection of a security interest in a securities account 
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is also attachment or perfection of a security interest in all security entitlements carried in 
the securities account. A security interest in a securities account would also include all other 
ights of the debtor against the securities intermediary arising out of the securities account. 
or example, a security interest in a securities account would include credit balances due to 
the debtor from the securities intermediary, whether or not they are proceeds of a security 
entitlement. 
A security interest in a security entitlement or securities account can be perfected either by 
ontrol or by filing. See subsections (4)(a) and (4)(b). (The filing rule does not apply if the 
debtor is itself a broker or securities intermediary.) Priority disputes among conflicting secu- 
ity interests in a security entitlement or securities account are governed by subsection (5). 
The basic rule of subsection (5)(a) is that a secured party who obtains control has priority 
over a secured party who does not have control. Thus, although filing is a permissible 

ethod of perfection, a secured party who perfects by filing takes the risk that the debtor has 
granted or will grant a security interest in the same property to another party who obtains 
ontrol. See Comment 5. 

The requirements for control with respect to security entitlements and securities accounts 
are set out in Sections 8-106(d) and 9-115(1)(e). There are two possibilities. First, Section 

-106(d)(1) provides that a secured party has control over a security entitlement if the 

ecured party becomes the entitlement holder, that is, the position is transferred from debtor. 
to secured party on the books of a securities intermediary. See Examples 1 and 2 in Comment 
4 to Section 8-106. Second, Section 8-106(d)(2) provides that a secured party has control 
over a security entitlement if the securities intermediary agrees that it will comply with 
entitlement orders originated by the secured party without further consent by the debtor. See 
xample 3 in Comment 4 to Section 8-106. If the debtor, secured party, and issuer agree 
that the secured party has the right to direct the securities intermediary to dispose of the col- 
ateral without further action by the debtor, the secured party has control even though the 
debtor remains listed as the entitlement holder and continues to receive dividends and 
distributions. The secured party can obtain control even though the debtor is also allowed to 
ontinue to trade. See Section 8-106(f) and Comment 7 thereto. The three-party control 
agreement device is based on arrangements that have already developed in the securities 
business. Even under prior law, some securities brokers developed standard forms of such 
agreements. Note though that, as is the case with respect to issuers of uncertificated securi- 
ties, there is no statutory requirement that securities intermediaries offer such control agree- 
ent arrangements. 
Subsection (1)(e) provides that a secured party has control over a securities account if it 
as control over all security entitlements carried in the account. Thus, the rules in Section 
-106(d) on control with respect to security entitlements determine whether a secured party 
as control over a securities account. Control with respect to a securities account is defined 
in terms of obtaining control over the security entitlements simply for drafting convenience. 
Of course, an agreement that provides that the securities intermediary will honor instruc- 
tions from the secured party concerning a securities account described as such is sufficient 
ince such an agreement necessarily implies that the secured party has control over all secu- 
ity entitlements carried in the account. 
If a customer borrows from its own securities intermediary, e.g., to purchase securities “on 
argin" or for other purposes, and grants a security interest to its intermediary, the 
intermediary has control. See Section 8-106(e). A securities firm could also provide control 

nancing arrangements to its customers through a different legal entity than the securities 
intermediary itself, e.g., the securities trading, custody, and credit services might be provided. 
by different corporate entities within the financial services firm's “family.” So long as the 
agreement with the customer provides that the entity providing the custodial function (the 
"securities intermediary") will act on instructions received from entity providing the credit, 
the credit entity has control. 

5. Priority Rules. Subsection (5) specifies the priority rules for conflicting security 
interests in the same investment property. Subsection (5)(a) states the most important gen- 
eral rule—that a secured party who obtains control has priority over a secured party who 
does not obtain control. The other priority rules, in subsections (5)(b) through (5)(e), deal 
with relatively unusual circumstances not covered by the control priority rule. Subsection 
(5)(f) provides that the general priority rules of Section 9-312 apply to cases not covered by 
the specific rules in subsection (5). The principal application of this residual rule is that the 
usual first in time of filing rule applies to conflicting security interests that are perfected 
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only by filing. Because the control priority rule of subsection (5)(a) provides for the ordinary 
ases in which persons purchase securities on margin credit from their brokers, there is no 
eed for special rules for purchase money security interests. Accordingly, subsection (5)(f) 
provides that the purchase money priority rule of Section 9-312(4) does not apply to invest- 
ent property. 
The following examples illustrate the basic priority rules of this section: 

Example 1. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor owns 
1000 shares of XYZ Co. stock for which Debtor has a certificate. Alpha perfects by filing. 
Later, Debtor borrows from Beta and grants Beta a security interest in the 1000 shares of 
XYZ Co. stock. Debtor delivers the certificate, properly indorsed, to Beta. Alpha and Beta 
both have perfected security interests in the XYZ Co. stock. Beta has control, see Section 
8-106(b)(L), and hence has priority over Alpha. 

Example 2. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor owns 
1000 shares of XYZ Co. stock, held through a securities account with Able & Co. Alpha 
perfects by filing. Later, Debtor borrows from Beta and grants Beta a security interest in 
the 1000 shares of XYZ Co. stock. Debtor instructs Able to have the 1000 shares transferred 
through the clearing corporation to Custodian Bank, to be credited to Beta’s account with 
Custodian Bank. Alpha and Beta both have perfected security interests in the XYZ Co. 
stock. Beta has control, see Section 8-106(d)(1), and hence has priority over Alpha. 

Example 3. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor owns 
1000 shares of XYZ Co. stock, which is held through a securities account with Able & Co. 
Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a security inter- 
est in the 1000 shares of XYZ Co. stock. Debtor, Able, and Beta enter into an agreement 
under which Debtor will continue to receive dividends and distributions, and will continue 
to have the right to direct dispositions, but Beta will also have the right to direct disposi- 
tions and receive the proceeds. Alpha and Beta both have perfected security interests in the 
XYZ Co. stock. Beta has control, see Section 8-106(d)(2), and hence has priority over 
Alpha. 

Example 4. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor owns 
1000 shares of XYZ Co. stock, held through a securities account with Able & Co. Alpha 
perfects by filing. Debtor's agreement with Able & Co. provides that Able has a security 
interest in all securities carried in the account as security for any obligations of Debtor to 
Able. Debtor incurs obligations to Able and later defaults on the obligations to Alpha and, 
Able. Able has control by virtue of the rule of Section 8-106(e) that if a customer grants a 
security interest to its own intermediary, the intermediary has control. Since Alpha does 
not have control, Able has priority over Alpha under the general control priority rule o, 
subsection (5)(a). 

Example 5. Debtor holds securities through a securities account with Able & Co. 
Debtor’s agreement with Able & Co. provides that Able has a security interest in all secu- 
rities carried in the account as security for any obligations of Debtor to Able. Debtor bor- 
rows from Beta and grants Beta a security interest in 1000 shares of XYZ Co. stock car- 
ried in the account. Debtor, Able, and Beta enter into an agreement under which Debtor 
will continue to receive dividends and distributions and will continue to have the right to 
direct dispositions, but Beta will also have the right to direct dispositions and receive the 
proceeds. Debtor incurs obligations to Able and later defaults on the obligations to Beta 
and Able. Both Beta and Able have control, so the general control priority rule of subsec- 
tion (5)(a) does not apply. Compare Example 4. Subsection (5)(c) provides that a security 
interest held by a securities intermediary in positions of its own customer has priority over 
a conflicting security interest of an external lender, so Able has priority over Beta. (Subsec- 
tion (5)(d) has a parallel rule for commodities intermediaries.) The agreement among 
Able, Beta, and Debtor could, of course, determine the relative priority of the security 
interests of Able and Beta, see Section 9-316, but the fact that the intermediary has agreed 
to act on the instructions of a secured party such as Beta does not itself imply any agree- 
ment by the intermediary to subordinate. 

The control priority rule does not turn on either temporal sequence or awareness of conflict- 
ing security interests. Rather, it is a structural rule, based on the principle that a lender 
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hould be able to rely on the collateral without question if the lender has taken the necessary 
teps to assure itself that it is in a position where it can foreclose on the collateral without 
urther action by the debtor. The control priority rule is necessary because the perfection 
ules provide considerable flexibility in structuring secured financing arrangements. For 
example, at the *retail" level, a secured lender to an investor who wants the full measure o 
protection can obtain control, but the creditor may be willing to accept the greater measure 
of risk that follows from perfection by filing. Similarly, at the *wholesale" level, a lender to 
ecurities firms can leave the collateral with the debtor and obtain a perfected security inter- 
est under the automatic perfection rule of subsection (4)(c), but a lender who wants to be 
entirely sure of its position will want to obtain control. The control priority rule of subsection 
(5)(a) is an essential part of this system of flexibility. It is feasible to provide more than one 

ethod of perfecting secured transactions only if the rules ensure that those who take the 
ecessary steps to obtain the full measure of protection do not run the risk of subordination 
to those who have not taken such steps. A secured party who is unwilling to run the risk that 
the debtor has granted or will grant a conflicting control security interest should not make a 
oan without obtaining control of the collateral. 
As applied to the retail level, the control priority rule means that a secured party who 
obtains control has priority over a conflicting security interest perfected by filing without 
egard to inquiry into whether the control secured party was aware of the filed security 
interest. Prior to enactment of this section, Article 9 did not permit perfection of security 
interests in securities by filing. Accordingly, parties who deal in securities have never 
developed a practice of searching the UCC files before conducting securities transactions. Al- 
though filing is now a permissible method of perfection, in order to avoid disruption of exist- 
ing practices in this business it is necessary to give perfection by filing a different and more 
imited effect for securities than for some other forms of collateral. The priority rules are not 
based on the assumption that parties who perfect by the usual method of obtaining control 
will search the files. Quite the contrary, the control priority rule is intended to ensure that 
ecured parties who do obtain control are entirely unaffected by filings. To state the point 
another way, perfection by filing is intended to affect only general creditors or other secured 
reditors who rely on filing. The rule that a security interest perfected by filing can be 
primed by a control security interest, without regard to awareness, is a consequence of the 
ystem of perfection and priority rules for investment property. These rules are designed to 
take account of the circumstances of the securities markets, where filing is not given the 
ame effect as for some other forms of property. No implication is made about the effect of fil- 
ing with respect to security interests in other forms of property, nor about other Article 9 
ules, e.g., Section 9-308, which govern the circumstances in which security interests in other 
orms of property perfected by filing can be primed by subsequent perfected security interests. 

6. Secured finance of securities firms. Modernization of the commercial law rules 

governing secured finance of securities dealers and security interest arrangements in the 
learance and settlement system is essential to the safe and efficient functioning of the secu- 
ities markets. 
Secured financing arrangements for securities firms are currently implemented in various 
ways. In some circumstances lenders may require that the transactions be structured as 
“hard pledges,” where the securities are transferred on the books of a clearing corporation 
rom the debtor’s account to the lender’s account or to a special pledge account for the lender 
where they cannot be disposed of without the specific consent of the lender. In other circum- 
tances, lenders are content with so-called “agreement to pledge” or “agreement to deliver” 
arrangements, where the debtor retains the positions in its own account, but reflects on its 
books that the positions have been hypothecated and promises that the securities will be 
transferred to the secured party’s account on demand. 

The perfection and priority rules of this section are designed to facilitate current secured 
nancing arrangements for securities firms as well as to provide sufficient flexibility to ac- 
ommodate new arrangements that develop in the future. Hard pledge arrangements are 
overed by the concept of control. If the lender obtains control, the security interest is 
perfected and has priority over a conflicting non-control security interest. For examples o, 
ontrol arrangements in this setting see Examples 4 through 8 in Comment 4 to Section 
-106. The secured party can obtain control even though the debtor retains the right to trade 

or otherwise dispose of the collateral. See Section 8-106(f) and Examples 7 and 8 in Comment 
4 to Section 8-106. 
Non-control secured financing arrangements for securities firms are covered by the 
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automatic perfection rule of subsection (4)(c). Under prior law, agreement to pledge arrange- 

ents could be implemented under a provision that a security interest in securities given for 
et value under a written security agreement was perfected without filing or possession for a. 
period of 21 days. Although the security interests were temporary in legal theory, the financ- 
ing arrangements could, in practice, be continued indefinitely by rolling over the loans at 
east every 21 days. Accordingly, a knowledgeable creditor of a securities firm realizes that 
the firm's securities may be subject to security interests that are not discoverable from any 
public records. The perfection rule of subsection (4)(c) makes it unnecessary to engage in the 
purely formal practice of rolling over these arrangements every 21 days. 

Priority questions concerning security interests granted by brokers and securities 
intermediaries are governed by the general control priority rule of subsection (5)(a), as 
upplemented by the special rules set out in subsections (b), (c), and (e). In cases not covered 
by the control priority rule, conflicting security interests rank equally. The following 
examples illustrate the priority rules as applied to this setting. (In all cases it is assumed 
that the debtor retains sufficient other securities to satisfy all customers’ claims. This section 
deals with the relative rights of secured lenders to a securities firm. Disputes between a 
ecured lender and the firm's own customers are governed by Section 8-511.) 

Example 6. Able & Co., a securities dealer, enters into financing arrangements with 
two lenders, Alpha Bank and Beta Bank. In each case the agreements provide that the 
lender will have a security interest in the securities identified on lists provided to the 
lender on a daily basis, that the debtor will deliver the securities to the lender on demand, 
and that the debtor will not list as collateral any securities which the debtor has pledged 
to any other lender. Upon Able's insolvency it is discovered that Able has listed the same 
securities on the collateral lists provided to both Alpha and Beta. Alpha and Beta both 
have perfected security interests under the automatic perfection rule of subsection (4)(c). 
Neither Alpha nor Beta has control. Subsection (5)(e) provides that the security interests 
of Alpha and Beta rank equally, because each of them has a non-control security interest 
granted by a securities firm. They share pro-rata. 

Example 7. Able enters into financing arrangements with Alpha Bank and Beta Bank 
as in Example 6. At some point, however, Beta decides that it is unwilling to continue to 
provide financing on a non-control basis. Able directs the clearing corporation where it 
holds its principal inventory of securities to move specified securities into Beta's account. 
Upon Able’s insolvency it is discovered that a list of collateral provided to Alpha includes 
securities that had been moved to Beta's account. Both Alpha and Beta have perfected se- 
curity interests; Alpha under the automatic perfection rule of subsection (4)(c), and Beta 
under that rule and also the subsection (4)(a) control perfection rule. Beta has control but 
Alpha does not. Beta has priority over Alpha under subsection (5)(a). 

Example 8. Able & Co. carries its principal inventory of securities through Clearing 
Corporation, which offers a *shared control" facility whereby a participant securities firm 
can enter into an arrangement with a lender under which the securities firm will retain 
the power to trade and otherwise direct dispositions of securities carried in its account, 
but Clearing Corporation agrees that, at any time the lender so directs, Clearing Corpora- 
tion will transfer any securities from the firm's account to the lender's account or otherwise 
dispose of them as directed by the lender. Able enters into financing arrangements with 
two lenders, Alpha and Beta, each of which obtains such a control agreement from Clear- 
ing Corporation. The agreement with each lender provides that Able will designate specific 
securities as collateral on lists provided to the lender on a daily or other periodic basis, 
and that it will not pledge the same securities to different lenders. Upon Able's insolvency, 
it is discovered that Able has listed the same securities on the collateral lists provided to 
both Alpha and Beta. Both Alpha and Beta have control over the disputed securities. They 
share pro rata under subsection (5)(b). 

7. Secured financing arrangement in the settlement system. Under the rules or 
agreements governing the relationship between a clearing corporation and its participants, 
the clearing corporation may have a security interest in securities that the participants have 
deposited with the clearing corporation pursuant to guaranty fund arrangements or in secu- 

ities that are in the process of delivery to or from a participant's account in the settlement 
process. The control rules protect the clearing corporation's rights as secured party in such 
arrangements, since the clearing corporation would have control over the collateral under 
the Section 8-106 rules. The control rules also protect the rights of “upper-tier” intermediar- 
ies that are not themselves clearing corporations. For example, if a securities dealer carries 
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its inventory through a clearing bank that provides both custodial and credit services, the 
learing bank as secured party would have control and hence be assured of perfection and 
priority over any potential conflicting security interests granted by the securities dealer. 

In some circumstances, a clearing corporation may be the debtor in a secured financing 
arrangement. For example, a clearing corporation that settles delivery-versus-payment 
transactions among its participants on a net, same-day basis relies on timely payments from 
all participants with net obligations due to the system. If a participant that is a net debtor 
were to default on its payment obligation, the clearing corporation would not receive some of 
the funds needed to settle with participants that are net creditors to the system. To complete 
end-of-day settlement after a payment default by a participant, a clearing corporation that 

ettles on a net, same-day basis may need to draw on credit lines and pledge securities of the 
defaulting participant or other securities pledged by participants in the clearing corporation 
to secure such drawings. The clearing corporation may be the top tier securities intermedi- 
ary for the securities pledged, so that it would not be practical for the lender to obtain 
ontrol. Even where the clearing corporation holds some types of securities through other 
intermediaries, however, the clearing corporation is unlikely to be able to complete the ar- 
angements necessary to convey “control” over the securities to be pledged in time to complete 
ettlement in a timely manner. However, the term *securities intermediary" is defined in 
ection 8-102(a)(14) to include clearing corporations. Thus, the perfection rule of subsection 
(4)(c) applies to security interests in investment property granted by clearing corporations. 

In secured financing arrangements for clearing corporations and other securities 
intermediaries, it is sometimes necessary to specify that a secured lender will have a security. 
interest in a certain bundle of securities that, after all the calculations necessary to complete 
a processing cycle are completed, turn out to be appropriate and available for pledge. At the 
time the security interest attaches, the necessary computations may not have been completed, 
though the information that ultimately will determine what positions are to be pledged has 
been entered. Accordingly, subsection (3) provides that the description of collateral in a secu- 

ity agreement may identify the collateral by means of a computational or allocational 
ormula. 

8. Security interests in commodity futures. Section 9-115 establishes rules on security. 
interests in commodity contracts and commodity accounts that are, in general, parallel to 
the rules on security interests in security entitlements and securities accounts. Note, though, 
that commodity contracts are not "securities" or "financial assets" under Article 8. See 

ection 8-103(f). Thus, the relationship between commodity intermediaries and commodity 

ustomers is not governed by the indirect holding system rules of Part 5 of Article 8. For se- 
urities, the UCC establishes rules in Article 9 on security interests, and rules in Article 8 on 
the rights of transferees, including secured parties, on such matters as the rights of a 
transferee if the transfer was itself wrongful so that another party has an adverse claim. For 
ommodity contracts, Article 9 establishes rules on security interests, but questions of the 
ort dealt with in Article 8 for securities are left to other law. 

Subsection (1) contains the definitions of the terms used in substantive rules on security 
interests in commodity contracts and commodity accounts. The key term *commodity 

ontract” is defined in subsection (1)(b). Section 8-103(f) provides that a commodity contract, 

as defined in Section 9-115, is not a security or a financial asset. The result is that the 
indirect holding system rules in Revised Article 8 Part 5 do not apply to anything that falls 
within the definition of commodity contract in this section. The indirect holding system rules 
of Article 8, however, are intended to be sufficiently flexible that they can be applied to new 
developments in the securities and financial markets, where that is appropriate. Accord- 
ingly, the “commodity contract” definition in this section is narrowly drafted to ensure that 
it does not operate as an obstacle to the application of the new Article 8 indirect holding 
ystem rules to new products. The term commodity contract covers those contracts that are 
traded on or subject to the rules of a designated contract market, and foreign commodity 
ontracts that are carried on the books of American commodity intermediaries. The effect of 
this definition is that the category of commodity contracts that are excluded from Article 8 
but governed by Article 9 is essentially the same as the category of contracts that fall within 
the exclusive regulatory jurisdiction of the federal Commodities Futures Trading 
Commission. 

Commodity contracts are rather different from securities or other financial assets. A 
person who enters into a commodity futures contract is not buying an asset having a certain 
value and holding it in anticipation of increase in value. Rather the person is entering into a 
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ontract to buy or sell a commodity at set price for delivery at a future time. That contract 

ay become advantageous or disadvantageous as the price of the commodity fluctuates dur- 
ing the term of the contract. The rules of the commodity exchanges require that the contracts 
be marked to market on a daily basis, that is the customer pays or receives any increment 
attributable to that day's price change. Because commodity customers may incur obligations 
on their contracts, they are required to provide collateral at the outset, known as “original 

argin," and may be required to provide additional amounts, known as *variation margin," 
during the term of the contract. 

The most likely setting in which a person would want to take a security interest in a com- 
odity contract is where a lender who is advancing funds to finance an inventory of a phys- 

ical commodity requires the borrower to enter into a commodity contract as a hedge against 
the risk of decline in the value of the commodity. The lender will want to take a security 
interest in both the commodity itself and the hedging commodity contract. Typically, such 
arrangements are structured as security interests in the entire commodity account in which 
the borrower carries the hedging contracts, rather than in individual contracts. Section 
9-115 provides a simple mechanism for implementation of such arrangements, either by 
granting a security interest in the commodity account, or in particular commodity contracts 
arried in the account. The security interest can be perfected by filing or by control. Under. 
ubsection (1)(e) the secured party can obtain control over a commodity contract or commod- 
ity account by obtaining an agreement among the commodity customer, the secured party, 
and the commodity intermediary in which the commodity intermediary agrees to apply any 
value distributed as directed by the secured party. This provides a clear and certain legal 
ramework for practices that have already developed in the industry. 

One important effect of including commodity contracts and commodity accounts in the 
ew Article 9 rules is to provide a clearer legal structure for the analysis of the rights o 
ommodity clearing organizations against their participants and futures commission 
erchants against their customers. The rules and agreements of commodity clearing 

organizations generally provide that the clearing organization has the right to liquidate any 
participant’s positions in order to satisfy obligations of the participant to the clearing 
orporation. Similarly, agreements between futures commission merchants and their custom- 
ers generally provide that the futures commission merchant has the right to liquidate a 
ustomer's positions in order to satisfy obligations of the customer to the futures commission 
erchant. Section 9-115 treats these rights as security interests and applies to them the 
ame priority rules that apply to the somewhat analogous relationships between securities 
learing corporations or securities intermediaries and their participants or customers. 
ubsection (1)(e) provides that the commodity intermediary has control, and therefore the se- 
urity interest is perfected under subsection (4)(a). Subsection (5)(d) provides that the secu- 
ity interest of a commodity clearing organization in its participant's commodity contracts 
as priority over any security interest granted by the participant to a third-party lender. 
imilarly, an FCM's security interest would have priority over any security interest granted, 
by its customer to a third-party lender. 

The main property that a commodity intermediary holds as collateral for the obligations 
that the commodity customer may incur under its commodity contracts is not other commod- 
ity contracts carried by the customer but the other property that the customer has posted as 

argin. Typically, this property will be securities. The commodity intermediary's security 
interest in such securities is governed by the rules of this section on security interests in se- 

urities, not the rules on security interests in commodity contracts or commodity accounts. 

Although there are significant analytic and regulatory differences between commodities 
and securities, the development of commodity contracts on financial products in the past few 
decades has resulted in a system in which the commodity markets and security markets are 

losely linked. The Section 9-115 rules on security interests in commodity contracts and com- 
odity accounts provide a structure that may be essential in times of stress in the financial 
arkets. Suppose, for example that a firm has a position in a securities market that is 
edged by a position in a commodity market, so that payments that the firm is obligated to 
ake with respect to the securities position will be covered by the receipt of funds from the 
ommodity position. Depending upon the settlement cycles of the different markets, it is pos- 
ible that the firm could find itself in a position where it is obligated to make the payment 
with respect to the securities position before it receives the matching funds from the commod- 
ity position. If cross-margining arrangements have not been developed between the two 
arkets, the firm may need to borrow funds temporarily to make the earlier payment. The 
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ection 9-115 rules would facilitate the use of positions in one market as collateral for loans 
eeded to cover obligations in the other market. 

9. Relation to other law. Section 1-103 provides that *unless displaced by particular 
provisions of this Act, the principles of law and equity . . . shall supplement its provisions." 
There may be circumstances in which a secured party's action in acquiring a security inter- 
est that has priority under this section constitutes conduct that is wrongful under other law. 
Though the possibility of such resort to other law may provide an appropriate “escape valve 
or cases of egregious conduct, care must be taken to ensure that this does not impair the 
ertainty and. predictability of the priority rules. Whether a court may appropriately look to 
other law to impose liability upon or estop a party from asserting its Article 9 priority 
depends on an assessment of the party's conduct under the standards established by such 
other law as well as a determination of whether the particular application of such other law 
is displaced by the UCC. 

Some circumstances in which other law is clearly displaced by the UCC rules are readily 
identifiable. Common law “first in time, first in right" principles, or correlative tort liability 

ules such as common law conversion principles under which a purchaser may incur li- 
ability to a party with a prior property interest without regard to awareness of that claim, 
are necessarily displaced by the priority rules set out in this section since these rules 
determine the relative ranking of security interests in investment property. So too, Article 8 
provides protections against adverse claims to certain purchasers of interests in investment 


In determining whether it is appropriate in a particular case to look to other law, account 
ust also be taken of the policies that underlie the commercial law rules on securities 
arkets and security interests in securities. A principal objective of the revision of Article 8 
and corresponding provisions of Article 9 is to ensure that secured financing transactions 
an be implemented on a simple, timely, and certain basis. One of the circumstances that led 
to the revision was the concern that uncertainty in the application of the rules on secured, 
transactions involving securities and other financial assets could contribute to systemic risk 
by impairing the ability of financial institutions to provide liquidity to the markets in times 
of stress. The control priority rule is designed to provide a clear and certain rule to ensure 
that lenders who have taken the necessary steps to establish control do not face a risk o, 
ubordination to other lenders who have not done so. 
The control priority rule does not turn on an inquiry into the state of a party's awareness 
of potential conflicting claims because a rule under which a party's rights depended on that 
ort of after the fact inquiry could introduce an unacceptable measure of uncertainty. If an 
inquiry into awareness could provide a complete and. satisfactory resolution of the problem 
in all cases, the priority rule of this section would have incorporated that test. The fact that 
it does not necessarily means that resort to other law based solely on that factor is precluded, 
though the question whether a control secured party induced or encouraged its financing ar- 
angement with actual knowledge that the debtor would be violating the rights of another 
ecured party may, in some circumstances, appropriately be treated as a factor in determin- 
ing whether the control party's action is the hind of egregious conduct for which resort to 
other law is appropriate. 
Definitional Cross References: 
“Broker”. Section 8-102(a)(3). 
“Certificated security”. Section 8-102(a)(4). 
“Collateral”. Section 9-105(1)(c). 
“Control”. Section 8-106. 
“Debtor”. Section 9-105(1)(d). 
“Delivery”. Section 8-301. 
“Entitlement holder”. Section 8-102(a)(7). 
“Secured party”. Section 9-105(1)(m). 
“Securities account”. Section 8-501. 
“Securities intermediary”. Section 8-102(a)(14). 
“Security”. Section 8-102(a)(15). 
“Security agreement”. Section 9-105(1)(D. 
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"Security certificate". Section 8-102(a)(16). 
"Security entitlement". Section 8-102(a)(17). 
"Security interest". Section 1-201(37). 
"Uncertificated security". Section 8-102(a)(18). 


9-116. Security Interest Arising in Purchase or Delivery of 
Financial Asset. 


(1) If a person buys a financial asset through a securities intermediary in 
a transaction in which the buyer is obligated to pay the purchase price to 
the securities intermediary at the time of the purchase, and the securities 
intermediary credits the financial asset to the buyer's securities account 
before the buyer pays the securities intermediary, the securities intermedi- 
ary has a security interest in the buyer's security entitlement securing the 
buyer's obligation to pay. A security agreement is not required for attach- 

ent or enforceability of the security interest, and the security interest is 
automatically perfected. 


(2) If a certificated security, or other financial asset represented by a writ- 
ing which in the ordinary course of business is transferred by delivery with 
any necessary indorsement or assignment is delivered pursuant to an agree- 

ent between persons in the business of dealing with such securities or 

nancial assets and the agreement calls for delivery versus payment, the 
person delivering the certificate or other financial asset has a security inter- 
est in the certificated security or other financial asset securing the seller's 
ight to receive payment. A security agreement is not required for attach- 

ent or enforceability of the security interest, and the security interest is 
automatically perfected. 


Official Comment 


1. This section establishes two special rules concerning security interests in investment 
property in order to provide certainty in the securities settlement system. 

2. Depending upon a securities intermediary's arrangements with its entitlement holders, 
the securities intermediary may treat the entitlement holder as entitled to the securities in 
question before the entitlement holder has actually made payment for them. For example, 

any brokers permit retail customers to pay for securities by check. The broker may not 

eceive final payment of the check until several days after the broker has credited the 
ustomer's securities account for the securities. Thus, the customer will have acquired a se- 
urity entitlement prior to payment. Subsection (1) provides that in such circumstances the 
ecurities intermediary has a security interest in the entitlement holder's security entitlement 
as security for the payment obligation. This is a codification and adaptation to the indirect 
olding system of the so-called “broker’s lien," which has long been recognized in existing 
aw. See Restatement of Security $ 12. An intermediary who has a security interest under 
this section will have control by virtue of Section 8-106(e). The security interest has priority 
over conflicting security interests granted by the entitlement holder, under Section 9-115(5) 
(a) and (©). 

3. Subsection (2) specifies the rights of persons who deliver certificated securities or other 

nancial assets in physical form, such as money market instruments, if the agreed payment 
is not received. In the typical arrangement for settlement of physical securities, the seller's 

ecurities custodian will deliver the physical certificates to the buyer's securities custodian 
and receive a time-stamped delivery receipt. The buyer's securities custodian will examine 
the certificate to ensure that it is in good order, and that the delivery matches a trade in 
which the buyer has instructed the seller to deliver to that custodian. If all is in order, the 
eceiving custodian will settle with the delivering custodian through whatever funds settle- 

ent system has been agreed upon or is used by custom and usage in that market. The 
understanding of the trade, however, is that the delivery is conditioned upon payment, so 
that if payment is not made for any reason, the security will be returned to the deliverer. 
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ubsection (2) is intended to clarify the rights of persons making deliveries in such 
ircumstances. It specifies that the person making delivery has a security interest in the se- 
urities or other financial assets, securing the right to receive payment. No security agree- 

ent is required for attachment, and no filing or other action is required for perfection. 
Definitional Cross References: 

“Certificated security”. Section 8-102(a)(4). 

“Financial asset”. Section 8-102(a)(9). 

“Securities account”. Section 8-501. 

“Securities intermediary”. Section 8-102(a)(14). 

“Security agreement”. Section 9-105(1)(D. 

“Security entitlement”. Section 8-102(a)(17). 

“Security interest”. Section 1-201(37). 


§ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Formal Requisites. 

(1) Subject to the provisions of Section 4-208 on the security interest of a 
collecting bank, Seetien-8-321 on seeurity_interestsin-seeurtties Sections 
9-115 and 9- 116 on security interests in investment property, and Section 
9-113 on a security interest arising under the Article on Sales, a security 
interest is not enforceable against the debtor or third parties with respect 

o the collateral and does not attach unless: 

(a) the collateral is in the possession of the secured party pursuant to 
agreement, the collateral is investment property and the secured party 
has control pursuant to agreement, or the debtor has signed a security 
agreement which contains a description of the collateral and in addition, 
when the security interest covers crops growing or to be grown or timber 
to be cut, a description of the land concerned; 


(b) value has been given; and 
(c) the debtor has rights in the collateral. 


xX Ok ck 


§ 9-207. Rights and Duties When Collateral is in Secured Party’s 
Possession. 


Official Comment 
kok 
3. The right of a secured party holding instruments or documents to have them indorsed 
or transferred to him or his order is dealt with in the relevant sections of Articles 3 (Com- 
mercial Paper), 7 (Warehouse Receipts, Bills of Lading and Other Documents) and 8 (Invest- 
ment Securities). (Sections 3-201, 7-506, 8-807 8-304(d).) Amendments approved by the Per- 
manent Editorial Board for Uniform Commercial Code November 4, 1995 . . .. 
Cross References: 
Point 1: Section 1-102(3). 
Point 3: Sections 3-201, 7-506 and 8-807 8-304(d). Amendments approved by the Perma- 
ent Editorial Board for Uniform Commercial Code November 4, 1995. 
Point 4: Section 9-501(2) and Part 5. 


$ 9-301. Persons Who Take Priority Over Unperfected Security 
Interests; Rights of *Lien Creditor." 
(1) Except as otherwise provided in subsection (2), an unperfected secu- 


rity interest is subordinate to the rights of 
* k ck 
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(d) in the case of accounts, and general intangibles, and investment 
property, a person who is not a secured party and who is a transferee to 
the extent that he gives value without knowledge of the security interest 


and before it is perfected. 
LE ok 


§ 9-302. When Filing is Required to Perfect Security Interest; 
Security Interests to Which Filing Provisions of This 
Article Do Not Apply. 
(1) A financing statement must be filed to perfect all security interests 
except the following: 


xX Ok ck 


(b) a security interest temporarily perfected in instruments, certificated 
securities, or documents without delivery under Section 9-304 or in 
proceeds for a 10 day period under Section 9-306; 


* ok ck 


(f) a security interest of a collecting bank (Section 4-208) er-in-seeuri- 
tiesSeetion 8-32) or arising under the Article on Sales (see Section 
9-113) or covered in subsection (3) of this section; 

(g) an assignment for the benefit of all the creditors of the transferor, 
and subsequent transfers by the assignee thereunder-; 

(h) a security interest in investment property which is perfected without 
filing under Section 9-115 or Section 9-116. 


xX Ok ck 


§ 9-303. When Security Interest Is Perfected; Continuity of 
Perfection. 


(1) A security interest is perfected when it has attached and when all o 
he applicable steps required for perfection have been taken. Such steps 
are specified in Sections 9-115, 9-302, 9-304, 9-305 and 9-306. If such steps 
are taken before the security interest attaches, it is perfected at the time 


hen it attaches. 
xX ok Ok 


§ 9-304. Perfection of Security Interest in Instruments, 
Documents, and Goods Covered by Documents; 
Perfection by Permissive Filing; Temporary Perfection 
Without Filing or Transfer of Possession. 

(1) A security interest in chattel paper or negotiable documents may be 

p erfected by filing. A Secu interest in money or instruments (other than 

e es—er instruments which constitute part of chattel 

p ice can be perfected only by the secured party’s taking possession, 

except as provided in subsections (4) and (5) of this section and subsections 

(2) and (3) of Section 9-306 on proceeds. 


xX ok ck 


(4) A security interest in instruments 
ertificated securities, or negotiable documents is perfected without filing 
or the taking of possession for a period of 21 days from the time it attaches 
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o the extent that it arises for new value given under a written security 
agreement. 

(5) A security interest remains perfected for a period of 21 days without 
filing where a secured party having a perfected security interest in an 
instrument Cother-than-a-eertifieated-seeurity), a certificated security, a ne- 
gotiable document, or goods in possession of a bailee other than one who 


has issued a negotiable document therefor 
* ok ck 


(b) delivers the instrument or certificated security to the debtor for the 
purpose of ultimate sale or exchange or of presentation, collection, re- 


newal, or registration of transfer. 
* ok ok 


§ 9-305. When Possession by Secured Party Perfects Security 
Interest Without Filing. 

A security interest in letters of credit and advices of credit (subsection 
(2)(a) of Section 5-116), goods, instruments Cether-than-eertifieated-seeuri- 
, Money, negotiable documents, or chattel paper may be perfected by 
he secured party’s taking possession of the collateral. If such collateral 
other than goods covered by a negotiable document is held by a bailee, the 
secured party is deemed to have possession from the time the bailee 
receives notification of the secured party’s interest. A security interest is 
perfected by possession from the time possession is taken without a rela- 
ion back and continues only so long as possession is retained, unless 
otherwise specified in this Article. The security interest may be otherwise 


perfected as provided in this Article before or after the period of possession 
by the secured party. 


Official Comment 
*k ok ok 


1. As under the common law of pledge, no filing is required by this Article to perfect a se- 
curity interest where the secured party has possession of the collateral. Compare Section 
9-302(1)(a). This section permits a security interest to be perfected by transfer of possession 
only when the Collaterali is goods, instruments Coether-than-eertifieated-seeurities; whieh are 
g , documents or chattel paper: that is to say, accounts and gen- 
bral intangibles are excluded! As to perfection of security interests in certificated securities 
by possession, see the general rules on perfection of security interests in investment property 
in Section 9-115(4) and the special rule in Section 9-115(6) dealing with cases where a 
ecured party takes possession of a security certificate in registered form without obtaining 
an indorsement. See Section 5-116 for the special case of assignments of letters and advices 
of credit. A security interest in accounts and general intangibles—property not ordinarily 

epresented by any writing whose delivery operates to transfer the claim—may under this 
Article be perfected only by filing, and this rule would not be affected by the fact that a se- 
curity agreement or other writing described the assignment of such collateral as a “pledge”. 
Section 9-302(1)(e) exempts from filing certain assignments of accounts which are out of the 
ordinary course of financing: such exempted assignments are perfected when they attach 
under Section 9-303(1); they do not fall within this section. Amendments approved by the 

ermanent Editorial Board for Uniform Commercial Code November 4, 1995. 

kok 


§ 9-306. “Proceeds”; Secured Party’s Rights on Disposition of 
Collateral. 


(1) “Proceeds” includes whatever is received upon the sale, exchange, col- 
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lection, or other disposition of collateral or proceeds. Insurance payable by 
reason of loss or damage to the collateral is proceeds, except to the extent 
hat it is payable to a person other than a party to the security agreement. 
Any payments or distributions made with respect to investment property 
ollateral are proceeds. Money, checks, deposit accounts, and the like, are 


‘cash proceeds". All other proceeds are “non-cash proceeds". 
* ok ck 


(3) The security interest in proceeds is a continuously perfected security 
interest if the interest in the original collateral was perfected but it ceases 
o be a perfected security interest and becomes unperfected ten days after 
receipt of the proceeds by the debtor unless 
(a) a filed financing statement covers the original collateral and the 
proceeds are collateral in which a security interest may be perfected by 
filing in the office or offices where the financing statement has been filed 
and, if the proceeds are acquired with cash proceeds, the description o 
collateral in the financing statement indicates the types of property 
constituting the proceeds; or 
(b) a filed financing statement covers the original collateral and the 
proceeds are identifiable cash proceeds; or 
(c) the original collateral was investment property and the proceeds are 
identifiable cash proceeds; or 
feXd) the security interest in the proceeds is perfected before the 
expiration of the ten day period. 
Except as provided in this section, a security interest in proceeds can be 


perfected only by the methods or under the circumstances permitted in 


his Article for original collateral of the same type. 
Cock ck 


$ 9-309. Protection of Purchasers of Instruments, Documents, and 
Securities. 

Nothing in this Article limits the rights of a holder in due course of a ne- 
gotiable instrument (Section 3-302) or a holder to whom a negotiable docu- 
ment of title has been duly negotiated (Section 7-501) or a bena—fide 
protected purchaser of a security (Section 8-802 8-303) and such holders or 
purchasers take priority over an earlier security interest even though 
perfected. Filing under this Article does not constitute notice of the secu- 
rity interest to such holders or purchasers. 


$ 9-312. Priorities Among Conflicting Security Interests in the 
Same Collateral. 

(1) The rules of priority stated in other sections of this Part, and in the 
following sections shall govern when applicable: Section 4-208 4-210 with 
respect to the security interests of collecting banks in items being col- 
lected, accompanying documents and proceeds; Section 9-103 on security 
interests related to other jurisdictions; Section 9-114 on consignments; 


ection 9-115 on security interests in investment property. 
Cock ck 


(7) If future advances are made while a security interest is perfected 
by filing, the taking of possession, or under Section 8-321 en-seeurities 
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9-115 or Section 9-116 on investment property, the security interest has 
the same priority for the purposes of subsection (5) or Section 9-115(5) 
with respect to the future advances as it does with respect to the first 
advance. If a commitment is made before or while the security interest 
is so perfected, the security interest has the same priority with respect 
to advances made pursuant thereto. In other cases a perfected security 
interest has priority from the date the advance is made. 


Conforming Amendments to Articles 1, 3, 4, 5, and 10 


[Changes from present law are shown by underscore and strikeout.] 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 


xX Ok ck 


(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
only to the extent permitted by the law (including the conflict of laws 


rules) so specified: 
* ok ck 


Applicability of the Article on Investment Securities. Section 8-106 8-110 


xX kK ck 


$ 1-201. General Definitions. 


C*Ock ck 


Official Comment 
17. *Fungible". See Sections 5, 6 and 76, Uniform Sales Act; Section 58, Uniform 
arehouse Receipts Act. Fungibility of goods * ‘by agreement” has been added for clarity 
and accuracy. As-te-seeurities,seeSeetion 8-107 and Comment. Amendment approved by 


the Permanent Editorial Board for Uniform Commercial Code November 4, 1995. 
kok 


$ 1-206. Statute of Frauds For Kinds of Personal Property Not 


Otherwise Covered. 
*k ok ok 


(2) Subsection (1) of this section does not apply to contracts for the sale 
of goods (Section 2-201) nor of securities (Section 8-319 8-113) nor to secu- 
rity agreements (Section 9-203). 


Official Comment 
xX ok ok 


Purposes: To fill the gap left by the Statute of Frauds provisions for goods (Section 
2-201);-seeuritiesSeetion 8-319), and security interests (Section 9-203). As to securities, see 
ection 8-113. The Uniform Sales Act covered the sale of “choses in action”; the principal 
gap relates to sale of the “general intangibles” defined in Article 9 (Section. 9-106) and to 
ransactions excluded from Article 9 by Section 9-104. Typical are the sale of bilateral 
contracts, royalty rights or the like. The informality normal to such transactions is 
ecognized by lifting the limit for oral transactions to $5,000. In such transactions there is 
often no standard of practice by which to judge, and values can rise or drop without warn- 
ing; troubling abuses are avoided when the dollar limit is exceeded by requiring that the 
subject-matter be reasonably identified in a signed writing which indicates that a contract 
or sale has been made at a defined or stated price. Amendments approved by the Perma- 
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nent Editorial Board for Uniform Commercial Code November 4, 1995. 
kok ok 


$ 1-209. Subordinated Obligations. 


xX Ok ck 


Official Comment 
x ok ok 


4. The enforcement of subordination agreements is largely left to supplementary 
pe under Section 1-103. If the subordinated debt is evidenced by an-cnvestment-se- 
;-Seetion-8-202CD a certificated security, Section 8-202(a) authorizes enforcement 
against purchasers on terms stated or referred to on the security certificate. If the fact o 
subordination is noted on a negotiable instrument, a holder under Sections 3-302 and 3-306 
is subject to the term because notice precludes him from taking free of the subordination. 
Sections 3-302(3)(a), 3-306 and 8-317 severely limit the rights of levying creditors of a 
subordinated creditor in such cases. Amendments approved by the Permanent Editorial 


Board for Uniform Commercial Code November 4, 1995. 
kok 


§ 3-102. Subject Matter. 


xX Ok ck 


Official Comment 
xX k ok 


2. The reference in former Section 3-103(1) to “documents of title” is omitted as superflu- 
ous because these documents contain no promise to pay money. The definition of “payment 
order" in Section 4A-103(a)(1)(iii) excludes drafts which are governed by Article 3. Section 
3-102(a) makes clear that a payment order governed by Article 4A is not governed by 


rticle 3. Thus, Article 3 and Article 4A are mutually exclusive. 

Article 8 states in Seetien 8-10246e) Section 8- 103(d) that “A writing that is a eertifieated 
security certificate is governed by this Article and not by Article 3, even though it also 
meets the requirements of that Article." Section 3-102(a) conforms to this provision. With 

espect to some promises or orders to pay money, there may be a question whether the 
dioe or order: is an instrument under Section 3-104(a) or a certificated security under 

a Section 8-102(a)(4) and (15). Whether a writing is covered by Article 3 
or Article 8 has important consequences. Among other things, under Section 8-207, the is- 
suer of a certificated security may treat the registered owner as the owner for all purposes 

ntil the presentment for registration of a transfer. The issuer of a negotiable instrument, 
on the other hand, may discharge its obligation to pay the instrument only by paying a 
person entitled to enforce under Section 3-301. There are also important consequences to 
an indorser. An indorser of a security does not undertake the issuer’s obligation or make 
any warranty that the issuer will honor the underlying obligation, while an indorser of a 

egotiable instrument becomes secondarily liable on the underlying obligation. Amend- 

ents approved by the Permanent Editorial Board for Uniform Commercial Code November 
4, 1995. 

Ordinarily the distinction between instruments and certificated securities in non-bearer 
orm should be relatively clear. A certificated security under Article 8 must be in registered 
orm (Seetien 8-024) Section 8-102(a)(13)) so that it can be registered on the issuer's 
ecords. By contrast, registration plays no part in Article 3. The distinction between an 
instrument and a certificated security in bearer form may be somewhat more difficult and 

ill generally lie in the economic functions of the two writings. Ordinarily, negotiable 
instruments under Article 3 will be separate and distinct instruments, while certificated se- 

curities under Article 8 will be either one of a class or series or by their terms divisible into 
a class or series (Seetien 8-02 aiid Section 8-102(a)(15)(ii)). Thus, a promissory note in 
bearer form could come under either Article 3 if it were simply an individual note, or under 
Article 8 if it were one of a series of notes or divisible into a series. An additional distinc- 
ion is whether the instrument is of the type commonly dealt in on securities exchanges or 
markets or commonly recognized as a medium for investment (Seetion 8-192) Section 


1638 


ONFORMING AMENDMENTS 
8-102(a)(15)(iii)). Thus, a check written in bearer form (i.e., a check made payable to “cash”) 
ould not be a certificated security within Article 8 of the Uniform Commercial Code. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 4, 1995. 

Occasionally, a particular writing may fit the definition of both a negotiable instrument 
under Article 3 and of an investment security under Article 8. In such cases, the instru- 
ment is subject exclusively to the requirements of Article 8. Seetion-8-102GXe) Section 
8-103(d) and Section 3-102(a). Amendments approved by the Permanent Editorial Board for 


Uniform Commercial Code November 4, 1995. 
kok ok 


$ 4-102. Applicability. 


xX kK ck 


Offcial Comment 

1. The rules of Article 3 governing negotiable instruments, their transfer, and the 
contracts of the parties thereto apply to the items collected through banking channels 

herever no specific provision is found in this Article. In the case of conflict, this Article 
governs. See Section 3-102(b). 

Bonds and like instruments constituting investment securities under Article 8 may also 
be handled by banks for collection purposes. Various sections of Article 8 prescribe rules o 
ransfer some of which (see Seetiens-8-304—and-8-306 Sections 8-108 and 8-304) may 
conflict with provisions of this Article (Sections 4-205, 4-207, and 4-208). In the case o 
conflict, Article 8 governs. Amendments approved by the Permanent Editorial Board for 


Uniform Commercial Code November 4, 1995. 
kok 


4-104. Definitions and Index of Definitions. 


(a) In this Article, unless the context otherwise requires: 
* ok ck 


(6) “Documentary draft” means a draft to be presented for acceptance 
or payment if specified documents, certificated securities (Section 8-102) 
or instructions for uncertificated securities (Section 8-308 8-102), or 
other certificates, statements, or the like are to be received by the drawee 


or other payor before acceptance or payment of the draft; 
* ok ok 


5-114. Issuer’s Duty and Privilege to Honor; Right to 


Reimbursement. 
x ok ok 


(2) Unless otherwise agreed where documents appear on their face to 
comply with the terms of a credit but a required document does not in fact 
conform to the warranties made on negotiation or transfer of a document 
of title (Section 7-507) or of a certificated security (Section 8-806 8-108) or 


is forged or fraudulent or there is fraud in the transaction: 
* ok ok 


§ 10-104. Laws Not Repealed. 


[ (1) ] The Article on Documents of Title (Article 7) does not repeal or 
odify any laws prescribing the form or contents of documents of title or 
he services or facilities to be afforded by bailees, or otherwise regulating 
bailees’ businesses in respects not specifically dealt with herein; but the 
fact that such laws are violated does not affect the status of a document o 
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itle which otherwise complies with the definition of a document of title 
(Section 1-201). 


H2 This-Aet-does-not-repeal- 


Ə ( i e—s y refe e—totheUniform-Aet for the 
implification of F sdueituy aN Tan if such Act has previously been enacted. If it 
as not been enacted, omit subsection (2). 


Official Comment 

This section subordinates the Article of this Act on Documents of Title (Article 7) to the 
more specialized regulations of particular classes of bailees under other legislation and 
international treaties. Particularly, the provisions of that Article are superseded by ap- 
plicable inconsistent provisions regarding the obligation of carriers and the limitation o 
heir liability found in federal legislation dealing with transportation by water (including 
he Harter Act, Act of February 13, 1893, 27 Stat. 445, and the Carriage of Goods by Sea 
Act, Act of April 16, 1936, 49 Stat. 1207); the Warsaw Convention on International Air 

ransportation, 49 Stat. 3000, and Section 20(11) of the Interstate Commerce Act, Act o 
February 20, 1887, 24 Stat. 386, as amended. The Documents of Title provisions of this Act 
supplement such legislation largely in matters other than obligation of the bailee, e.g., form 
and effects of negotiation, procedure in the case of lost documents, effect of overissue, pos- 
sibility of rapid transmission. 


Section 7-108. 


APPENDIX L 
Pre-Revision Article 8 


Set forth below are the Text and Official Comments of Article 8 as they existed prior to 
evision in 1994. 


ARTICLE 8 
INVESTMENT SECURITIES 


PART 1. SHORT TITLE AND GENERAL MATTERS 


. Short Title. 

. Definitions and Index of Definitions. 

. Issuer's Lien. 

. Effect of Overissue; “Overissue”. 

. Certificated Securities Negotiable; Statements and Instructions Not 
Negotiable; Presumptions. 

. Applicability. 

. Securities Transferable; Action for Price. 

. Registration of Pledge and Release of Uncertificated Securities. 


PART 2. ISSUE—ISSUER 
. “Issuer.” 
. Issuer’s Responsibility and Defenses; Notice of Defect or Defense. 
. Staleness as Notice of Defects or Defenses. 
. Effect of Issuer’s Restrictions on Transfer. 
. Effect of Unauthorized Signature on Certificated Security or Initial 
Transaction Statement. 


. Completion or Alteration of Certificated Security or Initial Transaction 
Statement. 

. Rights and Duties of Issuer With Respect to Registered Owners and 
Registered Pledgees. 

. Effect of Signature of Authenticating Trustee, Registrar, or Transfer 
Agent. 


PART 3. TRANSFER 

. Rights Acquired by Purchaser. 

. “Bona Fide Purchaser”; “Adverse Claim”; Title Acquired by Bona Fide 
Purchaser. 

. “Broker.” 

. Notice to Purchaser of Adverse Claims. 

. Staleness as Notice of Adverse Claims. 

. Warranties on Presentment and Transfer of Certificated Securities; 
Warranties of Originators of Instructions. 

. Effect of Delivery Without Indorsement; Right to Compel Indorsement. 

. Indorsements; Instructions. 

. Effect of Indorsement Without Delivery. 

. Indorsement of Certificated Security in Bearer Form. 

. Effect of Unauthorized Indorsement or Instruction. 

. Effect of Guaranteeing Signature, Indorsement or Instruction. 

. When Transfer to Purchaser Occurs; Financial Intermediary as Bona 
Fide Purchaser; “Financial Intermediary”. 

. Duty to Transfer, When Completed. 

. Action Against Transferee Based Upon Wrongful Transfer. 


. Purchaser's Right to Requisites for Registration of Transfer, Pledge, or 
Release on Books. 

. Creditors' Rights. 

. No Conversion by Good Faith Conduct. 

. Statute of Frauds. 

. Transfer or Pledge Within Central Depository System. 

. Enforceability, Attachment, Perfection and Termination of Security 
Interests. 


PART 4. REGISTRATION 
. Duty of Issuer to Register Transfer, Pledge, or Release. 
. Assurance That Indorsements and Instructions Are Effective. 
. Issuer's Duty as to Adverse Claims. 
. Liability and Non-liability for Registration. 
. Lost, Destroyed, and Stolen Certificated Securities. 
. Duty of Authenticating Trustee, Transfer Agent, or Registrar. 
. Exchangeability of Securities. 
. Statements of Uncertificated Securities. 


PART 1 
SHORT TITLE AND GENERAL MATTERS 


$ 8-101. Short Title. 
This Article shall be known and may be cited as Uniform Commercial 


Code—Investment Securities. 


Official Comment 

Purposes: 

This Article sets forth certain rights and duties of the issuers of and the parties that deal 

ith investment securities, both certificated and uncertificated. Unlike a corporation code, 
it does not set forth general rules defining property rights that accrue to holders o 
securities. And unlike a Blue Sky statute it does not set forth specific requirements for 
disclosing to the public the nature of the property interest that is the security. Rather it 
sets forth rules relative to the transfer of the rights that constitute securities and to the 
establishment of those rights against the issuer and other parties. 

As is true with respect to all other Articles of the Code, parties may by agreement create 
ights and duties between themselves that vary from those set forth in this Article. Section 
1-102(3). But prejudice to the rights of those not party to the agreement is limited by Code 
provisions (e.g., Sections 8-313 and 8-321) as well as by general legal principles that 
supplement the Code. See Section 1-103 and Comment 2 to Section 1-102. 

This Article does not purport to determine whether a particular issue of securities should 
be represented by certificates, in whole or in part. That determination is left to the parties 
involved, subject to federal and state law. 


$ 8-102. Definitions and Index of Definitions. 
(1) In this Article, unless the context otherwise requires: 

(a) A “certificated security" is a share, participation, or other interest 
in property of or an enterprise of the issuer or an obligation of the issuer 
which is 

(i) represented by an instrument issued in bearer or registered form; 
(ii) of a type commonly dealt in on securities exchanges or markets 
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or commonly recognized in any area in which it is issued or dealt in as 
a medium for investment; and 

(ii) either one of a class or series or by its terms divisible into a 
class or series of shares, participations, interests, or obligations. 

(b) An *uncertificated security" is a share, participation, or other inter- 
est in property or an enterprise of the issuer or an obligation of the is- 
suer which is 

(i) not represented by an instrument and the transfer of which is 

registered upon books maintained for that purpose by or on behalf o 

the issuer; 

(ii) of a type commonly dealt in on securities exchanges or markets; 
and 

(ii) either one of a class or series or by its terms divisible into a 
class or series of shares, participations, interests, or obligations. 

(c) A “security” is either a certificated or an uncertificated security. If a 
security is certificated, the terms “security” and “certificated security” 
may mean either the intangible interest, the instrument representing 
that interest, or both, as the context requires. A writing that is a 
certificated security is governed by this Article and not by Article 3, even 
though it also meets the requirements of that Article. This Article does 
not apply to money. If a certificated security has been retained by or sur- 
rendered to the issuer or its transfer agent for reasons other than 
registration of transfer, other temporary purpose, payment, exchange, or 
acquisition by the issuer, that security shall be treated as an uncertifi- 
cated security for purposes of this Article. 

(d) A certificated security is in “registered form” if 

(i) it specifies a person entitled to the security or the rights it 
represents; and 

(ii) its transfer may be registered upon books maintained for that 
purpose by or on behalf of the issuer, or the security so states. 

(e) A certificated security is in “bearer form” if it runs to bearer ac- 
cording to its terms and not by reason of any indorsement. 

(2) A “subsequent purchaser” is a person who takes other than by origi- 
mal issue. 

(3) A “clearing corporation” is a corporation registered as a “clearing 
agency” under the federal securities laws or a corporation: 

(a) at least 90 percent of whose capital stock is held by or for one or 
more organizations, none of which, other than a national securities 
exchange or association, holds in excess of 20 percent of the capital stock 
of the corporation, and each of which is 

(i) subject to supervision or regulation pursuant to the provisions o 
federal or state banking laws or state insurance laws, 

(ii) a broker or dealer or investment company registered under the 
federal securities laws, or 

(iii) a national securities exchange or association registered under 
the federal securities laws; and 


(b) any remaining capital stock of which is held by individuals who 


tors of the corporation and who have purchased only so much of the 

capital stock as is necessary to permit them to qualify as directors. 

(4) A *custodian bank" is a bank or trust company that is supervised and 
examined by state or federal authority having supervision over banks and 
is acting as custodian for a clearing corporation. 

(5) Other definitions applying to this Article or to specified Parts thereo 
and the sections in which they appear are: 


“Adverse claim". 

“Bona fide purchaser". 
“Broker”. 

“Debtor”. 

“Financial intermediary”. 
“Guarantee of the signature”. 


“Initial transaction statement”. 


“Instruction”. 
“Intermediary bank”. 
“Issuer”. 

“Overissue”. 
“Secured Party”. 


Section 8-302. 
Section 8-302. 
Section 8-303. 
Section 9-105. 
Section 8-313. 
Section 8-402. 
Section 8-408. 
Section 8-308. 
Section 4-105. 
Section 8-201. 
Section 8-104. 
Section 9-105. 


“Security Agreement”. Section 9-105. 


(6) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 1962, 1973 and 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This is Article 8’s definitional Section. It is supplemented generally by the definitions 
in Article 1 and in particular matters is supplemented by definitions in other Articles. 
Subsection (5) enumerates several important supplementary definitions and their locations 
in the Code. 

2. Subsection (1) defines “security,” the basic term of this section. Paragraphs (a) and (b) 

espectively define “certificated security” and “uncertificated security,” and paragraph (c) 
states that the term “security” comprises both. These definitions are functional rather than 
ormal. At the core is the notion that a security is a share or participation in an enterprise 
or an obligation that is of a type commonly traded in organized markets for such interests 
or is commonly recognized as a medium for investment. The ambit of the definition will 
change as “securities” trading practices evolve to include or exclude new property interests. 
It is believed that the definition will cover anything which securities markets, including not 
only the organized exchanges but as well the “over-the-counter” markets, are likely to 
egard as suitable for trading. For example, transferable warrants evidencing rights to 
subscribe for shares in a corporation will normally be “certificated securities” within the 
definition, since they (a) are issued in bearer or registered form, (b) are of a type commonly 
dealt in on securities markets, (c) constitute a class or series of instruments, and (d) evi- 
dence an obligation of the issuer, namely the obligation to honor the warrant upon its due 
exercise and issue shares accordingly. 

Notice that the definition of uncertificated security does not include the phrase “or com- 
monly recognized in any area in which it is issued or dealt in as a medium for investment.” 
Since there is no requirement of representation by an instrument, a great many interests 


1645 


APPENDIX 


hat might be regarded as media for investment would be classified as securities under the 

umbrella of the omitted phrase. For example, interests such as bank checking and savings 
accounts are intended to be excluded from the definition because they are not commonly 
raded; but since those accounts are commonly recognized as media for investment, the 
omitted language might bring them within the scope of the definition. 

Interests such as the stock of closely-held corporations, although they are not actually 
raded upon securities exchanges, are intended to be included within the definitions of both 
certificated and uncertificated securities by the inclusion of interests “of a type" commonly 
raded in those markets. See paragraphs (1)(a)(ii) and (1)(b)(ii). 

The second sentence of (1)(c) is intended to eliminate confusion arising from the fact that 
certificated securities are alternatively viewed as the actual pieces of paper and the 
interests they represent. The final sentence of (1)(c) is to recognize that an issuer that 

ominally issues certificated securities but does not normally send the certificates to the 
owners is functionally identical to the issuer of uncertificated securities and should be 
guided by the same rules. 

3. The consequence of determining that an interest is a ^security" is that this Article will 
provide the relative rights of issuers, owners, purchasers and creditors as to transfer o 

ights, notice of claims, registration of interests, etc. This definition has no bearing upon 

hether an interest is a “security” for purposes of federal securities laws. By the same 
oken the definitions of “securities” for purposes of those laws has no bearing upon whether 
an interest is a security within the definition of this Article. 

4. A certificated security is a negotiable instrument (Section 8-105) but is nonetheless 
governed by this Article rather than by Article 3. A critical distinction between certificated 
securities and other negotiable instruments is that one indorsing a security does not 
undertake the issuer's obligation or make any warranty that the issuer will honor the 

nderlying obligation. One indorsing other negotiable instruments becomes secondarily li- 
able on the underlying obligation. 

5. The definition of “clearing corporation” in subsection (3) reflects the fact that a 1975 
amendment to the Securities Exchange Act provides for registration of *clearing agencies" 

ith the Securities and Exchange Commission. 
Cross Reference: 

Section 3-103. 

Definitional Cross References: 

“Bearer”. Section 1-201. 

"Issuer". Section 8-201. 

“Money”. Section 1-201. 

"Person". Section 1-201. 

"Rights". Section 1-201. 

"Term". Section 1-201. 

“Writing”. Section 1-201. 


$ 8-103. Issuer's Lien. 


A lien upon a security in favor of an issuer thereof is valid against a 
purchaser only if: 

(a) the security is certificated and the right of the issuer to the lien is 
noted conspicuously thereon; or 

(b) the security is uncertificated and a notation of the right of the is- 
suer to the lien is contained in the initial transaction statement sent to 
the purchaser or, if his interest is transferred to him other than by 
registration of transfer, pledge, or release, the initial transaction state- 
ment sent to the registered owner or the registered pledgee. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 15, Uniform Stock Transfer Act. 


1. The rule of Section 15 of the Uniform Stock Transfer Act is made applicable to all se- 
curities covered by the Article. An analogous rule as to restrictions on transfer imposed by 
he issuer appears at Section 8-204. Compare also Section 8-202. This section differs from 
hose two sections in that the purchaser's knowledge of the issuer's claim is irrelevant. 

“Noted” makes clear that the text of the lien provisions need not be set forth in full. 
However, this would not override a provision of an applicable corporation code requiring 
statement in haec verba. 

2. The purchaser of an uncertificated security is charged with notice of all provisions in. 
he initial transaction statement, whether or not it is sent to him personally. Similarly, one 

ho takes a certificated security is charged with notice of all provisions noted on the certif- 
icate whether or not he actually receives the certificate. When a purchaser takes a security 
nder circumstances in which no initial transaction statement is sent to him by the issuer 
and no certificated security is delivered to him, he must look to the person to whom a 
ransfer or pledge of the uncertificated security has been registered or the person in posses- 
sion of the certificated security for the appropriate notice or absence thereof. If the 
purchaser is not notified of a lien he may have a right of action for breach of transfer 

arranties. See Section 8-306. Compare Section 8-202 and its Comment 1. 
Cross References: 

Sections 8-202 and 8-204. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

“Conspicuous”. Section 1-201. 

"Initial Transaction Statement". Section 8-408. 

"Issuer". Section 8-201. 

“Purchaser”. Section 1-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


$ 8-104. Effect of Overissue; *Overissue". 


(1) The provisions of this Article which validate a security or compel its 
issue or reissue do not apply to the extent that validation, issue, or reissue 
ould result in overissue; but if: 


(a) an identical security which does not constitute an overissue is rea- 
sonably available for purchase, the person entitled to issue or validation 
may compel the issuer to purchase the security for him and either to 
deliver a certificated security or to register the transfer of an uncertifi- 
cated security to him, against surrender of any certificated security he 
holds; or 


(b) a security is not so available for purchase, the person entitled to is- 
sue or validation may recover from the issuer the price he or the last 
purchaser for value paid for it with interest from the date of his demand. 


(2) “Overissue” means the issue of securities in excess of the amount the 
issuer has corporate power to issue. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Deeply embedded in corporation law is the conception that “corporate power" to issue 
securities stems from the statute, either general or special, under which the corporation is 
organized. Corporation codes universally require that the charter or articles of incorpora- 

ion state, at least as to capital shares, maximum limits in terms of number of shares or 
otal dollar capital. Historically, special incorporation statutes are similarly drawn and 
sometimes similarly limit the face amount of authorized debt securities. The theory is that 
issue of securities in excess of the authorized amounts is prohibited. See, for example, 
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MeWilliams v. Geddes & Moss Undertaking Co., 169 So. 894 (1936, La.); Crawford v. Twin 
City Oil Co., 216 Ala. 216, 113 So. 61 (1927); New York and New Haven R.R. Co. v. 
Schuyler, 34 N.Y. 30 (1865). This conception persists despite modern corporation codes 
nder which, by action of directors and stockholders, additional shares can be authorized 
by charter amendment and thereafter issued. This section does not give a person entitled to 
alidation, issue or reissue of a security, the right to compel amendment of the charter to 
authorize additional shares. Therefore, in a case where issue of an additional security 

ould require charter amendment, the plaintiff is limited to the two alternate remedies set 
orth in paragraphs (a) and (b) of subsection (1). 

2. Where an identical security is reasonably available for purchase, whether because 
raded on an organized market, or because one or more security owners may be willing to 
sell at a not unreasonable price, the issuer, although unable to issue additional shares, will 
be able to purchase them and may be compelled to follow that procedure. West v. Tintic 
Standard Mining Co., 71 Utah 158, 263 P. 490, 56 A.L.R. 1190 (1928). 

Paragraph (1)(a) gives the issuer the choice to transfer either a certificated or an 

ncertificated security. As a practical matter the issuer will have the choice only when the 
securities of the issue involved are partly certificated and partly uncertificated; and in 
hose circumstances section 8-407 gives the owner (or registered pledgee) the right to 
choose the form of the security. Thus the issuer likely will transfer a security of the form 
equested by the person entitled to the security. 

3. The right to recover damages from an issuer who has permitted an overissue to occur 
is well settled. New York and New Haven R.R. Co. v. Schuyler, 34 N.Y. 30 (1865). The mea- 
sure of such damages, however, has been open to question, some courts basing them upon 

he value of stock at the time registration is refused; some upon the value at the time o 
rial; and some upon the highest value between the time of refusal and the time of trial. 
Allen v. South Boston Railroad, 150 Mass. 200, 22 N.E. 917, 5 L.R.A. 716, 15 Am.St.Rep. 
185 (1889); Commercial Bank v. Kortright, 22 Wend. (N.Y.) 348 (1839). The purchase price 
of the security to the last purchaser who gave value for it is here adopted as being the fair- 
est means of reducing the possibility of speculation by the purchaser. Interest may be 
ecovered as the best available measure of compensation for delay. 

4. 'This section modifies and controls the rules otherwise laid down in this Article as to 
he validation and issue of securities. The particular sections so modified are listed in the 
cross-references. 

Cross References: 

Point 4: See Sections 8-202, 8-205, 8-206, 8-208, 8-311 and Part 4 of this Article. 
Definitional Cross References: 

"Certificated Security". Section 8-102. 

“Issuer”. Section 8-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 

“Value”. Section 1-201. 


§ 8-105. Certificated Securities Negotiable; Statements and 
Instructions Not Negotiable; Presumptions. 


(1) Certificated securities governed by this Article are negotiable 
instruments. 


(2) Statements (Section 8-408), notices, or the like, sent by the issuer o 
ncertificated securities and instructions (Section 8-308) are neither nego- 
iable instruments nor certificated securities. 

(3) In any action on a security: 

(a) unless specifically denied in the pleadings, each signature on a 
certificated security, in a necessary indorsement, on an initial transac- 
tion statement, or on an instruction, is admitted; 

(b) if the effectiveness of a signature is put in issue, the burden o 
establishing it is on the party claiming under the signature, but the 
signature is presumed to be genuine or authorized; 
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(c) if signatures on a certificated security are admitted or established, 
production of the security entitles a holder to recover on it unless the de- 
fendant establishes a defense or a defect going to the validity of the se- 
curity; 

(d) if signatures on an initial transaction statement are admitted or 
established, the facts stated in the statement are presumed to be true as 
of the time of its issuance; and 


(e) after it is shown that a defense or defect exists, the plaintiff has 
the burden of establishing that he or some person under whom he claims 
is a person against whom the defense or defect is ineffective (Section 
8-202). 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. Although certificated securities are negotiable instruments, this Article and not Article 
3 provides the rights and duties relative to such instruments. See Sections 8-102(1)(c) and 
3-103(1). But in subsection (3) of this section the particular rules stated in Section 3-307 for 
he negotiable instruments governed by Article 3 are adapted to certificated securities. Fur- 
her, those rules are adopted with respect to signatures on initial transaction statements, 
although subsection (2) makes clear that such statements are not negotiable instruments. 

2. Paragraph (3)(d) makes clear that the effect of establishing the validity of signatures 
on an initial transaction statement is to create a presumption that the facts stated therein 

ere true as of the time it was issued. The issuer is free to show that later events—e.g., a 
subsequent transfer—changed the stated facts. 

3. *Any action on a security" includes any action or proceeding brought against the issuer 
o enforce a right or interest that is part of the security—e.g., to collect principal or interest 
or a dividend, or to establish a right to vote or to receive a new security under an exchange 
offer or plan of reorganization. 
Cross References: 

Section 3-103, 3-307, 8-202, 8-301. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

"Initial Transaction Statement". Section 8-408. 

"Instruction". Section 8-308. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


$ 8-106. Applicability. 

The law (including the conflict of laws rules) of the jurisdiction of organi- 
zation of the issuer governs the validity of a security, the effectiveness o 
registration by the issuer, and the rights and duties of the issuer with re- 
spect to: 


(a) registration of transfer of a certificated security; 
(b) registration of transfer, pledge, or release of an uncertificated secu- 
rity; and 
(c) sending of statements of uncertificated securities. 
As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 


APPENDIX 


1. This section states a special rule for conflicts of laws relating to certain matters 
covered by this Article. Except as provided in this section, the generally applicable conflicts 
ules stated in Section 1-105 apply to Article 8. 

2. Generally speaking, this section makes the law, including the conflict of laws rules, o 
he jurisdiction in which the issuer is organized applicable to determine the rights and 
obligations of the issuer with respect to security. Further, the effectiveness of registration 
by the issuer is to be governed by the law of the jurisdiction in which the issuer is organized. 
hus whenever an uncertificated security is transferred through registration on the issuer's 
ecords, Section 8-313(1)(b), this section provides the choice of law rule as to the effective- 
ness of the registration to effect the transfer. Similarly, the effectiveness of a registration 
on the issuer's records to create and perfect a security interest in uncertificated securities 
(see Section 8-321) is within the ambit of this section. 

It is significant that this section makes applicable the conflict of laws rules as well as the 
substantive law of the jurisdiction in which the issuer is organized. Because of this provi- 
sion many matters related to the registration of transfer—for example, the appointment o 
a guardian for an incompetent person and the existence of agency relations—may be 
governed by the substantive law of a jurisdiction other than that in which the issuer is 
organized. 

Any transfer of securities that is not effected through registration on the issuer's records 
is subject to the law provided by general choice of law rules. Transfers (including pledges) 
of certificated securities are not effected by registration on the issuer's records, and thus 
are subject to general choice of law rules. Similarly, some transfers of uncertificated securi- 

ies are not covered by this section. See Section 8-313(1)(d) and (f)-(j). 
Cross References: 
Sections 1-105 and 8-202 and Part 4 of this Article. 
Definitional Cross References: 

"Certificated Security". Section 8-102. 

"Issuer". Section 8-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


$ 8-107. Securities Transferable; Action for Price. 

(1) Unless otherwise agreed and subject to any applicable law or regula- 
ion respecting short sales, a person obligated to transfer securities may 
ransfer any certificated security of the specified issue in bearer form or 

registered in the name of the transferee, or indorsed to him or in blank, or 
he may transfer an equivalent uncertificated security to the transferee or a 
person designated by the transferee. 

(2) If the buyer fails to pay the price as it comes due under a contract o 

sale, the seller may recover the price of: 
(a) certificated securities accepted by the buyer; 
(b) uncertificated securities that have been transferred to the buyer or 

a person designated by the buyer; and 

(c) other securities if efforts at their resale would be unduly burden- 
some or if there is no readily available market for their resale. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The rights and interests that constitute securities of the same issue are “fungible”. 
Section 1-201(17). This is true of both certificated and uncertificated securities. Subsection 
(1) states the generally accepted legal consequences of such fungibility. “Unless otherwise 
agreed”, the seller, bailee, broker or other “person obligated to transfer securities" need not 

ransfer any specific instrument, but may select (e.g., from “a fungible bulk" (Section 
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8-312(2)) any security of the proper issue, in bearer form or appropriately registered or 
indorsed, or may transfer an uncertificated security of the same issue. 

Rules of the organized markets limiting the forms in which securities are transferable in. 
ransactions on such markets are matters “otherwise agreed". Cases such as Parsons v. 
Martin, 77 Mass. (11 Gray) 111 (1858) and Rumery v. Brooks, 205 App.Div. 283, 199 
N.Y.Supp. 517 (1st Dept. 1923), holding a broker liable for conversion if he registers 
ransfer of a customer's securities held in “cash account” out of the customer's name or 
enders on demand for delivery a different though equivalent security, are rejected. 
However, this Act does not enlarge the rights of a broker as to such securities so as to 
permit him without the customer's consent to pledge them for his own indebtedness, as he 
may properly do with securities held in a “margin account” to the extent he has acquired a 
ien for advances. The distinction is carefully preserved in statute (e.g., N.Y.Penal Law 
§ 956) and case law. In re Mills, 125 App.Div. 730, 110 N.Y.Supp. 314 (1st Dept. 1908). 

2. Subsection (2) is designed to follow the dictum in Agar v. Orda, 264 N.Y. 248, 190 N.E. 
479 (1934) in this context. Paragraph (c) is applicable where for example (i) the securities 
are those of a *closely-held" corporation not dealt in on any organized market; or (ii) 
because of the necessity for compliance with the registration requirements of the Securities 

ct of 1933 or other regulatory provisions or procedures prior to offering the particular se- 
curities on the market substantial delay and expense would be involved. The approval o 
hese particular remedies does not constitute disapproval of other remedies that may exist 
under other rules of law. Section 1-103. 

Cross References: 
Sections 1-103; 2-708; 2-709; 8-313; 8-319. 
Definitional Cross References: 

“Action”. Section 1-201. 

"Certificated Security". Section 8-102. 

“Contract”. Section 1-201. 

“Person”. Section 1-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


$ 8-108. Registration of Pledge and Release of Uncertificated 
Securities. 


A security interest in an uncertificated security may be evidenced by the 
registration of pledge to the secured party or a person designated by him. 

here can be no more than one registered pledge of an uncertificated secu- 
rity at any time. The registered owner of an uncertificated security is the 
person in whose name the security is registered, even if the security is 
subject to a registered pledge. The rights of a registered pledgee of an 
ncertificated security under this Article are terminated by the registra- 
ion of release. 


As added in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section introduces the concept of the registered pledge of uncertificated securities. 
he term “pledge” is used, notwithstanding the absence of physical delivery, because it 
eflects common terminology employed in connection with security interests in investment 

securities. Note that the same term has been used in Section 8-320 to describe the security, 
interest created by book entry made by a securities depository. The rights of a registered 
pledgee, set forth in other sections (particularly Section 8-207), are intended to resemble, 
as closely as possible, the rights of the pledgee of a certificated security who retains posses- 
sion of the pledged security without re-registration. Although the registration of pledge 
equires communication to the issuer, no details of the security agreement between the 
debtor and the secured party need be disclosed. 
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There is no provision for the registration of more than one pledge at a time. This limits 
he burden on issuers and insulates them from problems of conflicting priorities and the 
ike. The registration of pledge is only one among several methods of creating security 
interests under Section 8-313(1), and other methods can be effectively employed to create 
security interests junior to that of the registered pledgee or even first security interests if, 
or some reason, the use of the registered pledge mechanism is inadvisable. See Section 
8-321, which deals comprehensively with security interests and incorporates the transfer 
ules of Section 8-313(1) by reference. 

The third sentence makes it clear that the registered owner, and not the registered 
pledgee, is the person in whose name an uncertificated security is registered as, for example, 
o determine how an unsecured creditor may reach his debtor's interest under Section 
8-317(2). The registration of release, in effect, nullifies the registration of pledge, and is 
unctionally equivalent to the redelivery of a pledged certificated security to the pledgor. 
Cross References: 

Sections 8-207; 8-321; 8-401. 

Definitional Cross References: 

"Secured Party". Section 9-105. 

"Security". Section 8-102. 

"Security Interest". Section 1-201. 

“Uncertificated Security". Section 8-102. 


PART 2 
ISSUE—ISSUER 


$ 8-201. "Issuer." 

(1) With respect to obligations on or defenses to a security, “issuer” 
includes a person who: 

(a) places or authorizes the placing of his name on a certificated secu- 
rity (otherwise than as authenticating trustee, registrar, transfer agent, 
or the like) to evidence that it represents a share, participation, or other 
interest in his property or in an enterprise, or to evidence his duty to 
perform an obligation represented by the certificated security; 

(b) creates shares, participations, or other interests in his property or 
in an enterprise or undertakes obligations, which shares, participations, 
interests, or obligations are uncertificated securities; 

(c) directly or indirectly creates fractional interests in his rights or 
property, which fractional interests are represented by certificated secu- 
rities; or 

(d) becomes responsible for or in place of any other person described 
as an issuer in this section. 

(2) With respect to obligations on or defenses to a security, a guarantor 
is an issuer to the extent of his guaranty, whether or not his obligation is 
noted on a certificated security or on statements of uncertificated securi- 

ies sent pursuant to Section 8-408. 
(3) With respect to registration of transfer, pledge, or release (Part 4 o 
his Article), “issuer” means a person on whose behalf transfer books are 
aintained. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 29, 60, 61 and 62, Uniform Negotiable 
Instruments Law. 
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Purposes: 

1. Part 2 of Article 8 describes the rights and duties of an “issuer” of a security. It is gen- 
erally understood that an “issuer” is the one who creates the property interest that is a “se- 
curity" and who thereby incurs obligations to purchasers of that interest. This section 
provides the criteria for determining whether a person has incurred the obligations—and 
gained the rights—given to an issuer in this Article. Numerous rights and obligations arise 
rom sources other than Article 8. This section does not determine whether a person is an 
"issuer" for purposes of those sources of law. 

2. Paragraph (1)(a) makes a person an “issuer” for purposes of this Article if he authorizes 
he placing of his name on a certificate intending that it should be a certificated security 
(Section 8-102(1)(a)). This paragraph bears a close relationship to Section 8-102(1)(a), 

hich describes the property interests that may constitute a “certificated security." The lat- 
er section describes those interests in terms of rights against “the issuer," while this sec- 
ion defines issuer in terms of authorizing the placing of a name on a “certificated security.” 

he effect is to add to the definition of “certificated security" the requirement that it bear 
he authorized name of the person creating the property interests. Thus, if a certificate 
bears the unauthorized name of the purported issuer, the purported issuer is not an “is- 
suer" within this Article; and the certificate is not a “certificated security." See Section 
8-202(3) and its Comment 4. Section 8-205 describes the circumstances in which the 
purported issuer will be treated as if he were a true “issuer” despite the absence of his au- 
horized signature. 

3. Read in conjunction with the definition of *uncertificated security" in Section 8-102(1) 
(b), paragraph (1)(b) makes a person an “issuer” if he creates, and maintains books for the 

egistration of ownership of, property interests that fit within the definition of an 
ncertificated security. 

4. Subsection (2) distinguishes the obligations of a guarantor as issuer from those of the 
principal obligor. However, it does not exempt the guarantor from the impact of subsection 
(4) of Section 8-202. Whether or not the obligation of the guarantor is noted on the security 
or initial transaction statement (Section 8-408(4)) is immaterial. Typically, guarantors are 
parent corporations, or stand in some similar relationship to the principal obligor. If that 

elationship existed at the time the security originally was issued, the guaranty probably 

ould be noted on the security or initial transaction statement. However, if the relation- 
ship arose afterward—e.g., through a purchase of stock or properties, or through merger or 
consolidation—probably the notation would not be made. Nonetheless, the owner of the se- 
curity is entitled to the benefit of the obligation of the guarantor. 

5. Subsection (3) narrows the definition of “issuer” for purposes of Part 4 of this Article 
(registration of transfer). It is supplemented by Section 8-406. 

Cross References: 

Points 1, 2, and 3: Sections 8-102, 8-202 and 8-205. 

Point 4: Section 8-202. 

Point 5: Part 4 of this Article. 

Definitional Cross References: 

“Certificated Security”. Section 8-102. 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 


§ 8-202. Issuer’s Responsibility and Defenses; Notice of Defect or 
Defense. 
(1) Even against a purchaser for value and without notice, the terms of a 
security include: 
(a) if the security is certificated, those stated on the security; 
(b) if the security is uncertificated, those contained in the initial trans- 
action statement sent to such purchaser or, if his interest is transferred 
to him other than by registration of transfer, pledge, or release, the 
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initial transaction statement sent to the registered owner or registered 
pledgee; and 
(c) those made part of the security by reference, on the certificated se- 
curity or in the initial transaction statement, to another instrument, 
indenture, or document or to a constitution, statute, ordinance, rule, 
regulation, order or the like, to the extent that the terms referred to do 
not conflict with the terms stated on the certificated security or contained 
in the statement. A reference under this paragraph does not of itsel 
charge a purchaser for value with notice of a defect going to the validity 
of the security, even though the certificated security or statement 
expressly states that a person accepting it admits notice. 
(2) A certificated security in the hands of a purchaser for value or an 
ncertificated security as to which an initial transaction statement has 
been sent to a purchaser for value, other than a security issued by a 
government or governmental agency or unit, even though issued with a 
defect going to its validity, is valid with respect to the purchaser if he is 
ithout notice of the particular defect unless the defect involves a viola- 
ion of constitutional provisions, in which case the security is valid with 
respect to a subsequent purchaser for value and without notice of the 
defect. This subsection applies to an issuer that is a government or 
governmental agency or unit only if either there has been substantial 
compliance with the legal requirements governing the issue or the issuer 
has received a substantial consideration for the issue as a whole or for the 
particular security and a stated purpose of the issue is one for which the 
issuer has power to borrow money or issue the security. 


(3) Except as provided in the case of certain unauthorized signatures 
(Section 8-205), lack of genuineness of a certificated security or an initial 
ransaction statement is a complete defense, even against a purchaser for 
alue and without notice. 


(4) All other defenses of the issuer of a certificated or uncertificated secu- 
rity, including nondelivery and conditional delivery of a certificated secu- 
rity, are ineffective against a purchaser for value who has taken without 
notice of the particular defense. 


(5) Nothing in this section shall be construed to affect the right of a 
party to a “when, as and if issued" or a “when distributed" contract to 
cancel the contract in the event of a material change in the character o 
he security that is the subject of the contract or in the plan or arrange- 
ent pursuant to which the security is to be issued or distributed. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provisions: Sections 16, 23, 28, 56, 57, 60, 61, 62, Uniform 
Negotiable Instruments Law. 
Purposes: 

1. A purchaser must have some method of learning the terms of the security he is 
purchasing. The printing on the certificate or on the initial transaction statement (“ITS”) is 
designed to notify the purchaser of those terms. If he purchases without examining the cer- 

ificate or ITS, he does so at his peril, since he is charged with notice of terms stated 
hereon. 

Some methods of transferring a security do not involve the actual delivery of a certificate 
or the sending of an ITS to the actual purchaser. See Section 8-313(1)(c)-G). The situations 
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in which these methods of transfer will be used can be divided into two categories—those in 
hich an intermediary takes a transfer for his principal and those in which a bailee “hold- 
ing" a security effects a transfer by receiving notice of, or sending acknowledgement of, the 
purchase. In either type of situation the purchaser will be charged with notice of all terms 
stated on the certificate if the security is certificated or, if the security is uncertificated, 
ith notice of all terms stated in the ITS sent to the registered owner or registered pledgee. 
For example, suppose that Customer purchases an uncertificated security that is already 
egistered in the name of his broker. Customer is content to allow the security to remain 
egistered in Broker's name, so that Customer never receives an ITS. Customer is charged 
ith notice of the terms stated on the ITS sent to Broker when Broker became the 
egistered owner. Or suppose that Purchaser buys a certificated security and the transfer is 
effected not by delivering the certificate but by having Bailee, who holds the security, ac- 
owledge that he holds for Purchaser. Purchaser is charged with notice of the terms writ- 
en on the certificate. 

It is apparent that in these situations a purchaser must rely upon the intermediary or 
bailee who “holds” the security for him. 

2. Subsection (1)(c) states, in accordance with the prevailing case law, the right of the is- 
suer (who prepares the text of the security or statement) to include terms incorporated by 
adequate reference to an extrinsic source, so long as the terms so incorporated do not 
conflict with the stated terms. Thus the standard practice of referring in a bond or 
debenture to the trust indenture under which it is issued without spelling out its necessar- 
ily complex and lengthy provisions is approved. Every stock certificate or ITS will refer in. 
some manner to the charter or articles of incorporation of the issuer. At least where there 
is more than one class of stock authorized, applicable corporation codes specifically require 
a statement or summary as to preferences, voting powers and the like. References to 
constitutions, statutes, ordinances, rules, regulations or orders are not so common except in 

he obligations of governments or governmental agencies or units; but where appropriate 
hey fit into the rule here stated. 

Following the basic principles of the Negotiable Instruments Law the cases have gener- 
ally held that an issuer is estopped from denying representations made in the text of a 
security. Delaware-New Jersey Ferry Co. v. Leeds, 21 Del.Ch. 279, 186 A. 913 (1936). Nor 
is a defect in form or the invalidity of a security normally available to the issuer as a 
defense. Bonini v. Family Theatre Corporation, 327 Pa. 273, 194 A. 498 (1937); First 
National Bank of Fairbanks v. Alaska Airmotive, 119 F.2d 267 (C.C.A.Alaska 1941). 

This general rule of estoppel is here adopted in favor of purchasers, with the exception 
noted above. 

3. The last sentence of subsection (1) and all of subsection (2) embody the concept that it 
is the duty of the issuer, not of the purchaser, to make sure that the security complies with 

he law governing its issue. The last sentence of subsection (1) makes clear that the issuer 
cannot, by incorporating a reference to a statute or other document, charge the purchaser 
ith notice of the security's invalidity. Subsection (2) gives to a purchaser for value without 
otice of the defect the right to enforce the security against the issuer despite the presence 
of a defect that otherwise would render the security invalid. This right accrues to a 
purchaser regardless of whether the security has been transferred to him through physical 
delivery of a certificate (Section 8-313(1)(a)), through registration of transfer or pledge of an 
ncertificated security (Section 8-313(1)(b)), or through some other method in which he 
eceives no certificate or initial transaction statement. (Section 8-313(1)(c)-()). There are 
hree circumstances in which a purchaser does not gain such rights: first, if the defect 
involves a violation of constitutional provisions, these rights accrue only to a subsequent 
purchaser (Section 8-102(2)). This Article leaves to the law of each particular state the 
ights of a purchaser on original issue of a security with a constitutional defect. No nega- 
ive implication is intended by the explicit grant of rights to a subsequent purchaser. 

Second, governmental issuers are distinguished in subsection (2) from other issuers as a 
matter of public policy, and additional safeguards are imposed before governmental issues 
are validated. Governmental issuers are estopped from asserting defenses only if there has 
been substantial compliance with the legal requirements governing the issue or i 
substantial consideration has been received and a stated purpose of the issue is one for 

hich the issuer has power to borrow money or issue the security. The purpose of the 
substantial compliance requirement is to make certain that a mere technicality as, e.g., in 

he manner of publishing election notices, shall not be a ground for depriving an innocent, 
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purchaser of his rights in the security. The policy is here adopted of such cases as Tommie 

. City of Gadsden, 229 Ala. 521, 158 So. 763 (1935), in which minor discrepancies in the 
orm of the election ballot used were overlooked and the bonds were declared valid since 
here had been substantial compliance with the statute. 

A long and well established line of Federal cases recognizes the principle of estoppel in 
avor of bona fide purchasers where municipalities issue bonds containing recitals of compli- 
ance with governing constitutional and statutory provisions, made by the municipal authori- 
ies entrusted with determining such compliance. Chaffee County v. Potter, 142 U.S. 355, 
12 S.Ct. 216, 35 L.Ed. 1040 (1892); Oregon v. Jennings, 119 U.S. 74, 7 S.Ct. 124, 30 L.Ed. 
323 (1886); Gunnison County Commissioners v. Rollins, 173 U.S. 255, 19 S.Ct. 390, 43 
L.Ed. 689 (1898). This rule has been qualified, however, by requiring that the municipalit 
have power to issue the security. Anthony v. County of Jasper, 101 U.S. 693, 25 L.Ed. 1005 
(1879); Town of South Ottawa v. Perkins, 94 U.S. 260, 24 L.Ed. 154 (1876). This section fol- 
ows the case law trend, simplifying the rule by setting up two conditions for an estoppel 
against a governmental issuer: (1) substantial consideration given, and (2) power in the is- 
suer to borrow money or issue the security for the stated purpose. As a practical matter the 


equiring legal opinions as to the validity of the issue. The bulk of the case law on this 
point is more than 50 years old and it may be assumed that the question now seldom 
arises. 
Section 8-104, regarding overissue, provides the third exception to the rule that an in- 
ocent purchase for value takes a valid security despite the presence of a defect that would 
otherwise give rise to invalidity. See that section and its comment for further explanation. 
4. Subsection (3) is in effect a definitional provision. The person purported to have issued 
a certificated security is not an “issuer”, and the certificate is not a “certificated security”, 
nless that person actually took the actions that constitute issue. See Sections 8-102(1)(a) 
and 8-201(1). Similarly, a statement purportedly sent by an issuer is not an “initial trans- 
action statement” if it was not actually sent by the issuer (Section 8-408(4), (1), (2) and (3)). 
Section 8-205 is a caveat to both of these general rules. 
5. Subsection (4) gives the general rule that defenses of the issuer are ineffective against 
a purchaser for value without notice of the defense. Notice to the purchaser may come from 
sources other than a notation on a certificate or an initial transaction statement. Compare 
Section 8-103 with respect to an issuer’s lien. 
6. Subsection (5) is included to make clear that this section does not affect the presently 
ecognized right of either party to a “when, as and if” or “when distributed” contract to 
cancel the contract on substantial change. 
Cross References: 
Point 1: Section 8-313. 
Point 2: Sections 1-201, 8-103, 8-203, 8-204. 
Point 3: Sections 1-201, 8-102 and 8-104. 
Point 4: Sections 8-102, 8-201 and 8-205. 
Point 5: Section 8-103. 
See Sections 8-104, 8-203, 8-205, and 8-206. 
Definitional Cross References: 
“Certificated Security”. Section 8-102. 
“Delivery”. Section 1-201. 
“Genuine”. Section 1-201. 
"Initial Transaction Statement". Section 8-408. 
"Issuer". Section 8-201. 
“Money”. Section 1-201. 
"Notice". Section 1-201. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Security”. Section 8-102. 
“Subsequent Purchaser”. Section 8-102. 
“Term”. Section 1-201. 
“Unauthorized Signature”. Section 1-201. 
“Uncertificated Security”. Section 8-102. 
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“Value”. Section 1-201. 


$ 8-203. Staleness as Notice of Defects or Defenses. 


(1) After an act or event creating a right to immediate performance o 
he principal obligation represented by a certificated security or that sets a 
date on or after which the security is to be presented or surrendered for 
redemption or exchange, a purchaser is charged with notice of any defect 
in its issue or defense of the issuer if: 


(a) the act or event is one requiring the payment of money, the delivery 
of certificated securities, the registration of transfer of uncertificated se- 
curities, or any of these on presentation or surrender of the certificated 
security, the funds or securities are available on the date set for pay- 
ment or exchange, and he takes the security more than one year after 
that date; and 


(b) the act or event is not covered by paragraph (a) and he takes the 
security more than 2 years after the date set for surrender or presenta- 
tion or the date on which performance became due. 


(2) A call that has been revoked is not within subsection (1). 
As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 52(2), 53, Uniform Negotiable Instruments 


1. The problem of matured or called securities is here dealt with in terms of the effect o 
such events in giving notice of the issuer’s defenses and not in terms of “negotiability”. The 
substance of this section applies only to certificated securities because such securities ma 
be transferred to a purchaser by delivery after they have matured, been called or become 

edeemable or exchangeable. It is contemplated that uncertificated securities which have 
matured or been called will merely be cancelled on the books of the issuer and the proceeds 
sent to the registered owner or registered pledgee, as the case may be. Uncertificated secu- 
ities which have become redeemable or exchangeable, at the option of the owner, may be 
ransferred to a purchaser, but the transfer is effectuated only by registration of transfer, 
hus necessitating communication with the issuer. If defects or defenses in such securities 
exist, the issuer will necessarily have the opportunity to bring them to the attention of the 
purchaser in the initial transaction statement sent to him. 

2. The fact that a certificated security is in circulation long after it has been called for 
edemption or exchange must give rise to the question in a purchaser's mind as to why it 

has not been surrendered. After the lapse of a reasonable period of time he can no longer 
claim that he had “no reason to know" of any defects or irregularities in its issue. Where 
unds are available for the redemption of the security it is normally turned in more promptly 
and a shorter time is set as the “reasonable period”, subsection (1)(a), than is set where 
unds are not available. 

It is true that defaulted certificated securities are frequently traded on financial markets 
in the same manner as unmatured and undefaulted instruments and a purchaser might 
not be placed upon notice of irregularity by the mere fact of default. An issuer, however, 
should at some point be placed in a position to determine definitely its liability on an in- 

alid or improper issue, and for this purpose a security under this section becomes “stale” 
wo years after the default. But notice that a different rule applies when the question is no- 
ice not of issuer's defenses but of claims of ownership. Section 8-305 and comment. 

3. Nothing in this section is designed to extend the life of preferred stocks called for 
edemption as “shares of stock" beyond the redemption date. After such a call, the security 
epresents only a right to the funds set aside for redemption. 

Cross References: 
Sections 8-104, 8-202 and 8-305. 
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Definitional Cross References: 
“Certificated Security". Section 8-102. 
“Delivery”. Section 1-201. 

"Issuer". Section 8-201. 

“Money”. Section 1-201. 

"Notice". Section 1-201. 

“Purchaser”. Section 1-201. 

“Right”. Section 1-201. 

"Security". Section 8-102. 
“Uncertificated Security". Section 8-102. 


$ 8-204. Effect of Issuer's Restrictions on Transfer. 

A restriction on transfer of a security imposed by the issuer, even i 
otherwise lawful, is ineffective against any person without actual knowl- 
edge of it unless: 

(a) the security is certificated and the restriction is noted conspicu- 
ously thereon; or 
(b) the security is uncertificated and a notation of the restriction is 

contained in the initial transaction statement sent to the person or, i 

his interest is transferred to him other than by registration of transfer, 

pledge, or release, the initial transaction statement sent to the registered 
owner or the registered pledgee. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 15, Uniform Stock Transfer Act. 


Purposes: 

1. Use of the words “noted” and “notation” is intended to make clear that the restriction 
need not be set forth in full text. See Allen v. Biltmore Tissue Corporation, 2 N.Y.2d 534, 
141 N.E.2d 812 (1957). 

2. Securities traded on financial markets are generally assumed to be free of adverse 
claims (Section 8-302). That assumption should not be lightly negated. Therefore, a strict 

ule as to notice of a restriction on transfer is here imposed. The issuer can protect itself by 
oting the restriction on the certificate or initial transaction statement. Refusal by an is- 
suer to register a transfer on the basis of an unnoted restriction constitutes a conversion 
and the issuer can be compelled to register the transfer under the policy of Part 4 of this 
Article. Hulse v. Consolidated Quicksilver Mining Corporation, 65 Idaho 768, 154 P.2d 149 
(1944); Mancini v. Patrizi, 110 Cal.App. 42, 293 P. 828 (1930). Conversely, the issuer to 

hom a certificated security with proper notation of a restriction is presented thereby 
eceives timely notification of an adverse claim and is under a duty to inquire (Section 
8-403). 

A purchaser with actual knowledge of an unnoted restriction certainly has notice of an 
adverse claim (Section 8-304 and Comment). In that situation this section adopts the rea- 
soning of Baumohl v. Goldstein, 95 N.J.Eq. 597, 124 A. 118 (1924), and Tomoser v. 
Kamphausen, 307 N.Y. 797, 121 N.E.2d 622 (1954), rejecting the contrary holding of such 
cases as Costello v. Farrell, 234 Minn. 453, 48 N.W.2d 557, 29 A.L.R.2d 890 (1951). 

3. A transferee who purchases securities in organized financial markets often may nei- 
her take physical delivery of a certificated security nor have an uncertificated security 
egistered in his name. See Section 8-313(1)(c) through (j). Under those circumstances the 
ransferee may have no occasion to examine the writing on the certificate or the initial 
ransaction statement. Nonetheless the transferee is charged with notice of restrictions 

noted on the certificate or on the initial transaction statement sent to the registered owner 
or registered pledgee. See Section 8-202(1) and Comment 1 thereto. 

4. Most jurisdictions recognize the right of issuers to impose restrictions giving either the 
issuer itself or other stockholders the option to purchase the security at an ascertained 
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price before it is offered to third parties. Vannucci v. Peduni, 217 Cal. 138, 17 P.2d 706 
(1932); People ex rel. Rudaitis v. Galskis, 233 Ill App. 414 (1924); Bloomingdale v. Bloom- 
ingdale, 107 Misc. 646, 177 N.Y.S. 873 (1919). This is the type of restriction contemplated 
by the present section. Mere notation on the certificate or initial transaction statement can- 

ot, of course, validate an otherwise unlawful restriction. The present section in no way 
alters the prevailing case law which recognizes free alienability as an inherent attribute o 
securities and holds invalid unreasonable restraints on alienation such as those requiring 
consents of directors without establishing criteria for the granting or withholding of such 
consents and those giving the directors an option of purchase at a price to be fixed in their 
sole discretion. Howe v. Roberts, 209 Ala. 80, 95 So. 344 (1923); People ex rel. Malcom v. 
Lake Sand Corporation, 251 Ill.App. 499 (1929); Morris v. Hussong Dyeing Machine Co., 81 
N.J.Eq. 256, 86 A. 1026 (1913); New England Trust Co. v. Abbott, 162 Mass. 148, 38 N.E. 
432, 27 L.R.A. 271 (1894). 

No interference is intended with the common practice of closing books for proper corporate 
purposes. 

5. Cooperative associations and ventures, as well as private clubs are generally considered 
an exception to the rules against restrictions on transfer as unreasonable restraints on 
alienation and are permitted for example to require the consents of governing bodies such 
as a board of directors. Penthouse Properties, Inc. v. 1158 Fifth Avenue, Inc., 256 App.Div. 
685, 11 N.Y.S.2d 417 (1939). 

Historically restrictions on transfer were most commonly imposed by so-called “closely- 
held" issuers (including cooperatives and the like) in an attempt to restrict control if not 

otal membership to a homogeneous security holder group. They have been increasingly 
esorted to by issuers with publicly held securities seeking to police enforcement of the 
egistration requirements of the Securities Act of 1933 against persons purchasing their se- 
curities in a transaction exempt from those requirements (e.g., one “not involving any pub- 
ic offering" [Securities Act of 1933, Section 4(2) ] ) or against persons in a “control” rela- 
ionship to the issuer. [See Securities Act of 1933, Section 2(11) and Rule 405 of the Rules 
and Regulations of the Securities and Exchange Commission under that Act.] Particularl 
in the latter context in which notation of the restriction on all affected certificates or initial 
ransaction statements may not be practical, the issuer enforces it by notifying the holders 
of such certificates and refusing requests to register transfer out of the name of the “con- 
rolling person" either for purposes of sale or for delivery after sale, relying on the stated 
exception as to a person ^with actual knowledge" of the restriction. 

6. This section deals only with restrictions imposed by the issuer and restrictions imposed 
by statute are not affected. See Quiner v. Marblehead Social Co., 10 Mass. 476 (1813); 
Madison Bank v. Price, 79 Kan. 289, 100 P. 280 (1909); Healey v. Steele Center Creamery 
Ass’n, 115 Minn. 451, 133 N.W. 69 (1911). Nor does it deal with private agreements be- 

ween stockholders containing restrictive covenants as to the sale of the security as in In re 
Consolidated Factors Corporation, 46 F.2d 561 (S.D.N.Y.1931). 
7. An analogous provision concerning issuer's liens appears at Section 8-103. 
Cross References: 
Point 7: Section 8-103. 
See Part 4 of this Article. 
Definitional Cross References: 

"Certificated Security". Section 8-102. 

“Conspicuous”. Section 1-201. 

“Initial Transaction Statement”. Section 8-408. 

“Issuer”. Section 8-201. 

“Knowledge”. Section 1-201. 

“Person”. Section 1-201. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 


§ 8-205. Effect of Unauthorized Signature on Certificated Security 
or Initial Transaction Statement. 


An unauthorized signature placed on a certificated security prior to or in 
he course of issue or placed on an initial transaction statement is ineffec- 
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ive, but the signature is effective in favor of a purchaser for value of the 
certificated security or a purchaser for value of an uncertificated security 
o whom the initial transaction statement has been sent, if the purchaser 
is without notice of the lack of authority and the signing has been done by: 


(a) an authenticating trustee, registrar, transfer agent, or other person 
entrusted by the issuer with the signing of the security, of similar secu- 
rities, or of initial transaction statements or the immediate preparation 
for signing of any of them; or 


(b) an employee of the issuer, or of any of the foregoing, entrusted 
with responsible handling of the security or initial transaction statement. 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: Section 23, Uniform Negotiable Instruments Law. 
Purposes: 

1. In current practice the problem of forged or unauthorized signatures arises most 

equently where an employee of the issuer, transfer agent or registrar has access to secu- 
ities which he is required to prepare for issue by affixing the corporate seal or by adding a 
signature necessary for issue. This section is based upon the issuer's duty to avoid the 
negligent entrusting of securities to such persons. Issuers have long been held responsible 
or signatures placed upon securities by parties whom they have held out to the public as 
authorized to prepare such securities. See Fifth Avenue Bank of New York v. The Forty- 
Second Street & Grand Street Ferry Railroad Co., 137 N.Y. 231, 33 N.E. 378, 19 L.R.A. 
331, 33 Am.St.Rep. 712 (1893); Jarvis v. Manhattan Beach Co., 148 N.Y. 652, 43 N.E. 68, 
31 L.R.A. 776, 51 Am.St.Rep. 727 (1896). The “apparent authority" concept of some of the 
case-law, however, is here extended and this section expressly rejects the technical distinc- 
ion, made by courts reluctant to recognize forged signatures, between cases where the 
orger signs a signature he is authorized to sign under proper circumstances and those in 

hich he signs a signature he is never authorized to sign. Citizens’ & Southern National 
Bank v. Trust Co. of Georgia, 50 Ga.App. 681, 179 S.E. 278 (1935). Normally the purchaser 
is not in a position to determine which signature a forger, entrusted with the preparation 
of securities, has “apparent authority" to sign and which he has not. The issuer, on the 
other hand, can protect itself against such fraud by the careful selection and bonding o 
agents and employees, or by action over against transfer agents and registrars who in turn 
may bond their personnel. 

2. It is contemplated that purchasers of uncertificated securities will rely on initial trans- 


hat only the one to whom the ITS is sent can safely rely on it, whereas a certificated secu- 
ity is a negotiable instrument and may be relied upon by transferees other than the origi- 
al purchaser. The issuer's responsibility for unauthorized signatures otherwise is the 
same in both instances. 

A transferee of an uncertificated security may be protected indirectly by this section de- 
spite the fact that he has not received the ITS. If his transferor received an ITS and was 
protected by this section, Section 8-301(1) gives those rights to the transferee. 

3. The issuer cannot be held liable for the honesty of employees not entrusted, directly or 
indirectly, with the signing, preparation, or responsible handling of similar securities or 
similar ITS's and whose possible commission of forgery it has no reason to anticipate. The 

esult in such cases as Hudson Trust Co. v. American Linseed Co., 232 N.Y. 350, 134 N.E. 
178 (1922), and Dollar Savings Fund & Trust Co. v. Pittsburgh Plate Glass Co., 213 Pa. 
307, 62 A. 916, 5 Ann.Cas. 248 (1906) is here adopted. 

4. This section is not concerned with forged or unauthorized indorsements (Section 
8-311), but only with unauthorized signatures of issuers, transfer agents, etc., placed upon 
certificated securities or initial transaction statements during the course of their issue. The 
protection here stated is available to all purchasers for value without notice and not merely 

o subsequent purchasers. 
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Cross References: 
Point 4: Section 8-311. 
See Section 8-202(3). 

Definitional Cross References: 
“Certificated Security”. Section 8-102. 
“Tnitial Transaction Statement". Section 8-408. 
“Tssuer”. Section 8-201. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Security”. Section 8-102. 

“Sign”. Section 1-201. 

“Unauthorized Signature”. Section 1-201. 
“Uncertificated Security”. Section 8-102. 
“Value”. Section 1-201. 


§ 8-206. Completion or Alteration of Certificated Security or 
Initial Transaction Statement. 
(1) If a certificated security contains the signatures necessary to its issue 
or transfer but is incomplete in any other respect: 
S any person may complete it by filling in the blanks as authorized; 
an 
(b) even though the blanks are incorrectly filled in, the security as 
completed is enforceable by a purchaser who took it for value and 
without notice of the incorrectness. 
(2) A complete certificated security that has been improperly altered, 


even though fraudulently, remains enforceable, but only according to its 
original terms. 
(3) If an initial transaction statement contains the signatures necessary 
o its validity, but is incomplete in any other respect: 
(a) any person may complete it by filling in the blanks as authorized; 
and 


(b) even though the blanks are incorrectly filled in, the statement as 
completed is effective in favor of the person to whom it is sent if he 
purchased the security referred to therein for value and without notice 
of the incorrectness. 


(4) A complete initial transaction statement that has been improperly 
altered, even though fraudulently, is effective in favor of a purchaser to 
hom it has been sent, but only according to its original terms. 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: Sections 14, 15 and 124, Uniform Negotiable Instru- 
ments Law; Section 16, Uniform Stock Transfer Act. 
Purposes: 

1. The problem of forged or unauthorized signatures necessary for the issue or transfer o 
a security or for the authentication of an initial transaction statement is not involved here, 
and a person in possession of a blank certificate or of a writing that would be an initial 
ransaction statement if it were properly signed is not, by this section, given authority to 
ll in blanks with such signatures. 

2. Completion of blanks left in a transfer instruction is dealt with elsewhere (Section 
8-308(5)). Blanks left upon authentication of an initial transaction statement or upon issue 
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of a certificated security are the only ones dealt with here, and a purchaser for value 

ithout notice is protected. A purchaser is not in a good position to determine whether 
blanks were completed by the issuer or by some person not authorized to complete them. 
On the other hand the issuer can protect itself by not placing its signature on the writing 
ntil the blanks are completed or, if it does sign before all blanks are completed, by care- 
ully selecting the agents and employees to whom it entrusts the writing after 
authentication. With respect to a certificated security or an initial transaction statement 
hat is completed by the issuer but later is altered, the issuer has done everything it can to 
protect the purchaser and thus is not charged with the terms as altered. However, it is 
charged according to the original terms, since it is not thereby prejudiced. 

If the completion or alteration is obviously irregular, the purchaser may be charged with. 
notice. See Section 1-201(25). 

3. Only the purchaser who physically takes the certificate or receives the initial transac- 
ion statement is directly protected. However, a transferee may receive protection indirectly 
hrough Section 8-301(1). 

4. 'The protection granted a purchaser for value without notice under this section is mod- 
ified to the extent that an overissue may result where an incorrect amount is inserted into 

a blank (Section 8-104). 
Cross References: 

Point 2: Sections 1-201, 8-302 and 8-308. Point 3: Section 8-301. Point 4: Section 8-104. 
See Sections 8-205 and 8-311. 

Definitional Cross References: 

“Certificated Security". Section 8-102. 

"Initial Transaction Statement". Section 8-408. 

“Notice”. Section 1-201. 

"Person". Section 1-201. 

"Purchaser". Section 1-201. 

"Security". Section 8-102. 

"Term". Section 1-201. 

“Uncertificated Security". Section 8-102. 

“Value”. Section 1-201. 


$ 8-207. Rights and Duties of Issuer With Respect to Registered 
Owners and Registered Pledgees. 

(1) Prior to due presentment for registration of transfer of a certificated 
security in registered form, the issuer or indenture trustee may treat the 
registered owner as the person exclusively entitled to vote, to receive 
notifications, and otherwise to exercise all the rights and powers of an 
owner. 


(2) Subject to the provisions of subsections (3), (4), and (6), the issuer or 
indenture trustee may treat the registered owner of an uncertificated secu- 
rity as the person exclusively entitled to vote, to receive notifications, and 
otherwise to exercise all the rights and powers of an owner. 

(3) The registered owner of an uncertificated security that is subject to a 
registered pledge is not entitled to registration of transfer prior to the due 
presentment to the issuer of a release instruction. The exercise of conver- 
sion rights with respect to a convertible uncertificated security is a transfer 

ithin the meaning of this section. 

(4) Upon due presentment of a transfer instruction from the registered 
pledgee of an uncertificated security, the issuer shall: 

(a) register the transfer of the security to the new owner free of pledge, 
if the instruction specifies a new owner (who may be the registered 
pledgee) and does not specify a pledgee; 


1662 


interest of the existing pledgee, if the instruction specifies a new owner 
and the existing pledgee; or 


(c) register the release of the security from the existing pledge and 
register the pledge of the security to the other pledgee, if the instruction 
specifies the existing owner and another pledgee. 


(5) Continuity of perfection of a security interest is not broken by 
registration of transfer under subsection (4)(b) or by registration of release 
and pledge under subsection (4)(c), if the security interest is assigned. 

(6) If an uncertificated security is subject to a registered pledge: 

(a) any uncertificated securities issued in exchange for or distributed 
with respect to the pledged security shall be registered subject to the 
pledge; 

(b) any certificated securities issued in exchange for or distributed 
with respect to the pledged security shall be delivered to the registered 
pledgee; and 

(c) any money paid in exchange for or in redemption of part or all o 
the security shall be paid to the registered pledgee. 


(7) Nothing in this Article shall be construed to affect the liability of the 
registered owner of a security for calls, assessments, or the like. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 3, Uniform Stock Transfer Act. 
Purposes: 

1. Subsection (1) states the issuer's right to treat the registered owner of a certificated se- 
curity as the person entitled to exercise all the rights of an owner. This right of the issuer 
is limited by the provisions of Part 4 of this article—once there has been due presentation 
or registration of transfer, the issuer has a duty to register ownership in the name of the 

ransferee. Section 8-401. Thus its right to treat the old registered owner as exclusively 
entitled to the rights of ownership must cease. 

The issuer may, under this section, make distributions of money or securities to the 

egistered owners of certificated securities without requiring further proof of ownership, 
provided that such distributions are distributable to the owners of all securities of the same 
issue and the terms of the security do not require its surrender as a condition of payment 


Subsection (2) states a parallel rule for uncertificated securities, with the important 
exception that the rights of the registered owner are curtailed when the uncertificated se- 
curity is subject to a registered pledge. See Section 8-108. Thus, subsection (3) denies the 

egistered owner the power to order transfer of an uncertificated security subject to a 
egistered pledge until the pledge has been released by order of the pledgee. See Section 
8-308(4) and (7)(b). 

Subsection (4) establishes the right of the registered pledgee to control the transfer of an 
uncertificated security subject to his pledge. The three paragraphs of subsection (4) il- 
ustrate the mechanics for three common transactions: (a) the outright transfer of the secu- 

ity, free of the pledge; (b) the transfer of registered ownership, subject to the pledge; and 
(c) the transfer of the pledgee’s interest without disturbing the registered ownership. These 
ransactions are not intended to be exclusive. For example, the transfer of a pledged 
uncertificated security to a new owner subject to the interest of a new pledgee might be ac- 
complished in several ways. There could be a release of his interest by the old pledgee fol- 
owed by a transfer of registered ownership from the old owner to the new owner and a 
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pledge from the new owner to the new pledgee. Or, if the respective pledgees wished to 
maintain complete control over the security, the old pledgee could order a transfer of his 
interest to the new pledgee under paragraph (c) and the new pledgee could then order the 
ransfer of registered ownership from the old owner to the new owner under paragraph (b). 
Still other combinations are possible, depending on the positions of the parties. 

Subsection (6) insures that stock dividends or splits issued with respect to a pledged 

uncertificated security and securities or money distributed or paid in exchange for a pledged 
ncertificated security will remain within the control of the registered pledgee. This result 

cannot be extended to pledges of certificated securities because the issuer will normally be 

unaware of the pledgee's rights unless the pledgee has caused a transfer to be registered. 

2. The rule of such cases as Turnbull v. Longacre Bank, 249 N.Y. 159, 163 N.E. 135 
(1928), which held the issuer liable for paying out dividends to the record holder after the 
ransferee had given notice of the transfer and demanded that a new certificate be issued to 
him, is left unchanged. However, such cases as Morrison v. Gulf Oil Corporation, 189 Miss. 
212, 196 So. 247 (1940), holding that Section 3 of the Uniform Stock Transfer Act did not 
change the common law as to the issuer's liability for dealing with the record holder after 
mere notice of a pledge, are expressly rejected. Mere notice is not enough under this section 
o impose upon the issuer the duty of dealing with the pledgee although it may constitute 
notice to the issuer of a claim of ownership under Part 4. 

Subsections (1) and (2) are permissive and do not require that the issuer deal exclusively 

ith the registered owner. It is free to require proof of ownership before paying out 
dividends or the like if it chooses to. Barbato v. Breeze Corporation, 128 N.J.L. 309, 26 
A.2d 53 (1942). 

3. This section does not operate to determine who is finally entitled to exercise voting and 
other rights or to receive payments and distributions. The parties are still free to 
incorporate their own arrangements as to these matters in seller-purchaser agreements 

hich will be definitive as between them. 

4. No change in existing state laws as to the liability of registered owners for calls and 
assessments is here intended; nor is anything in this section designed to estop a record 
holder from denying ownership when assessments are levied if he is otherwise entitled to 
do so under state law. See State ex rel. Squire v. Murfey, Blosson & Co., 131 Ohio St. 289, 
2 N.E.2d 866 (1936); Willing v. Delaplaine, 23 F.Supp. 579 (1937). 

5. No interference is intended with the common practice of closing the transfer books or 
aking a record date for dividend, voting and other purposes, as provided for in by-laws, 
charters and statutes. 

Cross References: 

Section 8-108 and Part 4 of this Article. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

"Instruction". Section 8-308. 

"Issuer". Section 8-201. 

“Money”. Section 1-201. 

“Notification”. Section 1-201. 

"Person". Section 1-201. 

"Registered Form". Section 8-102. 

“Right”. Section 1-201. 

“Security”. Section 8-102. 

“Security Interest”. Section 9-105. 

“Uncertificated Security”. Section 8-102. 


§ 8-208. Effect of Signature of Authenticating Trustee, Registrar, 
or Transfer Agent. 

(1) A person placing his signature upon a certificated security or an 
initial transaction statement as authenticating trustee, registrar, transfer 
agent, or the like, warrants to a purchaser for value of the certificated se- 
curity or a purchaser for value of an uncertificated security to whom the 
initial transaction statement has been sent, if the purchaser is without no- 

ice of the particular defect, that: 
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(a) the certificated security or initial transaction statement is genuine; 

(b) his own participation in the issue or registration of the transfer, 
pledge, or release of the security is within his capacity and within the 
scope of the authority received by him from the issuer; and 

(c) he has reasonable grounds to believe the security is in the form 
and within the amount the issuer is authorized to issue. 


(2) Unless otherwise agreed, a person by so placing his signature does 
not assume responsibility for the validity of the security in other respects. 


As amended in 1962 and 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The warranties here stated express the current understanding and prevailing case law 
as to the effect of the signatures of authenticating trustees, transfer agents, and registrars. 
See Jarvis v. Manhattan Beach Co., 148 N.Y. 652, 43 N.E. 68, 31 L.R.A. 776, 51 Am.St.Rep. 
727 (1896). Although it has generally been regarded as the particular obligation of the 

ransfer agent to determine whether securities are in proper form as provided by the by- 

aws and Articles of Incorporation, neither a registrar nor an authenticating trustee should 
properly place a signature upon a certificate or transaction statement without determining 

hether it is at least regular on its face. The obligations of these parties in this respect 
have therefore been made explicit in terms of due care. See Feldmeier v. Mortgage Securi- 

ies, Inc., 34 Cal.App.2d 201, 93 P.2d 593 (1939). 
2. Those cases which hold that an authenticating trustee is not liable for any defect in 
he mortgage or property which secures the bond or for any fraudulent misrepresentations 

made by the issuer are not here affected since these matters do not involve the genuineness 
or proper form of the security. Ainsa v. Mercantile Trust Co., 174 Cal. 504, 163 P. 898 
(1917); Tschetinian v. City Trust Co., 186 N.Y. 432, 79 N.E. 401 (1906); Davidge v. Guard- 
ian Trust Co. of New York, 203 N.Y. 331, 96 N.E. 751 (1911). 

3. The charter or an applicable statute may affect the capacity of a bank or other corpora- 

ion undertaking to act as an authenticating trustee, registrar or transfer agent. See, for 

example, the Federal Reserve Act (U.S.C.A., Title 12, Banks and Banking, Section 248) 
under which the Board of Governors of the Federal Reserve Bank is authorized to grant 
special permits to National Banks permitting them to act as trustees. Such corporations 
are therefore held to certify as to their legal capacity to act as well as to their authority. 

4. Authenticating trustees, registrars and transfer agents have normally been held liable 

or an issue in excess of the authorized amount. Jarvis v. Manhattan Beach Co., supra; 
Mullen v. Eastern Trust & Banking Co., 108 Me. 498, 81 A. 948 (1911). In imposing upon 
hese parties a duty of due care with respect to the amount they are authorized to help is- 
sue, this section does not necessarily validate the security, but merely holds persons 
esponsible for the excess issue liable in damages for any loss suffered by the purchaser. 

5. Aside from questions of genuineness and excess issue these parties are not held to 
certify as to the validity of the security unless they specifically undertake to do so. The case 

aw which has recognized a unique responsibility on the transfer agent's part to testify as 
o the validity of any security which it countersigns is rejected. 

6. This provision does not prevent a transfer agent or issuer from agreeing with a regis- 
rar of stock to protect the registrar in respect of the genuineness and proper form of a 
certificated security or initial transaction statement signed by the issuer or the transfer 
agent or both. Nor does it interfere with proper indemnity arrangements between the is- 
suer and trustees, transfer agents, registrars and the like. 

7. An unauthorized signature is a signature for purposes of this section if and only if it is 
made effective by Section 8-205. 

Cross References: 

Sections 8-102, 8-205 and 8-406. 
Definitional Cross References: 

"Agreed". Section 1-201. 
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"Certificated Security". Section 8-102. 
*Genuine". Section 1-201. 

“Tnitial Transaction Statement". Section 8-408. 
“Issuer”. Section 8-201. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 
“Value”. Section 1-201. 


PART 3 
TRANSFER 


§ 8-301. Rights Acquired by Purchaser. 

(1) Upon transfer of a security to a purchaser (Section 8-313), the 
purchaser acquires the rights in the security which his transferor had or 
had actual authority to convey unless the purchaser’s rights are limited by 
Section 8-302(4). 

(2) A transferee of a limited interest acquires rights only to the extent o 
he interest transferred. The creation or release of a security interest in a 
security is the transfer of a limited interest in that security. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 58, Uniform Negotiable Instruments Law. 


states the “shelter” provision of the Negotiable Instruments Law—upon transfer of the se- 
curity a purchaser acquires the rights his transferor had. There are at least three excep- 
ions to this basic rule, two of which limit the purchaser’s rights and one of which expands 
hem. First, subsection (1) explicitly makes its rule subject to Section 8-302(4), which 
prevents certain transferees from being freed of the taint of earlier fraud or notice. The 
second exception, stated in subsection (2), is that there may be a transfer explicitly limited 
o an interest less than the transferor’s entire interest. Finally Section 8-302 provides that 
a bona fide purchaser takes certain rights of his own account, regardless of the rights his 
ransferor had. 

2. Transfers by operation of law are not intended to be covered by this Article. For 
example, transfers from decedent to administrator, from ward to guardian, and from bank- 
upt to trustee in bankruptcy are governed by other law as to both the time they occur and 
he substance of the transfer. Subsequent delivery and registration on the issuer’s records 
merely confirm what has already happened. 
Cross References: 

Sections 3-201 and 8-321. 
Definitional Cross References: 

"Purchaser". Section 1-201. 

"Rights". Section 1-201. 

"Security". Section 8-102. 

"Security Interest". Section 1-201. 


$ 8-302. *Bona Fide Purchaser"; *Adverse Claim"; Title Acquired 
by Bona Fide Purchaser. 


(1) A *bona fide purchaser" is a purchaser for value in good faith and 
ithout notice of any adverse claim: 
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(a) who takes delivery of a certificated security in bearer form or in 
registered form, issued or indorsed to him or in blank; 


(b) to whom the transfer, pledge, or release of an uncertificated secu- 
rity is registered on the books of the issuer; or 


(c) to whom a security is transferred under the provisions of paragraph 
(c), (d)(), or (g) of Section 8-313(1). 
(2) *Adverse claim" includes a claim that a transfer was or would be 
rongful or that a particular adverse person is the owner of or has an 
interest in the security. 


(3) A bona fide purchaser in addition to acquiring the rights of a 
purchaser (Section 8-301) also acquires his interest in the security free o 
any adverse claim. 

(4) Notwithstanding Section 8-301(1), the transferee of a particular 
certificated security who has been a party to any fraud or illegality affect- 
ing the security, or who as a prior holder of that certificated security had 
notice of an adverse claim, cannot improve his position by taking from a| 
bona fide purchaser. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 52, 57, 58 and 59, Uniform Negotiable 
Instruments Law; Section 7, Uniform Stock Transfer Act. 
Purposes: 

1. Any purchaser for value of a security without notice of a particular defect may take 

ee of the issuer's defense based on that defect, but only a purchaser taking by a formally 
perfect transfer, for value and without notice of any adverse claim, may take free of adverse 
claims. The “bona fide purchaser" here dealt with is the person taking free of adverse 
claims. His rights against the issuer are determined by Part 2 of this Article and his rights 

o registration are determined by Part 4. 

2. Not every form of transfer can confer upon the purchaser the status of bona fide 
purchaser. In particular, transfers effected through the acknowledgement of a bailee who is 
not a financial intermediary or through the acknowledgement of a financial intermediary 

ho holds for the transferee a proportionate interest in a fungible bulk do not confer bona 

de purchaser status. However, the transferee can acquire all the rights of a bona fide 
purchaser through the “shelter” provisions of Section 8-301(1) if the transferor had those 
ights. 

3. Protection is extended to bona fide purchasers of all investment securities, whether 
such securities were considered negotiable or non-negotiable under the prior law. This is 
he result sought by many cases which have resolved doubts in favor of negotiability de- 
spite terms in bonds which militated against their negotiability under the provisions of the 
Negotiable Instruments Law. See Paxton v. Miller, 102 Ind.App. 511, 200 N.E. 87 (1936); 
Scott v. Platt, 171 Or. 379, 135 P.2d 769 (1943). Such cases as U.S. Gypsum v. Faroll, 296 
Ill.App. 47, 15 N.E.2d 888 (1938), protecting bona fide purchasers of stock certificates under 
he provisions of the Stock Transfer Act are adopted and approved. 

4. An adverse claim may be either legal or equitable, e.g., that the claimant is the benefi- 
cial owner of a security, though not the legal owner of it, or that it has been or is proposed 

o be transferred in breach of trust or a valid restriction on transfer (See Section 8-204 and 

Comment). Note that there may be claims of ownership that are not “adverse”—e.g., the 
claim of a principal against his agent including that of a customer against his broker 
(Section 8-303). The agent’s knowledge of his principal’s claim thus cannot defeat the 
agent's right to be a bona fide purchaser under this section. 

5. Subsection (4) provides an exception to the "shelter" provisions of Section 8-301(1), but 
applies only to a transferee of a certificated security who as a prior holder of the particular 
security had notice of adverse claims or who has been a party to fraud or illegality affecting 
he particular security. 
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Cross References: 
Sections 3-302 and 8-301. Point 4: Section 8-204 and its comment. 
Definitional Cross References: 
“Bearer Form". Section 8-102. 
"Certificated Security". Section 8-102. 
“Delivery”. Section 1-201. 
*Good Faith". Section 1-201. 
*Holder". Section 1-201. 
“Indorsed”. Section 8-308. 
“Notice”. Section 1-201. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Registered Form”. Section 8-102. 
“Security”. Section 8-102. 
“Uncertificated Security”. Section 8-102. 
“Value”. Section 1-201. 


§ 8-303. “Broker.” 


“Broker” means a person engaged for all or part of his time in the busi- 
mess of buying and selling securities, who in the transaction concerned 
acts for, buys a security from, or sells a security to, a customer. Nothing in 

his Article determines the capacity in which a person acts for purposes o 
any other statute or rule to which the person is subject. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section defines “broker” for purposes of this Article in terms of function in the par- 
icular transaction. The term is applicable to the person performing the function. The dif- 
erentiation under the Securities Exchange Act of 1934 between “broker” and “dealer” is o 

no significance under this Article. This and similar distinctions are preserved for other 
purposes by the last sentence of the section. 
Definitional Cross References: 

“Person”. Section 1-201. 

“Security”. Section 8-102. 


§ 8-304. Notice to Purchaser of Adverse Claims. 

(1) A purchaser (including a broker for the seller or buyer, but excluding 
an intermediary bank) of a certificated security is charged with notice o 
adverse claims if: 

(a) the security, whether in bearer or registered form, has been 
indorsed “for collection” or “for surrender” or for some other purpose not 
involving transfer; or 

(b) the security is in bearer form and has on it an unambiguous state- 
ment that it is the property of a person other than the transferor. The 
mere writing of a name on a security is not such a statement. 

(2) A purchaser (including a broker for the seller or buyer, but excluding 
an intermediary bank) to whom the transfer, pledge, or release of an 


as to which the issuer has a duty under Section 8-403(4) at the time o 
registration and which are noted in the initial transaction statement sent 
o the purchaser or, if his interest is transferred to him other than by 
registration of transfer, pledge, or release, the initial transaction state- 


(3) The fact that the purchaser (including a broker for the seller or 
buyer) of a certificated or uncertificated security has notice that the secu- 
rity is held for a third person or is registered in the name of or indorsed by; 
a fiduciary does not create a duty of inquiry into the rightfulness of the 
ransfer or constitute constructive notice of adverse claims. However, if the 
purchaser (excluding an intermediary bank) has knowledge that the 
proceeds are being used or that the transaction is for the individual benefit 
of the fiduciary or otherwise in breach of duty, the purchaser is charged 

ith notice of adverse claims. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 37, 56, Uniform Negotiable Instruments 
Law. 
Purposes: 

1. Section 8-302 defines “bona fide purchaser" in terms of three distinct elements, “value”, 
"good faith", and lack of *notice of any adverse claim". This section deals only with notice 
and presents specific situations in which a purchaser is charged with notice of adverse 
claims as a matter of law. The listing is not exhaustive and does not exclude other situa- 

ions in which the trier of the facts may determine that similar notice has been given. For 

example, receipt of notification that the particular security has been lost or stolen raises 
he question of notice “forgotten” in good faith. Kentucky Rock Asphalt v. Mazza's Admr., 
264 Ky. 158, 94 S.W.2d 316 (1936); Graham v. White-Phillips Co., 296 U.S. 27, 56 S.Ct. 21, 
80 L.Ed. 20, 102 A.L.R. 24 (1935) but c£, First National Bank of Odessa v. Fazzari, 10 
N.Y.2d 394, 179 N.E.2d 493 (1961). Also suspicious characteristics of the transaction may 
give a purchaser (particularly a commercially sophisticated purchaser such as a broker) 
“reason to know”. U.S. Fidelity & Guaranty Co. v. Goetz, 285 N.Y. 74, 32 N.E.2d 798 
(1941); Morris v. Muir, 111 Misc. 739, 180 N.Y.S. 913 (1920). 

2. Subsection (1)(a) refers to situations in which a certificated security indorsed “for col- 
ection” or “for surrender” is being offered for transfer and follows in effect Section 37 of the 
Negotiable Instruments Law, which provides that subsequent indorsees acquire only the 
itle of the first indorsee under a restrictive indorsement. 

3. A purchaser of an uncertificated security is charged with notice of adverse claims 
noted in the initial transaction statement. If the security is transferred to him other than 
by registration on the issuer’s records, he is charged with notice of claims noted in the 
statement sent to the registered owner (or to the registered pledgee if his rights were 
ransferred by notice to or acknowledgement from a registered pledgee). 

Situations may arise in which the issuer receives notice of an adverse claim after registra- 
ion of transfer, pledge or release but before the initial transaction statement is prepared 
and sent. The issuer ought not to note those claims on the statement. See Section 8-408(1) 
(d), (2)(d) and (3)(d). If the issuer should mistakenly note such a claim, subsection (2) does 

ot charge the purchaser with notice. 

4. In subsection (3) some situations involving purchase from one described or identifiable 
as a fiduciary are explicitly provided for, again imposing an objective standard, while leav- 
ing the door open to other circumstances which may constitute notice of adverse claims. 
Mere notice of the existence of the fiduciary relation is not enough in itself to prevent bona 

de purchase, and the purchaser is free to take the security on the assumption that the fi- 

duciary is acting properly. The fact that the security may be transferred to the individual 
account of the fiduciary or that the proceeds of the transaction are paid into that account in 
cash would not be sufficient to charge the purchaser with notice of potential breach of fidu- 
ciary obligation but as in State Bank of Binghamton v. Bache, 162 Misc. 128, 293 N.Y.S. 
667 (1937) knowledge that the proceeds are being applied to the personal indebtedness o 
he fiduciary will charge the purchaser with such notice. 

5. The notice here involved is to purchasers. A broker acting as such (Section 8-303) is 
reated in this section as a purchaser though he may not be a purchaser under the defini- 
ions of that term (Section 1-201(33)). On the other hand, a bank, stock-broker or other 
intermediary who, in the particular transaction acts purely in that capacity, is not a 
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purchaser. Cf. subsections (3) and (4) of Section 8-306 and Comments 3 and 4 to that 
Section. Subsection (3) follows the policy of Section 4 of the Uniform Fiduciaries Act and o 
Section 3-304(2) with respect to commercial paper. Compare Section 7(a) of the Uniform 

ct for Simplification of Fiduciary Security Transfers. 

The fact that the broker is expressly mentioned in this section carries no negative implica- 
ion in other sections in which merely the word “purchaser” is used. 

An issuer is not a purchaser. Its duty of inquiry is set forth in Part 4. 
Cross References: 

Point 5: Part 4 of this Article. See Sections 8-104, 8-302, 8-305 and 8-308. 
Definitional Cross References: 

"Adverse Claim". Section 8-302. 

“Bearer Form". Section 8-102. 

“Broker”. Section 8-303. 

"Certificated Security". Section 8-102. 

“Indorsed”. Section 8-308. 

"Initial Transaction Statement”. Section 8-408. 

“Intermediary Bank”. Section 4-105. 

“Issuer”. Section 8-201. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

"Registered Form". Section 8-102. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 

“Writing”. Section 1-201. 


$ 8-305. Staleness as Notice of Adverse Claims. 


An act or event that creates a right to immediate performance of the 
principal obligation represented by a certificated security or sets a date on| 
or after which a certificated security is to be presented or surrendered for 
redemption or exchange does not itself constitute any notice of adverse 
claims except in the case of a transfer: 


(a) after one year from any date set for presentment or surrender for 
redemption or exchange; or 


(b) after 6 months from any date set for payment of money against 
presentation or surrender of the security if funds are available for pay- 
ment on that date. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 52(2), 53, Uniform Negotiable Instruments 


1. The fact of “staleness” is viewed as notice of certain defects after the lapse of stated 
periods, but the maturity of the security does not operate automatically to affect holders' 
ights. The periods of time here stated are shorter than those appearing in the provisions o 
his Article on staleness as notice of defects or defenses (Section 8-203) since a purchaser 

ho takes a security after funds or other securities are available for its redemption has 
more reason to suspect claims of ownership than issuer’s defenses. An owner will normally 
urn in his security rather than transfer it at such a time. 

Of itself, a default never constitutes notice of a possible adverse claim. To provide 
otherwise would not tend to drive defaulted securities home and would serve only to 
disrupt current financial markets where many defaulted securities are actively traded. 

2. The owner is provided with a means of protecting himself while his security is being 
sent in for redemption or exchange. He may endorse it “for collection" or “for surrender,” 
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and this constitutes notice of his claims (Section 8-304). The present section does not come 
into operation unless the time period here stated has elapsed. 

3. Unpaid or overdue coupons attached to a bond do not bring it within the operation o 
his section, although under some circumstances they may give the purchaser “reason to 
Ea of claims of ownership. Georgia Granite R. Co. v. Miller, 144 Ga. 665, 87 S.E. 897 

4. This section has been made expressly applicable to certificated securities only, since 
he transfer of an uncertificated security normally will involve communication with the is- 
suer and a consequent opportunity for the issuer to give the transferee effective notice o 
adverse claims. 

Cross References: 

Point 1: Section 8-203. Point 2: Section 8-304. See Section 8-103. 
Definitional Cross References: 

"Adverse Claim". Section 8-302. 

“Certificated Security". Section 8-102. 

“Money”. Section 1-201. 

"Notice". Section 1-201. 

"Purchase". Section 1-201. 

"Right". Section 1-201. 

"Security". Section 8-102. 


$ 8-306. Warranties on Presentment and Transfer of Certificated 
Securities; Warranties of Originators of Instructions. 
(1) A person who presents a certificated security for registration o 
ransfer or for payment or exchange warrants to the issuer that he is 
entitled to the registration, payment, or exchange. But, a purchaser for 
alue and without notice of adverse claims who receives a new, reissued, 


or re-registered certificated security on registration of transfer or receives 
an initial transaction statement confirming the registration of transfer o 
an equivalent uncertificated security to him warrants only that he has no 
knowledge of any unauthorized signature (Section 8-311) in a necessary 
indorsement. 


(2) A person by transferring a certificated security to a purchaser for 
alue warrants only that: 
(a) his transfer is effective and rightful; 
(b) the security is genuine and has not been materially altered; and 
(c) he knows of no fact which might impair the validity of the security. 

(3) If a certificated security is delivered by an intermediary known to be 

entrusted with delivery of the security on behalf of another or with collec- 
ion of a draft or other claim against delivery, the intermediary by delivery 

arrants only his own good faith and authority, even though he has 
purchased or made advances against the claim to be collected against the 
delivery. 

(4) A pledgee or other holder for security who redelivers a certificated se- 
curity received, or after payment and on order of the debtor delivers that 
security to a third person, makes only the warranties of an intermediary 

nder subsection (3). 
(5) A person who originates an instruction warrants to the issuer that: 
(a) he is an appropriate person to originate the instruction; and 


(b) at the time the instruction is presented to the issuer he will be 
entitled to the registration of transfer, pledge, or release. 
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(6) A person who originates an instruction warrants to any person 
specially guaranteeing his signature (subsection 8-312(3)) that: 

(a) he is an appropriate person to originate the instruction; and 
(b) at the time the instruction is presented to the issuer 

(i) he will be entitled to the registration of transfer, pledge, or 
release; and 

(ii) the transfer, pledge, or release requested in the instruction will 
be registered by the issuer free from all liens, security interests, 
restrictions, and claims other than those specified in the instruction. 

(7) A person who originates an instruction warrants to a purchaser for 
alue and to any person guaranteeing the instruction (Section 8-312(6)) 
hat: 

(a) he is an appropriate person to originate the instruction; 
(b) the uncertificated security referred to therein is valid; and 
(c) at the time the instruction is presented to the issuer 

(i) the transferor will be entitled to the registration of transfer, 
pledge, or release; 

(ii) the transfer, pledge, or release requested in the instruction will 
be registered by the issuer free from all liens, security interests, 
restrictions, and claims other than those specified in the instruction; 
and 

(iii) the requested transfer, pledge, or release will be rightful. 

(8) If a secured party is the registered pledgee or the registered owner o 
an uncertificated security, a person who originates an instruction of release 
or transfer to the debtor or, after payment and on order of the debtor, a 

ransfer instruction to a third person, warrants to the debtor or the third 
person only that he is an appropriate person to originate the instruction 
and, at the time the instruction is presented to the issuer, the transferor 

ill be entitled to the registration of release or transfer. If a transfer 
instruction to a third person who is a purchaser for value is originated on 
order of the debtor, the debtor makes to the purchaser the warranties o 
paragraphs (b), (c)(ii) and (c)(ii) of subsection (7). 

(9) A person who transfers an uncertificated security to a purchaser for 
alue and does not originate an instruction in connection with the transfer 
arrants only that: 

(a) his transfer is effective and rightful; and 
(b) the uncertificated security is valid. 

(10) A broker gives to his customer and to the issuer and a purchaser 

he applicable warranties provided in this section and has the rights and 

privileges of a purchaser under this section. The warranties of and in favor 
of the broker, acting as an agent are in addition to applicable warranties 
given by and in favor of his customer. 


As amended in 1962 and 1977. 
Official Comment 


Prior Uniform Statutory Provision: Sections 65, 66, 67, 69, Uniform Negotiable Instru- 
ments Law; Sections 11, 12, Uniform Stock Transfer Act. 


1. The warranties with respect to certificated securities have been recognized by the 
prevailing case law as well as by the prior Acts cited. See Boston Tow Boat Co. v. Medford 
Nat. Bank, 232 Mass. 38, 121 N.E. 491 (1919); Burtch v. Child, Hulswit & Co., 207 Mich. 
205, 174 N.W. 170 (1919). 

Usual estoppel principles apply with respect to transfers of both certificated and 
uncertificated securities whenever the purchaser has knowledge of the defect, and these 

arranties will not be effective in such a case. In addition, under Section 1-102(3) these 
provisions apply only “unless otherwise agreed” and the parties are free to enter into any 
express agreement they desire where both are aware of possible defects. 

2. The second sentence of subsection (1) limits the warranties made by a bona fide 
purchaser whose presentation of a certificated security is defective in some way but who 
nonetheless is given a reissued certificated security or an initial transaction statement 
confirming the transfer of an uncertificated security to him. The effect is to deny the issuer 
a remedy against such a person unless at the time of presentment the person had knowl- 
edge of an unauthorized signature in a necessary indorsement. The issuer can protect itsel 
by refusing to make the transfer or, if it registers the transfer before it discovers the defect, 
by pursuing its remedy against a signature guarantor. 

3. Subsection (3) and (4) are designed to eliminate all substantive warranties in the case 
of deliveries of certificated securities by intermediaries and pledgees. Such parties deal pri- 
marily with the draft or other claim and, having no access to direct knowledge about the 
security, they cannot be held to warrant its genuineness or validity. Subsection (8) similarl 
imits the warranties given by a secured party (or its agent) originating an instruction at 
he behest of the debtor. 

4. The so-called *stock-broker" normally functions as a broker (see definition of *broker", 
Section 8-303) and on a few occasions another institution such as a bank may function as a 
broker—e.g. for a standard broker's commission or similar compensation. In those situa- 

ions the warranties, rights and privileges of the broker are spelled out in subsection (10). 
Nevertheless either the so-called “stock-broker” or the bank can qualify for the protection 
given by subsections (3) and (4) to an “intermediary” where in the particular transaction it 
does not function as a broker—e.g. when it transfers securities on a customer's instruc- 

ions, either without charge or for a nominal handling charge. 

5. Subsection (5) establishes the rights of the issuer against one who originates an 
instruction (Section 8-308(4)) that is fraudulent or otherwise improper. The issuer's loss 

hich necessitates the remedy—arises only if the issuer registers the requested transfer, 
pledge or release and is subjected to liability for improper registration. See Section 8-404(3). 

6. Subsection (6) sets forth the warranties made by the instruction originator to a person 
specially guaranteeing his signature. These warranties mirror those made by the special 
signature guarantor. 

7. Subsection (7) sets forth the warranties made to a purchaser for value by one who 
originates an instruction. These warranties are quite similar to those made by one transfer- 

ing a certificated security, subsection (2), the principal difference being the absolute war- 

anty of validity. If upon receipt of the instruction the issuer should dispute the validity o 
he security, it seems proper to place the burden of proving validity upon the transferor. 
Because the guarantor of an instruction makes an absolute warranty of rightfulness, 


See Sections 1-102(3), 8-103, 8-301, 8-311 and 8-405. 
Definitional Cross References: 

“Adverse Claim”. Section 8-302. 

“Appropriate Person”. Section 8-308. 

“Broker”. Section 8-308. 

“Certificated Security”. Section 8-102. 

“Debtor”. Section 9-105. 

“Delivery”. Section 1-201. 

“Genuine”. Section 1-201. 

“Good Faith”. Section 1-201. 

“Indorsement”. Section 8-308. 
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“Initial Transaction Statement". Section 8-408. 
“Instruction”. Section 8-308. 

“Issuer”. Section 8-201. 

"Knowledge". Section 1-201. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Secured Party”. Section 9-105. 
“Security”. Section 8-102. 

“Security Interest”. Section 1-201. 
“Unauthorized Signature”. Section 1-201. 
“Uncertificated Security”. Section 8-102. 
“Value”. Section 1-201. 


§ 8-307. Effect of Delivery Without Indorsement; Right to Compel 
Indorsement. 


If a certificated security in registered form has been delivered to a 
purchaser without a necessary indorsement he may become a bona fide 
purchaser only as of the time the indorsement is supplied; but against the 

ransferor, the transfer is complete upon delivery and the purchaser has a 
specifically enforceable right to have any necessary indorsement supplied. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 49, Uniform Negotiable Instruments Law; 
Section 9, Uniform Stock Transfer Act. 
Purposes: 

1. As between the parties the transfer of a certificated security is made complete upon 
delivery, but the transferee cannot become a bona fide purchaser of the security until 
indorsement is made. The indorsement does not operate retroactively, and notice may 
intervene between delivery and indorsement so as to prevent the transferee from becoming 
a bona fide purchaser. This Article rejects such cases as Bethea v. Floyd, 177 S.C. 521, 181 
S.E. 721 (1935), certiorari denied 296 U.S. 622, 56 S.Ct. 143, 80 L.Ed. 442, holding that the 
indorsement of a note delivered prior to maturity but indorsed thereafter took effect as o 
he date of delivery to permit the purchaser to become a holder in due course. Although a 
purchaser taking without a necessary indorsement may be subject to claims of ownership, 
any issuer's defense of which he had no notice at the time of delivery will be cut off, since 
he provisions of this Article protect all purchasers for value without notice (Section 8-202). 

2. The transferee's right to compel an indorsement where a certificated security has been 
delivered with intent to transfer is recognized in the case law and the Article of this Act on 
Documents of Title. See Coats v. Guaranty Bank & Trust Co., 170 La. 871, 129 So. 513 
(1930), and Section 7-506 of this Act. 

3. A proper indorsement is one of the requisites of transfer which a purchaser of a 
certificated security has a right to obtain (Section 8-316). A purchaser may not only compel 
an indorsement under that section but may also recover for any reasonable expense 
incurred by the transferor's failure to respond to the demand for an indorsement. 

Cross References: 

Point 1: Section 8-202. Point 2: Section 7-506. 

Point 3: Section 8-316. See Sections 8-302, 8-308 and 8-309. 
Definitional Cross References: 

“Bona Fide Purchaser". Section 8-302. 

“Certificated Security". Section 8-102. 

“Delivery”. Section 1-201. 

“Indorsement”. Section 8-308. 

“Purchaser”. Section 1-201. 
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"Registered Form". Section 8-102. 
“Right”. Section 1-201. 


$ 8-308. Indorsements; Instructions. 

(1) An indorsement of a certificated security in registered form is made 

hen an appropriate person signs on it or on a separate document an as- 
signment or transfer of the security or a power to assign or transfer it or 
his signature is written without more upon the back of the security. 

(2) An indorsement may be in blank or special. An indorsement in blank 
includes an indorsement to bearer. A special indorsement specifies to 

hom the security is to be transferred, or who has power to transfer it. A 
holder may convert a blank indorsement into a special indorsement. 

(3) An indorsement purporting to be only of part of a certificated security 
representing units intended by the issuer to be separately transferable is 
effective to the extent of the indorsement. 

(4) An “instruction” is an order to the issuer of an uncertificated security 
requesting that the transfer, pledge, or release from pledge of the 

ncertificated security specified therein be registered. 

(5) An instruction originated by an appropriate person is: 

(a) a writing signed by an appropriate person; or 

(b) a communication to the issuer in any form agreed upon in a writ- 
ing signed by the issuer and an appropriate person. 

If an instruction has been originated by an appropriate person but is 
incomplete in any other respect, any person may complete it as authorized 
and the issuer may rely on it as completed even though it has been 
completed incorrectly. 

(6) *An appropriate person" in subsection (1) means the person specified 
by the certificated security or by special indorsement to be entitled to the 
security. 

(7) “An appropriate person" in subsection (5) means: 

(a) for an instruction to transfer or pledge an uncertificated security 
which is then not subject to a registered pledge, the registered owner; or 

(b) for an instruction to transfer or release an uncertificated security 
which is then subject to a registered pledge, the registered pledgee. 

(8) In addition to the persons designated in subsections (6) and (7), “an 
appropriate person" in subsections (1) and (5) includes: 

(a) if the person designated is described as a fiduciary but is no longer 
serving in the described capacity, either that person or his successor; 

(b) if the persons designated are described as more than one person as 
fiduciaries and one or more are no longer serving in the described capa- 
city, the remaining fiduciary or fiduciaries, whether or not a successor 
has been appointed or qualified; 

(c) if the person designated is an individual and is without capacity to 
act by virtue of death, incompetence, infancy, or otherwise, his executor, 
administrator, guardian, or like fiduciary; 

(d) if the persons designated are described as more than one person as 
tenants by the entirety or with right of survivorship and by reason o 
death all cannot sign, the survivor or survivors; 
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(e) a person having power to sign under applicable law or controlling 
instrument; and 

(f) to the extent that the person designated or any of the foregoing 
persons may act through an agent, his authorized agent. 

(9) Unless otherwise agreed, the indorser of a certificated security by his 
indorsement or the originator of an instruction by his origination assumes 
no obligation that the security will be honored by the issuer but only the 
obligations provided in Section 8-306. 

(10) Whether the person signing is appropriate is determined as of the 
date of signing and an indorsement made by or an instruction originated 
by him does not become unauthorized for the purposes of this Article by 

irtue of any subsequent change of circumstances. 

(11) Failure of a fiduciary to comply with a controlling instrument or 

ith the law of the state having jurisdiction of the fiduciary relationship, 
including any law requiring the fiduciary to obtain court approval of the 

ransfer, pledge, or release, does not render his indorsement or an instruc- 
ion originated by him unauthorized for the purposes of this Article. 


As amended in 1962 and 1977. 


Official Comment 
Prior Uniform Statutory Provision: Sections 31 through 37, 64 through 69, Uniform 
Negotiable Instruments Law; Section 20, Uniform Stock Transfer Act. 
Purposes: 

1. The simplified method of indorsing certificated securities set forth in the Uniform 
Stock Transfer Act is continued in subsections (1) and (2). Although more than one special 
indorsement on a given certificated security is here made possible, the desire for dividends 
or interest, as the case may be, should operate to bring the security home for registration o 

ransfer within a reasonable period of time. The usual form of assignment which appears in 
he back of a stock certificate or in a separate *power" may be filled up either in the form o 
an assignment, a power of attorney to transfer, or both. If it is not filled up at all but 
merely signed, the indorsement is in blank; if filled up either as an assignment or as a 
power of attorney to transfer, the indorsement is special. 

2. Subsection (3) recognizes, in contradistinction to the rule under the Uniform Negotia- 
ble Instruments Law, the validity of a “partial” indorsement of a certificated security—e.g., 
as to fifty shares of the one hundred represented by a single certificate. The rights of a 

ransferee under a partial indorsement to the status of a bona fide purchaser are left to the 
case law. 

3. Subsections (4) and (5) together indicate that an instruction is an order from an “ap- 
propriate person" (subsection (7) ) to the issuer demanding registration of some form o 

ransfer of an uncertificated security. Functionally, presentation of an instruction is quite 

similar to the presentation of an indorsed certificate for re-registration. The instruction 
may be in the form of a writing signed by an appropriate person or in any other form 
agreed upon in writing by the issuer and an appropriate person. Allowing nonwritten forms 
of instructions will permit the development and employment of means of transmitting 
instructions electronically. 

When a person originates an instruction in which he leaves a blank and the blank later 
is completed, subsection (5) gives the issuer the same rights it would have had against the 
originating person had that person completed the blank himself. This is true regardless o 

hether the person completing the instruction had authority to complete it. Compare 
Section 8-206 and its Comment, dealing with blanks left upon issue. 

4. Subsections (6) and (7) give basic rules for determining who is an appropriate person 

o indorse a certificated security or to originate a transfer instruction for an uncertificated 
security. Subsection (8) defines the various situations in which persons other than those 
designated in subsections (6) and (7) will also be “appropriate persons." The provisions are 

ot mutually exclusive; for example, the same certificated security may be effectively 
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Paragraph (8)(a) is made explicitly alternative to make it clear that there is no conflict with 
paragraph (3)(a) of Section 8-403, permitting the issuer to rely on the continued power of a 
duciary to act where he is the registered owner and the issuer has not received written 
otice to the contrary. Similar protection is given to other persons dealing with the security. 
See also the Comment to Section 8-404. 

Paragraphs (e) and (f) in particular are comprehensive. For example, where a “small 
estate statute” permits a widow to transfer a decedent’s securities without administration 
proceedings, she would be “a person having power to sign under applicable law.” Similarly, 
in the usual partnership case, the signature of a partner would be that of “a person having 
power to sign under... [a] . . . controlling instrument.” 

Indorsement or origination by “an appropriate person” is included in the scope of the 
guarantee of signature (Section 8-312). It is prerequisite to the issuer's duty to register a 

ransfer (Section 8-401) and to his exoneration from liability for improper registration 
(Section 8-404). 

5. Subsection (9) makes clear that the indorser of a certificated security and the origina- 
or of an instruction do not warrant that the issuer will honor the underlying obligation. In 
iew of the nature of investment securities and the circumstances under which they are 
ormally transferred, a transferor cannot be held to warrant as to the issuer's actions. As a 
ransferor he, of course, remains liable for breach of the warranties set forth in this Article 

(Section 8-306). 

6. Subsection (10) of this section makes the indorsement or instruction speak as of the 
date of signing. Section 8-312 on guaranty of signature and Section 8-402 on assurance that 
indorsements and instructions are effective apply the same reasoning. Thus, the signatures 
on a security indorsed by A during his lifetime or on behalf of X corporation by Y as presi- 
dent during his incumbency do not become “unauthorized” (Section 8-311) because A dies 
or Y is replaced as president by Z. Authority to deliver a certificated security and thus to 
complete the transfer is not covered by this section. Subsection (11) supplements Section 
8-403(3)(b) by making it clear that certain matters go to rightfulness of the transfer rather 

han to the validity of the indorsement or instruction. An example is the failure of a duly 

appointed guardian to obtain a required court approval of the transfer. Such a guardian is 
an “appropriate person" under paragraph (8)(c) of this section, and his indorsement may be 
effective even though, e.g., a required court order is not obtained. 
Cross References: 

Point 1: Section 8-306. Point 4: Section 8-312 and Part 4 of this Article. 

Point 6: Sections 8-301, 8-302, 8-307, 8-309 and 8-312. 
Definitional Cross References: 

“Bearer”. Section 1-201. 

“Certificated Security”. Section 8-102. 

“Holder”. Section 1-201. 

“Honor”. Section 1-201. 

"Issuer". Section 8-201. 

"Person". Section 1-201. 

"Registered Form". Section 8-102. 

"Security". Section 8-102. 

“Sign”. Section 1-201. 

“Uncertificated Security". Section 8-102. 

“Writing”. Section 1-201. 

"Written". Section 1-201. 


$ 8-309. Effect of Indorsement Without Delivery. 


An indorsement of a certificated security, whether special or in blank, 
does not constitute a transfer until delivery of the certificated security on 

hich it appears or, if the indorsement is on a separate document, until 
delivery of both the document and the certificated security. 


As amended in 1977. 
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Official Comment 
Prior Uniform Statutory Provision: Section 30, Uniform Negotiable Instruments Law; 
Sections 1, 10, Uniform Stock Transfer Act. 
Purposes: 

1. There must be a voluntary parting with control in order to effect a valid transfer of a 
certificated security as between the parties. Levey v. Nason, 279 Mass. 268, 181 N.E. 193 
(1932), and National Surety Co. v. Indemnity Insurance Co. of North America, 237 App.Div. 
485, 261 N.Y.S. 605 (1933). 

2. The provision in Section 10 of the Uniform Stock Transfer Act that an attempted 

ransfer without delivery amounts to a promise to transfer is here omitted. Even under the 
prior Act the effect of such a promise was left to the applicable law of contracts, and this 
rticle by making no reference to such situations intends to achieve a similar result. 

With respect to delivery there is no counterpart to Section 8-307 on right to compel 
indorsement, such as is envisaged in Johnson v. Johnson, 300 Mass. 24, 13 N.E.2d 788 
(1938), where the transferee under a written assignment was given the right to compel a 

ransfer of the certificate. 
Cross References: 

Point 2: Section 8-307. See Sections 8-202(4) and 8-313. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

“Delivery”. Section 1-201. 

“Indorsement”. Section 8-308. 


$ 8-310. Indorsement of Certificated Security in Bearer Form. 

An indorsement of a certificated security in bearer form may give notice 
of adverse claims (Section 8-304) but does not otherwise affect any right to 
registration the holder possesses. 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: Section 40, Uniform Negotiable Instruments Law. 
Purposes: 

1. The concept of indorsement applies only to registered certificated securities, and a 
purported indorsement of bearer paper is normally of no effect. 

An indorsement “for collection,” “for surrender" or the like, charges a purchaser with no- 
ice of adverse claims (Section 8-304(1)(a)) but does not operate beyond this to interfere 

ith any right the holder may otherwise possess to have the security registered in his 
name. 

2. 'The provisions of Section 40 of the Negotiable Instruments Law as to the liability o 
special indorsers of bearer instruments have no applicability here since this Article negates 
he liability of indorsers as such upon the issuer's obligation (Section 8-308(9)). 
Cross References: 

Sections 8-304 and 8-308. 
Definitional Cross References: 

“Adverse Claims". Section 8-302. 

“Bearer Form". Section 8-102. 

"Certificated Security". Section 8-102. 

*Holder". Section 1-201. 

“Indorsement”. Section 8-308. 

“Notice”. Section 1-201. 

“Right”. Section 1-201. 


§ 8-311. Effect of Unauthorized Indorsement or Instruction. 


Unless the owner or pledgee has ratified an unauthorized indorsement 
or instruction or is otherwise precluded from asserting its ineffectiveness: 
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(a) he may assert its ineffectiveness against the issuer or any 
purchaser, other than a purchaser for value and without notice o 
adverse claims, who has in good faith received a new, reissued, or re- 
registered certificated security on registration of transfer or received an 
initial transaction statement confirming the registration of transfer, 
pledge, or release of an equivalent uncertificated security to him; and 


(b) an issuer who registers the transfer of a certificated security upon 
the unauthorized indorsement or who registers the transfer, pledge, or 
release of an uncertificated security upon the unauthorized instruction 
is subject to liability for improper registration (Section 8-404). 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 23, Uniform Negotiable Instruments Law. 
Purposes: 

1. Most present day security purchases are made through brokers. The purchaser who 
normally receives and sees only a certificated security registered in his own name or an 
initial transaction statement addressed to him cannot realistically be held to have notice o 
or to have relied upon a forged or unauthorized indorsement on the original security 
ransferred or upon the unauthorized instruction. A good faith purchaser who has received 
an initial transaction statement or a new, reissued or re-registered certificate is therefore 
protected. Compare Telegraph Co. v. Davenport, 97 U.S. 369, 24 L.Ed. 1047 (1878). That 
ine of cases which has refused to apply this rule where the new security is still in the 
hands of the party to whom it was issued is expressly rejected. See Weniger v. Success 
Mining Co., 227 F. 548 (C.C.A.Utah 1915); Hambleton v. Central Ohio R.R. Co., 44 Md. 551 
(1876). 

2. The original owner of a security which has been transferred on the basis of a forged 
indorsement or instruction is protected by the issuer's liability for wrongful registration o 
ransfer (Section 8-404). The issuer's duty to issue a similar security to the owner unless an 
overissue would result is made explicit in Part 4 of this Article, as is his obligation to 
purchase available securities on the open market for transfer to the owner where overissue 
s involved (see Section 8-104). Compare Prince v. Childs Co., 23 F.2d 605 (1928); West v. 

intic Standard Mining Co., 71 Utah 158, 263 P. 490, 56 A. L.R. 1190 (1928). The issuer's 
ecourse is against the forger and the guarantor of the latter's signature, if any. But since 
he issuer has a right to require a guarantee of signature, a bona fide purchaser presenting 
he certificated security or instruction to the issuer should not be held liable on any implied 

arranty of title theory unless he knew of the forgery (Section 8-306). 

3. A bond which has been registered as to principal and subsequently is returned to 
bearer form is, at that point, a ^new security" within the meaning of this Section. 

Cross References: 

Point 2: Sections 8-104, 8-306(1), 8-312 and Part 4 of this Article. 
Definitional Cross References: 

"Adverse Claim". Section 8-302. 

“Certificated Security". Section 8-102. 

“Good Faith”. Section 1-201. 

"Initial Transaction Statement". Section 8-408. 

"Instruction". Section 8-308. 

"Issuer". Section 8-201. 

"Notice". Section 1-201. 

“Purchaser”. Section 1-201. 

“Uncertificated Security”. Section 8-102. 

“Value”. Section 1-201. 


§ 8-312. Effect of Guaranteeing Signature, Indorsement or 
Instruction. 


(1) Any person guaranteeing a signature of an indorser of a certificated 
security warrants that at the time of signing: 
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(a) the signature was genuine; 

(b) the signer was an appropriate person to indorse (Section 8-308); 
and 

(c) the signer had legal capacity to sign. 

(2) Any person guaranteeing a signature of the originator of an instruc- 

ion warrants that at the time of signing: 

(a) the signature was genuine; 

(b) the signer was an appropriate person to originate the instruction 
(Section 8-308) if the person specified in the instruction as the registered 
owner or registered pledgee of the uncertificated security was, in fact, 
the registered owner or registered pledgee of the security, as to which 
fact the signature guarantor makes no warranty; 

(c) the signer had legal capacity to sign; and 

(d) the taxpayer identification number, if any, appearing on the 
instruction as that of the registered owner or registered pledgee was the 
taxpayer identification number of the signer or of the owner or pledgee 
for whom the signer was acting. 

(3) Any person specially guaranteeing the signature of the originator o 
an instruction makes not only the warranties of a signature guarantor 
(subsection (2) ) but also warrants that at the time the instruction is pre- 
sented to the issuer: 

(a) the person specified in the instruction as the registered owner or 
registered pledgee of the uncertificated security will be the registered 
owner or registered pledgee; and 

(b) the transfer, pledge, or release of the uncertificated security 
requested in the instruction will be registered by the issuer free from all 
liens, security interests, restrictions, and claims other than those speci- 
fied in the instruction. 

(4) The guarantor under subsections (1) and (2) or the special guarantor 

nder subsection (3) does not otherwise warrant the rightfulness of the 
particular transfer, pledge, or release. 

(5) Any person guaranteeing an indorsement of a certificated security 
makes not only the warranties of a signature guarantor under subsection 
(1) but also warrants the rightfulness of the particular transfer in all 


(6) Any person guaranteeing an instruction requesting the transfer, 
pledge, or release of an uncertificated security makes not only the warran- 
ies of a special signature guarantor under subsection (3) but also war- 
rants the rightfulness of the particular transfer, pledge, or release in all 


(7) No issuer may require a special guarantee of signature (subsection 
(3) ), a guarantee of indorsement (subsection (5) ), or a guarantee of instruc- 
ion (subsection (6) ) as a condition to registration of transfer, pledge, or 


(8) The foregoing warranties are made to any person taking or dealing 
ith the security in reliance on the guarantee, and the guarantor is liable 
o the person for any loss resulting from breach of the warranties. 


As amended in 1977. 
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Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. In subsection (1) the commonly accepted liability of the guarantor of the signature o 

he indorser of a certificated security, which includes a warranty of the authority of the 

signer to sign for the holder as well as of the capacity of the signer to sign, is made express 
so that issuers and their agents may have a clear understanding of the extent to which 
hey may rely upon such guarantees. 

2. Consistent with the coordinate provisions of Sections 8-308, 8-401 and 8-404, this Sec- 

ion provides that a signature guarantor warrants as to facts “at the time of signing.” 

3. Subsection (2) sets forth the warranties that can reasonably be expected from the 
guarantor of the signature of the originator of an instruction, who, though familiar with the 
signer, does not have before him any evidence that the purported owner or pledgee is, in 
act, the owner or pledgee of the subject uncertificated security. This is in contrast to the 
position of the person guaranteeing a signature on a certificate who can see a certificate in 
he signer's possession in the name of or indorsed to the signer or in blank. Thus, the war- 

anty of appropriateness in clause (b) is expressly conditioned on the actual registration's 

conforming to that represented by the originator. If the signer purports to be the owner or 
pledgee, the guarantor under clause (b), warrants only his identity. If, however, the signer 
s acting in a representative capacity, the guarantor warrants both his identity and his 
authority to act for the purported owner or pledgee. The additional warranty of clause (d) 
as to the taxpayer identification number is intended to prevent error or fraud resulting 
rom identical or similar names. The warranties of subsection (2) are intended to provide 
satisfactory assurance to the issuer who needs no warranty as to the facts of registration 
because he can ascertain those facts from his own records. 

4. Subsection (3) sets forth a “special guarantee of signature" under which the guarantor 
additionally warrants both registered ownership or pledge and freedom from undisclosed 
defects of record. The guarantor of the signature of an indorser of a certificated security ef- 
ectively makes these warranties to a purchaser for value on the evidence of a clean certifi- 
cate issued in the name of the indorser, indorsed to the indorser or indorsed in blank. By 
specially guaranteeing under subsection (3), the guarantor warrants that the instruction 

ill, when presented to the issuer, result in the requested registration free from defects not 
specified. It is contemplated that the special guarantee of signature will be used principally; 
in brokerage transactions where the broker will be specially guaranteeing the signature on. 
an instruction originated by his own customer. The broker's risk will be no greater than 
hat of a broker who executes the sale of a security for his customer without the absolute 
assurance that his customer will deliver a clean certificate at settlement. 

5. Subsection (4) makes clear that the warranties of a person guaranteeing a signature 
are limited to those specified in this section and do not include a general warranty o 

ightfulness. On the other hand subsections (5) and (6) make clear that a person guarantee- 
ing an indorsement or an instruction does warrant that the transfer is rightful in all 
espects. 

6. Subsection (7) makes clear what can be inferred from the combination of Sections 
8-401 and 8-402, that the issuer may not require as a condition to transfer a guarantee o 
he indorsement or instruction nor may it require a special signature guarantee. But the 

oluntary furnishing of such a guarantee and its acceptance by the issuer may save the 
ime and expense of an inquiry into possible adverse claims (cf. Section 8-403). 

7. Subsection (8) is expressly designed to encourage issuers and their agents to rely upon 
signature guarantees and to avoid needless waste of time and duplication of effort in 
ascertaining the facts so guaranteed. 

Cross References: 

Point 1: Section 8-308. See Part 4 of this Article. 
Definitional Cross References: 

“Appropriate Person". Section 8-308. 

“Certificated Security". Section 8-102. 

“Genuine”. Section 1-201. 

“Indorsement”. Section 8-308. 

"Instruction". Section 8-308. 
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“Issuer”. Section 8-201. 

“Person”. Section 1-201. 

"Security". Section 8-102. 

"Security Interest". Section 1-201. 
“Sign”. Section 1-201. 

“Uncertificated Security". Section 8-102. 


$ 8-313. When Transfer to Purchaser Occurs; Financial 
Intermediary as Bona Fide Purchaser; *Financial 
Intermediary". 
(1) Transfer of a security or a limited interest (including a security inter- 
est) therein to a purchaser occurs only: 

(a) at the time he or a person designated by him acquires possession o 
a certificated security; 

(b) at the time the transfer, pledge, or release of an uncertificated se- 
curity is registered to him or a person designated by him; 

(c) at the time his financial intermediary acquires possession of a 
certificated security specially indorsed to or issued in the name of the 
purchaser; 

(d) at the time a financial intermediary, not a clearing corporation, 
sends him confirmation of the purchase and also by book entry or 
otherwise identifies as belonging to the purchaser 

(i) a specific certificated security in the financial intermediary's pos- 
session; 

(ii) a quantity of securities that constitute or are part of a fungible 
bulk of certificated securities in the financial intermediary's posses- 
sion or of uncertificated securities registered in the name of the 
financial intermediary; or 

(iii) a quantity of securities that constitute or are part of a fungible 
bulk of securities shown on the account of the financial intermediary 
on the books of another financial intermediary; 

(e) with respect to an identified certificated security to be delivered 
while still in the possession of a third person, not a financial intermedi- 
ary, at the time that person acknowledges that he holds for the 
purchaser; 

(f) with respect to a specific uncertificated security the pledge or 
transfer of which has been registered to a third person, not a financial 
intermediary, at the time that person acknowledges that he holds for the 
purchaser; 

(g) at the time appropriate entries to the account of the purchaser or a 
person designated by him on the books of a clearing corporation are 
made under Section 8-320; 

(h) with respect to the transfer of a security interest where the debtor 
has signed a security agreement containing a description of the security, 
at the time a written notification, which, in the case of the creation o 
the security interest, is signed by the debtor (which may be a copy of the 
security agreement) or which, in the case of the release or assignment o 
the security interest created pursuant to this paragraph, is signed by 
the secured party, is received by 


1682 


(i) a financial intermediary on whose books the interest of the trans- 
feror in the security appears; 

(ii) a third person, not a financial intermediary, in possession of the 
security, if it is certificated; 

(iii) a third person, not a financial intermediary, who is the 
registered owner of the security, if it is uncertificated and not subject 
to a registered pledge; or 

(iv) a third person, not a financial intermediary, who is the 
registered pledgee of the security, if it is uncertificated and subject to 
a registered pledge; 

(i) with respect to the transfer of a security interest where the trans- 
feror has signed a security agreement containing a description of the se- 
curity, at the time new value is given by the secured party; or 

(D with respect to the transfer of a security interest where the secured 
party is a financial intermediary and the security has already been 
transferred to the financial intermediary under paragraphs (a), (b), (c), 
(d), or (g), at the time the transferor has signed a security agreement 
containing a description of the security and value is given by the secured 
party. 

(2) The purchaser is the owner of a security held for him by a financial 
intermediary, but cannot be a bona fide purchaser of a security so held 
except in the circumstances specified in paragraphs (c), (d)(i), and (g) o 
subsection (1). If a security so held is part of a fungible bulk, as in the cir- 
cumstances specified in paragraphs (d)(ii) and (d)(iii) of subsection (1), the 
purchaser is the owner of a proportionate property interest in the fungible 


(3) Notice of an adverse claim received by the financial intermediary or 
by the purchaser after the financial intermediary takes delivery of a 
certificated security as a holder for value or after the transfer, pledge, or 
release of an uncertificated security has been registered free of the claim 
o a financial intermediary who has given value is not effective either as to 
he financial intermediary or as to the purchaser. However, as between the 
financial intermediary and the purchaser the purchaser may demand 
ransfer of an equivalent security as to which no notice of adverse claim 
has been received. 


(4) A *financial intermediary" is a bank, broker, clearing corporation, or 
other person (or the nominee of any of them) which in the ordinary course 
of its business maintains security accounts for its customers and is acting 
in that capacity. A financial intermediary may have a security interest in 
securities held in account for its customer. 


As amended in 1962 and 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 191, Uniform Negotiable Instruments Law; 
Section 22, Uniform Stock Transfer Act. 
Purposes: 

1. Subsection (1) lists the various methods by which legal rights in a security may be 
ransferred from one person to another. Subsection (1) is expressly made applicable to 
imited interests, including security interests, as well as to entire interests. Compare 
Section 8-301(2). The word “only” in the first sentence is intended to provide that the 
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methods of transfer listed are exclusive and that compliance with one of them is essential 
o a valid transfer. Transfers by operation of law are excepted because they are not transfers 
o a “purchaser”. 
2. This section is intended to bring the law of securities transfers into line with modern 
security trading practices and to allow for future development of those practices. It is 
ecognized that most transfers are not effected through physical delivery of a certificate 
rom seller to buyer, but rather through adjustments in balances of the parties’ accounts 

ith various intermediaries. Whether each intermediary has physical possession of a certif- 
icate to match every security it “holds” in its customer accounts is of no importance. So long 
as the intermediary exercises ultimate control, the securities may equally well take the 
orm of an account with a securities depository, with another intermediary or with a 
ransfer agent. 

Thus a “financial intermediary,” which as defined in subsection (4) must be a person that 
as part of its ordinary business “maintains security accounts” for its customers, must 
control the disposition of securities pursuant to its customers’ orders but may exercise its 
control in any of a number of forms—e.g. maintaining possession of certificated securities, 
being registered owner or registered pledgee of uncertificated securities, or having its own 
account with another financial intermediary. The important factor is that the intermediary 
must “hold” securities in an account for the customer. Notice that one who is a professional 
agent for holding securities accounts is not a financial intermediary with respect to any 
particular transaction in which it is not holding securities in an account for its customer. 
For example, a bank may as part of its business hold securities in accounts for its custom- 
ers and therefore hold as a financial intermediary with respect to those accounts; but if it 
akes a pledge of securities not held in account for the borrower to secure a loan, it is not a 

nancial intermediary with respect to the securities pledged, since it holds the securities 
or its own account rather than for a customer. On the other hand, a broker is a financial 
intermediary with respect to a margin account, since even though it has a personal interest 
in the securities, it holds securities in an account for a customer. 

3. Paragraphs (a) and (b) of subsection (1) describe the most basic forms of transfer for 
certificated and uncertificated securities respectively. Paragraph (d) is the basic provision 
or transfers effected through entries in the records of a financial intermediary. For a valid 
ransfer to be effected there must be both an entry made in the records and a confirmation 
sent to the purchaser. Confirmation is required to ensure that evidence exists to prove that 
he securities are held by the intermediary in a customer account rather than for its own 
account. This provision is important principally with regard to potential insolvency of an 
intermediary. So long as the financial intermediary holds the securities in an account, the 
orm in which it “holds” the securities makes no difference to the effectuation of a transfer. 

he form does, however, make a difference as to whether the purchaser can become a bona 

de purchaser. See subsection (2) and Section 8-302(1)(c). 

Paragraphs (e) and (f) of subsection (1) provide for transfers of certificated and 

ncertificated securities held by a “third person" who is not a financial intermediary. 
Acknowledgement by that person that he holds for the purchaser is the only condition to 
he transfer. Requiring acknowledgement forces the transferee to have the arrangement 
made explicit. 

Paragraph (g) sets forth the requirements for a transfer of a security held by a clearing 
corporation. The transfer occurs when the appropriate entries are made. No confirmation is 

equired, since the fact that a clearing corporation holds no securities for its own account 
eliminates the possibility that customers' securities might be intermingled with securities 
owned by the clearing corporation. 

Paragraphs (h), (1) and (j) relate only to transfers of security interests. Paragraph (h) is 
analogous to Section 9-305, which provides the rule for perfecting a security interest in 
property in the possession of a bailee. Paragraph (h) makes explicit that if the transferor's 
interest is in an account with a financial intermediary, that intermediary is the proper 
person to receive notice of the transfer regardless of whether it has physical possession or 

egistration in its own name or whether it has securities in an account with another 
intermediary. The notification to the “bailee” must be written and must be signed by the 
debtor or by the secured party, according to whether the security interest is being created 
or released. The transfer is also conditioned upon the existence of a written security agree- 
ment signed by the debtor and adequately identifying the security. This requirement is 
included in paragraph (h) because Section 8-321, which sets forth the requirements for cre- 
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ation and perfection of security interests, gives no formality requirements other than the 
existence of a valid transfer. 

Paragraph (i) is similar to Section 9-304(4). Read in conjunction with Section 8-321, it 
provides for *automatic" perfection for 21 days after new value is given with respect to a se- 
curity interest as to which the debtor has signed a security agreement. 

Paragraph (j) also deals only with the creation of security interests. In conjunction with. 
Section 8-321, it provides that a financial intermediary that already controls disposition o 
a security may take a perfected security interest by giving value and having the debtor sign 
a security agreement. 

4. Subsection (2) sets forth the principle that a purchaser is the owner of any security 
"held for him"—i.e. controlled pursuant to his instructions—by a financial intermediary. 
For example, a purchaser owns the securities in his custody account with a bank or his 
margin account with a broker. However, unless specific securities are separately identified 
as belonging to the purchaser, he cannot become a bona fide purchaser. A bona fide 
purchaser takes particular securities free of all claims and defenses. If bona fide purchaser 
status were given to those whose securities are held as part of a fungible bulk, there would 
be a possibility of inconsistent claims between two or more bona fide purchasers, since i 
he bulk should prove to be smaller than was expected, the claim of one or both must be 
compromised. An exception is made with respect to securities held by clearing corporations, 
since the fact that those entities hold only for customer accounts makes the chance of in- 
consistent claims small. Securities held by intermediaries pursuant to paragraphs (c) and 
(d)(i) of subsection (1) are identifiable as belonging to a particular customer, and the 
customer therefore can be a bona fide purchaser. Those customers that are not bona fide 
purchasers own a proportionate property interest in the bulk of securities of that nature 
held by the intermediary. Thus the group of customers together own the entire bulk, and in 
he event of insolvency of the intermediary they would as a group be secured to the extent 
he bulk covered their ownership claims. If the bulk were insufficient to provide each 
customer his full claim, each would share ratably. 

5. Subsection (3) provides protection to both financial intermediary and customer when- 
ever notice of an adverse claim is received after the intermediary takes delivery of a 
certificated security as a holder for value or after the transfer, pledge or release of an 
uncertificated security has been registered free of the claim to a financial intermediary. It 
also states the principle that as between the intermediary and its customer, the latter is 
entitled to a “clean” security, i.e. one as to which no notice of adverse claim has been 

eceived. Isham v. Post, 141 N.Y. 100, 35 N.E. 1084, 23 L.R.A. 90 (1894), which permitted a 
broker acting as agent to deliver to his customer a security as to which a claim of forgery 

as made after its receipt by the broker, is rejected. An intermediary is in the business o 
handling securities. It is better equipped to clear up any questions of genuineness or 
adverse claim, and even though it acts in whole or in part as agent for its customer, it is 

ot permitted to pass such problems on to its customer. However if the problem arises 

because of the customer’s own act or omission to act, he is estopped to rely on it as a basis 
or rejecting the security. Section 1-103. 
Cross References: 

Sections 8-301, 8-302, 8-314, 8-315, 8-320, 8-321, 9-304(4) and 9-305. 
Definitional Cross References: 

“Adverse Claim”. Section 8-302. 

“Bona Fide Purchaser”. Section 8-302. 

“Certificated Security”. Section 8-102. 

“Clearing Corporation”. Section 8-102. 

“Debtor”. Section 9-105. 

“Delivery”. Section 1-201. 

“Fungible”. Section 1-201. 

“Holder”. Section 1-201. 

“Indorsed”. Section 8-308. 

“Notice”. Section 1-201. 

“Notification”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 
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“Purchaser”. Section 1-201. 

"Secured Party". Section 9-105. 
"Security". Section 8-102. 

"Security Agreement". Section 9-105. 
"Security Interest". Section 1-201. 
"Send". Section 1-201. 

“Signed”. Section 1-201. 

“Uncertificated Security". Section 8-102. 
“Value”. Section 1-201. 


$ 8-314. Duty to Transfer, When Completed. 
(1) Unless otherwise agreed, if a sale of a security is made on an 
exchange or otherwise through brokers: 

(a) the selling customer fulfills his duty to transfer at the time he: 

(3) places a certificated security in the possession of the selling bro- 
ker or a person designated by the broker; 

(ii) causes an uncertificated security to be registered in the name o 
the selling broker or a person designated by the broker; 

(iii) if requested, causes an acknowledgment to be made to the sell- 
ing broker that a certificated or uncertificated security is held for the 
broker; or 

(iv) places in the possession of the selling broker or of a person 
designated by the broker a transfer instruction for an uncertificated 
security, providing the issuer does not refuse to register the requested 
transfer if the instruction is presented to the issuer for registration 
within 30 days thereafter; and 
(b) the selling broker, including a correspondent broker acting for a 

selling customer, fulfills his duty to transfer at the time he: 

(i) places a certificated security in the possession of the buying bro- 
ker or a person designated by the buying broker; 

(ii) causes an uncertificated security to be registered in the name o 
the buying broker or a person designated by the buying broker; 

(ii) places in the possession of the buying broker or of a person 
designated by the buying broker a transfer instruction for an 
uncertificated security, providing the issuer does not refuse to register 
the requested transfer if the instruction is presented to the issuer for 
registration within 30 days thereafter; or 

(iv) effects clearance of the sale in accordance with the rules of the 
exchange on which the transaction took place. 

(2) Except as provided in this section or unless otherwise agreed, a 
ransferor's duty to transfer a security under a contract of purchase is not 
fulfilled until he: 

(a) places a certificated security in form to be negotiated by the 
purchaser in the possession of the purchaser or of a person designated 
by the purchaser; 

(b) causes an uncertificated security to be registered in the name o 
the purchaser or a person designated by the purchaser; or 

(c) if the purchaser requests, causes an acknowledgment to be made to 
the purchaser that a certificated or uncertificated security is held for the 
purchaser. 
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(3) Unless made on an exchange, a sale to a broker purchasing for his 
own account is within subsection (2) and not within subsection (1). 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section, together with the section on warranties to the purchaser (Section 8-306) 
and the section on transfer to the purchaser (Section 8-313), states the rights and duties o 
he parties involved in the transfer of a security from the original transferor to the ultimate 
purchaser. Particular emphasis has been placed upon transactions on organized exchanges 
or through brokers or dealers since they account for the great bulk of security sales. 
Normally the sale of a security on such an exchange or through brokers involves at least 
hree intermediate transactions, and perhaps more, depending upon the number of corre- 
spondent brokers concerned. Rarely is the same security transferred through the entire 
ransaction, and the duty of each intermediate party in the chain of transfer must therefore 
be stated. The increased use of clearing houses is also recognized—in subparagraph 
(1)(b)Gv) a selling broker is specifically permitted to make delivery by clearing the sale 
hrough such a clearing agency. 

2. Subparagraphs (1)(a)(i), (1a), (1)(b)) and (1)(b)i) set forth the basic methods o 
ulfilling the duty to transfer in exchange transactions. The selling customer can fulfill his 
duty by physically delivering a certificated security to the selling broker or by effecting the 
ransfer of an uncertificated security to him on the records of the issuer. Similarly the sell- 
ing broker can satisfy its duty to transfer to the buying broker by delivering a certificate or 
causing registration of an uncertificated security. Further, with respect to exchange transac- 
ions subparagraphs (a)(iv) and (b)(iii) of subsection (1) provide that the duty to transfer 
can be conditionally satisfied by the delivery of an instruction. Such delivery does not con- 
stitute complete performance if the instruction is timely presented for registration and the 
issuer refuses to comply with its request. The burden of timely presentment is placed on 
he recipient of the instruction and it is not intended that instructions so given will circulate 
in the manner in which certificated securities now commonly circulate by indorsement. It is 
contemplated that this method of performance will be commonly employed in transactions 
settled through brokers, with, in many cases, the selling broker specially guaranteeing the 
signature of the originator of the instruction pursuant to Section 8-312(3). 

3. Under subsection (2), absent agreement, one transferring a security to a purchaser in 
a transaction not consummated on an exchange or through brokers must either make phys- 
ical delivery of a certificated security or cause the registration of transfer of an 

ncertificated security. Further, at the request of the purchaser he can satisfy his duty by 

causing acknowledgement to be given to the purchaser by a third person who controls the 
security (Section 8-313(1)(d) and (e)). He cannot, for example, just put a certificated secu- 
ity in transit and impose the risk of loss upon the recipient; nor can he fulfill his duty by 
delivering to the purchaser a transfer instruction. 

4. Subsection (3) covers the situation in which one in business as a broker is, in the par- 
icular transaction, his own customer. When he buys or sells for a customer other than 
himself, whether as agent or as principal, he is a “broker” under this Article (Section 8-303) 
and the transaction is within subsection (1) of this section. 
Cross References: 

Sections 8-303, 8-306 and 8-313. 
Definitional Cross References: 

"Agreed". Section 1-201. 

"Broker". Section 8-303. 

"Certificated Security". Section 8-102. 

"Contract". Section 1-201. 

"Instruction". Section 8-308. 

"Issuer". Section 8-201. 

“Person”. Section 1-201. 

"Purchase". Section 1-201. 

"Purchaser". Section 1-201. 
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"Security". Section 8-102. 
“Uncertificated Security". Section 8-102. 


$ 8-315. Action Against Transferee Based Upon Wrongful 
Transfer. 

(1) Any person against whom the transfer of a security is wrongful for 
any reason, including his incapacity, as against anyone except a bona fide 
purchaser, may: 

(a) reclaim possession of the certificated security wrongfully trans- 
ferred; 

(b) obtain possession of any new certificated security representing all 
or part of the same rights; 

(c) compel the origination of an instruction to transfer to him or a 
person designated by him an uncertificated security constituting all or 
part of the same rights; or 

(d) have damages. 


(2) If the transfer is wrongful because of an unauthorized indorsement o 
a certificated security, the owner may also reclaim or obtain possession o 
he security or a new certificated security, even from a bona fide purchaser, 
if the ineffectiveness of the purported indorsement can be asserted against 
him under the provisions of this Article on unauthorized indorsements 
(Section 8-311). 


(3) The right to obtain or reclaim possession of a certificated security or 
o compel the origination of a transfer instruction may be specifically 
enforced and the transfer of a certificated or uncertificated security 


enjoined and a certificated security impounded pending the litigation. 
As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 7, Uniform Stock Transfer Act. 
Purposes: 

1. This Section grants to all owners of securities—certificated or uncertificated—a rem- 
edy for wrongful transfer. The general rule permitting an owner to reclaim possession of a 
certificated security wrongfully transferred is continued in paragraph (1)(a). Also, the 
owner of either a certificated or uncertificated security that has been wrongfully transferred 
may obtain a certificated security representing the same rights or may compel the origina- 

ion of an effective transfer instruction for an uncertificated security comprising the same 
ights. Finally, the owner may have damages. 

An exception is made, as in the prior law, in favor of bona fide purchasers. However, 

here the transfer is based upon a forged or unauthorized indorsement the exception oper- 
ates in favor only of a good faith purchaser who is protected by Section 8-311. See that sec- 

ion and the comments thereto. 

2. This section is not intended to exclude any rights an owner may have to damages for 
conversion under the case law. But see Section 8-318, which protects innocent brokers and 
other agents and bailees from liability for conversion. 

Cross References: 

Sections 8-302, 8-311 and 8-318. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Bona Fide Purchaser". Section 8-302. 

“Certificated Security". Section 8-102. 

“Indorsement”. Section 8-308. 

"Instruction". Section 8-308. 
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“Person”. Section 1-201. 

"Right". Section 1-201. 

"Security". Section 8-102. 

“Unauthorized Indorsement". Section 1-201. 
“Uncertificated Security". Section 8-102. 


$ 8-316. Purchaser's Right to Requisites for Registration of 
Transfer, Pledge, or Release on Books. 


Unless otherwise agreed, the transferor of a certificated security or the 
ransferor, pledgor, or pledgee of an uncertificated security on due demand 

ust supply his purchaser with any proof of his authority to transfer, 
pledge, or release or with any other requisite necessary to obtain registra- 
ion of the transfer, pledge, or release of the security; but if the transfer, 
pledge, or release is not for value, a transferor, pledgor, or pledgee need 
not do so unless the purchaser furnishes the necessary expenses. Failure 

ithin a reasonable time to comply with a demand made gives the 
purchaser the right to reject or rescind the transfer, pledge, or release. 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. The registration of the transfer of a security is a matter of vital importance to a 
purchaser and he is here provided with the means of obtaining such formal requirements 
or registration as signature guarantees, proof of authority, transfer tax stamps and the 
ike. The transferor is the one in a position to supply most conveniently whatever 
documentation may be requisite for registration of transfer, and his duty to do so upon 
demand within a reasonable time is here stated affirmatively. But if the transfer is not for 
alue the transferee should pay expenses. For these purposes a release from pledge by a 
secured party to a debtor is a transfer for value. 

2. If the transferor's duty is not performed the transferee may reject or rescind the 
contract to transfer, pledge or release. He is not bound to do so—he may prefer his action 
or damages for breach of contract. If an essential item is peculiarly within the province o 
he transferor so that he is the only one who can obtain it, the purchaser may specifically 
enforce his right. Compare Section 8-307. 
Cross References: 

Section 8-307. 
Definitional Cross References: 

"Certificated Security". Section 8-102. 

"Purchaser". Section 1-201. 

"Reasonable Time". Section 1-204. 

"Right". Section 1-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 

“Value”. Section 1-201. 


§ 8-317. Creditors’ Rights. 
(1) Subject to the exceptions in subsections (3) and (4), no attachment or 
levy upon a certificated security or any share or other interest represented 
hereby which is outstanding is valid until the security is actually seized 
by the officer making the attachment or levy, but a certificated security 
hich has been surrendered to the issuer may be reached by a creditor by 
legal process at the issuer’s chief executive office in the United States. 


(2) An uncertificated security registered in the name of the debtor may 


1689 


APPENDIX 


not be reached by a creditor except by legal process at the issuer's chief ex- 
ecutive office in the United States. 

(3) The interest of a debtor in a certificated security that is in the pos- 
session of a secured party not a financial intermediary or in an uncertifi- 
cated security registered in the name of a secured party not a financial 
intermediary (or in the name of a nominee of the secured party) may be 
reached by a creditor by legal process upon the secured party. 

(4) The interest of a debtor in a certificated security that is in the pos- 
session of or registered in the name of a financial intermediary or in an 

ncertificated security registered in the name of a financial intermediary 
ay be reached by a creditor by legal process upon the financial intermedi- 
ary on whose books the interest of the debtor appears. 

(5) Unless otherwise provided by law, a creditor's lien upon the interest 
of a debtor in a security obtained pursuant to subsection (3) or (4) is not a 
restraint on the transfer of the security, free of the lien, to a third party 
for new value; but in the event of a transfer, the lien applies to the proceeds 
of the transfer in the hands of the secured party or financial intermediary, 
subject to any claims having priority. 

(6) A creditor whose debtor is the owner of a security is entitled to aid 
from courts of appropriate jurisdiction, by injunction or otherwise, in 
reaching the security or in satisfying the claim by means allowed at law or 
in equity in regard to property that cannot readily be reached by ordinary 
legal process. 


As amended in 1977. 


Official Comment 


Prior Uniform Statutory Provision: Sections 13, 14, Uniform Stock Transfer Act. 
Purposes: 
1. In dealing with certificated securities the instrument itself is the vital thing, and 
herefore a valid levy cannot be made unless all possibility of the security's wrongfully find- 
ing its way into a transferee's hands has been removed. This can be accomplished only 
hen the security is in the possession of a public officer, the issuer, or an independent third 
party. A debtor who has been enjoined can still transfer the security in contempt of court. 
See Overlock v. Jerome-Portland Copper Mining Co., 29 Ariz. 560, 243 P. 400 (1926). 
herefore, although injunctive relief is provided in subsection (6) so that creditors may use 
his method to gain control of the security, the security itself must be reached to constitute 
a proper levy whenever the debtor has possession. The method used in Hodes v. Hodes, 176 
Or. 102, 155 P.2d 564 (1945), where the Oregon court enjoined the transfer of a security in 
a safe deposit box in the state of Washington, directing a copy of the writ to be served upon 
he issuer, although not operative as an effective levy, is a method of reaching the security 
approved by the section. 
2. Whenever the security is not in the form of a negotiable instrument in the debtor's 
possession, an effective levy can be made by serving process upon the person controlling 
ransfer. Thus subsection (2) provides that when the security is uncertificated and 
egistered in the debtor's name—or, what in effect is the same situation, whenever a 
certificated security is in the issuer's possession (Section 8-102(1)(c))—levy can be made 
only by serving process upon the issuer. The most logical place to serve the issuer would be 
he place where the transfer records are maintained, but that location might be difficult to 
identify, especially when the separate elements of a computer network might be situated in. 
different places. The chief executive office is selected as the appropriate place by analogy to 
Section 9-103(3)(d). See Comment 5(c) to that section. 
This section indicates only how attachment is to be made, not when it is legally justified. 
For that reason there is no conflict between this section and Shaffer v. Heitner, 433 U.S. 
186, 97 S.Ct. 2569, 53 L.Ed.2d 683 (1977). 
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3. An attachment filed at the issuer's office against certificated securities is ineffective 
unless the security itself has been surrendered to the issuer. The case law holdings that 
priority in time of transfer or attachment governed the validity of the levy are rejected 

nder this Article as under the Stock Transfer Act. See for example, National Bank of the 
Pacific v. Western Pac. R. Co., 157 Cal. 573, 108 P. 676, 27 L.R.A.,N.S., 987, 21 Ann.Cas. 
1391 (1910). 

4. Subsection (3) provides that when a security, either certificated or uncertificated, is 
controlled by a secured party, an effective lien can be established by service on the secured 
party. This section does not attempt to provide for rights as between the creditor and the 
secured party, as, for example, whether or when the secured party must liquidate the 
security. 

Subsection (4) recognizes that securities are frequently held in account for customers by 
banks or brokers and that such securities may be registered not only in the name of the 
debtor but, more commonly, in street or other nominee name. Additionally, in such cases, 
he securities may have been commingled, repledged or deposited so that no particular se- 
curity could be identified as that of the debtor. The subsection provides that the debtor's ac- 
count can be reached by process upon the entity upon whose books the interest of the 
debtor appears. This appears to be the most effective way of preventing the transfer of the 
debtor's interest and thus protecting the creditor. It is only that entity that is aware of the 
debtor's interest, irrespective of where the securities are located or in what name they hap- 
pen to be registered. 

Subsection (5) expressly provides that securities in which the debtor's interest is reached 
pursuant to subsections (3) or (4) may be transferred for new value, free of the creditor's 
ien, but also provided that when and if they are transferred, the lien will be transferred to 

he proceeds. Nothing in subsection (5) is intended to validate any transfer that would 
otherwise constitute a fraudulent conveyance. Furthermore, subsection (5) is expressly 
subject to the procedural laws of the states, and no attempt has been made to prescribe the 
consequences of obtaining such a lien or the procedures for its enforcement. 

5. Particular terms to describe creditors process have been avoided in this section. This 
section is not intended to have any effect on the availability of garnishment or similar 
hird-party process as a pre-judgment or post-judgment remedy. Cf. Sniadach v. Family 
Finance Corp., 395 U.S. 337, 23 L.Ed.2d 349, 89 S.Ct. 1820 (1969); Fuentes v. Shevin, 407 

.S. 67, 32 L.Ed.2d 556, 92 S.Ct. 1983 (1972); Mitchell v. W. T. Grant Co., 416 U.S. 600, 40 
L.Ed.2d 406, 94 S.Ct. 1895 (1974). Such matters are a proper concern of the procedural 

ules of the states, subject, of course, to constitutional limitations. 

6. This section deals with the problems of attaching or levying creditors. It does not apply 
in cases where a governmental agency, for reasons of public safety or the like, seeks to 
confiscate securities. See, for example, the situation in Silesian American Corp. v. Clark, 
332 U.S. 469, 68 S.Ct. 179, 92 L.Ed. 81 (1947), upon which this section has no bearing. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

"Creditor". Section 1-201. 

“Debtor”. Section 9-105. 

“Financial Intermediary”. Section 8-313. 

“Issuer”. Section 8-201. 

“Secured Party”. Section 9-105. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 

“Value”. Section 1-201. 


§ 8-318. No Conversion by Good Faith Conduct. 


An agent or bailee who in good faith (including observance of reasonable 
commercial standards if he is in the business of buying, selling, or 
otherwise dealing with securities) has received certificated securities and 
sold, pledged, or delivered them or has sold or caused the transfer or 
pledge of uncertificated securities over which he had control according to 
he instructions of his principal, is not liable for conversion or for participa- 
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ion in breach of fiduciary duty although the principal had no right so to 
deal with the securities. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This Section negates the liability of agents, including brokers, and of bailees for innocent 
conversion or participation in breach of fiduciary duty. Gruntal v. National Surety Co., 254 
N.Y. 468, 173 N.E. 682 (1930) is followed. Compare Section 7(a) of the Uniform Act for 
Simplification of Fiduciary Security Transfers. 

Notice that the concept of good faith includes the objective element of observing reason- 
able commercial standards when the agent or bailee is in the business of dealing with 
securities. 

Cross Reference: 

Section 7-404. 

Definitional Cross References: 

"Certificated Security". Section 8-102. 

"Delivery". Section 1-201. 

“Good Faith". Section 1-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


$ 8-319. Statute of Frauds. 
A contract for the sale of securities is not enforceable by way of action or 
defense unless: 

(a) there is some writing signed by the party against whom enforce- 
ment is sought or by his authorized agent or broker, sufficient to indicate 
that a contract has been made for sale of a stated quantity of described 
securities at a defined or stated price; 

(b) delivery of a certificated security or transfer instruction has been 
accepted, or transfer of an uncertificated security has been registered 
and the transferee has failed to send written objection to the issuer 
within 10 days after receipt of the initial transaction statement confirm- 
ing the registration, or payment has been made, but the contract is en- 
forceable under this provision only to the extent of the delivery, registra- 
tion, or payment; 

(c) within a reasonable time a writing in confirmation of the sale or 
purchase and sufficient against the sender under paragraph (a) has been 
received by the party against whom enforcement is sought and he has 
failed to send written objection to its contents within 10 days after its 
receipt; or 

(d) the party against whom enforcement is sought admits in his plead- 
ing, testimony, or otherwise in court that a contract was made for the 
sale of a stated quantity of described securities at a defined or stated 
price. 


As amended in 1977. 


Official Comment 


Prior Uniform Statutory Provision: Section 4, Uniform Sales Act (which was based on 
Section 17 of the statute of 29 Charles ID. 


1. This Section is intended to conform the statute of frauds provisions with regard to se- 
curities to the policy of the like provisions in Article 2 (Section 2-201). The chief difference 
is that this Section requires that quantity and price be specified. 

2. What will be sufficient specification will vary with the circumstances. Where the trans- 
action is on an exchange or an over-the-counter market where daily quotations of the secu- 

ity are available *100 shares X. Corp. comm. at market" should suffice. If there is no 
eadily available standard to interpret *at market" there is no *defined or stated price." 

3. Paragraph (b) sets forth several actions which, if taken by a transferee, constitute 
manifestation of intent to purchase. The person receiving an initial transaction statement 
is given a period of 10 days to object, since there is no overt manifestation of intent. While 
acceptance of delivery of a certificate or instruction is seen as an overt manifestation so 
hat there is no grace period, in practice there will often be a question as to what consti- 
utes acceptance by an organization. Failure to object to delivery within a reasonable pe- 

iod will be a factor to consider. Making payment is a more definite indication of intent. 

4. Paragraph (c) is particularly important in the relationship of broker (Section 8-303) 
and customer. Normally a great volume of such business is done over the telephone. Orders 
are executed almost immediately and confirmed on the same or the next business day, usu- 
ally on standard forms which as to the broker more than meet the minimal requirements o 
paragraph (a). It is reasonable to require the customer to raise his objection, if any, within 

en days after the confirmation has been received (Section 1-201). 
Cross Reference: 
Section 2-201. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Broker”. Section 8-303. 

"Certificated Security". Section 8-102. 

“Contract”. Section 1-201. 

"Delivery". Section 1-201. 

"Initial Transaction Statement". Section 8-408. 

“Instruction”. Section 8-308. 

“Issuer”. Section 8-201. 

“Party”. Section 1-201. 

“Purchase”. Section 1-201. 

“Reasonable Time". Section 1-204. 

"Security". Section 8-102. 

"Send". Section 1-201. 

“Signed”. Section 1-201. 

“Uncertificated Security". Section 8-102. 

“Writing”. Section 1-201. 


$ 8-320. Transfer or Pledge Within Central Depository System. 
.Q) In addition to other methods, a transfer, pledge, or release of a secu- 


entries on the books of a clearing corporation reducing the account of the 
ransferor, pledgor, or pledgee and increasing the account of the transferee, 
pledgee, or pledgor by the amount of the obligation or the number of shares 
or rights transferred, pledged, or released, if the security is shown on the 
account of a transferor, pledgor, or pledgee on the books of the clearing 
corporation; is subject to the control of the clearing corporation; and 
(a) if certificated, 
(i) is in the custody of the clearing corporation, another clearing 
corporation, a custodian bank, or a nominee of any of them; and 
(ii) is in bearer form or indorsed in blank by an appropriate person 
or registered in the name of the clearing corporation, a custodian 
bank, or a nominee of any of them; or 
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(b) if uncertificated, is registered in the name of the clearing corpora- 
tion, another clearing corporation, a custodian bank, or a nominee of any 
of them. 


(2) Under this section entries may be made with respect to like securi- 
ies or interests therein as a part of a fungible bulk and may refer merely 
o a quantity of a particular security without reference to the name of the 

registered owner, certificate or bond number, or the like, and, in appropri- 
ate cases, may be on a net basis taking into account other transfers, 
pledges, or releases of the same security. 


(3) A transfer under this section is effective (Section 8-313) and the 


release under this section is the transfer of a limited interest. If a pledge 
or the creation of a security interest is intended, the security interest is 
perfected at the time when both value is given by the pledgee and the ap- 
propriate entries are made (Section 8-321). A transferee or pledgee under 
his section may be a bona fide purchaser (Section 8-302). 


(4) A transfer or pledge under this section is not a registration of transfer 
nder Part 4. 


(5) That entries made on the books of the clearing corporation as 
provided in subsection (1) are not appropriate does not affect the validity 
or effect of the entries or the liabilities or obligations of the clearing 
corporation to any person adversely affected thereby. 


As added in 1962 and amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Consistent with the underlying purposes and policies of this Act “to permit the 
continued expansion of commercial practices through custom, usage and agreement of the 
parties"—subsection (2)(b) of Section 1-102—this Section expressly authorizes a newly 
developing and commercially useful method of transferring or pledging securities on the 
organized securities markets, particularly among brokers and banks but not necessarily so 
imited. A clearing corporation is a special kind of financial intermediary. It holds securi- 
ies on deposit from brokers, banks and other financial institutions, and clears trades 
among its depositors by making entries on its records. This section sets forth rules for 
determining when such entries are effective to constitute a transfer (Section 8-313(1)(g) ). 

The basic requirements, outlined in subsection (1), are that the security ultimately be 
subject to the control of the clearing corporation making the entries and that the security, 
be in a form that would allow the clearing corporation (or a person acting subject to its 
orders) to have a new security registered in the name of, and transferred to, a purchaser. 

he latter requirement is specified in some detail. A certificated security must be in the 
custody of either the clearing corporation making the entries, another clearing corporation, 
a custodian bank or nominee; and it must be either in bearer form, registered in the name 
of the clearing corporation (or of one of the clearing corporations if there are more than one 
involved), or else indorsed so that the clearing corporation (or one of them) could obtain 
egistration of a transfer from the issuer. (The phrase “registered in the name of the clear- 
ing corporation" in subparagraph (1)(a)üi) should be interpreted liberally so as to include 

estrictive indorsements and also to include registration or indorsement to either of the 
clearing corporations.) Àn uncertificated security must be registered in the name of a clear- 
ing corporation, a custodian bank or a nominee. 

The requirement that the security be subject to the control of the clearing corporation 
means that if a certificated security is in the custody of, or an uncertificated security is 
egistered in the name of, another clearing corporation or a custodian bank, the clearing 
corporation on whose records the entries in question are made must have the right to give 
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indirect one—for example, a security is subject to the control of Clearing Corporation A i 
he security is certificated and has been deposited in A's account with Clearing Corporation 
B, which in turn has deposited the security in its account with C, which may be either an- 
other clearing corporation or a custodian bank. Clearing Corporation A can give orders to B 

hich in turn can give orders to C. 

2. Subsection (2) makes clear that securities of the same issue may be treated as fungible 
interests, and that entries may be merely debits and credits to the accounts of the 
participants. 

3. Subsection (4) makes clear that transfer, pledge or release under this Section does not 
affect the registration of ownership or pledge on the issuer's records. 

Subsection (5) states that the entries made pursuant to this Section are effective to 
ransfer the subject securities regardless of the fact that the entries were not appropriate. 

person wronged by an inappropriate transfer may pursue his remedies against the 
ransferee and against the clearing corporation. The nature of the rights between the clear- 
ing corporation and its participants is left to private contract and case law. See Section 
8-315 as to actions against the transferee. 

Cross References: 
Sections 1-102(2)(b), 8-301, 8-302, 8-313, 8-315 and 8-321. 
Definitional Cross References: 

“Appropriate Person". Section 8-308. 

“Bearer Form". Section 8-102. 

“Bona Fide Purchaser". Section 8-302. 

"Certificated Security". Section 8-102. 

“Clearing Corporation". Section 8-102. 

“Custodian Bank”. Section 8-102. 

“Fungible”. Section 1-201. 

“Indorsed”. Section 8-308. 

"Person". Section 1-201. 

“Purchaser”. Section 1-201. 

“Rights”. Section 1-201. 

“Security”. Section 8-102. 

“Security Interest”. Section 1-201. 

“Uncertificated Security”. Section 8-102. 

“Value”. Section 1-201. 


§ 8-321. Enforceability, Attachment, Perfection and Termination 
of Security Interests. 
| A13 A security interest in a security is enforceable and can attach only i 


ant to a provision of Section 8-313(1). 

(2) A security interest so transferred pursuant to agreement by a trans- 
feror who has rights in the security to a transferee who has given value is 
a perfected security interest, but a security interest that has been 

ransferred solely under paragraph (i) of Section 8-313(1) becomes 
nperfected after 21 days unless, within that time, the requirements for 
ransfer under any other provision of Section 8-313(1) are satisfied. 

(3) A security interest in a security is subject to the provisions of Article 
9, but: 

(a) no filing is required to perfect the security interest; and 
(b) no written security agreement signed by the debtor is necessary to 
make the security interest enforceable, except as provided in paragraph 

(hb), (i), or (j) of Section 8-313(1). The secured party has the rights and 

duties provided under Section 9-207, to the extent they are applicable, 
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whether or not the security is certificated, and, if certificated, whether or 
not it is in his possession. 


(4) Unless otherwise agreed, a security interest in a security is 
erminated by transfer to the debtor or a person designated by him pursu- 
ant to a provision of Section 8-313(1). If a security is thus transferred, the 
security interest, if not terminated, becomes unperfected unless the secu- 
rity is certificated and is delivered to the debtor for the purpose of ultimate 
sale or exchange or presentation, collection, renewal, or registration o 
ransfer. In that case, the security interest becomes unperfected after 21 
days unless, within that time, the security (or securities for which it has 
been exchanged) is transferred to the secured party or a person designated 
by him pursuant to a provision of Section 8-313(1). 


As added in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is intended to govern the creation, perfection and termination of security, 

interests in all securities, certificated and uncertificated. Subsection (1) requires an effec- 
ive transfer under Section 8-313(1) as formal evidence of the security interest. The require- 
ment that there be formal evidence of the creation of a security interest in collateral other 
han securities can be satisfied by having the debtor sign a security agreement or by having 
he secured party take possession of the collateral. Section 9-203. Transfers pursuant to 
paragraphs (a)-(g) of Section 8-313(1) all involve either delivery to the secured party or else 
some other specific event that is the functional equivalent of delivery. Transfers pursuant 
o paragraphs (h)-(j) do not involve any event that serves that function, but they require a 
security agreement signed by the debtor. 

2. Subsection (1) provides that when value has been given and the debtor has rights in 
he collateral, an appropriate transfer will result not only in an enforceable security inter- 
est but also in one that is perfected. Under this section, an unperfected security interest in 
a security cannot be created. A security interest created by transfer under Section 8-313(1) 
(i), however, may become unperfected if, within 21 days, the requirements of another 
method of effective transfer are not satisfied. 

3. Subsection (3) expressly makes a security interest in securities subject to the provi- 
sions of Article 9 except those provisions dealing with the creation and perfection of secu- 
ity interests. Those matters are governed by this section. In addition, the provisions o 
Section 9-207, which govern the rights and duties of the pledgee of a certificated security, 
are extended, to the extent they are applicable, to all secured parties, whether or not the 
possession of a certificated security is involved. Thus, in the absence of agreement to the 
contrary, the secured party, who might be the registered owner of an uncertificated secu- 
ity, would have the duty to remit dividends he received to the debtor or to apply them in 

eduction of the obligation under Section 9-207(2)(c). 

4. Subsection (4) provides that a security interest is terminated by retransfer to the 
debtor unless the parties otherwise agree. Even when the parties agree that the security 
interest is to continue, it will become unperfected unless there is delivery of a certificated 
security for the limited purposes described in the second sentence. Compare Section 9-304(5) 
and (6). 

Cross References: 

Sections 8-313 and 9-203. See generally Article 9. 
Definitional Cross References: 

“Certificated Security". Section 8-102. 

*Debtor". Section 9-105. 

“Person”. Section 1-201. 

"Rights". Section 1-201. 

"Secured Party". Section 9-105. 

"Security". Section 8-102. 
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"Security Agreement". Section 9-105. 
"Security Interest". Section 1-201. 
“Signed”. Section 1-201. 

“Value”. Section 1-201. 


PART 4 
REGISTRATION 


$ 8-401. Duty of Issuer to Register Transfer, Pledge, or Release. 


(1) If a certificated security in registered form is presented to the issuer 

ith a request to register transfer or an instruction is presented to the is- 
suer with a request to register transfer, pledge, or release, the issuer shall 
register the transfer, pledge, or release as requested if: 


(a) the security is indorsed or the instruction was originated by the 
appropriate person or persons (Section 8-308); 


(b) reasonable assurance is given that those indorsements or instruc- 
tions are genuine and effective (Section 8-402); 


(c) the issuer has no duty as to adverse claims or has discharged the 
duty (Section 8-403); 


(d) any applicable law relating to the collection of taxes has been 
complied with; and 


(e) the transfer, pledge, or release is in fact rightful or is to a bona fide 
purchaser. 


(2) If an issuer is under a duty to register a transfer, pledge, or release 
of a security, the issuer is also liable to the person presenting a certificated 
security or an instruction for registration or his principal for loss resulting 
from any unreasonable delay in registration or from failure or refusal to 
register the transfer, pledge, or release. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Section 8-201(3) defines “issuer” as used in this Part 4 as the person on whose behal 
ransfer books are maintained. Transfer agents, registrars or the like have rights and 
duties under this Part within the scope of their respective functions, similar to those of the 
issuer (Section 8-406). 

2. There is a substantial and heterogeneous body of case law as to the issuer's duty to 
egister a transfer and as to his liability for improper registration, e.g., on an unauthorized 
signature (Section 8-311), or where the indorsement is not that of an appropriate person 
(Section 8-308), and generally under circumstances where the issuer is deemed to have had 
otice of an adverse claim (Section 8-302) and thus of the possible wrongfulness of the 
ransfer. 

In general this section and those which follow it continue the well-settled rules found in 
he case law as to duty to register and as to liability for improper registration on an unau- 
horized signature, or where the indorsement is not that of an appropriate person. They 

also extend the application of those rules to uncertificated securities. 

In all other areas, the issuer's potential liability for wrongful registration of transfer has 
been substantially reduced. The rules found in the case law are drastically modified in 
urtherance of a considered policy to speed up the registration process by narrowing the 
eld in which the issuer historically has first sought to assure itself that it cannot be held 
o be one notice of an adverse claim, and, failing that assurance, has imposed rigorous 
equirements of proof that there is no possible impropriety. 
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3. This section states the basic duty of the issuer to register transfers. It states that a 
duty exists, but only if certain preconditions exist. If any of the preconditions do not exist, 
here is no duty to register transfer. If the indorsement on a security is a forgery, there is 
no duty. If the instruction to transfer an uncertificated security is not originated by an ap- 
propriate person, there is no duty. If there has not been compliance with applicable tax 
aws, there is no duty. If the security is properly indorsed but nevertheless the transfer is 
in fact wrongful, there is no duty unless the transfer is to a bona fide purchaser (and the 
other preconditions exist). Cf. Kaiser-Frazer Corp. v. Otis & Co., 195 F.2d 838 (2d Cir. 
1952), certiorari denied 73 S.Ct. 89, 344 U.S. 856, 97 L.Ed. 664. 

This section does not constitute a mandate that all preconditions must be met before the 
issuer registers a transfer. If it so desires, the issuer can waive the reasonable assurances 
specified in paragraph (b). If it has confidence in the responsibility of the persons request- 
ing transfer, it can ignore questions of compliance with tax laws. If it has no duty to 
inquire into or otherwise recognize adverse claims, it can and it should register transfer 

ithout inquiry as to the rightfulness of a transfer. 

Sections 8-402 and 8-403 are the sections dealing with the specific rules as to assurances 
and duty to inquire. 

4. By subsection (2) the person entitled to registration may not only compel it but may 
hold the issuer liable in damages for unreasonable delay. 

5. See Section 8-404 as to the issuer's liability for wrongful registration of transfer. 
Cross References: 

Point 1: Sections 8-201(3) and 8-406. 

Point 2: Sections 8-204, 8-301, 8-308 and 8-311. 

Definitional Cross References: 

“Adverse Claim". Section 8-302. 

"Appropriate Person". Section 8-308. 

“Bona Fide Purchaser". Section 8-302. 

"Certificated Security". Section 8-102. 

“Genuine”. Section 1-201. 

“Indorsement”. Section 8-308. 

"Instruction". Section 8-308. 

"Issuer". Section 8-201. 

"Person". Section 1-201. 

"Registered Form". Section 8-102. 

"Security". Section 8-102. 


$ 8-402. Assurance That Indorsements and Instructions Are 
Effective. 


(1) The issuer may require the following assurance that each necessary 
indorsement of a certificated security or each instruction (Section 8-308) is 
genuine and effective: 

(a) in all cases, a guarantee of the signature (Section 8-312(1) or (2)) o 
the person indorsing a certificated security or originating an instruction 
including, in the case of an instruction, a warranty of the taxpayer 
identification number or, in the absence thereof, other reasonable assur- 
ance of identity; 

(b) if the indorsement is made or the instruction is originated by an 
agent, appropriate assurance of authority to sign; 

(c) if the indorsement is made or the instruction is originated by a fi- 
duciary, appropriate evidence of appointment or incumbency; 

(d) if there is more than one fiduciary, reasonable assurance that all 
who are required to sign have done so; and 

(e) if the indorsement is made or the instruction is originated by a 
person not covered by any of the foregoing, assurance appropriate to the 
case corresponding as nearly as may be to the foregoing. 
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(2) A “guarantee of the signature” in subsection (1) means a guarantee 
signed by or on behalf of a person reasonably believed by the issuer to be 
responsible. The issuer may adopt standards with respect to responsibility 
if they are not manifestly unreasonable. 


(3) “Appropriate evidence of appointment or incumbency” in subsection 
(1) means: 


(a) in the case of a fiduciary appointed or qualified by a court, a certif- 
icate issued by or under the direction or supervision of that court or an 
officer thereof and dated within 60 days before the date of presentation 
for transfer, pledge, or release; or 


(b) in any other case, a copy of a document showing the appointment 
or a certificate issued by or on behalf of a person reasonably believed by 
the issuer to be responsible or, in the absence of that document or certif- 
icate, other evidence reasonably deemed by the issuer to be appropriate. 
The issuer may adopt standards with respect to the evidence if they are 
not manifestly unreasonable. The issuer is not charged with notice o 
the contents of any document obtained pursuant to this paragraph (b) 
except to the extent that the contents relate directly to the appointment 
or incumbency. 


(4) The issuer may elect to require reasonable assurance beyond that 
specified in this section, but if it does so and, for a purpose other than that 
specified in subsection (3)(b), both requires and obtains a copy of a will, 

rust, indenture, articles of co-partnership, by-laws, or other controlling 
instrument, it is charged with notice of all matters contained therein af- 
fecting the transfer, pledge, or release. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. As is noted in the Comment to Section 8-401, the issuer is absolutely liable for wrong- 
ul registration of transfer when the signature of the indorser is unauthorized or is not that 
of an appropriate person or when an instruction is not originated by an appropriate person. 

he issuer is entitled to require such assurance as is reasonable under the circumstances 
hat all necessary indorsements are effective, and thus to minimize its risk. This section 
establishes the requirements the issuer may make in terms of documentation which, except 
in the rarest of instances, should be easily furnished. If a demand for further assurance is 

easonable under the circumstances, subsection (4) applies. 

2. Under subsection (1)(a) the issuer may require in all cases a guarantee of signature 
(Section 8-312). When an instruction is presented the issuer always may require either a 

arranty of taxpayer identification number or some other reasonable assurance as to the 
identity of the originator. Subsection (2) allows the issuer to require that the person mak- 
ing these guarantees be one reasonably believed to be responsible, and the issuer may 
adopt standards of responsibility which are not manifestly unreasonable. In this aspect this 
section approves the practice of the organized securities markets. 

3. This section, by paragraphs (b) through (e) of subsection (1), permits the issuer to seek 
confirmation of the effectiveness of the indorsement or instruction. The permitted methods 
act as a double check on matters which are within the warranties of the guarantor o 
signature. See Section 8-312. In addition, to some extent they act also as a check on the 

ight to transfer (i.e. to deliver the indorsed certificated security or to transmit an 
instruction). Thus, an agent may be required to submit his power of attorney, a corporation 
o submit a certified resolution evidencing the authority of its signing officer to sign, an 
executor or administrator to submit the usual “short-form certificate", etc. But failure of a 
duciary to obtain court approval of the transfer or to comply with other requirements does 
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not make his signature unauthorized. Section 8-308(11). Hence court orders and other con- 
rolling instruments are omitted from subsection (1). 

Subsection (1)(c) authorizes the issuer to require “appropriate evidence" of appointment 
or incumbency, and subsection (3) indicates what evidence will be “appropriate”. In the 
case of a fiduciary appointed or qualified by a court that evidence will be a court certificate 
dated within sixty days before the date of presentation. Where the fiduciary is not ap- 
pointed or qualified by a court, as in the case of a successor trustee, subsection (3)(b) 
applies. Compare Section 4 of the Uniform Act for Simplification of Fiduciary Security 

ransfers. If the security is registered in the name of the fiduciary, the issuer may under 
Section 8-403(3)(a) assume without inquiry that the fiduciary status continues until written 
notice to the contrary is received. Hence no evidence of appointment or incumbency is 

eeded unless such a notice has been received. Compare Section 2 of the Uniform Act for 
Simplification of Fiduciary Security Transfers. 

Where subsection (3)(b) applies, the issuer may require a copy of a trust instrument or 
other document showing the appointment, or it may require the certificate of a responsible 
person. In the absence of such a document or certificate, it may require other appropriate 
evidence. If a document is obtained solely as “appropriate evidence of appointment or 
incumbency" under subsection (3)(b), the issuer is not charged with notice of its contents 
except to the extent that the contents relate directly to the appointment or incumbency. 
But if the document is obtained for any other purpose, the issuer may be charged under 
subsection (4). See Point 6 below. 

4. There are many other types of situations where, under the case law, the issuer would 
be deemed to have notice of possible adverse claims, and therefore would register transfer 
at its peril. Typical are: knowledge that the registered owner is dead, the fact that he is 
described or identifiable as a fiduciary, etc. Perhaps the most ubiquitous is where a will, 
rust indenture or other controlling instrument is on file with the issuer or transfer agent 
or some other purpose (e.g., in the banking as distinct from the corporate agency depart- 
ment of a trust company), but, unless specifically asked for, would not come to the attention 
of the officers responsible for the registration of security transfers. Here, under the cases, 
here is an area of liability based upon notice of possible adverse claims affecting the right 

o deliver the security, an area to which the warranties of the guarantor of signature 
specifically do not extend. See Section 8-312(4). Also, it is the area in which in the past is- 
suers and their agents, fearing possible lawsuits based upon unauthorized transfers by| 

duciaries and the like, have made it a practice to demand complete and convincing evi- 
dence that the transfer is proper in all of its aspects. Sections 8-403 and 8-404 strictly 
circumscribe the issuer's liability in such cases, and this section therefore makes no provi- 
sions for assurances to cover them. 

5. Circumstances may indicate that a necessary signature was unauthorized or was not 
hat of an appropriate person. Such circumstances would be ignored at risk of absolute li- 
ability, and to minimize that risk the issuer may properly exercise the option given by 
subsection (4) to require assurance beyond that specified in subsection (1). On the other 
hand, the facts at hand may reflect only on the rightfulness of the transfer. Such facts do 
not operate, as they did under prior law, automatically to create a duty of inquiry, unless 
here is timely notification of the existence of an adverse claim. See Section 8-403(1) and 
(4). If there is a duty of inquiry under Section 8-403, the issuer may follow the procedure 
provided in Section 8-403(2) or (5), or it may discharge the duty of inquiry as to a certificated 
security ^by any reasonable means". The same is true if the issuer's overriding duty to 
conduct its functions in good faith (Section 1-203) comes into play—e.g., where the 
certificated security is indorsed or the instruction is originated by a person known to the 
employee handling the transaction for the issuer to be wanted by the police. 

6. Specifically to implement the policy of this Act to discourage issuers from requiring 
excessive documentation, subsection (4) provides that if the issuer elects to require ad- 
ditional documentation for any purpose other than to obtain “appropriate evidence of ap- 
pointment or incumbency" under subsection (3)(b) and both requires and obtains a copy of a 

ill, trust, indenture, articles of co-partnership, by-laws or other controlling instrument, it 
is charged with notice of all matters contained therein affecting the transfer. It follows that 
an instrument voluntarily submitted, without having been “required” by the issuer, may be 

eturned without examination. 

But if the issuer has no duty to inquire and demands more than reasonable assurance 
hat the instruction or the necessary indorsements are genuine and effective, the presenter 
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of the instruction or the certificated security may refuse the demand and sue for improper 
efusal to register. Section 8-401. 
Cross References: 
Point 1: Sections 8-308 and 8-311. 
Point 2: Section 8-312. 
Point 3: Sections 8-308 and 8-312. 
Point 4: Sections 8-312, 8-403 and 8-404. 
Point 5: Sections 1-203 and 8-403. 
Point 6: Section 8-401. 

Definitional Cross References: 
“Adverse Claim". Section 8-302. 
"Certificated Security". Section 8-102. 
*Genuine". Section 1-201. 
“Indorsement”. Section 8-308. 
“Instruction”. Section 8-308. 

“Tssuer”. Section 8-201. 
“Notice”. Section 1-201. 
“Person”. Section 1-201. 
“Signed”. Section 1-201. 


§ 8-403. Issuer’s Duty as to Adverse Claims. 

(1) An issuer to whom a certificated security is presented for registration 
shall inquire into adverse claims if: 

(a) a written notification of an adverse claim is received at a time and 
in a manner affording the issuer a reasonable opportunity to act on it 
prior to the issuance of a new, reissued, or re-registered certificated se- 
curity, and the notification identifies the claimant, the registered owner, 
and the issue of which the security is a part, and provides an address for 
communications directed to the claimant; or 

(b) the issuer is charged with notice of an adverse claim from a con- 
trolling instrument it has elected to require under Section 8-402(4). 

(2) The issuer may discharge any duty of inquiry by any reasonable 

eans, including notifying an adverse claimant by registered or certified 

ail at the address furnished by him or, if there be no such address, at his 
residence or regular place of business that the certificated security has 
been presented for registration of transfer by a named person, and that 
he transfer will be registered unless within 30 days from the date of mail- 
ing the notification, either: 

(a) an appropriate restraining order, injunction, or other process is- 
sues from a court of competent jurisdiction; or 

(b) there is filed with the issuer an indemnity bond, sufficient in the is- 
suer’s judgment to protect the issuer and any transfer agent, registrar, 
or other agent of the issuer involved from any loss it or they may suffer 
by complying with the adverse claim. 

(3) Unless an issuer is charged with notice of an adverse claim from a 
controlling instrument which it has elected to require under Section 8-402(4) 
or receives notification of an adverse claim under subsection (1), if a 
certificated security presented for registration is indorsed by the appropri- 
ate person or persons the issuer is under no duty to inquire into adverse 
claims. In particular: 

(a) an issuer registering a certificated security in the name of a person 
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who is a fiduciary or who is described as a fiduciary is not bound to 
inquire into the existence, extent, or correct description of the fiduciary 
relationship; and thereafter the issuer may assume without inquiry that 
the newly registered owner continues to be the fiduciary until the issuer 
receives written notice that the fiduciary is no longer acting as such with 
respect to the particular security; 

(b) an issuer registering transfer on an indorsement by a fiduciary is 
not bound to inquire whether the transfer is made in compliance with a 
controlling instrument or with the law of the state having jurisdiction o 
the fiduciary relationship, including any law requiring the fiduciary to 
obtain court approval of the transfer; and 

(c) the issuer is not charged with notice of the contents of any court 
record or file or other recorded or unrecorded document even though the 
document is in its possession and even though the transfer is made on 
the indorsement of a fiduciary to the fiduciary himself or to his nominee. 
(4) An issuer is under no duty as to adverse claims with respect to an 

ncertificated security except: 

(a) claims embodied in a restraining order, injunction, or other legal 
process served upon the issuer if the process was served at a time and in 
a manner affording the issuer a reasonable opportunity to act on it in ac- 
cordance with the requirements of subsection (5); 

(b) claims of which the issuer has received a written notification from 
the registered owner or the registered pledgee if the notification was 
received at a time and in a manner affording the issuer a reasonable op- 
portunity to act on it in accordance with the requirements of subsection 
(5); 

(c) claims (including restrictions on transfer not imposed by the is- 
suer) to which the registration of transfer to the present registered 
owner was subject and were so noted in the initial transaction statement 
sent to him; and 

(d) claims as to which an issuer is charged with notice from a control- 
ling instrument it has elected to require under Section 8-402(4). 

(5) If the issuer of an uncertificated security is under a duty as to an 
adverse claim, he discharges that duty by: 
(a) including a notation of the claim in any statements sent with re- 
spect to the security under Sections 8-408(3), (6), and (7); and 
(b) refusing to register the transfer or pledge of the security unless the 
nature of the claim does not preclude transfer or pledge subject thereto. 
(6) If the transfer or pledge of the security is registered subject to an 
adverse claim, a notation of the claim must be included in the initial 
ransaction statement and all subsequent statements sent to the transferee 
and pledgee under Section 8-408. 

(7) Notwithstanding subsections (4) and (5), if an uncertificated security 

as subject to a registered pledge at the time the issuer first came under a 
duty as to a particular adverse claim, the issuer has no duty as to that 
claim if transfer of the security is requested by the registered pledgee or 
an appropriate person acting for the registered pledgee unless: 

(a) the claim was embodied in legal process which expressly provides 
otherwise; 
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(b) the claim was asserted in a written notification from the registered 
pledgee; 

(c) the claim was one as to which the issuer was charged with notice 
from a controlling instrument it required under Section 8-402(4) in con- 
nection with the pledgee's request for transfer; or 


(d) the transfer requested is to the registered owner. 
As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: Section 3, Uniform Fiduciaries Act. 
Purposes: 

1. In consonance with the general policy of this Part 4 (See the Comments to Sections 
8-401 and 8-402), and subject always to the overriding duty of good faith in the perfor- 
mance of its functions (Section 1-203) this section limits the issuer's duty as to adverse 
claims to the specific situations stated in subsections (1) as to certificated securities and (4) 
as to uncertificated securities. 

Paragraph (a) of subsection (1) is the ordinary “stop transfer" notice commonly resorted 

o by the owner of a lost or stolen certificated security or in a situation where breach o 
rust, disregard of a valid restriction on transfer, or other improper action is feared to have 
occurred or to be about to occur. 

Notification under paragraph (a) of subsection (1) must be “written” (Section 1-201(46)) 
and must be “received” (Section 1-201(26)) “at a time and in a manner which affords the is- 
suer a reasonable opportunity to act on it prior to the issuance of a new, reissued or re- 

egistered security." Cf. Section 1-201(27). Its contents must be such as to make reasonably, 
clear who makes the claim and with respect to what security, and where communications 
may be addressed to him. Compare Section 5(a) of the Uniform Act for Simplification of Fi- 
duciary Security Transfers. 

A notification once so received is easily keyed to the appropriate records. Therefore, no 
defense of “forgotten notice", possibly relevant on the issue of bona fide purchase as to 
bearer form securities, is available under this section. 

As to paragraph (b) see the Comment to Section 8-402. 

2. With respect to certificated securities subsection (2) does not limit the issuer to any 
specific method of discharging a duty of inquiry. It may use “any reasonable means” includ- 
ing the procedure spelled out in the subsection. That procedure, based on a New York stat- 
ute respecting adverse claims to bank deposits and on commercial practice, should be effec- 
ive in the large majority of cases to protect the rights of all interested parties and relieve 
he issuer of further responsibility. No delay during the thirty day period will be “unrea- 
sonable” under Section 8-401(2). 

3. Subsection (3) is the converse of subsection (1) and spells out some specific situations 
in which under prior law a duty to inquire existed or may have existed. Compare Sections 2 
and 3 of the Uniform Act for Simplification of Fiduciary Security Transfers. As to the effect 
of subsection (3)(a) on the effectiveness of an indorsement, see the Comment to Section 
8-404. 

4. Transfer of uncertificated securities does not take place until registration, so that any 
mandated delay seriously impairs an owner's ability to sell or pledge his security. Since a 
prudent purchaser may not pay unless he receives a clean initial transaction statement, 
he effect of a rule giving the issuer a duty to inquire any time it received any written no- 
ice of an adverse claim, however, frivolous, would be disastrous. Because of this important 
difference between certificated and uncertificated securities, there are separate provisions 
as to duty to inquire. Subsections (4), (5), (6) and (7) apply only to uncertificated securities, 
and are intended to accommodate the interests of owners, purchasers, issuers and adverse 
claimants. 

Subsection (4) states that an issuer has no duty as to adverse claims except in four 
described situations. Mere written notifications result in a duty only when they come from 
existing owners and pledgees and are analogous to stop payment orders on checks. There is 
a duty as to claims to which the security was subject when it was purchased by the present 
owner, a situation with which the owner is already familiar. There is a duty as to claims 
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arising from the issuer's request for documentation under Section 8-402. 

The significant difference of subsection (4) from subsection (1) is that claims asserted by 
hird parties, in order to impose a duty on the issuer, must be supported by legal process. 
his will constitute assurance that the claim is not merely frivolous and that its assertion 

is more than harassment. In most cases the owner will have been notified and have had the 
opportunity to be heard. While claims thus asserted may ultimately be adjudged invalid, 
he owner will not be tied up by a bare written communication from the claimant. On the 
other hand, while a more substantial burden is imposed on the claimant, there is a channel 
hrough which he can assert his claim before the rights of a bona fide purchaser intervene. 

If the claimant sues the owner in a court that has no jurisdiction over the issuer and an 
injunction is issued against the owner forbidding him to transfer the security, the issuer 
has a duty under paragraph (4)(a) if it receives an authenticated copy of the order. Even 

hough in that situation the order is not directed to the issuer, it is “legal process served 
upon the issuer” for purposes of paragraph (4)(a). There is sufficient guarantee that the 
complaint is not frivolous. Further, the issuer might breach its duty to act in good faith if it 
egistered a transfer in spite of such clear evidence of impropriety. 

5. Once it is established that the claim imposes a duty on the issuer, notations of the 
claim must be contained in all statements sent with respect to the security, and registra- 

ion of transfer or pledge must be refused unless the nature of the claim is consistent with 
ransfer or pledge subject to the claim. When transfer or pledge is registered subject to the 
claim, subsection (6) requires that the claim be noted in all statements sent to the transferee 
or pledgee. 

Subsection (7) deals with the situation in which an uncertificated security is already 
subject to a registered pledge when the issuer first learns of an adverse claim as to which it 
has a duty. In that event, the registered pledgee who became such without notice of the 
claim may be a bona fide purchaser with the right to transfer the security free of the claim. 

hat right cannot be curtailed by the claim of a third party (including the registered owner) 

unless legal process embodying the claim expressly deals with the pledgee's interest. There 
is obviously no curtailment of the pledgee's right when the claim is asserted by the pledgee 
himself. It should be curtailed if the pledgee's right to obtain registration of transfer is 
called into question by a controlling instrument which the issuer elects to require before 
acting on the pledgee's request. Since the transfer to the registered owner is the equivalent 
of a release of the pledge, such a transfer does not terminate the issuer's duty as to the 
claim. 
Cross References: 

Sections 1-203, 8-304, 8-401, 8-402, 8-404, 8-405 and 8-408. 
Definitional Cross References: 

"Adverse Claim". Section 8-302. 

"Appropriate Person". Section 8-308. 

“Certificated Security". Section 8-102. 

“Indorsement”. Section 8-308. 

“Initial Transaction Statement”. Section 8-408. 

“Issuer”. Section 8-201. 

“Notice”. Section 1-201. 

“Notification”. Section 1-201. 

“Person”. Section 1-201. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 

“Written”. Section 1-201. 


§ 8-404. Liability and Non-liability for Registration. 
(1) Except as provided in any law relating to the collection of taxes, the 
issuer is not liable to the owner, pledgee, or any other person suffering loss 


as a result of the registration of a transfer, pledge, or release of a security 
if: 


(a) there were on or with a certificated security the necessary indorse- 
ments or the issuer had received an instruction originated by an ap- 
propriate person (Section 8-308); and 
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(b) the issuer had no duty as to adverse claims or has discharged the 

duty (Section 8-403). 

(2) If an issuer has registered a transfer of a certificated security to a 
person not entitled to it, the issuer on demand shall deliver a like security 

o the true owner unless: 
(a) the registration was pursuant to subsection (1); 
(b) the owner is precluded from asserting any claim for registering the 
transfer under Section 8-405(1); or 
(c) the delivery would result in overissue, in which case the issuer's li- 

ability is governed by Section 8-104. 

(3) If an issuer has improperly registered a transfer, pledge, or release o 
an uncertificated security, the issuer on demand from the injured party 
shall restore the records as to the injured party to the condition that would 
have obtained if the improper registration had not been made unless: 

(a) the registration was pursuant to subsection (1); or 
(b) the registration would result in overissue, in which case the is- 
suer's liability is governed by Section 8-104. 


As amended in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
1. This section states the basic exonerative policy of this Article where there is no duty to 
inquire into adverse claims and the certificated security is appropriately indorsed or the is- 


suer receives an instruction from an appropriate person. 

Note that under subsection (1)(a) exoneration depends on whether or not the necessary 
indorsements were in fact on or with the security. The issuer cannot, for example, defend a 
suit based on its having registered a transfer on a forged indorsement on the ground that it 

eceived the assurances listed in Section 8-402 and was under no duty to go further. It has 
hat option under Section 8-402(4). 

Note, however, that this Act excludes from the category of *unauthorized indorsement" 
(Section 8-311) certain situations that might have been included in that category under 
prior law—e.g., where there has been a change of circumstances subsequent to the signature 
(subsection (10) of Section 8-308), and where the signature is that of a fiduciary who has 

ailed to obtain court approval of the transfer (subsection (11) of Section 8-308). Similarly, 

hen an issuer acts on the assumption permitted by subsection (3)(a) of Section 8-403, that 
a fiduciary registered owner continues to act as such, the “necessary indorsement” under 
subsection (1)(a) of this section is that of the registered owner under Section 8-308(8)(a), 
even though a successor has in fact been appointed. In these and other cases, where the 
question is one affecting only the rightfulness of the transfer, the issuer need only establish 
hat it had no duty under Section 8-403 to inquire into adverse claims or that it has 
discharged any such duty. 

2. The registered owner's right to receive a new security where the issuer has wrongfully 
egistered a transfer is established, but the cases have also recognized his right to elect be- 
ween an equitable action to compel issue of a new security and an action for damages. Cf. 

Casper v. Kalt-Zimmers Mfg. Co., 159 Wis. 517, 149 N.W. 754 (1914). Such election of rem- 

edies is no longer available. The true owner of a certificated security is now required to 
ake a new security except where an overissue would result and a similar security is not 
easonably available for purchase. See Section 8-104. The true owner of an uncertificated 

security is entitled and required to take restoration of the records to their proper state, 
ith a similar exception for overissue. 

Nothing in subsections (2) and (3) is intended to deny the owner the right to choose the 
orm of his security whenever the issuer maintains securities of the same issue in both 

certificated and uncertificated form (Section 8-407). 
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Point 1: Sections 8-308, 8-402 and 8-403. 

Point 2: Sections 8-104, 8-405 and 8-407. 
Definitional Cross References: 

“Adverse Claim". Section 8-302. 

"Appropriate Person". Section 8-308. 

"Certificated Security". Section 8-102. 

*Deliver". Section 1-201. 

“Indorsement”. Section 8-308. 

“Instruction”. Section 8-308. 

“Tssuer”. Section 8-201. 

“Overissue”. Section 8-104. 

“Party”. Section 1-201. 

“Person”. Section 1-201. 

“Security”. Section 8-102. 

“Uncertificated Security”. Section 8-102. 


§ 8-405. Lost, Destroyed, and Stolen Certificated Securities. 

(1) If a certificated security has been lost, apparently destroyed, or 

rongfully taken, and the owner fails to notify the issuer of that fact 

ithin a reasonable time after he has notice of it and the issuer registers a 
ransfer of the security before receiving notification, the owner is precluded 
from asserting against the issuer any claim for registering the transfer 

nder Section 8-404 or any claim to a new security under this section. 

(2) If the owner of a certificated security claims that the security has 
been lost, destroyed, or wrongfully taken, the issuer shall issue a new 
certificated security or, at the option of the issuer, an equivalent 

ncertificated security in place of the original security if the owner: 
(a) so requests before the issuer has notice that the security has been 
acquired by a bona fide purchaser; 
(b) files with the issuer a sufficient indemnity bond; and 
(c) satisfies any other reasonable requirements imposed by the issuer. 

(3) If, after the issue of a new certificated or uncertificated security, a 
bona fide purchaser of the original certificated security presents it for 
registration of transfer, the issuer shall register the transfer unless 
registration would result in overissue, in which event the issuer’s liability 
is governed by Section 8-104. In addition to any rights on the indemnity 
bond, the issuer may recover the new certificated security from the person 
o whom it was issued or any person taking under him except a bona fide 
purchaser or may cancel the uncertificated security unless a bona fide 
purchaser or any person taking under a bona fide purchaser is then the 
registered owner or registered pledgee thereof. 


As amended in 1977. 


Official Comment 

Prior Uniform Statutory Provision: Section 17, Uniform Stock Transfer Act. 
Purposes: 

1. By failing to notify the issuer within a reasonable time after he knows or has reason to 

ow of the loss or theft of his certificated security, the owner is estopped from asserting 
he ineffectiveness of a forged or unauthorized indorsement and the wrongfulness of the 
egistration of the transfer. Compare Section 8-311. If the lost security was indorsed by the 
owner, then the registration of the transfer was not wrongful under Section 8-404 unless 
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otice had been given to the issuer. 
2. The long standing corporate practice of voluntarily issuing new certificated securities 
o replace lost, destroyed or stolen ones is now incorporated into law. Where reasonable 
equirements are satisfied and a sufficient indemnity bond supplied, a court order is no lon- 
ger necessary but, of course, the court may compel a recalcitrant issuer to take action. 
Subsection (2) gives the issuer the alternative of issuing an uncertificated security rather 
han a new certificated security. This alternative will exist only when the particular issue 
is partly certificated and partly uncertificated; and as a practical matter the ultimate choice 
ill belong to the owner (Section 8-407). Compare Section 8-104 and its Comment. 
3. Where an “original” certificated security has reached the hands of a bona fide 
purchaser, the registered owner—who was in the best position to prevent the loss, destruc- 
ion or theft of his security—is now deprived of the new security issued to him as a 
eplacement. If the security is certificated, the issuer has a right to recover it; and if the se- 
curity is uncertificated, the issuer may simply cancel the registration. This changes the 
prior law under which the original security was ineffective after the issue of a replacement 
except insofar as it might represent an action for damages in the hands of a bona fide 
purchaser. Keller v. Eureka Brick Mach. Mfg. Co., 43 Mo.App. 84, 11 L.R.A. 472 (1890). 
ere both the original and the new security have reached bona fide purchasers the issuer 
is now required to honor both securities unless an overissue would result and the security: 
is not reasonably available for purchase. See Section 8-104. In the latter case alone, the 
bona fide purchaser of the original security is relegated to an action for damages. In either 
case, the issuer itself may recover on the indemnity bond. 
Cross References: 
Sections 8-104, 8-311, 8-312, 8-402, 8-403, 8-404 and 8-407. 
Definitional Cross References: 
“Bona Fide Purchaser". Section 8-302. 
“Certificated Security". Section 8-102. 
"Issuer". Section 8-201. 
"Notice". Section 1-201. 
“Notify”. Section 1-201. 
“Overissue”. Section 8-104. 
"Person". Section 1-201. 
"Reasonable Time". Section 1-204. 
"Rights". Section 1-201. 
"Security". Section 8-102. 
“Uncertificated Security". Section 8-102. 


$ 8-406. Duty of Authenticating Trustee, Transfer Agent, or 
Registrar. 

(1) If a person acts as authenticating trustee, transfer agent, registrar, 
or other agent for an issuer in the registration of transfers of its certificated 
securities or in the registration of transfers, pledges, and releases of its 

ncertificated securities, in the issue of new securities, or in the cancella- 
ion of surrendered securities: 


(a) he is under a duty to the issuer to exercise good faith and due dili- 
gence in performing his functions; and 
(b) with regard to the particular functions he performs, he has the 
same obligation to the holder or owner of a certificated security or to the 
owner or pledgee of an uncertificated security and has the same rights 
and privileges as the issuer has in regard to those functions. 
(2) Notice to an authenticating trustee, transfer agent, registrar or other 
agent is notice to the issuer with respect to the functions performed by the 
agent. 


As amended in 1977. 


APPENDIX 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Transfer agents, registrars and the like are here expressly held liable to both the is- 
suer and the owner for wrongful refusal to register a transfer as well as wrongful registra- 
ion of a transfer in any case within the scope of their respective functions where the issuer 

ould itself be liable. Those cases which have regarded these parties solely as agents of the 
issuer and have therefore refused to recognize their liability to the owner for mere 

onfeasance, i.e., refusal to register a transfer, are now rejected. Hulse v. Consolidated 
Quicksilver Mining Corp., 65 Idaho 768, 154 P.2d 149 (1944); Nicholson v. Morgan, 119 
Misc. 309, 196 N.Y.Supp. 147 (1922); Lewis v. Hargadine-McKittrick Dry Goods Co., 305 
Mo. 396, 274 S.W. 1041 (1924). 

2. The practice frequently followed by authenticating trustees of issuing certificates o 
indebtedness rather than authenticating duplicate certificates where securities have been 
ost or stolen now becomes obsolete in view of the provisions of the preceding section of this 
Article, which makes express provision for the issue of substitute securities. It can no lon- 
ger be considered a breach of trust or lack of due diligence for trustees to authenticate new 
securities (or initial transaction statements). Cf. Switzerland General Ins. Co. v. N.Y.C. & 
H.R.R.Co., 152 App.Div. 70, 136 N.Y.S. 726 (1912). 

3. *Good faith and due diligence" require the use of reasonable care and the observance o 
"reasonable" commercial standards, and preclude arbitrary, capricious, over-cautious and 
supertechnical objections and requirements. See Powers v. Universal Film Mfg. Co., 162 

pp.Div. 806, 148 N.Y.S. 114 (1914). Compliance with the provisions of this Article as to 
he documents which an issuer may properly require before registering a transfer in cases 

here there has been no notice of adverse claims (Section 8-402) constitutes due diligence 
on the part of these agents, and by insisting upon more they could incur liability for wrong- 
ul refusal to register a transfer. 
Cross References: 

Point 3: Sections 3-401, 8-402, 8-403 and 8-404. See Sections 1-201, 8-207, 8-208, 8-312, 
8-401, 8-402, 8-403, 8-405, 8-407 and 8-408. 

Definitional Cross References: 

“Certificated Security". Section 8-102. 

“Good Faith". Section 1-201. 

“Holder”. Section 1-201. 

"Issuer". Section 8-201. 

"Notice". Section 1-201. 

"Person". Section 1-201. 

"Security". Section 8-102. 

“Uncertificated Security". Section 8-102. 


§ 8-407. Exchangeability of Securities. 

(1) No issuer is subject to the requirements of this section unless it 
regularly maintains a system for issuing the class of securities involved 
nder which both certificated and uncertificated securities are regularly is- 
sued to the category of owners, which includes the person in whose name 
he new security is to be registered. 

(2) Upon surrender of a certificated security with all necessary indorse- 

ents and presentation of a written request by the person surrendering 
he security, the issuer, if he has no duty as to adverse claims or has 
discharged the duty (Section 8-403), shall issue to the person or a person 
designated by him an equivalent uncertificated security subject to all liens, 
restrictions, and claims that were noted on the certificated security. 

(3) Upon receipt of a transfer instruction originated by an appropriate 
person who so requests, the issuer of an uncertificated security shall cancel 
he uncertificated security and issue an equivalent certificated security on 
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hich must be noted conspicuously any liens and restrictions of the issuer 
and any adverse claims (as to which the issuer has a duty under Section 
8-403(4)) to which the uncertificated security was subject. The certificated 
security shall be registered in the name of and delivered to: 


(a) the registered owner, if the uncertificated security was not subject 
to a registered pledge; or 


(b) the registered pledgee, if the uncertificated security was subject to 
a registered pledge. 


As added in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section deals with the right of the holder of a certificated security to exchange it for 
an equivalent uncertificated security and the right of the registered owner or registered 
pledgee of an uncertificated security to obtain a certificated security in exchange for it. This 
section is applicable only in those situations where both certificated and uncertificated se- 
curities exist within the same issue and either form is available to the particular owner. 
Subsection (1) so limits its applicability. 

Neither this nor any other section of this Article is intended to mandate the establish- 
ment or continuance of a dual system of registration. It is contemplated that some issuers 
may provide for both forms of securities on a more or less indefinite basis. Issuers of exist- 
ing issues which are necessarily wholly certificated may make uncertificated securities 
available with the intention to phase out the certificated securities over a period of time. 
Some issuers, if permitted by relevant law, may restrict the availability of uncertificated 
securities to particular categories of owners, e.g., brokers, banks and institutions. 

Subsection (2) provides the mechanism for the holder of a certificated security to sur- 

ender it to the issuer and have an equivalent uncertificated security issued in exchange. 
Subsection (3) provides an analogous mechanism for the registered owner of an 
unencumbered uncertificated security or the registered pledgee of an otherwise 
unencumbered uncertificated security to obtain equivalent certificated securities from the 
issuer. Since Section 8-403 treats adverse claims with respect to certificated securities dif- 
erently from adverse claims with respect to uncertificated securities, subsection (2) requires 
he issuer to honor the request only if it has no duty as to adverse claims. If it honored the 
equest despite the presence of such a duty, the adverse claimant's right to block transfer 
might be modified. For example, if the issuer of a certificated security had received written 
otice from the claimant, it would be under a duty to inquire and to delay registration o 
ransfer pending the results of the inquiry. However, if it issued an uncertificated security 
in place of the certificate, then it would no longer be under a duty (Section 8-403(4)(b)) and 

ould register transfer to a bona fide purchaser without including any notation of the claim 
(Section 8-403(5)). 

On the other hand, if the issuer is under a duty as to adverse claims with respect to an 
ncertificated security it will also be under a similar duty with respect to a certificated se- 
curity issued to represent the same interest. Compare subsections (1) and (4) of Section 
8-403. Potential purchasers will be unable to purchase free of the claim, since they will be 
given notice through notation on the certificate. See Sections 8-304, 8-202 and 1-201(25). 
Cross References: 

Sections 8-104, 8-403 and 8-405. 
Definitional Cross References: 

"Adverse Claim". Section 8-302. 

“Appropriate Person". Section 8-308. 

“Certificated Security". Section 8-102. 

“Conspicuous”. Section 1-201. 

“Delivery”. Section 1-201. 

“Indorsement”. Section 8-308. 

"Instruction". Section 8-308. 


APPENDIX 


“Issuer”. Section 8-201. 

“Person”. Section 1-201. 

"Security". Section 8-102. 
“Uncertificated Security". Section 8-102. 
"Written". Section 1-201. 


$ 8-408. Statements of Uncertificated Securities. 

(1) Within 2 business days after the transfer of an uncertificated secu- 
rity has been registered, the issuer shall send to the new registered owner 
and, if the security has been transferred subject to a registered pledge, to 

he registered pledgee a written statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units transferred; 

(c) the name and address and any taxpayer identification number o 
the new registered owner and, if the security has been transferred 
subject to a registered pledge, the name and address and any taxpayer 
identification number of the registered pledgee; 

(d) a notation of any liens and restrictions of the issuer and any 
adverse claims (as to which the issuer has a duty under Section 8-403(4)) 
to which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restric- 
tions, or adverse claims; and 

(e) the date the transfer was registered. 

(2) Within 2 business days after the pledge of an uncertificated security 
has been registered, the issuer shall send to the registered owner and the 
registered pledgee a written statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units pledged; 

(c) the name and address and any taxpayer identification number o 
the registered owner and the registered pledgee; 

(d) a notation of any liens and restrictions of the issuer and any 
adverse claims (as to which the issuer has a duty under Section 8-403(4)) 
to which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restric- 
tions, or adverse claims; and 

(e) the date the pledge was registered. 

(3) Within 2 business days after the release from pledge of an uncertifi- 
cated security has been registered, the issuer shall send to the registered 
owner and the pledgee whose interest was released a written statement 
containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units released from pledge; 

(c) the name and address and any taxpayer identification number o 
the registered owner and the pledgee whose interest was released; 

(d) a notation of any liens and restrictions of the issuer and any 
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adverse claims (as to which the issuer has a duty under Section 8-403(4)) 
to which the uncertificated security is or may be subject at the time o 
registration or a statement that there are none of those liens, restric- 
tions, or adverse claims; and 

(e) the date the release was registered. 

(4) An "initial transaction statement" is the statement sent to: 

(a) the new registered owner and, if applicable, to the registered 
pledgee pursuant to subsection (1); 

(b) the registered pledgee pursuant to subsection (2); or 

(c) the registered owner pursuant to subsection (3). 

Each initial transaction statement shall be signed by or on behalf of the is- 
suer and must be identified as *Initial Transaction Statement". 

(5) Within 2 business days after the transfer of an uncertificated secu- 
rity has been registered, the issuer shall send to the former registered 
owner and the former registered pledgee, if any, a written statement 
containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the number of shares or units transferred; 

(c) the name and address and any taxpayer identification number o 
the former registered owner and of any former registered pledgee; and 

(d) the date the transfer was registered. 

(6) At periodic intervals no less frequent than annually and at any time 

pon the reasonable written request of the registered owner, the issuer 
shall send to the registered owner of each uncertificated security a dated 
ritten statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the name and address and any taxpayer identification number o 
the registered owner; 

(c) the number of shares or units of the uncertificated security 
registered in the name of the registered owner on the date of the state- 
ment; 

(d) the name and address and any taxpayer identification number o 
any registered pledgee and the number of shares or units subject to the 
pledge; and 

(e) a notation of any liens and restrictions of the issuer and any 
adverse claims (as to which the issuer has a duty under Section 8-403(4)) 
to which the uncertificated security is or may be subject or a statement 
that there are none of those liens, restrictions, or adverse claims. 

(7) At periodic intervals no less frequent than annually and at any time 

pon the reasonable written request of the registered pledgee, the issuer 
shall send to the registered pledgee of each uncertificated security a dated 
ritten statement containing: 

(a) a description of the issue of which the uncertificated security is a 
part; 

(b) the name and address and any taxpayer identification number o 
the registered owner; 
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(c) the name and address and any taxpayer identification number o 
the registered pledgee; 


(d) the number of shares or units subject to the pledge; and 


(e) a notation of any liens and restrictions of the issuer and any 
adverse claims (as to which the issuer has a duty under Section 8-403(4)) 
to which the uncertificated security is or may be subject or a statement 
that there are none of those liens, restrictions, or adverse claims. 


(8) If the issuer sends the statements described in subsections (6) and 
(7) at periodic intervals no less frequent than quarterly, the issuer is not 
obliged to send additional statements upon request unless the owner or 
pledgee requesting them pays to the issuer the reasonable cost of furnish- 


(9) Each statement sent pursuant to this section must bear a conspicu- 
ous legend reading substantially as follows: “This statement is merely a 
record of the rights of the addressee as of the time of its issuance. Delivery 
of this statement, of itself, confers no rights on the recipient. This state- 

ent is neither a negotiable instrument nor a security." 


As added in 1977. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section obliges the issuer of uncertificated securities to send certain statements. 

he required statements are of two types. Transaction statements, required by subsections 
(1), (2), (3) and (5) are analogous to debit and credit advices and the periodic statements 
can be reconciled from them. Periodic statements, required by subsections (6) and (7) are 
analogous to bank statements and will advise owners and pledgees of their positions at 
given points in time. 

The transaction statements, which are mandated upon the registration of transfer, 
pledge or release, must be sent within two days after the relevant registration, but it is 
contemplated that such statements will be prepared virtually simultaneously with the 
actual registration and sent immediately thereafter. They are intended to serve two 
unctions. They are notice to the transferor—(the owner in the case of transfer or pledge, 
he pledgee in the case of release from pledge, and both the owner and the pledgee in the 
case of transfer subject to a pledge, transfer of the pledge interest alone or simultaneous 
ransfer and release from pledge)—that his interest has been altered. In the event of fraud- 
ulent, unauthorized or otherwise improper registration, the transaction statement will 
serve as notice that timely action should be taken. 

More importantly, these statements are notice to the transferee (new owner in the case o 
a transfer, pledgee in the case of a pledge, present owner in the case of a release) that the 
increase of his interest has, in fact, been registered. Furthermore, since all statements 
except those required by subsection (5) must include a notation of defects or an express 
statement that there are none, these statements will give the transferee the assurance 
equivalent to that afforded by a *clean" certificated security and create an estoppel against 
he issuer. Since registration is the critical step in the transfer of rights, the issuer's trans- 
action statement should include, and the purchaser who receives the statement should be 
charged with notice of, only those claims, liens and restrictions existing at the time o 
egistration. Compare Section 8-304(2). 

It is contemplated that transferees will and should be able to rely on these statements 
and, in many cases, will not part with their consideration until they receive them. To 
ensure that the statements will have the desired effect of establishing rights for the 
ransferee against the issuer, subsection (4) requires that the copy of each transaction 
statement sent to the transferee, called an "initial transaction statement," be signed. Note 
hat Section 1-201(39) does not require a manual signature for compliance with this 
equirement. Compare also Sections 8-103(b), 8-105(3)(d), 8-202, 8-204(b), 8-205, 8-206, 


1712 


8-208, 8-304, 8-311, 8-319 and 8-403 for the effects of initial transaction statements. 

2. Whenever the issuer registers a transfer of the pledge interest alone, subsections (2) 

and (3) read together require the issuer to send transaction statements to both the 
egistered owner and the former registered pledgee as well as to the new registered pledgee. 
Compare Section 8-207(4) and its Comment 1. 

3. The frequency of one year, with which periodic statements must be sent to owners and 
pledgees, is intended to be a minimum requirement for all issuers, including closely held 
corporations. Owners and pledgees are entitled to request additional statements of position 
at any time. It is contemplated, however, that publicly held issuers will adopt the practice 
of sending quarterly statements conforming to the common practice of sending quarterly 

eports and dividend checks. For those that do, subsection (8) eliminates the obligation to 
urnish additional statements of position on request unless the issuer is reimbursed for the 
additional cost. 

4. Subsection (9) requires that a conspicuous legend be borne by each statement as a 
protection against unjustified reliance on statements of uncertificated securities by persons 

ho might deal with them. Except for this requirement and the requirement of subsection 
(4) that the words "Initial Transaction Statement" be included, the form of the statements 

equired by this section is not prescribed. Perhaps the forms now used by the transfer 
agents of mutual funds to confirm acquisitions, dispositions, reinvestment of dividends, 
periodic liquidations and statements of position will serve as a model. 
Cross References: 
Point 1: Sections 8-103, 8-105, 8-202, 8-204, 8-205, 8-206, 8-208 and 8-304. 
Point 2: Section 8-207. 
Definitional Cross References: 

“Adverse Claim". Section 8-302. 

“Conspicuous”. Section 1-201. 

“Delivery”. Section 1-201. 

“Issuer”. Section 8-201. 

“Rights”. Section 1-201. 


“Security”. Section 8-102. 

“Send”. Section 1-201. 

“Signed”. Section 1-201. 

“Uncertificated Security”. Section 8-102. 
“Written”. Section 1-201. 


APPENDIX M 


1995 Amendments to Articles 1, 2, and 9 Conforming to Revised 
Article 5 


Conforming and Miscellaneous Amendments to Article 1 
[Changes from present law are shown by underscore and strikeeut.] 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 


xX kK ck 


(2) Where one of the following provisions of this [Act] specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 

x kK ck 

Governing law in the Article on Funds Transfers. Section 4A-507. 

Letters of Credit. Section 5-116. 

Bulk sales subject to the Article on Bulk Sales. Section 6-103. 


xX Ok ck 


Conforming and Miscellaneous Amendments to Article 2 


§ 2-512. Payment by Buyer Before Inspection. 
* k ck 


| (b despite tender of the required documents. the circumstances would 


4 5-109(b)). 


xX kK ck 


Complementary Amendments to Article 9 


$ 9-103. Perfection of Security Interest in Multiple State 
Transactions. 
(1) Documents, instruments, letters of credit, and ordinary goods. 
(a) This subsection applies to documents, and instruments, rights to 
proceeds of written letters of credit, and te goods other than those covered 
by a certificate of title described in subsection (2), mobile goods described 


in subsection (3), and minerals described in subsection (5). 
Cock ck 


§ 9-104. Transactions Excluded From Article. 


This Article does not apply 
x k ck 


(D) to a transfer of an interest in any deposit account (subsection (1) o 
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Section 9-105), except as provided with respect to proceeds (Section 
9-306) and priorities in proceeds (Section 9-312); or 


(m) to a transfer of an interest in a letter of credit other than the rights 
to proceeds of a written letter of credit. 


Official Comment 


[] 
9-105. Definitions and Index of Definitions. 


xX kK ck 


(3) The following definitions in other Articles apply to this Article: 


xX k ck 


“Letter of credit”. Section 5-102. 
x k ck 


“Proceeds of a letter of credit”. Section 5-114(a). 


9-106. Definitions: “Account”; “General Intangibles.” 
“Account” means any right to payment for goods sold or leased or for ser- 
ices rendered which is not evidenced by an instrument or chattel paper, 
hether or not it has been earned by performance. “General intangibles” 
eans any personal property (including things in action) other than goods, 
accounts, chattel paper, documents, instruments, investment property, 
ights to proceeds of written letters of credit, and money. All rights to pay- 


ent earned or unearned under a charter or other contract involving the 
se or hire of a vessel and all rights incident to the charter or contract are 
accounts. 


$ 9-304. Perfection of Security Interest in Instruments, 
Documents, Proceeds of a Written Letter of Credit, and 
Goods Covered by Documents; Perfection by Permissive 
Filing; Temporary Perfection Without Filing or Transfer 
of Possession. 

(1) A security interest in chattel paper or negotiable documents may be 
perfected by filing. A security interest in the rights to proceeds of a written 
etter of credit can be perfected only by the secured party's taking possession 
of the letter of credit. A security interest in money or instruments (other 
han instruments which constitute part of chattel paper) can be perfected 
only by the secured party’s taking possession, except as provided in subsec- 
ions (4) and (5) of this section and subsections (2) and (3) of Section 9-306 


(6)... 

Special Legislative Note: As Sections 9-304 and 9-305 appear in the Official Text of the 
Conforming Amendments to Revised Article 5 (1995), they incorporate the amendments 
made to these sections in 1994, when Revised Article 8 was promulgated. If Revised Article 5 
with Conforming Amendments, as promulgated in 1995, is adopted by any State before 

evised Article 8 with Conforming Amendments of 1994 is adopted, the 1990 text for Sections 
9-304 and 9-305 should be used as a basis for amendment, as follows: 

ECTION 9-304. PERFECTION OF SECURITY INTEREST IN INSTRUMENTS, 
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DOCUMENTS, PROCEEDS OF A WRITTEN LETTER OF CREDIT, AND GOODS 
COVERED BY DOCUMENTS; PERFECTION BY PERMISSIVE FILING; TEMPO- 
RARY PERFECTION WITHOUT FILING OR TRANSFER OF POSSESSION. 

(1) A security interest in chattel paper or negotiable documents may be perfected by filing. A 
ecurity interest in the rights to proceeds of a written letter of credit can be perfected only by 
the secured party’s taking possession of the letter of credit. A security interest in money or 
instruments (other than certificated securities or instruments which constitute part of chattel 
paper) can be perfected only by the secured party’s taking possession, except as provided in 


ubsections (4) and (5) of this section and subsections (2) and (3) of Section 9-306 on proceeds. 
kok 


ECTION 9-305. WHEN POSSESSION BY SECURED PARTY PERFECTS SECU- 
RITY INTEREST WITHOUT FILING. A security interest in letters-of-eredit-and-advices, 
oferea HÈ 1-(2)(a)-of Section-5-116), goods, instruments (other than certificated secu- 
ities), money, trond documents, or chattel paper may be perfected by the secured party’s 
taking possession of the collateral. A security interest in the right to proceeds of a written let- 
ter of credit may be perfected by the secured party’s taking possession of the letter of credit. If 
uch collateral other than goods covered by a negotiable document is held by a bailee, the 
ecured party is deemed to have possession from the time the bailee receives notification of 
the secured party’s interest. A security interest is perfected by possession from the time pos- 
ession is taken without a relation back and continues only so long as possession is retained, 
unless otherwise specified in this Article. The security interest may be otherwise perfected as 
provided in this Article before or after the period of possession by the secured party. 


Offcial Comment 


$ 9-305. When Possession by Secured Party Perfects Security 
Interest Without Filing. 

A security interest in letters-of-eredit-and-adviees-of-eredit-(subseetion: 
2Xa3-ef-Seetien-5-11.6); goods, instruments, money, negotiable documents, 
or chattel paper may be perfected by the secured party's taking possession 
of the collateral. A security interest in the right to proceeds of a written let- 
ter of credit may be perfected by the secured party's taking possession of the 
etter of credit. If such collateral other than goods covered by a negotiable 
document is held by a bailee, the secured party is deemed to have posses- 
sion from the time the bailee receives notification of the secured party's 
interest. A security interest is perfected by possession from the time pos- 
session is taken without a relation back and continues only so long as pos- 
session is retained, unless otherwise specified in this Article. The security 
interest may be otherwise perfected as provided in this Article before or af- 
er the period of possession by the secured party. 
Special Legislative Note: See Special Legislative Note, Section 9-304. 


Official Comment 


xX kK ck 


1. As under the common law of pledge, no filing is required by this Article to perfect a se- 
curity interest where the secured party has possession of the collateral. Compare Section 
9-302(1)(a). This section permits a security interest to be perfected by transfer of possession 
only when the collateral is Ls rights to proceeds of dec b ed ( af written), instru- 

oth han e e 6 b: )*, documents 


or chattel p paper that i is to aay accounts and pM intangibles are excluded: As to perfec- 
tion of security interests in certificated securities by possession, see the general rules on 
perfection of security interests in investment property in Section 9-115(4) and the special 
ule in Section 9-115(6) dealing with cases where a secured party takes possession of a secu- 
rity certificate in registered form without obtaining an indorsement.” See-Seetion-5-H6-for 

e-speeiral-ease-ef-assignments-of letters-and-adviees-of-eredit. A security interest in ac- 


1716 


ONFORMING AMENDMENTS 


counts and general intangibles—property not ordinarily represented by any writing whose 
delivery operates to transfer the claim—may under this Article be perfected only by filing, 
and this rule would not be affected by the fact that a security agreement or other writing 
described the assignment of such collateral as a *pledge". Section 9-302(1)(e) exempts from 

ling certain assignments of accounts which are out of the ordinary course of financing: 
such exempted assignments are perfected when they attach under Section 9-303(1); they do 

ot fall within this section. “Amendments in italics approved by the Permanent Editorial 
Board for Uniform Commercial Code November 4, 1995. 

kok 


APPENDIX N 
Pre-Revision Article 5 


Set forth below are the Text and Official Comments of Article 5 as they existed prior to 
evision in 1995. 


ARTICLE 5 
LETTERS OF CREDIT 


Short Title. 

. Scope. 

. Definitions. 

. Formal Requirements; Signing. 

. Consideration. 

. Time and Effect of Establishment of Credit. 

. Advice of Credit; Confirmation; Error in Statement of Terms. 

. “Notation Credit”; Exhaustion of Credit. 

. Issuer's Obligation to Its Customer. 

. Availability of Credit in Portions; Presenter's Reservation of Lien or 
Claim. 

. Warranties on Transfer and Presentment. 

. Time Allowed for Honor or Rejection; Withholding Honor or Rejection 
by Consent; “Presenter”. 

. Indemnities. 

. Issuer’s Duty and Privilege to Honor; Right to Reimbursement. 

. Remedy for Improper Dishonor or Anticipatory Repudiation. 

. Transfer and Assignment. 
Insolvency of Bank Holding Funds for Documentary Credit. 


5-101. Short Title. 
This Article shall be known and may be cited as Uniform Commercial 
Code—Letters of Credit. 


Official Comment 

Letters of credit have been known and used for many years, in both international and do- 
mestic transactions, and in many forms; but except for a few provisions, like Section 135 o 
he Negotiable Instruments Law, they have not been the subject of statutory enactment, 
and the law concerning them has been developed in the cases. 

This provision of the Negotiable Instruments Law is no longer in the Code. See the con- 
rary rule in Section 3-410 on the definition of acceptance. The other source of law respect- 
ing letters of credit is the law of contracts with occasional unfortunate excursions into the 
aw of guaranty. This Article is intended within its limited scope (see Comment to Section 
5-102) to set an independent theoretical frame for the further development of letters o 
credit. 

Cross References: 
Sections 5-102, 5-103 and 3-410. 


§ 5-102. Scope. 
(1) This Article applies 
(a) to a credit issued by a bank if the credit requires a documentary 
draft or a documentary demand for payment; and 
(b) to a credit issued by a person other than a bank if the credit 
requires that the draft or demand for payment be accompanied by a doc- 
ument of title; and 
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(c) to a credit issued by a bank or other person if the credit is not 
within subparagraphs (a) or (b) but conspicuously states that it is a let- 
ter of credit or is conspicuously so entitled. 


(2) Unless the engagement meets the requirements of subsection (1), 
his Article does not apply to engagements to make advances or to honor 
drafts or demands for payment, to authorities to pay or purchase, to 
guarantees or to general agreements. 


(3) This Article deals with some but not all of the rules and concepts o 
letters of credit as such rules or concepts have developed prior to this act 
or may hereafter develop. The fact that this Article states a rule does not 
by itself require, imply or negate application of the same or a converse rule 
o a situation not provided for or to a person not specified by this Article. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

To define the transactions to which this Article applies and to indicate that the rules 
stated are not intended to be exhaustive of the law applicable to letters of credit. 

1. Although letters of credit are commonly thought of as being issued by banks and 
private bankers, other financing institutions can and do enter into transactions which fit 
he traditional concept of letters of credit. This is particularly true when the financing 
institution at the request of a buyer of goods promises the seller of the goods that it will 
pay or accept drafts or demands for payment on either the buyer or itself if the drafts are 
accompanied by documents of title covering the goods involved in the sales contract. Banks 
and private bankers also issue money credits which do not require documents of title to be 
presented as one of the conditions of honor. So far as these institutions are concerned the 
accompanying papers can range from a certification that certain building contracts have 
been performed in whole or in part or a notice that goods have been sent or a notice o 
default of some kind into the more traditional document of title. Subsection (1) attempts to 
make clear that automatic application of this Article to the transaction in question depends 
upon the nature of the issuer. Paragraph (1)(a) is applicable to banks and states that when- 
ever the promise to honor is conditioned on presentation of any piece of paper, the transac- 
ion is within this Article whereas paragraph (1)(b) makes automatic application of the 
Article to transactions involving issuers other than banks dependent upon the requirement 

of a document of title. 

Since banks issue “clean” as well as “documentary” credits and since other persons may 
desire to bring transactions involving papers other than documents of title within the 
coverage of this Article, paragraph (1)(c) permits the issuer to do so by conspicuous nota- 

ion that the paper is a letter of credit. Whether a transaction falls within the mandatory 
or the permissive paragraphs of subsection (1) is also of importance on the question of pay- 
ment of funds held by an issuer at the time of its insolvency (See Section 5-117). 

Subsection (2) states the negative of the rules of applicability of subsection (1) for greater 
clarity but is not intended to either enlarge or limit the tests of applicability there laid 
down. 

2. Subsection (3) recognizes that in the present state of the law and variety of practices 
as to letters of credit, no statute can effectively or wisely codify all the possible law of let- 

ers of credit without stultifying further development of this useful financing device. The 
more important areas not covered by this Article revolve around the question of when docu- 
ments in fact and in law do or do not comply with the terms of the credit. In addition such 
minor matters as the absence of expiration dates and the effect of extending shipment but 
not expiration dates are also left untouched for future adjudication. The rules embodied in 
he Article can be viewed as those expressing the fundamental theories underlying letters 
of credit. For this reason the second sentence of subsection (3) makes explicit the court's 
power to apply a particular rule by analogy to cases not within its terms, or to refrain from 
doing so. Under Section 1-102(1) such application is to follow the canon of liberal interpre- 
ation to promote underlying purposes and policies. Since the law of letters of credit is still 
developing, conscious use of that canon and attention to fundamental theory by the court 
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are peculiarly appropriate. 

Cross Reference: 
Section 1-102. 

Definitional Cross References: 
"Agreement". Section 1-201. 
“Bank”. Section 1-201. 
“Conspicuous”. Section 1-201. 
“Credit”. Section 5-103. 
“Documentary draft”. Section 5-103. 
“Document of title”. Section 1-201. 
“Draft”. Section 3-104. 

“Honor”. Section 1-201. 
“Person”. Section 1-201. 


5-103. Definitions. 
(1) In this Article unless the context otherwise requires 

(a) “Credit” or “letter of credit” means an engagement by a bank or 
other person made at the request of a customer and of a kind within the 
scope of this Article (Section 5-102) that the issuer will honor drafts or 
other demands for payment upon compliance with the conditions speci- 
fied in the credit. A credit may be either revocable or irrevocable. The 
engagement may be either an agreement to honor or a statement that 
the bank or other person is authorized to honor. 

(b) A “documentary draft” or a “documentary demand for payment” is 
one honor of which is conditioned upon the presentation of a document 
or documents. “Document” means any paper including document of title, 
security, invoice, certificate, notice of default and the like. 

(c) An “issuer” is a bank or other person issuing a credit. 

(d) A “beneficiary” of a credit is a person who is entitled under its 
terms to draw or demand payment. 

(e) An “advising bank” is a bank which gives notification of the issu- 
ance of a credit by another bank. 

(f) A “confirming bank” is a bank which engages either that it will 
itself honor a credit already issued by another bank or that such a credit 
will be honored by the issuer or a third bank. 

(g) A “customer” is a buyer or other person who causes an issuer to is- 
sue a credit. The term also includes a bank which procures issuance or 
confirmation on behalf of that bank's customer. 

(2) Other definitions applying to this Article and the sections in which 
hey appear are: 


*Notation Credit". Section 5-108. 
*Presenter". Section 5-112(3). 


(3) Definitions in other Articles applying to this Article and the sections 
in which they appear are: 


"Accept" or *Acceptance". Section 3-409. 
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“Contract for sale". Section 2-106. 
“Draft”. Section 3-104. 
“Holder in due course”. Section 3-302. 
“Midnight deadline”. Section 4-104. 
“Security”. Section 8-102. 


(4) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


As amended in 1994. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

To define terms used in this Article. 

1. Paragraph (a) of subsection (1) in defining a “credit” or “letter of credit” sets forth the 
equirement that the engagement of the bank or other person to honor drafts or other 
demands for payment be at the request of another and involve a transaction falling within 
he scope of this Article (Section 5-102). It then makes clear that the “engagement” may be 
by way of agreement, that is, a promise to honor, or by way of an authority to honor, thus 
including within the definition of letter of credit, papers called “authorities to purchase or 
pay”. The definition also makes clear that the engagement may be either revocable or irrev- 
ocable, the legal consequences of which are spelled out in Section 5-106 on the time and ef- 
ect of establishment of a credit. Neither the definition nor any other section of this Article 
deals with the issue of when a credit, not clearly labelled as either revocable or irrevocable 
alls within the one or the other category although the Code settles this issue with respect 
o the sales contract (Section 2-325). This issue so far as it affects an issuer under this 
Article is intentionally left to the courts for decision in the light of the facts and general 
aw (Section 1-103) with due regard to the general provisions of the Code in Article 1 
particularly Section 1-205 on course of dealing and usage of trade. 

2. Paragraph (b) is intended to show that the word “document” is far broader than “docu- 
ment of title” for the purposes of this Article. This is of special importance with respect to 
he application of the Article to banks under Section 5-102(1)(a) and differs from the defini- 
ion of “document” in Article 9 on secured transactions which is there limited to documents 
of title. See Section 9-105(1)(e). 

3. The legal relations between the issuer (1)(c) and the beneficiary (1)(d) and between the 
issuer and the customer (1)(g) are spelled out in other sections of this Article. The legal re- 
ations between the customer and the beneficiary turn on the underlying transaction be- 
ween them: if that transaction be one of sale of goods, their rights depend upon Article 2; 
if the transaction involves the sale of investment securities, Article 8 will be applicable; i 
he transaction involves the transfer of commercial paper, Article 3 will be applicable; i 
documents of title are transferred, Article 7 will be applicable; and if the transaction is 
intended to create a security interest, Article 9 will apply. The issuer is not a guarantor o 
he performance of these underlying transactions. See Section 5-109. 

4. The definition of customer in subsection (1)(g) is explicitly made to include a bank 

hich is acting for its customer, so that a particular transaction may well involve a metro- 
politan issuing bank and two customers, one of whom is the ultimate customer as, e.g., the 
buyer of goods and the other of whom is the buyer's local bank which has requested the 
metropolitan bank to issue the credit. 

5. The definitions of “advising” and “confirming” banks in subsection (1)(e) and (f) do not 
include a statement of their legal consequences. These are set out primarily in Section 
5-107 on advice of credit; confirmation; error in statement. 

Cross References: 

Point 1: Sections 5-102, 5-106, 1-103, 1-205, 2-325 and Article 1. 

Point 2: Sections 5-102, 1-201 and 9-105. 

Point 3: Articles 2, 3, 7, 8 and 9; Section 5-109. 
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Point 5: Section 5-107. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Bank”. Section 1-201. 

“Document of title". Section 1-201. 

“Gives notification". Section 1-201. 

*Honor". Section 1-201. 

“Person”. Section 1-201. 


§ 5-104. Formal Requirements; Signing. 


(1) Except as otherwise required in subsection (1)(c) of Section 5-102 on 
scope, no particular form of phrasing is required for a credit. A credit must 
be in writing and signed by the issuer and a confirmation must be in writ- 
ing and signed by the confirming bank. A modification of the terms of a 
credit or confirmation must be signed by the issuer or confirming bank. 


(2) A telegram may be a sufficient signed writing if it identifies its sender 
by an authorized authentication. The authentication may be in code and 
he authorized naming of the issuer in an advice of credit is a sufficient 
signing. 

Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) is to make clear that, except for the statement or title required by 
Section 5-102(1)(c) to bring certain transactions within the scope of this Article, no particu- 
ar form need be followed; it is sufficient that the credit is in writing and signed by the 
issuer. The subsection also states that any modification is subject to the same requirements 
of signing and writing. Compare Section 2-209(3) on sale of goods. Questions of mistake, 

aiver or estoppel are left to supplementary principles of law. See Section 1-103. 

2. Subsection (2), although perhaps unnecessary in view of the definition of “signed” in. 
Section 1-201, is inserted here to make certain that code and authorized naming of an is- 
suer is a sufficient signing. These forms of signing are so customary that their explicit 
inclusion is useful to eliminate all controversy on the point. 

Cross References: 

Point 1: Sections 5-102, 2-209, and 1-103. 

Point 2: Section 1-201. 

Definitional Cross References: 

“Confirming bank”. Section 5-103. 

“Credit”. Section 5-103. 

“Issuer”. Section 5-103. 

“Signed”. Section 1-201. 

"Telegram". Section 1-201. 

"Term". Section 1-201. 

“Writing”. Section 1-201. 


$ 5-105. Consideration. 


No consideration is necessary to establish a credit or to enlarge or 
otherwise modify its terms. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
It is not to be expected that a financial institution will engage its credit without some 
orm of expected remuneration. But it is not expected that the beneficiary will know what 
he issuer’s remuneration was, or whether in fact there was any identifiable remuneration 
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in a given case. And it would be extraordinarily difficult for the beneficiary to prove the is- 
suer's remuneration. This section dispenses with such proof. 
Definitional Cross References: 

"Credit". Section 5-103. 

"Terms". Section 1-201. 


$ 5-106. Time and Effect of Establishment of Credit. 
(1) Unless otherwise agreed a credit is established 


(a) as regards the customer as soon as a letter of credit is sent to him 
or the letter of credit or an authorized written advice of its issuance is 
sent to the beneficiary; and 


(b) as regards the beneficiary when he receives a letter of credit or an 
authorized written advice of its issuance. 


(2) Unless otherwise agreed once an irrevocable credit is established as 
regards the customer it can be modified or revoked only with the consent 
of the customer and once it is established as regards the beneficiary it can 
be modified or revoked only with his consent. 


(3) Unless otherwise agreed after a revocable credit is established it may 
be modified or revoked by the issuer without notice to or consent from the 
customer or beneficiary. 


(4) Notwithstanding any modification or revocation of a revocable credit 
any person authorized to honor or negotiate under the terms of the origi- 
nal credit is entitled to reimbursement for or honor of any draft or demand 
for payment duly honored or negotiated before receipt of notice of the 

odification or revocation and the issuer in turn is entitled to reimburse- 

ent from its customer. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

To define when a letter of credit is established in relation to the customer and the benefi- 
ciary, and to set forth for both irrevocable and revocable credits the legal consequences o 
he fact of establishment. 

1. The primary purpose of determining the time of establishment of an irrevocable credit 
is to determine the point at which the issuer is no longer free to take unilateral action with. 

espect to the cancellation of the credit or modification of its terms. So far as the customer 
is concerned this point of time is reached when the issuer “sends” (as that term is defined 
in Section 1-201) the credit or when its authorized agent, the advising bank, sends the 
advice of the credit to the beneficiary. Since the sending is pursuant to an agreement be- 
ween the issuer and the customer, it is the issuer's performance of the first stage of the 
contract and under Section 5-107(4) the risk of transmission is on the customer. The bene- 
ciary, however, cannot rely upon the credit until and unless he receives it. His right to 
protest to the issuer in the event of cancellation or modification, therefore, turns on receipt. 
Nothing in this section affects the beneficiary's right to protest the improper nature of the 
credit or its cancellation (i.e., its non-receipt) as against the customer, who will normally 
have agreed to have a letter of credit issued in favor of the beneficiary under some underly- 
ing contract. See, e.g., Section 2-325(1) on buyer's failure to seasonably furnish an agreed 
etter of credit pursuant to a sales contract. 

2. So far as a revocable letter of credit is concerned, the rules stated in subsections (3) 
and (4) are intended to show that so far as the customer or beneficiary are concerned 
establishment of such a credit has no legal significance unless the parties provide otherwise 
in their contracts with the issuer. The primary significance of the establishment of a revo- 
cable letter of credit is the obligation it imposes upon the issuer to innocent third parties 

ho have negotiated or honored drafts drawn under the credit before receiving notice of its 
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cancellation or change. The purpose of this rule is to further the movement of goods which 
he underlying transaction typically envisages and to preserve the solidity of American 
credits. As a necessary consequence of the imposition of this duty upon the issuer, a duty o 
eimbursement of the issuer is placed upon the customer by explicit mention here even 
hough it would fall within the general duty of reimbursement imposed by Section 5-114(3). 
Cross References: 

Point 1: Sections 5-107, 2-325. 

Point 2: Section 5-114. 
Definitional Cross References: 

“Beneficiary”. Section 5-103. 

"Credit". Section 5-103. 

“Customer”. Section 5-103. 

*Draft". Section 3-104. 

“Honor”. Section 1-201. 

“Issuer”. Section 5-103. 

"Notice". Section 1-201. 

“Person”. Section 1-201. 

“Receive notice”. Section 1-201. 

"Send". Section 1-201. 

"Written". Section 1-201. 


$ 5-107. Advice of Credit; Confirmation; Error in Statement of 
Terms. 


(1) Unless otherwise specified an advising bank by advising a credit is- 
sued by another bank does not assume any obligation to honor drafts 
drawn or demands for payment made under the credit but it does assume 
obligation for the accuracy of its own statement. 


(2) A confirming bank by confirming a credit becomes directly obligated 
on the credit to the extent of its confirmation as though it were its issuer 
and acquires the rights of an issuer. 


(3) Even though an advising bank incorrectly advises the terms of a 
credit it has been authorized to advise the credit is established as against 
he issuer to the extent of its original terms. 


(4) Unless otherwise specified the customer bears as against the issuer 
all risks of transmission and reasonable translation or interpretation o 
any message relating to a credit. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. An “advising bank" is defined in Section 5-103. Subsection (1) of this section states its 
obligations to transmit accurately but not to honor drafts. The advice may of course not be 
accurate. The advising bank is responsible for its own error; under subsection (3), however, 

he issuer is bound to honor only in accordance with the original terms of the credit. 

2. A *confirming bank" is defined in Section 5-103. Subsection (2) of this section states its 
obligations and rights. The obligation, to the extent of the confirmation, is that of an issuer 
and so too is the right of reimbursement. The most important aspect of this rule is that a 
beneficiary who has received a confirmed credit has the independent engagements of both 

he issuer and the confirming bank. A confirming bank may of course be an advising bank 

so far as the issuer's engagement is concerned but this is rarely of importance because its 
own engagement if the terms be improperly advised will be to honor in accordance with 
hose terms. 

3. Subsection (4) distributes the risks, as between customer and issuer, of errors in trans- 
mission and translation by placing them on the customer in the absence of specific agree- 
ment to the contrary. See also Section 5-109(1)(b). 
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Cross References: 
Sections 5-103 and 5-109. 
Definitional Cross References: 
"Advising bank". Section 5-103. 
“Bank”. Section 1-201. 
“Confirming bank”. Section 5-103. 
“Credit”. Section 5-103. 
*Customer". Section 5-103. 
“Draft”. Section 3-104. 
“Honor”. Section 1-201. 
“Issuer”. Section 5-103. 


$ 5-108. *Notation Credit"; Exhaustion of Credit. 
(1) A credit which specifies that any person purchasing or paying drafts 
drawn or demands for payment made under it must note the amount o 
he draft or demand on the letter or advice of credit is a “notation credit". 
(2) Under a notation credit 
(a) a person paying the beneficiary or purchasing a draft or demand 
for payment from him acquires a right to honor only if the appropriate 
notation is made and by transferring or forwarding for honor the docu- 
ments under the credit such a person warrants to the issuer that the 
notation has been made; and 
(b) unless the credit or a signed statement that an appropriate nota- 
tion has been made accompanies the draft or demand for payment the 
issuer may delay honor until evidence of notation has been procured 
which is satisfactory to it but its obligation and that of its customer 


continue for a reasonable time not exceeding thirty days to obtain such 
evidence. 


(3) If the credit is not a notation credit 


(a) the issuer may honor complying drafts or demands for payment 
presented to it in the order in which they are presented and is discharged 
pro tanto by honor of any such draft or demand; 


(b) as between competing good faith purchasers of complying drafts or 
demands the person first purchasing has priority over a subsequent 
purchaser even though the later purchased draft or demand has been 
first honored. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Practice has varied in regard to requiring notation on a letter of credit of the drafts 

drawn thereunder, and dispute has been rife for more than a century over the effect of fail- 
re by a purchaser to make such notations when they are required. The confusion has been 

due to a failure to distinguish two different types of credit and the different results which 
ow from each. 

Under subsection (3), if an issuer chooses to issue a credit not requiring notation or if the 
credit is available in portions (see Section 5-110) without requirement of notation the is- 
suer avoids all troubles attendant on any purchaser's failure to make notations, but he also 
imperils the utility of the credit to a beneficiary by reason of its possible exhaustion before 
any particular purchaser may have discounted drafts under it, so that there may be no 
market at all for such drafts. Yet this way of operation becomes useful and desirable at 
east whenever the credit is “domiciled,” i.e., when it is explicitly made available only 
hrough one particular named correspondent, who will have his own records of prior drafts. 
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Subsection (3) expressly protects the issuer under such a credit (almost exactly as in the 
case of drafts drawn in a set under Section 3-801) in regard to any drafts which he honors 
in good faith, even though they are in the hands of a party who as against some other 
purchaser of drafts is not entitled to their proceeds. Similarly, in the last sentence, the 

ights of successive good faith purchasers are regulated as with drafts in a set. 

2. Under subsection (2), on the other hand, the notation machinery is made available 

here the credit provides for notation in accordance with subsection (1). This is useful 
particularly where the credit is intended (as a traveler's letter would be) for roving use, but 
he responsibility is put upon the purchaser to make the appropriate notation on pain o 

eimbursing the issuer for any loss occasioned by the failure. The provision in regard to 

delay of honor while evidence of notation is being procured is novel in the law, but is 
believed to be a necessary addition first, to protect the issuer, and second, to educate 
purchasers. 

Subsection (2)(a) avoids a difficult question of conflict of laws by making the obligation to 
note a condition of the credit itself, governed, therefore, by the law which controls the issue 


Sections 3-801 and 5-110. 
Definitional Cross References: 
“Beneficiary”. Section 5-103. 
“Credit”. Section 5-103. 
“Customer”. Section 5-103. 
“Document”. Section 5-108. 
“Draft”. Section 3-104. 
“Good faith”. Section 1-201. 
“Honor”. Section 1-201. 
“Tssuer”. Section 5-103. 
“Person”. Section 1-201. 
“Purchase”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Rights”. Section 1-201. 
“Signed”. Section 1-201. 


§ 5-109. Issuer’s Obligation to Its Customer. 
(1) An issuer’s obligation to its customer includes good faith and obser- 
ance of any general banking usage but unless otherwise agreed does not 
include liability or responsibility 
(a) for performance of the underlying contract for sale or other trans- 
action between the customer and the beneficiary; or 
(b) for any act or omission of any person other than itself or its own 
branch or for loss or destruction of a draft, demand or document in tran- 
sit or in the possession of others; or 
(c) based on knowledge or lack of knowledge of any usage of any par- 
ticular trade. 

(2) An issuer must examine documents with care so as to ascertain that 
on their face they appear to comply with the terms of the credit but unless 
otherwise agreed assumes no liability or responsibility for the genuine- 
mess, falsification or effect of any document which appears on such exami- 
nation to be regular on its face. 

(3) A non-bank issuer is not bound by any banking usage of which it has 
no knowledge. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
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1. The extent of the issuer's obligation to its customer is based upon the agreement be- 
ween the two. Like all agreements within the Code, that agreement is the bargain of the 
parties in fact as defined in Section 1-201(3) and includes the obligation of good faith 
imposed by Section 1-203 and the observance of any course of dealing or usage of trade 
made applicable by Section 1-205. Subsection (1) of this section states, as a particular ap- 
plication of those general rules, the issuer's standard obligation of good faith and obser- 

ance of general banking usage. Disclaimer of the obligation of good faith is governed by 
Section 1-102(3); conflict between express terms and a usage otherwise applicable is 
governed by Section 1-205(4). 
Subsection (1) also clarifies the areas over which the issuer assumes no liability or 
esponsibility except as the agreement of the parties may indicate the contrary. Paragraph 
(a) rests on the assumptions that the issuer has had no control over the making of the 
nderlying contract or over the selection of the beneficiary, and that the issuer receives 
compensation for a payment service rather than for a guaranty of performance. The 
customer will normally have direct recourse against the beneficiary if performance fails, 
hereas the issuer will have such recourse only by assignment of or in a proper case 
subrogation to the rights of the customer. 

Paragraph (b) also rests in part on the assumption that the issuer has not selected the 
other persons who may be involved in the transaction. Even though this assumption fails, 
however, as where the issuer selects the advising bank, the customer by entering the 

nderlying transaction has assumed the risks inherent in it, including the risk of loss or 
destruction of the papers involved. The allocation of such risks between the parties to the 
underlying transaction is a proper subject for agreement between them, and the small 
charge for the issuance of a letter of credit ordinarily indicates that the issuer assumes 
minimum risks as against its customer. For comparable reasons Section 5-107(4) puts risks 
of transmission and translation upon the customer. 

Paragraph (c) again emphasizes that normally an issuer performs a banking and not a 

rade function. This paragraph makes an exception to Section 1-205(3), giving effect to us- 
ages of which the parties "are or should be aware." The comparable provision for non-bank 
ssuers in subsection (3) of this section is limited to unknown banking usages and is thus 
merely a definition of a particular type of case not included by the words “should be aware” 

in Section 1-205(3). 

2. Subsection (2) states the basic obligation of the issuer to examine with care the docu- 
ments required under the credit. Under Section 1-102(3) this obligation cannot be 
disclaimed but standards of performance can be determined by agreement if not manifestly 

nreasonable. There are not infrequent cases in which both parties understand that pecu- 
iar circumstances make any check-up on some particular type of document impossible and 
it is agreed that the issuer may take it “as presented"—so, e.g., export licenses in politically 
disturbed conditions, or “shipping documents" when no document in standard or regular 
orm can be procured. These agreements will be controlling provided they are not manifestly 
nreasonable. 

The purpose of the examination is to determine whether the documents appear regular 
on their face. The fact that the documents may be false or fraudulent or lacking in legal ef- 
ect is not one for which the issuer is bound to examine. His duty is limited to apparent 

egularity on the face of the documents. The duties, privileges and rights of an issuer who 
has received documents which are regular on their face but are in fact improper because 
orged or fraudulent are dealt with in Section 5-114. 
Cross References: 
Point 1: Sections 1-102, 1-201, 1-203, 1-205, 5-107. 
Point 2: Sections 1-102, 5-114. 
Definitional Cross References: 

"Bank". Section 1-201. 

“Beneficiary”. Section 5-103. 

“Branch”. Section 1-201. 

"Contract". Section 1-201. 

"Contract for sale". Section 2-106. 

"Credit". Section 5-103. 

"Customer". Section 5-103. 

“Document”. Section 5-103. 
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“Draft”. Section 3-104. 
*Genuine". Section 1-201. 
*Good faith". Section 1-201. 
“Issuer”. Section 5-103. 
"Knowledge". Section 1-201. 
“Person”. Section 1-201. 
"Term". Section 1-201. 


$ 5-110. Availability of Credit in Portions; Presenter's Reservation 
of Lien or Claim. 


(1) Unless otherwise specified a credit may be used in portions in the 
discretion of the beneficiary. 


(2) Unless otherwise specified a person by presenting a documentary 
draft or demand for payment under a credit relinquishes upon its honor all 
claims to the documents and a person by transferring such draft or demand 
or causing such presentment authorizes such relinquishment. An explicit 
reservation of claim makes the draft or demand non-complying. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The beneficiary may desire to draw more than one draft under the credit, each draft 
accompanied, for instance, by documents evidencing a single shipment under the underly- 
ing sales contract. Subsection (1) makes clear that unless otherwise specified he may do so. 
Of course, if he does, each draft and its accompanying documents must satisfy the terms o 
he credit and their total must not exceed its amount. See comment to Section 5-108(3) on 
exhaustion of a credit on the rule governing the situation in which the total drafts drawn 
do total more than the maximum amount of the credit. 

2. The entire purpose of the usual letter of credit transaction, from the customer's point 
of view, is to induce the beneficiary to deliver to him through the issuer the documents 
described in the credit. The buying customer wants the goods, and arranges the transaction 
in order to get the documents controlling the goods. Therefore, upon honor of the draft, the 
documents must be delivered free of claims even though the letter of credit is not for the 
ull invoice price and any reservation of claim makes the draft non-complying. A beneficiary| 

ho wishes to prevent such delivery must do so by agreement with the customer in the 
underlying contract and must treat the failure to provide a sufficient letter of credit as a 
breach of that contract (Section 2-325). So far as the issuer's duty to honor is concerned, the 

erms of the letter of credit are controlling and the rule of subsection (2) is applicable. 
Cross References: 
Point 1: Section 5-108. 
Point 2: Sections 2-325, 5-114. 
Definitional Cross References: 

“Beneficiary”. Section 5-103. 

“Credit”. Section 5-103. 

“Documentary draft”. Section 5-103. 

“Document”. Section 5-103. 

“Draft”. Section 3-104. 

“Honor”. Section 1-201. 

“Person”. Section 1-201. 


§ 5-111. Warranties on Transfer and Presentment. 
(1) Unless otherwise agreed the beneficiary by transferring or presenting 
a documentary draft or demand for payment warrants to all interested 
parties that the necessary conditions of the credit have been complied 
ith. This is in addition to any warranties arising under Articles 3, 4, 7 
and 8. 
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(2) Unless otherwise agreed a negotiating, advising, confirming, collect- 
ing or issuing bank presenting or transferring a draft or demand for pay- 

ent under a credit warrants only the matters warranted by a collecting 
bank under Article 4 and any such bank transferring a document warrants 
only the matters warranted by an intermediary under Articles 7 and 8. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purpose: 

The purpose of this section is to state the peculiar warranty of performance made by a 
beneficiary and to make clear the intermediary character of the persons moving the docu- 
ments from the beneficiary to the customer. The beneficiary's warranty of compliance with 
he conditions of the credit in subsection (1) is expressly extended to all interested parties 
unless agreed to the contrary. So far as the draft or the relevant documents are concerned, 
he beneficiary's warranties are usually those of an ordinary transferor or indorser for 

alue although varying circumstances may alter this. The usual warranties of an intermedi- 
ary, listed in subsection (2), are primarily its own good faith and authority. See also 
Comment to Section 5-114(2). 
Cross References: 
Sections 3-417, 4-207, 7-507, 7-508, 8-306. 
Definitional Cross References: 

"Advising bank". Section 5-103. 

“Bank”. Section 1-201. 

“Beneficiary”. Section 5-103. 

“Collecting bank”. Section 4-105. 

“Confirming bank”. Section 5-103. 

“Credit”. Section 5-103. 

“Documentary draft”. Section 5-103. 

“Draft”. Section 3-104. 

“Party”. Section 1-201. 


§ 5-112. Time Allowed for Honor or Rejection; Withholding Honor 
or Rejection by Consent; “Presenter”. 
(1) A bank to which a documentary draft or demand for payment is pre- 
sented under a credit may without dishonor of the draft, demand or credit 
(a) defer honor until the close of the third banking day following receipt 
of the documents; and 
(b) further defer honor if the presenter has expressly or impliedly 
consented thereto. 
Failure to honor within the time here specified constitutes dishonor of the 
draft or demand and of the credit [except as otherwise provided in subsec- 
ion (4) of Section 5-114 on conditional payment]. 


Note: The bracketed language in the last sentence of subsection (1) should be included only 
if the optional provisions of Section 5-114(4) and (5) are included. 


(2) Upon dishonor the bank may unless otherwise instructed fulfill its 
duty to return the draft or demand and the documents by holding them at 
he disposal of the presenter and sending him an advice to that effect. 

(3) *Presenter" means any person presenting a draft or demand for pay- 

ent for honor under a credit even though that person is a confirming 
bank or other correspondent which is acting under an issuer's 
authorization. 


Official Comment 
Prior Uniform Statutory Provision: None. 


1. A bank called on to honor drafts under a credit must examine the accompanying docu- 
ments with care. See Section 5-109(2). That may take time. Subsection (1) of this section 
herefore allows a longer period than in the case of ordinary drafts (Section 3-506) for the 
decision. The language in the postamble to subsection (1) particularizes for letters of credit 
he general rule on what constitutes dishonor for negotiable instruments (Section 3-507) 
and makes it clear that not only the draft but the credit is dishonored. If the particular 
draft is for a portion of the credit only, its wrongful dishonor is anticipatory repudiation o 
he entire credit and the beneficiary may proceed under Section 5-115(2) as well as 5-115(1). 
2. Many letters of credit involve transactions in international trade and include as 
equired documents the documents of title controlling the possession of goods on their way 
o the place of issuance of the credit. The ordinary rule requiring physical return o 
dishonored documentary drafts (Section 4-302) would therefore frequently work commercial 
hardship on the mercantile parties to the transaction; resale of the goods might be more 
difficult if the controlling documents of title were not available at the place of arrival of the 
goods. Subsection (2) therefore expressly permits the issuer to retain the documents as 
bailee for the presenter if it advises the presenter of its retention for that purpose. Compare 
Sections 4-202(1)(b), 4-503 and 4-504 on the duties of presenting banks. 

3. The definition of “presenter” is to make clear that the term may include a bank which 
has rights in the documentary draft or which is in one sense the agent of the issuer. Such a 
bank may nevertheless give consent under subsection (1), and the advice authorized in 
subsection (2) may be sent to it. 

4. Insofar as the banks involved may also be depositary, collecting or paying banks, 
Article 4 is applicable. Article 3 applies to the extent that a negotiable instrument is 
involved. 

Cross References: 

Point 1: Sections 3-506, 3-507, 5-109, 5-114 and 5-115. 

Point 2: Sections 4-202, 4-302, 4-503 and 4-504. 

Point 4: Articles 3 and 4. 

Definitional Cross References: 

“Bank”. Section 1-201. 

“Confirming bank”. Section 5-103. 

"Credit". Section 5-103. 

“Documentary draft”. Section 5-103. 

“Draft”. Section 3-104. 

“Honor”. Section 1-201. 

“Issuer”. Section 5-103. 

“Send”. Section 1-201. 


§ 5-113. Indemnities. 


(1) A bank seeking to obtain (whether for itself or another) honor, 
negotiation or reimbursement under a credit may give an indemnity to 
induce such honor, negotiation or reimbursement. 

(2) An indemnity agreement inducing honor, negotiation or reimburse- 

ent 

(a) unless otherwise explicitly agreed applies to defects in the docu- 
ments but not in the goods; and 

(b) unless a longer time is explicitly agreed expires at the end of ten 
business days following receipt of the documents by the ultimate 
customer unless notice of objection is sent before such expiration date. 

The ultimate customer may send notice of objection to the person from 

whom he received the documents and any bank receiving such notice is 

under a duty to send notice to its transferor before its midnight deadline. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
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1. A draft and accompanying documents may almost comply with the terms of the credit, 
but fail in some particular. The issuer is then not obligated to honor the draft, but it may 
be willing to do so if properly indemnified against the particular defect. Subsection (1) 
makes clear that it is proper for a bank seeking payment, acceptance, negotiation or 

eimbursement under the credit to give such indemnities, and that doing so is a proper 
part of the business of banking and therefore not ultra vires. 

2. Subsection (2)(a) limits the agreed indemnity to defects in the documents, since under 
Section 5-109(1)(a) the issuer is ordinarily not responsible for performance of the underly- 
ing transaction. The parties are free to agree further on the scope of the indemnity, but the 
agreement must be explicit, since an indemnity against defects in the goods would be most 
unusual. 

3. Subsection (2)(b) makes it clear that the indemnity in the absence of explicit agree- 
ment for a longer time continues for ten days after the receipt of the document by the 
ultimate customer, i.e., the customer who is a party to the underlying transaction. This ten 
day period may not be shortened. If the customer fails to send notice of objection within the 
period, he loses his right to object and the need for the indemnity disappears. Compare 
Section 2-605(2). Thus indemnitors are free of the possibility of unknown long-continuing 
contingent liability, a danger under existing law. 

4. The question whether a particular banking usage may require honor of documentary 
drafts accompanied by indemnities for particular defects goes to the meaning of the terms 
of the credit and is beyond the scope of this section. See, e.g., Dixon, Irmaos & Cia, Ltda., v. 
Chase Nat. Bank of City of New York, 144 F.2d 759 (2d Cir., 1944). If by virtue of indemni- 
ies and usage the credit is complied with, the rights of the customer rest on the implica- 
ions of the usage rather than on breach of the issuer's duty under this Article. Even so, the 
policy of this section and its terms require notice before the expiration date. 

Cross References: 

Point 2: Section 5-109. 

Point 3: Section 2-605. 

Point 4: Section 1-205. 

Definitional Cross References: 

"Bank". Section 1-201. 

“Credit”. Section 5-103. 

"Customer". Section 5-103. 

“Documents”. Section 5-103. 

“Honor”. Section 1-201. 

“Midnight deadline". Section 4-104. 

"Person". Section 1-201. 

"Send". Section 1-201. 


$ 5-114. Issuer's Duty and Privilege to Honor; Right to 
Reimbursement. 

(1) An issuer must honor a draft or demand for payment which complies 

ith the terms of the relevant credit regardless of whether the goods or 
documents conform to the underlying contract for sale or other contract be- 

ween the customer and the beneficiary. The issuer is not excused from 

honor of such a draft or demand by reason of an additional general term 
hat all documents must be satisfactory to the issuer, but an issuer may| 
require that specified documents must be satisfactory to it. 

(2) Unless otherwise agreed when documents appear on their face to 
comply with the terms of a credit but a required document does not in fact 
conform to the warranties made on negotiation or transfer of a document 
of title (Section 7-507) or of a certificated security (Section 8-108) or is 
forged or fraudulent or there is fraud in the transaction: 

(a) the issuer must honor the draft or demand for payment if honor is 
demanded by a negotiating bank or other holder of the draft or demand 
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which has taken the draft or demand under the credit and under cir- 
cumstances which would make it a holder in due course (Section 3-302) 
and in an appropriate case would make it a person to whom a document 
of title has been duly negotiated (Section 7-502) or a bona fide purchaser 
of a certificated security (Section 8-302); and 
(b) in all other cases as against its customer, an issuer acting in good 
faith may honor the draft or demand for payment despite notification 
from the customer of fraud, forgery or other defect not apparent on the 
face of the documents but a court of appropriate jurisdiction may enjoin 
such honor. 
(3) Unless otherwise agreed an issuer which has duly honored a draft or 
demand for payment is entitled to immediate reimbursement of any pay- 
ent made under the credit and to be put in effectively available funds not 
later than the day before maturity of any acceptance made under the 
credit. 
[ (4) When a credit provides for payment by the issuer on receipt of no- 
ice that the required documents are in the possession of a correspondent 
or other agent of the issuer 
(a) any payment made on receipt of such notice is conditional; and 


(b) the issuer may reject documents which do not comply with the 
credit if it does so within three banking days following its receipt of the 
documents; and 

(c) in the event of such rejection, the issuer is entitled by charge back 
or otherwise to return of the payment made.] 


[ (5) In the case covered by subsection (4) failure to reject documents 
ithin the time specified in sub-paragraph (b) constitutes acceptance o 
he documents and makes the payment final in favor of the beneficiary.] 


Note: Subsections (4) and (5) are bracketed as optional. If they are included the bracketed 
anguage in the last sentence of Section 5-112(1) should also be included. 


As amended in 1977 and 1994. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

To define the areas in which the issuer must honor drafts or demands for payment under 
a credit and those in which he has an option to do so and to make explicit the customer's 
duty of reimbursement. 

1. The letter of credit is essentially a contract between the issuer and the beneficiary and 
is recognized by this Article as independent of the underlying contract between the customer 
and the beneficiary (See Section 5-109 and Comment thereto). In view of this independent 
nature of the letter of credit engagement, the issuer is under a duty to honor the drafts or 
demands for payment which in fact comply with the terms of the credit without reference 

o their compliance with the terms of the underlying contract. This is stated in subsection 
(1). Attempts by the issuer to reserve a right to dishonor by including a clause that all 
documents must be satisfactory to itself are declared invalid as essentially repugnant to an 
irrevocable letter of credit. Such a reservation can be made by issuing a revocable credit. 
See Section 5-106. Particular documents, such as bills of lading or inspection or weight cer- 

ificates can, of course, be required to be satisfactory to the issuer. The duty of the issuer to 
honor where there is factual compliance with the terms of the credit is also independent o 
any instructions from its customer once the credit has been issued and received by the 

beneficiary. See Section 5-106. 

2. Documents, however, may appear regular on their face and apparently conforming to 
he credit whereas in fact they are forged or fraudulent or in other respects non-conforming 
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o the warranties which arise under other Articles of the Code on their transfer or 
negotiation. Since the issuer's duties to its customer are limited to examination of the docu- 
ments with care (Section 5-109) and since it is important to preserve both the independent 
character of the issuer's engagement and the reasonable reliance on that engagement o 
persons dealing with papers regular on their face and in apparent compliance with the 
erms of the credit, subsection (2)(a) includes as an area in which the issuer's duty to honor 
exists cases in which persons have acted in a manner which would make them the equiva- 
ent of holders in due course under Article 3 or, where relevant, persons to whom docu- 
ments have been duly negotiated under Article 7 or bona fide purchasers of certificated se- 
curities under Article 8. The risk of the original bad-faith action of the beneficiary is thus 
hrown upon the customer who selected him rather than upon innocent third parties or the 
issuer. So, too, is the risk of fraud in the transaction placed upon the customer. 

When, however, no innocent third parties as defined in subsection (a) are involved the is- 
suer is no longer under a duty to honor; but since these matters frequently involve situa- 
ions in which the determination of the fact of the non-conformance may be difficult or 
ime-consuming, the issuer if he acts in good faith is given the privilege of honoring the 
draft as against its customer, that is to say, with a right of reimbursement against him. 

he issuer may, however, refuse honor. In the event of honor, an action by the customer 
against the beneficiary will lie by virtue of either the underlying contract or Section 5-111(1) 
of this Article. In the event of dishonor, if the presenter is a person who has parted with 
alue, he also may recover against the beneficiary under Section 5-111(1). 

3. Subsection (3) represents the standard form for reimbursement. The words “duly 

honored" include not only situations where the issuer has honored because it was his duty 
o do so but also where he was privileged to do so as in subsection (2)(b) or has done so as 
nder Section 5-106(4). 

4. Optional subsections (4) and (5) are for the purpose of clarifying a situation which has 
arisen under the currency restrictions of a few nations and in which payment is required to 
be made under the credit before opportunity exists to examine the documents. The Article 

esolves this situation by making clear that the payment is conditional in nature and may 
be reversed by subsequent timely discovery of defects in the documents. 
Cross References: 

Point 1: Sections 5-106 and 5-109. 

Point 2: Sections 5-106, 5-109, 5-111 and Articles 3, 7 and 8. 

Point 3: Section 5-106. 

Definitional Cross References: 

“Bank”. Section 1-201. 

“Beneficiary”. Section 5-103. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Credit”. Section 5-103. 

“Customer”. Section 5-103. 

“Document”. Section 5-103. 

“Document of title”. Section 1-201. 

“Draft”. Section 3-104. 

“Good faith”. Section 1-201. 

“Holder”. Section 1-201. 

“Honor”. Section 1-201. 

“Issuer”. Section 5-103. 

“Notification”. Section 1-201. 

"Receives notice". Section 1-201. 

"Security". Section 8-102. 

"Term". Section 1-201. 


$ 5-115. Remedy for Improper Dishonor or Anticipatory 
Repudiation. 


(1) When an issuer wrongfully dishonors a draft or demand for payment 


any documents the rights of a person in the position of a seller (Section 
2-707) and may recover from the issuer the face amount of the draft or 
demand together with incidental damages under Section 2-710 on seller's 
incidental damages and interest but less any amount realized by resale or 
other use or disposition of the subject matter of the transaction. In the 
event no resale or other utilization is made the documents, goods or other 
subject matter involved in the transaction must be turned over to the is- 
suer on payment of judgment. 


(2) When an issuer wrongfully cancels or otherwise repudiates a credit 
before presentment of a draft or demand for payment drawn under it the 
beneficiary has the rights of a seller after anticipatory repudiation by the 
buyer under Section 2-610 if he learns of the repudiation in time reason- 
ably to avoid procurement of the required documents. Otherwise the bene- 
ficiary has an immediate right of action for wrongful dishonor. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) states the rights of a person entitled to honor, both with respect to any 
documents and against the issuer, when there is wrongful dishonor. Whether dishonor is 

rongful and whether a particular person is entitled to honor depend on the terms of the 
credit and on the provisions of this Article, particularly Section 5-114 on the issuer's duty 

o honor and Section 5-116 on transfer and assignment. 

2. Subsection (2) states the rights of the beneficiary upon repudiation of the credit, both. 
against the issuer and with respect to any documents or goods. Note that wrongful dis- 
honor of a draft for a portion of the credit is dishonor of the credit under Section 5-112(1), 
and makes applicable subsection (2) of this section as well as subsection (1). 

3. Both subsections are limited to irrevocable credits. Since under Section 5-106(3) revo- 
cable credits may be modified or revoked without notice to the customer or the beneficiary, 

ights against the issuer like those here provided can hardly arise under them. The rights 
of innocent third persons under revocable credits are governed by Section 5-106(4) rather 
han by this section. 
Cross References: 

Point 1: Sections 2-707, 2-710, 5-114 and 5-116. 

Point 2: Sections 2-610, 2-611, 2-703 through 2-706, and 5-112. 

Point 3: Section 5-106. 

Definitional Cross References: 

“Action”. Section 1-201. 

“Beneficiary”. Section 5-103. 

"Credit". Section 5-103. 

“Document”. Section 5-103. 

“Draft”. Section 3-104. 

"Issuer". Section 5-103. 

“Person”. Section 1-201. 

“Rights”. Section 2-201. 


$ 5-116. Transfer and Assignment. 
(1) The right to draw under a credit can be transferred or assigned only 
hen the credit is expressly designated as transferable or assignable. 
(2) Even though the credit specifically states that it is nontransferable or 
nonassignable the beneficiary may before performance of the conditions o 
he credit assign his right to proceeds. Such an assignment is an assign- 
ent of an account under Article 9 on Second Transactions and is governed 
by that Article except that 
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(a) the assignment is ineffective until the letter of credit or advice o 
credit is delivered to the assignee which delivery constitutes perfection 
of the security interest under Article 9; and 


(b) the issuer may honor drafts or demands for payment drawn under 
the credit until it receives a notification of the assignment signed by the 
beneficiary which reasonably identifies the credit involved in the assign- 
ment and contains a request to pay the assignee; and 


(c) after what reasonably appears to be such a notification has been 
received the issuer may without dishonor refuse to accept or pay even to 
a person otherwise entitled to honor until the letter of credit or advice o 
credit is exhibited to the issuer. 


(8) Except where the beneficiary has effectively assigned his right to 
draw or his right to proceeds, nothing in this section limits his right to 
ransfer or negotiate drafts or demands drawn under the credit. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The situation involved is typified by that of an exporter who has made a contract for 
sale with a foreign buyer and is beneficiary of a letter of credit initiated by the buyer, espe- 
cially where the subject matter involves goods still to be manufactured. The exporter is 

equently in need of the wherewithal not only to finance payment to his supplier but to as- 
sure the latter against cancellation of the order during the process of manufacture. For this 
purpose assignment of the exporter's rights under the letter of credit is frequently desirable. 

Since, however, there is general confusion of thought as to the meaning of «assignment or 

ransfer of a credit,” the law remains uncertain. If “assignment of the credit” includes 
delegation of performance of the conditions under the credit then the initiating customer, 

ho in many cases has put his faith in performance or supervision of performance by a 
beneficiary of established reputation, may be deprived of real and intended security. See 
Comment to Section 2-210 on the comparable situation as to the sales contract. On the 
other hand, all “negotiation credits" involve a transfer of the rights of the beneficiary by 

ay of negotiations of the draft and such transfer involves no important loss of the initiat- 
ing party's intended safety. Meanwhile, the exceedingly useful institution of “back to back" 
credits, in which an American bank issues a credit with the exporter as the initiating 
customer and the exporter's supplier as the beneficiary, is dangerous for the banker unless 
he can secure in advance an effective assignment from the exporter of the latter's rights 
under the initial credit issued on behalf of his foreign buyer. Against this background, the 
section is drawn. 

2. Subsection (1) requires the beneficiary's signature on drafts drawn under the credit 
unless it is expressly designated as assignable or transferable. If it is so designated, the 
normal rules of assignment apply and both the right to draw and the performance of the 
beneficiary can be transferred, subject to the beneficiary's continuing liability, if any, for 
he nature of the performance. 

3. Subsection (2) makes clear that to safeguard among other things the letter of credit 
"back to back" practice, the assignability of proceeds in advance of performance cannot be 
prohibited in advance of performance. In this respect the letter of credit is treated like any 
other contract calling for money to be earned. See Section 9-318 generally and Section 
2-210 as to sales contracts. But the special nature of the letter of credit as evidence of the 

ight to proceeds is recognized by the additional requirement of delivery of the letter to the 
assignee as a condition precedent to the perfection of the assignment. Similarly, the fact 
hat letters of credit normally require presentation of drafts or demands for payment which 
are drawn under it and that as a result notice of assignment of proceeds can exist 
simultaneously with a draft payable by order or indorsement to either the beneficiary or 
another third person leads to the necessity for permitting an issuer to protect itself against 
double payment by requiring exhibition of the letter or advice of credit. 
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4. Subsection (3) makes clear that the section has no application to the normal case o 
negotiation of a draft or the transfer of a demand for payment unless effective assignment 
under the section has taken place. 

Cross References: 

Point 1: Section 2-210. 

Point 3: Sections 2-210 and 9-318 and Article 9. 
Definitional Cross References: 

“Accept”. Section 3-410. 

“Account”. Section 9-106. 

“Beneficiary”. Section 5-103. 

“Credit”. Section 5-103. 

“Draft”. Section 3-104. 

“Honor”. Section 1-201. 

“Tssuer”. Section 5-103. 

“Receive notification”. Section 1-201. 


§ 5-117. Insolvency of Bank Holding Funds for Documentary 
Credit. 


(1) Where an issuer or an advising or confirming bank or a bank which 
has for a customer procured issuance of a credit by another bank becomes 
insolvent before final payment under the credit and the credit is one to 

hich this Article is made applicable by paragraphs (a) or (b) of Section 
5-102(1) on scope, the receipt or allocation of funds or collateral to secure 
or meet obligations under the credit shall have the following results: 


(a) to the extent of any funds or collateral turned over after or before 
the insolvency as indemnity against or specifically for the purpose o 
payment of drafts or demands for payment drawn under the designated 
credit, the drafts or demands are entitled to payment in preference over 
depositors or other general creditors of the issuer or bank; and 


(b) on expiration of the credit or surrender of the beneficiary’s rights 
under it unused any person who has given such funds or collateral is 
similarly entitled to return thereof; and 


(c) a charge to a general or current account with a bank if specifically 
consented to for the purpose of indemnity against or payment of drafts 
or demands for payment drawn under the designated credit falls under 
the same rules as if the funds had been drawn out in cash and then 
turned over with specific instructions. 


(2) After honor or reimbursement under this section the customer or 
other person for whose account the insolvent bank has acted is entitled to 
receive the documents involved. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

A bank which issues a letter of credit acts as a principal, not as agent for its customer, 
and engages its own credit. But the resulting liability is not like that to its depositors, and 
he security and indemnity furnished by the customer against it and the documents which 
it receives on honor of complying drafts are not like its own investments. 

The typical letter of credit transaction facilitates the movement of goods. The bank’s 
credit is engaged, but it expects to be put in funds by its customer before it makes disburse- 
ments, or to be reimbursed immediately afterwards. And everybody understands that the 
documents received upon honor of complying drafts are to be turned over to the customer 
at once when he makes reimbursement or signs trust receipts. Only the bank’s commission, 
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if the transaction is completed, will enter the bank's general assets and join the other back- 
ing of its deposit liabilities. 

It is therefore proper, when insolvency occurs before the letter of credit transaction is 
completed, to regard both the outstanding liabilities, the security held and funds provided 
o indemnify against those liabilities, and the related drafts and documents, as separate 

om deposit liabilities and from general assets, and to deal with them as separate. To do so 
carries out the original purpose, which is to facilitate the underlying mercantile transac- 
ion, and does no wrong to the bank's depositors and other general creditors. 

This section states appropriate rules to carry out these principles. The section is limited 
o transactions under Section 5-102(1)(a) and (b) to prevent abuse in situations where the 
commercial purpose of facilitating the movement of goods, securities or the like may be 
acking. 
Cross Reference: 

Compare Section 4-214, and the Comment thereto. 
Definitional Cross References: 

"Advising Bank". Section 5-103. 

“Bank”. Section 1-201. 

“Beneficiary”. Section 5-103. 

“Confirming Bank”. Section 5-103. 

“Credit”. Section 5-103. 

“Customer”. Section 5-103. 

“Document”. Section 5-103. 

“Draft”. Section 3-104. 

“Honor”. Section 1-201. 

“Insolvent”. Section 1-201. 

“Issuer”. Section 5-103. 

“Person”. Section 1-201. 


APPENDIX O 
Pre-Revision Article 9 


Set forth below are the Text and Official Comments of Article 9 as they existed prior to 
Revised Article 9, which became effective July 1, 2001. 


ARTICLE 9 


SECURED TRANSACTIONS; SALES OF ACCOUNTS 
AND CHATTEL PAPER 


PART 1. SHORT TITLE, APPLICABILITY AND DEFINITIONS 


9-101. Short Title. 

9-102. Policy and Subject Matter of Article. 

9-103. Perfection of Security Interest in Multiple State Transactions. 

9-104. Transactions Excluded From Article. 

9-105. Definitions and Index of Definitions. 

9-106. Definitions: “Account”; “General Intangibles”. 

9-107. Definitions: “Purchase Money Security Interest”. 

9-108. When After-Acquired Collateral Not Security for Antecedent Debt. 

9-109. Classification of Goods: “Consumer Goods”; “Equipment”; “Farm 
Products”; “Inventory”. 

9-110. Sufficiency of Description. 

9-111. Applicability of Bulk Transfer Laws. 

9-112. Where Collateral Is Not Owned by Debtor. 

9-113. Security Interests Arising Under Article on Sales or Under Article on 
Leases. 

9-114. Consignment. 

9-115. Investment Property. 

9-116. Security Interest Arising in Purchase or Delivery of Financial Asset. 


PART 2. VALIDITY OF SECURITY AGREEMENT AND RIGHTS 
OF PARTIES THERETO 

9-201. General Validity of Security Agreement. 

9-202. Title to Collateral Immaterial. 

9-203. Attachment and Enforceability of Security Interest; Proceeds; Formal 
Requisites. 

9-204. After-Acquired Property; Future Advances. 

9-205. Use or Disposition of Collateral Without Accounting Permissible. 

9-206. Agreement Not to Assert Defenses Against Assignee; Modification of 
Sales Warranties Where Security Agreement Exists. 

9-207. Rights and Duties When Collateral Is in Secured Party’s Possession. 

9-208. Request for Statement of Account or List of Collateral. 


PART 3. RIGHTS OF THIRD PARTIES; PERFECTED AND 
UNPERFECTED SECURITY INTERESTS; RULES OF PRIORITY 

. Persons Who Take Priority Over Unperfected Security Interests; Rights 
of “Lien Creditor”. 

. When Filing Is Required to Perfect Security Interest; Security Interests 
to Which Filing Provisions of This Article Do Not Apply. 

. When Security Interest Is Perfected; Continuity of Perfection. 

. Perfection of Security Interest in Instruments, Documents, Proceeds of a 
Written Letter of Credit, and Goods Covered by Documents; Perfection 


by Permissive Filing; Temporary Perfection Without Filing or Transfer 
of Possession. 

. When Possession by Secured Party Perfects Security Interest Without 
Filing. 

. “Proceeds”; Secured Party’s Rights on Disposition of Collateral. 

. Protection of Buyers of Goods. 

. Purchase of Chattel Paper and Instruments. 

. Protection of Purchasers of Instruments, Documents, and Securities. 

. Priority of Certain Liens Arising by Operation of Law. 

. Alienability of Debtor’s Rights: Judicial Process. 

. Priorities Among Conflicting Security Interests in the Same Collateral. 

. Priority of Security Interests in Fixtures. 

. Accessions. 

. Priority When Goods Are Commingled or Processed. 

. Priority Subject to Subordination. 

. Secured Party Not Obligated on Contract of Debtor. 

. Defenses Against Assignee; Modification of Contract After Notification 
of Assignment; Term Prohibiting Assignment Ineffective; Identification 
and Proof of Assignment. 


PART 4. FILING 

. Place of Filing; Erroneous Filing; Removal of Collateral. 

. Formal Requisites of Financing Statement; Amendments; Mortgage as 
Financing Statement. 

. What Constitutes Filing; Duration of Filing; Effect of Lapsed Filing; 
Duties of Filing Officer. 

. Termination Statement. 

. Assignment of Security Interest; Duties of Filing Officer; Fees. 

. Release of Collateral; Duties of Filing Officer; Fees. 

. Information From Filing Officer. 

. Financing Statements Covering Consigned or Leased Goods. 


PART 5. DEFAULT 

. Default; Procedure When Security Agreement Covers Both Real and 
Personal Property. 

. Collection Rights of Secured Party. 

. Secured Party’s Right to Take Possession After Default. 

. Secured Party’s Right to Dispose of Collateral After Default; Effect of 
Disposition. 

. Compulsory Disposition of Collateral; Acceptance of the Collateral as 
Discharge of Obligation. 

. Debtor’s Right to Redeem Collateral. 

. Secured Party’s Liability for Failure to Comply With This Part. 


PART 1 
SHORT TITLE, APPLICABILITY AND DEFINITIONS 


§ 9-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Secured Transactions. 
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Official Comment 

This Article sets out a comprehensive scheme for the regulation of security interests in 
personal property and fixtures. It supersedes prior legislation dealing with such security 
devices as chattel mortgages, conditional sales, trust receipts, factor's liens and assign- 
ments of accounts receivable (see Note to Section 9-102). 

Consumer installment sales and consumer loans present special problems of a nature 

hich makes special regulation of them inappropriate in a general commercial codification. 
Many states now regulate such loans and sales under small loan acts, retail installment 
selling acts and the like. The National Conference of Commissioners on Uniform State 
Laws has proposed a Uniform Consumer Credit Code dealing with this subject. While this 
Article applies generally to security interests in consumer goods, it is not designed to 
supersede such regulatory legislation (see Notes to Sections 9-102 and 9-203). Nor is this 
Article designed as a substitute for small loan acts or retail installment selling acts in any 
state which does not presently have such legislation. 

Pre-Code law recognized a wide variety of security devices, which came into use at vari- 
ous times to make possible different types of secured financing. Differences between one de- 

ice and another persisted, in formal requisites, in the secured party's rights against the 
debtor and third parties, in the debtor's rights against the secured party, and in filing 
equirements, although many of those differences no longer served any useful function. 
hus an unfiled chattel mortgage was by the law of many states “void” against creditors 
generally; a conditional sale, often available as a substitute for the chattel mortgage, was 
in some states valid against all creditors without filing, and in states where filing is required 

as, if unfiled, void only against lien creditors. The recognition of so many separate secu- 
ity devices had the result that half a dozen filing systems covering chattel security devices 
might be maintained within a state, some on a county basis, others on a state-wide basis, 
each of which had to be separately checked to determine a debtor's status. 

Nevertheless, despite the great number of security devices there remained gaps in the 
structure. In many states, for example, a security interest could not be taken in inventor 
or a stock in trade although there was a real need for such financing. It was often baffling 

o try to maintain a technically valid security interest when financing a manufacturing pro- 
cess, where the collateral starts out as raw materials, becomes work in process and ends as 
nished goods. Furthermore, it was by no means clear, even to specialists, how under pre- 
Code law a security interest might be taken in many kinds of intangible property—such as 
elevision or motion picture rights—which have come to be an important source of com- 
mercial collateral. 

While the chattel mortgage was adaptable for use in almost any situation where goods 
are collateral, there were limitations, sometimes highly technical, on the use of other de- 

ices, such as the conditional sale and particularly the trust receipt. The cases are many in 

hich a security transaction described by the parties as a conditional sale or a trust receipt 

as later determined by a court to be something else, usually a chattel mortgage. The con- 
sequence of such a determination was typically to void the security interest against credi- 
ors because the security agreement was not filed as a chattel mortgage (even though it 
may have been filed as a conditional sale or a trust receipt). The already mentioned dif- 
culty of financing on the security of inventory has been got around to some extent by the 
device known as “field warehousing” as well as by the use of the trust receipt. After 1940 a 
number of states generally authorized inventory financing by enacting statutes, similar al- 
hough not uniform, known as “factor’s lien” acts. Also after 1940 the increasingly important 
business of lending against accounts receivable inspired new statutes in that field in more 
han thirty states. 

The growing complexity of financing transactions forced legislatures to keep piling new 
statutory provisions on top of our inadequate and already sufficiently complicated 
nineteenth-century structure of security law. The results of this continuing development 

ere increasing costs to both parties and increasing uncertainty as to their rights and the 

ights of third parties dealing with them. 

The aim of this Article is to provide a simple and unified structure within which the im- 
mense variety of present-day secured financing transactions can go forward with less cost 
and with greater certainty. 

Under this Article the traditional distinctions among security devices, based largely on. 

orm, are not retained; the Article applies to all transactions intended to create security 
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interests in personal property and fixtures, and the single term “security interest" 
substitutes for the variety of descriptive terms which had grown up at common law and 
under a hundred-year accretion of statutes. This does not mean that the old forms may not 
be used, and Section 9-102(2) makes it clear that they may be. 

This Article does not determine whether “title” to collateral is in the secured party or in. 
he debtor and adopts neither a “title theory" nor a “lien theory" of security interests. 
Rights, obligations and remedies under the Article do not depend on the location of title 
(Section 9-202). The location of title may become important for other purposes—as, for 
example, in determining the incidence of taxation—and in such a case the parties are left 
ree to contract as they will. In this connection the use of a form which has traditionally 
been regarded as determinative of title (e.g., the conditional sale) could reasonably be 
egarded as evidencing the parties’ intention with respect to title to the collateral. 

Under the Article distinctions based on form (except as between pledge and non- 
possessory interests) are no longer controlling. For some purposes there are distinctions 
based on the type of property which constitutes the collateral—industrial and commercial 
equipment, business inventory, farm products, consumer goods, accounts receivable, docu- 
ments of title and other intangibles—and, where appropriate, the Article states special 
ules applicable to financing transactions involving a particular type of property. Despite 
he statutory simplification a greater degree of flexibility in the financing transaction is al- 
owed than is possible under existing law. 

The scheme of the Article is to make distinctions, where distinctions are necessary, along 
unctional rather than formal lines. 

This has made possible a radical simplification in the formal requisites for creation of a 
security interest. 

A more rational filing system replaces the present system of different files for each secu- 
ity device which is subject to filing requirements. Thus not only is the information 
contained in the files made more accessible but the cost of procuring credit information, 
and, incidentally, of maintaining the files, is greatly reduced. 

The Article's flexibility and simplified formalities should make it possible for new forms 
of secured financing, as they develop, to fit comfortably under its provisions, thus avoiding 
he necessity, so apparent in recent years, of year by year passing new statutes and tinker- 
ing with the old ones to allow legitimate business transactions to go forward. 

The rules set out in this Article are principally concerned with the limits of the secured 
party's protection against purchasers from and creditors of the debtor. Except for procedure 
on default, freedom of contract prevails between the immediate parties to the security 
ransaction. 


$ 9-102. Policy and Subject Matter of Article. 
(1) Except as otherwise provided in Section 9-104 on excluded transac- 
ions, this Article applies 
(a) to any transaction (regardless of its form) which is intended to cre- 
ate a security interest in personal property or fixtures including goods, 
documents, instruments, general intangibles, chattel paper or accounts; 
and also 


(b) to any sale of accounts or chattel paper. 

(2) This Article applies to security interests created by contract includ- 
ing pledge, assignment, chattel mortgage, chattel trust, trust deed, factor's 
lien, equipment trust, conditional sale, trust receipt, other lien or title 
retention contract and lease or consignment intended as security. This 
Article does not apply to statutory liens except as provided in Section 
9-310. 

(3) The application of this Article to a security interest in a secured 
obligation is not affected by the fact that the obligation is itself secured by 
a transaction or interest to which this Article does not apply. 

Note: The adoption of this Article should be accompanied by the repeal of existing statutes 
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dealing with conditional sales, trust receipts, factor's liens where the factor is given a non- 
possessory lien, chattel mortgages, crop mortgages, mortgages on railroad equipment, as- 
ignment of accounts and generally statutes regulating security interests in personal property. 
Where the state has a retail installment selling act or small loan act, that legislation 
hould be carefully examined to determine what changes in those acts are needed to conform 
them to this Article. This Article primarily sets out rules defining rights of a secured party 
against persons dealing with the debtor; it does not prescribe regulations and controls which 
may be necessary to curb abuses arising in the small loan business or in the financing o, 
onsumer purchases on credit. Accordingly there is no intention to repeal existing regulatory 
acts in those fields by enactment or re-enactment of Article 9. See Section 9-203(4) and the 
ote thereto. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The main purpose of this Section is to bring all consensual security interests in personal, 
property and fixtures under this Article, except for certain types of transactions excluded 
by Section 9-104. In addition certain sales of accounts and chattel paper are brought within 
his Article to avoid difficult problems of distinguishing between transactions intended for 
security and those not so intended. As to security interests in fixtures created under the 
aw applicable to real estate, see Section 9-313(1). 

1. Except for sales of accounts and chattel paper, the principal test whether a transaction 
comes under this Article is: is the transaction intended to have effect as security? For 
example, Section 9-104 excludes certain transactions where the security interest (such as 
an artisan's lien) arises under statute or common law by reason of status and not by 
consent of the parties. Transactions in the form of consignments or leases are subject to 
his Article if the understanding of the parties or the effect of the arrangement shows that 
a security interest was intended. (As to consignments the provisions of Sections 2-326, 
9-114 and 9-408 should be consulted.) When it is found that a security interest as defined 
in Section 1-201(37) was intended, this Article applies regardless of the form of the transac- 
ion or the name by which the parties may have christened it. The list of traditional secu- 

ity devices in subsection (2) is illustrative only; other old devices, as well as any new ones 
hich the ingenuity of lawyers may invent, are included, so long as the requisite intent is 
ound. The controlling definition is that contained in subsection (1). 

The Article does not in terms abolish existing security devices. The conditional sale or 
bailment-lease, for example, is not prohibited; but even though it is used, the rules of this 

rticle govern. 

2. If an obligation is to repay money lent and is not part of chattel paper, it is either an 
instrument or a general intangible. A sale of an instrument or general intangible is not 

ithin this Article, but a transfer intended to have effect as security for an obligation of the 
ransferor is covered by subsection 1(a). In either case the nature of the transaction is not 
affected by the fact that collateral is transferred with the instrument or general intangible. 
Such a transfer is treated as a transfer by operation of law, whether or not it is articulated 
in the agreement. 

An assignment of accounts or chattel paper as security for an obligation is covered by 
subsection (1)(a). Commercial financing on the basis of accounts and chattel paper is often 
so conducted that the distinction between a security transfer and a sale is blurred, and a 
sale of such property is therefore covered by subsection (1)(b) whether intended for security 
or not, unless excluded by Section 9-104. The buyer then is treated as a secured party, and 
his interest as a security interest. See Sections 9-105(1)(m), 1-201(37). Certain sales which 
have nothing to do with commercial financing transactions are excluded by Section 9-104(f); 
compare Spurlin v. Sloan, 368 S.W.2d 314 (Ky.1963). See also Section 9-302(1)(e), exempt- 
ing from filing casual or isolated assignments, and Section 9-302(2), preserving the perfected 
status of a security interest against the original debtor when a secured party assigns his 
interest. 


Neither Section 9-102 nor any other provision of Article 9 is intended to prevent the 
ransfer of ownership of accounts or chattel paper. The determination of whether a particu- 
ar transfer of accounts or chattel paper constitutes a sale or a transfer for security purposes 
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(such as in connection with a loan) is not governed by Article 9. Article 9 applies both to 
sales of accounts or chattel paper and loans secured by accounts or chattel paper primaril 
o incorporate Article 9's perfection rules. The use of terminology such as “security interest" 
o include the interest of a buyer of accounts or chattel paper, “secured party” to include a 
buyer of accounts or chattel paper, “debtor” to include a seller of accounts or chattel paper, 
and “collateral” to include accounts or chattel paper that have been sold is intended solely 
as a drafting technique to achieve this end and is not relevant to the sale or secured trans- 
action determination. See PEB Commentary No. 14, dated June 10, 1994 [Appendix V, 
infra]. 

3. In general, problems of choice of law in this Article as to the validity of security agree- 
ments are governed by Section 1-105. Problems of choice of law as to perfection of security 
interests and the effect of perfection or non-perfection thereof, including rules requiring 

eperfection, are governed by Section 9-103. 

4. An illustration of subsection (3) is as follows: 

The owner of Blackacre borrows $10,000 from his neighbor, and secures his note by a 
mortgage on Blackacre. This Article is not applicable to the creation of the real estate 
mortgage. Nor is it applicable to a sale of the note by the mortgagee, even though the 
mortgage continues to secure the note. However, when the mortgagee pledges the note to 
secure his own obligation to X, this Article applies to the security interest thus created, 

hich is a security interest in an instrument even though the instrument is secured by a 

eal estate mortgage. This Article leaves to other law the question of the effect on rights 

under the mortgage of delivery or non-delivery of the mortgage or of recording or non- 
ecording of an assignment of the mortgagee's interest. See Section 9-104(j). But under 
Section 3-304(5) recording of the assignment does not of itself prevent X from holding the 
note in due course. 

5. While most sections of this Article apply to a security interest without regard to the 

ature of the collateral or its use, some sections state special rules with reference to partic- 
lar types of collateral. An index of sections where such special rules are stated follows: 


ACCOUNTS 


Section 

9-102(1)(b) Sale of accounts subject to Article 

9-103(1) When Article applies; conflict of laws rules 

9-104(f) Certain sales of accounts excluded from Article 

9-106 Definitions 

9-205 Permissible for debtor to make collections 

9-206(1) Agreement not to assert defenses against assignee 

9-301(1)(d) Unperfected security interest subordinate to certain transferees 
9-302(1)(e) What assignments need not be filed 


9-306(5) Rule when goods whose sale gave rise to an account return to seller’s 
possession 


9-318(1) Rights of assignee subject to defenses 

9-318(2) Modification of contract after assignment of contract right 
9-318(3) When account debtor may pay assignor 

9-318(4) Term prohibiting assignment ineffective 

9-401 Place of filing 

9-502 Collection rights of secured party 


9-504(2) Rights on default where underlying transaction was sale of accounts 
or contract rights 


CHATTEL PAPER 


Section 
9-102(1)(b) 
9-104(f) 
9-105(1)(b) 
9-205 
9-206(1) 
9-207(1) 


9-301(1)(c) 
9-304(1) 
9-305 
9-306(5) 


9-308 
9-318(1) 
9-318(3) 
9-502 
9-504(2) 


9-105(1)(e) 
9-105(1)(g) 
9-206(1) 


9-207(1) 


9-301(1)(c) 


9-302(1)(b) 
and (f) 


9-304(1) 
9-304(2, 3) 


9-304(4, 5) 


9-305 
9-308 
9-309 


9-501(1) 
9-502 


9-103(2) 
9-105 
9-106 
9-301(1)(d) 
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ACCOUNTS 


Sale subject to Article 

Certain sales excluded from Article 

Definition 

Permissible for debtor to make collections 
Agreement not to assert defenses against assignee 


Duty of secured party in possession to preserve rights against prior 
parties 


Unperfected security interest subordinate to certain transferees 
Perfection by filing 
When possession by secured party perfects security interest 


Rule when goods whose sale results in chattel paper return to seller’s 
possession 


When purchasers of chattel paper have priority over security interest 
Rights of assignee subject to defenses 

When account debtor may pay assignor 

Collection rights of secured party 

Rights on default where underlying transaction was sale 


DOCUMENTS AND INSTRUMENTS 


Definition of document (and see 1-201) 
Definition of instrument 


Rule where buyer of goods signs both negotiable instrument and secu- 
rity agreement 


Duty of secured party in possession of instrument to preserve rights 
against prior parties 


Unperfected security interest subordinate to certain transferees 
What interests need not be filed 


How security interest can be perfected 


Perfection of security interest in goods in possession of issuer of nego- 
tiable document or of other bailee 


Perfection of security interest in instruments or negotiable documents 
without filing or transfer of possession 


When possession by secured party perfects security interest 
When purchasers of instruments have priority over security interest 


When purchasers of negotiable instruments or negotiable documents 
have priority over security interest 


Rights on default when collateral is documents 
Collection rights of secured party 


GENERAL INTANGIBLES 


When Article applies; conflict of laws rules 

Obligor is “account debtor” 

Definition 

Unperfected security interest subordinate to certain transferees 


Section 
9-318(1) 
9-318(3) 
9-502 


ACCOUNTS 


Rights of assignee subject to defenses 
When account debtor may pay assignor 
Collection rights of secured party 


GOODS 


(See also Consumer Goods, Equipment, Farm Products, Inventory) 


9-108 


9-105(1)(h) 
9-109 


9-203 
9-204 


9-205 
9-206(2) 
9-301(1)(c) 
9-304(2, 3) 


9-304(5) 


9-305 
9-306(5) 


9-307 
9-313 
9-314 
9-315 
9-401(1) 
9-402 
9-504(1) 


9-109(1) 
9-203(2) 


9-204(2) 
9-206(1) 


9-302(1)(d) 
9-307(2) 
9-401(1)(a) 
9-505(1) 


When Article applies with regard to goods of a type normally used in 
more than one jurisdiction; goods covered by certificate of title; 
conflict of laws rules 


Definition 


Classification of goods as consumer goods, equipment, farm products 
and inventory 


Formal requisites of security agreement covering certain types of 
goods (crops or timber) 


Validity of after-acquired property clause covering certain types of 
goods (crops, consumer goods) 


Permissible for debtor to accept returned goods 
When security agreement can limit or modify warranties on sale 
Unperfected security interest subordinate to certain transferees 


Perfection of security interest in goods in possession of issuer of nego- 
tiable document or of other bailee 


Perfection of security interest without filing or transfer of possession 


where goods in possession of certain bailees 
When possession by secured party perfects security interest 


Rule when goods whose sale gave rise to account or chattel paper 
return to seller’s possession 


When buyers of goods from debtor take free of security interest 
Goods which are or become fixtures 


Goods affixed to other goods 

Goods commingled in a product 

Place of filing for fixtures 

Form of financing statement covering fixtures 

Sale of goods by secured party after default subject to Article 2 (Sales) 


CONSUMER GOODS 


Definition 


Transaction, although subject to this Article, may also be subject to 
certain regulatory statutes 


Validity of after-acquired property clause 


Buyer’s agreement not to assert defenses against an assignee subject 
to statute or decision which establishes rule for buyers of consumer 
goods 


When filing not required 

When buyers from debtor take free of security interest 

Place of filing 

Secured party’s duty to dispose of repossessed consumer goods 
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ACCOUNTS 


Section 


9-507(1) Secured party’s liability for improper disposition of consumer goods 
after default 


EQUIPMENT 


9-103(2) When Article applies with regard to certain types of equipment 
normally used in more than one jurisdiction; conflict of laws rules 


9-109(2) Definition 


9-302(1)(c) When filing not required to perfect security interest in certain farm 
equipment 

9-307(2) When buyers of certain farm equipment from debtor take free of secu- 
rity interest 

9-401(1) Place of filing for equipment used in farming operation 


9-503 Secured party’s right after default to remove or to render equipment 
unusable 


FARM PRODUCTS 


9-109(3) Definition 
9-203(1)(b) Formal requisites of security agreement covering crops 
9-307 When a buyer of farm products takes free of security interest 


9-312(2) Priority of secured party who gives new value to enable debtor to pro- 
duce crops 


9-401(1) Place of filing 


9-402(1) Form of financing statement covering crops 
and (3) 


INVENTORY 


9-103(3) When Article applies with regard to certain types of inventory 
normally used in more than one jurisdiction; conflict of laws rules 


9-109(4) Definition 


9-114 Consigned goods 


9-306(5) Rule where goods whose sale gave rise to account or chattel paper 
return to seller’s possession 


9-307(1) When buyers from debtor take free of security interest 


9-312(3), When purchase money security interest takes priority over conflicting 
9-304(5) security interest 


9-408 Financing statements covering consigned or leased goods 


Cross References: 
Sections 9-103 and 9-104. 
Point 1: Section 2-326. 
Point 2: Section 1-105. 
Definitional Cross References: 
“Account”. Section 9-106. 
“Chattel paper”. Section 9-105. 
“Contract”. Section 1-201. 
“Document”. Section 9-105. 
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"General intangibles". Section 9-106. 
“Goods”. Section 9-105. 
“Instrument”. Section 9-105. 
"Security interest". Section 1-201. 


§ 9-103. Perfection of Security Interest in Multiple State 
Transactions. 


[1995 Amendments to text indicated by strikeout and underline] 
(1) Documents, instruments, letters of credit, and ordinary goods. 

(a) This subsection applies to documents, and instruments, rights to 
proceeds of written letters of credit, and te goods other than those covered 
by a certificate of title described in subsection (2), mobile goods described 
in subsection (3), and minerals described in subsection (5). 

(b) Except as otherwise provided in this subsection, perfection and the 
effect of perfection or non-perfection of a security interest in collateral 
are governed by the law of the jurisdiction where the collateral is when 
the last event occurs on which is based the assertion that the security 
interest is perfected or unperfected. 

(c) If the parties to a transaction creating a purchase money security 
interest in goods in one jurisdiction understand at the time that the se- 
curity interest attaches that the goods will be kept in another jurisdic- 
tion, then the law of the other jurisdiction governs the perfection and 
the effect of perfection or non-perfection of the security interest from the 
time it attaches until thirty days after the debtor receives possession o 
the goods and thereafter if the goods are taken to the other jurisdiction 
before the end of the thirty-day period. 

(d) When collateral is brought into and kept in this state while subject 
to a security interest perfected under the law of the jurisdiction from 
which the collateral was removed, the security interest remains 
perfected, but if action is required by Part 3 of this Article to perfect the 
security interest, 

(i) if the action is not taken before the expiration of the period o 
perfection in the other jurisdiction or the end of four months after the 
collateral is brought into this state, whichever period first expires, the 
security interest becomes unperfected at the end of that period and is 
thereafter deemed to have been unperfected as against a person who 
became a purchaser after removal; 

(ii) if the action is taken before the expiration of the period specified 
in subparagraph (i), the security interest continues perfected thereaf- 
ter; 

(iii) for the purpose of priority over a buyer of consumer goods (subsec- 
tion (2) of Section 9-307), the period of the effectiveness of a filing in 
the jurisdiction from which the collateral is removed is governed by 
the rules with respect to perfection in subparagraphs (i) and (ii). 

(2) Certificate of title. 

(a) This subsection applies to goods covered by a certificate of title is- 
sued under a statute of this state or of another jurisdiction under the 
law of which indication of a security interest on the certificate is required 
as a condition of perfection. 
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(b) Except as otherwise provided in this subsection, perfection and the 
effect of perfection or non-perfection of the security interest are governed 
by the law (including the conflict of laws rules) of the jurisdiction issuing 
the certificate until four months after the goods are removed from that 
jurisdiction and thereafter until the goods are registered in another ju- 
risdiction, but in any event not beyond surrender of the certificate. After 
the expiration of that period, the goods are not covered by the certificate 
of title within the meaning of this section. 

(c) Except with respect to the rights of a buyer described in the next 
paragraph, a security interest, perfected in another jurisdiction 
otherwise than by notation on a certificate of title, in goods brought into 
this state and thereafter covered by a certificate of title issued by this 
state is subject to the rules stated in paragraph (d) of subsection (1). 

(d) If goods are brought into this state while a security interest therein 
is perfected in any manner under the law of the jurisdiction from which 
the goods are removed and a certificate of title is issued by this state 
and the certificate does not show that the goods are subject to the secu- 
rity interest or that they may be subject to security interests not shown 
on the certificate, the security interest is subordinate to the rights of a 
buyer of the goods who is not in the business of selling goods of that 
kind to the extent that he gives value and receives delivery of the goods 
after issuance of the certificate and without knowledge of the security 
interest. 

(3) Accounts, general intangibles and mobile goods. 

(a) This subsection applies to accounts (other than an account 
described in subsection (5) on minerals) and general intangibles (other 
than uncertificated securities) and to goods which are mobile and which 
are of a type normally used in more than one jurisdiction, such as motor 
vehicles, trailers, rolling stock, airplanes, shipping containers, road 
building and construction machinery and commercial harvesting 
machinery and the like, if the goods are equipment or are inventory 
leased or held for lease by the debtor to others, and are not covered by a 
certificate of title described in subsection (2). 

(b) The law (including the conflict of laws rules) of the jurisdiction in 
which the debtor is located governs the perfection and the effect of perfec- 
tion or non-perfection of the security interest. 

(c) If, however, the debtor is located in a jurisdiction which is not a 
part of the United States, and which does not provide for perfection o 
the security interest by filing or recording in that jurisdiction, the law o 
the jurisdiction in the United States in which the debtor has its major 
executive office in the United States governs the perfection and the effect 
of perfection or non-perfection of the security interest through filing. In 
the alternative, if the debtor is located in a jurisdiction which is not a 
part of the United States or Canada and the collateral is accounts or 
general intangibles for money due or to become due, the security inter- 
est may be perfected by notification to the account debtor. As used in 
this paragraph, “United States" includes its territories and possessions 
and the Commonwealth of Puerto Rico. 

(d) A debtor shall be deemed located at his place of business if he has 


1750 


one, at his chief executive office if he has more than one place of busi- 

ness, otherwise at his residence. If, however, the debtor is a foreign air 

carrier under the Federal Aviation Act of 1958, as amended, it shall be 
deemed located at the designated office of the agent upon whom service 
of process may be made on behalf of the foreign air carrier. 

(e) A security interest perfected under the law of the jurisdiction of the 
location of the debtor is perfected until the expiration of four months af- 
ter a change of the debtor's location to another jurisdiction, or until 
perfection would have ceased by the law of the first jurisdiction, which- 
ever period first expires. Unless perfected in the new jurisdiction before 
the end of that period, it becomes unperfected thereafter and is deemed 
to have been unperfected as against a person who became a purchaser 
after the change. 

(4) Chattel paper. 

The rules stated for goods in subsection (1) apply to a possessory secu- 
rity interest in chattel paper. The rules stated for accounts in subsection 
(3) apply to a non-possessory security interest in chattel paper, but the se- 
curity interest may not be perfected by notification to the account debtor. 

(5) Minerals. 

Perfection and the effect of perfection or non-perfection of a security 
interest which is created by a debtor who has an interest in minerals or 

he like (including oil and gas) before extraction and which attaches thereto 
as extracted, or which attaches to an account resulting from the sale 
hereof at the wellhead or minehead are governed by the law (including 


he conflict of laws rules) of the jurisdiction wherein the wellhead or 
minehead is located. 


(6) Investment property. 

(a) This subsection applies to investment property. 

(b) Except as otherwise provided in paragraph (f), during the time that 
a security certificate is located in a jurisdiction, perfection of a security 
interest, the effect of perfection or non-perfection, and the priority of a 
security interest in the certificated security represented thereby are 
governed by the local law of that jurisdiction. 

(c) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority o 
a security interest in an uncertificated security are governed by the local 
law of the issuer's jurisdiction as specified in Section 8-110(d). 

(d) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority o 
a security interest in a security entitlement or securities account are 
governed by the local law of the securities intermediary's jurisdiction as 
specified in Section 8-110(e). 

(e) Except as otherwise provided in paragraph (f), perfection of a secu- 
rity interest, the effect of perfection or non-perfection, and the priority o 
a security interest in a commodity contract or commodity account are 
governed by the local law of the commodity intermediary's jurisdiction. 
The following rules determine a *commodity intermediary's jurisdiction" 
for purposes of this paragraph: 
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(i) If an agreement between the commodity intermediary and com- 
modity customer specifies that it is governed by the law of a particular 
jurisdiction, that jurisdiction is the commodity intermediary's 
jurisdiction. 

(ii) If an agreement between the commodity intermediary and com- 
modity customer does not specify the governing law as provided in 
subparagraph (i) but expressly specifies that the commodity account 
is maintained at an office in a particular jurisdiction, that jurisdiction 
is the commodity intermediary's jurisdiction. 

(iii) If an agreement between the commodity intermediary and com- 
modity customer does not specify a jurisdiction as provided in 
subparagraphs (i) or (ii), the commodity intermediary's jurisdiction is 
the jurisdiction in which is located the office identified in an account 
statement as the office serving the commodity customer's account. 

(iv) If an agreement between the commodity intermediary and com- 
modity customer does not specify a jurisdiction as provided in 
subparagraphs (i) or (ii) and an account statement does not identify an 
office serving the commodity customer's account as provided in 
subparagraph (iii), the commodity intermediary's jurisdiction is the ju- 
risdiction in which is located the chief executive office of the commod- 
ity intermediary. 

(f) Perfection of a security interest by filing, automatic perfection of a 
security interest in investment property granted by a broker or securi- 
ties intermediary, and automatic perfection of a security interest in a 


commodity contract or commodity account granted by a commodity 
intermediary are governed by the local law of the jurisdiction in which 
the debtor is located. 


As amended in 1972, 1977, 1994, and 1995. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995, respectiverly. 


Official Comment 


Prior Uniform Statutory Provisions: Paragraph 1(d): Section 14, Uniform Conditional 


1. The general rules on choice of law between the original parties in Section 1-105 apply 
o this Article. However, when conflicting claims to collateral arise, the question depends 
on perfection of security interests, and thus on the effect of perfection or non-perfection. 
hese problems are dealt with in this section. The general rule (paragraph (1)(b) ) is that 
hese questions are governed by the law of the jurisdiction where the collateral is when the 
ast event occurs on which is based the assertion that the security interest is perfected or 
nperfected. This event will frequently be the filing. If the last event is not filing and 
perfection is through filing, the filing required is in the jurisdiction where the collateral is 
hen the last event occurs; prior filing in another jurisdiction is not effective and is not 
saved by the four-month rule discussed below, which applies only when the security inter- 
est was perfected in the jurisdiction from which the collateral was removed. If the security, 
interest was perfected in one jurisdiction and then removed to another jurisdiction, mainte- 
mance of perfection in the latter jurisdiction or failure to do so is the “last event" to which 
he basic rule refers. 
There are, however, exceptions to this basic rule: 
2. If the parties to a transaction creating a purchase money security interest in goods 
nderstand when the security interest attaches that the collateral will be kept in another 
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jurisdiction, the law of that jurisdiction governs perfection and the effect of perfection or 
on-perfection until 30 days after the debtor receives possession of the goods (paragraph 
(1)(c) ). A filing in that jurisdiction perfects the security interest even before the goods are 
emoved. The 30-day period is not a period of grace during which filing is unnecessary or 
has retroactive effect, but merely states the period during which the other jurisdiction is 
he place of filing. The effect of late filing is governed by other provisions, such as Sections 
9-301 and 9-312. 

3. If the goods reach that jurisdiction within the 30 days, the effectiveness of the filing in 
hat jurisdiction continues without interruption. If the collateral is not kept in that juris- 
diction before the end of the 30-day period, paragraph (1)(c) ceases to be applicable and 
hereafter the law of the jurisdiction where the collateral is controls perfection. A failure o 
he collateral to reach the intended destination jurisdiction before the expiration of the 30- 
day period because of a conflicting claim or otherwise may cause disappointment of expecta- 
ions that the law of the destination jurisdiction will govern continuously, and caution may 
dictate filing both in that jurisdiction and in the jurisdiction where the security interest 
attaches. 

This section uses the concepts that goods are “kept” in a state or “brought” into a state, 
and related terms. These concepts imply a stopping place of a permanent nature in the 
state, not merely transit or storage intended to be transitory. 

4.(a) Where the collateral is an automobile or other goods covered by a certificate of title 
issued by any state and the security interest is perfected by notation on the certificate o 

itle, perfection is controlled by the certificate of title rather than by the law of the state 
herein the security interest attached (subsection (2) ). 

(b) It has long been hoped that “exclusive certificate of title laws" would provide a sure 
means of controlling property interests in goods like automobiles, which because of their 

ature cannot readily be controlled by local or statewide filing alone. In theory the certifi- 
cate of title should control the property interests in the vehicle wherever the vehicle ma 

be. However, two circumstances operate to prevent the perfect operation of the certificate o 
itle device: 

First, some states have never adopted certificate of title laws. This results in a problem 
in the issuance of a certificate of title when the vehicle moves from a non-certificate to a 
certificate state, because the certificate-issuing officer is in no position to conduct a complete 
search to ascertain the condition of the title in a state of origin which requires no filing or 
in which filing could be in any one or more of several localities. Also, it seems that when a 

ehicle moves from a certificate to a non-certificate state, the officers issuing a new registra- 
ion for the vehicle are not always meticulous to notify secured parties shown on the certif- 
icate to give them a chance to perfect their security interests in the non-certificate state 

hen a new registration is issued. Moreover, some vehicles like mobile homes are not 
always registered and title certificates are not always issued even in a state which may 
have certificate laws applicable thereto, because the certificate laws may apply only if the 
mobile homes use the highways. Registration plates of a mobile home having a certificate 
could be removed and there would be nothing visible to show that a certificate had ever 
been issued for it. 

Second, various fraudulent devices based on allegations of loss of the certificate of title 
enable a dishonest person to obtain both an original and a duplicate of title; to have a secu- 

ity interest shown on only one thereof; and then to effect a transfer into a new state on the 
basis of the clean certificate, no matter how diligent the officers in the second state may be. 

Given these practical problems, the choice of applicable rules of law after interstate 
emovals of vehicles subject to certificate of title laws is most difficult. This Article provides 
he rules set forth below. 

(c) The security interest perfected by notation on a certificate of title will be recognized 

ithout limit as to time; but, of course, perfection by this method ceases if the certificate o 
itle is surrendered (paragraph (2)(b) ). Since the secured party ordinarily holds the certifi- 
cate, surrender thereof could not occur without his action in the matter in some respect. T 
he vehicle is reregistered in another jurisdiction while the secured party still holds the cer- 
ificate, a danger of deception to third parties arises. The section provides that the certifi- 
cate ceases to control after 4 months following removal if reregistration has occurred, but 
during the 4 months the secured party has the same protection for cases of interstate re- 
moval as is set forth in paragraph (1)(d) of the section and Comment 7, subject to ad- 
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ditional limitation if the reregistration also involves a new “clean” certificate of title in the 
emoval jurisdiction and a non-professional buyer buys while that new certificate is 
outstanding. See paragraph (2)(d) and Comment 4(e). 

(d) If a vehicle not described in the preceding paragraph (i.e., not covered by a certificate 
of title) is removed to a certificate state and a certificate is issued therefor, the holder of a 
security interest has the same 4-month protection, subject to the provision discussed in the 
next paragraph of Comment. 

(e) Where “this state" issues a certificate of title on collateral that has come from another 
state subject to a security interest perfected in any manner, problems will arise if this 
state, from whatever cause, fails to show on its certificate the security interest perfected in 

he other jurisdiction. This state will have every reason, nevertheless, to make its certifi- 
cate of title reliable to the type of person who most needs to rely on it. Paragraph (2)(d) o 
he section therefore provides that the security interest perfected in the other jurisdiction 
is subordinate to the rights of a limited class of persons buying the goods while there is a 
clean certificate of title issued by this state, without knowledge of the security interest 
perfected in the other jurisdiction. The limited class are buyers who are non-professionals, 
i.e., not dealers and not secured parties, because these are ordinarily professionals. The 
protective rule mentioned does not apply if this state adopts a device used under some cer- 
ificate of title laws, namely, stating on the certificate of title that the vehicle may be 
subject to security interests not shown on the certificate, where the collateral came from a 
on-certificate state. 

In any event the security interest perfected out of state becomes unperfected unless 

eperfected in this state under the usual 4-month rule (paragraph (2)(d) of the section). 

States which place a cautionary statement on a certificate of title coming from a non- 
certificate state make provision to reissue the certificate without the caution after four 
months. 

One difficulty is that no state's certificate of title law makes any provision by which a 
oreign security interest may be reperfected in that state, without the cooperation of the 
owner or other person holding the certificate in temporarily surrendering the certificate. 
But that cooperation is not likely to be forth-coming from an owner who wrongfully procured 

he issuance of a new certificate not showing the out-of-state security interest, or from a lo- 
cal secured party finding himself in a priority contest with the out-of-state secured party. 

he only solution for the out-of-state secured party under present certificate of title laws 
seems to be reperfect by possession, i.e., by repossessing the goods. 

5. The general rules of the section based on location of the collateral could not be applied 

o certain types of intangible collateral which have no location in any realistic sense, or to 
certain movable chattels which have no permanent location. 

(a) For accounts and general intangibles there is no indispensable or symbolic document 

hich represents the underlying claim, whose endorsement or delivery is the one effectual 
means of transfer. There is a considerable body of case law dealing with the situs of choses 
in action such as these. This case law is in the highest degree confused, contradictory and 
uncertain: it affords no base on which to build a statutory rule. 

An account arises typically out of a sale; the contract of sale may be executed in State A, 

he goods shipped from a warehouse in State B to buyer (account debtor) in State C. The 
account may then be assigned to an assignee in State D. The seller-assignor may keep his 
principal records in State E. Under the non-notification system of accounts financing, the 
seller-assignor, despite the assignment, bills and collects from the account debtor; under 

otification financing the account debtor makes payment to the assignee, but the bills may 
be prepared and sent out by either assignor or assignee. The contacts of the transaction are 

ith many jurisdictions: to which one is it appropriate to look for the governing law? Even 
more complicated situations may be anticipated when the collateral consists of novel or 
uncommon types of personal property, which fall within the definition of general 
intangibles. 

If we bear in mind that our principal question is where certain financing statements 
shall be filed, two things become clear. First: since the purpose of filing is to allow 
subsequent creditors of the debtor-assignor to determine the true status of his affairs, the 
place chosen must be one which such creditors would normally associate with the assignor; 

hus the place of business of the assignee and the places of business or residences of the 
arious account debtors must be rejected in ordinary situations. Second: the place chosen 
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by subsection (3) is the debtor's location, which is ordinarily the location of its chief execu- 
ive office. This concept is discussed below. 

(b) Another class of collateral for which a special rule is stated in subsection (3) is mobile 
goods of types which are normally moved for use from one jurisdiction to another. Such 
goods are generally classified as equipment; sometimes they may be classified as inventory, 
or example, goods leased by a professional lessor. Subsection (3) provides that a security 
interest in such equipment or inventory is subject to this Article when the debtor's location, 
i.e., ordinarily its chief executive office, is in this state. 

While automobiles are obviously mobile goods, they will in most cases be covered by 
subsection (2) of this section and therefore excluded from subsection (3) by paragraph (a) 
hereof. If an automobile is not covered by a certificate of title and is classified as equip- 
ment or as inventory under lease, it will be subject to subsection (3). Automobiles and other 
mobile goods which are classified as consumer goods are not subject to subsection (3). 

The rule of subsection (3) applies to goods of a type “normally used" in more than one ju- 
isdiction; there is no requirement that particular goods be in fact used out of state. Thus, 
if an enterprise whose chief executive office is in State X keeps in State Y goods of the type 
covered by subsection (3), the rule of subsection (3) requires filing in State X even though 
he goods never leave State Y. 

(c) *Chief executive office" does not mean the place of incorporation; it means the place 
rom which in fact the debtor manages the main part of this business operations. This is 
he place where persons dealing with the debtor would normally look for credit informa- 
ion, and is the appropriate place for filing. The term “chief executive office" is not defined 
in this Section or elsewhere in this Act. Doubt may arise as to which is the “chief executive 
office" of a multi-state enterprise, but it would be rare that there could be more than two 
possibilities. A secured party in such a case may easily protect himself at no great ad- 
ditional burden by filing in each possible place. The subsection states a rule which will be 
simple to apply in most cases, and which makes it possible to dispense with much burden- 
some and useless filing. 

(d) If the location of the debtor is moved after a security interest has been perfected in 
another jurisdiction, the secured party has four months within which to refile, unless the 
perfection in the original jurisdiction would have expired earlier (paragraph (3)(e) ). 

(e) Under subsection (3) each state other than that of the debtor's location in effect 
disclaims jurisdiction over certain accounts and general intangibles which, by common law 

ules, might be held to be within its jurisdiction; in the same way there is a disclaimer o 
jurisdiction over mobile chattels, even though they may be physically located within the 
state much of the time. If the jurisdiction whose law controls under this rule is a United 
States jurisdiction or has enacted legislation permitting perfection of the security interest 
by filing or recording in that jurisdiction, the law of that jurisdiction will be recognized in| 
he disclaiming jurisdiction as perfecting the security interest. The jurisdiction of the 
debtor’s location may not, however, have such legislation. For example, mobile equipment 
is used in New York; the debtor's chief place of business is in a Canadian jurisdiction which 

ill not permit or recognize filing as to property not physically located therein. Paragraph 
(3)(c) solves this difficulty by permitting perfection through filing in the jurisdiction in the 

nited States in which the debtor has its major executive office in the United States. 

ere the debtor is not located in the United States or Canada and the collateral is ac- 
counts or general intangibles for money due or to become due, the secured party may 
alternatively perfect by notification to account debtors. 

(f) A sentence in paragraph (3)(d) provides a special rule for security interests in airplanes 
owned by a foreign air carrier. Without that sentence subsection (3) might refer such a case 

o the law of a foreign nation whose law is difficult or impossible to ascertain. The sentence 
clears up such doubts by treating as the location of the carrier the office designated for ser- 
ice of process in the United States under the Federal Aviation Act of 1958. To the extent 
hat it is applicable, the Convention on the International Recognition of Rights in Aircraft 
(Geneva Convention) supersedes state legislation on this subject, as set forth in Section 
9-302(3), but some nations are not parties to that Convention. 

6. Subsection (4) deals with chattel paper, a semi-intangible security interest which may 
be perfected either by possession or by filing (Sections 9-304(1), 9-305). As to possessory se- 
curity, subsection (4) provides that chattel paper shall be subject to the same rule as goods 
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in subsection (1). As to non-possessory security, subsection (4) provides that it shall be 
subject to the same rule as the intangibles under subsection (3), except that notification to 
he account debtor is ruled out as an optional means of perfection under paragraph (3)(c). 

he reason for this is that a different alternative, possession, is available for chattel paper. 

7. In addition to the foregoing rules defining which jurisdiction governs perfection of a se- 
curity interest in the first instance, “this state" (i.e., a destination state after removal) adds 
its own rules requiring reperfection following removal of collateral other than that described 
in subsections (2), (3), and (5). “This state” will for four months recognize perfection under 
he law of the jurisdiction from which the collateral came, unless the remaining period o 
effectiveness of the perfection in that jurisdiction was less than four months (paragraph 
(1)(d) ). After the four month period or the remaining period of effectiveness, whichever is 
shorter, the secured party must comply with perfection requirements in this state. This 

ule differs from the former rule of Section 14 of the Uniform Conditional Sales Act. Under 
hat section a conditional seller was required to file within 10 days after he “received no- 
ice" that the goods had been removed into this state. Apparently, under the Uniform 
Conditional Sales Act, if the seller never “received notice" his interest continued or became 
perfected in this state without filing. Paragraph (1)(d) proceeds on the theory that not onl 
he secured party whose collateral has been removed but also creditors of and purchasers 
om the debtor “in this state” should be considered. 

The four-month period is long enough for a secured party to discover in most cases that 
he collateral has been removed and refile in this state; thereafter, if he has not done so, 

his interest, although originally perfected in the jurisdiction from which the collateral was 
emoved, is subject to defeat here by purchasers of the collateral. Compare the situation 
arising under Section 9-403(2) when a filing lapses. 

It should be noted that a “purchaser” includes a secured party. Section 1-201(32) and 
(33). The rights of a purchaser with a security interest against an unperfected security 
interest are governed by Section 9-312. 

In case of delay beyond the four-month period, there is no “relation back”; and this is also 
rue where the security interest is perfected for the first time in this state. 

If the removal occurs within a short period, like two weeks, before the lapse of the filing 
in the original state, the secured party has only that period, not the full four months, to 
eperfect in “this state”. But ordinarily he would have filed a continuation statement in the 
original jurisdiction; and he may do so to avoid lapse and allow himself the full four months 
if he is searching for the collateral and needs more time. 

Paragraph (1)(d) does not apply to the case of goods removed from one filing district to 
another within this state (see subsection (3) of Section 9-401), but only to property brought 
into this state from another jurisdiction. 

8. Subsection (5) deals with problems relating to the financing of minerals (including oil 
and gas) as these products come from the ground. In some cases rights in oil and gas in the 
ground have been split into a large variety of interests. As the oil or gas issues from the 
ground, it may be encumbered by the group of persons having interests therein. Or the 
product may be sold at minehead or wellhead and the resulting accounts assigned. The 
question arises as to the place of filing. The usual rule of this section in subsection (2) 

ould make the place to search for encumbrances on the accounts the locations of the re- 
spective assignors; but the assignors might be a number of individuals located throughout 
he country. To avoid the difficult problems of search thus created, subsection (5) provides 
hat the place for filing with respect to security interests in the minerals as they issue from 
he ground at minehead or wellhead or in the accounts arising out of the sale of the miner- 
als at minehead or wellhead shall be in the state where the minehead or wellhead is 
ocated. Section 9-401 similarly provides that the the place to file within the state is in the 
eal property records in the county where the minehead or wellhead is located. These rules 
conform to pre-Code practice and to practice which seems to have continued in the early 
Code period before express provision was made for these situations. 

The term “at wellhead” is intended to encompass arrangements based on sale of the prod- 
ct as soon as it issues from the ground and is measured, without technical distinctions as 
o whether title passes at the “Christmas tree" or the far side of a gathering tank or at 

some other point. The term “at minehead” is a comparable concept. 

9. Subsection (6) of Section 9-103 specifies choice of law rules for perfection of security 
interests in investment property. Paragraph (b) covers security interests in certificated 
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ecurities. Paragraph (c) covers security interests in uncertificated securities. Paragraph (d) 
overs security interests in security entitlements and securities accounts. Paragraph (e) cov- 
ers security interests in commodity contracts and commodity accounts. The approach of each 
of these paragraphs is essentially the same. They identify the jurisdiction's law that governs 
questions of perfection and priority on the basis of the same principles that are used in 
Article 8 to determine other questions concerning that form of investment property. Thus, for 
ertificated securities, the law of the jurisdiction where the certificate is located governs. Cf. 
ection 8-110(c). For uncertificated securities, the law of the issuer’s jurisdiction governs. Cf. 
ection 8-110(a). For security entitlements and securities accounts, the law of the securities 
intermediary's jurisdiction governs. Cf. Section 8-110(b). For commodity contracts and com- 
odity accounts, the law of the commodity intermediary's jurisdiction governs. Since com- 
odity contracts and commodity accounts are not governed by Article 8, paragraph (e) 
ontains rules that specify the commodity intermediary's jurisdiction. These are analogous 
to the rules in Section 8-110(e) specifying a securities intermediary's jurisdiction. 

Under this subsection, if litigation about perfection or priority arises in this State, the rel- 
evant choice of law rule of paragraphs (b) through (e) may point to the law of this State or to 
the law of another State. If the litigation were in a tribunal of a jurisdiction that has not 
enacted this section, it would follow its own choice of law rules. The choice of law rules 
prescribed here by statute conform to generally accepted principles of choice of law. The sim- 
plicity and clarity in the choice of law rules, coupled with the explicit recognition that the 
parties to some securities transactions may agree on a governing law, are intended to assure 
that there will be one clear choice of law regardless of forum. 

Paragraph (f) adapts the general choice of law principles of this subsection to cases where 
a secured party claims perfection on the basis of filing, or by virtue of the automatic perfec- 
tion rules in Section 9-115(4)(c) and (d). In such a case, the law of the debtor's jurisdiction 
determines whether the requirements for that form of perfection have been satisfied. The 

ules in Section 9-103(3) on the debtor’s location 
and effect of change of location apply to cases governed by paragraph (f)*. The main reason 
or the paragraph (f) rule is to specify the proper filing office. Under the substantive rules o 
his Act, a security interest in investment property perfected only by filing is enforceable 
against the debtor or lien creditors, but not against most other claimants. See Sections 
9-115(5) and (6), 8-105(e), 8-303, and 8-502. Because the choice of law rules in this section 

ay, in some circumstances, have the effect of directing a court in a jurisdiction that has 
adopted this Act to look to the law of another jurisdiction, it is possible that the jurisdiction 
o specified will be one that has not adopted rules concerning the effect of filing as a method 
of perfection for investment property. In such cases, or other circumstances where the govern- 
ing substantive law is not this Act, the effect of filing on the rights of other parties should be! 
interpreted in light of the role of that form of perfection under this Act; that is, the rights of 
a secured party in investment property as determined under this Act perfected only by filing 
against another secured party or any other person who purchases or otherwise deals with 
the investment property should be interpreted to be no greater than the rights of that secured 
party under this Act. *Amendments in italics approved by the Permanent Editorial Board 
or Uniform Commercial Code November 4, 1995. 

The following examples illustrate these rules: 

Example 1. A customer residing in New Jersey maintains a securities account with 

Able & Co. The agreement between the customer and Able specifies that it is governed by 

Pennsylvania law. Through the account the customer holds securities of a Massachusetts 

corporation, which Able holds through a clearing corporation located in New York. The 

customer obtains a margin loan from Able. Subsection (6)(d) provides that Pennsylvania 
law—the law of the securities intermediary's jurisdiction—governs perfection and priority 
of the security interest. 

Example 2. A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer obtains a loan from a lender located in Illinois. The lender takes a security inter- 
est and perfects by obtaining an agreement among the debtor, itself, and Able, which 
satisfies the requirement of Section 8-106(d)(2) to give the lender control. Subsection (6)(d) 
provides that Pennsylvania law—the law of the securities intermediary's jurisdiction— 
governs perfection and priority of the security interest. 
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Example 3. A customer residing in New Jersey maintains a securities account with 
Able & Co. The agreement between the customer and Able specifies that it is governed by 
Pennsylvania law. Through the account, the customer holds securities of a Massachusetts 
corporation, which Able holds through a clearing corporation located in New York. The 
customer borrows from SP1, and SP1 files a financing statement in New Jersey. Later, the 
customer obtains a loan from SP2. SP2 takes a security interest and perfects by obtaining 
an agreement among the debtor, itself, and Able, which satisfies the requirement of Section 
8-106(d)(2) to give the SP2 control. Subsection (6)(f) provides that perfection of SP1’s secu- 
rity interest by filing is governed by the location of the debtor, so the filing in New Jersey 
was appropriate—assuming New Jersey has adopted the revisions of Article 9 permitting 
perfection of security interests in investment property by filing. Subsection (6)(d), however, 
provides that Pennsylvania law—the law of the securities intermediary's jurisdiction— 
governs all other questions of perfection and priority. Thus, Pennsylvania law governs 
perfection of SP2's security interest, and Pennsylvania law also governs the priority of the 
security interests of SP1 and SP2. 

Cross References: 
Sections 1-105, 9-302 and 9-401. 
Definitional Cross References: 
“Accounts”. Section 9-106. 
“Attaches”. Section 9-203. 
“Chattel Paper”. Section 9-105. 
“Collateral”. Section 9-105. 
“Consumer Goods”. Section 9-109. 
“Debtor”. Section 9-105. 
“Document”. Section 9-105. 
“Equipment”. Section 9-109. 
“General intangibles”. Section 9-106. 
“Goods”. Section 9-105. 
“Instrument”. Section 9-109. 
“Purchase money security interest”. Section 9-107. 
“Purchaser”. Section 1-201(33). 
"Security interest". Section 1-201(37). 


9-104. Transactions Excluded From Article. 


[1995 Amendments to text indicated by underline ] 

This Article does not apply 

(a) to a security interest subject to any statute of the United States, to 
the extent that such statute governs the rights of parties to and third 
parties affected by transactions in particular types of property; or 

(b) to a landlord's lien; or 

(c) to a lien given by statute or other rule of law for services or materi- 
als except as provided in Section 9-310 on priority of such liens; or 

(d) to a transfer of a claim for wages, salary or other compensation o 
an employee; or 

(e) to a transfer by a government or governmental subdivision or 
agency; or 

(f) to a sale of accounts or chattel paper as part of a sale of the busi- 
ness out of which they arose, or an assignment of accounts or chattel 
paper which is for the purpose of collection only, or a transfer of a right 
to payment under a contract to an assignee who is also to do the perfor- 
mance under the contract or a transfer of a single account to an assignee 
in whole or partial satisfaction of a preexisting indebtedness; or 

(g) to a transfer of an interest in or claim in or under any policy of in- 
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surance, except as provided with respect to proceeds (Section 9-306) and 
priorities in proceeds (Section 9-312); or 


(h) to a right represented by a judgment (other than a judgment taken 
on a right to payment which was collateral); or 

(i) to any right of set-off; or 

(j) except to the extent that provision is made for fixtures in Section 
9-313, to the creation or transfer of an interest in or lien on real estate, 
including a lease or rents thereunder; or 

(k) to a transfer in whole or in part of any claim arising out of tort; or 

(I) to a transfer of an interest in any deposit account (subsection (1) o 
Section 9-105), except as provided with respect to proceeds (Section 
9-306) and priorities in proceeds (Section 9-312); or 

(m) to a transfer of an interest in a letter of credit other than the rights 
to proceeds of a written letter of credit. 


As amended in 1972 and 1995. 
See Appendix XIV for material relating to changes made in text in 1995. 


Official Comment 


Prior Uniform Statutory Provisions: None. 
Purposes: 

To exclude certain security transactions from this Article. 

1. Where a federal statute regulates the incidents of security interests in particular types 
of property, those security interests are of course governed by the federal statute and 
excluded from this Article. The Ship Mortgage Act, 1920, is an example of such a federal 
act. The present provisions of the Federal Aviation Act of 1958 (49 U.S.C. § 1403 et seq.) 
call for registration of title to and liens upon aircraft with the Civil Aeronautics Administra- 

or and such registration is recognized as equivalent to filing under this Article (Section 
9-302(3)); but to the extent that the Federal Aviation Act does not regulate the rights o 
parties to and third parties affected by such transactions, security interests in aircraft 
emain subject to this Article. 

Although the Federal Copyright Act contains provisions permitting the mortgage of a 
copyright and for the recording of an assignment of a copyright (17 U.S.C. §§ 28, 30) such a 
statute would not seem to contain sufficient provisions regulating the rights of the parties 
and third parties to exclude security interests in copyrights from the provisions of this 

rticle. Compare Republic Pictures Corp. v. Security-First National Bank of Los Angeles, 
197 F.2d 767 (9th Cir. 1952). Compare also with respect to patents, 35 U.S.C. § 47. The fil- 
ing provisions under these Acts, like the filing provisions of the Federal Aviation Act, are 

ecognized as the equivalent to filing under this Article. Section 9-302(3) and (4). 
Even such a statute as the Ship Mortgage Act is far from a comprehensive regulation o 
all aspects of ship mortgage financing. That Act contains provisions on formal requisites, on 
ecordation and on foreclosure but not much more. If problems arise under a ship mortgage 

hich are not covered by the Act, the federal admiralty court must decide whether to 
improvise an answer under "federal law" or to follow the law of some state with which the 
mortgage transaction has appropriate contacts. The exclusionary language in paragraph (a) 
is that this Article does not apply to such security interest “to the extent" that the federal 
statute governs the rights of the parties. Thus if the federal statute contained no relevant 
provision, this Article could be looked to for an answer. 

2. Except for fixtures (Section 9-313), the Article applies only to security interests in 
personal property. The exclusion of landlord's liens by paragraph (b) and of leases and 
other interests in or liens on real estate by paragraph (j) merely reiterates the limitations 
on coverage already made explicit in Section 9-102(3). See Comment 4 to that section. 

3. In all jurisdictions liens are given suppliers of many types of services and materials ei- 

her by statute or by common law. It was thought to be both inappropriate and unneces- 
sary for this Article to attempt a general codification of that lien structure which is in 
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considerable part determined by local conditions and which is far removed from ordinary 
commercial financing. Moreover, federal law may displace state law in situations such as 
admiralty liens. Paragraph (c) therefore excludes statutory liens from the Article. Section 
9-310 states a rule for determining priorities between such liens and the consensual secu- 
ity interests covered by this Article. 

4. In many states assignments of wage claims and the like are regulated by statute. Such. 
assignments present important social problems whose solution should be a matter of local 

egulation. Paragraph (d) therefore excludes them from this Article. 

5. Certain governmental borrowings include collateral in the form of assignments of wa- 

er, electricity or sewer charges, rents on dormitories or industrial buildings, tools, etc. 
Since these assignments are usually governed by special provisions of law, these 
governmental transfers are excluded from this Article. 

6. In general sales as well as security transfers of accounts and chattel paper are within 
he Article (see Section 9-102). Paragraph (f) excludes from the Article certain transfers o 
such intangibles which, by their nature, have nothing to do with commercial financing 

ransactions. 

Similarly, this paragraph excludes from the Article such transactions as that involved in 
Lyon v. Ty-Wood Corporation, 212 Pa.Super. 69, 239 A.2d 819 (1968) and Spurlin v. Sloan, 
368 S.W.2d 314 (Ky.1963). 

7. Rights under life insurance and other policies, and deposit accounts, are often put up 
as collateral. Such transactions are often quite special, do not fit easily under a general 
commercial statute and are adequately covered by existing law. Paragraphs (g) and (J) 
make appropriate exclusions, but provision is made for coverage of deposit accounts and 
certain insurance money as proceeds. 

8. The remaining exclusions go to other types of claims which do not customarily serve as 


Point 1: Section 9-302(3). 
Point 2: Sections 9-102(3) and 9-313. 
Point 3: Sections 9-102(2) and 9-310. 
Point 6: Section 9-102. 

Definitional Cross References: 
“Account”. Section 9-106. 
“Chattel paper". Section 9-105. 
*Contract". Section 1-201. 
“Deposit account". Section 9-105. 
“Party”. Section 1-201. 
"Rights". Section 1-201. 
"Security interest". Section 1-201. 


9-105. Definitions and Index of Definitions. 


[1995 Amendments to text indicated by underline] 
(1) In this Article unless the context otherwise requires: 

(a) *Account debtor" means the person who is obligated on an account, 
chattel paper or general intangible; 

(b) *Chattel paper" means a writing or writings which evidence both a 
monetary obligation and a security interest in or a lease of specific goods, 
but a charter or other contract involving the use or hire of a vessel is not 
chattel paper. When a transaction is evidenced both by such a security 
agreement or a lease and by an instrument or a series of instruments, 
the group of writings taken together constitutes chattel paper; 

(c) *Collateral" means the property subject to a security interest, and 
includes accounts and chattel paper which have been sold; 
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(d) “Debtor” means the person who owes payment or other perfor- 
mance of the obligation secured, whether or not he owns or has rights in 
the collateral, and includes the seller of accounts or chattel paper. Where 
the debtor and the owner of the collateral are not the same person, the 
term “debtor” means the owner of the collateral in any provision of the 
Article dealing with the collateral, the obligor in any provision dealing 
with the obligation, and may include both where the context so requires; 

(e) *Deposit account" means a demand, time, savings, passbook or like 
account maintained with a bank, savings and loan association, credit 
union or like organization, other than an account evidenced by a certifi- 
cate of deposit; 

(f) “Document” means document of title as defined in the general 
definitions of Article 1 (Section 1-201), and a receipt of the kind described 
in subsection (2) of Section 7-201; 

(g) *Encumbrance" includes real estate mortgages and other liens on 
real estate and all other rights in real estate that are not ownership 
interests; 

(h) *Goods" includes all things which are movable at the time the se- 
curity interest attaches or which are fixtures (Section 9-313), but does 
not include money, documents, instruments, investment property, ac- 
counts, chattel paper, general intangibles, or minerals or the like (includ- 
ing oil and gas) before extraction. “Goods” also includes standing timber 
which is to be cut and removed under a conveyance or contract for sale, 
the unborn young of animals, and growing crops; 

(i) “Instrument” means a negotiable instrument (defined in Section 
3-104), or any other writing which evidences a right to the payment o 
money and is not itself a security agreement or lease and is of a type 
which is in ordinary course of business transferred by delivery with any 
necessary indorsement or assignment. The term does not include invest- 
ment property; 

() “Mortgage” means a consensual interest created by a real estate 
mortgage, a trust deed on real estate, or the like; 

(k) An advance is made “pursuant to commitment” if the secured party 
has bound himself to make it, whether or not a subsequent event o 
default or other event not within his control has relieved or may relieve 
him from his obligation; 

(L) “Security agreement" means an agreement which creates or 
provides for a security interest; 

(m) “Secured party” means a lender, seller or other person in whose 
favor there is a security interest, including a person to whom accounts 
or chattel paper have been sold. When the holders of obligations issued 
under an indenture of trust, equipment trust agreement or the like are 
represented by a trustee or other person, the representative is the 
secured party; 

(n) “Transmitting utility” means any person primarily engaged in the 
railroad, street railway or trolley bus business, the electric or electronics 
communications transmission business, the transmission of goods by 
pipeline, or the transmission or the production and transmission o 
electricity, steam, gas or water, or the provision of sewer service. 
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(2) Other definitions applying to this Article and the sections in which 


hey appear are: 


“Account”. 

“Attach”. 

“Commodity contract”. 
“Commodity customer”. 
“Commodity intermediary”. 
“Construction mortgage”. 
“Consumer goods”. 
“Control”. 

“Equipment”. 

“Farm products”. 

“Fixture”. 

“Fixture filing”. 

“General intangibles”. 
“Inventory”. 

“Investment property”. 
“Lien creditor”. 

“Proceeds”. 

“Purchase money security interest”. 
“United States”. 


“Broker”. 

“Certificated security”. 
“Check”. 

“Clearing corporation”. 
“Contract for sale”. 
“Control”. 

“Delivery”. 

“Entitlement holder”. 
“Financial asset”. 
“Holder in due course”. 
“Letter of credit”. 

“Note”. 

“Proceeds of a letter of credit”. 
“Sale”. 

“Securities intermediary”. 
“Security”. 

“Security certificate”. 
“Security entitlement”. 
“Uncertificated security”. 


Section 9-106. 
Section 9-203. 
Section 9-115. 
Section 9-115. 
Section 9-115. 
Section 9-313(1). 
Section 9-109(1). 
Section 9-115. 
Section 9-109(2). 
Section 9-109(3). 
Section 9-313(1). 
Section 9-313(1). 
Section 9-106. 
Section 9-109(4). 
Section 9-115. 
Section 9-301(3). 
Section 9-306(1). 
Section 9-107. 
Section 9-103. 


(3) The following definitions in other Articles apply to this Article: 


Section 8-102. 
Section 8-102. 
Section 3-104. 
Section 8-102. 
Section 2-106. 
Section 8-106. 
Section 8-301. 
Section 8-102. 
Section 8-102. 
Section 3-302. 
Section 5-102. 
Section 3-104. 
Section 5-114(a). 
Section 2-106. 
Section 8-102. 
Section 8-102. 
Section 8-102. 
Section 8-102. 
Section 8-102. 


construction and interpretation applicable throughout this Article. 


As amended in 1966, 1972, 1977, 1994 and 1995. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995, respectively. 


Official Comment 


Prior Uniform Statutory Provisions: Various. 
Purposes: 

1. General. It is necessary to have a set of terms to describe the parties to a secured 
ransaction, the agreement itself, and the property involved therein; but the selection of the 
set of terms applicable to any one of the existing forms (e.g., mortgagor and mortgagee) 
might carry to some extent the implication that the existing law referable to that form was 
0 be used for the construction and interpretation of this Article. Since it is desired to avoid 
any such implication, a set of terms has been chosen which have no common law or statu- 

ory roots tying them to a particular form. 

In place of such terms as “chattel mortgage,” “conditional sale," “assignment of accounts 

eceivable," “trust receipt," etc., this Article substitutes the general term “security agree- 
ment" defined in paragraph (1)U). In place of “mortgagor,” “mortgagee,” “conditional 
endee,” “conditional vendor,” etc., this Article substitutes “debtor”, defined in paragraph 
(1)(d), and “secured party”, defined in paragraph (1)(m). The property subject to the secu- 
ity agreement is “collateral”, defined in paragraph (1)(c). The interest in the collateral 

hich is conveyed by the debtor to the secured party is a “security interest”, defined in 
Section 1-201(37). 

2. Parties. The parties to the security agreement are the “debtor” and the “secured 
party.” 

“Debtor”: In all but a few cases the person who owes the debt and the person whose 
property secures the debt will be the same. Occasionally, one person furnishes security for 
another’s debt, and sometimes property is transferred subject to a secured debt of the 
ransferor which the transferee does not assume; in such cases, under the second sentence 
of the definition, the term “debtor” may, depending upon the context, include either or both 
such persons. Section 9-112 sets out special rules which are applicable where collateral is 
owned by a person who does not owe a debt. 

“Secured Party”: The term includes any person in whose favor there is a security inter- 
est (defined in Section 1-201). The term is used equally to refer to a person who as a seller 

etains a lien on or title to goods sold, to a person whose interest arises initially from a loan 
ransaction, and to an assignee of either. Note that a seller is a “secured party” in relation 
o his customer; the seller becomes a “debtor” if he assigns the chattel paper as collateral. 
his is also true of a lender who assigns the debt as collateral. With the exceptions stated 
in Section 9-104(f) the Article applies to any sale of accounts or chattel paper: the term 
“secured party” includes an assignee of such intangibles whether by sale or for security, to 
distinguish him from the payee of the account, for example, who becomes a “debtor” by 
pledging the account as security for a loan. 

On the applicability of the terms “debtor” and “secured party” to consignments and leases 
see Section 9-408 and Comment thereto. 

“Account debtor”: Where the collateral is an account, chattel paper or general 
intangible the original obligor is called the “account debtor”, defined in paragraph (1)(a). 

3. Property subject to the security agreement. “Collateral”, defined in paragraph 
(1)(c), is a general term for the tangible and intangible property subject to a security 
interest. For some purposes the Code makes distinctions between different types of collat- 
eral and therefore further classification of collateral is necessarily Collateral which consists 
of tangible property is “goods”, defined in paragraph (1)(h); and “goods” are again subdivided 
in Section 9-109. For purposes of this Article all intangible collateral fits one of five catego- 

ies, two of which, “accounts”, and “general intangibles” are defined in the following Section 
9-106; the other three, “documents”, “instruments” and “chattel paper”, are defined in 
paragraphs (1)(f), (1)G) and (1)(b) of this section. 

“Goods”: the definition in paragraph (1)(h) is similar to that contained in Section 2-105 
except that the Sales Article definition refers to “time of identification to the contract for 
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sale", while this definition refers to “the time the security interest attaches". 

For the treatment of fixtures, Section 9-313 should be consulted. It will be noted that the 
reatment of fixtures under Section 9-313 does not at all points conform to their treatment 
nder Section 2-107 (goods to be severed from realty). Section 2-107 relates to sale of such 

goods; Section 9-313 to security interests in them. The discrepancies between the two sec- 

ions arise from the differences in the types of interest covered. A comparable discrepancy 
exists as to minerals. In the case of timber, both sections treat it as goods if it is to be 
severed under a contract of sale, but not otherwise. 

If in any state minerals before severance are deemed to be personal property, they fall 
outside the Article's definition of *goods" and would therefore fall in the catch-all definition, 
"general intangibles", in Section 9-106. The special provisions of Section 9-103(5) would not 
apply and those of Section 9-103(3) would apply. The resulting problems should be 
considered locally. 

For the purpose of this Article, goods are classified as “consumer goods", “equipment”, 
"farm products”, and “inventory”; those terms are defined in Section 9-109. When the gen- 
eral term “goods” is used in this Article, it includes, as may be appropriate in the context, 

he subclasses of goods defined in Section 9-109. 


hich are in ordinary course of business transferred by delivery. As in the case of chattel 
paper *delivery" is only the minimum stated and may be accompanied by other steps. 
Amendment approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 4, 1995. 

If a writing is itself a security agreement or lease with respect to specific goods it is not 
an instrument although it otherwise meets the term of the definition. See Comment below 
on “chattel paper". 

The fact that an instrument is secured by collateral, whether the collateral be other 
instruments, documents, goods, accounts or general intangibles, does not change the 
character of the principal obligation as an instrument or convert the combination of instru- 
ment and collateral into a separate Code classification of personal property. The single 
qualification to this principle is that an instrument which is secured by chattel paper is 
itself part of the chattel paper, while also retaining its identity as an instrument. 

*Document": See the Comments under Sections 1-201(15) and 7-201. 

*Chattel paper": To secure his own financing a secured party may wish to borrow 
against or sell the security agreement itself along with his interest in the collateral which 
he has received from his debtor. Since the refinancing of paper secured by specific goods 
presents some problems of its own, the term “chattel paper" is used to describe this kind o 
collateral. The Comments under Section 9-308 further describe this concept. 

Charters of vessels are excluded from the definition of chattel paper because they fit 

nder the definition of accounts. See Comment to Section 9-106. The term “charter” as used 
herein and in Section 9-106 includes bareboat charters, time charters, successive voyage 
charters, contracts of affreightment, contracts of carriage, and all other arrangements for 
se of vessels. 

4. The following transactions illustrate the use of the term “chattel paper” and some o 
he other terms defined in this section. 

A dealer sells a tractor to a farmer on conditional sales contract or purchase money secu- 

ity interest. The conditional sales contract is a “security agreement”, the farmer is the 

“debtor”, the dealer is the “secured party” and the tractor is the type of “collateral” defined 
in Section 9-109 as “equipment”. But now the dealer transfers the contract to his bank, ei- 
her by outright sale or to secure a loan. Since the conditional sales contract is a security 
agreement relating to specific equipment, the conditional sales contract is now the type o 
collateral called “chattel paper”. In this transaction between the dealer and his bank, the 
bank is the “secured party”, the dealer is the “debtor”, and the farmer is the “account 
debtor”. 

Under the definition of “security interest” in Section 1-201(37) a lease does not create a. 
security interest unless intended as security. Whether or not the lease itself is a security 
agreement, it is chattel paper when transferred if it relates to specific goods. Thus, if the 
dealer enters into a straight lease of the tractor to the farmer (not intended as security), 
and then arranges to borrow money on the security of the lease, the lease is chattel paper. 
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Security agreements of the type formerly known as chattel mortgages and conditional 
sales contracts are frequently executed in connection with a negotiable note or a series o 
such notes. Under the definitions in paragraphs (1)(b) and (1)(i) the rules applicable to 
chattel paper, rather than those relating to instruments, are applicable to the group o 

ritings (contract plus note) taken together. 

5. Miscellaneous definitions. 

“Deposit account” is a type of collateral excluded from this Article under Section 9-104(/), 
except when it constitutes proceeds of other collateral under Section 9-306. 

The terms “encumbrance” and “mortgage” are defined for use in the section on fixtures, 
Section 9-113. 

The term “transmitting utility" is defined to designate a special class of debtors for whom 
separate filing rules are provided in Part 4, thus obviating all local filing and particularly 
he several local filings that would be necessary under the usual rules of Section 9-401 for 
he fixture collateral of a far-flung public utility debtor. See Comments under Sections 
9-401 and 9-403. 

The term “pursuant to commitment" is defined for use in the rules relating to priority o 
uture advances in Sections 9-301(4), 9-307(3), and 9-312(7). 

6. Comments to the definitions indexed in subsections (2) and (3) follow the sections in 

hich the definitions are contained. 

Cross References: 

Point 2: Sections 9-104(f) and 9-112. 

Point 3: Sections 2-105, 2-107, 9-106, 9-109, 9-303 and 9-313. 
Definitional Cross References: 

"Account". Section 9-106. 

"Agreement". Section 1-201. 

*Document of title". Sections 1-201, 7-201. 

“General intangibles”. Section 9-106. 

“Holder”. Section 1-201. 

“Money”. Section 1-201. 

"Negotiable instrument". Section 3-104. 

“Person”. Section 1-201. 

“Representative”. Section 1-201. 

“Rights”. Section 1-201. 

“Security”. Section 8-102. 

“Security interest”. Section 1-201. 

“Writing”. Section 1-201. 


§ 9-106. Definitions: “Account”; “General Intangibles”. 


[1995 Amendments to text indicated by underline] 

“Account” means any right to payment for goods sold or leased or for ser- 
ices rendered which is not evidenced by an instrument or chattel paper, 
hether or not it has been earned by performance. “General intangibles” 
eans any personal property (including things in action) other than goods, 

accounts, chattel paper, documents, instruments, investment property, 
ights to proceeds of written letters of credit, and money. All rights to pay- 
ent earned or unearned under a charter or other contract involving the 
se or hire of a vessel and all rights incident to the charter or contract are 
accounts. 


As amended in 1966, 1972, 1994, and 1995. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995, respectively. 


Official Comment 


Prior Uniform Statutory Provision: None. 
Purposes: 
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The terms defined in this section round out the classification of intangibles: see the 
definitions of “document”, “chattel paper" and “instrument” in Section 9-105. Those three 
erms cover the various categories of commercial paper which are either negotiable or to a 
greater or less extent dealt with as if negotiable. The term “account” covers most choses in 
action which may be the subject of commercial financing transactions but which are not ev- 
idenced by an indispensable writing. The term “general intangibles” brings under this 

rticle miscellaneous types of contractual rights and other personal property which are 
used or may become customarily used as commercial security. Examples are goodwill, liter- 
ary rights and rights to performance. Other examples are copyrights, trademarks and 
patents, except to the extent that they may be excluded by Section 9-104(a). This Article 
solves the problems of filing of security interests in these types of intangibles (Sections 
9-103(3) and 9-401). Note that this catch-all definition does not apply to money or to types 
of intangibles which are specifically excluded from the coverage of the Article (Section 
9-104) and note also that under Section 9-302 filing under a federal statute may satisfy the 
ling requirements of this Article. 

A right to the payment of money is frequently buttressed by ancillary covenants to insure 
he preservation of collateral, such as covenants in a purchase agreement, note or mortgage 
equiring insurance on the collateral or forbidding removal of the collateral; or covenants to 
preserve credit-worthiness of the promisor, such as covenants restricting dividends, etc. 

ile these miscellaneous ancillary rights might conceivably be thought to fall within the 
definition of “general intangibles”, it is not the intention of the Code to treat them separatel 
and require the perfection of assignment thereof by filing in the manner required for 
perfection of an assignment of general intangibles. Whatever perfection is required for the 
perfection of an assignment of the right to the payment of money will also carry these 
ancillary rights. 

Similarly, when the right to the payment of money is not yet earned by performance, 
here are frequently ancillary rights designed to assure that an assignee may complete the 

performance and crystallize the right to payment of money. Such rights are frequently 
present in a “maintenance” lease where the lessor has continuing duties to perform, or in a 
ship charter. These ancillary rights, if considered in the abstract, might be thought to be 
"general intangibles”, since they do not themselves involve the payment of money; but it is 
not the intent of the Code to split up the rights to the payment of money and its ancillary 
supports, and thereby multiply the problem of perfection of assignments. Therefore, all 
ights of the lessor in a lease are to be perfected as “chattel paper”, and all rights of the 
owner in a ship charter are to be perfected as “accounts”. 

“Account” is defined as a right to payment for goods sold or leased or services rendered; 
he ordinary commercial account receivable. In some special cases a right to receive money 

ot yet earned by performance crystallizes not into an account but into a general intangible, 
or it is a right to payment of money that is not “for goods sold or leased or for services 
endered.” Examples of such rights are the right to receive payment of a loan not evidenced 
by an instrument or chattel paper; a right to receive partial refund of purchase prices paid 
by reason of retroactive volume discounts; rights to receive payment under licenses o 
patents and copyrights, exhibition contracts, etc. 

This Article rejects any lingering common law notion that only rights already earned can 
be assigned. In the triangular arrangement following assignment, there is reason to allow 
he original parties—assignor and account debtor—more flexibility in modifying the 
underlying contract before performance than after performance (see Section 9-318). It will, 
however, be found that in most situations the same rules apply to accounts both before and 
after performance. 

Cross References: 

Sections 9-103(2), 9-104, 9-302(3), 9-318 and 9-401. 
Definitional Cross References: 

“Chattel paper”. Section 9-105. 

“Contract”. Section 1-201. 

“Document”. Section 9-105. 

“Goods”. Section 9-105. 

“Instrument”. Section 9-105. 


1766 


§ 9-107. Definitions: “Purchase Money Security Interest". 
E security interest is a “purchase money security interest" to the extent 
at it is 
(a) taken or retained by the seller of the collateral to secure all or part 
of its price; or 
(b) taken by a person who by making advances or incurring an obliga- 
tion gives value to enable the debtor to acquire rights in or the use o 
collateral if such value is in fact so used. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Under existing rules of law and under this Article purchase money obligations often 
have priority over other obligations. Thus a purchase money obligation has priority over an 
interest acquired under an after-acquired property clause (Section 9-312(3) and (4)); where 

ling is required a grace period of ten days is allowed against creditors and transferees in 
2E (Section 9-301(2)); and in some instances filing may not be necessary (Section 9-302(1) 
(d)). 

Under this section a seller has a purchase money security interest if he retains a security 
interest in the goods; a financing agency has a purchase money security interest when it 
advances money to the seller, taking back an assignment of chattel paper, and also when it 
makes advances to the buyer (e.g., on chattel mortgage) to enable him to buy, and he uses 

he money for that purpose. 

2. When a purchase money interest is claimed by a secured party who is not a seller, he 
must of course have given present consideration. This section therefore provides that the 
purchase money party must be one who gives value “by making advances or incurring an 
obligation”: the quoted language excludes from the purchase money category any security 
interest taken as security for or in satisfaction of a preexisting claim or antecedent debt. 
Cross References: 

Point 1: Sections 9-301, 9-302 and 9-312. 

Point 2: Section 9-108. 

Definitional Cross References: 

“Collateral”. Section 9-105. 

“Debtor”. Section 9-105. 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 

“Value”. Section 1-201. 


§ 9-108. When After-Acquired Collateral Not Security for 
Antecedent Debt. 


Where a secured party makes an advance, incurs an obligation, releases 
a perfected security interest, or otherwise gives new value which is to be 
secured in whole or in part by after-acquired property his security interest 
in the after-acquired collateral shall be deemed to be taken for new value 
and not as security for an antecedent debt if the debtor acquires his rights 
in such collateral either in the ordinary course of his business or under a 
contract of purchase made pursuant to the security agreement within a 
reasonable time after new value is given. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
1. Many financing transactions contemplate that the collateral will include both the 
debtor’s existing assets and also assets thereafter acquired by him in the operation of his 
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business. This Article generally validates such after-acquired property interests (see Section 
9-204 and Comment) although they may be subordinated to later purchase money interests 
under Section 9-312(3) and (4). 

Interests in after-acquired property have never been considered as involving transfers o 
property for antecedent debt merely because of the after-acquired feature, nor should they 
be so considered. The section makes explicit what has been true under the case law: an 
after-acquired property interest is not, by virtue of that fact alone, security for a pre- 
existing claim. This rule is of importance principally in insolvency proceedings under the 
ederal Bankruptcy Act or state statutes which make certain transfers for antecedent debt 

oidable as preferences. The determination of when a transfer is for antecedent debt is 
argely left by the Bankruptcy Act to state law. 

Two tests must be met under this section for an interest in after-acquired property to be 
one not taken for an antecedent debt. First: the secured party must, at the inception of the 
ransaction, have given new value in some form. Second: the after-acquired property must 
come in either in the ordinary course of the debtor's business or as an acquisition which is 
made under a contract of purchase entered into within a reasonable time after the giving o 

ew value and pursuant to the security agreement. The reason for the first test needs no 
comment. The second is in line with limitations which judicial construction has placed on 
he operation of after-acquired property clauses. Their coverage has been in many cases 

estricted to subsequent ordinary course acquisitions: this Article does not go so far (see 
Section 9-204 and Comment), but it does deny present value status to out of ordinary 
course acquisitions not made pursuant to the original loan agreement. This solution gives 
he secured party full protection as to the collateral which he may be reasonably thought to 
have contracted for; it gives other creditors the possibility, under the law of preferences, o 
subjecting to their claims windfall or uncontemplated acquisitions shortly before 
bankruptcy. 

2. The term *value" is defined in Section 1-201(44) and discussed in the accompanying 
Comment. In this section and in other sections of this Article the term “new value" is used 
but is left without statutory definition. The several illustrations of “new value” given in the 
ext of this section (making an advance, incurring an obligation, releasing a perfected secu- 

ity interest) as well as the “purchase money security interest" definition in Section 9-107 
indicate the nature of the concept. In other situations it is left to the courts to distinguish 
between “new” and “old” value, between present considerations and antecedent debt. 
Cross References: 

Point 1: Sections 9-204 and 9-312. 

Point 2: Section 9-107. 

Definitional Cross References: 

“Collateral”. Section 9-105. 

"Contract". Section 1-201. 

“Debtor”. Section 9-105. 

"Purchase". Section 1-201. 

"Rights". Section 1-201. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 

“Value”. Section 1-201. 


9-109. Classification of Goods: “Consumer Goods”; “Equipment”; 
“Farm Products”; “Inventory”. 


Goods are 


(1) “consumer goods” if they are used or bought for use primarily for 
personal, family or household purposes; 

(2) “equipment” if they are used or bought for use primarily in busi- 
ness (including farming or a profession) or by a debtor who is a non- 
profit organization or a governmental subdivision or agency or if the 
goods are not included in the definitions of inventory, farm products or 
consumer goods; 
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(3) *farm products" if they are crops or livestock or supplies used or 
produced in farming operations or if they are products of crops or live- 
stock in their unmanufactured states (such as ginned cotton, wool-clip, 
maple syrup, milk and eggs), and if they are in the possession of a debtor 
engaged in raising, fattening, grazing or other farming operations. I 
goods are farm products they are neither equipment nor inventory; 


(4) “inventory” if they are held by a person who holds them for sale or 
lease or to be furnished under contracts of service or if he has so 
furnished them, or if they are raw materials, work in process or materi- 
als used or consumed in a business. Inventory of a person is not to be 
classified as his equipment. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section classifies goods as consumer goods, equipment, farm products and 
inventory. The classification is important in many situations: it is relevant, for example, in 
determining the rights of persons who buy from a debtor goods subject to a security inter- 
est (Section 9-307), in certain questions of priority (Section 9-312), in determining the place 
of filing (Section 9-401) and in working out rights after default (Part 5). Comment 5 to 
Section 9-102 contains an index of the special rules applicable to different classes o 
collateral. 

2. The classes of goods are mutually exclusive; the same property cannot at the same 
ime and as to the same person be both equipment and inventory, for example. In borderline 
cases—a physician's car or a farmer's jeep which might be either consumer goods or equip- 
ment—the principal use to which the property is put should be considered as determinative. 
Goods can fall into different classes at different times; a radio is inventory in the hands of a 
dealer and consumer goods in the hands of a householder. 

3. The principal test to determine whether goods are inventory is that they are held for 
immediate or ultimate sale. Implicit in the definition is the criterion that the prospective 
sale is in the ordinary course of business. Machinery used in manufacturing, for example, 
is equipment and not inventory even though it is the continuing policy of the enterprise to 
sell machinery when it becomes obsolete. Goods to be furnished under a contract of service 
are inventory even though the arrangement under which they are furnished is not techni- 
cally a sale. When an enterprise is engaged in the business of leasing a stock of products to 

sers (for example, the fleet of cars owned by a car rental agency), that stock is also 
included within the definition of “inventory”. It should be noted that one class of goods 

hich is not held for disposition to a purchaser or user is included in inventory: “Materials 
used or consumed in a business". Examples of this class of inventory are fuel to be used in 
operations, scrap metal produced in the course of manufacture, and containers to be used 
o package the goods. In general it may be said that goods used in a business are equip- 
ment when they are fixed assets or have, as identifiable units, a relatively long period o 
use; but are inventory, even though not held for sale, if they are used up or consumed in a 
short period of time in the production of some end product. 

4. Goods are “farm products" only if they are in the possession of a debtor engaged in 
arming operations. Animals in a herd of livestock are covered whether they are acquired 
by purchase or result from natural increase. Products of crops or livestock remain farm 
products so long as they are in the possession of a debtor engaged in farming operations 
and have not been subjected to a manufacturing process. The terms “crops”, “livestock” and 
"farming operations” are not defined; however, it is obvious from the text that “farming 
operations" includes raising livestock as well as crops; similarly, since eggs are products o 
ivestock, livestock includes fowl. 

When crops or livestock or their products come into the possession of a person not engaged 
in farming operations they cease to be “farm products". If they come into the possession of a 
marketing agency for sale or distribution or of a manufacturer or processor as raw materi- 
als, they become inventory. 

Products of crops or livestock, even though they remain in the possession of a person 
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engaged in farming operations, lose their status as farm products if they are subjected to a 
manufacturing process. What is and what is not a manufacturing operation is not 
determined by this Article. At one end of the scale some processes are so closely connected 

ith farming—such as pasteurizing milk or boiling sap to produce maple syrup or maple 
sugar—that they would not rank as manufacturing. On the other hand an extensive can- 
ning operation would be manufacturing. The line is one for the courts to draw. After farm 
products have been subjected to a manufacturing operation, they become inventory if held 


interest in goods held for sale does not include one who buys farm products from a person 
engaged in farming operations. 
5. The principal definition of equipment is a negative one: goods used in a business 
(including farming or a profession) which are not inventory and not farm products. Trucks, 
olling stock, tools, machinery are typical. It will be noted furthermore that any goods 
hich are not covered by one of the other definitions in this section are to be treated as 
equipment. 
Cross References: 
Point 1: Sections 9-102, 9-307, 9-312, 9-401 and Part 5. 
Point 3: Section 9-307. 
Point 4: Section 9-307. 
Definitional Cross References: 
"Contract". Section 1-201. 
*Debtor". Section 9-105. 
“Goods”. Section 9-105. 
"Organization". Section 1-201. 
"Person". Section 1-201. 
“Sale”. Sections 2-106 and 9-105. 


$ 9-110. Sufficiency of Description. 


For the purposes of this Article any description of personal property or 
real estate is sufficient whether or not it is specific if it reasonably identi- 
fies what is described. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The requirement of description of collateral (see Section 9-203 and Comment thereto) is 
evidentiary. The test of sufficiency of a description laid down by this section is that the de- 
scription do the job assigned to it—that it make possible the identification of the thing 
described. Under this rule courts should refuse to follow the holdings, often found in the 
older chattel mortgage cases, that descriptions are insufficient unless they are of the most 
exact and detailed nature, the so-called “serial number” test. The same test of reasonable 
identification applies where a description of real estate is required in a financing statement. 
See Section 9-402. 

Cross References: 

Sections 9-203 and 9-402. 


$ 9-111. Applicability of Bulk Transfer Laws. 


The creation of a security interest is not a bulk transfer under Article 6 
(see Section 6-103). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
The bulk transfer laws, which have been almost everywhere enacted, were designed to 
prevent a once prevalent type of fraud which seems to have flourished particularly in the 
etail field: the owner of a debt-burdened enterprise would sell it to an unwary purchaser 
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and then remove himself, with the purchase price and his other assets, beyond the reach o 
process. The creditors would find themselves with no recourse unless they could establish 
hat the purchaser assumed existing debts. The bulk transfer laws, which require advance 
notice of sale to all known creditors, seem to have been successful in preventing such 

auds. 

There has been disagreement whether the bulk transfer laws should be applied to secu- 
ity as well as to sale transactions. In most states security transactions have not been 
covered; in a few states the opposite result has been reached either by judicial construction 
or by express statutory provision. Whatever the reasons may be, it seems to be true that 
he bulk transfer type of fraud has not often made its appearance in the security field: it 
may be that lenders of money are more inclined to investigate a potential borrower than 
are purchasers of retail stores to determine the true state of their vendor's affairs. Since 
compliance with the bulk transfer laws is onerous and expensive, legitimate financing 
ransactions should not be required to comply when there is no reason to believe that other 
creditors will be prejudiced. 

This section merely reiterates the provisions of Article 6 on Bulk Transfers which provides 
in Section 6-103(1) that transfers *made to give security for the performance of an obliga- 
ion" are not subject to that Article. 
Cross Reference: 

Section 6-103(1). 
Definitional Cross Reference: 

"Security interest". Section 1-201. 


$ 9-112. Where Collateral Is Not Owned by Debtor. 


Unless otherwise agreed, when a secured party knows that collateral is 
owned by a person who is not the debtor, the owner of the collateral is 
entitled to receive from the secured party any surplus under Section 9-502(2) 
or under Section 9-504(1), and is not liable for the debt or for any defi- 
ciency after resale, and he has the same right as the debtor 


(a) to receive statements under Section 9-208; 

(b) to receive notice of and to object to a secured party's proposal to 
retain the collateral in satisfaction of the indebtedness under Section 
9-505; 

(c) to redeem the collateral under Section 9-506; 

(d) to obtain injunctive or other relief under Section 9-507(1); and 

(e) to recover losses caused to him under Section 9-208(2). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

Under the definition of Section 9-105, in any provisions of the Article dealing with the 
collateral the term “debtor” means the owner of the collateral even though he is not the 
person who owes payment or performance of the obligation secured. The section covers sev- 
eral situations in which the implications of this definition are specifically set out. 

The duties which this section imposes on a secured party toward such an owner of collat- 
eral are conditioned on the secured party's knowledge of the true state of facts. Short o 
such knowledge he may continue to deal exclusively with the person who owes the 
obligation. Nor does the section suggest that the secured party is under any duty of inquiry. 
It does not purport to cut across the law of conversion or of ultra vires. Whether a person 

ho does not own property has authority to encumber it for his own debts and whether a 
person is free to encumber his property as collateral for the debts of another, are matters to 
be decided under other rules of law and are not covered by this section. 

The section does not purport to be an exhaustive treatment of the subject. It isolates 
certain problems which may be expected to arise and states rules as to them. Others will 

o doubt arise: their solution is left to the courts. 

Cross References: 
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Sections 9-105, 9-208 and Part 5. 
Definitional Cross References: 

*Collateral". Section 9-105. 

“Debtor”. Section 9-105. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Receive notice”. Section 1-201. 

“Right”. Section 1-201. 

“Secured party”. Section 9-105. 


§ 9-113. Security Interests Arising Under Article on Sales or 
Under Article on Leases. 
A security interest arising solely under the Article on Sales (Article 2) or 
he Article on Leases (Article 2A) is subject to the provisions of this Article 
except that to the extent that and so long as the debtor does not have or 
does not lawfully obtain possession of the goods 
(a) no security agreement is necessary to make the security interest 
enforceable; and 
(b) no filing is required to perfect the security interest; and 
(c) the rights of the secured party on default by the debtor are governed 
(i) by the Article on Sales (Article 2) in the case of a security interest 
arising solely under such Article or (ii) by the Article on Leases (Article 
2A) in the case of a security interest arising solely under such Article. 


As amended in 1987. 
See Appendix III for material relating to changes made in text in 1987. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Under the provisions of Article 2 on Sales, a seller of goods may reserve a security 
interest (see, e.g., Sections 2-401 and 2-505); and in certain circumstances, whether or not 
a security interest is reserved, the seller has rights of resale and stoppage under Sections 
2-703, 2-705 and 2-706 which are similar to the rights of a secured party. Similarly, under 
such sections as Sections 2-506, 2-707 and 2-711, a financing agency, an agent, a buyer or 
another person may have a security interest or other right in goods similar to that of a 
seller. The use of the term “security interest” in the Sales Article is meant to bring the 
interests so designated within this Article. This section makes it clear, however, that such 
security interests are exempted from certain provisions of this Article. Compare Section 
4-208(3), making similar special provisions for security interests arising in the bank collec- 
ion process. 

2. The security interests to which this section applies commonly arise by operation of law 
in the course of a sales transaction. Since the circumstances under which they arise are 
defined in the Sales Article, there is no need for the “security agreement” defined in Section 
9-105(1)) and required by Section 9-203(1) and paragraph (a) dispenses with such 

equirements. The requirement of filing may be inapplicable under Sections 9-302(1)(a) and 
(b), 9-304 and 9-305, where the goods are in the possession of the secured party or of a 
bailee other than the debtor. To avoid difficulty in the residual cases, as for example where 
a bailee does not receive notification of the secured party's interest until after the security 
interest arises, paragraph (b) dispenses with any filing requirement. Finally, paragraph (c) 
makes inapplicable the default provisions of Part 5 of this Article, since the Sales Article 
contains detailed provisions governing stoppage of delivery and resale after breach. See 
Sections 2-705, 2-706, 2-707(2) and 2-711(3). 

3. These limitations on the applicability of this Article to security interests arising under 
he Sales Article are appropriate only so long as the debtor does not have or lawfully obtain 
possession of the goods. Compare Section 56(b) of the Uniform Sales Act. A secured party 
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ho wishes to retain a security interest after the debtor lawfully obtains possession must 
comply fully with all the provisions of this Article and ordinarily must file a financing 
statement to perfect his interest. This is the effect of the *except" clause in the preamble to 
his section. Note that in the case of a buyer who has a security interest in rejected goods 

nder Section 2-711(3), the buyer is the “secured party” and the seller is the “debtor”. 

4. This section applies only to a “security interest". The definition of “security interest” in. 
Section 1-201(37) expressly excludes the special property interest of a buyer of goods on 
identification under Section 2-401(1). The seller's interest after identification and before 
delivery may be more than a security interest by virtue of explicit agreement under Section 
2-401(1) or 2-501(1), by virtue of the provisions of Section 2-401(2), (3) or (4), or by virtue o 
substitution pursuant to Section 2-501(2). In such cases, Article 9 is inapplicable by the 

erms of Section 9-102(1)(a). 

5. Where there is a “security interest”, this section applies only if the security interest 
arises “solely” under the Sales Article. Thus Section 1-201(37) permits a buyer to acquire 
by agreement a security interest in goods not in his possession or control; such a security 
interest does not impair his rights under the Sales Article, but any rights based on the se- 
curity agreement are fully subject to this Article without regard to the limitations of this 
section. Similarly, a seller who reserves a security interest by agreement does not lose his 

ights under the Sales Article, but rights other than those conferred by the Sales Article 
depend on full compliance with this Article. 

6. This section is amended to include security interests arising under the Article on 
Leases (Article 2A), which is being promulgated at the same time as this amendment. 
Section 2A-508(5). After the effective date of the amendment to this section all references 
in the Act to Section 9-113 will be deemed to refer to this section, as amended. E.g., 
Sections 9-203(1) and 9-302(1)(f). 

Cross References: 

Point 1: Sections 2-401, 2-505, 2-506, 2-705, 2-706, 2-707, 2-711(3), 4-208(3). 

Point 2: Sections 2-705, 2-706, 2-707(2), 2-711(3), 9-203(1), 9-302(1)(a) and (b), 9-304, 
9-305 and Part 5. 

Point 3: Section 2-711(3). 

Point 4: Sections 2-401, 2-501 and 9-102(1)(a). 

Point 6: Article 2A, esp. Section 2A-508(5). 

Definitional Cross References: 

“Agreement”. Section 1-201(3). 

“Debtor”. Section 9-105. 

“Goods”. Sections 2A-103(1)(h), 9-105. 

“Lease”. Section 2A-103(1)(j). 

“Party”. Section 1-201(29). 

“Rights”. Section 1-201(36). 

“Sale”. Section 2-106(1). 

“Secured party”. Section 9-105. 

“Security agreement”. Section 9-105. 

“Security interest”. Section 1-201(37). 


§ 9-114. Consignment. 

(1) A person who delivers goods under a consignment which is not a se- 
curity interest and who would be required to file under this Article by 
paragraph (3)(c) of Section 2-326 has priority over a secured party who is 
or becomes a creditor of the consignee and who would have a perfected se- 
curity interest in the goods if they were the property of the consignee, and 
also has priority with respect to identifiable cash proceeds received on or 
before delivery of the goods to a buyer, if 

(a) the consignor complies with the filing provision of the Article on 
Sales with respect to consignments (paragraph (3)(c) of Section 2-326) 
before the consignee receives possession of the goods; and 

(b) the consignor gives notification in writing to the holder of the secu- 
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rity interest if the holder has filed a financing statement covering the 
same types of goods before the date of the filing made by the consignor; 
and 


(c) the holder of the security interest receives the notification within 
five years before the consignee receives possession of the goods; and 


(d) the notification states that the consignor expects to deliver goods 
on consignment to the consignee, describing the goods by item or type. 


(2) In the case of a consignment which is not a security interest and in 
hich the requirements of the preceding subsection have not been met, a 
person who delivers goods to another is subordinate to a person who would 


As added in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section requires that where goods are furnished to a merchant under the arrange- 
ment known as consignment rather than in a security transaction, the consignor must, in 
order to protect his position as against an inventory secured party of the consignee, give to 
hat party the same notice and at the same time that he would give to that party if that 
party had filed first with respect to inventory and if the consignor were furnishing the 
goods under an inventory security agreement instead of under a consignment. 

For the distinction between true consignment and security arrangements, see Section 
1-201(37). For the assimilation of consignments under certain circumstances to goods on 
sale or return and the requirement of filing in the case of consignments, see Section 2-326. 

The requirements of notice in this section conform closely to the concepts and the 
anguage of Section 9-312(3), which should be consulted together with the relevant 

Comments. 

Except in the limited cases of identifiable cash proceeds received on or before delivery o 
he goods to a buyer, no attempt has been made to provide rules as to perfection of a claim 

o proceeds of consignments (compare Section 9-306) or the priority thereof (compare 

Section 9-312). It is believed that under many true consignments the consignor acquires a 
claim for an agreed amount against the consignee at the moment of sale, and does not look 
o the proceeds of sale. In contrast to the assumption of this Article that rights to proceeds 
of security interests under Section 9-306 represent the presumed intent of the parties 
(compare Section 9-203(3)), the Article goes on the assumption that if consignors intend to 
claim the proceeds of sale, they will do so by expressly contracting for them and will perfect 
heir security interests therein. 
Cross References: 

Sections 2-326 and 9-312(3). 
Definitional Cross References: 

“Consignment”. Section 1-201(37). 

“Debtor”. Section 9-105. 

“Goods”. Section 9-105. 

“Notification”. Section 1-201(26). 

“Proceeds”. Section 9-306. 

“Security interest”. Section 1-201(37). 


9-115. Investment Property. 
(1) In this Article: 


(a) “Commodity account” means an account maintained by a commod- 
ity intermediary in which a commodity contract is carried for a commod- 
ity customer. 
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(b) “Commodity contract" means a commodity futures contract, an op- 
tion on a commodity futures contract, a commodity option, or other 
contract that, in each case, is: 

(3) traded on or subject to the rules of a board of trade that has been 
designated as a contract market for such a contract pursuant to the 
federal commodities laws; or 

(ii) traded on a foreign commodity board of trade, exchange, or mar- 
ket, and is carried on the books of a commodity intermediary for a 
commodity customer. 

(c) *Commodity customer" means a person for whom a commodity 
intermediary carries a commodity contract on its books. 

(d) “Commodity intermediary” means: 

(i) a person who is registered as a futures commission merchant 
under the federal commodities laws; or 

(ii) a person who in the ordinary course of its business provides 
clearance or settlement services for a board of trade that has been 
designated as a contract market pursuant to the federal commodities 
laws. 

(e) *Control" with respect to a certificated security, uncertificated secu- 
rity, or security entitlement has the meaning specified in Section 8-106. 
A secured party has control over a commodity contract if by agreement 
among the commodity customer, the commodity intermediary, and the 
secured party, the commodity intermediary has agreed that it will apply 
any value distributed on account of the commodity contract as directed 
by the secured party without further consent by the commodity customer. 
If a commodity customer grants a security interest in a commodity 
contract to its own commodity intermediary, the commodity intermedi- 
ary as secured party has control. A secured party has control over a se- 
curities account or commodity account if the secured party has control 
over all security entitlements or commodity contracts carried in the se- 
curities account or commodity account. 

(f) “Investment property" means: 

(i) a security, whether certificated or uncertificated; 

(ii) a security entitlement: 

(iii) a securities account: 

(iv) a commodity contract; or 

(v) a commodity account. 

(2) Attachment or perfection of a security interest in a securities account 
is also attachment or perfection of a security interest in all security entitle- 
ments carried in the securities account. Attachment or perfection of a se- 
curity interest in a commodity account is also attachment or perfection o 
a security interest in all commodity contracts carried in the commodity 
account. 

(3) A description of collateral in a security agreement or financing state- 
ment is sufficient to create or perfect a security interest in a certificated 
security, uncertificated security, security entitlement, securities account, 
commodity contract, or commodity account whether it describes the collat- 
eral by those terms, or as investment property, or by description of the 


1775 


APPENDIX O 


nderlying security, financial asset, or commodity contract. A description 
of investment property collateral in a security agreement or financing| 
statement is sufficient if it identifies the collateral by specific listing, by 
category, by quantity, by a computational or allocational formula or proce- 
dure, or by any other method, if the identity of the collateral is objectively 
determinable. 

(4) Perfection of a security interest in investment property is governed 
by the following rules: 

(a) A security interest in investment property may be perfected by 
control. 

(b) Except as otherwise provided in paragraphs (c) and (d), a security 
interest in investment property may be perfected by filing. 

(c) If the debtor is a broker or securities intermediary, a security inter- 
est in investment property is perfected when it attaches. The filing of a 
financing statement with respect to a security interest in investment 
property granted by a broker or securities intermediary has no effect for 
purposes of perfection or priority with respect to that security interest. 

(d) If a debtor is a commodity, intermediary, a security interest in a 
commodity contract or a commodity account is perfected when it 
attaches. The filing of a financing statement with respect to a security 
interest in a commodity contract or a commodity account granted by a 
commodity intermediary has no effect for purposes of perfection or prior- 
ity with respect to that security interest. 

(5) Priority between conflicting security interests in the same invest- 
ent property is governed by the following rules: 

(a) A security interest of a secured party who has control over invest- 
ment property has priority over a security interest of a secured party 
who does not have control over the investment property. 

(b) Except as otherwise provided in paragraphs (c) and (d), conflicting 
security interests of secured parties each of whom has control rank 
equally. 

(c) Except as otherwise agreed by the securities intermediary, a secu- 
rity interest in a security entitlement or a securities account granted to 
the debtor’s own securities intermediary has priority over any security 
interest granted by the debtor to another secured party. 

(d) Except as otherwise agreed by the commodity intermediary, a se- 
curity interest in a commodity contract or a commodity account granted 
to the debtor’s own commodity intermediary has priority over any secu- 
rity interest granted by the debtor to another secured party. 

(e) Conflicting security interests granted by a broker, a securities 
intermediary, or a commodity intermediary which are perfected without 
control rank equally. 

(f) In all other cases, priority between conflicting security interests in 
investment property is governed by Section 9-312(5), (6), and (7). Section 
9-312(4) does not apply to investment property. 

(6) If a security certificate in registered form is delivered to a secured 
party pursuant to agreement, a written security agreement is not required 
for attachment or enforceability of the security interest, delivery suffices 


for perfection of the security interest, and the security interest has priority 
over a conflicting security interest perfected by means other than control, 
even if a necessary indorsement is lacking. 


Added in 1994. 


See Appendix XII, infra. 


Official Comment 

1. Overview. This section sets out the principal rules on security interests in investment 
property. Investment property, defined in subsection (1)(f) is a new term for a category o 
collateral that includes securities, whether held directly or through intermediaries, and 
commodity futures. The term investment property is used in Article 9 as one of the general 
categories of collateral, such as goods or instruments. Investment property is excluded from 

he definitions of goods, instruments, and general intangibles. See Sections 9-105(1)(h), 
9-105(1)(), and 9-106. 

This section is added as part of the revision of Article 8 on investment securities. It relies 
in part on terms and concepts defined in Revised Article 8. For an overview of Revised 
Article 8, see the Prefatory Note to that Article. Prior to the 1978 amendments to Article 8, 

he rules on security interests in securities were included in Article 9. The 1978 amend- 
ments moved the key rules to Article 8. The revision of Article 8 returns these matters to 
Article 9. In order to avoid disruption of section numbering, the new rules on security 
interests in investment property are collected in this section, rather than being distributed 
among the various sections of Article 9 dealing with corresponding issues for other catego- 
ies of collateral. On matters not covered by rules set out in this section, security interests 
in investment property are governed by the general rules in other sections of this Article. 

The distinction between the direct and indirect holding systems plays an important role 
in the rules on security interests in securities. Consider two investors, X and Y, each o 

hom owns 1000 shares of XYZ Co. common stock. X has a certificate representing 1000 
shares and is registered on the books maintained by XYZ Co.’s transfer agent as the holder 
of record of those 1000 shares. X has a direct relationship with the issuer, and receives 
dividends, distributions, and proxies directly from the issuer. In Revised Article 8 terminol- 
ogy, X has a direct claim to a “certificated security.” If X wishes to use the investment posi- 

ion as collateral for a loan, X would grant the lender a security interest in the “certificated 
security." The Article 9 rules for such transactions are explained in Comment 2. XYZ Co. 
might not issue certificates, but register investors such as X directly on its stockholder 
books. In that case, X's interest would be an “uncertificated security." The Article 9 rules 
or uncertificated securities are explained in Comment 3. By contrast to these direct 
elationships, Y holds the securities through an account with Y's broker. Y does not have a 
certificate and is not registered on XYZ Co.’s stock books as a holder of record. Rather, 
holds the securities through a chain of securities intermediaries. Under Revised Article 8, 

s interest in XYZ common stock is described as a “securities entitlement.” If Y wishes to 
use the investment position as collateral for a loan, Y would grant the lender a security 
interest in the “securities entitlement." The Article 9 rules for security entitlements are 
explained in Comment 4. 

A commercial setting in which security interests in investment property play a most 
economically significant role is the “wholesale” level, that is, finance of securities firms and 
security interests that support the extension of credit in the settlement system. Comments 
6 and 7 deal with these transactions. The rules on security interests in investment property 
also apply to commodity futures. Comment 8 deals with these transactions. 

The rules on security interests in investment property are based on the concept o 
"control," defined in Sections 8-106 and 9-115(1)(e). If the secured party has control the se- 
curity interest can attach even without a written security agreement. See Section 9-203. 
security interest in investment property can also be created by a written security agree- 
ment pursuant to Section 9-203. Security interests in investment property can be perfected 
by control. See subsection (4)(a). Although other methods of perfection are also permitted, 

he basic priority rule, set out in subsection (5)(a), is that a secured party who obtains 
control has priority over a secured party who relies on some other method of perfection. 

he control priority rule is explained in Comment 5. 

2. Security interests in certificated securities. A security interest in a certificated 
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security can be created by conferring control on the secured party. Section 8-106 provides 

hat a secured party has control of a certificated security if the certificate has been delivered, 
see Section 8-301, and any necessary indorsement has been supplied. Section 9-203 provides 
hat a security interest can attach, even without a written security agreement, if the 
secured party has control. Section 9-115(4)(a) provides that control is a permissible method 
of perfection. 

A security interest in a certificated security can also be created by a written security 
agreement pursuant to Section 9-203, and can be perfected by filing, see subsection (4)(b). 
(The perfection by filing rule does not apply if the debtor is a broker or securities 
intermediary.) However, a security interest perfected only by filing is subordinate to a 
conflicting security interest perfected by control. See subsection (5)(a) and Comment 5. 
Also, perfection by filing would not give the secured party protection against other types o 
adverse claims, since the Article 8 adverse claim cut-off rules require control. See Section 
8-510. 

Section 9-115(6) deals with cases where a secured party has taken possession of an 

nindorsed security certificate in registered form. It provides that even though the indorse- 
ment is lacking, delivery of the certificate to the secured party suffices for attachment and 
perfection of the security interest in the certificated security. It also provides that such a 
possessory security interest has priority over a conflicting non-control security interest, 
such as a security interest perfected by filing. However, without the indorsement the 
secured party would not get the other protections against adverse claims that flow from 
obtaining control. See Section 8-510. 

3. Security interests in uncertificated securities. The rules on security interests in 
uncertificated securities apply only where the debtor is the direct holder of an uncertificated 
security. For example, mutual funds typically do not issue certificates, but the beneficial 
owners of mutual funds shares commonly are the direct holders of the shares, whose 
interests are recorded on the books of the issuer. If such an investor grants a security inter- 
est in the mutual funds shares, the rules in this section on security interests in 
uncertificated securities apply. These rules are not germane to situations where a debtor 
holds securities through a securities intermediary. Security interests in positions held 
hrough securities intermediaries are governed by the rules on security entitlements and 
securities accounts, not the rules on uncertificated securities. 

A security interest in an uncertificated security can be perfected either by control or by 

ling. See subsection (4)(a) and (b). (The filing rule does not apply if the debtor is itself a 
broker or securities intermediary.) Priority disputes among conflicting security interests in| 
an uncertificated security are governed by subsection (5). Under subsection (5)(a), a secured 
party who obtains control has priority over a secured party who does not have control. 

hus, although filing is a permissible method of perfection, a secured party who perfects b 

ling takes the risk that the debtor has granted or will grant a security interest in the 
same property to another party who obtains control. See Comment 5. 

The requirements for control with respect to uncertificated securities are set out in 
Section 8-106(c). There are two possibilities. First, a secured party has control if the 
uncertificated security is transferred from debtor to secured party on the books of the 
issuer. See Sections 8-106(c)(1) (control by “delivery”) and 8-301(b) (defining “delivery” o 

ncertificated security). So far as the issuer is concerned, the secured party is the registered 
owner entitled to all rights of ownership, though as between the debtor and secured party 
he debtor remains the owner and the secured party holds its interest as secured party. 
Second, a secured party has control over an uncertificated security if the issuer agrees that 
it will comply with “instructions” originated by the secured party without further consent 
by the registered owner. See Section 8-106(c)(2). If the debtor, secured party, and issuer 
agree that the secured party has the right to direct the issuer to dispose of the security 

ithout further action by the debtor, the secured party has control even though the debtor 

emains listed as the registered owner and continues to receive dividends and distributions. 
Note, though, that there is no statutory requirement that issuers of uncertificated securi- 
ies offer such arrangements. 

4. Security interests in security entitlements and securities accounts. This sec- 
ion establishes a structure for creating security interests in securities and other financial 
assets that a debtor holds through an account with a securities intermediary. Under 
Revised Article 8, the interest of a person who holds securities through a securities account 

ith a broker or other securities intermediary is described as a security entitlement. Thus, 
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he Article 9 rules governing the use of that person's investment position as collateral are 
he rules for security entitlements and securities accounts, not the rules for certificated se- 
curities or uncertificated securities. 

Attachment of security interests in security entitlements and securities accounts is 
governed by Section 9-203 and subsections (2) and (3) of this section. Unless the secured 
party has control, a written security agreement is necessary for attachment. For purposes 
of description of the collateral in a security agreement, it is not essential that the precise 

rticle 8 terminology be used. See subsection (3). For example, if a debtor who holds 1000 
shares of XYZ Co. common stock through a securities account signs a security agreement 

hich describes the collateral as “1000 shares of XYZ Co. common stock," that description 
is sufficient, even though the debtor's interest would be described under Revised Article 8 
as a “security entitlement" to 1000 shares of XYZ Co. common stock. 

The Article 8 term security entitlement also covers the interest of a person in a "financial 
asset,” if the person holds that financial asset through a securities account. “Financial as- 
set" is a broader term than “security.” See Section 8-102(a)(9). For example, a bankers’ ac- 
ceptance is an Article 3 negotiable instrument and hence an instrument under Section 
9-105(1)(i). If a person who holds a bankers’ acceptance directly wishes to grant a security 
interest in it, the Article 9 rules for instruments apply. However, if a person holds a bank- 
ers' acceptance through a securities account, the person has a security entitlement to the 
bankers' acceptance. If the person wishes to grant a security interest in the security entitle- 
ment to the bankers' acceptance, the Article 9 rules for investment property apply. 

Subsection (1)(f)iii) provides that the term investment property also includes “securities 
account." This is intended to facilitate transactions in which a debtor wishes to grant a se- 
curity interest in all of the investment positions held through a particular account rather 
han in particular positions carried in the account. Just as a debtor may grant a security 
interest either in specifically listed items of equipment or in all of the debtor's equipment, 
so too a debtor who holds securities or other financial assets through a securities account 
may grant a security interest either in specifically listed security entitlements or in all o 
he security entitlements held through that account. Referring to the collateral as the secu- 

ities account is a simple way of describing all of the security entitlements carried in the 
account. Section 9-115(2) provides that attachment or perfection of a security interest in a 
securities account is also attachment or perfection of a security interest in all security 
entitlements carried in the securities account. A security interest in a securities account 

ould also include all other rights of the debtor against the securities intermediary arising 
out of the securities account. For example, a security interest in a securities account would 
include credit balances due to the debtor from the securities intermediary, whether or not 
hey are proceeds of a security entitlement. 

A security interest in a security entitlement or securities account can be perfected either 
by control or by filing. See subsections (4)(a) and (4)(b). (The filing rule does not apply if the 
debtor is itself a broker or securities intermediary.) Priority disputes among conflicting se- 
curity interests in a security entitlement or securities account are governed by subsection 
(5). The basic rule of subsection (5)(a) is that a secured party who obtains control has prior- 
ity over a secured party who does not have control. Thus, although filing is a permissible 
method of perfection, a secured party who perfects by filing takes the risk that the debtor 
has granted or will grant a security interest in the same property to another party who 
obtains control. See Comment 5. 

The requirements for control with respect to security entitlements and securities ac- 
counts are set out in Sections 8-106(d) and 9-115(1)(e). There are two possibilities. First, 
Section 8-106(d)(1) provides that a secured party has control over a security entitlement i 

he secured party becomes the entitlement holder, that is, the position is transferred from 
debtor to secured party on the books of a securities intermediary. See Examples 1 and 2 in 
Comment 4 to Section 8-106. Second, Section 8-106(d)(2) provides that a secured party has 
control over a security entitlement if the securities intermediary agrees that it will comply 

ith entitlement orders originated by the secured party without further consent by the 
debtor. See Example 3 in Comment 4 to Section 8-106. If the debtor, secured party, and is- 
suer agree that the secured party has the right to direct the securities intermediary to 
dispose of the collateral without further action by the debtor, the secured party has control 
even though the debtor remains listed as the entitlement holder and continues to receive 
dividends and distributions. The secured party can obtain control even though the debtor is 
also allowed to continue to trade. See Section 8-106(f) and Comment 7 thereto. The three- 
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party control agreement device is based on arrangements that have already developed in 
he securities business. Even under prior law, some securities brokers developed standard 
orms of such agreements. Note though that, as is the case with respect to issuers o 
ncertificated securities, there is no statutory requirement that securities intermediaries 
offer such control agreement arrangements. 

Subsection (1)(e) provides that a secured party has control over a securities account if it 
has control over all security entitlements carried in the account. Thus, the rules in Section 
8-106(d) on control with respect to security entitlements determine whether a secured 
party has control over a securities account. Control with respect to a securities account is 
defined in terms of obtaining control over the security entitlements simply for drafting 
convenience. Of course, an agreement that provides that the securities intermediary will 
honor instructions from the secured party concerning a securities account described as such 
is sufficient since such an agreement necessarily implies that the secured party has control 
over all security entitlements carried in the account. 

If a customer borrows from its own securities intermediary, e.g., to purchase securities 
“on margin” or for other purposes, and grants a security interest to its intermediary, the 
intermediary, has control. See Section 8-106(e). A securities firm could also provide control 

nancing arrangements to its customers through a different legal entity than the securities 
intermediary itself, e.g., the securities trading, custody, and credit services might be 
provided by different corporate entities within the financial services firm’s “family.” So long 
as the agreement with the customer provides that the entity providing the custodial func- 
ion (the “securities intermediary”) will act on instructions received from entity providing 
he credit, the credit entity has control. 

5. Priority Rules. Subsection (5) specifies the priority rules for conflicting security 
interests in the same investment property. Subsection (5)(a) states the most important gen- 
eral rule—that a secured party who obtains control has priority over a secured party who 
does not obtain control. The other priority rules, in subsections (5)(b) through (5)(e), deal 

ith relatively unusual circumstances not covered by the control priority rule. Subsection 
(5)(f) provides that the general priority rules of Section 9-312 apply to cases not covered b 

he specific rules in subsection (5). The principal application of this residual rule is that the 

sual first in time of filing rule applies to conflicting security interests that are perfected 
only by filing. Because the control priority rule of subsection (5)(a) provides for the ordinary 
cases in which persons purchase securities on margin credit from their brokers, there is no 
need for special rules for purchase money security interests. Accordingly, subsection (5)(f) 
provides that the purchase money priority rule of Section 9-312(4) does not apply to invest- 
ment property. 

The following examples illustrate the basic priority rules of this section: 

Example 1. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock for which Debtor has a certificate. Alpha perfects by 
filing. Later, Debtor borrows from Beta and grants Beta a security interest in the 1000 
shares of XYZ Co. stock. Debtor delivers the certificate, properly indorsed, to Beta, Alpha 
and Beta both have perfected security interests in the XYZ Co. stock. Beta has control, 
see Section 8-106(b)(1), and hence has priority over Alpha. 

Example 2. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, held through a securities account with Able & Co. 
Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a security 
interest in the 1000 shares of XYZ Co. stock. Debtor instructs Able to have the 1000 
shares transferred through the clearing corporation to Custodian Bank, to be credited to 
Beta’s account with Custodian Bank. Alpha and Beta both have perfected security 
interests in the XYZ Co. stock. Beta has control, see Section 8-106(d)(1), and hence has 
priority over Alpha. 

Example 3. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor’s investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, which is held through a securities account with Able 
& Co. Alpha perfects by filing. Later, Debtor borrows from Beta and grants Beta a secu- 
rity interest in the 1000 shares of XYZ Co. stock. Debtor, Able, and Beta enter into an 
agreement under which Debtor will continue to receive dividends and distributions, and 
will continue to have the right to direct dispositions, but Beta will also have the right to 
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interests in the XYZ Co. stock. Beta has control, see Section 8-106(d)(2), and hence has 

priority over Alpha. 

Example 4. Debtor borrows from Alpha and grants Alpha a security interest in a va- 
riety of collateral, including all of Debtor's investment property. At that time Debtor 
owns 1000 shares of XYZ Co. stock, held through a securities account with Able & Co. 
Alpha perfects by filing, Debtor's agreement with Able & Co. provides that Able has a se- 
curity interest in all securities carried in the account as security for any obligations o 
Debtor to Able. Debtor incurs obligations to Able and later defaults on the obligations to 
Alpha and Able. Able has control by virtue of the rule of Section 8-106(e) that if a 
customer grants a security interest to its own intermediary, the intermediary has control. 
Since Alpha does not have control, Able has priority over Alpha under the general control 
priority rule of subsection (5)(a). 

Example 5. Debtor holds securities through a securities account with Able & Co. 
Debtor's agreement with Able & Co. provides that Able has a security interest in all secu- 
rities carried in the account as security for any obligations of Debtor to Able. Debtor bor- 
rows from Beta and grants Beta a security interest in 1000 shares of XYZ Co. stock car- 
ried in the account. Debtor, Able, and Beta enter into an agreement under which Debtor 
will continue to receive dividends and distributions and will continue to have the right to 
direct dispositions, but Beta will also have the right to direct dispositions and receive the 
proceeds. Debtor incurs obligations to Able and later defaults on the obligations to Beta 
and Able. Both Beta and Able have control, so the general control priority rule of subsec- 
tion (5)(a) does not apply. Compare Example 4. Subsection (5)(c) provides that a security 
interest held by a securities intermediary in positions of its own customer has priority 
over a conflicting security interest of an external lender, so Able has priority over Beta. 
(Subsection (5)(d) has a parallel rule for commodities intermediaries.) The agreement 
among Able, Beta, and Debtor could, of course, determine the relative priority of the se- 
curity interests of Able and Beta, see Section 9-316, but the fact that the intermediary 
has agreed to act on the instructions of a secured party such as Beta does not itself imply 
any agreement by the intermediary to subordinate. 

The control priority rule does not turn on either temporal sequence or awareness o 
conflicting security interests. Rather, it is a structural rule, based on the principle that a 
ender should be able to rely on the collateral without question if the lender has taken the 

ecessary steps to assure itself that it is in a position where it can foreclose on the collat- 
eral without further action by the debtor. The control priority rule is necessary because the 
perfection rules provide considerable flexibility in structuring secured financing 
arrangements. For example, at the “retail” level, a secured lender to an investor who wants 
he full measure of protection can obtain control, but the creditor may be willing to accept 
he greater measure of risk that follows from perfection by filing. Similarly, at the 
“wholesale” level, a lender to securities firms can leave the collateral with the debtor and 
obtain a perfected security interest under the automatic perfection rule of subsection (4)(c), 
but a lender who wants to be entirely sure of its position will want to obtain control. The 
control priority rule of subsection (5)(a) is an essential part of this system of flexibility. It is 
easible to provide more than one method of perfecting secured transactions only if the 
ules ensure that those who take the necessary steps to obtain the full measure of protec- 
ion do not run the risk of subordination to those who have not taken such steps. A secured 
party who is unwilling to run the risk that the debtor has granted or will grant a conflict- 
ing control security interest should not make a loan without obtaining control of the 
collateral. 

As applied to the retail level, the control priority rule means that a secured party who 
obtains control has priority over a conflicting security interest perfected by filing without 
egard to inquiry into whether the control secured party was aware of the filed security 
interest. Prior to enactment of this section, Article 9 did not permit perfection of security 
interests in securities by filing. Accordingly, parties who deal in securities have never 
developed a practice of searching the UCC files before conducting securities transactions. 
Although filing is now a permissible method of perfection, in order to avoid disruption o 
existing practices in this business it is necessary to give perfection by filing a different and 
more limited effect for securities than for some other forms of collateral. The priority rules 
are not based on the assumption that parties who perfect by the usual method of obtaining 
control will search the files. Quite the contrary, the control priority rule is intended to 
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ensure that secured parties who do obtain control are entirely unaffected by filings. To 
state the point another way, perfection by filing is intended to affect only general creditors 
or other secured creditors who rely on filing. The rule that a security interest perfected by 
ling can be primed by a control security interest, without regard to awareness, is a conse- 
quence of the system of perfection and priority rules for investment property. These rules 
are designed to take account of the circumstances of the securities markets, where filing is 

ot given the same effect as for some other forms of property. No implication is made about 
he effect of filing with respect to security interests in other forms of property, nor about 
other Article 9 rules, e.g., Section 9-308, which govern the circumstances in which security, 
interests in other forms of property perfected by filing can be primed by subsequent 
perfected security interests. 

6. Secured finance of securities firms. Modernization of the commercial law rules 
governing secured finance of securities dealers and security interest arrangements in the 
clearance and settlement system is essential to the safe and efficient functioning of the se- 
curities markets. 

Secured financing arrangements for securities firms are currently implemented in vari- 
ous ways. In some circumstances lenders may require that the transactions be structured 
as “hard pledges,” where the securities are transferred on the books of a clearing corpora- 

ion from the debtor’s account to the lender’s account or to a special pledge account for the 
ender where they cannot be disposed of without the specific consent of the lender. In other 
circumstances, lenders are content with so-called “agreement to pledge” or “agreement to 
deliver” arrangements, where the debtor retains the positions in its own account, but 
eflects on its books that the positions have been hypothecated and promises that the secu- 
ities will be transferred to the secured party’s account on demand. 

The perfection and priority rules of this section are designed to facilitate current secured 

nancing arrangements for securities firms as well as to provide sufficient flexibility to ac- 
commodate new arrangements that develop in the future. Hard pledge arrangements are 
covered by the concept of control. If the lender obtains control, the security interest is 
perfected and has priority over a conflicting non-control security interest. For examples o 
control arrangements in this setting see Examples 4 through 8 in Comment 4 to Section 
8-106. The secured party can obtain control even though the debtor retains the right to 
rade or otherwise dispose of the collateral. See Section 8-106(f) and Examples 7 and 8 in 
Comment 4 to Section 8-106. 

Non-control secured financing arrangements for securities firms are covered by the 

automatic perfection rule of subsection (4)(c). Under prior law, agreement to pledge ar- 
angements could be implemented under a provision that a security interest in securities 
given for new value under a written security agreement was perfected without filing or pos- 
session for a period of 21 days. Although the security interests were temporary in legal the- 
ory, the financing arrangements could, in practice, be continued indefinitely by rolling over 
he loans at least every 21 days. Accordingly, a knowledgeable creditor of a securities firm 
ealizes that the firm’s securities may be subject to security interests that are not discover- 
able from any public records. The perfection rule of subsection (4)(c) makes it unnecessary 
o engage in the purely formal practice of rolling over these arrangements every 21 days. 

Priority questions concerning security interests granted by brokers and securities 
intermediaries are governed by the general control priority rule of subsection (5)(a), as 
supplemented by the special rules set out in subsections (b), (c), and (e). In cases not 
covered by the control priority rule, conflicting security interests rank equally. The follow- 
ing examples illustrate the priority rules as applied to this setting. (In all cases it is as- 
sumed that the debtor retains sufficient other securities to satisfy all customers’ claims. 

his section deals with the relative rights of secured lenders to a securities firm. Disputes 

between a secured lender and the firm’s own customers are governed by Section 8-511.) 

Example 6. Able & Co., a securities dealer, enters into financing arrangements with 

two lenders, Alpha Bank and Beta Bank. In each case the agreements provide that the 
lender will have a security interest in the securities identified on lists provided to the 
lender on a daily basis, that the debtor will deliver the securities to the lender on 
demand, and that the debtor will not list as collateral any securities which the debtor 
has pledged to any other lender. Upon Able’s insolvency it is discovered that Able has 
listed the same securities on the collateral lists provided to both Alpha and Beta. Alpha 

and Beta both have perfected security interests under the automatic perfection rule o 

subsection (4)(c). Neither Alpha nor Beta has control. Subsection (5)(e) provides that the 
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security interests of Alpha and Beta rank equally, because each of them has a non- 
control security interest granted by a securities firm. They share pro-rata. 

Example 7. Able enters into financing arrangements with Alpha Bank and Beta 
Bank as in Example 6. At some point, however, Beta decides that it is unwilling to 
continue to provide financing on a non-control basis. Able directs the clearing corporation 
where it holds its principal inventory of securities to move specified securities into Beta's 
account. Upon Able's insolvency it is discovered that a list of collateral provided to Alpha 
includes securities that had been moved to Beta's account. Both Alpha and Beta have 
perfected security interests; Alpha under the automatic perfection rule of subsection 
(4)(c), and Beta under that rule and also the subsection (4)(a) control perfection rule. 
Beta has control but Alpha does not. Beta has priority over Alpha under subsection 
(5)(a). 

Example 8. Able & Co. carries its principal inventory of securities through Clearing 
Corporation, which offers a “shared control” facility whereby a participant securities firm 
can enter into an arrangement with a lender under which the securities firm will retain. 
the power to trade and otherwise direct dispositions of securities carried in its account, 
but Clearing Corporation agrees that, at any time the lender so directs, Clearing Corpora- 
tion will transfer any securities from the firm’s account to the lender’s account or 
otherwise dispose of them as directed by the lender. Able enters into financing arrange- 
ments with two lenders. Alpha and Beta, each of which obtains such a control agreement 
from Clearing Corporation. The agreement with each lender provides that Able will des- 
ignate specific securities as collateral on lists provided to the lender on a daily or other 
periodic basis, and that it will not pledge the same securities to different lenders. Upon. 
Able’s insolvency, it is discovered that Able has listed the same securities on the collat- 
eral lists provided to both Alpha and Beta. Both Alpha and Beta have control over the 
disputed securities. They share pro rata under subsection (5)(b). 

7. Secured financing arrangement in the settlement system. Under the rules or 
agreements governing the relationship between a clearing corporation and its participants, 
he clearing corporation may have a security interest in securities that the participants 
have deposited with the clearing corporation pursuant to guaranty fund arrangements or 
in securities that are in the process of delivery to or from a participant’s account in the 
settlement process. The control rules protect the clearing corporation’s rights as secured 
party in such arrangements, since the clearing corporation would have control over the col- 
ateral under the Section 8-106 rules. The control rules also protect the rights of “upper- 
ier” intermediaries that are not themselves clearing corporations. For example, if a securi- 
ies dealer carries its inventory through a clearing bank that provides both custodial and 
credit services, the clearing bank as secured party would have control and hence be assured 
of perfection and priority over any potential conflicting security interests granted by the se- 
curities dealer. 
In some circumstances, a clearing corporation may be the debtor in a secured financing 
arrangement. For example, a clearing corporation that settles delivery-versus-payment 
ransactions among its participants on a net, same-day basis relies on timely payments 
rom all participants with net obligations due to the system. If a participant that is a net 
debtor were to default on its payment obligation, the clearing corporation would not receive 
some of the funds needed to settle with participants that are net creditors to the system. To 
complete end-of-day settlement after a payment default by a participant, a clearing corpora- 
ion that settles on a net, same-day basis may need to draw on credit lines and pledge secu- 
ities of the defaulting participant or other securities pledged by participants in the clear- 
ing corporation to secure such drawings. The clearing corporation may be the top tier 
securities intermediary for the securities pledged, so that it would not be practical for the 
ender to obtain control. Even where the clearing corporation holds some types of securities 
hrough other intermediaries, however, the clearing corporation is unlikely to be able to 
complete the arrangements necessary to convey “control” over the securities to be pledged 
in time to complete settlement in a timely manner. However, the term "securities intermedi- 
ary” is defined in Section 8-102(a)(14) to include clearing corporations. Thus, the perfection 
ule of subsection (4)(c) applies to security interests in investment property granted by 
clearing corporations. 
In secured financing arrangements for clearing corporations and other securities 
intermediaries, it is sometimes necessary to specify that a secured lender will have a secu- 
ity interest in a certain bundle of securities that, after all the calculations necessary to 
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complete a processing cycle are completed, turn out to be appropriate and available for 
pledge. At the time the security interest attaches, the necessary computations may not 
have been completed, though the information that ultimately will determine what positions 
are to be pledged has been entered. Accordingly, subsection (3) provides that the descrip- 
ion of collateral in a security agreement may identify the collateral by means of a 
computational or allocational formula. 
8. Security interests in commodity futures. Section 9-115 establishes rules on secu- 
ity interests in commodity contracts and commodity accounts that are, in general, parallel 
o the rules on security interests in security entitlements and securities accounts. Note, 
hough, that commodity contracts are not “securities” or “financial assets" under Article 8. 
See Section 8-103(f). Thus, the relationship between commodity intermediaries and com- 
modity customers is not governed by the indirect holding system rules of Part 5 of Article 8. 
For securities, the UCC establishes rules in Article 9 on security interests, and rules in 

rticle 8 on the rights of transferees, including secured parties, on such matters as the 
ights of a transferee if the transfer was itself wrongful so that another party has an 
adverse claim. For commodity contracts, Article 9 establishes rules on security interests, 
but questions of the sort dealt with in Article 8 for securities are left to other law. 
Subsection (1) contains the definitions of the terms used in substantive rules on security 
interests in commodity contracts and commodity accounts. The key term “commodity 
contract" is defined in subsection (1)(b). Section 8-103(f) provides that a commodity contract, 
as defined in Section 9-115, is not a security or a financial asset. The result is that the 
indirect holding system rules in Revised Article 8 Part 5 do not apply to anything that falls 
ithin the definition of commodity contract in this section. The indirect holding system 
ules of Article 8, however, are intended to be sufficiently flexible that they can be applied 
o new developments in the securities and financial markets, where that is appropriate. Ac- 
cordingly, the “commodity contract" definition in this section is narrowly drafted to ensure 
hat it does not operate as an obstacle to the application of the new Article 8 indirect hold- 
ing system rules to new products. The term commodity contract covers those contracts that 
are traded on or subject to the rules of a designated contract market, and foreign commod- 
ity contracts that are carried on the books of American commodity intermediaries. The ef- 
ect of this definition is that the category of commodity contracts that are excluded from 
rticle 8 but governed by Article 9 is essentially the same as the category of contracts that, 
all within the exclusive regulatory jurisdiction of the federal Commodities Futures Trading 
Commission. 

Commodity contracts are rather different from securities or other financial assets. A 
person who enters into a commodity futures contract is not buying an asset having a 
certain value and holding it in anticipation of increase in value. Rather the person is enter- 
ing into a contract to buy or sell a commodity at set price for delivery at a future time. That 
contract may become advantageous or disadvantageous as the price of the commodity 

uctuates during the term of the contract. The rules of the commodity exchanges require 
hat the contracts be marked to market on a daily basis, that is the customer pays or 
eceives any increment attributable to that day's price change. Because commodity custom- 
ers may incur obligations on their contracts, they are required to provide collateral at the 
outset, known as "original margin," and may be required to provide additional amounts, 
own as “variation margin,” during the term of the contract. 

The most likely setting in which a person would want to take a security interest in a 
commodity contract is where a lender who is advancing funds to finance an inventory of a 
physical commodity requires the borrower to enter into a commodity contract as a hedge 
against the risk of decline in the value of the commodity. The lender will want to take a se- 
curity interest in both the commodity itself and the hedging commodity contract. Typically, 
such arrangements are structured as security interests in the entire commodity account in 

hich the borrower carries the hedging contracts, rather than in individual contracts. 
Section 9-115 provides a simple mechanism for implementation of such arrangements, ei- 
her by granting a security interest in the commodity account, or in particular commodity; 
contracts carried in the account. The security interest can be perfected by filing or by 
control. Under subsection (1)(e) the secured party can obtain control over a commodity 
contract or commodity account by obtaining an agreement among the commodity customer, 
he secured party, and the commodity intermediary in which the commodity intermediary 
agrees to apply any value distributed as directed by the secured party. This provides a 
clear and certain legal framework for practices that have already developed in the industry. 
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One important effect of including commodity contracts and commodity accounts in the 
new Article 9 rules is to provide a clearer legal structure for the analysis of the rights o 
commodity clearing organizations against their participants and futures commission 
merchants against their customers. The rules and agreements of commodity clearing 
organizations generally provide that the clearing organization has the right to liquidate 
any participant's positions in order to satisfy obligations of the participant to the clearing 
corporation. Similarly, agreements between futures commission merchants and their 
customers generally provide that the futures commission merchant has the right to 
iquidate a customer's positions in order to satisfy obligations of the customer to the futures 
commission merchant. Section 9-115 treats these rights as security interests and applies to 
hem the same priority rules that apply to the somewhat analogous relationships between 
securities clearing corporations or securities intermediaries and their participants or 
customers. Subsection (1)(e) provides that the commodity intermediary has control, and 
herefore the security interest is perfected under subsection (4)(a). Subsection (5)(d) 
provides that the security interest of a commodity clearing organization in its participants 
commodity contracts has priority over any security interest granted by the participant to a 
hird-party lender. Similarly, an FCM’s security interest would have priority over any secu- 
ity interest granted by its customer to a third-party lender. 

The main property that a commodity intermediary holds as collateral for the obligations 
hat the commodity customer may incur under its commodity contracts is not other com- 
modity contracts carried by the customer but the other property that the customer has 
posted as margin. Typically, this property will be securities. The commodity intermediary's 
security interest in such securities is governed by the rules of this section on security 
interests in securities, not the rules on security interests in commodity contracts or com- 
modity accounts. 

Although there are significant analytic and regulatory differences between commodities 
and securities, the development of commodity contracts on financial products in the past 
ew decades has resulted in a system in which the commodity markets and security markets 
are closely linked. The Section 9-115 rules on security interests in commodity contracts and 
commodity accounts provide a structure that may be essential in times of stress in the 

nancial markets. Suppose, for example that a firm has a position in a securities market 
hat is hedged by a position in a commodity market, so that payments that the firm is obli- 
gated to make with respect to the securities position will be covered by the receipt of funds 
rom the commodity position. Depending upon the settlement cycles of the different 
markets, it is possible that the firm could find itself in a position where it is obligated to 
make the payment with respect to the securities position before it receives the matching 
unds from the commodity position. If cross-margining arrangements have not been 
developed between the two markets, the firm may need to borrow funds temporarily to 
make the earlier payment. The Section 9-115 rules would facilitate the use of positions in 
one market as collateral for loans needed to cover obligations in the other market. 

9. Relation to other law. Section 1-103 provides that “unless displaced by particular 
provisions of this Act, the principles of law and equity . . . shall supplement its provisions." 

here may be circumstances in which a secured party's action in acquiring a security inter- 
est that has priority under this section constitutes conduct that is wrongful under other 
aw. Though the possibility of such resort to other law may provide an appropriate “escape 

alve" for cases of egregious conduct, care must be taken to ensure that this does not 
impair the certainty and predictability of the priority rules. Whether a court may ap- 
propriately look to other law to impose liability upon or estop a party from asserting its 

rticle 9 priority depends on an assessment of the party's conduct under the standards 
established by such other law as well as a determination of whether the particular applica- 

ion of such other law is displaced by the UCC. 

Some circumstances in which other law is clearly displaced by the UCC rules are readily 
identifiable. Common law “first in time, first in right" principles, or correlative tort liability 

ules such as common law conversion principles under which a purchaser may incur li- 
ability to a party with a prior property interest without regard to awareness of that claim, 
are necessarily displaced by the priority rules set out in this section since these rules 
determine the relative ranking of security interests in investment property. So too, Article 
8 provides protections against adverse claims to certain purchasers of interests in invest- 
ment property. In circumstances where a secured party not only has priority under Section 
9-115, but also qualifies for protection against adverse claims under Section 8-303, or 
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8-510, resort to other law would be precluded. 

In determining whether it is appropriate in a particular case to look to other law, account 
must also be taken of the policies that underlie the commercial law rules on securities 
markets and security interests in securities. A principal objective of the revision of Article 8 
and corresponding provisions of Article 9 is to ensure that secured financing transactions 
can be implemented on a simple, timely, and certain basis. One of the circumstances that 
ed to the revision was the concern that uncertainty in the application of the rules on 
secured transactions involving securities and other financial assets could contribute to 
systemic risk by impairing the ability of financial institutions to provide liquidity to the 
markets in times of stress. The control priority rule is designed to provide a clear and 
certain rule to ensure that lenders who have taken the necessary steps to establish control 
do not face a risk of subordination to other lenders who have not done so. 

The control priority rule does not turn on an inquiry into the state of a party's awareness 
of potential conflicting claims because a rule under which a party's rights depended on that 
sort of after the fact inquiry could introduce an unacceptable measure of uncertainty. If an 
inquiry into awareness could provide a complete and satisfactory resolution of the problem 
in all cases, the priority rule of this section would have incorporated that test. The fact that 
it does not necessarily means that resort to other law based solely on that factor is 
precluded, though the question whether a control secured party induced or encouraged its 

nancing arrangement with actual knowledge that the debtor would be violating the rights 
of another secured party may, in some circumstances, appropriately be treated as a factor 
in determining whether the control party's action is the kind of egregious conduct for which 
esort to other law is appropriate. 
Definitional Cross References: 

“Broker”. Section 8-102(a)(3). 

“Certificated security”. Section 8-102(a)(4). 

“Collateral”. Section 9-105(1)(c). 

“Control”. Section 8-106. 

“Debtor”. Section 9-105(1)(d). 

“Delivery”. Section 8-301. 

“Entitlement holder”. Section 8-102(a)(7). 

“Secured party”. Section 9-105(1)(m). 

“Securities account”. Section 8-501. 

“Securities intermediary”. Section 8-102(a)(14). 

“Security”. Section 8-102(a)(15). 

"Security agreement”. Section 9-105(1)(1). 

“Security certificate”. Section 8-102(a)(16). 

“Security entitlement”. Section 8-102(a)(17). 

“Security interest”. Section 1-201(37). 

“Uncertificated security”. Section 8-102(a)(18). 


§ 9-116. Security Interest Arising in Purchase or Delivery of 
Financial Asset. 


moe If a person buys a financial asset through a securities intermediary 


o the securities intermediary at the time of the purchase, and the securi- 
ies intermediary credits the financial asset to the buyer’s securities ac- 
count before the buyer pays the securities intermediary, the securities 
intermediary has a security interest in the buyer’s security entitlement 


for attachment or enforceability of the security interest, and the security 
interest is automatically perfected. 
(2) If a certificated security, or other financial asset represented by a 
riting which in the ordinary course of business is transferred by delivery 
ith any necessary indorsement or assignment is delivered pursuant to an 
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or financial assets and the agreement calls for delivery versus payment, 
he person delivering the certificate or other financial asset has a security 
interest in the certificated security or other financial asset securing the 
seller's right to receive payment. A security agreement is not required for 
attachment or enforceability of the security interest, and the security 
interest is automatically perfected. 


Added in 1994. 
See Appendix XII, infra. 


Official Comment 
1. This section establishes two special rules concerning security interests in investment 
property in order to provide certainty in the securities settlement system. 
2. Depending upon a securities intermediary's arrangements with its entitlement hold- 
ers, the securities intermediary may treat the entitlement holder as entitled to the securi- 
ies in question before the entitlement holder has actually made payment for them. For 
example, many brokers permit retail customers to pay for securities by check. The broker 
may not receive final payment of the check until several days after the broker has credited 
he customer's securities account for the securities. Thus, the customer will have acquired a 
security entitlement prior to payment. Subsection (1) provides that in such circumstances 
he securities intermediary has a security interest in the entitlement holder's security 
entitlement as security for the payment obligation. This is a codification and adaptation to 
he indirect holding system of the so-called *broker's lien," which has long been recognized 
in existing law. See Restatement of Security $ 12. An intermediary who has a security 
interest under this section will have control by virtue of Section 8-106(e). The security 
interest has priority over conflicting security interests granted by the entitlement holder, 
nder Section 9-115(5)(a) and (c). 
3. Subsection (2) specifies the rights of persons who deliver certificated securities or other 
nancial assets in physical form, such as money market instruments, if the agreed pay- 
ment is not received. In the typical arrangement for settlement of physical securities, the 
seller's securities custodian will deliver the physical certificates to the buyer's securities 
custodian and receive a time-stamped delivery receipt. The buyer's securities custodian will 
examine the certificate to ensure that it is in good order, and that the delivery matches a 
rade in which the buyer has instructed the seller to deliver to that custodian. If all is in 
order, the receiving custodian will settle with the delivering custodian through whatever 
unds settlement system has been agreed upon or is used by custom and usage in that 
market. The understanding of the trade, however, is that the delivery is conditioned upon 
payment, so that if payment is not made for any reason, the security will be returned to the 
deliverer. Subsection (2) is intended to clarify the rights of persons making deliveries in 
such circumstances. It specifies that the person making delivery has a security interest in 
he securities or other financial assets, securing the right to receive payment. No security 
agreement is required for attachment, and no filing or other action is required for perfection. 
Definitional Cross References: 
“Certificated security". Section 8-102(a)(4). 
“Financial asset". Section 8-102(a)(9). 
"Securities account". Section 8-501. 
"Securities intermediary". Section 8-102(a)(14). 
"Security agreement”. Section 9-105(1)(1). 
"Security entitlement". Section 8-102(a)(17). 
"Security interest". Section 1-201(37). 


PART 2 


VALIDITY OF SECURITY AGREEMENT AND RIGHTS OF PARTIES 
THERETO 


$ 9-201. General Validity of Security Agreement. 
Except as otherwise provided by this Act a security agreement is effec- 
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ive according to its terms between the parties, against purchasers of the 

collateral and against creditors. Nothing in this Article validates any 
charge or practice illegal under any statute or regulation thereunder 
governing usury, small loans, retail installment sales, or the like, or 
extends the application of any such statute or regulation to any transac- 
ion not otherwise subject thereto. 


Official Comment 
Prior Uniform Statutory Provisions: Section 4, Uniform Conditional Sales Act; Section 
3, Uniform Trust Receipts Act. 
Purposes: 

This section states the general validity of a security agreement. In general the security 
agreement is effective between the parties; it is likewise effective against third parties. 
Exceptions to this general rule arise where there is a specific provision in any Article o 
his Act, for example, where Article 1 invalidates a disclaimer of the obligations of good 
aith, etc. (Section 1-102(3)), or this Article subordinates the security interest because it 


or defeats the security interest where certain types of claimants are involved (for example 
Section 9-307 on buyers of goods). As pointed out in the Note to Section 9-102, there is no 
intention that the enactment of this Article should repeal retail installment selling acts or 
small loan acts. Nor of course are the usury laws of any state repealed. These are mentioned 
in the text of Section 9-201 as examples of applicable laws, outside this Code entirely, 

hich might invalidate the terms of a security agreement. 
Cross References: 

Sections 1-102(3), 9-301, 9-307 and 9-312. 
Definitional Cross References: 

“Collateral”. Section 9-105. 

"Creditor". Section 1-201. 

"Party". Section 1-201. 

“Purchaser”. Section 1-201. 

"Security agreement". Section 9-105. 


$ 9-202. Title to Collateral Immaterial. 


Each provision of this Article with regard to rights, obligations and rem- 
edies applies whether title to collateral is in the secured party or in the 
debtor. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The rights and duties of the parties to a security transaction and of third parties are 
stated in this Article without reference to the location of “title” to the collateral. Thus the 
incidents of a security interest which secures the purchase price of goods are the same 
under this Article whether the secured party appears to have retained title or the debtor 
appears to have obtained title and then conveyed it or a lien to the secured party. This 

rticle in no way determines which line of interpretation (title theory v. lien theory or 

etained title v. conveyed title) should be followed in cases where the applicability of some 
other rule of law depends upon who has title. Thus if a revenue law imposes a tax on the 
"legal" owner of goods or if a corporation law makes a vote of the stockholders prerequisite 
o a corporation “giving” a security interest but not if it acquires property “subject” to a se- 
curity interest, this Article does not attempt to define whether the secured party is a “legal” 
owner or whether the transaction *gives" a security interest for the purpose of such laws. 
Other rules of law or the agreement of the parties determine the location of “title” for such 
purposes. 

Petitions for reclamation brought by a secured party in his debtor's insolvency proceed- 
ings have often been granted or denied on a title theory: where the secured party has title, 
eclamation will be granted; where he has *merely a lien", reclamation may be denied. For 
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he treatment of such petitions under this Article, see Point 1 of Comment to Section 9-507. 
Cross References: 

Sections 2-401 and 2-507. 
Definitional Cross References: 

*Collateral". Section 9-105. 

“Debtor”. Section 9-105. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Secured party”. Section 9-105. 


§ 9-203. Attachment and Enforceability of Security Interest; 
Proceeds; Formal Requisites. 


(1) Subject to the provisions of Section 4-210 on the security interest of a 
collecting bank, Sections 9-115 and 9-116 on security interests in invest- 

ent property, and Section 9-113 on a security interest arising under the 
Articles on Sales and Leases, a security interest is not enforceable against 
he debtor or third parties with respect to the collateral and does not at- 
ach unless: 


(a) the collateral is in the possession of the secured party pursuant to 
agreement, the collateral is investment property and the secured party 
has control pursuant to agreement, or the debtor has signed a security 
agreement which contains a description of the collateral and in addition, 
when the security interest covers crops growing or to be grown or timber 
to be cut, a description of the land concerned; 


(b) value has been given; and 
(c) the debtor has rights in the collateral. 


(2) A security interest attaches when it becomes enforceable against the 
debtor with respect to the collateral. Attachment occurs as soon as all o 
he events specified in subsection (1) have taken place unless explicit 
agreement postpones the time of attaching. 


(3) Unless otherwise agreed a security agreement gives the secured 
party the rights to proceeds provided by Section 9-306. 


(4) A transaction, although subject to this Article, is also subject to 
* and in the case of conflict between the provisions of this Article 

and any such statute, the provisions of such statute control. Failure to 
comply with any applicable statute has only the effect which is specified 
herein. 
Note: At* in subsection (4) insert reference to any local statute regulating small loans, retail 
installment sales and the like. 

The foregoing subsection (4) is designed to make it clear that certain transactions, al- 
though subject to this Article, must also comply with other applicable legislation. 

This Article is designed to regulate all the “security” aspects of transactions within its 
cope. There is, however, much regulatory legislation, particularly in the consumer field, 
which supplements this Article and should not be repealed by its enactment. Examples are 
mall loan acts, retail installment selling acts and the like. Such acts may provide for 
icensing and rate regulation and may prescribe particular forms of contract. Such provi- 
ions should remain in force despite the enactment of this Article. On the other hand if a 
etail installment selling act contains provisions on filing, rights on default, etc., such provi- 
ions should be repealed as inconsistent with this Article except that inconsistent provisions 
as to deficiencies, penalties, etc., in the Uniform Consumer Credit Code and other recent re- 
ated legislation should remain because those statutes were drafted after the substantial 
enactment of the Article and with the intention of modifying certain provisions of this Article 
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as to consumer credit. 


As amended in 1972, 19777 and 1994. 


See Appendices XI and XII for material relating to changes made in text in 
1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 2, Uniform Trust Receipts Act. 
Purposes: 

1. Subsection (1) states three basic prerequisites to the existence of a security interest: 
agreement, value, and collateral. In addition, the agreement must be in writing unless the 
collateral is in the possession of the secured party (including an agent on his behalf—see 
Comment 2 to Section 9-305). When all of these elements exist, the security agreement 
becomes enforceable between the parties and is said to “attach”. Perfection of a security 
interest (see Section 9-303) will in many cases depend on the additional step of filing a 

nancing statement (see Section 9-302) or possession of the collateral (Sections 9-304(1) 
and 9-305). Section 9-301 states who will take priority over a security interest which has 
attached but which has not been perfected. Subsection (2) states a rule of construction 
under which the security interest, unless postponed by explicit agreement, attaches 
automatically when the stated events have occurred. 

2. As to the type of description of collateral in a written security agreement which will 
satisfy the requirements of this section, see Section 9-110 and Comment thereto. 

In the case of crops growing or to be grown or timber to be cut the best identification is 
by describing the land, and subsection (1)(a) requires such a description. 

3. One purpose of the formal requisites stated in subsection (1)(a) is evidentiary. The 
equirement of written record minimizes the possibility of future dispute as to the terms o 
a security agreement and as to what property stands as collateral for the obligation secured. 

ere the collateral is in the possession of the secured party, the evidentiary need for a 
ritten record is much less than where the collateral is in the debtor's possession; custom- 
arily, of course, as a matter of business practice the written record will be kept, but, in this 
rticle as at common law, the writing is not a formal requisite. Subsection (1)(a), therefore, 
dispenses with the written agreement—and thus with signature and description—if the col- 
ateral is in the secured party's possession. 

4. The definition of “security agreement" (Section 9-105) is “an agreement which creates 
or provides for a security interest". Under that definition the requirement of this section 
hat the debtor sign a security agreement is not intended to reject, and does not reject, the 
deeply rooted doctrine that a bill of sale although absolute in form may be shown to have 
been in fact given as security. Under this Article as under prior law a debtor may show by 
parol evidence that a transfer purporting to be absolute was in fact for security and may 
hen, on payment of the debt, assert his fundamental right to return of the collateral and 
execution of an acknowledgment of satisfaction. 

5. The formal requisite of a writing stated in this section is not only a condition to the 
enforceability of a security interest against third parties, it is in the nature of a Statute o 
Frauds. Unless the secured party is in possession of the collateral, his security interest, 
absent a writing which satisfies paragraph (1)(a), is not enforceable even against the 
debtor, and cannot be made so on any theory of equitable mortgage or the like. If he has 
advanced money, he is of course a creditor and, like any creditor, is entitled after judgment 
o appropriate process to enforce his claim against his debtor's assets; he will not, however, 
have against his debtor the rights given a secured party by Part 5 of this Article on Default. 

he theory of equitable mortgage, insofar as it has operated to allow creditors to enforce 
informal security agreements against debtors, may well have developed as a necessary 
escape from the elaborate requirements of execution, acknowledgment and the like which 
he nineteenth century chattel mortgage acts vainly relied on as a deterrent to fraud. Since 
his Article reduces formal requisites to a minimum, the doctrine is no longer necessary or 

seful. More harm than good would result from allowing creditors to establish a secured 
status by parol evidence after they have neglected the simple formality of obtaining a 
signed writing. 

6. Subsection (4) states that the provisions of regulatory statutes covering the field o 
consumer finance prevail over the provisions of this Article in case of conflict. The second 
sentence of the subsection is added to make clear that no doctrine of total voidness for il- 
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egality is intended: failure to comply with the applicable regulatory statute has whatever 
effect may be specified in that statute, but no more. 
Cross References: 

Sections 4-208 and 9-113. 

Point 1: Section 9-110. 

Point 5: Part 5. 
Definitional Cross References: 

“Collateral”. Section 9-105. 

*Debtor". Section 9-105. 

“Party”. Section 1-201. 

“Proceeds”. Section 9-306. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 

“Signed”. Section 1-201. 


$ 9-204. After-Acquired Property; Future Advances. 


(1) Except as provided in subsection (2), a security agreement may 
provide that any or all obligations covered by the security agreement are 
0 be secured by after-acquired collateral. 


(2) No security interest attaches under an after-acquired property clause 
o consumer goods other than accessions (Section 9-314) when given as ad- 
ditional security unless the debtor acquires rights in them within ten days 
after the secured party gives value. 


(3) Obligations covered by a security agreement may include future ad- 
ances or other value whether or not the advances or value are given pur- 
suant to commitment (subsection (1) of Section 9-105). 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) makes clear that a security interest arising by virtue of an after- 

acquired property clause has equal status with a security interest in collateral in which the 
debtor has rights at the time value is given under the security agreement. That is to say: 
he security interest in after-acquired property is not merely an “equitable” interest; no fur- 
her action by the secured party—such as the taking of a supplemental agreement covering 
he new collateral—is required. This does not however mean that the interest is proo 
against subordination or defeat: Section 9-108 should be consulted on when a security 
interest in after-acquired collateral is not security for antecedent debt, and section 9-312(3) 
and (4) on when such a security interest may be subordinated to a conflicting purchase 
money security interest in the same collateral. 

2. This Article accepts the principle of a “continuing general lien”. It rejects the doc- 
rine—of which the judicial attitude toward after-acquired property interests was one 
expression—that there is reason to invalidate as a matter of law what has been variously 
called the floating charge, the free-handed mortgage and the lien on a shifting stock. This 
Article validates a security interest in the debtor’s existing and future assets, even though 
(see Section 9-205) the debtor has liberty to use or dispose of collateral without being 
equired to account for proceeds or substitute new collateral. (See further, however, Section 
9-306 on Proceeds and Comment thereto.) 

The widespread nineteenth century prejudice against the floating charge was based on a 
eeling, often inarticulate in the opinions, that a commercial borrower should not be al- 
owed to encumber all his assets present and future, and that for the protection not only o 
he borrower but of his other creditors a cushion of free assets should be preserved. That 
inarticulate premise has much to recommend it. This Article decisively rejects it not on the 
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ground that it was wrong in policy but on the ground that it was not effective. In pre-Code 
aw there was a multiplication of security devices designed to avoid the policy: field 

arehousing, trust receipts, factor's lien acts and so on. The cushion of free assets was not 
preserved. In almost every state it was possible before the Code for the borrower to give a 
ien on everything he held or would have. There have no doubt been sufficient economic 
easons for the change. This Article, in expressly validating the floating charge, merely rec- 
ognizes an existing state of things. The substantive rules of law set forth in the balance o 
he Article are designed to achieve the protection of the debtor and the equitable resolution 
of the conflicting claims of creditors which the old rules no longer give. 

Notice that the question of assignment of future accounts is treated like any other case o 
after-acquired property: no periodic list of accounts is required by this Act. Where less than 
all accounts are assigned such a list may of course be necessary to permit identification o 

he particular accounts assigned. 

3. Subsection (1) has been already referred to in connection with after-acquired property. 
It also serves to validate the so-called “cross-security” clause under which collateral 
acquired at any time may secure advances whenever made. 

4. Subsection (2) limits the operation of the after-acquired property clause against 
consumers. No such interest can be claimed as additional security in consumer goods 
(defined in Section 9-109), except accessions (see Section 9-314), acquired more than ten 
days after the giving of value. 

5. Under subsection (3) collateral may secure future as well as present advances when 
he security agreement so provides. At common law and under chattel mortgage statutes 
here seems to have been a vaguely articulated prejudice against future advance agree- 
ments comparable to the prejudice against after-acquired property interests. Although only 
a very few jurisdictions went to the length of invalidating interests claimed by virtue o 
uture advances, judicial limitations severely restricted the usefulness of such 
arrangements. A common limitation was that an interest claimed in collateral existing at 
he time the security transaction was entered into for advances made thereafter was good 
only to the extent that the original security agreement specified the amount of such later 
advances and even the times at which they should be made. In line with the policy of this 
rticle toward after-acquired property interests this subsection validates the future advance 
interest, provided only that the obligation be covered by the security agreement. 

The effect of after-acquired property and future advance clauses in the security agree- 
ment should not be confused with the use of financing statements in notice filing. The ref- 
erences to after-acquired property clauses and future advance clauses in Section 9-204 are 
imited to security agreements. This section follows Section 9-203, the section requiring a 

ritten security agreement, and its purpose is to make clear that confirmatory agreements 
are not necessary where the basic agreement has the clauses mentioned. This section has 

o reference to the operation of financing statements. The filing of a financing statement is 
effective to perfect security interests as to which the other required elements for perfection 
exist, whether the security agreement involved is one existing at the date of filing with an 
after-acquired property clause or a future advance clause, or whether the applicable secu- 
ity agreement is executed later. Indeed, Section 9-402(1) expressly contemplates that a 
nancing statement may be filed when there is no security agreement. There is no need to 
efer to after-acquired property or future advances in the financing statement. 

As in the case of interests in after-acquired collateral, a security interest based on future 
advances may be subordinated to conflicting interests in the same collateral. See Sections 
9-301(4); 9-307(3); 9-312(3), (4) and (7). 

Cross References: 

Point 1: Sections 9-108 and 9-312. 

Point 2: Sections 9-205 and 9-306. 

Point 4: Sections 9-109 and 9-314. 

Point 5: Sections 9-301(4); 9-307(3); 9-312(3), (4), and (7). 

Definitional Cross References: 

"Account". Section 9-106. 

"Agreement". Section 1-201. 

“Collateral”. Section 9-105. 

“Consumer goods". Section 9-109. 

"Contract". Section 1-201. 
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“Debtor”. Section 9-105. 

“Purchase”. Section 1-201. 

“Pursuant to commitment". Section 9-105. 
"Rights". Section 1-201. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 
"Security interest". Section 1-201. 
“Value”. Section 1-201. 


$ 9-205. Use or Disposition of Collateral Without Accounting 
Permissible. 


A security interest is not invalid or fraudulent against creditors by rea- 
son of liberty in the debtor to use, commingle or dispose of all or part o 
he collateral (including returned or repossessed goods) or to collect or 
compromise accounts or chattel paper, or to accept the return of goods or 

ake repossessions, or to use, commingle or dispose of proceeds, or by rea- 
son of the failure of the secured party to require the debtor to account for 
proceeds or replace collateral. This section does not relax the requirements 
of possession where perfection of a security interest depends upon posses- 
sion of the collateral by the secured party or by a bailee. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This Article expressly validates the floating charge or lien on a shifting stock. (See 
Sections 9-201, 9-204, and Comment to Section 9-204.) This section provides that a security 
interest is not invalid or fraudulent by reason of liberty in the debtor to dispose of the col- 
ateral without being required to account for proceeds or substitute new collateral. It 

epeals the rule of Benedict v. Ratner, 268 U.S. 353, 45 S.Ct. 566, 69 L.Ed. 991 (1925), and 
other cases which held such arrangements void as a matter of law because the debtor was 
given unfettered dominion or control over the collateral. The principal effect of the Benedict 
ule has been, not to discourage or eliminate security transactions in inventory and ac- 
counts receivable—on the contrary such transactions have vastly increased in volume—but 
ather to force financing arrangements in this field toward a self-liquidating basis. 
Furthermore, several lower court cases drew implications from Justice Brandeis' opinion in 
Benedict v. Ratner which required lenders operating in this field to observe a number o 
needless and costly formalities: for example it was thought necessary for the debtor to 
make daily remittances to the lender of all collections received, even though the amount 
emitted is immediately returned to the debtor in order to keep the loan at an agreed level. 

2. The Benedict rule was, in the accounts receivable field, repealed in many of the state 
accounts receivable statutes enacted after 1943, and, in the inventory field, by some of the 
actor's lien statutes. (Benedict v. Ratner purported to state the law of New York and not a 

ule of federal bankruptcy law. Since its acceptance is a matter of state law, it can of course 
be rejected by state statute.) 

3. The requirement of “policing” is the substance of the Benedict rule. While this section 

epeals Benedict in matters of form, the filing requirements (Section 9-302) give other cred- 
itors the opportunity to ascertain from public sources whether property of their debtor or 
prospective debtor is subject to secured claims, and the provisions about proceeds (Section 
9-306(4)) enable creditors to claim collections which were made by the debtor more than 10 
days before insolvency proceedings and commingled or deposited in a bank account before 
institution of the insolvency proceedings. The repeal of the Benedict rule under this section. 
must be read in the light of these provisions. 

4. Other decisions reaching results like that in the Benedict case, but relating to other 
aspects of dominion (of which Lee v. State Bank & Trust Co., 54 F.2d 518 (2d Cir. 1931), is 
an example) are likewise rejected. 
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5. Nothing in Section 9-205 prevents such “policing” or dominion as the secured party 
and the debtor may agree upon; business and not legal reasons will determine the extent to 

hich strict accountability, segregation of collections, daily reports and the like will be 
employed. 

6. The last sentence is added to make clear that the section does not mean that the 
holder of an unfiled security interest, whose perfection depends on possession of the collat- 
eral by the secured party or by a bailee (such as a field warehouseman), can allow the 
debtor access to and control over the goods without thereby losing his perfected interest. 

he common law rules on the degree and extent of possession which are necessary to 
perfect a pledge interest or to constitute a valid field warehouse are not relaxed by this or 
any other section of this Article. 

Cross References: 

Point 1: Sections 9-201 and 9-204. 

Point 3: Sections 9-302 and 9-306(4). 

Point 6: Sections 9-304 and 9-305. 

Definitional Cross References: 

“Account”. Section 9-106. 

“Chattel paper". Section 9-105. 

“Collateral”. Section 9-105. 

"Creditor". Section 1-201. 

“Debtor”. Section 9-105. 

“Goods”. Section 9-105. 

"Proceeds". Section 9-306. 

"Secured party". Section 9-105. 

"Security interest". Section 1-201. 


$ 9-206. Agreement Not to Assert Defenses Against Assignee; 
Modification of Sales Warranties Where Security 
Agreement Exists. 


(1) Subject to any statute or decision which establishes a different rule 
for buyers or lessees of consumer goods, an agreement by a buyer or lessee 
hat he will not assert against an assignee any claim or defense which he 

ay have against the seller or lessor is enforceable by an assignee who 
akes his assignment for value, in good faith and without notice of a claim 
or defense, except as to defenses of a type which may be asserted against a 
holder in due course of a negotiable instrument under the Article on Nego- 
iable Instruments (Article 3). A buyer who as part of one transaction 
signs both a negotiable instrument and a security agreement makes such 
an agreement. 


(2) When a seller retains a purchase money security interest in goods 
he Article on Sales (Article 2) governs the sale and any disclaimer, limita- 
ion or modification of the seller's warranties. 


As amended in 1962 and 1994. 
See Appendix XI for material relating to changes made in text in 1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 2, Uniform Conditional Sales Act. 
Purposes: 

1. Clauses are frequently inserted in installment purchase contracts under which the 
conditional vendee agrees not to assert defenses against an assignee of the contract. These 
clauses have led to litigation and their present status under the case law is in confusion. In 
some jurisdictions they have been held void as attempts to create negotiable instruments 
outside the framework of Article 3 or on grounds of public policy; in others they have been 
allowed to operate to cut off at least defenses based on breach of warranty. Under subsec- 
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ion (1) such clauses in a security agreement are validated outside the consumer field, but 

only as to defenses which could be cut off if a negotiable instrument were used. This limita- 
ion is important since if the clauses were allowed to have full effect as typically drafted, 
hey would operate to cut off real as well as personal defenses. The execution of a negotia- 
ble note in connection with a security agreement is given like effect as the execution of an 
agreement containing a waiver of defense clause. The same rules are made applicable to 
eases as to security agreements, whether or not the lease is intended as security. 

2. This Article takes no position on the controversial question whether a buyer o 
consumer goods may effectively waive defenses by contractual clause or by execution of a 
negotiable note. In some states such waivers have been invalidated by statute. In other 
states the course of judicial decision has rendered them ineffective or unreliable—courts 
have found that the assignee is not protected against the buyer's defense by a clause in the 
contract or that the holder of a note, by reason of his too close connection with the underly- 
ing transaction, does not have the rights of a holder in due course. This Article neither 
adopts nor rejects the approach taken in such statutes and decisions, except that the 

alidation of waivers in subsection (1) is expressly made “subject to any statute or decision" 
hich may restrict the waiver's effectiveness in the case of a buyer of consumer goods. 

3. Subsection (2) makes clear, as did Section 2 of the Uniform Conditional Sales Act, that 
purchase money security transactions are sales, and warranty rules for sales are applicable. 
It also prevents a buyer from inadvertently abandoning his warranties by a “no warranties" 

erm in the security agreement when warranties have already been created under the sales 
arrangement. Where the sales arrangement and the purchase money security transaction 
are evidenced by only one writing, that writing may disclaim, limit or modify warranties to 
he extent permitted by Article 2. 
Cross References: 

Point 1: Section 3-305. 

Point 2: Section 9-203(2). 

Point 3: Sections 2-102 and 2-316. 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Consumer goods". Section 9-109. 

*Good faith". Section 1-201. 

“Goods”. Section 9-105. 

*Holder". Section 1-201. 

“Holder in due course". Sections 3-302 and 9-105. 

"Negotiable instrument". Section 3-104. 

"Notice". Section 1-201. 

“Purchase money security interest". Section 9-107. 

“Sale”. Sections 2-106 and 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 

“Value”. Section 1-201. 


§ 9-207. Rights and Duties When Collateral Is in Secured Party’s 
Possession. 


(1) A secured party must use reasonable care in the custody and preser- 
ation of collateral in his possession. In the case of an instrument or chat- 
el paper reasonable care includes taking necessary steps to preserve 

rights against prior parties unless otherwise agreed. 

(2) Unless otherwise agreed, when collateral is in the secured party's 

possession 
(a) reasonable expenses (including the cost of any insurance and pay- 
ment of taxes or other charges) incurred in the custody, preservation, 
use or operation of the collateral are chargeable to the debtor and are 
secured by the collateral; 
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(b) the risk of accidental loss or damage is on the debtor to the extent 
of any deficiency in any effective insurance coverage; 


(c) the secured party may hold as additional security any increase or 
profits (except money) received from the collateral, but money so 
received, unless remitted to the debtor, shall be applied in reduction o 
the secured obligation; 


(d) the secured party must keep the collateral identifiable but fungible 
collateral may be commingled; 


(e) the secured party may repledge the collateral upon terms which do 
not impair the debtor's right to redeem it. 


(3) A secured party is liable for any loss caused by his failure to meet 
any obligation imposed by the preceding subsections but does not lose his 
security interest. 


(4) A secured party may use or operate the collateral for the purpose o 
preserving the collateral or its value or pursuant to the order of a court o 
appropriate jurisdiction or, except in the case of consumer goods, in the 

anner and to the extent provided in the security agreement. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) states the duty to preserve collateral imposed on a pledge at common 
aw. See Restatement of Security, $8 17, 18. In many cases a secured party having collat- 
eral in his possession may satisfy this duty by notifying the debtor of any act which must 
be taken and allowing the debtor to perform such act himself. If the secured party himsel 
akes action, his reasonable expenses may be added to the secured obligation. 

Under Section 1-102(3) the duty to exercise reasonable care may not be disclaimed by 
agreement, although under that section the parties remain free to determine by agreement, 
in any manner not manifestly unreasonable, what shall constitute reasonable care in a par- 
icular case. 

2. Subsection (2) states rules, which follow common law precedents, and which apply, un- 
ess there is agreement otherwise, in typical situations during the period while the secured 
party is in possession of the collateral. 

3. The right of a secured party holding instruments or documents to have them indorsed 
or transferred to him or his order is dealt with in the relevant sections of Articles 3 (Com- 
mercial Paper), 7 (Warehouse Receipts, Bills of Lading and Other Documents) and 8 (Invest- 
ment Securities). (Sections 3-201, 7-506, 8-807 8-304(d).) Amendments approved by the Per- 
manent Editorial Board for Uniform Commercial Code November 4, 1995. 

4. This section applies when the secured party has possession of the collateral before 
default, as a pledgee, and also when he has taken possession of the collateral after default. 
See Section 9-501(1) and (2). Subsection (4) permits operation of the collateral in the cir- 
cumstances stated, and subsection (2)(a) authorizes payment of or provision for expenses o 
such operation. Agreements providing for such operation are common in trust indentures 
securing corporate bonds and are particularly important when the collateral is a going 
business. Such an agreement cannot of course disclaim the duty of care established by 
subsection (1), nor can it waive or modify the rights of the debtor contrary to Section 
9-501(3). 

Cross References: 

Point 1: Section 1-102(3). 

Point 3: Sections 3-201, 7-506 and 8-307 8-304(d). Amendments approved by the Perma- 
ent Editorial Board for Uniform Commercial Code November 4, 1995. 

Point 4: Section 9-501(2) and Part 5. 

Definitional Cross References: 

“Chattel paper". Section 9-105. 

"Collateral". Section 9-105. 
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“Debtor”. Section 9-105. 
“Instrument”. Section 9-105. 
“Money”. Section 1-201. 

“Party”. Section 1-201. 

"Secured party". Section 9-105. 
"Security interest". Section 1-201. 


$ 9-208. Request for Statement of Account or List of Collateral. 

(1) A debtor may sign a statement indicating what he believes to be the 
aggregate amount of unpaid indebtedness as of a specified date and may 
send it to the secured party with a request that the statement be approved 
or corrected and returned to the debtor. When the security agreement or 
any other record kept by the secured party identifies the collateral a debtor 

ay similarly request the secured party to approve or correct a list of the 
collateral. 

(2) The secured party must comply with such a request within two weeks 
after receipt by sending a written correction or approval. If the secured 
party claims a security interest in all of a particular type of collateral 
owned by the debtor he may indicate that fact in his reply and need not 
approve or correct an itemized list of such collateral. If the secured party 

ithout reasonable excuse fails to comply he is liable for any loss caused to 

he debtor thereby; and if the debtor has properly included in his request a 

good faith statement of the obligation or a list of the collateral or both the 
secured party may claim a security interest only as shown in the state- 

ent against persons misled by his failure to comply. If he no longer has 
an interest in the obligation or collateral at the time the request is received 


he must disclose the name and address of any successor in interest known 
o him and he is liable for any loss caused to the debtor as a result of fail- 
re to disclose. A successor in interest is not subject to this section until a 
request is received by him. 
(3) A debtor is entitled to such a statement once every six months 
ithout charge. The secured party may require payment of a charge not 
exceeding $10 for each additional statement furnished. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. To provide a procedure whereby a debtor may obtain from the secured party a state- 
ment of the amount due on the obligation and in some cases a statement of the collateral. 

2. The financing statement required to be filed under this Article (see Section 9-402) may 
disclose only that a secured party may have a security interest in specified types of collat- 
eral owned by the debtor. Unless a copy of the security agreement itself is filed as the 
nancing statement third parties are told neither the amount of the obligation secured nor 

hich particular assets are covered. Since subsequent creditors and purchasers may 
egitimately need more detailed information, it is necessary to provide a procedure under 

hich the secured party will be required to make disclosure. On the other hand, the 
secured party should not be under a duty to disclose details of business operations to any| 
casual inquirer or competitor who asks for them. This section gives the right to demand 
disclosure only to the debtor, who will typically request a statement in connection with ne- 
gotiations with subsequent creditors and purchasers, or for the purpose of establishing his 
credit standing and proving which of his assets are free of the security interest. The 
secured party is further protected against onerous requests by the provisions that he need 
urnish a statement of collateral only when his own records identify the collateral and that 
if he claims all of a particular type of collateral owned by the debtor he is not required to 
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approve an itemized list. 

Cross Reference: 
Point 2: Section 9-402. 

Definitional Cross References: 
*Collateral". Section 9-105. 
“Debtor”. Section 9-105. 
“Good faith”. Section 1-201. 
“Know”. Section 1-201. 
“Person”. Section 1-201. 
“Receive”. Section 1-201. 
“Secured party”. Section 9-105. 
“Security agreement”. Section 9-105. 
“Security interest”. Section 1-201. 
“Send”. Section 1-201. 
“Written”. Section 1-201. 


PART 3 


RIGHTS OF THIRD PARTIES; PERFECTED AND UNPERFECTED 
SECURITY INTERESTS; RULES OF PRIORITY 


§ 9-301. Persons Who Take Priority Over Unperfected Security 
Interests; Rights of “Lien Creditor”. 


(1) Except as otherwise provided in subsection (2), an unperfected secu- 
rity interest is subordinate to the rights of 


(a) persons entitled to priority under Section 9-312; 
(b) a person who becomes a lien creditor before the security interest is 


perfected; 

(c) in the case of goods, instruments, documents, and chattel paper, a 
person who is not a secured party and who is a transferee in bulk or 
other buyer not in ordinary course of business or is a buyer of farm 
products in ordinary course of business, to the extent that he gives value 
and receives delivery of the collateral without knowledge of the security 
interest and before it is perfected; 

(d) in the case of accounts, general intangibles, and investment prop- 
erty, a person who is not a secured party and who is a transferee to the 
extent that he gives value without knowledge of the security interest 
and before it is perfected. 

(2) If the secured party files with respect to a purchase money security 
interest before or within ten days after the debtor receives possession o 

he collateral, he takes priority over the rights of a transferee in bulk or o 
a lien creditor which arise between the time the security interest attaches 
and the time of filing. 

(3) A “lien creditor” means a creditor who has acquired a lien on the 
property involved by attachment, levy or the like and includes an assignee 
for benefit of creditors from the time of assignment, and a trustee in bank- 
ruptcy from the date of the filing of the petition or a receiver in equity 
from the time of appointment. 

(4) A person who becomes a lien creditor while a security interest is 
perfected takes subject to the security interest only to the extent that it 
secures advances made before he becomes a lien creditor or within 45 days 
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ent entered into without knowledge of the lien. 


As amended in 1972 and 1994. 
See Appendix XII for material relating to changes made in text in 1994. 


Official Comment 
Prior Uniform Statutory Provision: Sections 8(2) and 9(2)(b), Uniform Trust Receipts 
ct; Section 5, Uniform Conditional Sales Act. 
Purposes: 

1. This section lists the classes of persons who take priority over an unperfected security 
interest. As in Section 60 of the Federal Bankruptcy Act, the term “perfected” is used to de- 
scribe a security interest in personal property which cannot be defeated in insolvency 
proceedings or in general by creditors. A security interest is “perfected” when the secured 
party has taken whatever steps are necessary to give him such an interest. These steps are 
explained in the five following sections (9-302 through 9-306). 

2. Section 9-312 states general rules for the determination of priorities among conflicting 
security interests and in addition refers to other sections which state special rules of prior- 
ity in a variety of situations. The interests given priority under Section 9-312 and the other 
sections therein cited take such priority in general even over a perfected security interest. 

fortiori they take priority over an unperfected security interest, and paragraph (1)(a) o 

his section so states. 

3. Paragraph (1)(b) provides that an unperfected security interest is subordinate to the 

ights of lien creditors. The section rejects the rule applied in many jurisdictions in pre- 
Code law that an unperfected security interest is subordinated to all creditors, but requires 
he lien obtained by legal proceedings to attach to the collateral before the security interest, 
is perfected. The section subordinates the unperfected security interest but does not subor- 
dinate the secured debt to the lien. 

4. Paragraphs (1)(c) and (1)(d) deal with purchasers (other than secured parties) of collat- 
eral who would take subject to a perfected security interest but who are by these subsec- 
ions given priority over an unperfected security interest. In the cases of goods and o 
intangibles of the type whose transfer is effected by physical delivery of the representative 
piece of paper (instruments, documents and chattel paper) the purchaser who takes priority 
must both give value and receive delivery of the collateral without knowledge of the exist- 
ing security interest and before perfection (paragraph (1)(c) ). Thus even if the purchaser 
gave value without knowledge and before perfection, he would take subject to the security 
interest if perfection occurred before physical delivery of the collateral to him. The 
paragraph (1)(c) rule is obviously not appropriate where the collateral consists of intangibles 
and there is no representative piece of paper whose physical delivery is the only or the cus- 
omary method of transfer. Therefore with respect to such intangibles (accounts and gen- 
eral intangibles), paragraph (1)(d) gives priority to any transferee who has given value 

ithout knowledge and before perfection of the security interest. 

The term “buyer in ordinary course of business" referred to in paragraph (1)(c) is defined 
in Section 1-201(9). 

Other secured parties are excluded from paragraphs (1)(c) and (1)(d) because their priori- 

ies are covered in Section 9-312 (see point 2 of this Comment). 

5. Except to the extent provided in subsection (2), this Article does not permit a secured 
party to file or take possession after another interest has received priority under subsection 
(1) and thereby protect himself against the intervening interest. 

A few chattel mortgage statutes did have grace periods, i.e., a filing within x days after 

he mortgage was given related back to the day the mortgage was given. The Uniform 
Conditional Sales Act had a ten-day period which cut off all intervening interests. The 

niform Trust Receipts Act had a thirty-day period but did not cut off the interest of a. 
purchaser who took delivery before the filing. 

Subsection (2) gives a grace period for perfection by filing as to purchase money security 
interests only (that term is defined in Section 9-107). The grace period runs for ten days af- 

er the debtor receives possession of the collateral but operates to cut off only the interests 
of intervening lien creditors or bulk purchasers. 

6. Subsection (3) defines “lien creditor", following in substance the provisions of the 
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niform Trust Receipts Act. 

7. Subsection (4) deals with the question whether advances under an existing security 
interest in collateral, made after rights of lien creditors have attached to that collateral, 

ill take precedence over rights of lien creditors. See related problems in Sections 9-307(3) 
and 9-312(7). In this section, because of the impact of the rule chosen on the question 

hether the security interest for future advances is “protected” under Sections 6323(c)(2) 
and (d) of the Internal Revenue Code as amended by the Federal Tax Lien Act of 1966, the 
priority of the security interest for future advances over a judgment lien is made absolute 
or 45 days regardless of knowledge of the secured party concerning the judgment lien. If, 
however, the advance is made after the 45 days, the advance will not have priority unless it 

as made or committed without knowledge of the lien obtained by legal proceedings. The 
importance of the rule chosen for actual conflicts between secured parties making 
subsequent advances and judgment lien creditors may not be great; but the rule chosen for 
he first 45 days is important in effectuating the intent of the Federal Tax Lien Act of 1966. 

8. The word “only” in subsection (4) is limited in its effect to the lien creditor's subjection 
o the specified advances. It does not limit the lien creditor’s subjection to whatever other 

ights the secured party may have by contract or law, e.g., the right to interest before or af- 
er the attachment of the judgment lien to the collateral or the right to foreclosure expen- 
ses or other collection expenses. See PEB Commentary No. 2, dated March 10, 1990 [Ap- 
pendix V, infra]. 

9. There is no conflict between the principle of $ 9-301(1) and the “shelter principle,” 

hich is applied at several points in the statute, but is most explicitly stated in § 2-403(1): 
“A purchaser of goods acquires all title which his transferor had. . 

Although § 9-301(1) fails to state the shelter principle expressly, that principle is ap- 
plicable where a person who had met the conditions for prevailing over an unperfected se- 
curity interest transfers his right to another person after the security interest is perfected. 
See PEB Commentary No. 6, dated March 10, 1990 [Appendix V, infra]. 

The rules for subordination of unperfected security interests have a purpose—in common 

ith similar rules in all filing and recording systems—to impose sanctions for not adhering 
o filing or recording requirements. Such rules are necessary to make the system effective 
and enforce the policy against secret liens. The shelter principle recognizes that when a 
person in a protected class transfers his right after the security interest has been perfected, 
he right will be diminished in value unless the sanction is continued. The sanction imposed 
by $ 9-301(1) is that members of protected classes take free of an unperfected security 
interest. That sanction should be continued to protect transferees from those members in 
order to fulfill the purpose of the section. 

Cross References: 

Section 9-312. 

Point 1: Sections 9-302 through 9-306. 

Point 7: Sections 9-204, 9-307(3) and 9-312(7). 

Definitional Cross References: 

"Account". Section 9-106. 

“Buyer in ordinary course of business". Section 1-201. 

“Chattel paper". Section 9-105. 

“Collateral”. Section 9-105. 

"Creditor". Section 1-201. 

“Delivery”. Section 1-201. 

“Document”. Section 9-105. 

"General intangibles". Section 9-106. 

“Goods”. Section 9-105. 

"Instrument". Section 9-105. 

"Knowledge". Section 1-201. 

"Person". Section 1-201. 

"Purchase money security interest". Section 9-107. 

"Pursuant to commitment". Section 9-105. 

“Representative”. Section 1-201. 

“Rights”. Section 1-201. 

“Secured party”. Section 9-105. 
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"Security interest". Section 1-201. 
“Value”. Section 1-201. 


$ 9-302. When Filing Is Required to Perfect Security Interest; 
Security Interests to Which Filing Provisions of This 
Article Do Not Apply. 

(1) A financing statement must be filed to perfect all security interests 

except the following: 

(a) a security interest in collateral in possession of the secured party 
under Section 9-305; 

(b) a security interest temporarily perfected in instruments, certificated 
securities, or documents without delivery under Section 9-304 or in 
proceeds for a 10 day period under Section 9-306; 

(c) a security interest created by an assignment of a beneficial interest 
in a trust or a decedent's estate; 

(d) a purchase money security interest in consumer goods; but filing is 
required for a motor vehicle required to be registered; and fixture filing 
is required for priority over conflicting interests in fixtures to the extent 
provided in Section 9-313; 

(e) an assignment of accounts which does not alone or in conjunction 
with other assignments to the same assignee transfer a significant part 
of the outstanding accounts of the assignor; 

(f) a security interest of a collecting bank (Section 4-210) or arising 
under the Articles on Sales and Leases (see Section 9-113) or covered in 
subsection (3) of this section; 

(g) an assignment for the benefit of all the creditors of the transferor, 
and subsequent transfers by the assignee thereunder. 

(h) a security interest in investment property which is perfected 
without filing under Section 9-115 or Section 9-116. 

(2) If a secured party assigns a perfected security interest, no filing 
nder this Article is required in order to continue the perfected status o 
he security interest against creditors of and transferees from the original 

debtor. 

(3) The filing of a financing statement otherwise required by this Article 

is not necessary or effective to perfect a security interest in property subject 


(a) a statute or treaty of the United States which provides for a 
national or international registration or a national or international cer- 
tificate of title or which specifies a place of filing different from that 
specified in this Article for filing of the security interest; or 

(b) the following statutes of this state; [list any certificate of title stat- 
ute covering automobiles, trailers, mobile homes, boats, farm tractors, or 
the like, and any central filing statute *.]; but during any period in 
which collateral is inventory held for sale by a person who is in the busi- 
ness of selling goods of that kind, the filing provisions of this Article 
(Part 4) apply to a security interest in that collateral created by him as 
debtor; or 

(c) a certificate of title statute of another jurisdiction under the law o 
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which indication of a security interest on the certificate is required as a 
condition of perfection (subsection (2) of Section 9-103). 


(4) Compliance with a statute or treaty described in subsection (3) is 
equivalent to the filing of a financing statement under this Article, and a 
security interest in property subject to the statute or treaty can be 
perfected only by compliance therewith except as provided in Section 9-103 
on multiple state transactions. Duration and renewal of perfection of a se- 
curity interest perfected by compliance with the statute or treaty are 
governed by the provisions of the statute or treaty; in other respects the 
security interest is subject to this Article. 

* Note: It is recommended that the provisions of certificate of title acts for perfection of secu- 
ity interests by notation on the certificates should be amended to exclude coverage of inven- 
tory held for sale. 


As amended in 1972, 19777 and 1994. 


See Appendices XI and XII for material relating to changes made in text in 
1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 5, Uniform Conditional Sales Act; Section 
8, Uniform Trust Receipts Act. 
Purposes: 

1. Subsection (1) states the general rule that to perfect a security interest under this 
Article a financing statement must be filed. Paragraphs (1)(a) through (1)(g) exempt from 
he filing requirement the transactions described. Subsection (3) further sets out certain 
ransactions to which the filing provisions of this Article do not apply, but it does not defer 
o another state statute on the filing of inventory security interests. The cases recognized 
are those where suitable alternative systems for giving public notice of a security interest 
are available. Subsection (4) states the consequences of such other form of notice. 

Section 9-303 states the time when a security interest is perfected by filing or otherwise. 
Part 4 of the Article deals with the mechanics of filing: place of filing, form of financing 
statement and so on. 

2. As at common law, there is no requirement of filing when the secured party has pos- 
session of the collateral in a pledge transaction (paragraph (1)(a) ), Section 9-305 should be 
consulted on what collateral may be pledged and on the requirements of possession. 

3. Under this Article, as under the Uniform Trust Receipts Act, filing is not effective to 
perfect a security interest in instruments. See Section 9-304(1). 

4. Where goods subject to a security interest are left in the debtor’s possession, the only 
permanent exception from the general filing requirement is that stated in paragraph (1)(d): 
purchase money security interests in consumer goods. For temporary exceptions, see Sections 
9-304(5)(a) and 9-306. 

In many jurisdictions under prior law security interests in consumer goods under 
conditional sale or bailment leases were not subject to filing requirements. Paragraph (1)(d) 
ollows the policy of those jurisdictions. The paragraph changes prior law in jurisdictions 

here all conditional sales and bailment leases were subject to a filing requirement, except 
hat filing is required for purchase money security interests in consumer fixtures to attain 
priority under Section 9-313 against real estate interests. 

Although the security interests described in paragraph (1)(d) are perfected without filing, 
Section 9-307(2) provides that unless a financing statement is filed certain buyers may take 
ree of the security interest even though perfected. See that section and the Comment 
hereto. 

On filing for security interests in motor vehicles under certificate of title laws see subsec- 
ion (3) of this section. 

5. A financing statement must be filed to perfect a security interest in accounts except for 
he transactions described in paragraphs (1)(e) and (g). It should be noted that this Article 
applies to sales of accounts and chattel paper as well as to transfers thereof for security 
(Section 9-102(1)(b)); the filing requirement of this section applies both to sales and to 
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ransfers thereof for security. In this respect this Article follows many of the pre-Code 
statutes regulating assignments of accounts receivable. 

Over forty jurisdictions had enacted accounts receivable statutes. About half of these 
statutes required filing to protect or perfect assignments; of the remainder, one was a so- 
called *book-marking" statute and the others validated assignments without filing. This 

rticle adopts the filing requirement, on the theory that there is no valid reason why public 

otice is less appropriate for assignments of accounts than for any other type of nonposses- 
sory interest. Section 9-305, furthermore, excludes accounts from the types of collateral 

hich may be the subject of a possessory security interest: filing is thus the only means o 
perfection contemplated by this Article. See Section 9-306 on accounts as proceeds. 

The purpose of the subsection (1)(e) exemption is to save from ex post facto invalidation! 
casual or isolated assignments: some accounts receivable statutes were so broadly drafted 
hat all assignments, whatever their character or purpose, fell within their filing provisions. 

nder such statutes many assignments which no one would think of filing might have been 
subject to invalidation. The paragraph (1)(e) exemption goes to that type of assignment. 

y person who regularly takes assignments of any debtor's accounts should file. In this 
connection Section 9-104(f) which excludes certain transfers of accounts from the Article 
should be consulted. 

Assignments of interests in trusts and estates are not required to be filed because they 
are often not thought of as collateral comparable to the types dealt with by this Article. As- 
signments for the benefit of creditors are not required to be filed because they are not 

nancing transactions and the debtor will not ordinarily be engaging in further credit 
ransactions. 

6. With respect to the paragraph (1)(f) exemptions, see the sections cited therein and 
Comments thereto. 

7. The following example will explain the operation of subsection (2): Buyer buys goods 
rom seller who retains a security interest in them which he perfects. Seller assigns the 
perfected security interest to X. The security interest, in X's hands and without further 
steps on his part, continues perfected against Buyer's transferees and creditors. If, however, 
he assignment from Seller to X was itself intended for security (or was a sale of accounts 
or chattel paper), X must take whatever steps may be required for perfection in order to be 
protected against Seller's transferees and creditors. 

8. Subsection (3) exempts from the filing provisions of this Article transactions as to 

hich an adequate system of filing, state or federal, has been set up outside this Article 
and subsection (4) makes clear that when such a system exists perfection of a relevant se- 
curity interest can be had only through compliance with that system (i.e., filing under this 

rticle is not a permissible alternative). 

Examples of the type of federal statute referred to in paragraph (3)(a) are the provisions 
of 17 U.S.C. §§ 28, 30 (copyrights), 49 U.S.C. § 1403 (aircraft), 49 U.S.C. § 20(c) (railroads). 

he Assignment of Claims Act of 1940, as amended, provides for notice to contracting and 
disbursing officers and to sureties on bonds but does not establish a national filing system 
and therefore is not within the scope of paragraph (3)(a). An assignee of a claim against the 

nited States, who must of course comply with the Assignment of Claims Act, must also 
le under this Article in order to perfect his security interest against creditors and 
ransferees of his assignor. 

Some states have enacted central filing statutes with respect to security transactions in 
kinds of property which are of special importance in the local economy. Subsection (3) 
adopts such statutes as the appropriate filing system for such property. 

In addition to such central filing statutes many states have enacted certificate of title 
aws covering motor vehicles and the like. Subsection (3) exempts transactions covered b 
such laws from the filing requirements of this Article. 

For a discussion of the operation of state motor vehicle certificate of title laws in inter- 
state contexts, see Comment 4 to Section 9-103. 

9. Perfection of a security interest under a state or federal statute of the type referred to 
in subsection (3) has all the consequences of perfection under the provisions of this Article, 
Subsection (4). 

10. If a security interest has been perfected under the applicable certificate of title stat- 

te and is thereafter assigned, and that statute does not expressly require the assignee to 
ake some further action with respect to the certificate of title to reflect that it has become 
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he secured party in order to continue such perfection, § 9-302(2) is applicable and the as- 
signee is not required to note its name on the certificate of title “in order to continue the 
perfected status of the security interest against creditors of and transferees from the origi- 

al debtor." See PEB Commentary No. 12, dated February 10, 1994 [Appendix V, infra]. 
Cross References: 

Point 1: Section 9-303 and Part 4. 

Point 2: Section 9-305. 

Point 3: Section 9-304(1). 

Point 4: Section 9-307(2). 

Point 5: Sections 9-102(1)(b), 9-104(f) and 9-305. 

Point 6: Sections 4-208 and 9-113. 
Definitional Cross References: 

“Account”. Section 9-106. 

“Collateral”. Section 9-105. 

“Consumer goods". Section 9-109. 

"Creditor". Section 1-201. 

“Debtor”. Section 9-105. 

“Delivery”. Section 1-201. 

“Document”. Section 9-105. 

“Equipment”. Section 9-109. 

“Fixture”. Section 9-313. 

“Fixture filing". Section 9-313. 

“Instrument”. Section 9-105. 

"Inventory". Section 9-109. 

“Proceeds”. Section 9-306. 

“Purchase”. Section 1-201. 

"Purchase money security interest". Section 9-107. 

“Sale”. Sections 2-106 and 9-105. 

"Secured party". Section 9-105. 

"Security interest". Section 1-201. 


$ 9-303. When Security Interest Is Perfected; Continuity of 
Perfection. 


(1) A security interest is perfected when it has attached and when all o 
he applicable steps required for perfection have been taken. Such steps 
are specified in Sections 9-115, 9-302, 9-304, 9-305 and 9-306. If such steps 
are taken before the security interest attaches, it is perfected at the time 
hen it attaches. 


(2) If a security interest is originally perfected in any way permitted 
nder this Article and is subsequently perfected in some other way under 
his Article, without an intermediate period when it was unperfected, the 

security interest shall be deemed to be perfected continuously for the 
purposes of this Article. 


As amended in 1994. 
See Appendix XII for material relating to changes made in text in 1994. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The term “attach” is used in this Article to describe the point at which property 
becomes subject to a security interest. The requisites for attachment are stated in Section 
9-203. When it attaches a security interest may be either perfected or unperfected: 
"Perfected" means that the secured party has taken all the steps required by this Article as 
specified in the several sections listed in subsection (1). A perfected security interest may 
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still be or become subordinate to other interests (see Section 9-312) but in general after 
perfection the secured party is protected against creditors and transferees of the debtor and 
in particular against any representative of creditors in insolvency proceedings instituted b 
or against the debtor. Subsection (1) states the truism that the time of perfection is when 
he security interest has attached and any necessary steps for perfection (such as taking 
possession or filing) have been taken. If the steps for perfection have been taken in advance 
(as when the secured party files a financing statement before giving value or before the 
debtor acquires rights in the collateral), then the interest is perfected automatically when 
it attaches. 

2. The following example will illustrate the operation of subsection (2): A bank which has 
issued a letter of credit honors drafts drawn under the credit and receives possession of the 
negotiable bill of lading covering the goods shipped. Under Sections 9-304(2) and 9-305 the 
bank now has a perfected security interest in the document and the goods. The bank 

eleases the bill of lading to the debtor for the purpose of procuring the goods from the car- 
ier and selling them. Under Section 9-304(5) the bank continues to have a perfected secu- 
ity interest in the document and goods for 21 days. The bank files before the expiration o 
he 21 day period. Its security interest now continues perfected for as long as the filing is 
good. The goods are sold by the debtor. The bank continues to have a security interest in 
he proceeds of the sale to the extent stated in Section 9-306. 

If the successive stages of the bank's security interest succeed each other without an 
intervening gap, the security interest is “continuously perfected” and the date of perfection. 
is when the interest first became perfected (i.e., in the example given, when the bank 

eceived possession of the bill of lading against honor of the drafts). If, however, there is a 
gap between stages—for example, if the bank does not file until after the expiration of the 
21 day period specified in Section 9-304(5), the collateral still being in the debtor's posses- 
sion—then, the chain being broken, the perfection is no longer continuous. The date o 
perfection would now be the date of filing (after expiration of the 21 day period); the bank's 
interest might now become subject to attack under Section 60 of the Federal Bankruptcy 

ct and would be subject to any interests arising during the gap period which under 
Section 9-301 take priority over an unperfected security interest. 

The rule of subsection (2) would also apply to the case of collateral brought into this state 
subject to a security interest which became perfected in another state or jurisdiction. See 
Section 9-103(1)(d). 

Cross References: 

Sections 9-302, 9-304, 9-305 and 9-306. 

Point 1: Sections 9-204 and 9-312. 

Point 2: Sections 9-103(1)(d) and 9-301. 

Definitional Cross References: 

"Attach". Section 9-203. 

"Security interest". Section 1-201. 


§ 9-304. Perfection of Security Interest in Instruments, 
Documents, Proceeds of a Written Letter of Credit, and 
Goods Covered by Documents; Perfection by Permissive 
Filing; Temporary Perfection Without Filing or Transfer 
of Possession. 


[1995 Amendments to text indicated by strikeout and underline] 

(1) A security interest in chattel paper or negotiable documents may be 
perfected by filing. A security interest in the rights to proceeds of a written 
etter of credit can be perfected only by the secured party's taking possession 
of the letter of credit. A security interest in money or instruments (other 
han instruments which constitute part of chattel paper) can be perfected 
only by the secured party's taking possession, except as provided in subsec- 
ions (4) and (5) of this section and subsections (2) and (3) of Section 9-306 
on proceeds. 


(2) During the period that goods are in the possession of the issuer of a 
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negotiable document therefor, a security interest in the goods is perfected 
by perfecting a security interest in the document, and any security interest 
in the goods otherwise perfected during such period is subject thereto. 

(3) A security interest in goods in the possession of a bailee other than 
one who has issued a negotiable document therefor is perfected by issu- 
ance of a document in the name of the secured party or by the bailee's 
receipt of notification of the secured party's interest or by filing as to the 


(4) A security interest in instruments, certificated securities, or negotia- 
ble documents is perfected without filing or the taking of possession for a 
period of 21 days from the time it attaches to the extent that it arises for 
new value given under a written security agreement. 

(5) A security interest remains perfected for a period of 21 days without 
filing where a secured party having a perfected security interest in an 
instrument, a certificated security, a negotiable document or goods in pos- 
session of a bailee other than one who has issued a negotiable document 
herefor 

(a) makes available to the debtor the goods or documents representing 
the goods for the purpose of ultimate sale or exchange or for the purpose 
of loading, unloading, storing, shipping, transshipping, manufacturing, 
processing or otherwise dealing with them in a manner preliminary to 
their sale or exchange, but priority between conflicting security interests 
in the goods is subject to subsection (3) of Section 9-312; or 

(b) delivers the instrument or certificated security to the debtor for the 


purpose of ultimate sale or exchange or of presentation, collection, re- 
newal or registration of transfer. 

(6) After the 21 day period in subsections (4) and (5) perfection depends 
pon compliance with applicable provisions of this Article. 


Special Legislative Note: As Sections 9-304 and 9-305 appear in the Official Text of the 
Conforming Amendments to Revised Article 5 (1995), they incorporate the amendments 
made to these sections in 1994, when Revised Article 8 was promulgated. If Revised Article 5 
with Conforming Amendments, as promulgated in 1995, is adopted by any State before 

evised Article 8 with Conforming Amendments of 1994 is adopted, the 1990 text for Sections 
9-304 and 9-305 should be used as a basis for amendment, as follows: 

SECTION 9-304. PERFECTION OF SECURITY INTEREST IN INSTRUMENTS, 
DOCUMENTS, PROCEEDS OF A WRITTEN LETTER OF CREDIT, AND GOODS 
COVERED BY DOCUMENTS; PERFECTION BY PERMISSIVE FILING; TEMPO- 

ARY PERFECTION WITHOUT FILING OR TRANSFER OF POSSESSION. 

(1) A security interest in chattel paper or negotiable documents may be perfected by filing. 
A security interest in the rights to proceeds of a written letter of credit can be perfected only 
by the secured party's taking possession of the letter of credit. A security interest in money or 
instruments (other than certificated securities or instruments which constitute part of chattel 
paper) can be perfected only by the secured party’s taking possession, except as provided in 


ubsections (4) and (5) of this section and subsections (2) and (3) of Section 9-306 on proceeds. 
kok 


SECTION 9-305. WHEN POSSESSION BY SECURED PARTY PERFECTS SECU- 
RITY INTEREST WITHOUT FILING. A security interest in letters-of-eredit-and-advices, 
of ere eetion-(2)(a)-of:Seetion-5-146), goods, instruments (other than certificated secu- 
Mies. money, negotiable documents, or chattel paper may be perfected by the secured party’s 
taking possession of the collateral. A security interest in the right to proceeds of a written let- 
ter of credit may be perfected by the secured party’s taking possession of the letter of credit. If 
uch collateral other than goods covered by a negotiable document is held by a bailee, the 
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ecured party is deemed to have possession from the time the bailee receives notification o, 

the secured. party's interest. A security interest is perfected by possession from the time pos- 
ession is taken without a relation back and continues only so long as possession is retained, 
unless otherwise specified in this Article. The security interest may be otherwise perfected as 
provided in this Article before or after the period of possession by the secured party. 


Official Comment 


As amended in 1972, 1977, 1994 and 1995. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995, respectively. 


Official Comment 
Prior Uniform Statutory Provision: Sections 3 and 8(1), Uniform Trust Receipts Act. 
Purposes: 

1. For most types of property, filing and taking possession are alternative methods o 
perfection. For some types of intangibles (i.e., accounts and general intangibles) filing is the 
only available method (see Section 9-305 and point 1 of Comment thereto). With respect to 
instruments subsection (1) provides that, except for the cases of “temporary perfection" 
covered in subsections (4) and (5), taking possession is the only available method; this pro- 

ision follows the Uniform Trust Receipts Act. The rule is based on the thought that where 
he collateral consists of instruments, it is universal practice for the secured party to take 
possession of them in pledge; any surrender of possession to the debtor is for a short time; 
herefore it would be unwise to provide the alternative of perfection for a long period by fil- 
ing which, since it in no way corresponds with commercial practice, would serve no useful 
purpose. 

For similar reasons, filing is not permitted as to money. Perfection of security interests in 
certificated securities, which are covered by the definition of instruments, is governed by 
Section 8-321 and, therefore, excluded from this section. 

Subsection (1) further provides that filing is available as a method of perfection for secu- 

ity interests in chattel paper and negotiable documents, which also come within Section 

9-305 on perfection by possession. Chattel paper is sometimes delivered to the assignee, 
sometimes left in the hands of the assignor for collection; subsection (1) allows the assignee 
o perfect his interest by filing in the latter case. Negotiable documents may be, and usu- 
ally are, delivered to the secured party; subsection (1) follows the Uniform Trust Receipts 
Act in allowing filing as an alternative method of perfection. Perfection of an interest in 
goods through a non-negotiable document is covered in subsection (3). 

2. Subsection (2), following prior law and consistently with the provisions of Article 7, 
akes the position that, so long as a negotiable document covering goods is outstanding, 
itle to the goods is, so to say, locked up in the document and the proper way of dealing 
ith such goods is through the document. Perfection therefore is to be made with respect to 
he document and, when made, automatically carries over to the goods. Any interest 
perfected directly in the goods while the document is outstanding (for example, a chattel 
mortgage type of security interest on goods in a warehouse) is subordinated to an outstand- 
ing negotiable document. 

3. Subsection (3) takes a different approach to the problem of goods covered by a non- 
negotiable document or otherwise in the possession of a bailee who has not issued a nego- 
iable document. Here title to the goods is not looked on as being locked up in the document 
and the secured party may perfect his interest directly in the goods by filing as to them. 
he subsection states two other methods of perfection: issuance of the document in the 
secured party's name (as consignee of a straight bill of lading or the person to whom 
delivery would be made under a non-negotiable warehouse receipt) and receipt of notifica- 
ion of the secured party's interest by the bailee which, under Section 9-305, is looked on as 
equivalent to taking possession by the secured party. 

4. Subsections (4) and (5) follow the Uniform Trust Receipts Act in giving perfected 
status to security interests in instruments (other than certificated securities, which are 
governed by Section 8-321) and documents for a short period although there has been no 

ling and the collateral is in the debtor's possession. The period of 21 days is chosen to 
conform to the provisions of Section 60 of the Federal Bankruptcy Act. There are a variety 
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of legitimate reasons—some of them are described in subsections (5)(a) and (5)(b)—why 
such collateral has to be temporarily released to a debtor and no useful purpose would be 
served by cluttering the files with records of such exceedingly short term transactions. 

nder subsection (4) the 21 day perfection runs from the date of attachment; there is no 
imitation on the purpose for which the debtor is in possession but the secured party must 


urns over the collateral to the debtor (an example is a bank which has acquired a bill o 
ading by honoring drafts drawn under a letter of credit and subsequently turns over the 
bill of lading to its customer); there is no new value requirement but the turn-over must be 
or one or more of the purposes stated in subsections (5)(a) and (5)(b). Note that while 
subsection (4) is restricted to instruments and negotiable documents, subsection (5) extends 
o goods covered by non-negotiable documents as well. Thus the letter of credit bank 
eferred to in the example could make a subsection (5) turn-over without regard to the form 
of the bill of lading, provided that, in the case of a non-negotiable document, it had previ- 
ously perfected its interest under one of the methods stated in subsection (3). But note that 
he discussion of subsection (5) in this Comment deals only with perfection. Priority of a se- 
curity interest in inventory after surrender of the document depends on compliance with 
he requirements of Section 9-312(3) on notice to prior inventory financer. 

Finally, it should be noted that the 21 days applies only to the documents and to the 
goods obtained by surrender thereof. If the goods are sold, the security interest will continue 
in proceeds for only 10 days under Section 9-306, unless a further perfection occurs as to 
he security interest in proceeds. 

Cross References: 

Article 7 and Sections 9-303, 9-305 and 9-312(3). 
Definitional Cross References: 

“Chattel paper". Section 9-105. 

“Debtor”. Section 9-105. 

“Document”. Section 9-105. 

“Goods”. Section 9-105. 

"Instrument". Section 9-105. 

"Receives" notification. Section 1-201. 

“Sale”. Sections 2-106 and 9-105. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 

“Value”. Section 1-201. 

“Written”. Section 1-201. 


$ 9-305. When Possession by Secured Party Perfects Security 
Interest Without Filing. 


[1995 Amendments to text indicated by strikeout and underline] 

A security interest in letters-of-eredit-and-adviees-of-eredit-(subseetion: 
2Xa3-ef-Seetien-5-116); goods, instruments, money, negotiable documents, 
or chattel paper may be perfected by the secured party's taking possession 
of the collateral. A security interest in the right to proceeds of a written let- 
ter of credit may be perfected by the secured party's taking possession of the 
etter of credit. If such collateral other than goods covered by a negotiable 
document is held by a bailee, the secured party is deemed to have posses- 
sion from the time the bailee receives notification of the secured party's 
interest. A security interest is perfected by possession from the time pos- 
session is taken without a relation back and continues only so long as pos- 
session is retained, unless otherwise specified in this Article. The security 
interest may be otherwise perfected as provided in this Article before or af- 
er the period of possession by the secured party. 
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Special Legislative Note: See Special Legislative Note, Section 9-304. 
As amended in 1972, 1977, 1994, and 1995. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995, respectively. 


Official Comment 


Prior Uniform Statutory Provision: None. 
Purposes: 

1. As under the common law of pledge, no filing is required by this Article to perfect a se- 
curity interest where the secured party has possession of the collateral. Compare Section 
9-302(1)(a). This section permits a security interest to be perfected by transfer of possession 
only when Thé collaterali is see rights to proceeds of oec of me ( (if written), instru- 


e e e e erne e )*, documents 
or chattel p paper: that j is to say, accounts and zeera intangibles are excluded. As to perfec- 
tion of security interests in certificated securities by possession, see the general rules on 
perfection of security interests in investment property in Section 9-115(4) and the special 

ule in Section 9-115(6) dealing with cases where a secured party takes possession of a secu- 
ity s in b eS form without obtaining. an indorsement.* See-Seetion-5-116-for 


Lonats and general intangibles —property not ordinarily represented by any writing whose 

delivery operates to transfer the claim—may under this Article be perfected only by filing, 

and this rule would not be affected by the fact that a security agreement or other writing 

described the assignment of such collateral as a “pledge”. Section 9-302(1)(e) exempts from 
ling certain assignments of accounts which are out of the ordinary course of financing: 

such exempted assignments are perfected when they attach under Section 9-303(1); they do 

not fall within this section. *Amendments in italics approved by the Permanent Edito- 
ial Board for Uniform Commercial Code November 4, 1995. 

2. Possession may be by the secured party himself or by an agent on his behalf: it is o 
course clear, however, that the debtor or a person controlled by him cannot qualify as such 
an agent for the secured party. See also the last sentence of Section 9-205. Where the col- 
ateral (except for goods covered by a negotiable document) is held by a bailee, the time o 
perfection of the security interest, under the second sentence of the section, is when the 
bailee receives notification of the secured party's interest: this rule rejects the common law 
doctrine that it is necessary for the bailee to attorn to the secured party or acknowledge 

hat he now holds on his behalf. 

3. The third sentence of the section rejects the “equitable pledge" theory of relation back, 
under which the taking possession was deemed to relate back to the date of the original se- 
curity agreement. The relation back theory has had little vitality since the 1938 revision o 

he Federal Bankruptcy Act, which introduced in Section 60a provisions designed to make 

such interests voidable as preferences in bankruptcy proceedings. This section now brings 
state law into conformity with the overriding federal policy: where a pledge transaction is 
contemplated, perfection dates only from the time possession is taken, although a security 
interest may attach, unperfected, before that under the rules stated in Section 9-204. The 
only exception to this rule is the short twenty-one day period of perfection provided in 
Section 9-304(4) and (5) during which a debtor may have possession of specified collateral 
in which there is a perfected security interest. 
Cross References: 

Sections 5-116, 9-204, 9-302, 9-303 and 9-304. 
Definitional Cross References: 

“Chattel paper". Section 9-105. 

"Collateral". Section 9-105. 

“Documents”. Section 9-105. 

“Goods”. Section 9-105. 

“Instruments”. Section 9-105. 

“Receives” notification. Section 1-201. 

“Secured party”. Section 9-105. 

“Security interest”. Section 1-201. 


APPENDIX O 


§ 9-306. “Proceeds”; Secured Party's Rights on Disposition of 
Collateral. 

(1) *Proceeds" includes whatever is received upon the sale, exchange, col- 
lection or other disposition of collateral or proceeds. Insurance payable by 
reason of loss or damage to the collateral is proceeds, except to the extent 

hat it is payable to a person other than a party to the security agreement. 

y payments or distributions made with respect to investment property 
collateral are proceeds. Money, checks, deposit accounts, and the like are 
‘cash proceeds". All other proceeds are “non-cash proceeds". 

(2) Except where this Article otherwise provides, a security interest 
continues in collateral notwithstanding sale, exchange or other disposition 

hereof unless the disposition was authorized by the secured party in the 
security agreement or otherwise, and also continues in any identifiable 
proceeds including collections received by the debtor. 

(3) The security interest in proceeds is a continuously perfected security 
interest if the interest in the original collateral was perfected but it ceases 

o be a perfected security interest and becomes unperfected ten days after 
receipt of the proceeds by the debtor unless 

(a) a filed financing statement covers the original collateral and the 
proceeds are collateral in which a security interest may be perfected by 
filing in the office or offices where the financing statement has been filed 
and, if the proceeds are acquired with cash proceeds, the description o 
collateral in the financing statement indicates the types of property 
constituting the proceeds; or 

(b) a filed financing statement covers the original collateral and the 
proceeds are identifiable cash proceeds; 

(c) the original collateral was investment property and the proceeds 
are identifiable cash proceeds; or 

(d) the security interest in the proceeds is perfected before the expira- 
tion of the ten day period. 

Except as provided in this section, a security interest in proceeds can be 
perfected only by the methods or under the circumstances permitted in 
his Article for original collateral of the same type. 

(4) In the event of insolvency proceedings instituted by or against a 
debtor, a secured party with a perfected security interest in proceeds has a 
perfected security interest only in the following proceeds: 

(a) in identifiable non-cash proceeds and in separate deposit accounts 
containing only proceeds; 

(b) in identifiable cash proceeds in the form of money which is neither 
commingled with other money nor deposited in a deposit account prior to 
the insolvency proceedings; 

(c) in identifiable cash proceeds in the form of checks and the like 
which are not deposited in a deposit account prior to the insolvency 
proceedings; and 

(d) in all cash and deposit accounts of the debtor in which proceeds 
have been commingled with other funds, but the perfected security inter- 
est under this paragraph (d) is 

(3) subject to any right to set-off; and 


(ii) limited to an amount not greater than the amount of any cash 
proceeds received by the debtor within ten days before the institution 
of the insolvency proceedings less the sum of (I) the payments to the 
secured party on account of cash proceeds received by the debtor dur- 
ing such period and (II) the cash proceeds received by the debtor dur- 
ing such period to which the secured party is entitled under paragraphs 
(a) through (c) of this subsection (4). 

(5) If a sale of goods results in an account or chattel paper which is 
ransferred by the seller to a secured party, and if the goods are returned 
o or are repossessed by the seller or the secured party, the following rules 

determine priorities: 

(a) If the goods were collateral at the time of sale, for an indebtedness 
of the seller which is still unpaid, the original security interest attaches 
again to the goods and continues as a perfected security interest if it 
was perfected at the time when the goods were sold. If the security 
interest was originally perfected by a filing which is still effective, noth- 
ing further is required to continue the perfected status; in any other 
case, the secured party must take possession of the returned or repos- 
sessed goods or must file. 


(b) An unpaid transferee of the chattel paper has a security interest in 
the goods against the transferor. Such security interest is prior to a se- 
curity interest asserted under paragraph (a) to the extent that the 
transferee of the chattel paper was entitled to priority under Section 
9-308. 


(c) An unpaid transferee of the account has a security interest in the 
goods against the transferor. Such security interest is subordinate to a 
security interest asserted under paragraph (a). 

(d) A security interest of an unpaid transferee asserted under 
paragraph (b) or (c) must be perfected for protection against creditors o 
the transferor and purchasers of the returned or repossessed goods. 


As amended in 1972 and 1994. 
See Appendix XII for material relating to changes made in text in 1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 10, Uniform Trust Receipts Act. 
Purposes: 
1. This section states a secured party's right to the proceeds received by a debtor on dis- 
position of collateral and states when his interest in such proceeds is perfected. 
It makes clear that insurance proceeds from casualty loss of collateral are proceeds 
ithin the meaning of this section. 
As to the proceeds of consigned goods, see Section 9-114 and the Comment thereto. 
2. (a) Whether a debtor's sale of collateral was authorized or unauthorized, prior law gen- 
erally gave the secured party a claim to the proceeds. Sometimes it was said that the secu- 
ity interest attached to the “property” received in substitution; sometimes it was said the 
debtor held the proceeds as “trustee” or “agent” for the secured party. Whatever the 
ormulation of the rule, the secured party, if he could identify the proceeds, could reclaim 
hem or their equivalent from the debtor or his trustee in bankruptcy. This section provides 
ew rules for insolvency proceedings. Paragraphs 4(a) through (c) substitute specific rules 
of identification for general principles of tracing. Paragraph 4(d) limits the security interest 
in proceeds not within these rules to an amount of the debtor's cash and deposit accounts 
not greater than cash proceeds received within ten days of insolvency proceedings less the 
cash proceeds during this period already paid over and less the amounts for which the se- 
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curity interest is recognized under paragraphs 4(a) through (c). 

(b) Subsections (2) and (3) make clear that the four-month period for calculating a void- 
able preference in bankruptcy begins with the date of the secured party's obtaining the se- 
curity interest in the original collateral and not with the date of his obtaining control of the 
proceeds. The interest in the proceeds “continues” as a perfected interest if the original 
interest was perfected; but the interest ceases to be perfected after the expiration of ten 
days unless a filed financing statement covered the original collateral and the proceeds are 
collateral of a type as to which a security interest could be perfected by a filing in the same 
office or unless the secured party perfects his interest in the proceeds themselves—i.e., by 

ling a financing statement covering them or by taking possession. See Section 9-312(6) 
and Comment thereto for priority of rights in proceeds perfected by a filing as to original 
collateral. 
(c) Where cash proceeds are covered into the debtor's checking account and paid out in. 
he operation of the debtor’s business, recipients of the funds of course take free of any 
claim which the secured party may have in them as proceeds. What has been said relates 
o payments and transfers in ordinary course. The law of fraudulent conveyances would no 
doubt in appropriate cases support recovery of proceeds by a secured party from a transferee 
out of ordinary course or otherwise in collusion with the debtor to defraud the secured 
party. 
3. In most cases when a debtor makes an unauthorized disposition of collateral, the secu- 
ity interest, under prior law and under this Article, continues in the original collateral in 
he hands of the purchaser or other transferee. That is to say, since the transferee takes 
subject to the security interest, the secured party may repossess the collateral from him or 
in an appropriate case maintain an action for conversion. Subsection (2) codifies this rule. 

he secured party may claim both proceeds and collateral, but may of course have only one 
satisfaction. 

In many cases a purchaser or other transferee of collateral will take free of a security 
interest: in such cases the secured party's only right will be to proceeds. A transferee will 
acquire the collateral free and clear of a preexisting security interest only if the disposition 
of the collateral by the debtor was authorized by the secured party free and clear of the 
secured party's security interest. If the disposition was not authorized by the secured party, 
or was authorized by the secured party subject to the secured party's security interest, the 
ransferee will not acquire the collateral free and clear of the security interest. The autho- 

ization may be contained in the security agreement or otherwise given. The right to 
proceeds, either under the rules of this section or under specific mention thereof in a secu- 
ity agreement or financing statement does not in itself constitute an authorization of sale. 
PEB Commentary No. 3, dated March 10, 1990, analyzes the interplay between this Sec- 
ion and Section 9-402(7). 

Section 9-301 states when transferees take free of unperfected security interests. Sections 
9-307 on goods, 9-308 on chattel paper and instruments and 9-309 on negotiable instru- 
ments, negotiable documents and securities state when purchasers of such collateral take 
ree of a security interest even though perfected and even though the disposition was not 
authorized. 

4. Subsection (5) states rules to determine priorities when collateral which has been sold 
is returned to the debtor: for example goods returned to a department store by a dissatis- 

ed customer. The most typical problems involve sale and return of inventory, but the 
subsection can also apply to equipment. Under the rule of Benedict v. Ratner, failure to 
segregate such returned goods sometimes led to invalidation of the entire security 
arrangement. This Article rejects the Benedict v. Ratner line of cases (see Section 9-205 and 
Comment). Subsection (5)(a) of this section reinforces the rule of Section 9-205: as between 
secured party and debtor (and debtor's trustee in bankruptcy) the original security interest 
continues on the returned goods. Whether or not the security interest in the returned goods 
is perfected depends upon factors stated in the text. 

Paragraphs (5)(b), (c) and (d) deal with a different aspect of the returned goods situation. 
Assume that a dealer has sold an automobile and transferred the chattel paper or the ac- 
count arising on the sale to Bank X (which had not previously financed the car as inventory). 

hereafter the buyer of the automobile rightfully rescinds the sale, say for breach of war- 

anty, and the car is returned to the dealer. Paragraph (5)(b) gives the bank as transferee 
of the chattel paper or the account a security interest in the car against the dealer. For 
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protection against dealer's creditors or purchasers from him (other than buyers in the 
ordinary course of business, see Section 9-307), Bank X as the transferee, under paragraph 
(5)(d), must perfect its interest by taking possession of the car or by filing as to it. Perfec- 
ion of his original interest in the chattel paper or the account does not automatically carry 
over to the returned car, as it does under paragraph (5)(a) where the secured party 
originally financed the dealer's inventory. 

In the situation covered by (5)(b) and (5)(c) a secured party who financed the inventory 
and a secured party to whom the chattel paper or the account was transferred may both 
claim the returned goods—the inventory financer under paragraph (5)(a), the transferee 

nder paragraphs (5)(b) and (5)(c). With respect to chattel paper, Section 9-308 regulates 
he priorities. With respect to an account, paragraph (5)(c) subordinates the security inter- 
est of the transferee of the account to that of the inventory financer. However, if the inven- 
ory security interest was unperfected, the transferee's interest could become entitled to 
priority under the rules stated in Section 9-312(5). 

In cases of repossession by the dealer and also in cases where the chattel was returned to 
he dealer by the voluntary act of the account debtor, the dealer's position may be that of a 
mere custodian; he may be an agent for resale, but without any other obligation to the 
holder of the chattel paper; he may be obligated to repurchase the chattel, the chattel paper 
or the account from the secured party or to hold it as collateral for a loan secured by a 

ransfer of the chattel paper or the account. 

If the dealer thereafter sells the chattel to a buyer in ordinary course of business in any 
of the foregoing cases, the buyer is fully protected under Section 2-403(2) as well as under 
Section 9-307(1), whichever is technically applicable. 

5. “Creditors” and “purchasers” as used in paragraph (5)(d) do not include the original 
secured inventory financer of the seller of goods under subsection (a). If a purchaser o 
chattel paper generated by a sale of the goods attains priority over the seller's inventory 

nancer under Section 9-308, the purchaser retains that priority in the event the goods 
covered by the chattel paper are returned to the seller, without having to further perfect 
against the inventory financer. This priority issue will usually arise in the context of the 
original inventory financer and the chattel paper purchaser both claiming the goods or the 
proceeds of any sale or disposition thereof by the seller. See PEB Commentary No. 5, dated 
March 10, 1990 [Appendix V, infra]. 

6. Where a debtor has granted to a secured party a security interest in goods and the 
debtor later leases those goods as lessor, the lease rentals constitute proceeds of the 
secured party's collateral consisting of the goods. See PEB Commentary No. 9, dated June 
25, 1992 [Appendix V, infra]. 

Cross References: 

Sections 9-307, 9-308 and 9-309. 

Point 3: Sections 1-205 and 9-301. 

Point 4: Sections 2-403(2), 9-205 and 9-312. 

Definitional Cross References: 

"Account". Section 9-106. 

“Bank”. Section 1-201. 

“Chattel paper". Section 9-105. 

“Check”. Sections 3-104 and 9-105. 

“Collateral”. Section 9-105. 

"Creditors". Section 1-201. 

*Debtor". Section 9-105. 

“Deposit account". Section 9-105. 

“Goods”. Section 9-105. 

“Insolvency proceedings". Section 1-201. 

“Money”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Sale”. Sections 2-106 and 9-105. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 
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§ 9-307. Protection of Buyers of Goods. 


(1) A buyer in ordinary course of business (subsection (9) of Section 
1-201) other than a person buying farm products from a person engaged i in 


even though the security interest is perfected and even though the buyer 
knows of its existence. 

(2) In the case of consumer goods, a buyer takes free of a security inter- 
est even though perfected if he buys without knowledge of the security 
interest, for value and for his own personal, family or household purposes 

nless prior to the purchase the secured party has filed a financing state- 
ent covering such goods. 


(3) A buyer other than a buyer in ordinary course of business (subsection 
(1) of this section) takes free of a security interest to the extent that it 
secures future advances made after the secured party acquires knowledge 
of the purchase, or more than 45 days after the purchase, whichever first 
occurs, unless made pursuant to a commitment entered into without knowl- 
edge of the purchase and before the expiration of the 45 day period. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Section 9, Uniform Conditional Sales Act; Section 
9(2), Uniform Trust Receipts Act. 
Purposes: 

1. This section states when buyers of goods take free of a security interest even though 
perfected. A buyer who takes free of a perfected security interest of course takes free of an 

nperfected one. Section 9-301 should be consulted to determine what purchasers, in addi- 
ion to the buyers covered in this section, take free of an unperfected security interest. 

Article 2 (Sales) states general rules on purchase of goods from a seller with defective or 

oidable title (Section 2-403). 

2. The definition of “buyer in ordinary course of business" in Section 1-201(9) restricts the 
application of subsection (1) to buyers (except pawnbrokers) *from a person in the business 
of selling goods of that kind": thus the subsection applies, in the terminology of this Article, 
primarily to inventory. Subsection (1) further excludes from its operation buyers of “farm 
products", defined in Section 9-109(3), from a person engaged in farming operations. The 
buyer in ordinary course of business is defined as one who buys “in good faith and without 

owledge that the sale to him is in violation of the ownership rights or security interest o 
a third party." This section provides that such a buyer takes free of a security interest, 
even though perfected, and although he knows the security interest exists. Reading the two 
provisions together, it results that the buyer takes free if he merely knows that there is a 
security interest which covers the goods but takes subject if he knows, in addition, that the 
sale is in violation of some term in the security agreement not waived by the words or 
conduct of the secured party. 

The limitations which this section imposes on the persons who may take free of a secu- 

ity interest apply of course only to unauthorized sales by the debtor. If the secured party 
has authorized the sale in the security agreement or otherwise, the buyer takes free 

ithout regard to the limitations of this section. Section 9-306 states the right of a secured 
party to the proceeds of a sale, authorized or unauthorized. 

3. Subsection (2) deals with buyers of *consumer goods" (defined in Section 9-109). Under 
Section 9-302(1)(d) no filing is required to perfect a purchase money interest in consumer 
goods subject to this subsection except motor vehicles required to be registered; filing is 

equired to perfect security interests in such goods other than purchase money interests 
and, for motor vehicles, even in the case of purchase money interests. (The special case o 
xtures has added complications that are apart from the point of this discussion.) 

Under subsection (2) a buyer of consumer goods takes free of a security interest even 
hough perfected a) if he buys without knowledge of the security interest, b) for value, c) for 
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his own personal, family, or household purposes and d) before a financing statement is 
led. 

As to purchase money security interests which are perfected without filing under Section 
9-302(1)(d): A secured party may file a financing statement (although filing is not required 
or perfection). If he does file, all buyers take subject to the security interest. If he does not 

le, a buyer who meets the qualifications stated in the preceding paragraph takes free o 
he security interest. 

As to security interests which can be perfected only by filing under Section 9-302: This cat- 
egory includes all non-purchase money interests, and all interests, whether or not purchase 
money, in motor vehicles, as well as interests which may be and are filed, though filing was 

ot required for perfection under Section 9-302. (Note that under Section 9-302(3) the filing 
provisions of this Article do not apply when a state has enacted a certificate of title law. 

hus where motor vehicles are concerned, in a state having such a certificate of title law, 
perfection will be under that law.) So long as the security interest remains unperfected, not 
only the buyers described in subsection (2) but the purchasers described in Section 9-301 

ill take free of the interest. After a financing statement has been filed or after compliance 

ith the certificate of title law all subsequent buyers, under the rule of subsection (2), are 
subject to the security interest. 

4. Although a buyer is of course subject to the Code's system of notice from filing or pos- 
session, subsection (3) makes clear that he will not be subject to future advances under a 
security interest after the secured party has knowledge that the buyer has purchased the 
collateral and in any event after 45 days after the purchase unless the advances were made 
pursuant to a commitment entered into before the expiration of the 45 days and without 

owledge of the purchase. Of course, a buyer in ordinary course who takes free of the se- 
curity interest under subsection (1) is not subject to any future advances. Compare Sections 
9-301(4) and 9-312(7). 

Cross References: 

Point 1: Sections 2-403 and 9-301. 

Point 2: Section 9-306. 

Point 3: Sections 9-301 and 9-302. 

Point 4: Sections 9-301(4) and 9-312(7). 

Definitional Cross References: 

“Buyer in ordinary course of business". Section 1-201. 

“Consumer goods". Section 9-109. 

“Goods”. Section 9-105. 

“Knows” and “Knowledge”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Pursuant to commitment”. Section 9-105. 

“Secured party”. Section 9-105. 

“Security interest”. Section 1-201. 

“Value”. Section 1-201. 


§ 9-308. Purchase of Chattel Paper and Instruments. 
A purchaser of chattel paper or an instrument who gives new value and 
akes possession of it in the ordinary course of his business has priority 
over a security interest in the chattel paper or instrument 
(a) which is perfected under Section 9-304 (permissive filing and 
temporary perfection) or under Section 9-306 (perfection as to proceeds) 
if he acts without knowledge that the specific paper or instrument is 
subject to a security interest; or 
(b) which is claimed merely as proceeds of inventory subject to a secu- 
rity interest (Section 9-306) even though he knows that the specific 
paper or instrument is subject to the security interest. 


As amended in 1972. 
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Official Comment 
Prior Uniform Statutory Provision: Sections 9(a) and 10 of Uniform Trust Receipts Act. 
Purposes: 

1. Chattel paper is defined (Section 9-105) as *a writing or writings which evidence both 
a monetary obligation and a security interest in or a lease of specific goods". Such paper 
has become an important class of collateral in financing arrangements, which may—as in 

he automobile and some other fields—follow an earlier financing arrangement covering 
inventory or which may begin with the chattel paper itself. 

Arrangements where the chattel paper is delivered to the secured party who then makes 
collections, as well as arrangements where the debtor, whether or not he is left in posses- 
sion of the paper, makes the collections, are both widely used, and are known respectively 
as notification (or “direct collection") and non-notification (or “indirect collection”) 
arrangements. In the automobile field, for example, when a car is sold to a consumer buyer 

nder an installment purchase agreement and the resulting chattel paper is assigned, the 
assignee usually takes possession, the obligor is notified of the assignment and is directed 
o make payments to the assignee. In the furniture field, for an example on the other hand, 
he chattel paper may be left in the dealer’s hands or delivered to the assignee; in either 
case the obligor may not be notified, and payments are made to the dealer-assignor who 
eceives them under a duty to remit to his assignee. The wide-spread use of both methods 
of dealing with chattel paper is recognized by the provisions of this Article, which permit 
perfection of a chattel paper security interest either by filing or by taking possession. 

2. Although perfection by filing is permitted as to chattel paper, certain purchasers o 
chattel paper allowed to remain in the debtor’s possession take free of the security interest 
despite the filing. 

Clause (b) of the section deals with the case where the security interest in the chattel 
paper is claimed merely as proceeds—i.e., on behalf of an inventory financer who has not b 
some new transaction with the debtor acquired a specific interest in the chattel paper. In 

hat case a purchaser, even though he knows of the inventory financer’s proceeds interest, 
akes priority provided he gives new value and takes possession of the paper in the ordinary 
course of his business. 

The same basic rule applies in favor of a purchaser of other instruments who claims 
priority against a proceeds interest therein of which he has knowledge. Thus a purchaser o 
a negotiable instrument might prevail under clause (b) even though his knowledge of the 
conflicting proceeds claim precluded his having holder in due course status under Section 
9-309. 

3. Clause (a) deals with the case where the non-possessory security interest in the chattel 
paper is more than a mere claim to proceeds—i.e., exists in favor of a secured party who 
has given value against the paper, whether or not he financed the inventory whose sale 
gave rise to it. In this case the purchaser, to take priority, must not only give new value 
and take possession in the ordinary course of his business; he must also take without 

owledge of the existing security interest. Thus a secured party, who has a specific inter- 
est in the chattel paper and not merely a claim to proceeds, and who wishes to leave the 
paper in the debtor’s possession can, because of the knowledge requirement, protect himsel 
against purchasers by stamping or noting on the paper the fact that it has been assigned to 
him. 

A chattel paper financer who gives new value and takes possession of chattel paper in 
he ordinary course of his business and is without knowledge of prior security interests in 
he chattel paper has no duty to search for Article 9 filings against the chattel paper or to 

make other inquiries which might reveal perfected prior interests in the paper, even 
hough the chattel paper financer is aware of the possibility that a prior security interest 
exists. Mere knowledge of an Article 9 filing against chattel paper does not give knowledge 
of the existence of a security interest in the chattel paper. See PEB Commentary No. 8, 
dated December 10, 1991 [Appendix V, infra]. 

4. It should be noted that under Section 9-304(1) a security interest in an instrument, ne- 
gotiable or non-negotiable, cannot be perfected by filing (except where the instrument con- 
stitutes part of chattel paper). Thus the only types of perfected non-possessory security 
interest that can arise in an instrument are the temporary 21 day perfection provided for 
in Section 9-304(4) and (5) or the 10 day perfection in proceeds of Section 9-306. Where 
such a perfected interest exists in a non-negotiable instrument, purchasers will take free i 
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hey qualify under clause (a) of the section. 

Cross References: 
Point 1: Sections 9-304(1) and 9-305. 
Point 2: Section 9-306. 
Point 4: Sections 9-304 and 9-306. 

Definitional Cross References: 
“Chattel paper". Section 9-105. 
“Instrument”. Section 9-105. 
“Inventory”. Section 9-109. 
“Knowledge”. Section 1-201. 
“Proceeds”. Section 9-306. 
“Purchaser”. Section 1-201. 
“Security interest”. Section 1-201. 
“Value”. Section 1-201. 


§ 9-309. Protection of Purchasers of Instruments, Documents, and 
Securities. 
Nothing in this Article limits the rights of a holder in due course of a ne- 
gotiable instrument (Section 3-302) or a holder to whom a negotiable docu- 
ent of title has been duly negotiated (Section 7-501) or a protected 
purchaser of a security (Section 8-303) and the holders or purchasers take 
priority over an earlier security interest even though perfected. Filing 
nder this Article does not constitute notice of the security interest to such 
holders or purchasers. 


As amended in 1977 and 1994. 
See Appendix XII for material relating to changes made in text in 1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 9(a), Uniform Trust Receipts Act. 
Purposes: 

1. Under this Article as at common law and under prior statutes the rights of purchasers 
of negotiable paper, including negotiable documents of title and investment securities, are 
determined by the rules of holding in due course and the like which are applicable to the 

ype of paper concerned. (Articles 3, 7, and 8.) This section, as did Section 9(a) of the 
niform Trust Receipts Act, makes explicit the rule which was implicitly but universally 
ecognized under the earlier statutes. 

2. Under Section 9-304(1) filing is ineffective to perfect a security interest in instruments 
(including securities) except those instruments which are part of chattel paper, and o 
course is ineffective to constitute notice to subsequent purchasers. Although filing is permis- 
sible as a method of perfection for a security interest in documents, this section follows the 
policy of the Uniform Trust Receipts Act in providing that the filing does not constitute no- 

ice to purchasers. 

3. The operation of this section can be seen when two secured parties have a perfected se- 
curity interest in an account, chattel paper, or general intangible and the secured party 

hat does not have priority receives a payment by check directly or indirectly from the ac- 
count debtor. If the recipient takes the check under circumstances that give the recipient 
he rights of a holder in due course (Section 3-302), then the recipient’s security interest in 
he check will take priority over the competing security interest and the recipient will be 

entitled to keep the payment. See PEB Commentary No. 7, dated March 10, 1990 [Ap- 
pendix V, infra]. 
Cross References: 

Articles 3, 7, and 8 and Sections 9-304(1) and 9-308. 
Definitional Cross References: 

“Bona fide purchaser”. Section 8-302. 

“Document of title". Section 1-201. 
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“Duly negotiated". Section 7-501. 

*Holder". Section 1-201. 

“Holder in due course”. Sections 3-302 and 9-105. 
“Negotiable instrument". Sections 3-104 and 9-105. 
"Notice". Section 1-201. 

“Purchaser”. Section 1-201. 

"Security". Sections 8-102 and 9-105. 

"Security interest". Section 1-201. 


$ 9-310. Priority of Certain Liens Arising by Operation of Law. 


When a person in the ordinary course of his business furnishes services 
or materials with respect to goods subject to a security interest, a lien 

pon goods in the possession of such person given by statute or rule of law 
for such materials or services takes priority over a perfected security inter- 
est unless the lien is statutory and the statute expressly provides 
otherwise. 


Official Comment 
Prior Uniform Statutory Provision: Section 11, Uniform Trust Receipts Act. 
Purposes: 

1. To provide that liens securing claims arising from work intended to enhance or preserve 
he value of the collateral take priority over an earlier security interest even though 
perfected. 

2. Apart from the Uniform Trust Receipts Act which had a section similar to this one, 
here was generally no specific statutory rule as to priority between security devices and 
iens for services or materials. Under chattel mortgage or conditional sales law many deci- 
sions made the priority of such liens turn on whether the secured party did or did not have 
"title". This section changes such rules and makes the lien for services or materials prior in 
all cases where they are furnished in the ordinary course of the lienor's business and the 
goods involved are in the lienor's possession. Some of the statutes creating such liens 
expressly make the lien subordinate to a prior security interest. This section does not 
epeal such statutory provisions. If the statute creating the lien is silent, even though it 
has been construed by decision to make the lien subordinate to the security interest, this 
section provides a rule of interpretation that the lien should take priority over the security 
interest. 

Cross References: 

Sections 9-102(2), 9-104(c) and 9-312(1). 
Definitional Cross References: 

“Goods”. Section 9-105. 

"Person". Section 1-201. 

"Security interest". Section 1-201. 


$ 9-311. Alienability of Debtor's Rights: Judicial Process. 

The debtor's rights in collateral may be voluntarily or involuntarily 
ransferred (by way of sale, creation of a security interest, attachment, 
levy, garnishment or other judicial process) notwithstanding a provision in 
he security agreement prohibiting any transfer or making the transfer 
constitute a default. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. To make clear that in all security transactions under this Article, the debtor has an 
interest (whether legal title or an equity) which he can dispose of and which his creditors 
can reach. 

2. Some jurisdictions have held that when a mortgagee or conditional seller has “title” to 
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he collateral, creditors may not proceed against the mortgagor's or vendee's interest by 
evy, attachment or other judicial process. This section changes those rules by providing 
hat in all security interests the debtor's interest in the collateral remains subject to claims 
of creditors who take appropriate action. It is left to the law of each state to determine the 
orm of “appropriate process". 

3. Where the security interest is in inventory, difficult problems arise with reference to 
attachment and levy. Assume that a debt of $100,000 is secured by inventory worth twice 
hat amount. If by attachment or levy certain units of the inventory are seized, the deter- 
mination of the debtor's equity in the units seized is not a simple matter. The section 
eaves the solution of this problem to the courts. Procedures such as marshalling may be 
appropriate. 
Cross References: 

Sections 9-301(4), 9-307(3) and 9-312(7). 
Definitional Cross References: 

“Collateral”. Section 9-105. 

*Debtor". Section 9-105. 

"Rights". Section 1-201. 

“Sale”. Sections 2-106 and 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 


$ 9-312. Priorities Among Conflicting Security Interests in the 
Same Collateral. 
(1) The rules of priority stated in other sections of this Part and in the 
following sections shall govern when applicable: Section 4-210 with respect 
o the security interests of collecting banks in items being collected, ac- 
companying documents and proceeds; Section 9-103 on security interests 
related to other jurisdictions; Section 9-114 on consignments; Section 


9-115 on security interests in investment property. 

(2) A perfected security interest in crops for new value given to enable 

he debtor to produce the crops during the production season and given 

not more than three months before the crops become growing crops by 
planting or otherwise takes priority over an earlier perfected security 
interest to the extent that such earlier interest secures obligations due 

ore than six months before the crops become growing crops by planting 
or otherwise, even though the person giving new value had knowledge o 

he earlier security interest. 

(3) A perfected purchase money security interest in inventory has prior- 
ity over a conflicting security interest in the same inventory and also has 
priority in identifiable cash proceeds received on or before the delivery o 

he inventory to a buyer if 
(a) the purchase money security interest is perfected at the time the 
debtor receives possession of the inventory; and 
(b) the purchase money secured party gives notification in writing to 

the holder of the conflicting security interest if the holder had filed a 

financing statement covering the same types of inventory (i) before the 

date of the filing made by the purchase money secured party, or (ii) 

before the beginning of the 21 day period where the purchase money se- 

curity interest is temporarily perfected without filing or possession 

(subsection (5) of Section 9-304); and 

(c) the holder of the conflicting security interest receives the notifica- 
tion within five years before the debtor receives possession of the inven- 
tory; and 
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(d) the notification states that the person giving the notice has or 
expects to acquire a purchase money security interest in inventory of the 
debtor, describing such inventory by item or type. 

(4) A purchase money security interest in collateral other than inventory 
has priority over a conflicting security interest in the same collateral or its 
proceeds if the purchase money security interest is perfected at the time 

he debtor receives possession of the collateral or within ten days 
hereafter. 

(5) In all cases not governed by other rules stated in this section (includ- 
ing cases of purchase money security interests which do not qualify for the 
special priorities set forth in subsections (3) and (4) of this section), prior- 
ity between conflicting security interests in the same collateral shall be 
determined according to the following rules: 

(a) Conflicting security interests rank according to priority in time o 
filing or perfection. Priority dates from the time a filing is first made 
covering the collateral or the time the security interest is first perfected, 
whichever is earlier, provided that there is no period thereafter when 
there is neither filing nor perfection. 

(b) So long as conflicting security interests are unperfected, the first to 
attach has priority. 

(6) For the purposes of subsection (5) a date of filing or perfection as to 
collateral is also a date of filing or perfection as to proceeds. 


(7) If future advances are made while a security interest is perfected by 
filing, the taking of possession, or under Section 9-115 or Section 9-116 on 


investment property, the security interest has the same priority for the 
purposes of subsection (5) or Section 9-115(5) with respect to the future ad- 
ances as it does with respect to the first advance. If a commitment is 
ade before or while the security interest is so perfected, the security 
interest has the same priority with respect to advances made pursuant 
hereto. In other cases a perfected security interest has priority from the 
date the advance is made. 


As amended in 1972, 19777 and 1994. 


See Appendices XI and XII for material relating to changes made in text in 
1994. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. In a variety of situations two or more people may claim an interest in the same 
property. The several sections specified in subsection (1) contain rules for determining 
priorities between security interests and such other claims in the situations covered in 
hose sections. For cases not covered in those sections this section states general rules o 
priority between conflicting security interests. 

2. Subsection (2) gives priority to a new value security interest in crops based on a cur- 
ent crop production loan over an earlier security interest in the crop which secured obliga- 
ions (such as rent, interest or mortgage principal amortization) due more than six months 
before the crops become growing crops. This priority is not affected by the fact that the 

person making the crop loan knew of the earlier security interest. 

3. Subsections (3) and (4) give priority to a purchase money security interest (defined in 
Section 9-107) under certain conditions over non-purchase money interests, which in this 
context will usually be interests asserted under after-acquired property clauses. See Section 
9-204 on the extent to which after-acquired property interests are validated and Section 
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9-108 on when a security interest in after-acquired property is deemed taken for new value. 
Prior law, under one or another theory, usually contrived to protect purchase money 
interests over after-acquired property interests (to the extent to which the after-acquired 
property interest was recognized at all). For example, in the field of industrial equipment 
nancing it was possible, by manipulation of title theory, for the purchase money financer 
of new equipment (under conditional sale or equipment trust) to protect himself against the 
claims of prior mortgagees or bondholders under an after-acquired clause in the mortgage 
or trust indenture: the result was arrived at on the theory that since "title" to the equip- 
ment was never in the vendee or lessee there was nothing for the lien of the mortgage to 
attach to. While this Article broadly validates the after-acquired property interest, it also 
ecognizes as sound the preference which prior law gave to the purchase money interest. 

hat policy is carried out in subsections (3) and (4). 

Subsection (4) states a general rule applicable to all types of collateral except inventory: 
he purchase money interest takes priority if it is perfected when the debtor receives pos- 
session of the collateral or within ten days thereafter. As to the ten day grace period, 
compare Section 9-301(2). The perfection requirement means that the purchase money 
secured party either has filed a financing statement before that time or has a temporarily 
perfected interest in goods covered by documents under Section 9-304(4) and (5) (which is 
continued in a perfected status by filing before the expiration of the 21 day period specified 
in that section). There is no requirement that the purchase money secured party be without 

otice or knowledge of the other interest; he takes priority although he knows of it or it has 
been filed. 

Under subsection (3) the same rule of priority, but without the ten day grace period for 
ling, applies to a purchase money security interest in inventory, with the additional 
equirement that the purchase money secured party give notification, as stated in subsec- 
ion (3), to any other secured party who filed earlier for the same item or type of inventory. 
he reason for the additional requirement of notification is that typically the arrangement 

between an inventory secured party and his debtor will require the secured party to make 
periodic advances against incoming inventory or periodic releases of old inventory as new 
inventory is received. A fraudulent debtor may apply to the secured party for advances 
even though he has already given a security interest in the inventory to another secured 
party. The notification requirement protects the inventory financer in such a situation: if he 
has received notification, he will presumably not make an advance; if he has not received 
notification (or if the other interest does not qualify as a purchase money interest), any 
advance he may make will have priority. Since an arrangement for periodic advances 
against incoming property is unusual outside the inventory field, no notification require- 
ment is included in subsection (4). 

Where the purchase money inventory financing began by possession of a negotiable docu- 

ment of title by the secured party, he must in order to retain priority give the notice 

equired by subsection (3) at or before the usual time, i.e., when the debtor gets possession 
of the inventory, even though his security interest remains perfected for 21 days under 
Section 9-304(5). 

When under these rules the purchase money secured party has priority over another 
secured party, the question arises whether this priority extends to the proceeds of the orig- 
inal collateral. Under subsection (4) which deals with non-inventory collateral and where 
here was no ordinary expectation that the goods would be sold, the section gives an affir- 
mative answer. In the case of inventory collateral under subsection (3), where it was 
expected that the goods would be sold and where financing frequently is based on the 

esulting accounts, chattel paper, or other proceeds, the subsection gives an answer limited 
o the preservation of the purchase money priority only in so far as the proceeds are cash 
eceived on or before the delivery of the inventory to a buyer, that is, without the creation 
of an intervening account to which conflicting rights might attach. The conflicting rights to 
proceeds consisting of accounts are governed by subsection (5). See Comment 8. 

The foregoing rules applicable to purchase money security interests in inventory apply 
also to the rights in consigned merchandise. See Section 9-114. 

4. Subsection (5) states a rule for determining priority between conflicting security 
interests in cases not covered in the sections referred to in subsection (1) or in subsections 
(2), (3) and (4) of this section. Note that subsection (5) applies to cases of purchase money 
security interests which do not qualify for the special priorities set forth in subsections (3) 
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and (4). 

There is a single priority rule based on precedence in the time as of which the competing 

parties either filed their security interests or perfected their security interests. The form o 
he claim to priority, i.e., filing or perfection, may shift from time to time, and the rank will 
be based on the first filing or perfection so long as there is no intervening period without 
ling or perfection. Filing may occur as to particular collateral before the collateral comes 
into existence. Under the standards of Section 9-203 perfection cannot occur as to particu- 
ar collateral until the collateral itself (and not prior collateral) comes into existence and 
he debtor has rights therein; but under subsection (6) of this section the secured party's 
priority may date from his time of perfection as to the prior collateral, if perfection or filing 
has been continuously maintained. Subsection (6) provides that a date of filing or perfection 
as to original collateral is also a date of filing or perfection as to proceeds. This rule should 
also be read with Section 9-306, which makes it unnecessary to claim proceeds expressly in 
a financing statement and provides in effect that a filing as to original collateral is also a 
ling as to proceeds (with exceptions therein stated). Thus, if a financing statement is filed 
covering inventory, then (subject to the exception involving multistate problems) this filing 
is also a filing as to the resulting accounts and constitutes the date of filing as to the 
accounts. 

The party who may have had a prior security interest in inventory or may have had the 
only such security interest does not automatically for that reason have priority as to the 
accounts. His claim to accounts may or may not have priority over competing filed claims to 
accounts. The priority is based on precedence as to the accounts under the rules stated in 

he preceding paragraph. 

5. The operation of this section is illustrated by the examples set forth under this and the 
succeeding Points. 

Example 1. A files against X (debtor) on February 1. B files against X on March 1. B 
makes a non-purchase money advance against certain collateral on April 1. A makes an 
advance against the same collateral on May 1. A has priority even though B's advance was 
made earlier and was perfected when made. It makes no difference whether or not A knew 
of B's interest when he made his advance. 

The problem stated in the example is peculiar to a notice filing system under which filing 
may be made before the security interest attaches (see Section 9-402). The Uniform Trust 
Receipts Act, which first introduced such a filing system, contained no hint of a solution 
and case law under it was unpredictable. This Article follows several of the accounts receiv- 
able statutes in determining priority by order of filing. The justification for the rule lies in 

he necessity of protecting the filing system—that is, of allowing the secured party who has 
rst filed to make subsequent advances without each time having, as a condition of protec- 
ion, to check for filings later than his. Note, however, that his protection is not absolute: if, 
in the example, B's advance creates a purchase money security interest, he has priority 
nder subsection (4), or, in the case of inventory, under subsection (3) provided he has 
properly notified A. (See further Example 3 below). 

Example 2. A and B make non-purchase money advances against the same collateral. 

he collateral is in the debtor's possession and neither interest is perfected when the 
second advance is made. Whichever secured party first perfects his interest (by taking pos- 
session of the collateral or by filing) takes priority and it makes no difference whether or 
ot he knows of the other interest at the time he perfects his own. 

This result may be regarded as an adoption, in this type of situation, of the idea, deeply 
ooted at common law, of a race of diligence among creditors. Subsection (5)(b) adds the 
hought that so long as neither of the interests is perfected, the one which first attached 

(i.e., under the advance first made) has priority. The last mentioned rule may be thought to 

be of merely theoretical interest, since it is hard to imagine a situation where the case 
ould come into litigation without either A or B having perfected his interest. If neither 

interest had been perfected at the time of the filing of a petition in bankruptcy, of course 
either would be good against the trustee in bankruptcy. 

Example 3. A has a temporarily perfected (21 day) security interest, unfiled, in a nego- 
iable document in the debtor's possession under Section 9-304(4) or (5). On the fifth day B 
les and thus perfects a security interest in the same document. On the tenth day A files. A 

has priority, whether or not he knows of B's interest when he files, because he perfected 
rst and has maintained continuous perfection or filing. 
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separately for each item of collateral. Priority does not depend only on time of perfection, 
but may also be based on priority in filing before perfection. 

Example 4. On February 1 A makes advances to X under a security agreement which 
covers “all the machinery in X’s plant" and contains an after-acquired property clause. A 
promptly files his financing statement. On March 1 X acquires a new machine, B makes an 
advance against it and files his financing statement. On April 1 A, under the original secu- 

ity agreement, makes an advance against the machine acquired March 1. If B's advance 

creates a purchase money security interest, he has priority under subsection (4) (provided 
he filed before X received possession of the machine or within ten days thereafter). If B's 
advance, although he gave new value, did not create a purchase money interest, A has 
priority as to both of his advances by virtue of his priority in filing, although the parties 
perfected simultaneously on March 1 as to the new machine. 

The application of the priority rules to proceeds presents special features discussed in 
Comment 8. 

7. The application of the priority rules to future advances is complicated. In general, 
since any secured party must operate in reference to the Code's system of notice, he takes 
subject to future advances under a priority security interest while it is perfected through 

ling or possession, whether the advances are committed or non-committed, and to any ad- 
ances subsequently made “pursuant to commitment" (Section 9-105) during that period. In 
he rare case when a future advance is made without commitment while the security inter- 
est is perfected temporarily without either filing or possession, the future advance has 
priority from the date it is made. These rules are more liberal toward the priority of future 
advances than the corresponding rules applicable to an intervening buyer (Section 9-307(3)) 
because of the different characteristics of the intervening party. Compare the correspond- 
ing rule applicable to an intervening judgment creditor. (Section 9-301(4)). 

Example 5. On February 1 A makes an advance against machinery in the debtor's pos- 
session and files his financing statement. On March 1 B makes an advance against the 
same machinery and files his financing statement. On April 1 A makes a further advance, 
under the original security agreement, against the same machinery (which is covered by 

he original financing statement and thus perfected when made). A has priority over B both 
as to the February 1 and as to the April 1 advance and it makes no difference whether or 
ot A knows of B's intervening advance when he makes his second advance. 

A wins, as to the April 1 advance, because he first filed even though B's interest attached, 
and indeed was perfected, before the April 1 advance. The same rule would apply if either 
A or B had perfected through possession. Section 9-204(3) and the Comment thereto should 
be consulted for the validation of future advances. 

The same result would be reached even though A's April 1 advance was not under the 
original security agreement, but was under a new security agreement under A's same 

nancing statement or during the continuation of A's possession. 

8. The application of the priority rules of subsections (5) and (6) to proceeds is shown by 

he following examples: 

Example 6. A files a financing statement covering a described type of inventory then 
owned or thereafter acquired. B subsequently takes a purchase money security interest in 
certain inventory described in A's financing statement and achieves priority over A under 
subsection (3) as to this inventory. This inventory is then sold, producing proceeds. 

If the proceeds of the inventory are instruments or chattel paper, the rights of A and B 
on the one hand and any adverse claimant to these proceeds on the other are governed by 
Sections 9-308 and 9-309. If the proceeds are cash, subsection (3) indicates that B's priority 
as to the inventory carries over to the cash. Proceeds which are accounts constitute differ- 
ent collateral and the priorities as to the original collateral do not control the priority as to 

he accounts. Under Sections 9-306 and 9-312(6), A's first filing as to the inventory consti- 
utes a first filing as to the accounts, provided that the same filing office would be appropri- 
ate for filing as to accounts under the rules of Section 9-306(3). Therefore, A has priority as 
o the accounts. 

Many parties financing inventory are quite content to protect their first security interest 
in the inventory itself, realizing that when inventory is sold, someone else will be financing 

he accounts and the priority for inventory will not run forward to the accounts. Indeed, the 
cash supplied by the accounts financer will be used to pay the inventory financing. In some 
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situations, the party financing the inventory on a purchase money basis makes contractual 
arrangements that the proceeds of accounts financing by another be devoted to paying o 
he first inventory security interest. 

Example 7. In the foregoing case, if B had filed directly as to accounts, the date of that 

ling as to accounts would be compared with the date of A's first filing as to the inventory, 
and the first-to-file rule would prevail. 

Subsection (6) provides that a filing as to original collateral determines the date of a fil- 
ing as to the proceeds thereof. This rule implies, of course, that the filing as to the original 
collateral is effective as to proceeds under the rule of Section 9-306(3). 

Example 8. If C had filed as to accounts in Example 6 above before either A or B had 

led as to inventory, C's first filing as to accounts would have priority over the filings of A 
and B, which would also constitute filings as to accounts under the rule just mentioned. A's 
and B's position as to the inventory gives them no automatic claim to the proceeds of the 
inventory consisting of accounts against someone who has filed earlier as to accounts. If, on. 
he other hand, either A's or B's filings as to the inventory constituted good filings as to ac- 
counts and these filings preceded C's direct filings as to accounts, A or B would outrank C 
as to the accounts. 

If the filings as to inventory were not effective under subsection (6) for filing as to ac- 
counts because a filing for accounts would have to be in a different filing office under 
Section 9-103(3), these inventory filings would nevertheless be effective for 10 days as to 
accounts. If the perfection of the security interest in accounts was continued within the 10 
days by appropriate filings, then A and B’s interests in the accounts would date from the 
date of filing as to inventory. 

9. Under some circumstances, a secured party who does not have priority in an account, 
chattel paper, or general intangible may be entitled to keep a cash payment received 
directly or indirectly from the account debtor. See PEB Commentary No. 7, dated March 
10, 1990 [Appendix V, infra]. 

Cross References: 

Sections 9-204(1) and 9-303. 

Point 1: Sections 4-208, 9-114, 9-301, 9-304, 9-306, 9-307, 9-308, 9-309, 9-310, 9-313, 
9-314, 9-315 and 9-316. 

Point 3: Sections 9-108, 9-204, 9-304(4) and (5). 

Points 4 to 7: Sections 9-204, 9-301(4), 9-304(4) and (5), 9-306, 9-307(3) and 9-402(1). 

Point 8: Sections 9-103(6) and 9-306(3). 

Definitional Cross References: 

“Chattel paper". Section 9-105. 

"Collateral". Section 9-105. 

“Collecting bank”. Section 4-105. 

*Debtor". Section 9-105. 

“Documents”. Section 9-105. 

“Give notice". Section 1-201. 

“Goods”. Section 9-105. 

"Instruments". Section 9-105. 

“Inventory”. Section 9-109. 

"Knowledge". Section 1-201. 

“Person”. Section 1-201. 

"Proceeds". Section 9-306. 

“Purchase money security interest". Section 9-107. 

"Pursuant to commitment". Section 9-105. 

"Receives" notification. Section 1-201. 

"Secured party". Section 9-105. 

"Security". Sections 8-102 and 9-105. 

"Security interest". Section 1-201. 

“Value”. Section 1-201. 


$ 9-313. Priority of Security Interests in Fixtures. 


(1) In this section and in the provisions of Part 4 of this Article referring 
o fixture filing, unless the context otherwise requires 
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(a) goods are "fixtures" when they become so related to particular real 
estate that an interest in them arises under real estate law 

(b) a *fixture filing" is the filing in the office where a mortgage on the 
real estate would be filed or recorded of a financing statement covering 
goods which are or are to become fixtures and conforming to the require- 

ments of subsection (5) of Section 9-402 

(c) a mortgage is a “construction mortgage" to the extent that it secures 
an obligation incurred for the construction of an improvement on land 
including the acquisition cost of the land, if the recorded writing so 
indicates. 

(2) A security interest under this Article may be created in goods which 
are fixtures or may continue in goods which become fixtures, but no secu- 
rity interest exists under this Article in ordinary building materials 
incorporated into an improvement on land. 

(3) This Article does not prevent creation of an encumbrance upon 
fixtures pursuant to real estate law. 

(4) A perfected security interest in fixtures has priority over the conflict- 
ing interest of an encumbrancer or owner of the real estate where 

(a) the security interest is a purchase money security interest, the 
interest of the encumbrancer or owner arises before the goods become 
fixtures, the security interest is perfected by a fixture filing before the 
goods become fixtures or within ten days thereafter, and the debtor has 
an interest of record in the real estate or is in possession of the real 
estate; or 

(b) the security interest is perfected by a fixture filing before the inter- 
est of the encumbrancer or owner is of record, the security interest has 
priority over any conflicting interest of a predecessor in title of the 
encumbrancer or owner, and the debtor has an interest of record in the 
real estate or is in possession of the real estate; or 

(c) the fixtures are readily removable factory or office machines or 
readily removable replacements of domestic appliances which are 
consumer goods, and before the goods become fixtures the security inter- 
est is perfected by any method permitted by this Article; or 

(d) the conflicting interest is a lien on the real estate obtained by legal 
or equitable proceedings after the security interest was perfected by any 
method permitted by this Article. 

(5) A security interest in fixtures, whether or not perfected, has priority 
over the conflicting interest of an encumbrancer or owner of the real estate 

here 

(a) the encumbrancer or owner has consented in writing to the secu- 
rity interest or has disclaimed an interest in the goods as fixtures; or 

(b) the debtor has a right to remove the goods as against the 

encumbrancer or owner. If the debtor's right terminates, the priority o 

the security interest continues for a reasonable time. 

(6) Notwithstanding paragraph (a) of subsection (4) but otherwise subject 

o subsections (4) and (5), a security interest in fixtures is subordinate to a 
construction mortgage recorded before the goods become fixtures if the 
goods become fixtures before the completion of the construction. To the 
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extent that it is given to refinance a construction mortgage, a mortgage 
has this priority to the same extent as the construction mortgage. 


(7) In cases not within the preceding subsections, a security interest in 
fixtures is subordinate to the conflicting interest of an encumbrancer or 
owner of the related real estate who is not the debtor. 


(8) When the secured party has priority over all owners and encumbranc- 
ers of the real estate, he may, on default, subject to the provisions of Part 
5, remove his collateral from the real estate but he must reimburse any 
encumbrancer or owner of the real estate who is not the debtor and who 
has not otherwise agreed for the cost of repair of any physical injury, but 
not for any diminution in value of the real estate caused by the absence o 

he goods removed or by any necessity of replacing them. A person entitled 
o reimbursement may refuse permission to remove until the secured 
party gives adequate security for the performance of this obligation. 


As amended in 1972. 


Official Comment 

Prior Uniform Statutory Provision: Section 7, Uniform Conditional Sales Act. 
Purposes: 

1. Section 9-313 deals with the problem that certain goods which are the subject of chat- 
el financing become so affixed or otherwise so related to real estate that they become part 
of the real estate, and that chattel interests would be subordinate to real estate interests 
except as protected by the priorities regulated by the section. These goods are called 
"fixtures". Some fixtures also retain their chattel nature in that a chattel financing with re- 
spect to them may exist and may continue to be recognized, if notice thereof is given to real 
estate interests in accordance with this section. But this concept does not apply if the goods 
are integrally incorporated into the real estate. 

The term “fixture filing” has been introduced and defined. It emphasizes that when a fil- 
ing is intended to give the priority advantages herein discussed against real estate interests, 

he filing must (except as stated below) be for record in the real estate records and indexed 
herein, so that it will be found in a real estate search. 

Since the determination in advance of judicial decision of the question whether goods 
have become fixtures is a difficult one, no inference may be drawn from a fixture filing that 

he secured party concedes that the goods are or will become fixtures. The fixture filing may 
be merely precautionary. 

2. *Fixture" is defined to include any goods which become so related to particular real 
estate that an interest in them arises under real estate law and therefore, goods integrally 
incorporated into the real estate are clearly fixtures. But under subsection (2) no security 
interest exists under Article 9 in ordinary building materials incorporated into an improve- 
ment on land. 

Goods may be technically “ordinary building materials," e.g., window glass, but if they 
are incorporated into a structure which as a whole has not become an integral part of the 

eal estate, the rules applicable to the ordinary building materials follow the rules ap- 
plicable to the structure itself. The outstanding examples presenting this kind of problem 
are the modern “mobile homes” and the modern prefabricated steel buildings usable as 

arehouses, garages, factories, etc. In the case of the mobile homes, most of them are 
erected on leased land and the right of the debtor under a mobile home purchase contract 
o remove the goods as lessee will make clear that his secured party ordinarily has a simi- 
ar right. See paragraph (5)(b). 

In cases where mobile homes or prefabricated steel buildings are erected by a person 
having an ownership interest in the land, the question into which category the buildings 
all is one determined by local law. In general, the governing local law will not be that ap- 
plicable in determining whether goods have become real property between landlord and 

enant, or between mortgagor and mortgagee, or between grantor and grantee, but rather 
hat applicable in a three-party situation, determining whether chattel financing can 
survive as against parties who acquire rights through the affixation of the goods to the real 
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estate. 

The assertion that no security interest exists in ordinary building materials is only for 
he operation of the priority provisions of this section. It is without prejudice to any rights 

hich the secured party may have against the debtor himself if he incorporated the goods 
into real estate or against any party guilty of wrongful incorporation thereof in violation o 
he secured party's rights. 

3. Under these concepts the section recognizes three categories of goods: (1) those which 

etain their chattel character entirely and are not part of the real estate; (2) ordinary build- 

ing materials which have become an integral part of the real estate and cannot retain their 
chattel character for purposes of finance; and (3) an intermediate class which has become 
eal estate for certain purposes, but as to which chattel financing may be preserved. This 
hird and intermediate class is the primary subject of this section. The demarcation be- 
ween these classifications is not delineated by this section. 

4. In considering fixture priority problems, there will always first be a preliminary ques- 
ion whether real estate interests per se have an interest in the goods as part of real estate. 

If not, it is immaterial, so far as concerns real estate parties as such, whether a chattel se- 
curity interest is perfected or unperfected. In no event does a real estate party acquire an 
interest in a “pure” chattel just because a security interest therein is unperfected. If on the 
other hand real estate law gives real estate parties an interest in the goods, a conflict 
arises and this section states the priorities. 

(a) The principal exception to the general rule of priority stated in Comment 4(b) based 
on time of filing or recording is a priority given in paragraph (4)(a) to purchase money secu- 

ity interests in fixtures as against prior recorded real estate interests, provided that the 
purchase money security interest is filed as a fixture filing in the real estate records before 
he goods become fixtures or within 10 days thereafter. This priority corresponds to one 
given in Section 9-312(4), and the 10 days of grace represents a reduction of the purchase 
money priority as against prior interests in the real estate under the present Section 9-313, 
here the purchase money priority exists even though the security interest is never filed. 

It should be emphasized that this purchase money priority with the 10-day grace period 
or filing is limited to rights against prior real estate interests. There is no such priority, 

ith the 10-day grace period as against subsequent real estate interests. The fixture secu- 
ity interest can defeat subsequent real estate interests only if it is filed first and prevails 
under the usual conveyancing rule recognized in paragraph (4)(b). 
(b) The general principle of priority announced in this section is set forth in paragraph 
(4)(b). It is basically that a fixture filing gives to the fixture security interest priority as 
against other real estate interests according to the usual priority rule of conveyancing, that 
is, the first to file or record prevails. An apparent limitation to this principle set forth in 
paragraph (4)(b), namely that the secured party must have had priority over any interest o 
a predecessor in title of the conflicting encumbrancer or owner, is not really a limitation, 
but is an expression of the usual rule that a person must be entitled to transfer what he 
has. Thus, if the fixture security interest is subordinate to a mortgage, it is subordinate to 
an interest of an assignee of the mortgage even though the assignment is a later recorded 
instrument. Similarly if the fixture security interest is subordinate to the rights of an 
owner, it is subordinate to a subsequent grantee of the owner and likewise subordinate to a 
subsequent mortgagee of the owner. 
(c) A qualification to the rule based on priority of filing or recording is paragraph (4)(d), 
here priority based on precedence in filing or recording is preserved, but there is no 
equirement that as against a judgment lienor of the real estate, the prior filing of the 
xture security interest must be in the real estate records. The fixture security interest i 
perfected first should prevail even though not filed or recorded in real estate records, 
because generally a judgment creditor is not a reliance creditor who would have searched 
ecords. Thus, even a prior filing in the chattel records protects the priority of a fixture se- 
curity interest against a subsequent judgment lien. 
It is hoped that this rule will have the effect of preserving a fixture security interest so 
led against invalidation by a trustee in bankruptcy. That would, of course, be the result, 
under Section 60a of the Bankruptcy Act if the time of perfection of the fixture security 
interest were measured by the judgment creditor test applicable to personal property. It 

ould not be the result if the time of perfection were measured by the purchaser test ap- 
plicable to real estate. Since the fixture security interest arises against the goods in their 
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capacity as chattels, the bankruptcy courts should apply the judgment creditor test. The ef- 
ectiveness of the drafting to achieve its purpose cannot be known certainly until the courts 

adjudicate the question or until it is settled by amendment to Section 60a of the Bank- 
uptcy Act. 

The phrase “lien by legal or equitable proceedings" is suggested by Section 70c of the 
Bankruptcy Act, and is intended to encompass all liens on real estate obtained by any o 

he creditor action therein described. 

(d) A special exception to the usual rule of priority based on precedence in time is the one 
of paragraph (4)(c) in favor of holders of security interests in factory and office machines, 
and in certain replacement domestic appliances, as discussed below. This is not as broad an 
exception as it might seem. To repeat, a fixture conflict is not reached if the goods are held 
as a matter of local law not to have become part of the real estate, which will frequently be 

he holding for goods of these types. If the opposite is held, the rule of paragraph (4)(c) 
operates only if the fixture security interest is perfected before the goods become fixtures. 
Having been perfected, it would of course have priority over subsequent real estate interests 

nder the rule of paragraph (4)(b). Since it would in almost all cases be a purchase money 
security interest, it would also have priority over other real estate interests under the 
purchase-money priority of paragraph (4)(a), discussed in paragraph (a) above. The rule is 
stated separately because the permitted perfection is by any method permitted by the 

Article, and not exclusively by fixture filing in the real estate records. This rule is made 
necessary by the confusions of the law as to whether certain machinery and appliances 
become fixtures. 

As an additional point, in the case of machinery, the separate statement of this rule 
makes clear that it is not overridden by the construction mortgage priority of subsection (6) 
discussed in Comment 4(e) below, as would have been true if reliance had been solely on 

he purchase money priority. Factory and office machines are not always financed as part o 
a construction mortgage, and the mortgagee should be alert to conflicting chattel financing 
of these machines. 

As to appliances, the rule stated is limited to readily removable replacements, not origi- 
nal installations, of appliances which are consumer goods in the hands of the debtor 


eal estate financing of the dwellings, no special priority is given to chattel financing o 
original appliances. The section leaves to other law of the state the question whether origi- 
al installations are fixtures to which the protection accorded by this section to construc- 
ion mortgages would be applicable. Likewise, it is recognized that (when not supplied by 
enants) appliances in commercial apartment buildings are intended as permanent improve- 
ments, and no special rule is stated for appliances in that case. The special priority rule 
here stated in favor of chattel financing is limited to situations where the installation of ap- 
pliances may not be intended to be permanent, i.e., replacement appliances used by the 
debtor or his family (consumer goods). The principal effect of the rule is to make clear that 
a secured party financing occasional replacements of domestic appliances in noncommercial 
owner-occupied contexts need not concern himself with real estate descriptions or records; 
indeed, for a purchase-money replacement of consumer goods, perfection without any filing 

ill be possible. (The priority of the construction mortgage has no application to replace- 
ment appliances.) 

(e) The purchase money priority presents a difficult problem in relation to construction 
mortgages. The latter will ordinarily have been recorded even before the commencement o 
delivery of materials to the job, and therefore would be prior in rank to the fixture security 
interests were it not for the problem of the purchase money priority. Subsection (6) 
expressly gives priority to the construction mortgage recorded before the filing of the fixture 
security interest, but this priority of a construction mortgage applies only during the 
construction period leading to the completion of the improvement. As to additions to the 
building made long after completion of the improvement, the construction priority will not 
apply simply because the additions are financed by the real estate mortgagee under an 
open end clause of his construction mortgage. In such case, the applicable principles will be 
hose of paragraphs (4)(a) and (4)(b). A refinancing of a construction mortgage has the same 
priority as the mortgage itself. 

The phrase “an obligation incurred for the construction of an improvement" covers both 
optional advances and advances pursuant to commitment, and both types of advances have 
he same priority under the section. 
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5. The section makes it impossible for a fixture supplier to retain a security interest 
against a contractor, to the possible surprise and deception of real estate interests, unless 
he debtor has an interest of record in the real estate. See paragraphs (4)(a) and (b). 

On the other hand, these paragraphs do recognize that fixture filing may be necessary 

hen the debtor is in possession of the real estate (e.g., a lessee) even without an interest, 
of record. This possibility of a filing against a debtor who is not in the real estate chain o 
itle makes it necessary to require the furnishing of the name of a record owner in such 
cases. See Sections 9-402(3), item 3; 9-402(5); 9-403(7). 

6. The status of fixtures installed by tenants (as well as such persons as licensees and 


or other interest mentioned) has the right to remove the fixture as against a real estate 
interest, the secured party has priority over that real estate interest. 

7. Real estate lenders and title companies will have little difficulty in locating relevant 
xture security interests applicable to particular parcels of real estate because of the provi- 
sions as to real estate description in fixture filings, the indexing thereof, and other related 
provisions in Part 4 of Article 9. 

8. Real estate lending is typically long-term, and is usually done by institutional inves- 
ors who can afford to take a long view of the matter rather than concentrating on the 
esults of any particular case. It is apparent that the rule which permits and encourages 
purchase money fixture financing, which in contrast is typically short-term, will result in 
he modernization and improvement of real estate rather than in its deterioration and will 
on balance benefit long-term real estate lenders. Because of the short-term character of the 
chattel financing, it will rarely produce any conflict in fact with the real estate lender. The 
contrary rule would chill the availability of short-term credit for modernization of real 
estate by installation of new fixtures and in the long run could not help real estate lenders. 

9. Subsection (8) is an important departure from Section 7 of the Uniform Conditional 
Sales Act and from much other conditional sales legislation. Under the Uniform Conditional 
Sales Act a conditional vendor could not sever and remove the affixed chattel if a *material 
injury to the freehold” would result. The courts of various jurisdictions were in sharp dis- 
agreement on the meaning of *material injury"; some held that only physical injury was 
meant; others adopted the so-called “institutional theory" and denied removal whenever 
he *going value" of the structure would be materially diminished by the removal. Under 
hese rules the conditional vendor either could not remove at all, or, if he could, could dam- 
age the structure on removal without becoming accountable to the real estate claimant. 

he situation was complicated by the fact that it became increasingly difficult to predict 

hat types of goods the courts in a given jurisdiction would hold not subject to removal. 

Subsection (8) abandons the *material injury to the freehold" rule. Instead a secured 
party entitled to priority may in all cases sever and remove his collateral, subject, however, 
o a duty to reimburse any real estate claimant (other than the debtor himself) for any 
physical injury caused by the removal. The right to reimbursement is implemented by the 
ast sentence of subsection (8) which gives the real estate claimant a statutory right to se- 
curity or indemnity failing which he may refuse permission to remove. The subsection (8) 
ule thus accomplishes two things: it puts an end to the uncertainty which has grown up 
nder the *material injury" rule, while at the same time it protects the real estate claimant 
under the reimbursement provisions. 

Cross References: 

Sections 2-107, 9-102(1), 9-104(j) and 9-312(1), and Parts 4 and 5. 
Definitional Cross References: 

"Collateral". Section 9-105. 

"Contract". Section 1-201. 

"Creditor". Section 1-201. 

“Debtor”. Section 9-105. 

“Encumbrance”. Section 9-105. 

“Goods”. Section 9-105. 

“Knowledge”. Section 1-201. 

“Mortgage”. Section 9-105. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 
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“Purchaser”. Section 1-201. 
"Secured party". Section 9-105. 
"Security interest". Section 1-201. 
“Value”. Section 1-201. 

“Writing”. Section 1-201. 


§ 9-314. Accessions. 


(1) A security interest in goods which attaches before they are installed 
in or affixed to other goods takes priority as to the goods installed or af- 
fixed (called in this section “accessions”) over the claims of all persons to 

he whole except as stated in subsection (3) and subject to Section 9-315(1). 


(2) A security interest which attaches to goods after they become part o 
a whole is valid against all persons subsequently acquiring interests in the 

hole except as stated in subsection (3) but is invalid against any person 

ith an interest in the whole at the time the security interest attaches to 
he goods who has not in writing consented to the security interest or 
disclaimed an interest in the goods as part of the whole. 


(3) The security interests described in subsections (1) and (2) do not take 
priority over 
(a) a subsequent purchaser for value of any interest in the whole; or 
(b) a creditor with a lien on the whole subsequently obtained by 
judicial proceedings; or 
(c) a creditor with a prior perfected security interest in the whole to 
the extent that he makes subsequent advances 
if the subsequent purchase is made, the lien by judicial proceedings 
obtained or the subsequent advance under the prior perfected security 
interest is made or contracted for without knowledge of the security inter- 
est and before it is perfected. A purchaser of the whole at a foreclosure 
sale other than the holder of a perfected security interest purchasing at 
his own foreclosure sale is a subsequent purchaser within this section. 


(4) When under subsections (1) or (2) and (3) a secured party has an 
interest in accessions which has priority over the claims of all persons who 
have interests in the whole, he may on default subject to the provisions o 

art 5 remove his collateral from the whole but he must reimburse any 
encumbrancer or owner of the whole who is not the debtor and who has 
not otherwise agreed for the cost of repair of any physical injury but not 
for any diminution in value of the whole caused by the absence of the 
goods removed or by any necessity for replacing them. A person entitled to 
reimbursement may refuse permission to remove until the secured party 
gives adequate security for the performance of this obligation. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. To state when a secured party claiming an interest in goods installed in or affixed to 
other goods is entitled to priority over a party with a security interest in the whole. 

2. This section changes prior law in that the secured party claiming an interest in a part 
(e.g., a new motor in an old car) is entitled to priority and has a right to remove even 
hough under other rules of law the part now belongs to the whole. 

3. This section does not apply to goods which, for example, are so commingled in a 
manufacturing process that their original identity is lost. That type of situation is covered 
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in Section 9-315. Section 9-315 should also be consulted for the effect of a financing state- 
ment which claims both component parts and the resulting product. 
Cross References: 

Sections 9-203(1), 9-303 and 9-312(1) and Part 5. 

Point 3: Section 9-315. 
Definitional Cross References: 

“Collateral”. Section 9-105. 

“Creditor”. Section 1-201. 

“Debtor”. Section 9-105. 

“Goods”. Section 9-105. 

"Knowledge". Section 1-201. 

"Person". Section 1-201. 

“Purchaser”. Section 1-201. 

"Secured party". Section 9-105. 

"Security interest". Section 1-201. 

“Value”. Section 1-201. 

“Writing”. Section 1-201. 


§ 9-315. Priority When Goods Are Commingled or Processed. 


(1) If a security interest in goods was perfected and subsequently the 
goods or a part thereof have become part of a product or mass, the security 
interest continues in the product or mass if 


(a) the goods are so manufactured, processed, assembled or com- 
mingled that their identity is lost in the product or mass; or 


(b) a financing statement covering the original goods also covers the 
product into which the goods have been manufactured, processed or 
assembled. 

In a case to which paragraph (b) applies, no separate security interest in 
hat part of the original goods which has been manufactured, processed or 
assembled into the product may be claimed under Section 9-314. 


(2) When under subsection (1) more than one security interest attaches 
o the product or mass, they rank equally according to the ratio that the 
cost of the goods to which each interest originally attached bears to the 
cost of the total product or mass. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. To state when a secured party whose collateral contributes to a product has priority 
over others who have conflicting claims in the same product. 

2. This section changes the law in some jurisdictions where a security interest in goods 
(e.g., raw materials) was lost when the goods lost their identity by being commingled or 
processed. Under this section the security interest continues in the resulting mass or prod- 

ct in the cases stated in subsection (1). 

3. This section applies not only to cases where flour, sugar and eggs are commingled into 
cake mix or cake, but also to cases where components are assembled into a machine. In the 
atter case a secured party is put to an election at the time of filing, by the last sentence o 
subsection (1), whether to claim under this section or to claim a security interest in one 
component under Section 9-314. 

4. Subsection (2) is new and is needed because under subsection (1) it is possible to have 
more than one secured party claiming an interest in a product. The rule stated treats all 
such interests as being of equal priority entitled to share ratably in the product. 

Cross References: 
Sections 9-203(1), 9-303, 9-312(1) and 9-314. 
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Definitional Cross References: 
*Goods". Section 9-105. 
"Security interest". Section 1-201. 


$ 9-316. Priority Subject to Subordination. 


Nothing in this Article prevents subordination by agreement by any 
person entitled to priority. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The several preceding sections deal elaborately with questions of priority. This section is 
inserted to make it entirely clear that a person entitled to priority may effectively agree to 
subordinate his claim. Only the person entitled to priority may make such an agreement: 
his rights cannot be adversely affected by an agreement to which he is not a party. 

Cross References: 

Sections 1-102 and 9-312(1). 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Person”. Section 1-201. 


§ 9-317. Secured Party Not Obligated on Contract of Debtor. 


The mere existence of a security interest or authority given to the debtor 
o dispose of or use collateral does not impose contract or tort liability 
pon the secured party for the debtor’s acts or omissions. 


Official Comment 

Prior Uniform Statutory Provision: Section 12, Uniform Trust Receipts Act. 
Purposes: 

There were a few common law decisions, mostly in cases involving trust receipts, which. 
suggested, if they did not hold, that a secured party who gave his debtor liberty of sale 
might be liable (for example, for breach of warranty) on the debtor's contracts of sale. The 
heory was grounded on the law of agency; the debtor being regarded as selling agent for 
he secured party as principal. This section rejects that theory. Section 12 of the Uniform 

rust Receipts Act provided that the entruster was not subject to liability, merely because 
of his status as entruster, on sale of the goods subject to trust receipt. This section adopts 
he policy of the prior act and states it in general terms. 
Cross Reference: 

Section 2-210(4). 
Definitional Cross References: 

“Collateral”. Section 9-105. 

“Contract”. Section 1-201. 

“Debtor”. Section 9-105. 

“Secured party”. Section 9-105. 

“Security interest”. Section 1-201. 


§ 9-318. Defenses Against Assignee; Modification of Contract After 
Notification of Assignment; Term Prohibiting Assignment 
Ineffective; Identification and Proof of Assignment. 


(1) Unless an account debtor has made an enforceable agreement not to 
assert defenses or claims arising out of a sale as provided in Section 9-206 
he rights of an assignee are subject to 


(a) all the terms of the contract between the account debtor and as- 
signor and any defense or claim arising therefrom; and 


(b) any other defense or claim of the account debtor against the as- 
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signor which accrues before the account debtor receives notification o 

the assignment. 

(2) So far as the right to payment or a part thereof under an assigned 
contract has not been fully earned by performance, and notwithstanding 


contract made in good faith and in accordance with reasonable commercial 

standards is effective against an assignee unless the account debtor has 

otherwise agreed but the assignee acquires corresponding rights under the 
odified or substituted contract. The assignment may provide that such 
odification or substitution is a breach by the assignor. 


(3) The account debtor is authorized to pay the assignor until the ac- 
count debtor receives notification that the amount due or to become due 
has been assigned and that payment is to be made to the assignee. A 
notification which does not reasonably identify the rights assigned is 
ineffective. If requested by the account debtor, the assignee must season- 
ably furnish reasonable proof that the assignment has been made and un- 
less he does so the account debtor may pay the assignor. 


(4) A term in any contract between an account debtor and an assignor is 
ineffective if it prohibits assignment of an account or prohibits creation o 
a security interest in a general intangible for money due or to become due 
or requires the account debtor's consent to such assignment or security 
interest. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Section 9(3), Uniform Trust Receipts Act. 
Purposes: 

1. Subsection (1) makes no substantial change in prior law. An assignee has traditionally 
been subject to defenses or set-offs existing before an account debtor is notified of the 
assignment. When the account debtor's defenses on an assigned claim arise from the 
contract between him and the assignor, it makes no difference whether the breach giving 
ise to the defense occurs before or after the account debtor is notified of the assignment 
(paragraph (1)(a) ). The account debtor may also have claims against the assignor which 
arise independently of that contract: an assignee is subject to all such claims which accrue 
before, and free of all those which accrue after, the account debtor is notified (paragraph 
(1)(b) ). The account debtor may waive his right to assert claims or defenses against an as- 
signee to the extent provided in Section 9-206. 

2. Prior law was in confusion as to whether modification of an executory contract by ac- 
count debtor and assignor without the assignee's consent was possible after notification o 
an assignment. Subsection (2) makes good faith modifications by assignor and account 
debtor without the assignee's consent effective against the assignee even after notification. 

his rule may do some violence to accepted doctrines of contract law. Nevertheless it is a 
sound and indeed a necessary rule in view of the realities of large scale procurement. When 
or example it becomes necessary for a government agency to cut back or modify existing 
contracts, comparable arrangements must be made promptly in hundreds and even 
housands of subcontracts lying in many tiers below the prime contract. Typically the right 
o payments under these subcontracts will have been assigned. The government, as 
sovereign, might have the right to amend or terminate existing contracts apart from 
statute. This subsection gives the prime contractor (the account debtor) the right to make 
he required arrangements directly with his subcontractors without undertaking the task 
of procuring assents from the many banks to whom rights under the contracts may have 
been assigned. Assignees are protected by the provision which gives them automatically 
corresponding rights under the modified or substituted contract. Notice that subsection (2) 
applies only so far as the right to payment has not been earned by performance, and 
herefore its application ends entirely when the work is done or the goods furnished. 
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3. Subsection (3) clarifies the right of an account debtor to make payment to his seller- 
assignor in an "indirect collection" situation (see Comment to Section 9-308). So long as the 
assignee permits the assignor to collect claims or leaves him in possession of chattel paper 

hich does not indicate that payment is to be made at some place other than the assignor's 
place of business, the account debtor may pay the assignor even though he may know of the 
assignment. In such a situation an assignee who wants to take over collections must notif 

he account debtor to make further payments to him. 

4. Subsection (4) breaks sharply with the older contract doctrines by denying effective- 

ess to contractual terms prohibiting assignment of sums due and to become due under 
contracts of sale, construction contracts and the like. Under the rule as stated, an assign- 
ment would be effective even if made to an assignee who took with full knowledge that the 
account debtor had sought to prohibit or restrict assignment of the claims. 

It is only for the past hundred years that our law has recognized the possibility of assign- 
ing choses in action. The history of this development, at law and equity, is in broad outline 

ell known. Lingering traces of the absolute common law prohibition have survived almost 

o our own day. 

There can be no doubt that a term prohibiting assignment of proceeds was effective 
against an assignee with notice through the nineteenth century and well into the twentieth. 
Section 151 of the Restatement of Contracts (1932) so states the law without qualification, 
but the changing character of the law is shown in the proposed Section 154 of the Restate- 
ment, Second, Contracts. 

The original rule of law has been progressively undermined by a process of erosion which. 
began much earlier than the cited section of the Restatement of Contracts would suggest. 

he cases are legion in which courts have construed the heart out of prohibitory or restric- 
ive terms and held the assignment good. The cases are not lacking where courts have 

atly held assignments valid without bothering to construe away the prohibition. See 4 
Corbin on Contracts (1951) §§ 872, 873. Such cases as Allhusen v. Caristo Const. Corp., 303 
N.Y. 446, 103 N.E.2d 891 (1952), are rejected by this subsection. 

This gradual and largely unacknowledged shift in legal doctrine has taken place in re- 
sponse to economic need: as accounts and other rights under contracts have become the col- 
ateral which secures an ever increasing number of financing transactions, it has been nec- 
essary to reshape the law so that these intangibles, like negotiable instruments and 

egotiable documents of title, can be freely assigned. 

Subsection (4) thus states a rule of law which is widely recognized in the cases and which 
corresponds to current business practices. It can be regarded as a revolutionary departure 
only by those who still cherish the hope that we may yet return to the views entertained 
some two hundred years ago by the Court of King's Bench. 

5. The Federal Assignment of Claims Act of 1940—to which of course this section is 
subject—requires that assignments of claims against the United States be filed as provided 
in that Act. Many large business enterprises, situated like the United States in that claims 
against them are held by hundreds or thousands of subcontractors or suppliers, often 

equire in their contract or purchase order forms that assignments against them be filed in 
a prescribed way. Subsection (3) requires reasonable identification of the account assigned 
and recognizes the right of an account debtor to require reasonable proof of the making o 
he assignment and to that extent validates such requirements in contracts or purchase or- 
der forms. If the notification does not contain such reasonable identification or if such rea- 
sonable proof is not furnished on request, the account debtor may disregard the assignment 
and make payment to the assignor. What is “reasonable” is not left to the arbitrary decision 
of the account debtor; if there is doubt as to the adequacy either of a notification or of proo 
submitted after request, the account debtor may not be safe in disregarding it unless he 
has notified the assignee with commercial promptness as to the respects in which identifica- 
ion or proof is considered defective. 

6. If the thing to be assigned is the beneficiary's right under a letter of credit, Section 
5-116 should be consulted. 

Cross References: 

Point 1: Section 9-206. 

Point 3: Sections 9-205 and 9-308. 

Point 4: Section 2-210(2) and (3). 

Point 6: Section 5-116. 
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Definitional Cross References: 
“Account”. Section 9-106. 
“Account debtor". Section 9-105. 
"Agreement". Section 1-201. 
“Contract”. Section 1-201. 

“Good faith”. Section 1-201. 

“Party”. Section 1-201. 

“Receives” notification. Section 1-201. 
“Rights”. Section 1-201. 

“Sale”. Sections 2-106 and 9-105. 
“Seasonably”. Section 1-204. 

“Term”. Section 1-201. 


PART 4 
FILING 


§ 9-401. Place of Filing; Erroneous Filing; Removal of Collateral. 


First Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is timber to be cut or is minerals or the like 
(including oil and gas) or accounts subject to subsection (5) of Section 
9-103, or when the financing statement is filed as a fixture filing (Section 
9-313) and the collateral is goods which are or are to become fixtures, 
then in the office where a mortgage on the real estate would be filed or 
recorded; 


(b) in all other cases, in the office of the [Secretary of State]. 


Second Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is equipment used in farming operations, or 
farm products, or accounts or general intangibles arising from or relat- 
ing to the sale of farm products by a farmer, or consumer goods, then in 
the office of the ________ in the county of the debtor's residence or if the 
debtor is not a resident of this state then in the office of the —______ in 
the county where the goods are kept, and in addition when the collateral 
is crops growing or to be grown in the office of the _______ in the county 
where the land is located; 

(b) when the collateral is timber to be cut or is minerals or the like 
(including oil and gas) or accounts subject to subsection (5) of Section 
9-103, or when the financing statement is filed as a fixture filing (Section 
9-313) and the collateral is goods which are or are to become fixtures, 
then in the office where a mortgage on the real estate would be filed or 
recorded; 


(c) in all other cases, in the office of the [Secretary of State]. 


Third Alternative Subsection (1) 
(1) The proper place to file in order to perfect a security interest is as 


(a) when the collateral is equipment used in farming operations, or 
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farm products, or accounts or general intangibles arising from or relat- 
ing to the sale of farm products by a farmer, or consumer goods, then in 
the office of the ______ in the county of the debtor’s residence or if the 
debtor is not a resident of this state then in the office ofthe. in 
the county where the goods are kept, and in addition when the collateral 
is crops growing or to be grown in the office ofthe. —  . in the county 
where the land is located; 

(b) when the collateral is timber to be cut or is minerals or the like 
(including oil and gas) or accounts subject to subsection (5) of Section 
9-108, or when the financing statement is filed as a fixture filing (Section 
9-313) and the collateral is goods which are or are to become fixtures, 
then in the office where a mortgage on the real estate would be filed or 
recorded; 

(c) in all other cases, in the office of the [Secretary of State] and in ad- 
dition, if the debtor has a place of business in only one county of this 
state, also in the office of of such county, or, if the debtor has no 
place of business in this state, but resides in the state, also in the office 
of |.  . ofthe county in which he resides. 

Note: One of the three alternatives should be selected as subsection (1). 

(2) A filing which is made in good faith in an improper place or not in all 
of the places required by this section is nevertheless effective with regard 
o any collateral as to which the filing complied with the requirements o 
his Article and is also effective with regard to collateral covered by the 
financing statement against any person who has knowledge of the contents 
of such financing statement. 

(3) A filing which is made in the proper place in this state continues ef- 
fective even though the debtor's residence or place of business or the loca- 
ion of the collateral or its use, whichever controlled the original filing, is 
hereafter changed. 


Alternative Subsection (3) 

| (3) A filing which is made in the proper county continues effective for 
four months after a change to another county of the debtor's residence or 
place of business or the location of the collateral, whichever controlled the 
original filing. It becomes ineffective thereafter unless a copy of the financ- 
ing statement signed by the secured party is filed in the new county within 
said period. The security interest may also be perfected in the new county 
after the expiration of the four-month period; in such case perfection dates 
from the time of perfection in the new county. A change in the use of the 
collateral does not impair the effectiveness of the original filing.] 

(4) The rules stated in Section 9-103 determine whether filing is neces- 
sary in this state. 

(5) Notwithstanding the preceding subsections, and subject to subsection 
(3) of Section 9-302, the proper place to file in order to perfect a security 
interest in collateral, including fixtures, of a transmitting utility is the of- 
fice of the [Secretary of State]. This filing constitutes a fixture filing (Section 
9-313) as to the collateral described therein which is or is to become 


(6) For the purposes of this section, the residence of an organization is 
its place of business if it has one or its chief executive office if it has more 
han one place of business. 
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Note: Subsection (6) should be used only if the state chooses the Second or Third Alternative 
ubsection (1). 


As amended in 1962 and 1972. 
Official Comment 


Prior Uniform Statutory Provision: Section 4, Uniform Trust Receipts Act; Sections 6 
and 7, Uniform Conditional Sales Act. 
Purposes: 

1. Under chattel mortgage acts, the Uniform Conditional Sales Act and other conditional 
sales legislation the geographical unit for filing or recording was local: the county or town- 
ship in which the mortgagor or vendee resided or in which the goods sold or mortgaged 

ere kept. The Uniform Trust Receipts Act used the state as the geographical filing unit: 
under that Act statements of trust receipt financing were filed with an official in the state 
capital and were not filed locally. The state-wide filing system of the Trust Receipts Act has 
been followed in many accounts receivable and factor's lien acts. 

Both systems have their advocates and both their own advantages and drawbacks. The 
principal advantage of state-wide filing is ease of access to the credit information which the 

les exist to provide. Consider for example the national distributor who wishes to have cur- 
ent information about the credit standing of the thousands of persons he sells to on credit. 
he more completely the files are centralized on a state-wide basis, the easier and cheaper 
it becomes to procure credit information; the more the files are scattered in local filing 
units, the more burdensome and costly. On the other hand, it can be said that most credit 
inquiries about local businesses, farmers and consumers come from local sources; conve- 
ience is served by having the files locally available and there is not great advantage in 
centralized filing. 

This section does not attempt to resolve the controversy between the advocates of a 
completely centralized state-wide filing system and those of a large degree of local 
autonomy. Instead the section is drafted in a series of alternatives; local considerations o 
policy will determine the choice to be made. 

2. Fortunately there is general agreement that the proper filing place for security 
interests in fixtures is in the office where a mortgage on the real estate concerned would be 

led or recorded, and paragraph (1)(a) in the First Alternative and paragraph (1)(b) in the 
Second and Third Alternatives so provide. This provision follows the Uniform Conditional 
Sales Act. Note that there is no requirement for an additional filing with the chattel 
ecords. 

3. In states where it is felt wise to preserve local filing for transactions of essentially local 

interest, either the Second or Third Alternative of subsection (1) should be adopted. 
Paragraph (1)(a) in both alternatives provides county (township, etc.) filing for consumer 
goods transactions and for agricultural transactions (farm equipment, farm products, farm 
accounts and crops). Note that the subsection departs from Section 6 of the Uniform 
Conditional Sales Act and adopts instead the policy of many chattel mortgage acts in 
selecting the county of the debtor's residence, rather than the county where the goods are 
ocated, as the normal filing place. Where, however, the debtor is an out-of-state resident, 
he filing must of necessity be in the county where the goods are, and the subsection so 
provides. Though not expressly stated, it is evident that filing for an assignment of ac- 
counts arising from the sale of farm products by a farmer who is not a resident must be in 
he county where the debtor keeps his farm products. In the case of crops growing or to be 
grown, where the land is in one county and the debtor's residence in another, filing must be 
made in both counties. Neither this filing for crops in the county where the land is nor the 
equirements that the security agreement (Section 9-203(1)(a)) and the financing statement 
(Section 9-402(1) and (3)) contain a description of the real estate point to the conclusion 
hat a financing statement for a security interest in crops must be filed in the real estate 
ecords. This Article follows pre-Code law which recognized such a financing as a chattel 
mortgage. The policy of the subsection is to require filing in the place or places where a 
creditor would normally look for information concerning interests created by the debtor. 

For some incorporated farmers, reference to residence is an anomaly. Therefore subsec- 

ion (6) provides that the residence of an organization is its place of business, or its chie 
executive office if it has more than one place of business. Compare Section 9-103(3), which 
eaches essentially the same concept as a definition of the “location” of a debtor. 
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4. It is thought that sound policy requires a state-wide filing system for all transactions 
except the essentially local ones covered in paragraph (1)(a) of the Second and Third 
Alternatives and land-related transactions covered in paragraph (1)(b) of the Second and 

hird Alternatives. Paragraph (1)(c) so provides in both alternatives, as does paragraph 
(1)(b) in the First Alternative. In a state which has adopted either the Second or Third 
Alternative, central filing would be required when the collateral was goods except consumer 
goods, farm equipment or farm products (including crops), or was documents or chattel 
paper or was accounts or general intangibles, unless related to a farm. Note that the filing 
provisions of this Article do not apply to instruments (see Section 9-304). 

If the Third Alternative subsection (1) is adopted, then local filing, in addition to the 
central filing, is required in all the cases stated in the preceding paragraph, with respect to 
any debtor whose places of business within the state are all within a single county (town- 
ship, etc.) or a debtor who is not engaged in business. The last event test stated in Section 
9-103(1)(b) and Comment thereto applies to determine whether local filing is required 
under the present section, as well as to determine in which state filing is required. 

In states where the arguments for a completely centralized set of files (except for fixtures) 
prevail, the First Alternative subsection (1) should be adopted. That alternative provides 
or exclusive central filing of all security interests except those in fixtures. 

5. When a secured party has in good faith attempted to comply with the filing require- 
ments but has not done so correctly, subsection (2) makes his filing effective in so far as it 

as proper, and also makes it good for all collateral covered by the financing statement 
against any person who actually knows the contents of the improperly filed statement. The 
subsection rejects the occasional decisions that an improperly filed record is ineffective to 
give notice even to a person who knows of it. But if the Third Alternative subsection (1) is 
adopted, the requirements of paragraph (1)(c) are not complied with unless there is filing in 
both offices specified; filing in only one of two required places is not effective except as 
against one with actual knowledge of the contents of the defective financing statement. 

6. Subsection (3) deals with change of residence or place of business or the location or use 
of the goods after a proper filing has been made. The subsection is important only when lo- 
cal filing is required, and covers only changes between local filing units in the state. For 
changes of location between states see Section 9-103(1)(d). 

Subsection (3) is presented in alternative forms. Under the first no new filing is required 
in the county to which the collateral has been removed. Under alternative subsection (3) 
he original filing lapses four months after the change in location; this is basically the same 
ule that is applied by Section 9-103(1)(d) to the case of collateral brought into the state 
subject to a security interest which attached elsewhere. 

7. The usual filing rules do not apply well for a transmitting utility (defined in Section 
9-105). Many pre-Code statutes provided special filing rules for railroads and in some cases 
or other public utilities to avoid the requirements for filing with legal descriptions in every 
county in which such debtors had property. The Code recreates and broadens these provi- 
sions by subsection (5) of this section, which provides that for transmitting utilities the fil- 
ing need only be in the office of the Secretary of State. The nature of the debtor will inform 
persons searching the record as to where to make a search. 

Cross References: 

Sections 9-302, 9-304 and 9-307(2). 

Point 2: Section 9-313. 

Point 6: Section 9-103(3). 

Point 7: Sections 9-402(5) and 9-403(6). 

Definitional Cross References: 

"Account". Section 9-106. 

"Collateral". Section 9-105. 

“Consumer goods". Section 9-109. 

*Debtor". Section 9-105. 

“Equipment”. Section 9-109. 

“Farm products”. Section 9-109. 

“Financing statement”. Section 9-402. 

“Fixture filing”. Section 9-313. 

“Good faith”. Section 1-201. 
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“Goods”. Section 9-105. 

“Knowledge”. Section 1-201. 
“Person”. Section 1-201. 

“Secured party”. Section 9-105. 
“Security interest”. Section 1-201. 
“Signed”. Section 1-201. 
“Transmitting utility”. Section 9-105. 


§ 9-402. Formal Requisites of Financing Statement; Amendments; 
Mortgage as Financing Statement. 

(1) A financing statement is sufficient if it gives the names of the debtor 
and the secured party, is signed by the debtor, gives an address of the 
secured party from which information concerning the security interest 
may be obtained, gives a mailing address of the debtor and contains a 
statement indicating the types, or describing the items, of collateral. A 
financing statement may be filed before a security agreement is made or a 
security interest otherwise attaches. When the financing statement covers 
crops growing or to be grown, the statement must also contain a descrip- 

ion of the real estate concerned. When the financing statement covers 
imber to be cut or covers minerals or the like (including oil and gas) or ac- 
counts subject to subsection (5) of Section 9-108, or when the financing 
statement is filed as a fixture filing (Section 9-313) and the collateral is 
goods which are or are to become fixtures, the statement must also comply 

ith subsection (5). A copy of the security agreement is sufficient as a 
financing statement if it contains the above information and is signed by 

he debtor. A carbon, photographic or other reproduction of a security 
agreement or a financing statement is sufficient as a financing statement i 
he security agreement so provides or if the original has been filed in this 
state. 

(2) A financing statement which otherwise complies with subsection (1) 
is sufficient when it is signed by the secured party instead of the debtor i 
it is filed to perfect a security interest in 

(a) collateral already subject to a security interest in another jurisdic- 
tion when it is brought into this state, or when the debtor's location is 
changed to this state. Such a financing statement must state that the 
collateral was brought into this state or that the debtor's location was 
changed to this state under such circumstances; or 

(b) proceeds under Section 9-306 if the security interest in the original 
collateral was perfected. Such a financing statement must describe the 
original collateral; or 

(c) collateral as to which the filing has lapsed; or 

(d) collateral acquired after a change of name, identity or corporate 
structure of the debtor (subsection (7) ). 

(3) A form substantially as follows is sufficient to comply with subsection 


(1): 


Name of debtor (or assignor) 
Address 

Name of secured party (or assignee) 
Address 
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(Describe) 


2. (If collateral is crops) The above described crops are growing or are 
o be grown on: 


(Describe Real Estate) 
3. (If applicable) The above goods are to become fixtures on* 


(Describe Real Estate) ______ and this financing statement is 
to be filed [for record] in the real estate records. (If the debtor 
does not have an interest of record) The name of a record owner 
is 


4. (If products of collateral are claimed) Products of the collateral are 
also covered. 


(use 
whichever ) 


Assignee) 


(4) A financing statement may be amended by filing a writing signed by 
both the debtor and the secured party. An amendment does not extend the 
period of effectiveness of a financing statement. If any amendment adds 
collateral, it is effective as to the added collateral only from the filing date 
of the amendment. In this Article, unless the context otherwise requires, 

he term “financing statement" means the original financing statement 
and any amendments. 


(5) A financing statement covering timber to be cut or covering minerals 
or the like (including oil and gas) or accounts subject to subsection (5) o 
Section 9-103, or a financing statement filed as a fixture filing (Section 
9-313) where the debtor is not a transmitting utility, must show that it 
covers this type of collateral, must recite that it is to be filed [for record] in 

he real estate records, and the financing statement must contain a de- 
scription of the real estate [sufficient if it were contained in a mortgage o 
he real estate to give constructive notice of the mortgage under the law o 
his state]. If the debtor does not have an interest of record in the real 
estate, the financing statement must show the name of a record owner. 


[Section 9-402] oil and gas) or accounts will be financed at 
the wellhead or minehead of the well or 


"Where appropriate substitute either ] m 
mine located on . . .. 


"The above timber is standing on . . .." or 
"The above minerals or the like (including 
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(6) A mortgage is effective as a financing statement filed as a fixture fil- 
ing from the date of its recording if 
(a) the goods are described in the mortgage by item or type; and 
(b) the goods are or are to become fixtures related to the real estate 
described in the mortgage; and 
(c) the mortgage complies with the requirements for a financing state- 
ment in this section other than a recital that it is to be filed in the real 
estate records; and 
(d) the mortgage is duly recorded. 
No fee with reference to the financing statement is required other than 
he regular recording and satisfaction fees with respect to the mortgage. 
(7) A financing statement sufficiently shows the name of the debtor if it 
gives the individual, partnership or corporate name of the debtor, whether 
or not it adds other trade names or names of partners. Where the debtor 
so changes his name or in the case of an organization its name, identity or 
corporate structure that a filed financing statement becomes seriously 
isleading, the filing is not effective to perfect a security interest in collat- 
eral acquired by the debtor more than four months after the change, un- 
less a new appropriate financing statement is filed before the expiration o 
hat time. A filed financing statement remains effective with respect to col- 
lateral transferred by the debtor even though the secured party knows o 
or consents to the transfer. 
(8) A financing statement substantially complying with the require- 
ents of this section is effective even though it contains minor errors 


hich are not seriously misleading. 
Note: Language in brackets is optional. 
Note: Where the state has any special recording system for real estate other than the usual 
grantor-grantee index (as, for instance, a tract system or a title registration or Torrens 
ystem) local adaptations of subsection (5) and Section 9-403(7) may be necessary. See 
ass.Gen.Laws Chapter 106, Section 9-409. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Sections 13(3), 13(4), Uniform Trust Receipts Act. 
Purposes: 

1. Subsection (1) sets out the simple formal requisites of a financing statement under this, 
Article. These requirements are: (1) signature of the debtor; (2) addresses of both parties; 
(3) a description of the collateral by type or item. 

Where the collateral is crops growing or to be grown or when the financing statement is 

led as a fixture filing (Section 9-313) or when the collateral is timber to be cut or minerals 
or the like (including oil and gas) financed at wellhead or minehead or accounts resulting 
rom the sale thereof, the financing statement must also contain a description of the lands 
concerned. On description generally, see Section 9-110 and Comment 5 to the present 
section. An important distinction must be drawn, however, between the function of the de- 
scription of land in reference to crops and its function in the other cases mentioned. For 
crops it is merely part of the description of the crops concerned, and the security interest in 
crops is a Code security interest, like the pre-Code *crop mortgage" which was a chattel 
mortgage. In contrast, in the other cases mentioned the function of the description of land 
is to have the financing statement filed in the county where the land is situated and in the 
ealty records, as distinguished from the chattel records. Subsection (3) suggests a form 

hich complies with the statutory requirements and makes clear that for the types of col- 
ateral mentioned other than crops, the financing statement containing a description of the 
and concerned is to go in the realty records. Note also subsection (5) on the adequacy o 
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he description of land where the filing is to be in the real estate records. See also Section 
9-403(7) on the indexing of these filings in the real estate records. 

A copy of the security agreement may be filed in place of a separate financing statement, 

if it contains the required information and signature. 
2. This section adopts the system of “notice filing" which proved successful under the 
niform Trust Receipts Act. What is required to be filed is not, as under chattel mortgage 
and conditional sales acts, the security agreement itself, but only a simple notice which 
may be filed before the security interest attaches or thereafter. The notice itself indicates 
merely that the secured party who has filed may have a security interest in the collateral 
described. Further inquiry from the parties concerned will be necessary to disclose the 
complete state of affairs. Section 9-208 provides a statutory procedure under which the 
secured party, at the debtor's request, may be required to make disclosure. Notice filing has 
proved to be of great use in financing transactions involving inventory, accounts and chat- 
el paper, since it obviates the necessity of refiling on each of a series of transactions in a 
continuing arrangement where the collateral changes from day to day. Where other types 
of collateral are involved, the alternative procedure of filing a signed copy of the security 
agreement may prove to be the simplest solution. Sometimes more than one copy of a 
nancing statement or of a security agreement used as a financing statement is needed for 
ling. In such a case the section permits use of a carbon copy or photographic copy of the 
paper, including signatures. 
However, even in the case of filings that do not necessarily involve a series of transac- 
ions the financing statement is effective to encompass transactions under a security agree- 
ment not in existence and not contemplated at the time the notice was filed, if the descrip- 
ion of collateral in the financing statement is broad enough to encompass them. Similarly, 
he financing statement is valid to cover after-acquired property and future advances under 
security agreements whether or not mentioned in the financing statement. 
3. This section departs from the requirements of many pre-Code chattel mortgage statutes 
hat the instrument filed be acknowledged or witnessed or accompanied by affidavits o 
good faith. Those requirements did not seem to have been successful as a deterrent to 
raud; their principal effect was to penalize good faith mortgagees who had inadvertently 
ailed to comply with the statutory niceties. They are here abandoned in the interest of a 
simplified and workable filing system. 
4. Subsection (2) allows the secured party to file a financing statement signed only by 
himself where the filing is required by any of the events listed, each of which occurs after 
he commencement of the financing, and therefore under circumstances where the coopera- 
ion of the debtor is not certain. Section 9-401(3), alternative provision, contains similar 
permission on removal between counties in this state. The secured party should not be 
penalized for failure to make a timely filing by reason of difficulty in procuring the signature 
of a possibly reluctant or hostile debtor. Financing statements filed under this subsection 
must explain the circumstances under which they are filed with the signature of the 
secured party rather than that of the debtor. 
In contrast to the signatures on original financing statements, an amendment to a 
nancing statement must be signed by both parties, to preclude either from adversely af- 
ecting the interests of the other. 
The reference in subsection (4) to an amendment which “adds collateral" refers to ad- 
ditional types of collateral. A security interest on additional units of a type of collateral al- 
eady described can be created under an after-acquired property clause or a new security 
agreement. See Comment 5 to Section 9-204. On priorities in such cases see Section 9-312 
and Comments thereto. 
5. A description of real estate must be sufficient to identify it. See Section 9-110. This 
ormulation rejects the view that the real estate description must be by metes and bounds, 
or otherwise conforming to traditional real estate practice in conveyancing, but of course 
he incorporation of such a description by reference to the recording data of a deed, 
mortgage or other instrument containing the description should suffice under the most 
stringent standards. The proper test is that a description of real estate must be sufficient so 
hat the fixture financing statement will fit into the real estate search system and the 
nancing statement be found by a real estate searcher. Optional language has been added 
by which the test of adequacy of the description is whether it would be adequate in a 
mortgage of the real estate. As suggested in the Note, more detail may be required if there 
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is a tract indexing system or a land registration system. 

Where the debtor does not have an interest of record in the real estate, a fixture financ- 

ing statement must show the name of a record owner, and Section 9-403(7) requires the 
nancing statement to be indexed in the name of that owner. Thus the fixture financing 
statement will fit into the real estate search system. 

6. A real estate mortgage may provide that it constitutes a security agreement with re- 
spect to fixtures (or other goods) in conformity with this Article. Combined mortgages on 

eal estate and chattels are common and useful for certain purposes. This section goes fur- 
her and makes provision that the recording of the real estate mortgage (if it complies with 
he requirements of a financing statement) shall constitute the filing of a financing state- 
ment as to the fixtures (but not, of course, as to the other goods). Section 9-403(6) makes 
he usual five-year maximum life for financing statements inapplicable to real estate mort- 
gages which operate as financing statements under Section 9-402(6), and they are effective 
or the duration of the real estate recording. 

Of course, if a combined mortgage covers chattels which are not fixtures, a regular chat- 

el filing is necessary, and subsection (6) is inapplicable to such chattels. Likewise, filing as 
a “fixture filing" provided in Section 9-401 does not apply to true chattels. 
7. Subsection (7) undertakes to deal with some of the problems as to who is the debtor. In 
he case of individuals, it contemplates filing only in the individual name, not in a trade 
name. In the case of partnerships it contemplates filing in the partnership name, not in the 
ames of any of the partners, and not in any other trade names. Trade names are deemed 
o be too uncertain and too likely not to be known to the secured party or person searching 
he record, to form the basis for a filing system. However, provision is made in Section 
9-403(5) for indexing in a trade name if the secured party so desires. 

Subsection (7) also deals with the case of a change of name of a debtor and provides some 

guidelines when mergers or other changes of corporate structure of the debtor occur with 
he result that a filed financing statement might become seriously misleading. Not all cases 
can be imagined and covered by statutes in advance; however, the principle sought to be 
achieved by the subsection is that after a change which would be seriously misleading, the 
old financing statement is not effective as to new collateral acquired more than four months 
after the change, unless a new appropriate financing statement is filed before the expira- 
ion of the four months. The old financing statement, if legally still valid under the circum- 
stances, would continue to protect collateral acquired before the change and, if still opera- 
ive under the particular circumstances, would also protect collateral acquired within the 
our months. Obviously, the subsection does not undertake to state whether the old secu- 
ity agreement continues to operate between the secured party and the party surviving the 
corporate change of the debtor. 

8. Subsection (7) also deals with a different problem, namely whether a new filing is nec- 
essary where the collateral has been transferred from one debtor to another. This question 
has been much debated both in pre-Code law and under the Code. This Article now answers 

he question in the negative. Thus, any person searching the condition of the ownership o 
a debtor must make inquiry as to the debtor's source of title, and must search in the name 
of a former owner if circumstances seem to require it. 

PEB Commentary No. 3, dated March 10, 1990 [see Appendix V, infra], explains the 
interplay between this Section and Section 9-306(2). As explained in this Commentary, this 
Section is consistent with Section 9-306(2) since Section 9-306(2) deals with the continua- 

ion or termination of a security interest in collateral following a disposition of the 
collateral. The last sentence of Section 9-402(7), on the other hand, deals with the continued 
effectiveness of a filed financing statement to perfect any security interest that continues in 
he collateral following its disposition. 

9. Subsection (8) is in line with the policy of this Article to simplify formal requisites and 

ling requirements and is designed to discourage the fanatical and impossibly refined read- 
ing of such statutory requirements in which courts have occasionally indulged themselves. 
As an example of the sort of reasoning which this subsection rejects, see General Motors 
Acceptance Corporation v. Haley, 329 Mass. 559, 109 N.E.2d 143 (1952). 
Cross References: 

Point 1: Section 9-110. 

Point 2: Section 9-208. 

Point 4: Sections 9-103, 9-306 and 9-401(3). 
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Point 5: Section 9-110. 

Point 6: Section 9-403(6). 

Point 7: Section 9-403(8). 

Point 8: Section 9-311. 
Definitional Cross References: 

*Collateral". Section 9-105. 

“Debtor”. Section 9-105. 

*Fixture". Section 9-313. 

“Fixture filing". Section 9-313. 

*Goods". Section 9-105. 

“Party”. Section 1-201. 

“Proceeds”. Section 9-306. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 

"Security interest". Section 1-201. 

“Signed”. Section 1-201. 

"Transmitting utility". Section 9-105. 


$ 9-403. What Constitutes Filing; Duration of Filing; Effect of 
Lapsed Filing; Duties of Filing Officer. 

(1) Presentation for filing of a financing statement and tender of the fil- 
ing fee or acceptance of the statement by the filing officer constitutes filing 

nder this Article. 

(2) Except as provided in subsection (6) a filed financing statement is ef- 
fective for a period of five years from the date of filing. The effectiveness o 
a filed financing statement lapses on the expiration of the five year period 

nless a continuation statement is filed prior to the lapse. If a security 
interest perfected by filing exists at the time insolvency proceedings are 
commenced by or against the debtor, the security interest remains 
perfected until termination of the insolvency proceedings and thereafter 
for a period of sixty days or until expiration of the five year period, which- 
ever occurs later. Upon lapse the security interest becomes unperfected, 

nless it is perfected without filing. If the security interest becomes 

nperfected upon lapse, it is deemed to have been unperfected as against a 
person who became a purchaser or lien creditor before lapse. 

(3) A continuation statement may be filed by the secured party within 
six months prior to the expiration of the five year period specified in subsec- 

ion (2). Any such continuation statement must be signed by the secured 
party, identify the original statement by file number and state that the 
original statement is still effective. A continuation statement signed by a 
person other than the secured party of record must be accompanied by a 
separate written statement of assignment signed by the secured party o 
record and complying with subsection (2) of Section 9-405, including pay- 
ment of the required fee. Upon timely filing of the continuation statement, 
he effectiveness of the original statement is continued for five years after 
he last date to which the filing was effective whereupon it lapses in the 
same manner as provided in subsection (2) unless another continuation 
statement is filed prior to such lapse. Succeeding continuation statements 
may be filed in the same manner to continue the effectiveness of the origi- 
nal statement. Unless a statute on disposition of public records provides 
otherwise, the filing officer may remove a lapsed statement from the files 
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and destroy it immediately if he has retained a microfilm or other 
photographic record, or in other cases after one year after the lapse. The 
filing officer shall so arrange matters by physical annexation of financing 
statements to continuation statements or other related filings, or by other 
means, that if he physically destroys the financing statements of a period 
more than five years past, those which have been continued by a continua- 
ion statement or which are still effective under subsection (6) shall be 
retained. 

(4) Except as provided in subsection (7) a filing officer shall mark each 
statement with a file number and with the date and hour of filing and 
shall hold the statement or a microfilm or other photographic copy thereo 
for public inspection. In addition the filing officer shall index the statement 
according to the name of the debtor and shall note in the index the file 
number and the address of the debtor given in the statement. 

(5) The uniform fee for filing and indexing and for stamping a copy 
furnished by the secured party to show the date and place of filing for an 
original financing statement or for a continuation statement shall be 
$. | ifthe statement is in the standard form prescribed by the [Sec- 
retary of State] and otherwise shall be $_______, plus in each case, if the 
financing statement is subject to subsection (5) of Section 9-402, $ 

he uniform fee for each name more than one required to be indexed shall 
be $. ... The secured party may at his option show a trade name for 
any person and an extra uniform indexing fee of $. —  . shall be paid 
ith respect thereto. 


(6) If the debtor is a transmitting utility (subsection (5) of Section 9-401) 


and a filed financing Statement so states, it is effective until a termination 
statement is filed. A real estate mortgage which is effective as a fixture fil- 
ing under subsection (6) of Section 9-402 remains effective as a fixture fil- 
ing until the mortgage is released or satisfied of record or its effectiveness 
otherwise terminates as to the real estate. 


(7) When a financing statement covers timber to be cut or covers miner- 
als or the like (including oil and gas) or accounts subject to subsection (5) 
of Section 9-103, or is filed as a fixture filing, [it shall be filed for record 
and] the filing officer shall index it under the names of the debtor and any 
owner of record shown on the financing statement in the same fashion as i 

hey were the mortgagors in a mortgage of the real estate described, and, 
o the extent that the law of this state provides for indexing of mortgages 
nder the name of the mortgagee, under the name of the secured party as 
if he were the mortgagee thereunder, or where indexing is by description 
in the same fashion as if the financing statement were a mortgage of the 
real estate described. 
Note: In states in which writings will not appear in the real estate records and indices un- 
ess actually recorded the bracketed language in subsection (7) should be used. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Sections 13(3), 13(4), Uniform Trust Receipts Act; 
Section 10, Uniform Conditional Sales Act. 
Purposes: 
1. Prior law was not always clear whether a mortgage filed for record gave constructive 
notice from the time of presentation to the filing officer or only from the time of indexing. 
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Subsection (1) adopts the former position. 

2. Prior statutes have usually limited the effectiveness of a filing to a specified period o 
ime after which refiling is necessary. Subsection (2) follows the same policy, establishing 
ve years as the filing period, with an exception for the cases mentioned in subsection (6). 

Subsection (3) provides for the filing of one or more continuation statements (which need be 
signed only by the secured party) if it is desired to continue the effectiveness of the original 
ling. 

The theory of this Article is that the public files of financing statements are self-clearing, 
because the filing officer may automatically discard each financing statement after a period 
of five years plus the year after lapse required by subsection (3), unless a continuation 
statement is filed, or the financing statement is still effective under subsection (6). This 
heory materially lessens the tension that would otherwise exist to have the files cleared by; 
ermination statements under Section 9-404. Similarly, a person searching the files need 
not go back past this five years plus one year; and if the indices are arranged by years, he 
has a limited and defined search problem. The section asks the filing officer to attach 

nancing statements whose life has been continued by continuation statements to the lat- 
er statements, so that anything contained in the files of old years can be discarded. 

Subsection (6) provides certain special filing rules, namely, filings against transmitting 
utilities (Section 9-105), for which financing statements are filed in the office of the [Secre- 
ary of State]; and real estate mortgages which serve as fixture financing statements and 

hich are filed in the real estate records. In both of these cases the financing statement is 
alid for the life of the obligations secured. No confusion as to the required scope of search 

should result, because of the special nature of the filings involved. 

3. Under subsection (2) the security interest becomes unperfected when filing lapses. 
hereafter, the interest of the secured party is subject to defeat by purchasers and lienors 

even though before lapse the conflicting interest may have been junior. Compare the situa- 

ion arising under Section 9-103(1)(d) when a perfected security interest under the law o 
another jurisdiction is not perfected in this state within four months after the property is 
brought into this state. 

Thus if A and B both make non-purchase money advances against the same collateral, 
and both perfect security interests by filing, A who files first is entitled to priority under 
Section 9-312(5). But if no continuation statement is filed, A's filing may lapse first. So long 
as B's interest remains perfected thereafter, he is entitled to priority over A's unperfected 
interest. This rule avoids the circular priority which arose under some prior statutes, under 

hich A was subordinate to the debtor's trustee in bankruptcy, A retained priority over B, 
and B's interest was valid against the trustee in bankruptcy. In re Andrews, 172 F.2d 996 
(7th Cir. 1949). 

4. Subsection (7) makes clear that the filings in real estate records (Sections 9-401 and 
9-402(3) and (5)) shall be indexed in the real estate records, where they will be found by a 
eal estate searcher. Where the debtor is not an owner of record, the financing statement 
must show the name of an owner of record, and the statement is to be indexed in his name. 
See Sections 9-313(4)(b) and (c); 9-402(3); 9-402(5). 

Cross References: 

Point 3: Sections 9-103(3), 9-301 and 9-312(5). 

Point 4: Sections 9-313(4)(b) and (c), 9-401(1), 9-402(3) and (5), and 9-405(2). 
Definitional Cross References: 

“Debtor”. Section 9-105. 

“Financing statement”. Section 9-402. 

“Fixture”. Section 9-313. 

“Fixture filing”. Section 9-313. 

“Secured party”. Section 9-105. 

“Security interest”. Section 1-201. 

“Transmitting utility”. Section 9-105. 


§ 9-404. Termination Statement. 


(1) If a financing statement covering consumer goods is filed on or after 
, then within one month or within ten days following written 


no commitment to make advances, incur obligations or otherwise give 
alue, the secured party must file with each filing officer with whom the 
financing statement was filed, a termination statement to the effect that 
he no longer claims a security interest under the financing statement, 
hich shall be identified by file number. In other cases whenever there is 
no outstanding secured obligation and no commitment to make advances, 
incur obligations or otherwise give value, the secured party must on writ- 
en demand by the debtor send the debtor, for each filing officer with whom 
he financing statement was filed, a termination statement to the effect 
hat he no longer claims a security interest under the financing statement, 
hich shall be identified by file number. A termination statement signed 
by a person other than the secured party of record must be accompanied 
by a separate written statement of assignment signed by the secured party 
of record complying with subsection (2) of Section 9-405, including pay- 
ent of the required fee. If the affected secured party fails to file such a 
ermination statement as required by this subsection, or to send such a 
ermination statement within ten days after proper demand therefor, he 
shall be liable to the debtor for one hundred dollars, and in addition for 
any loss caused to the debtor by such failure. 


(2) On presentation to the filing officer of such a termination statement 
he must note it in the index. If he has received the termination statement 
in duplicate, he shall return one copy of the termination statement to the 
secured party stamped to show the time of receipt thereof. If the filing of- 
ficer has a microfilm or other photographic record of the financing state- 

ent, and of any related continuation statement, statement of assignment 
and statement of release, he may remove the originals from the files at 
any time after receipt of the termination statement, or if he has no such 
record, he may remove them from the files at any time after one year after 
receipt of the termination statement. 


(3) If the termination statement is in the standard form prescribed by 
he [Secretary of State], the uniform fee for filing and indexing the termina- 
ion statement shall be $. —— .. , and otherwise shall be $______, plus 

in each case an additional fee of $. | |. for each name more than one 
against which the termination statement is required to be indexed. 
Note: The date to be inserted should be the effective date of the revised Article 9. 


As amended in 1972. 


Official Comment 

Prior Uniform Statutory Provision: Section 12, Uniform Conditional Sales Act. 
Purposes: 

1. To provide a procedure for noting discharge of the secured obligation on the records 
and for noting that a financing arrangement has been terminated. 

Since most financing statements expire in five years unless a continuation statement is 

led (Section 9-403), no compulsion is placed on the secured party to file a termination 
statement unless demanded by the debtor, except in the case of consumer goods. Because 
many consumers will not realize the importance of clearing the situation as it appears on 

le, an affirmative duty is put on the secured party in that case. But many purchase money 
security interests in consumer goods will not be filed, except for motor vehicles (Section 
9-302(1)(d)); and in the case of motor vehicles a certificate of title law may control instead 
of the provisions of Article 9. 

2. This section adds to the usual provisions one covering the problem which arises 
because a secured party under a notice filing system may file notice of an intention to make 
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advances which may never be made. Under this section a debtor may require a secured 
party to send a termination statement when there is no outstanding obligation and no com- 
mitment to make future advances. 
Cross Reference: 

Point 2: Section 9-402(1). 
Definitional Cross References: 

“Consumer goods". Section 9-109. 

“Debtor”. Section 9-105. 

"Financing statement". Section 9-402. 

"Person". Section 1-201. 

"Secured party". Section 9-105. 

"Security interest". Section 1-201. 

“Send”. Section 1-201. 

“Value”. Section 1-201. 

“Written”. Section 1-201. 


§ 9-405. Assignment of Security Interest; Duties of Filing Officer; 
Fees. 

(1) A financing statement may disclose an assignment of a security inter- 
est in the collateral described in the financing statement by indication in 
he financing statement of the name and address of the assignee or by an 
assignment itself or a copy thereof on the face or back of the statement. On 
presentation to the filing officer of such a financing statement the filing of- 
ficer shall mark the same as provided in Section 9-403(4). The uniform fee 
for filing, indexing and furnishing filing data for a financing statement so 
indicating an assignment shall be $. —  . if the statement is in the 
standard form prescribed by the [Secretary of State] and otherwise shall 


, plus in each case an additional fee of $. | for each 
name more than one against which the financing statement is required to 
be indexed. 


(2) A secured party may assign of record all or part of his rights under a 
financing statement by the filing in the place where the original financing| 
statement was filed of a separate written statement of assignment signed 


party of record and the debtor, the file number and the date of filing of the 
financing statement and the name and address of the assignee and contain- 
ing a description of the collateral assigned. A copy of the assignment is 
sufficient as a separate statement if it complies with the preceding 
sentence. On presentation to the filing officer of such a separate statement, 
he filing officer shall mark such separate statement with the date and 
hour of the filing. He shall note the assignment on the index of the financ- 
ing statement, or in the case of a fixture filing, or a filing covering timber 
o be cut, or covering minerals or the like (including oil and gas) or ac- 
counts subject to subsection (5) of Section 9-103, he shall index the assign- 
ment under the name of the assignor as grantor and, to the extent that the 
law of this state provides for indexing the assignment of a mortgage under 
he name of the assignee, he shall index the assignment of the financing 
statement under the name of the assignee. The uniform fee for filing, 
indexing and furnishing filing data about such a separate statement of as- 
signment shall be $. if the statement is in the standard form 
prescribed by the [Secretary of State] and otherwise shall be $______, 
plus in each case an additional fee of $. — for each name more than 


one against which the statement of assignment is required to be indexed. 
Notwithstanding the provisions of this subsection, an assignment of record 
of a security interest in a fixture contained in a mortgage effective as a 
fixture filing (subsection (6) of Section 9-402) may be made only by an as- 
signment of the mortgage in the manner provided by the law of this state 
other than this Act. 


(3) After the disclosure or filing of an assignment under this section, the 
assignee is the secured party of record. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section provides a permissive device whereby a secured party who has assigned all 
or part of his interest may have the assignment noted of record. Note that under Section 
9-302(2) no filing of such an assignment is required as a condition of continuing the 
perfected status of the security interest against creditors and transferees of the original 
debtor. A secured party who has assigned his interest might wish to have the fact noted o 

ecord, so that inquiries concerning the transaction would be addressed not to him but to 
he assignee (see Point 2 of Comment to Section 9-402). After a secured party has assigned 
his rights of record, the assignee becomes the “secured party of record" and may file a 
continuation statement under Section 9-403, a termination statement under Section 9-404, 
or a statement of release under Section 9-406. 

Where a mortgage of real estate is effective as a financing statement filed as a fixture fil- 
ing (Section 9-402(6)), then an assignment of record of the security interest may be made 
only in the manner in which an assignment of the mortgage may be made under the local 
state law. 

Cross References: 

Sections 9-302(2) and 9-402 through 9-406. 
Definitional Cross References: 

“Collateral”. Section 9-105. 

*Debtor". Section 9-105. 

"Financing statement". Section 9-402. 

"Rights". Section 1-201. 

"Secured party". Section 9-105. 

"Signed". Section 1-201. 

"Written". Section 1-201. 


$ 9-406. Release of Collateral; Duties of Filing Officer; Fees. 
A secured party of record may by his signed statement release all or a 
part of any collateral described in a filed financing statement. The state- 
ent of release is sufficient if it contains a description of the collateral be- 
ing released, the name and address of the debtor, the name and address o 
he secured party, and the file number of the financing statement. A state- 
ent of release signed by a person other than the secured party of record 
ust be accompanied by a separate written statement of assignment 
signed by the secured party of record and complying with subsection (2) o 
Section 9-405, including payment of the required fee. Upon presentation o 
such a statement of release to the filing officer he shall mark the state- 
ent with the hour and date of filing and shall note the same upon the 
argin of the index of the filing of the financing statement. The uniform 
fee for filing and noting such a statement of release shall be $. — i 
he statement is in the standard form prescribed by the [Secretary o 
State] and otherwise shall be $. — .. , plus in each case an additional 
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for each name more than one against which the statement 
of release is required to be indexed. 


As amended in 1972. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

Like the preceding section, this section provides a permissive device for noting of record 
any release of collateral. There is no requirement that such a statement be filed when col- 
ateral is released (cf. Section 9-404 on Termination Statements). It is merely a method o 
making the record reflect the true state of affairs so that fewer inquiries will have to be 
made by persons who consult the files. 

If the statement of release is not signed by the secured party of record, the assignment 
procedure of Section 9-405(2) must be followed. 
Cross Reference: 

Section 9-404. 
Definitional Cross References: 

"Collateral". Section 9-105. 

*Debtor". Section 9-105. 

"Financing statement". Section 9-402. 

"Secured party". Section 9-105. 

“Signed”. Section 1-201. 


$ 9-407. Information From Filing Officer. 


[ (1) If the person filing any financing statement, termination statement, 
statement of assignment, or statement of release, furnishes the filing of- 
ficer a copy thereof, the filing officer shall upon request note upon the copy 

he file number and date and hour of the filing of the original and deliver 
or send the copy to such person.] 


[ (2) Upon request of any person, the filing officer shall issue his certifi- 
cate showing whether there is on file on the date and hour stated therein, 
any presently effective financing statement naming a particular debtor 
and any statement of assignment thereof and if there is, giving the date 
and hour of filing of each such statement and the names and addresses o 
each secured party therein. The uniform fee for such a certificate shall be 
$.  . if the request for the certificate is in the standard form 
prescribed by the [Secretary of State] and otherwise shall be $ 

pon request the filing officer shall furnish a copy of any filed financing 
statement or statement of assignment for a uniform fee of $. — ^ per 


Note: This section is proposed as an optional provision to require filing officers to furnish 
ertificates. Local law and practices should be consulted with regard to the advisability of 
adoption. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) requires the filing officer upon request to return to the secured party a 
copy of the financing statement on which the material data concerning the filing are noted. 
Receipt of such a copy will assure the secured party that the mechanics of filing have been 
complied with. Note, however, that under Section 9-403(1) the secured party does not bear 

he risk that the filing officer will not properly perform his duties: under that section the 
secured party has complied with the filing requirements when he presents his financing 
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statement for filing and the filing fee has been tendered or the statement accepted by the 
ling officer. 
2. Subsection (2) requires the filing officer on request to issue to any person who has 
endered the proper fee his certificate as to what filings have been made against any partic- 
lar debtor and to furnish copies of such filed financing statements. In view of the central- 
ized filing system adopted by this Article (see Section 9-401 and Comment thereto), this 
provision is of obvious convenience to a person who wishes to know what the files contain 
but who cannot conveniently consult files located in the state capital. 
Cross References: 

Point 1: Section 9-403(1). 

Point 2: Section 9-401. 
Definitional Cross References: 

*Debtor". Section 9-105. 

"Financing statement". Section 9-402. 

"Person". Section 1-201. 

"Secured party". Section 9-105. 

"Send". Section 1-201. 


$ 9-408. Financing Statements Covering Consigned or Leased 
Goods. 

A consignor or lessor of goods may file a financing statement using the 
erms “consignor,” “consignee,” “lessor,” “lessee” or the like instead of the 
erms specified in Section 9-402. The provisions of this Part shall apply as 

appropriate to such a financing statement but its filing shall not of itsel 
be a factor in determining whether or not the consignment or lease is 
intended as security (Section 1-201(37)). However, if it is determined for 
other reasons that the consignment or lease is so intended, a security 


interest of the consignor or lessor which attaches to the consigned or 
leased goods is perfected by such filing. 


As added in 1972. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Where filing is required under Sections 2-326(3) and 9-114 for a consignment which is 
ot a security interest (Section 1-201(37)), this section authorizes the appropriate adapta- 
ions of terminology. 

Apart from the rules in Part 4, the rules of this article using the terms “debtor” and 
“secured party” will not apply to consignments if they are not security interests. Section 
9-114 on consignments essentially parallels Section 9-312(3) on inventory priorities, and 
he latter rule therefore does not apply to consignments. Section 2-326 states the rights o 
creditors of a consignee who has not filed or otherwise complied with subsection (3), and 
Section 9-301 on unperfected security interests is therefore not applicable. Section 2-326 
and the law of consignments supply rules which are provided by Section 9-311 for security 
interests and that section is therefore not applicable to consignments. For reasons indicated 
in the Comment to Section 9-114, Section 9-306 on proceeds is inapplicable to consignments. 

equivalent to the protection of a buyer in ordinary course of business against a security 
interest under Section 9-307(1) is provided against consignments by Section 2-403(2) and 
(3). 

2. If a lease is actually intended as security (Section 1-201(37)), this Article applies in. 
ull. But this question of intention is a doubtful one, and the lessor may choose to file for 

safety even while contending that the lease is a true lease for which no filing is required. 

his section authorizes filing with appropriate changes of terminology, and without affect- 
ing the substantive question of classification of the lease. If the lease is a true lease, none o 
he provisions of the Article is applicable to the lease as an interest in the chattel. Note, 
however, that the Article may be applicable to the lease in its aspect as chattel paper. See 
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PART 5 
DEFAULT 


$ 9-501. Default; Procedure When Security Agreement Covers 
Both Real and Personal Property. 


(1) When a debtor is in default under a security agreement, a secured 


limited by subsection (3) those provided in the security agreement. He may 
reduce his claim to judgment, foreclose or otherwise enforce the security 
interest by any available judicial procedure. If the collateral is documents 
he secured party may proceed either as to the documents or as to the 
goods covered thereby. A secured party in possession has the rights, reme- 
dies and duties provided in Section 9-207. The rights and remedies referred 
o in this subsection are cumulative. 

(2) After default, the debtor has the rights and remedies provided in this 
Part, those provided in the security agreement and those provided in 
Section 9-207. 

(3) To the extent that they give rights to the debtor and impose duties 
on the secured party, the rules stated in the subsections referred to below 
may not be waived or varied except as provided with respect to compulsory 
disposition of collateral (subsection (3) of Section 9-504 and Section 9-505) 
and with respect to redemption of collateral (Section 9-506) but the parties 
may by agreement determine the standards by which the fulfillment o 

hese rights and duties is to be measured if such standards are not 
manifestly unreasonable: 
(a) subsection (2) of Section 9-502 and subsection (2) of Section 9-504 
insofar as they require accounting for surplus proceeds of collateral; 
(b) subsection (3) of Section 9-504 and subsection (1) of Section 9-505 
which deal with disposition of collateral; 
(c) subsection (2) of Section 9-505 which deals with acceptance of col- 
lateral as discharge of obligation; 
(d) Section 9-506 which deals with redemption of collateral; and 
(e) subsection (1) of Section 9-507 which deals with the secured party's 
liability for failure to comply with this Part. 

(4) If the security agreement covers both real and personal property, the 
secured party may proceed under this Part as to the personal property or 
he may proceed as to both the real and the personal property in accor- 
dance with his rights and remedies in respect of the real property in which 
case the provisions of this Part do not apply. 

(5) When a secured party has reduced his claim to judgment the lien o 
any levy which may be made upon his collateral by virtue of any execution 
based upon the judgment shall relate back to the date of the perfection o 

he security interest in such collateral. A judicial sale, pursuant to such 
execution, is a foreclosure of the security interest by judicial procedure 

ithin the meaning of this section, and the secured party may purchase at 
he sale and thereafter hold the collateral free of any other requirements 
of this Article. 
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As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Section 6, Uniform Trust Receipts Act; Sections 16 
hrough 26, Uniform Conditional Sales Act. 
Purposes: 

1. The rights of the secured party in the collateral after the debtor's default are of the es- 

sence of a security transaction. These are the rights which distinguish the secured from the 

nsecured lender. This section and the following six sections state those rights as well as 
he limitations on their free exercise which legislative policy requires for the protection not 
only of the defaulting debtor but of other creditors. But subsections (1) and (2) make it 
clear that the statement of rights and remedies in this Part does not exclude other reme- 
dies provided by agreement. 

2. Following default and the taking possession of the collateral by the secured party, 
here is no longer any distinction between the security interest which before default was 
on-possessory and that which was possessory under a pledge. Therefore no general distinc- 
ion is taken in this Part between the rights of a non-possessory secured party and those o 

a pledgee; the latter, being in possession of the collateral at default, will of course not have 
o avail himself of the right to take possession under Section 9-503. 

3. Section 9-207 states rights, remedies and duties with respect to collateral in the 
secured party's possession. That section applies not only to the situation where he is in pos- 
session before default, as a pledgee, but also, by subsections (1) and (2) of this section, to 
he secured party in possession after default. Nevertheless the relations of the parties have 
been changed by default, and Section 9-207 as it applies after default must be read together 

ith this Part. In particular, agreements permitted under Section 9-207 cannot waive or 
modify the rights of the debtor contrary to subsection (3) of this section. 

4. Section 1-102(3) states rules to determine which provisions of this Act are mandatory 
and which may be varied by agreement. In general, provisions which relate to matters 

hich come up between immediate parties may be varied by agreement. In the area o 
ights after default our legal system has traditionally looked with suspicion on agreements 

designed to cut down the debtor's rights and free the secured party of his duties: no 
mortgage clause has ever been allowed to clog the equity of redemption. The default situa- 
ion offers great scope for overreaching; the suspicious attitude of the courts has been 
grounded in common sense. 

Subsection (3) of this section contains a codification of this long-standing and deeply 
ooted attitude: the specified rights of the debtor and duties of the secured party may not 
be waived or varied except as stated. Provisions not specified in subsection (3) are subject 
o the general rules stated in Section 1-102(3). 

5. The collateral for many corporate security issues consists of both real and personal 
property. In the interest of simplicity and speed subsection (4) permits, although it does not 
equire, the secured party to proceed as to both real and personal property in accordance 
ith his rights and remedies in respect of the real property. Except for the permission so 

granted, this Act leaves to other state law all questions of procedure with respect to real 
property. For example, this Act does not determine whether the secured party can proceed 
against the real estate alone and later proceed in a separate action against the personal 
property in accordance with his rights and remedies against the real estate. By such sepa- 
ate actions the secured party “proceeds as to both,” and this Part does not apply in either 
action. But subsection (4) does give him an option to proceed under this Part as to the 
personal property. 

6. Under subsection (1) a secured party is entitled to reduce his claim to judgment or to 
oreclose his interest by any available procedure, outside this Article, which state law ma 

provide. The first sentence of subsection (5) makes clear that any judgment lien which the 
secured party may acquire against the collateral is, so to say, a continuation of his original 
interest (if perfected) and not the acquisition of a new interest or a transfer of property to 
satisfy an antecedent debt. The judgment lien is therefore stated to relate back to the date 
of perfection of the security interest. The second sentence of the subsection makes clear 
hat a judicial sale following judgment, execution and levy is one of the methods of foreclo- 
sure contemplated by subsection (1); such a sale is governed by other law and not by this 
Article and the restrictions which this Article imposes on the right of a secured party to 
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buy in the collateral at a sale under Section 9-504 do not apply. 
Cross References: 

Point 2: Section 9-503. 

Point 3: Section 9-207. 

Point 4: Section 1-102(8). 

Point 5: Sections 9-102(1) and 9-104(j). 

Point 6: Section 9-504. 

Definitional Cross References: 
"Agreement". Section 1-201. 
*Collateral". Section 9-105. 

“Debtor”. Section 9-105. 
“Documents”. Section 9-105. 
“Goods”. Section 9-105. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Secured party”. Section 9-105. 
“Security agreement”. Section 9-105. 
“Security interest”. Section 1-201. 


§ 9-502. Collection Rights of Secured Party. 


(1) When so agreed and in any event on default the secured party is 
entitled to notify an account debtor or the obligor on an instrument to 
ake payment to him whether or not the assignor was theretofore making 
collections on the collateral, and also to take control of any proceeds to 
hich he is entitled under Section 9-306. 


(2) A secured party who by agreement is entitled to charge back uncol- 
lected collateral or otherwise to full or limited recourse against the debtor 
and who undertakes to collect from the account debtors or obligors must 
proceed in a commercially reasonable manner and may deduct his reason- 
able expenses of realization from the collections. If the security agreement 
secures an indebtedness, the secured party must account to the debtor for 
any surplus, and unless otherwise agreed, the debtor is liable for any 
deficiency. But, if the underlying transaction was a sale of accounts or 
chattel paper, the debtor is entitled to any surplus or is liable for any defi- 
ciency only if the security agreement so provides. 


As amended in 1972. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. The assignee of accounts, chattel paper, or instruments holds as collateral property 

hich is not only the most liquid asset of the debtor’s business but also property which may 
be collected without any interruption of the business, assuming it to continue after default. 

he situation is far different from that where the collateral is inventory or equipment, 

hose removal may bring the business to a halt. Furthermore the problems of valuation 
and identification, present where the collateral is tangible chattels, do not arise so sharply 
on the assignment of intangibles. Considerations, similar although not identical, apply to 
assignments of general intangibles, which are also covered by the rule of the section. 
Consequently, this section recognizes the fact that financing by assignment of intangibles 
acks many of the complexities which arise after default in other types of financing, and al- 
ows the assignee to liquidate in the regular course of business by collecting whatever may 
become due on the collateral, whether or not the method of collection contemplated by the 
security arrangement before default was direct (i.e., payment by the account debtor to the 
assignee, “notification” financing) or indirect (i.e., payment by the account debtor to the as- 
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signor, ^nonnotification" financing). By agreement, of course, the secured party may have 
he right to give notice and to make collections before default. 

2. In one form of accounts receivable financing, which is found in the “factoring” arrange- 
ments which are common in the textile industry, the assignee assumes the credit risk— 
hat is, he buys the account under an agreement which does not provide for recourse or 
charge-back against the assignor in the event the account proves uncollectible. Under such 
an arrangement, neither the debtor nor his creditors have any legitimate concern with the 
disposition which the assignee makes of the accounts. Under another form of accounts re- 
ceivable financing, however, the assignee does not assume the credit risk and retains a 

ight of full or limited recourse or charge-back for uncollectible accounts. In such a case 
both debtor and creditors have a right that the assignee not dump the accounts, if the 
esult will be to increase a possible deficiency claim or to reduce a possible surplus. 

3. Where an assignee has a right of charge-back or a right of recourse, subsection (2) 
provides that liquidation must be made with due regard to the interest of the assignor and 
of his other creditor—"in a commercially reasonable manner" (compare Section 9-504 and 
see Section 9-507(2))—and the proceeds allocated to the expenses of realization and to the 
indebtedness. If the “charge-back” provisions of the assignment arrangement provide only 
or “charge-back” of bad accounts against a reserve, the debtor's claim to surplus and his li- 
ability for a deficiency are limited to the amount of the reserve. 

4. Financing arrangements of the type dealt with by this section are between business 
men. The last sentence of subsection (2) therefore preserves freedom of contract, and the 
subsection recognizes that there may be a true sale of accounts or chattel paper although 

ecourse exists. The determination whether a particular assignment constitutes a sale or a 
ransfer for security is left to the courts. Note that, under Section 9-102, this Article applies 
both to sales and to security transfers of such intangibles. 
Cross References: 

Sections 9-205 and 9-306. 

Point 3: Sections 9-504 and 9-507(2). 

Point 4: Sections 9-102(1)(b) and 9-104(f). 

Definitional Cross References: 

"Account". Section 9-106. 

"Account debtor". Section 9-105. 

"Agreement". Section 1-201. 

“Chattel paper". Section 9-105. 

“Collateral”. Section 9-105. 

*Debtor". Section 9-105. 

"Instrument". Section 9-105. 

"Notify". Section 1-201. 

"Proceeds". Section 9-306. 

"Secured party". Section 9-105. 

"Security agreement". Section 9-105. 


$ 9-503. Secured Party’s Right to Take Possession After Default. 


Unless otherwise agreed a secured party has on default the right to take 
possession of the collateral. In taking possession a secured party may| 
proceed without judicial process if this can be done without breach of the 
peace or may proceed by action. If the security agreement so provides the 
secured party may require the debtor to assemble the collateral and make 
it available to the secured party at a place to be designated by the secured 
party which is reasonably convenient to both parties. Without removal a 
secured party may render equipment unusable, and may dispose of collat- 
eral on the debtor’s premises under Section 9-504. 


Official Comment 


Prior Uniform Statutory Provision: Section 6, Uniform Trust Receipts Act; Sections 16 
and 17, Uniform Conditional Sales Act. 
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Purposes: 

Under this Article the secured party's right to possession of the collateral (if he is not al- 
eady in possession as pledgee) accrues on default unless otherwise agreed in the security 
agreement. This Article follows the provisions of the earlier uniform legislation in allowing 
he secured party in most cases to take possession without the issuance of judicial process. 
In the case of collateral such as heavy equipment, the physical removal from the debtor's 
plant and the storage of the equipment pending resale may be exceedingly expensive and in 
some cases impractical. The section therefore provides that in lieu of removal the lender 
may render equipment unusable or dispose of collateral on the debtor's premises. The au- 
horization to render equipment unusable or to dispose of collateral without removal would 
not justify unreasonable action by the secured party, since, under Section 9-504(3), all his 
actions in connection with disposition must be taken in a *commercially reasonable 
manner". 
Cross Reference: 

Section 9-504. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Collateral”. Section 9-105. 

*Debtor". Section 9-105. 

“Equipment”. Section 9-109. 

“Rights”. Section 1-201. 

“Secured party”. Section 9-105. 

“Security agreement”. Section 9-105. 


§ 9-504. Secured Party’s Right to Dispose of Collateral After 
Default; Effect of Disposition. 
(1) A secured party after default may sell, lease or otherwise dispose o 
any or all of the collateral in its then condition or following any com- 
ercially reasonable preparation or processing. Any sale of goods is subject 
o the Article on Sales (Article 2). The proceeds of disposition shall be ap- 
plied in the order following to 

(a) the reasonable expenses of retaking, holding, preparing for sale or 
lease, selling, leasing and the like and, to the extent provided for in the 
agreement and not prohibited by law, the reasonable attorneys’ fees and 
legal expenses incurred by the secured party; 

(b) the satisfaction of indebtedness secured by the security interest 
under which the disposition is made; 

(c) the satisfaction of indebtedness secured by any subordinate secu- 
rity interest in the collateral if written notification of demand therefor is 
received before distribution of the proceeds is completed. If requested by 
the secured party, the holder of a subordinate security interest must 
seasonably furnish reasonable proof of his interest, and unless he does 
so, the secured party need not comply with his demand. 

(2) If the security interest secures an indebtedness, the secured party 
ust account to the debtor for any surplus, and, unless otherwise agreed, 
he debtor is liable for any deficiency. But if the underlying transaction 
as a sale of accounts or chattel paper, the debtor is entitled to any surplus 
or is liable for any deficiency only if the security agreement so provides. 
(3) Disposition of the collateral may be by public or private proceedings 
and may be made by way of one or more contracts. Sale or other disposi- 
ion may be as a unit or in parcels and at any time and place and on any 
erms but every aspect of the disposition including the method, manner, 
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ime, place and terms must be commercially reasonable. Unless collateral 
is perishable or threatens to decline speedily in value or is of a type cus- 
omarily sold on a recognized market, reasonable notification of the time 
and place of any public sale or reasonable notification of the time after 

hich any private sale or other intended disposition is to be made shall be 
sent by the secured party to the debtor, if he has not signed after default a 
statement renouncing or modifying his right to notification of sale. In the 
case of consumer goods no other notification need be sent. In other cases 
notification shall be sent to any other secured party from whom the secured 
party has received (before sending his notification to the debtor or before 
he debtor's renunciation of his rights) written notice of a claim of an 
interest in the collateral. The secured party may buy at any public sale 
and if the collateral is of a type customarily sold in a recognized market or 
is of a type which is the subject of widely distributed standard price quota- 
ions he may buy at private sale. 

(4) When collateral is disposed of by a secured party after default, the 
disposition transfers to a purchaser for value all of the debtor’s rights 
herein, discharges the security interest under which it is made and any 
security interest or lien subordinate thereto. The purchaser takes free o 
all such rights and interests even though the secured party fails to comply 

ith the requirements of this Part or of any judicial proceedings 

(a) in the case of a public sale, if the purchaser has no knowledge o 
any defects in the sale and if he does not buy in collusion with the 
secured party, other bidders or the person conducting the sale; or 
(b) in any other case, if the purchaser acts in good faith. 


(5) A person who is liable to a secured party under a guaranty, indorse- 

ent, repurchase agreement or the like and who receives a transfer of col- 
lateral from the secured party or is subrogated to his rights has thereafter 
he rights and duties of the secured party. Such a transfer of collateral is 
not a sale or disposition of the collateral under this Article. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Section 6, Uniform Trust Receipts Act; Sections 19, 
20, 21, and 22, Uniform Conditional Sales Act. 
Purposes: 

1. The Uniform Trust Receipts Act provides that an entruster in possession after default 
holds the collateral with the rights and duties of a pledgee, and, in particular, that he may 
sell such collateral at public or private sale with a right to claim deficiency and a duty to 
account for any surplus. The Uniform Conditional Sales Act insisted on a sale at public 
auction with elaborate provisions for the giving of notice of sale. This section follows the 
more liberal provisions of the Trust Receipts Act. Although public sale is recognized, it is 
hoped that private sale will be encouraged where, as is frequently the case, private sale 
hrough commercial channels will result in higher realization on collateral for the benefit o 
all parties. The only restriction placed on the secured party's method of disposition is that 
it must be commercially reasonable. In this respect this section follows the provisions of the 
section on resale by a seller following a buyer's rejection of goods (Section 2-706). Subsec- 

ion (1) does not restrict disposition to sale: the collateral may be sold, leased, or otherwise 

disposed of—subject of course to the general requirement of subsection (2) that all aspects 

of the disposition be “commercially reasonable". Section 9-507(2) states some tests as to 
hat is “commercially reasonable". 

2. Subsection (1) in general follows prior law in its provisions for the application o 
proceeds and for the debtor's right to surplus and liability for deficiency. Under paragraph 
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(1c) the secured party, after paying expenses of retaking and disposition and his own 
debt, is required to pay over remaining proceeds to the extent necessary to satisfy the 
holder of any junior security interest in the same collateral if the holder of the junior inter- 
est has made a written demand and furnished on request reasonable proof of his interest: 
his provision is necessary in view of the fact that under subsection (4) the junior interest is 
discharged by the disposition. Since the requirement is conditioned on written demand, it 
should not result in undue burden on the secured party making the disposition. It should 
be noted also that under Section 9-112 where the secured party knows that the collateral is 
owned by a person who is not the debtor, the owner of the collateral and not the debtor is 
entitled to any surplus. 

3. In any security transaction the debtor (or the owner of the collateral if other than the 
debtor: see Section 9-112) is entitled to any surplus which results from realization on the 
collateral; the debtor will also, unless otherwise agreed, be liable for any deficiency. Subsec- 

ion (2) so provides. Since this Article covers sales of certain intangibles as well as transfers 
or security, the subsection also provides that apart from agreement the right to surplus or 
iability for deficiency does not accrue where the transaction between debtor and secured 
party was a sale and not a security transaction. 

4. Subsection (4) provides that a purchaser for value from a secured party after default 
akes free of any rights of the debtor and of the holders of junior security interests and 
iens, even though the secured party has not complied with the requirements of this Part or 
of any judicial proceedings. This subsection follows a similar provision in the Uniform 
rust Receipts Act and in the section of this Act on resale by a seller (Section 2-706). 

ere the purchaser for value has bought at a public sale he is protected under paragraph 
(a) if he has no knowledge of any defects in the sale and was not guilty of collusive practices. 

ere the purchaser for value has bought at a private sale he must, to receive the protec- 
ion of paragraph (b), qualify in all respects as a purchaser in good faith. Thus while the 
purchaser at a private sale is required to proceed in the exercise of good faith, the purchaser 
at public sale is protected so long as he is not actively in bad faith, and is put under no 
duty to inquire into the circumstances of the sale. 

5. Both the Uniform Trust Receipts Act and the Uniform Conditional Sales Act required 
a waiting period after repossession and before sale (five days in the Trust Receipts Act, ten 
days in the Conditional Sales Act). Under subsection (3), the secured party in most cases is 

equired to give reasonable notification of disposition to the debtor unless the debtor has af- 
er default signed a statement renouncing or modifying his right to notification of sale. 

The secured party must also (except for consumer goods) give notice to any other secured. 
parties who have in writing given notice of a claim of an interest in the collateral. This lat- 

er notice must be given before the debtor renounces his rights or before the secured party 
gives his notification to the debtor. Compare Section 9-505(2). Except for the requirement o 
notification there is no statutory period during which the collateral must be held before 
disposition. “Reasonable notification" is not defined in this Article; at a minimum it must be 
sent in such time that persons entitled to receive it will have sufficient time to take ap- 
propriate steps to protect their interests by taking part in the sale or other disposition i 
hey so desire. 

6. Section 19 of the Uniform Conditional Sales Act required that sale be made not more 
han thirty days after possession taken by the conditional vendor. The Uniform Trust 
Receipts Act contained no comparable provision. Here again this Article follows the Trust 
Receipts Act, and no period is set within which the disposition must be made, except in the 
case of consumer goods which under Section 9-505(1) must in certain instances be sold 

ithin ninety days after the secured party has taken possession. The failure to prescribe a 
statutory period during which disposition must be made is in line with the policy adopted 
in this Article to encourage disposition by private sale through regular commercial 
channels. It may, for example, be wise not to dispose of goods when the market has col- 

apsed, or to sell a large inventory in parcels over a period of time instead of in bulk. Note, 
however, that under subsection (3) every aspect of the sale or other disposition of the collat- 
eral must be commercially reasonable; this specifically includes method, manner, time, 
place and terms. See Section 9-507(2). Under that provision a secured party who without 
proceeding under Section 9-505(2) held collateral a long time without disposing of it, thus 
unning up large storage charges against the debtor, where no reason existed for not mak- 
ing a prompt sale, might well be found not to have acted in a “commercially reasonable" 
manner. See also Section 1-203 on the general obligation of good faith. 
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Cross References: 
Point 1: Sections 2-706 and 9-507(2). 
Point 2: Section 9-112. 
Point 3: Sections 9-102(1)(b) and 9-112. 
Point 4: Section 2-706. 
Point 6: Sections 9-505 and 9-507(2). 

Definitional Cross References: 
“Account”. Section 9-106. 
"Agreement". Section 1-201. 
“Chattel paper". Section 9-105. 
*Collateral". Section 9-105. 
“Consumer goods". Section 9-109. 
“Contract”. Section 1-201. 
“Debtor”. Section 9-105. 
“Financing statement”. Section 9-402. 
“Gives” notification. Section 1-201. 
“Good faith”. Section 1-201. 
“Goods”. Section 9-105. 
“Knowledge”. Section 1-201. 
“Person”. Section 1-201. 
“Proceeds”. Section 9-306. 
“Purchaser”. Section 1-201. 
“Receives” notification. Section 1-201. 
“Rights”. Section 1-201. 
“Sale”. Sections 2-106 and 9-105. 
“Secured party”. Section 9-105. 
“Security agreement”. Section 9-105. 
“Security interest”. Section 1-201. 
“Send”. Section 1-201. 
“Term”. Section 1-201. 
“Value”. Section 1-201. 
“Written”. Section 1-201. 


§ 9-505. Compulsory Disposition of Collateral; Acceptance of the 
Collateral as Discharge of Obligation. 

(1) If the debtor has paid sixty per cent of the cash price in the case of a 
purchase money security interest in consumer goods or sixty per cent o 
he loan in the case of another security interest in consumer goods, and 
has not signed after default a statement renouncing or modifying his 
rights under this Part a secured party who has taken possession of collat- 
eral must dispose of it under Section 9-504 and if he fails to do so within 
minety days after he takes possession the debtor at his option may recover 
in conversion or under Section 9-507(1) on secured party’s liability. 

(2) In any other case involving consumer goods or any other collateral a 
secured party in possession may, after default, propose to retain the collat- 
eral in satisfaction of the obligation. Written notice of such proposal shall 
be sent to the debtor if he has not signed after default a statement renounc- 
ing or modifying his rights under this subsection. In the case of consumer 
goods no other notice need be given. In other cases notice shall be sent to 
any other secured party from whom the secured party has received (before 
sending his notice to the debtor or before the debtor’s renunciation of his 
rights) written notice of a claim of an interest in the collateral. If the 
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notification within twenty-one days after the notice was sent, the secured 
party must dispose of the collateral under Section 9-504. In the absence o 
such written objection the secured party may retain the collateral in satis- 
faction of the debtor's obligation. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: Section 23, Uniform Conditional Sales Act. 
Purposes: 
1. Experience has shown that the parties are frequently better off without a resale of the 
collateral; hence this section sanctions an alternative arrangement. In lieu of resale or 
other disposition, the secured party may propose under subsection (2) that he keep the col- 
ateral as his own, thus discharging the obligation and abandoning any claim for a 
deficiency. This right may not be exercised in the case of consumer goods where the debtor 
has paid 60% of the price or obligation and thus has a substantial equity, and may be 
exercised in other cases only on notification to the debtor, unless the debtor has signed af- 
er default a statement renouncing or modifying his rights under this section, and (except 
in the case of consumer goods) to any other secured party who has given written notice of a 
claim of an interest in the collateral. In the latter case, notice must be given before the 
secured party receives the debtor's renunciation or before he sends his notice to the debtor. 
he secured party may keep the goods in lieu of sale on failure of anyone receiving notifica- 
ion to object within twenty-one days. 
2. When an objection is received by the secured party he must then proceed to dispose o 
he collateral in accordance with Section 9-504, and on failure to do so would incur the li- 
abilities set out in Section 9-507. In the case of consumer goods where 60% of the price or 
obligation has been paid the disposition must be made within 90 days after possession 
aken. For failure to make the sale within the 90-day period the secured party is liable in 
conversion or alternatively may incur the liabilities set out in Section 9-507. 
In the absence of objection the secured party is bound by his notice. 
3. After default (but not before) a consumer-debtor who has paid 6096 of the cash price 
may sign a written renunciation of his rights to require resale of the collateral. 
Cross References: 
Sections 9-504 and 9-507(1). 
Definitional Cross References: 
"Collateral". Section 9-105. 
“Consumer goods". Section 9-109. 
“Debtor”. Section 9-105. 
“Knows”. Section 1-201. 
“Notice”. Section 1-201. 
“Person”. Section 1-201. 
“Purchase money security interest”. Section 9-107. 
“Receives” notification. Section 1-201. 
“Rights”. Section 1-201. 
“Secured party”. Section 9-105. 
“Security interest”. Section 1-201. 
“Send”. Section 1-201. 
“Signed”. Section 1-201. 
“Written”. Section 1-201. 


§ 9-506. Debtor’s Right to Redeem Collateral. 


At any time before the secured party has disposed of collateral or entered 
into a contract for its disposition under Section 9-504 or before the obliga- 
ion has been discharged under Section 9-505(2) the debtor or any other 
secured party may unless otherwise agreed in writing after default redeem 
he collateral by tendering fulfillment of all obligations secured by the col- 
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lateral as well as the expenses reasonably incurred by the secured party in| 
retaking, holding and preparing the collateral for disposition, in arranging 
for the sale, and to the extent provided in the agreement and not prohibited 
by law, his reasonable attorneys' fees and legal expenses. 


Official Comment 
Prior Uniform Statutory Provision: Section 18, Uniform Conditional Sales Act. 
Purposes: 
Except in the case stated in Section 9-505(1) (consumer goods) the secured party is not 
equired to dispose of collateral within any stated period of time. Under this section so long 
as the secured party has not disposed of collateral in his possession or contracted for its 
disposition, and so long as his right to retain it has not become fixed under Section 9-505(2), 
he debtor or another secured party may redeem. The debtor must tender fulfillment of all 
obligations secured, plus certain expenses: if the agreement contains a clause accelerating 
he entire balance due on default in one installment, the entire balance would have to be 
endered. “Tendering fulfillment" obviously means more than a new promise to perform the 
existing promise; it requires payment in full of all monetary obligations then due and per- 
ormance in full of all other obligations then matured. If unmatured obligations remain, the 
security interest continues to secure them as if there had been no default. 
Under Section 9-504 the secured party may make successive sales of parts of the collat- 
eral in his possession. The fact that he may have sold or contracted to sell part of the col- 
ateral would not affect the debtor's right under this section to redeem what was left. In 
such a case, of course, in calculating the amount required to be tendered the debtor would 
eceive credit for net proceeds of the collateral sold. 
Cross References: 
Sections 9-504 and 9-505. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Collateral”. Section 9-105. 
“Contract”. Section 1-201. 
*Debtor". Section 9-105. 
"Secured party". Section 9-105. 
“Writing”. Section 1-201. 


$ 9-507. Secured Party's Liability for Failure to Comply With This 
Part. 


(1) If it is established that the secured party is not proceeding in accor- 
dance with the provisions of this Part disposition may be ordered or 
restrained on appropriate terms and conditions. If the disposition has oc- 
curred the debtor or any person entitled to notification or whose security 
interest has been made known to the secured party prior to the disposition 
has a right to recover from the secured party any loss caused by a failure 
o comply with the provisions of this Part. If the collateral is consumer 
goods, the debtor has a right to recover in any event an amount not less 
han the credit service charge plus ten per cent of the principal amount o 
he debt or the time price differential plus 10 per cent of the cash price. 

(2) The fact that a better price could have been obtained by a sale at a 
different time or in a different method from that selected by the secured 
party is not of itself sufficient to establish that the sale was not made in a 
commercially reasonable manner. If the secured party either sells the col- 
lateral in the usual manner in any recognized market therefor or if he 
sells at the price current in such market at the time of his sale or if he has 
otherwise sold in conformity with reasonable commercial practices among 
dealers in the type of property sold he has sold in a commercially reason- 
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able manner. The principles stated in the two preceding sentences with re- 
spect to sales also apply as may be appropriate to other types of disposition. 

disposition which has been approved in any judicial proceeding or by 
any bona fide creditors’ committee or representative of creditors shall 
conclusively be deemed to be commercially reasonable, but this sentence 
does not indicate that any such approval must be obtained in any case nor 
does it indicate that any disposition not so approved is not commercially 
reasonable. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The principal limitation on the secured party's right to dispose of collateral is the 
equirement that he proceed in good faith (Section 1-203) and in a commercially reasonable 
manner. See Section 9-504. In the case where he proceeds, or is about to proceed, in a con- 
rary manner, it is vital both to the debtor and other creditors to provide a remedy for the 
ailure to comply with the statutory duty. This remedy will be of particular importance 

hen it is applied prospectively before the unreasonable disposition has been concluded. 

his section therefore provides that a secured party proposing to dispose of collateral in an 
unreasonable manner, may, by court order, be restrained from doing so, and such an order 
might appropriately provide either that he proceed with the sale or other disposition under 
specified terms and conditions, or that the sale be made by a representative of creditors 

here insolvency proceedings have been instituted. The section further provides for dam- 
ages where the unreasonable disposition has been concluded, and, in the case of consumer 
goods, states a minimum recovery. 

A case may be put in which the liquidation value of an insolvent estate would be enhanced 
by disposing of all the debtor's property (including that subject to a security interest) in the 
iquidation proceeding and in which, if a secured party repossesses and sells that part o 
he property which he holds as collateral, the remainder will have little or no resale value. 
In such a case the question may arise whether a particular court has the power to control 
he manner of disposition, although reasonable in other respects, in order to preserve the 
estate for the benefit of creditors. Such a power is no doubt inherent in a Federal bank- 
uptcy court, and perhaps also in other courts of equity administering insolvent estates. 

raditionally it was not exercised where the secured party claimed under a title retention 
device, such as conditional sale or trust receipt. See In re Lake's Laundry, Inc., 79 F.2d 326 
(2d Cir. 1935) and the remarks of Clark, J., concurring, in In re White Plains Ice Service, 
Inc., 109 F.2d 913 (2d Cir. 1940). It has been held that distinctions in results based on 
hese distinctions in form have been made obsolete by this Article. In re Yale Express 
System, Inc., 370 F.2d 433 (2d Cir. 1966), 384 F.2d 990 (2d Cir. 1967). 

2. In view of the remedies provided the debtor and other creditors in subsection (1) when 
a secured party does not dispose of collateral in a commercially reasonable manner, it is o 
great importance to make clear what types of disposition are to be considered commercially 
easonable, and in an appropriate case to give the secured party means of getting, by court 
order or negotiation with a creditors’ committee or a representative of creditors, approval o 
a proposed method of disposition as a commercially reasonable one. Subsection (2) states 
ules to assist in the determination, and provides for such advance approval in appropriate 
situations. One recognized method of disposing of repossessed collateral is for the secured 
party to sell the collateral to or through a dealer—a method which in the long run may| 
ealize better average returns since the secured party does not usually maintain his own 
acilities for making such sales. Such a method of sale, fairly conducted, is recognized as 
commercially reasonable under the second sentence of subsection (2). However, none of the 
specific methods of disposition set forth in subsection (2) is to be regarded as either required 
or exclusive, provided only that the disposition made or about to be made by the secured 
party is commercially reasonable. 

Cross References: 

Point 1: Sections 1-203, 9-202 and 9-504. 
Definitional Cross References: 

"Collateral". Section 9-105. 
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“Consumer goods". Section 9-109. 
"Creditor". Section 1-201. 
“Debtor”. Section 9-105. 

“Knows”. Section 1-201. 
“Notification”. Section 1-201. 
“Person”. Section 1-201. 
“Representative”. Section 1-201. 
“Rights”. Section 1-201. 

“Secured party”. Section 9-105. 
“Security interest”. Section 1-201. 


APPENDIX P 
Pre-Revision Article 1 


Set forth below are the Text and Official Comments of Article 1 as they existed prior to 
evised Article 1, which was approved in 2001. 


ARTICLE 1 
GENERAL PROVISIONS 


PART 1. SHORT TITLE, CONSTRUCTION, APPLICATION AND 
SUBJECT MATTER OF THE ACT 


1-101. Short Title. 

1-102. Purposes; Rules of Construction; Variation by Agreement. 

1-103. Supplementary General Principles of Law Applicable. 

1-104. Construction Against Implicit Repeal. 

1-105. Territorial Application of the Act; Parties’ Power to Choose Applicable 
Law. 

1-106. Remedies to Be Liberally Administered. 

1-107. Waiver or Renunciation of Claim or Right After Breach. 

1-108. Severability. 

1-109. Section Captions. 


PART 2. GENERAL DEFINITIONS AND PRINCIPLES OF 
INTERPRETATION 
1-201. General Definitions. 
1-202. Prima Facie Evidence by Third Party Documents. 
1-203. Obligation of Good Faith. 
1-204. Time; Reasonable Time; *Seasonably". 
1-205. Course of Dealing and Usage of Trade. 
1-206. Statute of Frauds for Kinds of Personal Property Not Otherwise 
Covered. 
1-207. Performance or Acceptance Under Reservation of Rights. 
1-208. Option to Accelerate at Will. 
1-209. Subordinated Obligations. 


PART 1 


SHORT TITLE, CONSTRUCTION, APPLICATION AND SUBJECT 
MATTER OF THE ACT 


1-101. Short Title. 
This Act shall be known and may be cited as Uniform Commercial Code. 
Official Comment 


Each Article of the Code (except this Article and Article 10) may also be cited by its own 
short title. See Sections 2-101, 3-101, 4-101, 5-101, 6-101, 7-101, 8-101 and 9-101. 


§ 1-102. Purposes; Rules of Construction; Variation by Agreement. 
(1) This Act shall be liberally construed and applied to promote its 
nderlying purposes and policies. 
(2) Underlying purposes and policies of this Act are 
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(a) to simplify, clarify and modernize the law governing commercial 
transactions; 


(b) to permit the continued expansion of commercial practices through 
custom, usage and agreement of the parties; 


(c) to make uniform the law among the various jurisdictions. 


(3) The effect of provisions of this Act may be varied by agreement, 
except as otherwise provided in this Act and except that the obligations o 
good faith, diligence, reasonableness and care prescribed by this Act may 
not be disclaimed by agreement but the parties may by agreement 
determine the standards by which the performance of such obligations is 
o be measured if such standards are not manifestly unreasonable. 


(4) The presence in certain provisions of this Act of the words *unless 
otherwise agreed" or words of similar import does not imply that the effect 
of other provisions may not be varied by agreement under subsection (3). 


(5) In this Act unless the context otherwise requires 


(a) words in the singular number include the plural, and in the plural 
include the singular; 


(b) words of the masculine gender include the feminine and the neuter, 
and when the sense so indicates words of the neuter gender may refer to 
any gender. 


Official Comment 
Prior Uniform Statutory Provision: Section 74, Uniform Sales Act; Section 57, Uniform 
arehouse Receipts Act; Section 52, Uniform Bills of Lading Act; Section 19, Uniform 
Stock Transfer Act; Section 18, Uniform Trust Receipts Act. 
Changes: Rephrased and new material added. 
Purposes of Changes: 

1. Subsections (1) and (2) are intended to make it clear that: 

This Act is drawn to provide flexibility so that, since it is intended to be a semi-permanent 
piece of legislation, it will provide its own machinery for expansion of commercial practices. 
It is intended to make it possible for the law embodied in this Act to be developed by the 
courts in the light of unforeseen and new circumstances and practices. However, the proper 
construction of the Act requires that its interpretation and application be limited to its 


acts of limited scope. Pacific Wool Growers v. Draper & Co., 158 Or. 1, 73 P.2d 1391 (1937), 
and compare Section 1-104. They have recognized the policies embodied in an act as ap- 
plicable in reason to subject-matter which was not expressly included in the language o 
he act, Commercial Nat. Bank of New Orleans v. Canal-Louisiana Bank & Trust Co., 239 

.S. 520, 36 S.Ct. 194, 60 L.Ed. 417 (1916) (bona fide purchase policy of Uniform Warehouse 
Receipts Act extended to case not covered but of equivalent nature). They have done the 
same where reason and policy so required, even where the subject-matter had been 
intentionally excluded from the act in general. Agar v. Orda, 264 N.Y. 248, 190 N.E. 479 
(1934) (Uniform Sales Act change in seller's remedies applied to contract for sale of choses 
in action even though the general coverage of that Act was intentionally limited to goods 
"other than things in action.") They have implemented a statutory policy with liberal and 
useful remedies not provided in the statutory text. They have disregarded a statutory 
imitation of remedy where the reason of the limitation did not apply. Fiterman v. J. N. 
ohnson & Co., 156 Minn. 201, 194 N.W. 399 (1923) (requirement of return of the goods as 
a condition to rescission for breach of warranty; also, partial rescission allowed). Nothing in 
his Act stands in the way of the continuance of such action by the courts. 

The Act should be construed in accordance with its underlying purposes and policies. The 
ext of each section should be read in the light of the purpose and policy of the rule or 
principle in question, as also of the Act as a whole, and the application of the language 
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should be construed narrowly or broadly, as the case may be, in conformity with the 
purposes and policies involved. 

2. Subsection (3) states affirmatively at the outset that freedom of contract is a principle 
of the Code: “the effect" of its provisions may be varied by “agreement.” The meaning of the 
statute itself must be found in its text, including its definitions, and in appropriate extrinsic 
aids; it cannot be varied by agreement. But the Code seeks to avoid the type of interference 

ith evolutionary growth found in Manhattan Co. v. Morgan, 242 N.Y. 38, 150 N.E. 594 
(1926). Thus private parties cannot make an instrument negotiable within the meaning o 

rticle 3 except as provided in Section 3-104; nor can they change the meaning of such 
erms as “bona fide purchaser,” “holder in due course,” or “due negotiation,” as used in this 

ct. But an agreement can change the legal consequences which would otherwise flow from 
he provisions of the Act. Agreement" here includes the effect given to course of dealing, 
sage of trade and course of performance by Sections 1-201, 1-205 and 2-208; the effect o 
an agreement on the rights of third parties is left to specific provisions of this Act and to 
supplementary principles applicable under the next section. The rights of third parties 
under Section 9-317 when a security interest is unperfected, for example, cannot be 
destroyed by a clause in the security agreement. 

This principle of freedom of contract is subject to specific exceptions found elsewhere in. 
he Act and to the general exception stated here. The specific exceptions vary in explicitness: 
he statute of frauds found in Section 2-201, for example, does not explicitly preclude oral 

aiver of the requirement of a writing, but a fair reading denies enforcement to such a 

aiver as part of the “contract” made unenforceable; Section 9-602, on the other hand, is 
quite explicit. Under the exception for “the obligations of good faith, diligence, reasonable- 

ess and care prescribed by this Act," provisions of the Act prescribing such obligations are 
not to be disclaimed. However, the section also recognizes the prevailing practice of having 
agreements set forth standards by which due diligence is measured and explicitly provides 
hat, in the absence of a showing that the standards manifestly are unreasonable, the 
agreement controls. In this connection, Section 1-205 incorporating into the agreement 
prior course of dealing and usages of trade is of particular importance. 

3. Subsection (4) is intended to make it clear that, as a matter of drafting, words such as 
"unless otherwise agreed" have been used to avoid controversy as to whether the subject 
matter of a particular section does or does not fall within the exceptions to subsection (3), 
but absence of such words contains no negative implication since under subsection (3) the 
general and residual rule is that the effect of all provisions of the Act may be varied by 
agreement. 

4. Subsection (5) is modelled on 1 U.S.C. Section 1 and New York General Construction 
Law Sections 22 and 35. 


$ 1-103. Supplementary General Principles of Law Applicable. 

Unless displaced by the particular provisions of this Act, the principles 
of law and equity, including the law merchant and the law relative to 
capacity to contract, principal and agent, estoppel, fraud, misrepresenta- 
ion, duress, coercion, mistake, bankruptcy, or other validating or 
invalidating cause shall supplement its provisions. 


Official Comment 
Prior Uniform Statutory Provision: Sections 2 and 73, Uniform Sales Act; Section 196, 
niform Negotiable Instruments Act; Section 56, Uniform Warehouse Receipts Act; Section. 
51, Uniform Bills of Lading Act; Section 18, Uniform Stock Transfer Act; Section 17, 
niform Trust Receipts Act. 
Changes: Rephrased, the reference to *estoppel" and *validating" being new. 
Purposes of Changes: 

1. While this section indicates the continued applicability to commercial contracts of all 
supplemental bodies of law except insofar as they are explicitly displaced by this Act, the 
principle has been stated in more detail and the phrasing enlarged to make it clear that 
he “validating”, as well as the “invalidating” causes referred to in the prior uniform statu- 

ory provisions, are included here. “Validating” as used here in conjunction with “invalidat- 
ing" is not intended as a narrow word confined to original validation, but extends to cover 
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any factor which at any time or in any manner renders or helps to render valid any right or 
ransaction. 

2. The general law of capacity is continued by express mention to make clear that section 
2 of the old Uniform Sales Act (omitted in this Act as stating no matter not contained in 
he general law) is also consolidated in the present section. Hence, where a statute limits 
he capacity of a non-complying corporation to sue, this is equally applicable to contracts o 
sale to which such corporation is a party. 

3. The listing given in this section is merely illustrative; no listing could be exhaustive. 
Nor is the fact that in some sections particular circumstances have led to express reference 
o other fields of law intended at any time to suggest the negation of the general applica- 
ion of the principles of this section. 


$ 1-104. Construction Against Implicit Repeal. 


This Act being a general act intended as a unified coverage of its subject 
atter, no part of it shall be deemed to be impliedly repealed by 
subsequent legislation if such construction can reasonably be avoided. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

To express the policy that no Act which bears evidence of carefully considered permanent 
egulative intention should lightly be regarded as impliedly repealed by subsequent 
egislation. This Act, carefully integrated and intended as a uniform codification of perma- 

nent character covering an entire “field” of law, is to be regarded as particularly resistant 
o implied repeal. See Pacific Wool Growers v. Draper & Co., 158 Or. 1, 73 P.2d 1391 
(1937). 


§ 1-105. Territorial Application of the Act; Parties’ Power to 
Choose Applicable Law. 


(1) Except as provided hereafter in this section, when a transaction 
bears a reasonable relation to this state and also to another state or nation 
he parties may agree that the law either of this state or of such other 
state or nation shall govern their rights and duties. Failing such agree- 

ent this Act applies to transactions bearing an appropriate relation to 
his state. 


(2) Where one of the following provisions of this Act specifies the ap- 
plicable law, that provision governs and a contrary agreement is effective 
only to the extent permitted by the law (including the conflict of laws 
rules) so specified: 

Rights of creditors against sold goods. Section 2-402. 
Applicability of the Article on Leases. Sections 2A-105 and 2A-106. 
Applicability of the Article on Bank Deposits and Collections. Section 

4-102. 

Governing law in the Article on Funds Transfers. Section 4A-507. 
Letters of Credit. Section 5-116. 


[Publisher's Editorial Note: If a state adopts the repealer of Article 6—Bulk Transfers 
(Alternative A), there should not be any item relating to bulk transfers. If, however, a 
state adopts revised Article 6—Bulk Sales (Alternative B), then the item relating to bulk 
sales should read as follows:] 


Bulk sales subject to the Article on Bulk Sales. Section 6-103. Uf a 
State adopts the repealer of Article 6, then this item should be deleted.] 


Applicability of the Article on Investment Securities. Section 8-110. 
Law governing perfection, the effect of perfection or nonperfection, and 
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he priority of security interests and agricultural liens. Sections 9-301 
hrough 9-307. 


As amended in 19772, 1987, 1988, 1989, 1994, 1995, and 1999. 


See Appendix III for material relating to changes made in text in 1987. 


For material relating to the changes made in text in 1988 and 1989, see sec- 
tion 2 of Alternative A (Repealer of Article 6—Bulk Transfers), Conforming 
Amendment to Section 1-105 following end of Alternative B (Revised Article 
6—Bulk Sales), and Technical Amendment to Article Ifollowing end of new 
Article 4A—Funds Transfers. 


See Appendices XII and XIV for material relating to changes made in text in 
1994 and 1995 respectively. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) states affirmatively the right of the parties to a multi-state transaction 
or a transaction involving foreign trade to choose their own law. That right is subject to the 
rm rules stated in the five sections listed in subsection (2), and is limited to jurisdictions 
o which the transaction bears a “reasonable relation.” In general, the test of “reasonable 
elation" is similar to that laid down by the Supreme Court in Seeman v. Philadelphia 

arehouse Co., 274 U.S. 408, 47 S.Ct. 626, 71 L.Ed. 1123 (1927). Ordinarily the law chosen. 
must be that of a jurisdiction where a significant enough portion of the making or perfor- 
mance of the contract is to occur or occurs. But an agreement as to choice of law may 
sometimes take effect as a shorthand expression of the intent of the parties as to matters 
governed by their agreement, even though the transaction has no significant contact with 
he jurisdiction chosen. 

2. Where there is no agreement as to the governing law, the Act is applicable to any 
ransaction having an “appropriate” relation to any state which enacts it. Of course, the Act 
applies to any transaction which takes place in its entirety in a state which has enacted the 

ct. But the mere fact that suit is brought in a state does not make it appropriate to apply 
he substantive law of that state. Cases where a relation to the enacting state is not “ap- 
propriate" include, for example, those where the parties have clearly contracted on the 
basis of some other law, as where the law of the place of contracting and the law of the 
place of contemplated performance are the same and are contrary to the law under the 
Code. 

3. Where a transaction has significant contacts with a state which has enacted the Act 
and also with other jurisdictions, the question what relation is “appropriate” is left to 
judicial decision. In deciding that question, the court is not strictly bound by precedents 


or refusal to apply the Code in an analogous situation. Application of the Code in such cir- 
cumstances may be justified by its comprehensiveness, by the policy of uniformity, and by 
he fact that it is in large part a reformulation and restatement of the law merchant and o 
he understanding of a business community which transcends state and even national 
boundaries. Compare Global Commerce Corp. v. Clark-Babbitt Industries, Inc., 239 F.2d 
716, 719 (2d Cir. 1956). In particular, where a transaction is governed in large part by the 
Code, application of another law to some detail of performance because of an accident of ge- 
ography may violate the commercial understanding of the parties. 

4. 'The Act does not attempt to prescribe choice-of-law rules for states which do not enact 
it, but this section does not prevent application of the Act in a court of such a state. 
Common-law choice of law often rests on policies of giving effect to agreements and o 
uniformity of result regardless of where suit is brought. To the extent that such policies 
prevail, the relevant considerations are similar in such a court to those outlined above. 

5. Subsection (2) spells out essential limitations on the parties’ right to choose the ap- 
plicable law. Especially in Article 9 parties taking a security interest or asked to extend 
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credit which may be subject to a security interest must have sure ways to find out whether 
and where to file and where to look for possible existing filings. 

6. Sections 9-301 through 9-307 should be consulted as to the rules for perfection of secu- 

ity interests and agricultural liens, the effect of perfection and nonperfection, and priority. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


$ 1-106. Remedies to Be Liberally Administered. 


(1) The remedies provided by this Act shall be liberally administered to 
he end that the aggrieved party may be put in as good a position as if the 
other party had fully performed but neither consequential or special nor 
penal damages may be had except as specifically provided in this Act or by 
other rule of law. 


(2) Any right or obligation declared by this Act is enforceable by action 
nless the provision declaring it specifies a different and limited effect. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—none; Subsection (2)—Section 72, 
niform Sales Act. 
Changes: Reworded. 
Purposes of Changes and New Matter: Subsection (1) is intended to effect three things: 

1. First, to negate the unduly narrow or technical interpretation of some remedial provi- 
sions of prior legislation by providing that the remedies in this Act are to be liberally 
administered to the end stated in the section. Second, to make it clear that compensatory 
damages are limited to compensation. They do not include consequential or special dam- 
ages, or penal damages; and the Act elsewhere makes it clear that damages must be 
minimized. Cf. Sections 1-203, 2-706(1), and 2-712(2). The third purpose of subsection (1) is 

o reject any doctrine that damages must be calculable with mathematical accuracy. 
Compensatory damages are often at best approximate: they have to be proved with what- 
ever definiteness and accuracy the facts permit, but no more. Cf. Section 2-204(3). 

2. Under subsection (2) any right or obligation described in this Act is enforceable by 
court action, even though no remedy may be expressly provided, unless a particular provi- 
sion specifies a different and limited effect. Whether specific performance or other equitable 

elief is available is determined not by this section but by specific provisions and by supple- 
mentary principles. Cf. Sections 1-103, 2-716. 
3. “Consequential” or “special” damages and “penal” damages are not defined in terms in 
he Code, but are used in the sense given them by the leading cases on the subject. 
Cross References: 

Sections 1-103, 1-203, 2-204(3), 2-701, 2-706(1), 2-712(2) and 2-716. 
Definitional Cross References: 

"Action". Section 1-201. 

“Agerieved party". Section 1-201. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 


$ 1-107. Waiver or Renunciation of Claim or Right After Breach. 
Any claim or right arising out of an alleged breach can be discharged in 
hole or in part without consideration by a written waiver or renunciation 
signed and delivered by the aggrieved party. 


Official Comment 


Prior Uniform Statutory Provision: Compare Section 1, Uniform Written Obligations 
ct; Sections 119(3), 120(2) and 122, Uniform Negotiable Instruments Law. 
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Purposes: 

This section makes consideration unnecessary to the effective renunciation or waiver o 
ights or claims arising out of an alleged breach of a commercial contract where such re- 
nunciation is in writing and signed and delivered by the aggrieved party. Its provisions, 
however, must be read in conjunction with the section imposing an obligation of good faith. 
(Section 1-203). There may, of course, also be an oral renunciation or waiver sustained by 
consideration but subject to Statute of Frauds provisions and to the section of Article 2 on 
Sales dealing with the modification of signed writings (Section 2-209). As is made express 
in the latter section this Act fully recognizes the effectiveness of waiver and estoppel. 
Cross References: 

Sections 1-203, 2-201 and 2-209. And see Section 2-719. 
Definitional Cross References: 

“Agerieved party". Section 1-201. 

"Rights". Section 1-201. 

“Signed”. Section 1-201. 

"Written". Section 1-201. 


$ 1-108. Severability. 


If any provision or clause of this Act or application thereof to any person 
or circumstances is held invalid, such invalidity shall not affect other pro- 
isions or applications of the Act which can be given effect without the in- 
alid provision or application, and to this end the provisions of this Act are 
declared to be severable. 


Official Comment 
This is the model severability section recommended by the National Conference of Com- 
missioners on Uniform State Laws for inclusion in all acts of extensive scope. 
Definitional Cross Reference: 
“Person”. Section 1-201. 


$ 1-109. Section Captions. 
Section captions are parts of this Act. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
To make explicit in all jurisdictions that section captions are a part of the text of this Act 
and not mere surplusage. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


PART 2 
GENERAL DEFINITIONS AND PRINCIPLES OF INTERPRETATION 


$ 1-201. General Definitions. 

Subject to additional definitions contained in the subsequent Articles o 
his Act which are applicable to specific Articles or Parts thereof, and un- 
less the context otherwise requires, in this Act: 

(1) *Action" in the sense of a judicial proceeding includes recoupment, 
counterclaim, set-off, suit in equity and any other proceedings in which 
rights are determined. 

(2) *Aggrieved party" means a party entitled to resort to a remedy. 
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(3) “Agreement” means the bargain of the parties in fact as found in 
their language or by implication from other circumstances including 
course of dealing or usage of trade or course of performance as provided 
in this Act (Sections 1-205, 2-208, and 2A-207). Whether an agreement 
has legal consequences is determined by the provisions of this Act, if ap- 
plicable; otherwise by the law of contracts (Section 1-103). (Compare 
“Contract”.) 

(4) “Bank” means any person engaged in the business of banking. 

(5) “Bearer” means the person in possession of an instrument, docu- 
ment of title, or certificated security payable to bearer or indorsed in 
blank. 

(6) “Bill of lading” means a document evidencing the receipt of goods 
for shipment issued by a person engaged in the business of transporting 
or forwarding goods, and includes an airbill. “Airbill” means a document 
serving for air transportation as a bill of lading does for marine or rail 
transportation, and includes an air consignment note or air waybill. 

(7) “Branch” includes a separately incorporated foreign branch of a 
bank. 

(8) “Burden of establishing” a fact means the burden of persuading the 
triers of fact that the existence of the fact is more probable than its non- 
existence. 

(9) “Buyer in ordinary course of business” means a person that buys 
goods in good faith,without knowledge that the sale violates the rights o 
another person in the goods, and in the ordinary course from a person, 
other than a pawnbroker, in the business of selling goods of that kind. A 
person buys goods in the ordinary course if the sale to the person 
comports with the usual or customary practices in the kind of business 
in which the seller is engaged or with the seller’s own usual or custom- 
ary practices. A person that sells oil, gas, or other minerals at the 
wellhead or minehead is a person in the business of selling goods of that 
kind. A buyer in ordinary course of business may buy for cash, by 
exchange of other property, or on secured or unsecured credit, and may 
acquire goods or documents of title under a pre-existing contract for 
sale. Only a buyer that takes possession of the goods or has a right to re- 
cover the goods from the seller under Article 2 may be a buyer in 
ordinary course of business. A person that acquires goods in a transfer 
in bulk or as security for or in total or partial satisfaction of a money 
debt is not a buyer in ordinary course of business. 

(10) “Conspicuous”: A term or clause is conspicuous when it is so writ- 
ten that a reasonable person against whom it is to operate ought to have 
noticed it. A printed heading in capitals (as: NoN-NEGOTIABLE BILL OF 
LaDING) is conspicuous. Language in the body of a form is “conspicuous” 
if it is in larger or other contrasting type or color. But in a telegram any 
stated term is “conspicuous”. Whether a term or clause is “conspicuous” 
or not is for decision by the court. 

(11) “Contract” means the total legal obligation which results from the 
parties’ agreement as affected by this Act and any other applicable rules 
of law. (Compare “Agreement”.) 

(12) *Creditor" includes a general creditor, a secured creditor, a lien 
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creditor and any representative of creditors, including an assignee for 
the benefit of creditors, a trustee in bankruptcy, a receiver in equity and 
an executor or administrator of an insolvent debtor's or assignor's estate. 

(13) *Defendant" includes a person in the position of defendant in a 
cross-action or counterclaim. 

(14) *Delivery" with respect to instruments, documents of title, chattel 
paper, or certificated securities means voluntary transfer of possession. 

(15) *Document of title" includes bill of lading, dock warrant, dock 
receipt, warehouse receipt or order for the delivery of goods, and also 
any other document which in the regular course of business or financing 
is treated as adequately evidencing that the person in possession of it is 
entitled to receive, hold and dispose of the document and the goods it 
covers. To be a document of title a document must purport to be issued 
by or addressed to a bailee and purport to cover goods in the bailee's 
possession which are either identified or are fungible portions of an 
identified mass. 

(16) “Fault” means wrongful act, omission or breach. 

(17) *Fungible" with respect to goods or securities means goods or se- 
curities of which any unit is, by nature or usage of trade, the equivalent 
of any other like unit. Goods which are not fungible shall be deemed 
fungible for the purposes of this Act to the extent that under a particu- 
lar agreement or document unlike units are treated as equivalents. 

(18) *Genuine" means free of forgery or counterfeiting. 

(19) *Good faith" means honesty in fact in the conduct or transaction 
concerned. 

(20) *Holder," with respect to a negotiable instrument, means the 
person in possession if the instrument is payable to bearer or, in the 
case of an instrument payable to an identified person, if the identified 
person is in possession. *Holder" with respect to a document of title 
means the person in possession if the goods are deliverable to bearer or 
to the order of the person in possession. 

(21) To *honor" is to pay or to accept and pay, or where a credit so en- 
gages to purchase or discount a draft complying with the terms of the 
credit. 

(22) *Insolvency proceedings" includes any assignment for the benefit 
of creditors or other proceedings intended to liquidate or rehabilitate the 
estate of the person involved. 

(23) A person is “insolvent” who either has ceased to pay his debts in 
the ordinary course of business or cannot pay his debts as they become 
due or is insolvent within the meaning of the federal bankruptcy law. 

(24) *Money" means a medium of exchange authorized or adopted by a 
domestic or foreign government and includes a monetary unit of account 
established by an intergovernmental organization or by agreement be- 
tween two or more nations. 

(25) A person has “notice” of a fact when 

(a) he has actual knowledge of it; or 

(b) he has received a notice or notification of it; or 

(c) from all the facts and circumstances known to him at the time in 
question he has reason to know that it exists. 
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A person “knows” or has “knowledge” of a fact when he has actual knowl- 
edge of it. “Discover” or “learn” or a word or phrase of similar import 
refers to knowledge rather than to reason to know. The time and circum- 
stances under which a notice or notification may cease to be effective are 
not determined by this Act. 

(26) A person “notifies” or “gives” a notice or notification to another by 
taking such steps as may be reasonably required to inform the other in 
ordinary course whether or not such other actually comes to know of it. 
A person “receives” a notice or notification when 

(a) it comes to his attention; or 

(b) it is duly delivered at the place of business through which the 
contract was made or at any other place held out by him as the place 
for receipt of such communications. 

(27) Notice, knowledge or a notice or notification received by an orga- 
nization is effective for a particular transaction from the time when it is 
brought to the attention of the individual conducting that transaction, 
and in any event from the time when it would have been brought to his 
attention if the organization had exercised due diligence. An organiza- 
tion exercises due diligence if it maintains reasonable routines for com- 
municating significant information to the person conducting the transac- 
tion and there is reasonable compliance with the routines. Due diligence 
does not require an individual acting for the organization to com- 
municate information unless such communication is part of his regular 
duties or unless he has reason to know of the transaction and that the 
transaction would be materially affected by the information. 

(28) *Organization" includes a corporation, government or governmen- 
tal subdivision or agency, business trust, estate, trust, partnership or as- 
sociation, two or more persons having a joint or common interest, or any 
other legal or commercial entity. 

(29) “Party”, as distinct from “third party", means a person who has 
engaged in a transaction or made an agreement within this Act. 

(80) *Person" includes an individual or an organization (See Section 
1-102). 

(31) “Presumption” or “presumed” means that the trier of fact must 
find the existence of the fact presumed unless and until evidence is 
introduced which would support a finding of its non-existence. 

(32) “Purchase” includes taking by sale, discount, negotiation, 
mortgage, pledge, lien, security interest, issue or re-issue, gift or any 
other voluntary transaction creating an interest in property. 

(33) “Purchaser” means a person who takes by purchase. 

(34) “Remedy” means any remedial right to which an aggrieved party 
is entitled with or without resort to a tribunal. 

(35) “Representative” includes an agent, an officer of a corporation or 
association, and a trustee, executor or administrator of an estate, or any 
other person empowered to act for another. 

(36) “Rights” includes remedies. 

(37) “Security interest” means an interest in personal property or 
fixtures which secures payment or performance of an obligation. The 
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term also includes any interest of a consignor and a buyer of accounts, 
chattel paper, a payment intangible, or a promissory note in a transac- 
tion that is subject to Article 9. The special property interest of a buyer 
of goods on identification of those goods to a contract for sale under 
Section 2-401 is not a “security interest", but a buyer may also acquire a 
"security interest" by complying with Article 9. Except as otherwise 
provided in Section 2-505, the right of a seller or lessor of goods under 
Article 2 or 2A to retain or acquire possession of the goods is not a “secu- 
rity interest", but a seller or lessor may also acquire a “security interest" 
by complying with Article 9. The retention or reservation of title by a 
seller of goods notwithstanding shipment or delivery to the buyer (Section 
2-401) is limited in effect to a reservation of a "security interest". 

Whether a transaction creates a lease or security interest is determined 
by the facts of each case; however, a transaction creates a security inter- 
est if the consideration the lessee is to pay the lessor for the right to pos- 
session and use of the goods is an obligation for the term of the lease not 
subject to termination by the lessee, and 

(a) the original term of the lease is equal to or greater than the 
remaining economic life of the goods, 

(b) the lessee is bound to renew the lease for the remaining eco- 
nomic life of the goods or is bound to become the owner of the goods, 

(c) the lessee has an option to renew the lease for the remaining eco- 
nomic life of the goods for no additional consideration or nominal ad- 
ditional consideration upon compliance with the lease agreement, or 

(d) the lessee has an option to become the owner of the goods for no 
additional consideration or nominal additional consideration upon 
compliance with the lease agreement. 

A transaction does not create a security interest merely because it 
provides that 

(a) the present value of the consideration the lessee is obligated to 
pay the lessor for the right to possession and use of the goods is 
substantially equal to or is greater than the fair market value of the 
goods at the time the lease is entered into, 

(b) the lessee assumes risk of loss of the goods, or agrees to pay 
taxes, insurance, filing, recording, or registration fees, or service or 
maintenance costs with respect to the goods, 

(c) the lessee has an option to renew the lease or to become the 
owner of the goods, 

(d) the lessee has an option to renew the lease for a fixed rent that 
is equal to or greater than the reasonably predictable fair market rent 
for the use of the goods for the term of the renewal at the time the op- 
tion is to be performed, or 

(e) the lessee has an option to become the owner of the goods for a 
fixed price that is equal to or greater than the reasonably predictable 
fair market value of the goods at the time the option is to be performed. 
For purposes of this subsection (37): 

(x) Additional consideration is not nominal if (i) when the option to 
renew the lease is granted to the lessee the rent is stated to be the fair 
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market rent for the use of the goods for the term of the renewal 

determined at the time the option is to be performed, or (ii) when the 

option to become the owner of the goods is granted to the lessee the 
price is stated to be the fair market value of the goods determined at 
the time the option is to be performed. Additional consideration is 

nominal if it is less than the lessee's reasonably predictable cost o 

performing under the lease agreement if the option is not exercised; 

(y) “Reasonably predictable" and “remaining economic life of the 
goods" are to be determined with reference to the facts and circum- 
stances at the time the transaction is entered into; and 

(z) “Present value" means the amount as of a date certain of one or 
more sums payable in the future, discounted to the date certain. The 

discount is determined by the interest rate specified by the parties i 

the rate is not manifestly unreasonable at the time the transaction is 

entered into; otherwise, the discount is determined by a commercially 

reasonable rate that takes into account the facts and circumstances o 

each case at the time the transaction was entered into. 

(38) “Send” in connection with any writing or notice means to deposit 
in the mail or deliver for transmission by any other usual means of com- 
munication with postage or cost of transmission provided for and 
properly addressed and in the case of an instrument to an address speci- 
fied thereon or otherwise agreed, or if there be none to any address rea- 
sonable under the circumstances. The receipt of any writing or notice 
within the time at which it would have arrived if properly sent has the 
effect of a proper sending. 

(39) “Signed” includes any symbol executed or adopted by a party with 
present intention to authenticate a writing. 

(40) *Surety" includes guarantor. 

(41) “Telegram” includes a message transmitted by radio, teletype, 
cable, any mechanical method of transmission, or the like. 

(42) “Term” means that portion of an agreement which relates to a 
particular matter. 

(43) “Unauthorized” signature means one made without actual, 
implied, or apparent authority and includes a forgery. 

(44) “Value”. Except as otherwise provided with respect to negotiable 
instruments and bank collections (Sections 3-303, 4-210 and 4-211) a 
person gives “value” for rights if he acquires them 

(a) in return for a binding commitment to extend credit or for the 
extension of immediately available credit whether or not drawn upon 
and whether or not a charge-back is provided for in the event of dif- 
ficulties in collection; or 

(b) as security for or in total or partial satisfaction of a pre-existing 
claim; or 

(c) by accepting delivery pursuant to a pre-existing contract for 
purchase; or 

(d) generally, in return for any consideration sufficient to support al 
simple contract. 

(45) “Warehouse receipt" means a receipt issued by a person engaged 
in the business of storing goods for hire. 
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(46) *Written" or ^writing" includes printing, typewriting or any other 
intentional reduction to tangible form. 
As amended in 1962, 1972, 1977, 1987, 1990, 1994 and 1999. 
See Appendices III, VIII and XI for material relating to changes made in 
text in 1987, 1990 and 1994. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 


Official Comment 
Prior Uniform Statutory Provision, Changes and New Matter: 

1. “Action”. See similar definitions in Section 191, Uniform Negotiable Instruments Law; 
Section 76, Uniform Sales Act; Section 58, Uniform Warehouse Receipts Act; Section 53, 

niform Bills of Lading Act. The definition has been rephrased and enlarged. 

2. *Aggrieved party". New. 

3. “Agreement”. New. As used in this Act the word is intended to include full recognition 
of usage of trade, course of dealing, course of performance and the surrounding circum- 
stances as effective parts thereof, and of any agreement permitted under the provisions o 

his Act to displace a stated rule of law. 

4. “Bank”. See Section 191, Uniform Negotiable Instruments Law. 

5. “Bearer”. From Section 191, Uniform Negotiable Instruments Law. The prior definition 
has been broadened. 

6. *Bill of Lading". See similar definitions in Section 1, Uniform Bills of Lading Act. The 
definition has been enlarged to include freight forwarders' bills and bills issued by contract 
carriers as well as those issued by common carriers. The definition of airbill is new. 

7. “Branch”. New. 

8. “Burden of establishing a fact”. New. 

9. “Buyer in ordinary course of business”. From Section 1, Uniform Trust Receipts Act. 

he definition has been expanded to make clear the type of person protected. Its major sig- 
nificance lies in Section 2-403 and in the Article on Secured Transactions (Article 9). 

The first sentence of paragraph (9) makes clear that a buyer from a pawnbroker cannot 
be a buyer in ordinary course of business. The second sentence tracks Section 6-102(1)(m). 
It explains what it means to buy “in the ordinary course.” The penultimate sentence 
prevents a buyer that does not have the right to possession as against the seller from being 
a buyer in ordinary course of business. Concerning when a buyer obtains possessory rights, 
see Sections 2-502 and 2-716. However, the penultimate sentence is not intended to affect a 
buyer's status as a buyer in ordinary course of business in cases (such as a “drop ship- 
ment”) involving delivery by the seller to a person buying from the buyer or a donee from 

he buyer. The requirement relates to whether as against the seller the buyer or one taking 
hrough the buyer has possessory rights. 

10. *Conspicuous". New. This is intended to indicate some of the methods of making a 

erm attention-calling. But the test is whether attention can reasonably be expected to be 
called to it. 

11. “Contract”. New. But see Sections 3 and 71, Uniform Sales Act. 

12. *Creditor". New. 

13. “Defendant”. From Section 76, Uniform Sales Act. Rephrased. 

14. *Delivery". Section 76, Uniform Sales Act, Section 191, Uniform Negotiable Instru- 
ments Law, Section 58, Uniform Warehouse Receipts Act and Section 53, Uniform Bills o 
Lading Act. 

15. “Document of title". From Section 76, Uniform Sales Act, but rephrased to eliminate 
certain ambiguities. Thus, by making it explicit that the obligation or designation of a third 
party as *bailee" is essential to a document of title, this definition clearly rejects any such 

esult as obtained in Hixson v. Ward, 254 Ill.App. 505 (1929), which treated a conditional 
sales contract as a document of title. Also the definition is left open so that new types o 
documents may be included. It is unforeseeable what documents may one day serve the es- 
sential purpose now filled by warehouse receipts and bills of lading. Truck transport has al- 
eady opened up problems which do not fit the patterns of practice resting upon the as- 
sumption that a draft can move through banking channels faster than the goods themselves 
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can reach their destination. There lie ahead air transport and such probabilities as teletype 

ransmission of what may some day be regarded commercially as “Documents of Title". The 
definition is stated in terms of the function of the documents with the intention that any 
document which gains commercial recognition as accomplishing the desired result shall be 
included within its scope. Fungible goods are adequately identified within the language o 
he definition by identification of the mass of which they are a part. 

Dock warrants were within the Sales Act definition of document of title apparently for 
he purpose of recognizing a valid tender by means of such paper. In current commercial 
practice a dock warrant or receipt is a kind of interim certificate issued by steamship 
companies upon delivery of the goods at the dock, entitling a designated person to have is- 
sued to him at the company's office a bill of lading. The receipt itself is invariably nonnego- 
iable in form although it may indicate that a negotiable bill is to be forthcoming. Such a 
document is not within the general compass of the definition, although trade usage may in 
some cases entitle such paper to be treated as a document of title. If the dock receipt actu- 
ally represents a storage obligation undertaken by the shipping company, then it is a 

arehouse receipt within this Section regardless of the name given to the instrument. 

The goods must be “described”, but the description may be by marks or labels and may 
be qualified in such a way as to disclaim personal knowledge of the issuer regarding 
contents or condition. However, baggage and parcel checks and similar “tokens” of storage 

hich identify stored goods only as those received in exchange for the token are not covered 
by this Article. 

The definition is broad enough to include an airway bill. 

16. *Fault". From Section 76, Uniform Sales Act. 

17. *Fungible". See Sections 5, 6 and 76, Uniform Sales Act; Section 58, Uniform 

arehouse Receipts Act. Fungibility of goods “by agreement" has been added for clarity 
and accuracy. As-te-seeurities;-see-Seetion-8-107-and-Cemment. Amendment approved by 
the Permanent Editorial Board for Uniform Commercial Code November 4, 1995. 

18. *Genuine". New. 

19. *Good faith". See Section 76(2), Uniform Sales Act; Section 58(2), Uniform Warehouse 
Receipts Act; Section 53(2), Uniform Bills of Lading Act; Section 22(2), Uniform Stock 

ransfer Act. *Good faith", whenever it is used in the Code, means at least what is here 
stated. In certain Articles, by specific provision, additional requirements are made 
applicable. See, e.g., Secs. 2-103(1)(b), 7-404. To illustrate, in the Article on Sales, Section 
2-103, good faith is expressly defined as including in the case of a merchant observance o 
easonable commercial standards of fair dealing in the trade, so that throughout that 

rticle wherever a merchant appears in the case an inquiry into his observance of such 
standards is necessary to determine his good faith. 

20. *Holder". See similar definitions in Section 191, Uniform Negotiable Instruments 
Law; Section 58, Uniform Warehouse Receipts Act; Section 53, Uniform Bills of Lading Act. 

21. *Honor". New. 

22. “Insolvency proceedings". New. 

23. “Insolvent”. Section 76(3), Uniform Sales Act. The three tests of insolvency—“ceased| 
o pay his debts in the ordinary course of business,” “cannot pay his debts as they become 
due," and “insolvent within the meaning of the federal bankruptcy law"—are expressly set 
up as alternative tests and must be approached from a commercial standpoint. 

24. *Money". Section 6(5), Uniform Negotiable Instruments Law. The test adopted is that 
of sanction of government, whether by authorization before issue or adoption afterward, 

hich recognizes the circulating medium as a part of the official currency of that 
government. The narrow view that money is limited to legal tender is rejected. 

25. “Notice”. New. Compare N.LL. Sec. 56. Under the definition a person has notice when 
he has received a notification of the fact in question. But by the last sentence the act leaves 
open the time and circumstances under which notice or notification may cease to be 
effective. Therefore such cases as Graham v. White-Phillips Co., 296 U.S. 27, 56 S.Ct. 21, 
80 L.Ed. 20 (1935), are not overruled. 

26. *Notifies". New. This is the word used when the essential fact is the proper dispatch. 
of the notice, not its receipt. Compare “Send”. When the essential fact is the other party's 

eceipt of the notice, that is stated. The second sentence states when a notification is 
eceived. 

27. New. This makes clear that reason to know, knowledge, or a notification, although 
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"received" for instance by a clerk in Department A of an organization, is effective for a 
ransaction conducted in Department B only from the time when it was or should have 
been communicated to the individual conducting that transaction. 

28. “Organization”. This is the definition of every type of entity or association, excluding 
an individual, acting as such. Definitions of “person” were included in Section 191, Uniform 
Negotiable Instruments Law; Section 76, Uniform Sales Act; Section 58, Uniform 

arehouse Receipts Act; Section 53, Uniform Bills of Lading Act; Section 22, Uniform 
Stock Transfer Act; Section 1, Uniform Trust Receipts Act. The definition of “organization” 
given here includes a number of entities or associations not specifically mentioned in prior 
definition of “person”, namely, government, governmental subdivision or agency, business 

rust, trust and estate. 

29. *Party". New. Mention of a party includes, of course, a person acting through an 
agent. However, where an agent comes into opposition or contrast to his principal, particu- 

ar account is taken of that situation. 

30. *Person". See Comment to definition of ^Organization". The reference to Section 1-102 
is to subsection (5) of that section. 

31. “Presumption”. New. 

32. “Purchase”. Section 58, Uniform Warehouse Receipts Act; Section 76, Uniform Sales 

ct; Section 53, Uniform Bills of Lading Act; Section 22, Uniform Stock Transfer Act; Sec- 
ion 1, Uniform Trust Receipts Act. Rephrased. With the addition of taking “by . . . secu- 
ity interest,” the revised definition makes explicit what formerly was implicit. 

33. “Purchaser”. Section 58, Uniform Warehouse Receipts Act; Section 76, Uniform Sales 
ct; Section 53, Uniform Bills of Lading Act; Section 22, Uniform Stock Transfer Act; Sec- 
ion 1, Uniform Trust Receipts Act. Rephrased. 

34. “Remedy”. New. The purpose is to make it clear that both remedy and rights (as 
defined) include those remedial rights of “self help” which are among the most important 
bodies of rights under this Act, remedial rights being those to which an aggrieved party can 

esort on his own motion. 

35. “Representative”. New. 

36. “Rights”. New. See Comment to “Remedy”. 

37. “Security Interest”. See Section 1, Uniform Trust Receipts Act. The definition of “se- 
curity interest” was revised in connection with the promulgation of Article 2A and also to 

ake account of the expanded scope of Article 9 as revised in the 1998 Official Text. It 
includes the interest of a consignor and the interest of a buyer of accounts, chattel paper, 
payment intangibles, or promissory notes. See Section 9-109. It also makes clear that, with 
certain exceptions, in rem rights of sellers and lessors under Articles 2 and 2A are not “se- 
curity interests.” Among the rights that are not security interests are the right to withhold 
delivery under Section 2-702(1), 2-703(a), or 2A-525, the right to stop delivery under 
Section 2-705 or 2A-526, and the right to reclaim under Section 2-507(2) or 2-702(2). 

One of the reasons it was decided to codify the law with respect to leases was to resolve 
an issue that has created considerable confusion in the courts: what is a lease? The confu- 
sion exists, in part, due to the last two sentences of the definition of security interest in the 
1978 Official Text of the Act. Section 1-201(37). The confusion is compounded by the rather 
considerable change in the federal, state and local tax laws and accounting rules as they 

elate to leases of goods. The answer is important because the definition of lease determines 
not only the rights and remedies of the parties to the lease but also those of third parties. I 
a transaction creates a lease and not a security interest, the lessee’s interest in the goods is 
imited to its leasehold estate; the residual interest in the goods belongs to the lessor. This 
has significant implications to the lessee’s creditors. “On common law theory, the lessor, 
since he has not parted with title, is entitled to full protection against the lessee’s creditors 
and trustee in bankruptcy . . ..” 1 G. Gilmore, Security Interests in Personal Property § 3.6, 
at 76 (1965). 

Under pre-Act chattel security law there was generally no requirement that the lessor 
le the lease, a financing statement, or the like, to enforce the lease agreement against the 
essee or any third party; the Article on Secured Transactions (Article 9) did not change the 

common law in that respect. Coogan, Leasing and the Uniform Commercial Code, in Equip- 

ent Leasing—Leveraged Leasing 681, 700 n.25, 729 n.80 (2d ed.1980). The Article on 
Leases (Article 2A) has not changed the law in that respect, except for leases of fixtures. 
Section 24-309. An examination of the common law will not provide an adequate answer to 
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he question of what is a lease. The definition of security interest in Section 1-201(37) o 
he 1978 Official Text of the Act provides that the Article on Secured Transactions (Article 
9) governs security interests disguised as leases, i.e., leases intended as security; however, 
he definition is vague and outmoded. 

Lease is defined in Article 2A as a transfer of the right to possession and use of goods for 
a term, in return for consideration. Section 2A-103(1)(j). The definition continues by stating 
hat the retention or creation of a security interest is not a lease. Thus, the task of sharpen- 
ing the line between true leases and security interests disguised as leases continues to be a 
unction of this section. 

The first paragraph of this definition is a revised version of the first five sentences of the 
1978 Official Text of Section 1-201(37). The changes are modest in that they make a style 
change in the fourth sentence and delete the reference to lease in the fifth sentence. The 
balance of this definition is new, although it preserves elements of the last two sentences o 
he prior definition. The focus of the changes was to draw a sharper line between leases 
and security interests disguised as leases to create greater certainty in commercial 
ransactions. 

Prior to this amendment, Section 1-201(37) provided that whether a lease was intended 
as security (Le., a security interest disguised as a lease) was to be determined from the 
acts of each case; however, (a) the inclusion of an option to purchase did not itself make 
he lease one intended for security, and (b) an agreement that upon compliance with the 
erms of the lease the lessee would become, or had the option to become, the owner of the 
property for no additional consideration, or for a nominal consideration, did make the lease 
one intended for security. 

Reference to the intent of the parties to create a lease or security interest has led to 
unfortunate results. In discovering intent, courts have relied upon factors that were thought 
0 be more consistent with sales or loans than leases. Most of these criteria, however, are 
as applicable to true leases as to security interests. Examples include the typical net lease 
provisions, a purported lessor's lack of storage facilities or its character as a financing party 

ather than a dealer in goods. Accordingly, amended Section 1-201(37) deletes all reference 
o the parties’ intent. 

The second paragraph of the new definition is taken from Section 1(2) of the Uniform 
Conditional Sales Act (act withdrawn 1943), modified to reflect current leasing practice. 

hus, reference to the case law prior to this Act will provide a useful source of precedent. 
Gilmore, Security Law, Formalism and Article 9, 47 Neb.L.Rev. 659, 671 (1968). Whether a 
ransaction creates a lease or a security interest continues to be determined by the facts o 
each case. The second paragraph further provides that a transaction creates a security 
interest if the lessee has an obligation to continue paying consideration for the term of the 
ease, if the obligation is not terminable by the lessee (thus correcting early statutory gloss, 

.g., In re Royer's Bakery, Inc., 1 U.C.C. Rep.Serv. (Callaghan) 342 (Bankr.E.D.Pa.1963)) 
and if one of four additional tests is met. The first of these four tests, subparagraph (a), is 
hat the original lease term is equal to or greater than the remaining economic life of the 
goods. The second of these tests, subparagraph (b), is that the lessee is either bound to 
enew the lease for the remaining economic life of the goods or to become the owner of the 
goods. In re Gehrke Enters., 1 Bankr. 647, 651—52 (Bankr.W.D.Wis.1979). The third o 
hese tests, subparagraph (c), is whether the lessee has an option to renew the lease for the 
emaining economic life or the goods for no additional consideration or for nominal ad- 
ditional consideration, which is defined later in this section. In re Celeryvale Transp., 44 
Bankr. 1007, 1014—15 (Bankr.E.D.Tenn.1984). The fourth of these tests, subparagraph (d), 
is whether the lessee has an option to become the owner of the goods for no additional 
consideration or for nominal additional consideration. All of these tests focus on economics, 
ot the intent of the parties. In re Berge, 32 Bankr. 370, 371—73 (Bankr.W.D.Wis.1983). 

The focus on economics is reinforced by the next paragraph, which is new. It states that 
a transaction does not create a security interest merely because the transaction has certain 
characteristics listed therein. Subparagraph (a) has no statutory derivative; it states that a 
ull payout lease does not per se create a security interest. Rushton v. Shea, 419 F.Supp. 
1349, 1365 (D.Del.1976). Subparagraph (b) provides the same regarding the provisions o 
he typical net lease. Compare All-States Leasing Co. v. Ochs, 42 Or.App. 319, 600 P.2d 899 
(Ct.App.1979) with In re Tillery, 571 F.2d 1361 (5th Cir.1978). Subparagraph (c) restates 
and expands the provisions of former Section 1-201(37) to make clear that the option can be 

0 buy or renew. Subparagraphs (d) and (e) treat fixed price options and provide that fair 
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market value must be determined at the time the transaction is entered into. Compare 
Arnold Mach. Co. v. Balls, 624 P.2d 678 (Utah 1981) with Aoki v. Shepherd Mach. Co., 665 
F.2d 941 (9th Cir.1982). 

The relationship of the second paragraph of this subsection to the third paragraph of this 
subsection deserves to be explored. The fixed price purchase option provides a useful 
example. A fixed price purchase option in a lease does not of itself create a security interest. 

his is particularly true if the fixed price is equal to or greater than the reasonably predict- 
able fair market value of the goods at the time the option is to be performed. A security 
interest is created only if the option price is nominal and the conditions stated in the 
introduction to the second paragraph of this subsection are met. There is a set of purchase 
options whose fixed price is less than fair market value but greater than nominal that must 
be determined on the facts of each case to ascertain whether the transaction in which the 
option is included creates a lease or a security interest. 

It was possible to provide for various other permutations and combinations with respect 

o options to purchase and renew. For example, this section could have stated a rule to gov- 
ern the facts of In re Marhoefer Packing Co., 674 F.2d 1139 (7th Cir.1982). This was not 
done because it would unnecessarily complicate the definition. Further development of this 

ule is left to the courts. 

The fourth paragraph provides definitions and rules of construction. 

38. “Send”. New. Compare “notifies”. 

39. “Signed”. New. The inclusion of authentication in the definition of “signed” is to make 
clear that as the term is used in this Act a complete signature is not necessary. Authentica- 

ion may be printed, stamped or written; it may be by initials or by thumbprint. It may be 
on any part of the document and in appropriate cases may be found in a billhead or 
etterhead. No catalog of possible authentications can be complete and the court must use 
common sense and commercial experience in passing upon these matters. The question 
always is whether the symbol was executed or adopted by the party with present intention 

o authenticate the writing. 

40. “Surety”. New. 

41. “Telegram”. New. 

42. “Term”. New. 

43. Under the former version of § 1-201(43), it was not clear whether a reference to an 
"unauthorized signature" in Articles 3 and 4 applied to indorsements. The words “or 
indorsement" are deleted so that references to “unauthorized signature" in $ 3-406 and 
elsewhere will unambiguously refer to any signature. 

44. *Value". See Sections 25, 26, 27, 191, Uniform Negotiable Instruments Law; Section 
76, Uniform Sales Act; Section 53, Uniform Bills of Lading Act; Section 58, Uniform 

arehouse Receipts Act; Section 22(1), Uniform Stock Transfer Act; Section 1, Uniform 

rust Receipts Act. All the Uniform Acts in the commercial law field (except the Uniform 
Conditional Sales Act) have carried definitions of *value". All those definitions provided 
hat value was any consideration sufficient to support a simple contract, including the tak- 
ing of property in satisfaction of or as security for a pre-existing claim. Subsections (a), (b) 
and (d) in substance continue the definitions of “value” in the earlier acts. Subsection (c) 
makes explicit that *value" is also given in a third situation: where a buyer by taking 
delivery under a pre-existing contract converts a contingent into a fixed obligation. 

This definition is not applicable to Articles 3 and 4, but the express inclusion of im- 
mediately available credit as value follows the separate definitions in those Articles. See 
Sections 4-208, 4-209, 3-303. A bank or other financing agency which in good faith makes 
advances against property held as collateral becomes a bona fide purchaser of that property 
even though provision may be made for charge-back in case of trouble. Checking credit is 
“immediately available” within the meaning of this section if the bank would be subject to 
an action for slander of credit in case checks drawn against the credit were dishonored, and 

hen a charge-back is not discretionary with the bank, but may only be made when dif- 

culties in collection arise in connection with the specific transaction involved. 

45. *Warehouse receipt". See Section 76(1), Uniform Sales Act; Section 1, Uniform 

arehouse Receipts Act. Receipts issued by a field warehouse are included, provided the 

arehouseman and the depositor of the goods are different persons. 

46. “Written” or “writing”. This is a broadening of the definition contained in Section 191 
of the Uniform Negotiable Instruments Law. 
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As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in Official Comment in 1999. 


$ 1-202. Prima Facie Evidence by Third Party Documents. 

A document in due form purporting to be a bill of lading, policy or certif- 
icate of insurance, official weigher's or inspector's certificate, consular 
invoice, or any other document authorized or required by the contract to be 
issued by a third party shall be prima facie evidence of its own authentic- 
ity and genuineness and of the facts stated in the document by the third 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is designed to supply judicial recognition for documents which have 
raditionally been relied upon as trustworthy by commercial men. 

2. This section is concerned only with documents which have been given a preferred 
status by the parties themselves who have required their procurement in the agreement 
and for this reason the applicability of the section is limited to actions arising out of the 
contract which authorized or required the document. The documents listed are intended to 
be illustrative and not all inclusive. 

3. The provisions of this section go no further than establishing the documents in ques- 
ion as prima facie evidence and leave to the court the ultimate determination of the facts 

here the accuracy or authenticity of the documents is questioned. In this connection the 
section calls for a commercially reasonable interpretation. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Contract”. Section 1-201. 

“Genuine”. Section 1-201. 


§ 1-203. Obligation of Good Faith. 


Every contract or duty within this Act imposes an obligation of good 
faith in its performance or enforcement. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This section sets forth a basic principle running throughout this Act. The principle 
involved is that in commercial transactions good faith is required in the performance and 
enforcement of all agreements or duties. Particular applications of this general principle 
appear in specific provisions of the Act such as the option to accelerate at will (Section 
1-208), the right to cure a defective delivery of goods (Section 2-508), the duty of a merchant 
buyer who has rejected goods to effect salvage operations (Section 2-603), substituted per- 
ormance (Section 2-614), and failure of presupposed conditions (Section 2-615). The concept, 
however, is broader than any of these illustrations and applies generally, as stated in this 
section, to the performance or enforcement of every contract or duty within this Act. It is 
urther implemented by Section 1-205 on course of dealing and usage of trade. This section 
does not support an independent cause of action for failure to perform or enforce in good 
aith. Rather, this section means that a failure to perform or enforce, in good faith, a 
specific duty or obligation under the contract, constitutes a breach of that contract or 
makes unavailable, under the particular circumstances, a remedial right or power. This 
distinction makes it clear that the doctrine of good faith merely directs a court towards 
interpreting contracts within the commercial context in which they are created, performed, 
and enforced, and does not create a separate duty of fairness and reasonableness which can 
be independently breached. See PEB Commentary No. 10, dated February 10, 1994 [Ap- 
pendix V, infra]. 
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It is to be noted that under the Sales Article definition of good faith (Section 2-103), 
contracts made by a merchant have incorporated in them the explicit standard not only o 
honesty in fact (Section 1-201), but also of observance by the merchant of reasonable com- 
mercial standards of fair dealing in the trade. 

Cross References: 

Sections 1-201; 1-205; 1-208; 2-103; 2-508; 2-603; 2-614; 2-615. 
Definitional Cross References: 

“Contract”. Section 1-201. 

“Good faith”. Sections 1-201; 2-103. 


§ 1-204. Time; Reasonable Time; “Seasonably”. 


(1) Whenever this Act requires any action to be taken within a reason- 
able time, any time which is not manifestly unreasonable may be fixed by 
agreement. 


(2) What is a reasonable time for taking any action depends on the 
nature, purpose and circumstances of such action. 


(3) An action is taken “seasonably” when it is taken at or within the 
ime agreed or if no time is agreed at or within a reasonable time. 


Official Comment 
Prior Uniform Statutory Provision: Compare Section 193, Uniform Negotiable Instru- 
ments Law. 
Purposes: 

1. Subsection (1) recognizes that nothing is stronger evidence of a reasonable time than 
he fixing of such time by a fair agreement between the parties. However, provision is made 
or disregarding a clause which whether by inadvertence or overreaching fixes a time so un- 
easonable that it amounts to eliminating all remedy under the contract. The parties are 

not required to fix the most reasonable time but may fix any time which is not obviously 
unfair as judged by the time of contracting. 

2. Under the section, the agreement which fixes the time need not be part of the main 
agreement, but may occur separately. Notice also that under the definition of “agreement” 
(Section 1-201) the circumstances of the transaction, including course of dealing or usages 
of trade or course of performance may be material. On the question what is a reasonable 

ime these matters will often be important. 
Definitional Cross Reference: 
“Agreement”. Section 1-201. 


§ 1-205. Course of Dealing and Usage of Trade. 


(1) A course of dealing is a sequence of previous conduct between the 
parties to a particular transaction which is fairly to be regarded as 
establishing a common basis of understanding for interpreting their 
expressions and other conduct. 

(2) A usage of trade is any practice or method of dealing having such 
regularity of observance in a place, vocation or trade as to justify an 
expectation that it will be observed with respect to the transaction in 
question. The existence and scope of such a usage are to be proved as 
facts. If it is established that such a usage is embodied in a written trade 
code or similar writing the interpretation of the writing is for the court. 

(3) A course of dealing between parties and any usage of trade in the 

ocation or trade in which they are engaged or of which they are or should 
be aware give particular meaning to and supplement or qualify terms o 
an agreement. 

(4) The express terms of an agreement and an applicable course of deal- 
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ing or usage of trade shall be construed wherever reasonable as consistent 
ith each other; but when such construction is unreasonable express terms 
control both course of dealing and usage of trade and course of dealing 
controls usage of trade. 
(5) An applicable usage of trade in the place where any part of perfor- 
ance is to occur shall be used in interpreting the agreement as to that 
part of the performance. 


(6) Evidence of a relevant usage of trade offered by one party is not 
admissible unless and until he has given the other party such notice as the 
court finds sufficient to prevent unfair surprise to the latter. 


Official Comment 
Prior Uniform Statutory Provision: No such general provision but see Sections 9(1), 
15(5), 18(2), and 71, Uniform Sales Act. 
Purposes: This section makes it clear that: 

1. This Act rejects both the “lay-dictionary” and the “conveyancer’s” reading of a com- 
mercial agreement. Instead the meaning of the agreement of the parties is to be determined 
by the language used by them and by their action, read and interpreted in the light of com- 
mercial practices and other surrounding circumstances. The measure and background for 
interpretation are set by the commercial context, which may explain and supplement even 
he language of a formal or final writing. 

2. Course of dealing under subsection (1) is restricted, literally, to a sequence of conduct 
between the parties previous to the agreement. However, the provisions of the Act on 
course of performance make it clear that a sequence of conduct after or under the agree- 
ment may have equivalent meaning. (Section 2-208.) 

3. *Course of dealing" may enter the agreement either by explicit provisions of the agree- 
ment or by tacit recognition. 

4. This Act deals with “usage of trade" as a factor in reaching the commercial meaning o 
he agreement which the parties have made. The language used is to be interpreted as 
meaning what it may fairly be expected to mean to parties involved in the particular com- 
mercial transaction in a given locality or in a given vocation or trade. By adopting in this 
context the term “usage of trade" this Act expresses its intent to reject those cases which 
see evidence of “custom” as representing an effort to displace or negate “established rules o 
aw". A distinction is to be drawn between mandatory rules of law such as the Statute o 
Frauds provisions of Article 2 on Sales whose very office is to control and restrict the ac- 
ions of the parties, and which cannot be abrogated by agreement, or by a usage of trade, 
and those rules of law (such as those in Part 3 of Article 2 on Sales) which fill in points 

hich the parties have not considered and in fact agreed upon. The latter rules hold “un- 
ess otherwise agreed" but yield to the contrary agreement of the parties. Part of the agree- 
ment of the parties to which such rules yield is to be sought for in the usages of trade 

hich furnish the background and give particular meaning to the language used, and are 
he framework of common understanding controlling any general rules of law which hold 
only when there is no such understanding. 

5. A usage of trade under subsection (2) must have the “regularity of observance” 
specified. The ancient English tests for “custom” are abandoned in this connection. 

herefore, it is not required that a usage of trade be “ancient or immemorial”, “universal” 
or the like. Under the requirement of subsection (2) full recognition is thus available for 

ew usages and for usages currently observed by the great majority of decent dealers, even. 
hough dissidents ready to cut corners do not agree. There is room also for proper recogni- 
ion of usage agreed upon by merchants in trade codes. 

6. The policy of this Act controlling explicit unconscionable contracts and clauses (Sections 
1-203, 2-302) applies to implicit clauses which rest on usage of trade and carries forward 
he policy underlying the ancient requirement that a custom or usage must be “reasonable”. 
However, the emphasis is shifted. The very fact of commercial acceptance makes out a 
prima facie case that the usage is reasonable, and the burden is no longer on the usage to 
establish itself as being reasonable. But the anciently established policing of usage by the 
courts is continued to the extent necessary to cope with the situation arising if an uncon- 
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scionable or dishonest practice should become standard. 

7. Subsection (3), giving the prescribed effect to usages of which the parties “are or 
should be aware”, reinforces the provision of subsection (2) requiring not universality but 
only the described “regularity of observance” of the practice or method. This subsection also 

einforces the point of subsection (2) that such usages may be either general to trade or 
particular to a special branch of trade. 

8. Although the terms in which this Act defines “agreement” include the elements o 
course of dealing and usage of trade, the fact that express reference is made in some sec- 

ions to those elements is not to be construed as carrying a contrary intent or implication 
elsewhere. Compare Section 1-102(4). 

9. In cases of a well established line of usage varying from the general rules of this Act 

here the precise amount of the variation has not been worked out into a single standard, 

he party relying on the usage is entitled, in any event, to the minimum variation 

demonstrated. The whole is not to be disregarded because no particular line of detail has 

been established. In case a dominant pattern has been fairly evidenced, the party relying 

on the usage is entitled under this section to go to the trier of fact on the question o 
hether such dominant pattern has been incorporated into the agreement. 

10. Subsection (6) is intended to insure that this Act’s liberal recognition of the needs o 
commerce in regard to usage of trade shall not be made into an instrument of abuse. 
Cross References: 

Point 1: Sections 1-203, 2-104 and 2-202. 

Point 2: Section 2-208. 

Point 4: Section 2-201 and Part 3 of Article 2. 

Point 6: Sections 1-203 and 2-302. 

Point 8: Sections 1-102 and 1-201. 

Point 9: Section 2-204(3). 

Definitional Cross References: 

“Agreement”. Section 1-201. 

“Contract”. Section 1-201. 

“Party”. Section 1-201. 

“Term”. Section 1-201. 


§ 1-206. Statute of Frauds for Kinds of Personal Property Not 
Otherwise Covered. 


(1) Except in the cases described in subsection (2) of this section a 
contract for the sale of personal property is not enforceable by way of ac- 
ion or defense beyond five thousand dollars in amount or value of remedy 
nless there is some writing which indicates that a contract for sale has 
been made between the parties at a defined or stated price, reasonably 
identifies the subject matter, and is signed by the party against whom 
enforcement is sought or by his authorized agent. 


(2) Subsection (1) of this section does not apply to contracts for the sale 
of goods (Section 2-201) nor of securities (Section 8-113) nor to security 
agreements (Section 9-203). 


As amended in 1994. 
See Appendix XII for material relating to changes made in text in 1994. 


Official Comment 

Prior Uniform Statutory Provision: Section 4, Uniform Sales Act (which was based on 
Section 17 of the Statute of 29 Charles IT). 
Changes: Completely rewritten by this and other sections. 

Purposes: To fill the gap left by the Statute of Frauds provisions for goods (Section 
2-201);"seeurities-(Seetion-8-319); and security interests (Section 9-203). As to securities, see 

ection 8-113. The Uniform Sales Act covered the sale of “choses in action"; the principal 
gap relates to sale of the “general intangibles” that are not “payment intangibles” (as those 
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erms are defined in Section 9-102) and to transactions excluded from Article 9 by Section 
9-109(d). The informality normal to such transactions is recognized by lifting the limit for 
oral transactions to $5,000. In such transactions there is often no standard of practice by 

hich to judge, and values can rise or drop without warning; troubling abuses are avoided 

hen the dollar limit is exceeded by requiring that the subject-matter be reasonably identi- 
ed in a signed writing which indicates that a contract for sale has been made at a defined 
or stated price. Amendments approved by the Permanent Editorial Board for Uniform Com- 
mercial Code November 4, 1995. 
Definitional Cross References: 

“Action”. Section 1-201. 

"Agreement". Section 1-201. 

“Contract”. Section 1-201. 

"Contract for sale". Section 2-106. 

“Goods”. Section 2-105. 

“Party”. Section 1-201. 

“Sale”. Section 2-106. 

“Signed”. Section 1-201. 

“Writing”. Section 1-201. 


§ 1-207. Performance or Acceptance Under Reservation of Rights. 

(1) A party who, with explicit reservation of rights performs or promises 
performance or assents to performance in a manner demanded or offered 
by the other party does not thereby prejudice the rights reserved. Such 


ords as “without prejudice”, “under protest” or the like are sufficient. 
(2) Subsection (1) does not apply to an accord and satisfaction. 


As amended in 1990. 
See Appendix VIII for material relating to changes made in text in 1990. 


Official Comment 

1. This section provides machinery for the continuation of performance along the lines 
contemplated by the contract despite a pending dispute, by adopting the mercantile device 
of going ahead with delivery, acceptance, or payment “without prejudice,” “under protest,” 
“under reserve,” “with reservation of all our rights,” and the like. All of these phrases 
completely reserve all rights within the meaning of this section. The section therefore 
contemplates that limited as well as general reservations and acceptance by a party may be 
made “subject to satisfaction of our purchaser,” “subject to acceptance by our customers,” or 

he like. 

2. This section does not add any new requirement of language of reservation where not 
already required by law, but merely provides a specific measure on which a party can rely 
as that party makes or concurs in any interim adjustment in the course of performance. It 
does not affect or impair the provisions of this Act such as those under which the buyer’s 

emedies for defect survive acceptance without being expressly claimed if notice of the 
defects is given within a reasonable time. Nor does it disturb the policy of those cases 

hich restrict the effect of a waiver of a defect to reasonable limits under the circum- 
stances, even though no such reservation is expressed. 

The section is not addressed to the creation or loss of remedies in the ordinary course o 
performance but rather to a method of procedure where one party is claiming as of right 
something which the other believes to be unwarranted. 

3. Judicial authority was divided on the issue of whether former Section 1-207 (present 
subsection (1)) applied to an accord and satisfaction. Typically the cases involved attempts 

o reach an accord and satisfaction by use of a check tendered in full satisfaction of a claim. 

Subsection (2) of revised Section 1-207 resolves this conflict by stating that Section 1-207 
does not apply to an accord and satisfaction. Section 3-311 of revised Article 3 governs if an 
accord and satisfaction is attempted by tender of a negotiable instrument as stated in that 
section. If Section 3-311 does not apply, the issue of whether an accord and satisfaction has 
been effected is determined by the law of contract. Whether or not Section 3-311 applies, 
Section 1-207 has no application to an accord and satisfaction. 
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$ 1-208. Option to Accelerate at Will. 


A term providing that one party or his successor in interest may acceler- 
ate payment or performance or require collateral or additional collateral 
‘at will" or “when he deems himself insecure" or in words of similar import 
shall be construed to mean that he shall have power to do so only if he in 
good faith believes that the prospect of payment or performance is 
impaired. The burden of establishing lack of good faith is on the party 
against whom the power has been exercised. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

The increased use of acceleration clauses either in the case of sales on credit or in time 
paper or in security transactions has led to some confusion in the cases as to the effect to be 
given to a clause which seemingly grants the power of an acceleration at the whim and 
caprice of one party. This Section is intended to make clear that despite language which 
can be so construed and which further might be held to make the agreement void as 
against public policy or to make the contract illusory or too indefinite for enforcement, the 
clause means that the option is to be exercised only in the good faith belief that the pros- 
pect of payment or performance is impaired. 

Obviously this section has no application to demand instruments or obligations whose 

ery nature permits call at any time with or without reason. This section applies only to an 
agreement or to paper which in the first instance is payable at a future date. 
Definitional Cross References: 

“Burden of establishing". Section 1-201. 

“Good faith". Section 1-201. 

“Party”. Section 1-201. 

"Term". Section 1-201. 


$ 1-209. Subordinated Obligations. 


An obligation may be issued as subordinated to payment of another 
obligation of the person obligated, or a creditor may subordinate his right 
o payment of an obligation by agreement with either the person obligated 
or another creditor of the person obligated. Such a subordination does not 
create a security interest as against either the common debtor or a 
subordinated creditor. This section shall be construed as declaring the law 
as it existed prior to the enactment of this section and not as modifying it. 
Added 1966. 


Note: This new section is proposed as an optional provision to make it clear that a 
ubordination agreement does not create a security interest unless so intended. 


Official Comment 

Source: New York. 
Prior Uniform Statutory Provision: None. 

eason for Change: The drafting history of Article 9 makes it clear that there was no 
intention to cover agreements by which the rights of one unsecured creditor are 
subordinated to the rights of another unsecured creditor of a common debtor. Nevertheless, 
since in insolvency proceedings dividends otherwise payable to a subordinated creditor are 
urned over to the superior creditor, fears have been expressed that a subordination agree- 
ment might be treated as a “security agreement" creating a “security interest" in property 
of the subordinated creditor, and that inappropriate provisions of Article 9 might be applied. 

his optional section is intended to allay such fears by making an explicit declaration that 
a subordination agreement does not of itself create a security interest. Nothing in this sec- 
ion prevents the creation of a security interest in such a case when the parties to the 
agreement so intend. 
Purposes: 
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1. Billions of dollars of subordinated debt are held by the public and by institutional 
investors. Commonly, the subordinated debt is subordinated on issue or acquisition and is 
evidenced by an investment security or by a negotiable or non-negotiable note. Debt is also 
sometimes subordinated after it arises, either by agreement between the subordinating 
creditor and the debtor, by agreement between two creditors of the same debtor, or by 
agreement of all three parties. The subordinated creditor may be a stockholder or other 
“insider” interested in the common debtor; the subordinated debt may consist of accounts or 
other rights to payment not evidenced by any instrument. All such cases are included in 
he terms “subordinated obligation,” “subordination,” and “subordinated creditor." 

2. Subordination agreements are enforceable between the parties as contracts; and in the 
bankruptcy of the common debtor dividends otherwise payable to the subordinated creditor 
are turned over to the superior creditor. This “turn-over” practice has on occasion been 
explained in terms of “equitable lien,” “equitable assignment,” or “constructive trust,” but 

hatever the label the practice is essentially an equitable remedy and does not mean that 
here is a transaction “intended to create a security interest,” a “sale of accounts, contract 

ights or chattel paper,” or a “security interest created by contract,” within the meaning o 
Section 9-102. On the other hand, nothing in this section prevents one creditor from assign- 
ing his rights to another creditor of the same debtor in such a way as to create a security 
interest within Article 9, where the parties so intend. 

3. The last sentence of this section is intended to negate any implication that the section 
changes the law. It is intended to be declaratory of pre-existing law. Both the history and 
he text of Article 9 make it clear that it was not intended to cover subordination 
agreements. The provisions of Section 9-203 for authentication by the “debtor” would be 
entirely unworkable if read to require authentication by public holders of subordinated 
investment securities. The priorities, filing provisions and remedies on default provided by 
Article 9 would also be largely inappropriate in many situations. The precautionary 
anguage of Section 9-339 preserving subordination of priority by agreement between 
secured parties points to the conclusion that similar arrangements among unsecured lend- 
ers are not covered unless otherwise within the scope of the Article. 


> Seetion 8-202) a certificated security, Section 8-202(a) authorizes enforcement 

against purchasers on terms stated or referred to on the security certificate. If the fact o 
subordination is noted on a negotiable instrument, a holder under Sections 3-302 and 3-306 
is subject to the term because notice precludes him from taking free of the subordination. 
Sections 3-302(3)(a), 3-306 and 8-317 severely limit the rights of levying creditors of a 
subordinated creditor in such cases. Amendments approved by the Permanent Editorial 
Board for Uniform Commercial Code November 4, 1995. 
Definitional Cross References: 

“Agreement”. Section 1-201. 

“Creditor”. Section 1-201. 

“Debtor”. Section 9-102(a)(28). 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 

“Security interest”. Section 1-201. 
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Prefatory Note 


This project involves a small number of amendments to Articles 3 and 4 with respect to 
hich there is a general consensus that the need for reform is plain and the opportunity for 
justifiable controversy small. The specific amendments cover the following topics. 


1. Transferring Lost Instruments.—At least one case has held that the receiver of a failed 
bank cannot enforce an instrument transferred to it in the portfolio of a failed bank if the 
instrument was lost before the transfer. The result in that case poses a serious problem for 
he FDIC. An amendment to UCC $ 3-309 calls for a contrary result, making it clear that 
he party seeking to enforce a lost instrument need not have been in possession of the 
instrument at the time that it was lost. 


2. Payment and Discharge.—Amendments to UCC 88 3-602 conform that provision to the 
ules for payment that appear in the Restatement of Mortgages and in the Restatement o, 
Contracts. 


3. Telephonically Generated Checks.—Several States have adopted non-uniform amend- 
ments dealing with the responsibility for unauthorized telephone-generated checks. The 
amendments include warranties that generally place the responsibility for such checks on 
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depositary banks rather than payor banks. The warranties are limited to items that are 
drawn on a consumer account and do not bear a manual signature. 


4. Suretyship.—Amendments to UCC $8 3-419 and 3-605 generally conform those provi- 
sions to the rules in the Restatement of Suretyship and Guaranty. 


5. Electronic Communications.—Amendments to various provisions of Articles 3 and 4 
implement the policy of the Uniform Electronic Transactions Act to remove unnecessary 
obstacles to electronic communications. 


6. Consumer Notes.—A provision analogous to UCC § 9-404(d) indicates that a note for 
hich the Federal Trade Commission requires a notice to be included will be treated is i 
he notice had been included. 


7. United Nations Convention on International Bills of Exchange and International Prom- 
issory Notes.—The draft includes several comments indicating similarities and differences 
between Article 3 and the United Nations Convention, designed to facilitate implementa- 
ion of the Convention if the United States ratifies that convention in the coming years. 


Amendments to Article 3 
Negotiable Instruments 


§ 3-102. Subject Matter. 


Official Comment 
xX ok ck 


5. In 1989 the United Nations Commission on International Trade Law completed a 
Convention on International Bills of Exchange and International Promissory Notes. If the 
nited States becomes a party to this Convention, the Convention will preempt state law 
ith respect to international bills and notes governed by the Convention. Thus, an 
international bill of exchange or promissory note that meets the definition of instrument in. 
Section 3-104 will not be governed by Article 3 if it is governed by the Convention. That 
Convention applies only to bills and notes that indicate on their face that they involve cross- 
border transactions. It does not apply at all to checks. Convention Articles 1(3), 2(1), 2(2). 
oreover, because it applies only if the bill or note specifically calls for application of the 
Convention, Convention Article 1, there is little chance that the Convention will apply ac- 
identally to a transaction that the parties intended to be governed by this Article. Amend- 
ments approved by the Permanent Editorial Board for Uniform Commercial Code November 
, 2002. 


$ 3-103. Definitions. 
(a) In this Article: 
(1) *Acceptor" means a drawee who has accepted a draft. 
(2) “Consumer account” means an account established by an individual 
primarily for personal, family, or household purposes. 


(3) “Consumer transaction" means a transaction in which an individ- 
ual incurs an obligation primarily for personal, family, or household 
purposes. 


(4) *Drawee" means a person ordered in a draft to make payment. 


€3} (5) “Drawer” means a person who signs or is identified in a draft as 
a person ordering payment. 


€4) (6) [*Good faith” means honesty in fact and the observance of rea- 
sonable commercial standards of fair dealing./ 


(5) (7) “Maker” means a person who signs or is identified in a note as a 
person undertaking to pay. 


(6) (8) “Order” means a written instruction to pay money signed by the 
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person giving the instruction. The instruction may be addressed to any 
person, including the person giving the instruction, or to one or more 
persons jointly or in the alternative but not in succession. An authoriza- 
tion to pay is not an order unless the person authorized to pay is also 
instructed to pay. €2 (9) “Ordinary care" in the case of a person engaged 
in business means observance of reasonable commercial standards, 
prevailing in the area in which the person is located, with respect to the 
business in which the person is engaged. In the case of a bank that 
takes an instrument for processing for collection or payment by 
automated means, reasonable commercial standards do not require the 
bank to examine the instrument if the failure to examine does not violate 
the bank's prescribed procedures and the bank's procedures do not vary 
unreasonably from general banking usage not disapproved by this Article 
or Article 4. 

€8} (10) “Party” means a party to an instrument. 

(11) *Principal obligor," with respect to an instrument, means the ac- 
commodated party or any other party to the instrument against whom a 
secondary obligor has recourse under this article. 

{9 (12) “Promise” means a written undertaking to pay money signed 
by the person undertaking to pay. An acknowledgment of an obligation 
by the obligor is not a promise unless the obligor also undertakes to pay 
the obligation. 

G0) (13) “Prove” with respect to a fact means to meet the burden o 
establishing the fact (Section 1-201(8)). 


(14) [*Record" means information that is inscribed on a tangible 
medium or that is stored in an electronic or other medium and is retriev- 
able in perceivable form.] 

+b (15) *Remitter" means a person who purchases an instrument 
from its issuer if the instrument is payable to an identified person other 
than the purchaser. 

(16) *Remotely-created consumer item" means an item drawn on a 
consumer account, which is not created by the payor bank and does not 
bear a handwritten signature purporting to be the signature of the drawer. 

(17) *Secondary obligor," with respect to an instrument, means (a) an 
indorser or an accommodation party, (b) a drawer having the obligation 
described in Section 3-414(d), or (c) any other party to the instrument 
that has recourse against another party to the instrument pursuant to 
Section 3-116(b). 

(b) Other definitions applying to this Article and the sections in which 
hey appear are: 


“Acceptance” Section 3-409 
“Accommodated party” Section 3-419 
“Accommodation party” Section 3-419 
“Account” Section 4-104 
“Alteration” Section 3-407 
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“Anomalous indorsement” 
“Blank indorsement” 
“Cashier’s check” 
“Certificate of deposit” 
“Certified check” 
“Check” 

“Consideration” 

“Draft” 

“Holder in due course” 
“Incomplete instrument” 
“Indorsement” 
“Indorser” 

“Instrument” 

“Issue” 

“Issuer” 

“Negotiable instrument” 
“Negotiation” 

“Note” 

“Payable at a definite time” 
“Payable on demand” 
“Payable to bearer” 
“Payable to order” 
“Payment” 

“Person entitled to enforce” 
“Presentment” 
“Reacquisition” 

“Special indorsement” 
“Teller’s check” 
“Transfer of instrument” 
“Traveler’s check” 
“Value” 


“ » 


“Banking day” 
“Clearing house” 
“Collecting bank” 
“Depositary bank” 
“Documentary draft” 
“Intermediary bank” 
“Item” 

“Payor bank” 


Section 3-205 
Section 3-205 
Section 3-104 
Section 3-104 
Section 3-409 
Section 3-104 
Section 3-303 
Section 3-104 
Section 3-302 
Section 3-115 
Section 3-204 
Section 3-204 
Section 3-104 
Section 3-105 
Section 3-105 
Section 3-104 
Section 3-201 
Section 3-104 
Section 3-108 
Section 3-108 
Section 3-109 
Section 3-109 
Section 3-602 
Section 3-301 
Section 3-501 
Section 3-207 
Section 3-205 
Section 3-104 
Section 3-203 
Section 3-104 
Section 3-303 


(c) The following definitions in other Articles apply to this Article: 


Section 4-105 
Section 4-104 
Section 4-104 
Section 4-105 
Section 4-105 
Section 4-104 
Section 4-105 
Section 4-104 
Section 4-105 


AMENDMENTS 


“Suspends payments" Section 4-104 


(d) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 
egislative Note. A jurisdiction that enacts this statute that has not yet enacted the revised 
version of UCC Article 1 should add to Section 3-103 the definition of *good faith" that ap- 
pears in the official version of Section 1-201(b)(20) and the definition of “record” that ap- 
pears in the official version of Section 1-201(b)(31). Sections 3-103(a)(6) and (14) are reserved 
or that purpose. A jurisdiction that already has adopted or simultaneously adopts the 
evised Article 1 should not add those definitions, but should leave those numbers “reserved.” 
f jurisdictions follow the numbering suggested here, the subsections will have the same 
umbering in all jurisdictions that have adopted these amendments (whether they have or 
ave not adopted the revised version of UCC Article 1). 


Official Comment 


honesty in fact but also “observance of reasonable commercial standards of fair dealing.” 
Although fair dealing is a broad term that must be defined in context, it is clear that it is 
concerned with the fairness of conduct rather than the care with which an act is performed. 
Failure to exercise ordinary care in conducting a transaction is an entirely different concept 
han failure to deal fairly in conducting the transaction. Both fair dealing and ordinary 
care, which is defined in Section 3-103(a)(9), are to be judged in the light of reasonable com- 
mercial standards, but those standards in each case are directed to different aspects o 
commercial conduct. 

5. Subsection (a)(9) is a definition of ordinary care which is applicable not only to Article 
3 but to Article 4 as well. See Section 4-104(c). The general rule is stated in the first 
sentence of subsection (a)(9) and it applies both to banks and to persons engaged in busi- 
esses other than banking. Ordinary care means observance of reasonable commercial 
standards of the relevant businesses prevailing in the area in which the person is located. 

he second sentence of subsection (a)(9) is a particular rule limited to the duty of a bank to 
examine an instrument taken by a bank for processing for collection or payment by 
automated means. This particular rule applies primarily to Section 4-406 and it is discussed 
in Comment 4 to that section. Nothing in Section 3-103(a)(9) is intended to prevent a 
customer from proving that the procedures followed by a bank are unreasonable, arbitrary, 


“ »: 


The definition of consumer account includes a joint account established by more than one 
individual. See Section 1-106(1). 


§ 3-104. Negotiable Instrument. 


Official Comment 
*k ok ck 


5. There are some differences between the requirements of Article 3 and the requirements 
included in Article 3 of the Convention on International Bills of Exchange and International 

romissory Notes. Most obviously, the Convention does not include the limitation on extrane- 
ous undertakings set forth in Section 3-104(a)(3), and does not permit documents payable to 
bearer that would be permissible under Section 3-104(a)(1) and Section 3-109. See Conven- 
tion Article 3. In most respects, however, the requirements of Section 3-104 and Article 3 o 
the Convention are quite similar. Amendments approved by the Permanent Editorial Board 
or Uniform Commercial Code November 2, 2002. 


§ 3-106. Unconditional Promise or Order. 
(a) Except as provided in this section, for the purposes of Section 3-104(a), 
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a promise or order is unconditional unless it states (1) an express condition 
o payment, (ii) that the promise or order is subject to or governed by an- 
other writing; record, or (iii) that rights or obligations with respect to the 
promise or order are stated in another writing- record. A reference to an- 
other writing record does not of itself make the promise or order 
conditional. 

(b) A promise or order is not made conditional (i) by a reference to an- 
other writing record for a statement of rights with respect to collateral, 
prepayment, or acceleration, or (ii) because payment is limited to resort to 


a particular fund or source. 
xX k * 


$ 3-116. Joint and Several Liability; Contribution. 


xX ck * 
B a n nu lc 
d—te dees-not-affeet-the-right-under-subsee- 
plu uu cc uod cd 
contribution from the party discharged. 


Official Comment 
1. Subsection (a) replaces subsection (e) of former Section 3-118. Subsection (b) states 
contribution rights of parties with joint and several liability by referring to applicable law. 
But subsection (b) is subject to Section 3-449fe) 3-419(f). If one of the parties with joint and 
several liability is an accommodation party and the other i is the accommodated pud. Sec- 
ion BEER 3-419(f) applies. Subse : : 
sarc severe -liable-obligor-does-not-ffeet_the right-of other-obligors to seek contribution 


fre dis reed_oblicer. Because one of the joint and several obligors may have recourse 
against the other Joint and several obligor under subsection (b), each party that is jointly 
and severally liable under subsection (a) is a secondary obligor in part and a principal 
obligor in part, as those terms are defined in Section 3-103(a). Accordingly, Section 3-605 
determines the effect of a release, an extension of time, or a modification of the obligation of 
one of the joint and several obligors, as well as the effect of an impairment of collateral 


provided by one of those obligors. 
ok Ok 


§ 3-118. Statute of Limitations. 


Official Comment 
*k ok ck 


7. One of the most significant differences between this Article and the Convention on 
nternational Bills of Exchange and International Promissory Notes is that the statute o, 
imitation under the Convention generally is only four years, rather than the six years 
provided by this section. See Convention Article 84. Amendments approved by the Perma- 
ent Editorial Board for Uniform Commercial Code November 2, 2002. 


$ 3-119. Notice of Right to Defend Action. 

In an action for breach of an obligation for which a third person is 
answerable over pursuant to this article or article 4, the defendant may 
give the third person written notice of the litigation in a record, and the 
person notified may then give similar notice to any other person who is 
answerable over. if the notice states (1) that the person notified may come 
in and defend and (ii) that failure to do so will bind the person notified in| 
an action later brought by the person giving the notice as to any determi- 
nation of fact common to the two litigations, the person notified is so 
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bound unless after seasonable receipt of the notice the person notified does 
come in and defend. 


$ 3-203. Transfer of Instrument; Rights Acquired by Transfer. 


Official Comment 
*k ok ck 


6. The rules for transferring instruments set out in this section are similar to the rules in 
Article 13 of the Convention on International Bills of Exchange and International Promis- 
ory Notes. Amendments approved by the Permanent Editorial Board for Uniform Com- 
mercial Code November 2, 2002. 


§ 3-205. Special Indorsement; Blank Indorsement; Anomalous 
Indorsement. 


Official Comment 
xX ok ck 


4. Articles 14 and 16 of the Convention on International Bills of Exchange and 
nternational Promissory Notes includes similar rules for blank and special indorsements. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 2, 2002. 


§ 3-301. Person Entitled to Enforce Instrument. 


Official Comment 

This section replaces former Section 3-301 that stated the rights of a holder. The rights 
stated in former Section 3-301 to transfer, negotiate, enforce, or discharge an instrument 
are stated in other sections of Article 3. In revised Article 3, Section 3-301 defines “person 
entitled to enforce” an instrument. The definition recognizes that enforcement is not limited 
o holders. The quoted phrase includes a person enforcing a lost or stolen instrument. 
Section 3-309. It also includes a person in possession of an instrument who is not a holder. 
A nonholder in possession of an instrument includes a person that acquired rights of a 
holder by Subse ne or under Section 3-203(a). H-alse ineludes -any other person whe 


t also includes both a VERLO that has received an instrument from the issuer but has not 
yet transferred or negotiated the instrument to another person and also any other person 
who under applicable law is a successor to the holder or otherwise acquires the holder's 

ights. Amendments approved by the Permanent Editorial Board for Uniform Commercial 
Code November 2, 2002. 


$ 3-302. Holder in Due Course. 


Official Comment 
x ok ck 


8. The status of holder in due course resembles the status of protected holder under Article 

9 of the Convention on International Bills of Exchange and International Promissory 

otes. The requirements for being a protected holder under Article 29 generally track those 
of Section 3-302. Amendments approved by the Permanent Editorial Board for Uniform 
Commercial Code November 2, 2002. 


§ 3-303. Value and Consideration. 


Official Comment 
*k ok OK 


6. The term “promise” in paragraph (a)(1) is used in the phrase “promise of performance’ 
and for that reason does not have the specialized meaning given that term in Section 3-103(a) 
(12). See Section 1-201 (“Changes from Former Law"). No inference should be drawn from 
the decision to use the phrase “promise of performance,” although the phrase does include 
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the word “promise,” which has the specialized definition set forth in Section 3-103. Indeed, 

that is true even though “undertaking” is used instead of “promise” in Section 3-104(a)(3). 
ee Section 3-104 comment 1 (explaining the use of the term “undertaking” in Section 3-104 

to avoid use of the defined term “promise”). Amendments approved by the Permanent Edito- 
ial Board for Uniform Commercial Code November 2, 2002. 


$ 3-305. Defenses and Claims in Recoupment; Claims in Consumer 
Transactions. 
(a) Except as stated in-subseetionb}, otherwise provided in this section, 
he right to enforce the obligation of a party to pay an instrument is subject 
o the following: 


xX ok ck 
(e) In a consumer transaction, if law other than this article requires that 
an instrument include a statement to the effect that the rights of a holder or 
transferee are subject to a claim or defense that the issuer could assert 
against the original payee, and the instrument does not include such a 
tatement: 

(1) the instrument has the same effect as if the instrument included 
such a statement; 

(2) the issuer may assert against the holder or transferee all claims 
and defenses that would have been available if the instrument included 
such a statement; and 

(3) the extent to which claims may be asserted against the holder or 
transferee is determined as if the instrument included such a statement. 


(f This section is subject to law other than this article that establishes a 


different rule for consumer transactions. 
egislative Note: If a consumer protection law in this state addresses the same issue as 


ubsection (g), it should be examined for consistency with subsection (g) and, if inconsistent, 
hould be amended. 


Official Comment 
x ok ck 


5. Subsection (d) applies to instruments signed for accommodation (Section 3-419) and 
his subsection equates the obligation of the accommodation party to that of the accom- 
modated party. The accommodation party can assert whatever defense or claim the accom- 
modated party had against the person enforcing the instrument. The only exceptions are 
discharge in bankruptcy, infancy and lack of capacity. The same rule does not apply to an 
indorsement by a holder of the instrument in negotiating the instrument. The indorser, as 
ransferor, makes a warranty to the indorsee, as transferee, that no defense or claim in 
ecoupment is good against the indorser. Section 3-416(a)(4). Thus, if the indorsee sues the 
indorser because of dishonor of the instrument, the indorser may not assert the defense or 
claim in recoupment of the maker or drawer against the indorsee. 

Section 3-305(d) must be read in conjunction with Section 3-605, which provides rules 
(usually referred to as suretyship defenses) for determining when the obligation of an ac- 
commodation party is discharged, in whole or in part, because of some act or omission of a 
person entitled to enforce the instrument. To the extent a rule stated in Section 3-605 is in- 
consistent with ae 2 305(d), the Section 3-605 rule governs. For example, under 

moda Be: R-party Section 3-605(a) provides rules for determining when and 
to AS Entent, a aa of the accommodated party under Section 3-604 will discharge 
the accommodation party. As explained in Comment 32 to Section 3-605, discharge of the 
accommodated party is normally part of a settlement under which the holder of a note ac- 
cepts partial payment from an accommodated party who is financially unable to pay the 
entire amount of the note. If the holder then brings an action against the accommodation 
party to recover the remaining unpaid amount of the note, the accommodation party cannot 
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se Section 3-305(d) to nullify Section 3-605(ba) by asserting the discharge of the accom- 
modated party as a defense. On the other hand, suppose the accommodated party is a 
buyer of goods who issued the note to the seller who took the note for the buyer's obligation 
o pay for the goods. Suppose the buyer has a claim for breach of warranty with respect to 
he goods against the seller and the warranty claim may be asserted against the holder o 
he note. The warranty claim is a claim in recoupment. If the holder and the accommodated 
party reach a settlement under which the holder accepts payment less than the amount o 
he note in full satisfaction of the note and the warranty claim, the accommodation party 
could defend an action on the note by the holder by asserting the accord and satisfaction 
under Section 3-305(d). There is no conflict with Section 3-605(ba) because that provision i is 


in-easescm 

6. Subseition "is is added to clarify Fe treatment of an instrument that omats the notice 
urrently required by the Federal Trade Commission Rule related to certain consumer credit 
ales and consumer purchase money loans (16 C.F.R. Part 433). This subsection adopts the 
view that the instrument should be treated as if the language required by the FTC Rule were 
present. It is based on the language describing that rule in Section 3-106(d) and the analo- 
sous provision in Section 9-404(d). 

7. Subsection (f) is modeled on Sections 9-403(e) and 9-404(c). It ensures that Section 
-305 is interpreted to accommodate relevant consumer-protection laws. The absence of such 
a provision from other sections in Article 3 should not justify any inference about the mean- 
ing of those sections. 

8. Articles 28 and 30 of the Convention on International Bills of Exchange and. 
nternational Promissory Notes includes a similar dichotomy, with a narrower group of de- 
enses available against a protected holder under Articles 28(1) and 30 than are available 
under Article 28(2) against a holder that is not a protected holder. 


$ 3-306. Claims to an Instrument. 


Official Comment 

This section expands on the reference to “claims to" the instrument mentioned in former 
Sections 3-305 and 3-306. Claims covered by the section include not only claims to owner- 
ship but also any other claim of a property or possessory right. It includes the claim to a 
ien or the claim of a person in rightful possession of an instrument who was wrongfully 
deprived of possession. Also included is a claim based on Section 3-202(b) for rescission of a 

egotiation of the instrument by the claimant. Claims to an instrument under Section 
3-306 are different from claims in recoupment referred to in Section 3-305(a)(3). The rule of 
this section is similar to the rule of Article 30(2) of the Convention on International Bills of 

xchange and International Promissory Notes. Amendments approved by the Permanent 

ditorial Board for Uniform Commercial Code November 2, 2002. 


$ 3-309. Enforcement of Lost, Destroyed, or Stolen Instrument. 


(a) A person not in possession of an instrument is entitled to enforce the 
instrument if: 


(1) the person seeking to enforce the instrument: 

G) the-person—was-in-possession-of-the-cinstrument-and (A) was 
entitled to enforce it the instrument when loss of possession occurred; 
or 

(B) has directly or indirectly acquired ownership of the instrument 
from a person who was entitled to enforce the instrument when loss o 
possession occurred; 

G+ (2) the loss of possession was not the result of a transfer by the 
person or a lawful seizure; and 

seizure andi (3) the person cannot reasonably obtain possession o 
the instrument because the instrument was destroyed, its whereabouts 
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cannot be determined, or it is in the wrongful possession of an unknown 
person or a person that cannot be found or is not amenable to service o 
process. 


(b) A person seeking enforcement of an instrument under subsection (a) 

ust prove the terms of the instrument and the person's right to enforce 
he instrument. If that proof is made, Section 3-308 applies to the case as 
if the person seeking enforcement had produced the instrument. The court 

ay not enter judgment in favor of the person seeking enforcement unless 
it finds that the person required to pay the instrument is adequately 
protected against loss that might occur by reason of a claim by another 
person to enforce the instrument. Adequate protection may be provided by 
any reasonable means. 


Official Comment 

1. Section 3-309 is a modification of former Section 3-804. The rights stated are those o 
"a person entitled to enforce the instrument" at the time of loss rather than those of an 
"owner" as in former Section 3-804. Under subsection (b), judgment to enforce the instru- 
ment cannot be given unless the court finds that the defendant will be adequately protected 
against a claim to the instrument by a holder that may appear at some later time. The 
court is given discretion in determining how adequate protection is to be assured. Former 
Section 3-804 allowed the court to “require security indemnifying the defendant against 
oss." Under Section 3-309 adequate protection is a flexible concept. For example, there is 
substantial risk that a holder in due course may make a demand for payment if the instru- 
ment was payable to bearer when it was lost or stolen. On the other hand if the instrument 

as payable to the person who lost the instrument and that person did not indorse the 
instrument, no other person could be a holder of the instrument. In some cases there is risk 
of loss only if there is doubt about whether the facts alleged by the person who lost the 
instrument are true. Thus, the type of adequate protection that is reasonable in the circum- 
stances may depend on the degree of certainty about the facts in the case. 

2. Subsection (a) is intended to reject the result in Dennis Joslin Co. v. Robinson 
Broadcasting Corp., 977 F. Supp. 491 (D.D.C. 1997). A transferee of a lost instrument need 
prove only that its transferor was entitled to enforce, not that the transferee was in posses- 
ion at the time the instrument was lost. The protections of subsection (a) should also be 
available when instruments are lost during transit, because whatever the precise status o 
ownership at the point of loss, either the sender or the receiver ordinarily would have been 
entitled to enforce the instrument during the course of transit. The amendments to subsec- 
tion (a) are not intended to alter in any way the rules that apply to the preservation o, 
hecks in connection with truncation or any other expedited method of check collection or 
processing. 

3. A security interest may attach to the right of a person not in possession of an instru- 

ent to enforce the instrument. Although the secured party may not be the owner of the 
instrument, the secured party may nevertheless be entitled. to exercise its debtor's right to 
enforce the instrument by resorting to its collection rights under the circumstances described 
in Section 9-607. This section does not address whether the person required to pay the 
instrument owes any duty to a secured party that is not itself the owner of the instrument. 


§ 3-310. Effect of Instrument on Obligation for Which Taken. 


Official Comment 
xX ok ck 


3. Subsection (b) concerns cases in which an uncertified check or a note is taken for an 
obligation. The typical case is that in which a buyer pays for goods or services by giving the 
seller the buyer’s personal check, or in which the buyer signs a note for the purchase price. 
Subsection (b) also applies to the uncommon cases in which a check or note of a third 
person is given in payment of the obligation. Subsection (b) preserves the rule under former 
Section 3-802(1)(b) that the buyer’s obligation to pay the price is suspended, but subsection 
(b) spells out the effect more precisely. If the check or note is dishonored, the seller may sue 
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on either the dishonored instrument or the contract of sale if the seller has possession o 
he instrument and is the person entitled to enforce it. If the right to enforce the instru- 
ment is held by somebody other than the seller, the seller can't enforce the right to pay- 
ment of the price under the sales contract because that right is represented by the instru- 
ment which is enforceable by somebody else. Thus, if the seller sold the note or the check to 
a holder and has not reacquired it after dishonor, the only right that survives is the right 
o enforce the instrument. What that means is that even though the suspension of the 
obligation may end upon dishonor under paragraph (b)(1), the obligation is not revived in 
the circumstances described in paragraph (b)(4). Amendments approved by the Permanent 
ditorial Board for Uniform Commercial Code November 2, 2002. 
kok 


$ 3-312. Lost, Destroyed, or Stolen Cashier's Check, Teller's 
Check, or Certified Check. 
(a) In this section: 

(1) “Check” means a cashier's check, teller's check, or certified check. 

(2) “Claimant” means a person who claims the right to receive the 
amount of a cashier's check, teller's check, or certified check that was 
lost, destroyed, or stolen. 

(3) “Declaration of loss" means a written statement, made in a record 
under penalty of perjury, to the effect that (1) the declarer lost possession 
of a check, (ii) the declarer is the drawer or payee of the check, in the 
case of a certified check, or the remitter or payee of the check, in the 
case of a cashier's check or teller's check, (iii) the loss of possession was 
not the result of a transfer by the declarer or a lawful seizure, and (iv) 
the declarer cannot reasonably obtain possession of the check because 
the check was destroyed, its whereabouts cannot be determined, or it is 
in the wrongful possession of an unknown person or a person that can- 


not be found or is not amenable to service of process. 
* ok GE 


§ 3-412. Obligation of Issuer of Note or Cashier’s Check. 


Official Comment 
xX ok ck 


4. The rule of this section is similar to the rule of Article 39 of the Convention on 
nternational Bills of Exchange and International Promissory Notes. Amendments approved 
by the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 


§ 3-413. Obligation of Acceptor. 


Official Comment 

Subsection (a) is consistent with former Section 3-413(1). Subsection (b) has primary 
importance with respect to certified checks. It protects the holder in due course of a certi- 
ed check that was altered after certification and before negotiation to the holder in due 
course. A bank can avoid liability for the altered amount by stating on the check the 
amount the bank agrees to pay. The subsection applies to other accepted drafts as well. The 
ule of this section is similar to the rule of Articles 41 of the Convention on International 
Bills of Exchange and International Promissory Notes. Articles 42 and 43 of the Convention 
include more detailed rules that in many respects do not have parallels in this Article. 
Amendments approved by the Permanent Editorial Board for Uniform Commercial Code 

ovember 2, 2002. 
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§ 3-414. Obligation of Drawer. 


Official Comment 
xX ok ck 


7. The obligation of the drawer under this section is similar to the obligation of the 
drawer under Article 38 of the Convention on International Bills of Exchange and 
nternational Promissory Notes. Amendments approved by the Permanent Editorial Board 
or Uniform Commercial Code November 2, 2002. 


§ 3-415. Obligation of Indorser. 


Official Comment 
xX ok Ok 


6. The rule of this section is similar to the rule of Article 44 of the Convention on 
nternational Bills of Exchange and International Promissory Notes. Amendments approved 
by the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 


§ 3-416. Transfer Warranties. 


(a) A person who transfers an instrument for consideration warrants to 
he transferee and, if the transfer is by indorsement, to any subsequent 
ransferee that: 


(1) the warrantor is a person entitled to enforce the instrument; 
(2) all signatures on the instrument are authentic and authorized; 
(3) the instrument has not been altered; 


(4) the instrument is not subject to a defense or claim in recoupment 
of any party which can be asserted against the warrantor; and 


(5) the warrantor has no knowledge of any insolvency proceeding com- 


menced with respect to the maker or acceptor or, in the case of an unac- 
cepted draft, the drawer- drawer; and 


(6) with respect to a remotely-created consumer item, that the person on 
whose account the item is drawn authorized the issuance of the item in 


the amount for which the item is drawn. 
*k ok ck 


Official Comment 
xX ok ck 


8. Subsection (a)(6) is based on a number of nonuniform amendments designed to address 
oncerns about certain kinds of check fraud. The provision implements a limited rejection of 
rice v. Neal, 97 Eng. Rep. 871 (K.B. 1762), so that in certain circumstances (those involving 
emotely-created consumer items) the payor bank can use a warranty claim to absolve itself 

of responsibility for honoring an unauthorized item. The provision rests on the premise that 

onitoring by depositary banks can control this type of fraud more effectively than any prac- 
tices readily available to payor banks. The provision expressly includes both the case in 
which the consumer does not authorize the item at all and also the case in which the 
onsumer authorizes the item but in an amount different from the amount in which the item 
is drawn. Similar provisions appear in Sections 3-417, 4-207, and 4-208. 

The provision supplements applicable federal law, which requires telemarketers who 
ubmit instruments for payment to obtain the customer’s “express verifiable authorization,” 
which may be either in writing or tape recorded and must be made available upon request to 
the customer’s bank. Federal Trade Commission’s Telemarketing Sales Rule, 16 C.F.R. 
$ 310.3(a)(3), implementing the Telemarketing and Consumer Fraud and Abuse Prevention 
Act, 15 U.S.C. $$ 6101—6108. Some states also have consumer-protection laws governing au- 

thorization of instruments in telemarketing transactions. See, e.g., 9 Vt. Stat. Ann. $ 2464. 

9. Article 45 of the Convention on International Bills of Exchange and International 

romissory Notes includes warranties that are similar (except for the warranty in subsection 
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§ 3-417. Presentment Warranties. 

(a) If an unaccepted draft is presented to the drawee for payment or ac- 
ceptance and the drawee pays or accepts the draft, (i) the person obtaining 
payment or acceptance, at the time of presentment, and (ii) a previous 

ransferor of the draft, at the time of transfer, warrant to the drawee mak- 
ing payment or accepting the draft in good faith that: 

(1) the warrantor is, or was, at the time the warrantor transferred the 
draft, a person entitled to enforce the draft or authorized to obtain pay- 
ment or acceptance of the draft on behalf of a person entitled to enforce 
the draft; 

(2) the draft has not been altered; and 

(3) the warrantor has no knowledge that the signature of the drawer 
of the draft is unauthorized: unauthorized; and 

(4) with respect to any remotely-created consumer item, that the person 
on whose account the item is drawn authorized the issuance of the item 


in the amount for which the item is drawn. 
x ck * 


Offcial Comment 
xX k ck 


9. For discussion of subsection (a)(4), see Comment 8 to Section 3-416. 


$ 3-419. Instruments Signed for Accommodation. 
xX ck * 


(e) If the signature of a party to an instrument is accompanied by words 
indicating that the party guarantees payment or the signer signs the instru- 
ent as an accommodation party in some other manner that does not un- 
ambiguously indicate an intention to guarantee collection rather than pay- 
ent, the signer is obliged to pay the amount due on the instrument to a 
person entitled to enforce the instrument in the same circumstances as the 
accommodated party would be obliged, without prior resort to the accom- 
odated party by the person entitled to enforce the instrument. 


(f An accommodation party who pays the instrument is entitled to 
reimbursement from the accommodated party and is entitled to enforce 
he instrument against the accommodated party. In proper circumstances, 
an accommodation party may obtain relief that requires the accommodated 
party to perform its obligations on the instrument. An accommodated party 
whe that pays the instrument has no right of recourse against, and is not 
entitled to contribution from, an accommodation party. 


Official Comment 
x ok ck 


3. As stated in Comment 1, whether a person is an accommodation party is a question o 
act. But it is almost always the case that a co-maker who signs with words of guaranty af- 
er the signature is an accommodation party. The same is true of an anomalous indorser. 

In either case a person taking the instrument is put on notice of the accommodation status 
of the co-maker or indorser. This is relevant to Section 3-605(he). But, under subsection (c), 
signing with words of guaranty or as an anomalous indorser also creates a presumption 
hat the signer is an accommodation party. A party challenging accommodation party 
status would have to rebut this presumption by producing evidence that the signer was in 
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act a direct beneficiary of the value given for the instrument. 
kokok 


$ 3-502. Dishonor. 
Offcial Comment 


4. bain (b) applies to uiid dros as than documentary drafts. Subsection 
(b)(1) applies to checks. Except for checks presented for immediate payment over the counter, 
which are covered by subsection (b)(2), dishonor occurs according to rules stated in Article 4. 
Those rules contemplate four separate situations that warrant discussion. The first two situ- 
ations arise in the normal course of affairs, in which the drawee bank makes settlement for 
the amount of the check to the presenting bank. In the first situation, the drawee bank under 

ection 4-301 recovers this settlement if it returns the check by its midnight deadline 
(Section 4-104). In that case the check is not paid and dishonor occurs under Section 3-502) 
(1). The second situation arises if the drawee bank has made such a settlement and does not 

eturn the check or give notice of dishonor or nonpayment within the midnight deadline. In 

that case, the settlement becomes final payment of the check under Section 4-215. Because 

the drawee bank already has paid such an item, it cannot be “accountable” for the item 

under the terms of Section 4-302(a)(1). Thus, no dishonor occurs regardless of whether the 

drawee bank retains the check indefinitely or for some reason returns the check after its 
idnight deadline. 

The third and fourth situations arise less commonly, in cases in which the drawee bank 
does not settle for the check when it is received. Under Section 4-302 if the drawee bank is 
not also the depositary bank and retains the check without settling for it beyond midnight of 
the day it is presented for payment, the bank at that point becomes “accountable” for the 
amount of the check, i.e., it is obliged to pay the amount of the check. If the drawee bank is 
also the depositary bank, the bank becomes accountable for the amount of the check if the 
bank does not pay the check or return it or send notice of dishonor by its midnight deadline. 

ence, if the drawee bank is also the depositary bank and does not either settle for the check 
when it is received (a settlement that would ripen into final payment if the drawee bank 
ailed to take action to recover the settlement by its midnight deadline) or return the check or 
an appropriate notice by its midnight deadline, the drawee bank will become accountable for 
the amount of the check under Section 4-302. Thus, in all cases in which the drawee bank 
becomes accountable under Section 4-302, the check has not been paid (either by a settlement 
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that became unrecoverable or otherwise) and thus, under Section 3-502(b)(1), the check is 
dishonored. 

The fact that a bank that is accountable for the amount of the check under Section 4-302 
is obliged to pay the check does not mean that the check has been paid. Indeed, because each 
of the paragraphs of Section 4-302(b) is limited by its terms to situations in which a bank 

as not paid the item, a drawee bank will be accountable under Section 4-302 only in situa- 
tions in which it has not previously paid the check. Section 3-502(b)(1) reflects the view that 
a person presenting a check is entitled to payment, not just the ability to hold the drawee ac- 
ountable under Section 4-302. If that payment is not made in a timely manner, the check is 
dishonored. 

Regulation CC Section 229.36(d) provides that settlement between banks for the forward 

ollection of checks is final. The relationship of that section to Articles 3 and 4 is discussed 
in the Commentary to that section. Amendments approved by the Permanent Editorial 
Board for Uniform Commercial Code November 2, 2002. 

kok k 


§ 3-602. Payment. 

(a) Subject to subsection (5); (e), an instrument is paid to the extent pay- 

ent is madeG) by or on behalf of a party obliged to pay the instrument, 
andG to a person entitled to enforce the instrument. 

(b) Subject to subsection (e), a note is paid to the extent payment is made 
by or on behalf of a party obliged to pay the note to a person that formerly 

as entitled to enforce the note only if at the time of the payment the party 
obliged to pay has not received adequate notification that the note has been 
transferred and that payment is to be made to the transferee. A notification 
is adequate only if it is signed by the transferor or the transferee; reason- 
ably identifies the transferred note; and provides an address at which pay- 

ents subsequently are to be made. Upon request, a transferee shall season- 
ably furnish reasonable proof that the note has been transferred. Unless the 
transferee complies with the request, a payment to the person that formerly 

as entitled to enforce the note is effective for purposes of subsection (c) 
even if the party obliged to pay the note has received a notification under 
this paragraph. 

(c) Subject to subsection (e), to the extent of the-payment, a payment 
under subsections (a) and (b), the obligation of the party obliged to pay the 
instrument is discharged even though payment is made with knowledge o 
a claim to the instrument under Section 3-306 by another person. 

(d) Subject to subsection (e), a transferee, or any party that has acquired 

ights in the instrument directly or indirectly from a transferee, including 
any such party that has rights as a holder in due course, is deemed to have 

otice of any payment that is made under subsection (b) after the date that 
the note is transferred to the transferee but before the party obliged to pay 
the note receives adequate notification of the transfer. 


subsections (a) through (d) if: 

(1) a claim to the instrument under Section 3-306 is enforceable 
against the party receiving payment and (i) payment is made with 
knowledge by the payor that payment is prohibited by injunction or sim- 
ilar process of a court of competent jurisdiction, or (ii) in the case of an 
instrument other than a cashier's check, teller's check, or certified check, 
the party making payment accepted, from the person having a claim to 
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the instrument, indemnity against loss resulting from refusal to pay the 
person entitled to enforce the instrument; or 

(2) the person making payment knows that the instrument is a stolen 
instrument and pays a person it knows is in wrongful possession of the 
instrument. 


(f As used in this section, "signed," with respect to a record that is not a 
riting, includes the attachment to or logical association with the record o, 
an electronic symbol, sound, or process with the present intent to adopt or 

accept the record. 


Official Comment 

1. This section replaces former Section 3-603(1). The phrase “claim to the instrument” in 
subsection (a) means, by reference to Section 3-306, a claim of ownership or possession and 
not a claim in recoupment. Subsection (be)(1)(ii) is added to conform to Section 3-411. 
Section 3-411 is intended to discourage an obligated bank from refusing payment of a 
cashier's check, certified check or dishonored teller's check at the request of a claimant to 
he check who provided the bank with indemnity against loss. See Comment 1 to Section 
3-411. An obligated bank that refuses payment under those circumstances not only remains 
iable on the check but may also be liable to the holder of the check for consequential 
damages. Section 3-602(be)(1)(ii) and Section 3-411, read together, change the rule of for- 
mer Section 3-603(1) with respect to the obligation of the obligated bank on the check. Pay- 
ment to the holder of a cashier's check, teller's check, or certified check discharges the 
obligation of the obligated bank on the check to both the holder and the claimant even 
hough indemnity has been given by the person asserting the claim. If the obligated bank 
pays the check in violation of an agreement with the claimant in connection with the 
indemnity agreement, any liability that the bank may have for violation of the agreement 
is not governed by Article 3, but is left to other law. This section continues the rule that the 
obligor is not discharged on the instrument if payment is made in violation of an injunction 
against payment. See Section 3-411(c)(iv). 

2. Subsection (a) covers payments made in a traditional manner, to the person entitled to 
enforce the instrument. Subsection (b), which provides an alternative method of payment, 
deals with the situation in which a person entitled to enforce the instrument transfers the 
instrument without giving notice to parties obligated to pay the instrument. If that happens 
and one of those parties subsequently makes a payment to the transferor, the payment is ef- 
ective even though it is not made to the person entitled to enforce the instrument. Unlike the 
earlier version of Section 3-602, this rule is consistent with Section 9-406(a), Restatement of 

ortgages $ 5.5, and Restatement of Contracts $ 338(1). 

3. In determining the party to whom a payment is made for purposes of this section, courts 
hould look to traditional rules of agency. Thus, if the original payee of a note transfers 
ownership of the note to a third party but continues to service the obligation, the law o 
agency might treat payments made to the original payee as payments made to the third 
party. 


$ 3-604. Discharge by Cancellation or Renunciation. 

(a) A person entitled to enforce an instrument, with or without 
consideration, may discharge the obligation of a party to pay the instru- 

ent (i) by an intentional voluntary act, such as surrender of the instru- 

ent to the party, destruction, mutilation, or cancellation of the instru- 

ent, cancellation or striking out of the party's signature, or the addition 
of words to the instrument indicating discharge, or (ii) by agreeing not to 
sue or otherwise renouncing rights against the party by a signed writing- 
ecord. 

(b) Cancellation or striking out of an indorsement pursuant to subsec- 
ion (a) does not affect the status and rights of a party derived from the 
indorsement. 


4 AMENDMENTS 


(c) In this section, "signed," with respect to a record that is not a writing, 
includes the attachment to or logical association with the record of an 
lectronic symbol, sound, or process with the present intent to adopt or ac- 
ept the record. 


$ 3-605. Discharge of Secondary Obligors. Diseharge-of-Indorsers 


(a) If a person entitled to enforce an instrument releases the obligation o, 
a principal obligor in whole or in part, and another party to the instrument 
is a secondary obligor with respect to the obligation of that principal obligor, 
the following rules apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. Unless the terms of the release preserve the secondary obligor’s 
recourse, the principal obligor is discharged, to the extent of the release, 
from any other duties to the secondary obligor under this article. 

(2) Unless the terms of the release provide that the person entitled to 
enforce the instrument retains the right to enforce the instrument against 
the secondary obligor, the secondary obligor is discharged to the same 
extent as the principal obligor from any unperformed portion of its obliga- 
tion on the instrument. If the instrument is a check and the obligation o 
the secondary obligor is based on an indorsement of the check, the sec- 
ondary obligor is discharged without regard to the language or circum- 
stances of the discharge or other release. 

(3) If the secondary obligor is not discharged under paragraph (2), the 
secondary obligor is discharged to the extent of the value of the 
consideration for the release, and to the extent that the release would 
otherwise cause the secondary obligor a loss. 

(b) If a person entitled to enforce an instrument grants a principal obligor 
an extension of the time at which one or more payments are due on the 
instrument and another party to the instrument is a secondary obligor with 

espect to the obligation of that principal obligor, the following rules apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. Unless the terms of the extension preserve the secondary obligor’s 
recourse, the extension correspondingly extends the time for performance 
of any other duties owed to the secondary obligor by the principal obligor 
under this article. 

(2) The secondary obligor is discharged to the extent that the extension 
would otherwise cause the secondary obligor a loss. 

(3) To the extent that the secondary obligor is not discharged under 
paragraph (2), the secondary obligor may perform its obligations to a 
person entitled to enforce the instrument as if the time for payment had 
not been extended or, unless the terms of the extension provide that the 
person entitled to enforce the instrument retains the right to enforce the 
instrument against the secondary obligor as if the time for payment had 
not been extended, treat the time for performance of its obligations as 
having been extended correspondingly. 


(c) If a person entitled to enforce an instrument agrees, with or without 
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onsideration, to a modification of the obligation of a principal obligor 
other than a complete or partial release or an extension of the due date and 
another party to the instrument is a secondary obligor with respect to the 
obligation of that principal obligor, the following rules apply: 

(1) Any obligations of the principal obligor to the secondary obligor 
with respect to any previous payment by the secondary obligor are not 
affected. The modification correspondingly modifies any other duties 
owed to the secondary obligor by the principal obligor under this article. 

(2) The secondary obligor is discharged from any unperformed portion 
of its obligation to the extent that the modification would otherwise cause 
the secondary obligor a loss. 

(3) To the extent that the secondary obligor is not discharged under 
paragraph (2), the secondary obligor may satisfy its obligation on the 
instrument as if the modification had not occurred, or treat its obligation 
on the instrument as having been modified correspondingly. 

(d) If the obligation of a principal obligor is secured by an interest in col- 
ateral, another party to the instrument is a secondary obligor with respect 
to that obligation, and a person entitled to enforce the instrument impairs 
the value of the interest in collateral, the obligation of the secondary obligor 
is discharged to the extent of the impairment. The value of an interest in 
ollateral is impaired to the extent the value of the interest is reduced to an 
amount less than the amount of the recourse of the secondary obligor, or the 
eduction in value of the interest causes an increase in the amount by 

hich the amount of the recourse exceeds the value of the interest. For 
purposes of this subsection, impairing the value of an interest in collateral 


includes failure to obtain or maintain perfection or recordation of the inter- 
est in collateral, release of collateral without substitution of collateral o, 
qual value or equivalent reduction of the underlying obligation, failure to 
perform a duty to preserve the value of collateral owed, under Article 9 or 
other law, to a debtor or other person secondarily liable, and failure to 
omply with applicable law in disposing of or otherwise enforcing the inter- 
est in collateral. 


(e) A secondary obligor is not discharged under subsections (a)(3), (b), (c), 
or (d) unless the person entitled to enforce the instrument knows that the 
person is a secondary obligor or has notice under Section 3-419(c) that the 
instrument was signed for accommodation. 

(f) A secondary obligor is not discharged under this section if the second- 
ary obligor consents to the event or conduct that is the basis of the dis- 

harge, or the instrument or a separate agreement of the party provides for 

aiver of discharge under this section specifically or by general language 
indicating that parties waive defenses based on suretyship or impairment 
of collateral. Unless the circumstances indicate otherwise, consent by the 
principal obligor to an act that would lead to a discharge under this section 
onstitutes consent to that act by the secondary obligor if the secondary 
obligor controls the principal obligor or deals with the person entitled to 
enforce the instrument on behalf of the principal obligor. 

(g) A release or extension preserves a secondary obligor’s recourse if the 
terms of the release or extension provide that: 

(1) the person entitled to enforce the instrument retains the right to 
enforce the instrument against the secondary obligor; and 
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(2) the recourse of the secondary obligor continues as if the release or 
extension had not been granted. 

(h) Except as otherwise provided in subsection (i), a secondary obligor as- 
erting discharge under this section has the burden of persuasion both with 
espect to the occurrence of the acts alleged to harm the secondary obligor 

and loss or prejudice caused by those acts. 

(i) If the secondary obligor demonstrates prejudice caused by an impair- 

ent of its recourse, and the circumstances of the case indicate that the 

amount of loss is not reasonably susceptible of calculation or requires proo 
of facts that are not ascertainable, it is presumed that the act impairing re- 
ourse caused a loss or impairment equal to the liability of the secondary 
obligor on the instrument. In that event, the burden of persuasion as to any 
esser amount of the loss is on the person Ln to enforce the instrument. 
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1. This section contains rules that are applicable when a secondary obligor (as defined in 

ection 3-103(a)(17)) is a party to an instrument. These rules essentially parallel modern 
interpretations of the law of suretyship and guaranty that apply when a secondary obligor is 
not a party to an instrument. See generally Restatement of the Law, Third, Suretyship and 
Guaranty (1996). Of course, the rules in this section do not resolve all possible issues 

oncerning the rights and duties of the parties. In the event that a situation is presented that 

is not resolved by this section (or the other related sections of this Article), the resolution 

ay be provided by the general law of suretyship because, pursuant to Section 1-103, that 
aw is applicable unless displaced by provisions of this Act. 

2. Like the law of suretyship and guaranty, Section 3-605 provides secondary obligors 
with defenses that are not available to other parties to instruments. The general operation of 

ection 3-605, and its relationship to the law of suretyship and guaranty, can be illustrated 
by an example. Bank agrees to lend $10,000 to Borrower, but only if Backer also is liable for 

epayment of the loan. The parties could consummate that transaction in three different 

ways. First, if Borrower and Backer incurred those obligations with contracts not governed 
by this Article (such as a note that is not an instrument for purposes of this Article), the gen- 
eral law of suretyship and guaranty would be applicable. Under modern nomenclature, 
Bank is the “obligee,” Borrower is the “principal obligor,” and Backer is the “secondary 
obligor.” See Restatement of Suretyship and Guaranty § 1. Then assume that Bank and Bor- 
ower agree to a modification of their rights and obligations after the note is signed. For 
example, they might agree that Borrower may repay the loan at some date after the due date, 
or that Borrower may discharge its repayment obligation by paying Bank $3,000 rather 
than $10,000. Alternatively, suppose that Bank releases collateral that Borrower has given 
to secure the loan. Under the law of suretyship and guaranty, the secondary obligor may be 
discharged under certain circumstances if these modifications of the obligations between 
Bank (the obligee) and Borrower (the principal obligor) are made without the consent o, 
Backer (the secondary obligor). The rights that the secondary obligor has to a discharge of 
its liability in such cases commonly are referred to as suretyship defenses. The extent of the 
discharge depends upon the particular circumstances. See Restatement of Suretyship and 
Guaranty §§ 37, 39-44. 

A second possibility is that the parties might decide to evidence the loan by a negotiable 
instrument. In that scenario, Borrower signs a note under which Borrower is obliged to pay 
$10,000 to the order of Bank on a due date stated in the note. Backer becomes liable for the 
epayment obligation by signing the note as a co-maker or indorser. In either case the note is 

igned for accommodation, Backer is an accommodation party, and Borrower is the accom- 
odated party. See Section 3-419 (describing the obligations of accommodation parties). For 
purposes of Section 3-605, Backer is also a “secondary obligor” and Borrower is a “principal 
obligor,” as those terms are defined in Section 3-103. Because Backer is a party to the instru- 
ent, its rights to a discharge based on any modification of obligations between Bank and 
Borrower are governed by Section 3-605 rather than by the general law of suretyship and 
guaranty. Within Section 3-605, subsection (a) describes the consequences of a release of Bor- 
ower, subsection (b) describes the consequences of an extension of time, and subsection (c) 
describes the consequences of other modifications. 

The third possibility is that Borrower would use an instrument governed by this Article to 
evidence its repayment obligation, but Backer’s obligation would be created in some way 
other than by becoming party to that instrument. In that case, Backer’s rights are determined 
by suretyship and guaranty law rather than by this Article. See Comment 3 to Section 

-419. 
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A person also can acquire secondary liability without having been a secondary obligor at 
the time that the principal obligation was created. For example, a transferee of real or 
personal property that assumes the obligation of the transferor as maker of a note secured by 
the property becomes by operation of law a principal obligor, with the transferor becoming a 

econdary obligor. Restatement of Suretyship and Guaranty § 2(e); Restatement of Mortgages 
§ 5.1. Article 3 does not determine the effect of the release of the transferee in that case 
because the assuming transferee is not a “party” to the instrument as defined in Section 

-103(a)(10). Section 3-605(a) does not apply then because the holder has not discharged the 
obligation of a “principal obligor,” a term defined in Section 3-103(a)(11). Thus, the resolu- 
tion of that question is governed by the law of suretyship. See Restatement of Suretyship and 
Guaranty § 39. 

3. Section 3-605 is not, however, limited to the conventional situation of the accommoda- 
tion party discussed in Comment 2. It also applies in four other situations. First, it applies 
to indorsers of notes who are not accommodation parties. Unless an indorser signs without 

ecourse, the indorser’s liability under Section 3-415(a) is functionally similar to that of a 

guarantor of payment. For example, if Bank in the second hypothetical discussed in Com- 
ent 2 indorsed the note and transferred it to Second Bank, Bank is liable to Second Bank 

in the event of dishonor of the note by Borrower. Section 3-415(a). Because of that secondary 
iability as indorser, Bank qualifies as a “secondary obligor” under Section 3-103(a)(17) and 
as the same rights under Section 3-605 as an accommodation party. 

Second, a similar analysis applies to the drawer of a draft that is accepted by a party that 
is not a bank. Under Section 3-414(d), that drawer has liability on the same terms as an in- 
dorser under Section 3-415(a). Thus, the drawer in that case is a “secondary obligor” under 

ection 3-103(a)(17) and has rights under Section 3-605 to that extent. 

Third, a similar principle justifies application of Section 3-605 to persons who indorse a 
heck. Assume that Drawer draws a check to the order of Payee. Payee then indorses the 
heck and transfers it to Transferee. If Transferee presents the check and it is dishonored, 

Transferee may recover from Drawer under Section 3-414 or Payee under Section 3-415. 


Comment 4, below, however, Section 3-605(a)(3) will discharge indorsers of checks in some 
ases in which other secondary obligors will not be discharged by this section. 

Fourth, this section also deals with the rights of co-makers of instruments, even when 
those co-makers do not qualify as accommodation parties. The co-makers’ rights of contribu- 
tion under Section 3-116 make each co-maker a secondary obligor to the extent of that right 
of contribution. 

4. Subsection (a) is based on Restatement of Suretyship and Guaranty § 39. It addresses 
the effects of a release of the principal obligor by the person entitled to enforce the instrument. 

aragraph (a)(1) governs the effect of that release on the principal obligor's duties to the sec- 
ondary obligor; paragraphs (a)(2) and (a)(3) govern the effect of that release on the second- 
ary obligor's duties to the person entitled to enforce the instrument. 

With respect to the duties of the principal obligor, the release of course cannot affect 

obligations of the principal obligor with respect to payments that the secondary obligor al- 
eady has made. But with respect to future payments by the secondary obligor, paragraph 
(a)(1) (based on Restatement of Suretyship and Guaranty § 39(a) provides that the principal 
obligor is discharged, to the extent of the release, from any other duties to the secondary 
obligor. That rule is appropriate because otherwise the discharge granted to the principal 
obligor would be illusory: it would have obtained a release from a person entitled to enforce 
that instrument, but it would be directly liable for the same sum to the secondary obligor if 
the secondary obligor later complied with its secondary obligation to pay the instrument. 
This discharge does not occur, though, if the terms of the release effect a *preservation of re- 
ourse" as described in subsection (g). See Comment 10, below. 

The discharge under paragraph (a)(1) of the principal obligor's duties to the secondary 
obligor is broad, applying to all duties under this article. This includes not only the principal 
obligor's liability as a party to an instrument (as a maker, drawer or indorser under Sections 

-412 through 3-415) but also obligations under Sections 3-116 and 3-419. 

Paragraph (a)(2) is based closely on Restatement of Suretyship and Guaranty § 39(b). It 
articulates a default rule that the release of a principal obligor also discharges the second- 
ary obligor, to the extent of the release granted to the principal obligor, from any unperformed 
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portion of its obligation on the instrument. The discharge of the secondary obligor under 
paragraph (a)(2) is phrased more narrowly than the discharge of the principal obligor is 
phrased under paragraph (a)(1) because, unlike principal obligors, the only obligations of 
econdary obligors in Article 3 are *on the instrument" as makers or indorsers. 

The parties can opt out of that rule by including a contrary statement in the terms of the 
elease. The provision does not contemplate that any *magic words" are necessary. Thus, dis- 
harge of the secondary obligor under paragraph (a)(2) is avoided not only if the terms of the 
elease track the statutory language (e.g., the person entitled to enforce the instrument. 
“retains the right to enforce the instrument" against the secondary obligor), or if the terms of 

the release effect a preservation of recourse under subsection (g), but also if the terms of the 

elease include a simple statement that the parties intend to *release the principal obligor 
but not the secondary obligor” or that the person entitled to enforce the instrument “reserves 
its rights" against the secondary obligor. At the same time, because paragraph (a)(2) refers 
to the "terms of the release," extrinsic circumstances cannot be used to establish that the par- 
ties intended the secondary obligor to remain obligated. If a release of the principal obligor 
includes such a provision, the secondary obligor is, nonetheless, discharged to the extent of 
the consideration that is paid for the release; that consideration is treated as a payment in 
partial satisfaction of the instrument. 

Notwithstanding language in the release that prevents discharge of the secondary obligor 
under paragraph (a)(2), paragraph (a)(3) discharges the secondary obligor from its obliga- 
tion to a person entitled to enforce the instrument to the extent that the release otherwise 
would cause the secondary obligor a loss. The rationale for that provision is that a release of 
the principal obligor changes the economic risk for which the secondary obligor contracted. 
This risk may be increased in two ways. First, by releasing the principal obligor, the person 
entitled to enforce the instrument has eliminated the likelihood of future payments by the 
principal obligor that would lessen the obligation of the secondary obligor. Second, unless 
the release effects a preservation of the secondary obligor’s recourse, the release eliminates 
the secondary obligor's claims against the principal obligor with respect to any future pay- 

ent by the secondary obligor. The discharge provided by this paragraph prevents that 
increased risk from causing the secondary obligor a loss. Moreover, permitting releases to be 

egotiated between the principal obligor and the person entitled to enforce the instrument 
without regard to the consequences to the secondary obligor would create an undue risk of 
opportunistic behavior by the obligee and principal obligor. That concern is lessened, and 
the discharge is not provided by paragraph (a)(3), if the secondary obligor has consented to 
the release or is deemed to have consented to it under subsection (f) (which presumes consent 
by a secondary obligor to actions taken by a principal obligor if the secondary obligor 
ontrols the principal obligor or deals with the person entitled to enforce the instrument on 
behalf of the principal obligor). See Comment 9, below. 

Subsection (a) (and Restatement Section 39(b), the concepts of which it follows quite 
losely) is designed to facilitate negotiated workouts between a creditor and a principal 
obligor, so long as they are not at the expense of a secondary obligor who has not consented 

to the arrangement (either specifically or by waiving its rights to discharge under this 
ection). Thus, for example, the provision facilitates an arrangement in which the principal 
obligor pays some portion of a guaranteed obligation, the person entitled to enforce the 
instrument grants a release to the principal obligor in exchange for that payment, and the 
person entitled to enforce the instrument pursues the secondary obligor for the remainder of 
the obligation. Under paragraph (a)(2), the person entitled to enforce the instrument may 
pursue the secondary obligor despite the release of the principal obligor so long as the terms 
of the release provide for this result. Under paragraph (a)(3), though, the secondary obligor 
will be protected against any loss it might suffer by reason of that release (if the secondary 

obligor has not waived discharge under subsection (f)). It should be noted that the obligee 

ay be able to minimize the risk of such loss (and, thus, of the secondary obligor’s dis- 
harge) by giving the secondary obligor prompt notice of the release even though such notice 

is not required. 
The foregoing principles are illustrated by the following cases: 
Case 1. D borrows $1000 from C. The repayment obligation is evidenced by a note is- 
sued by D, payable to the order of C. S is an accommodation indorser of the note. As 
the due date of the note approaches, it becomes obvious that D cannot pay the full 
amount of the note and may soon be facing bankruptcy. C, in order to collect as much 
as possible from D and lessen the need to seek recovery from S, agrees to release D 
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from its obligation under the note in exchange for $100 in cash. The agreement to 
release D is silent as to the effect of the release on S. Pursuant to Section 3-605(a)(2), 
the release of D discharges S from its obligations to C on the note. 
Case 2. Same facts as Case 1, except that the terms of the release provide that C 
retains its rights to enforce the instrument against S. D is discharged from its obliga- 
tions to S pursuant to Section 3-605(a)(1), but S is not discharged from its obligations 
to C pursuant to Section 3-605(a)(2). However, if S could have recovered from D any 
sum it paid to C (had D not been discharged from its obligation to S), S has been 
harmed by the release and is discharged pursuant to Section 3-605(a)(3) to the extent 
of that harm. 
Case 3. Same facts as Case 1, except that the terms of the release provide that C 
retains its rights to enforce the instrument against S and that S retains its recourse 
against D. Under subsection (g), the release effects a preservation of recourse. Thus, S 
is not discharged from its obligations to C pursuant to Section 3-605(a)(2) and D is 
not discharged from its obligations to S pursuant to Section 3-605(a)(1). Because S's 
claims against D are preserved, S will not suffer the kind of loss described in Case 2. If 
no other loss is suffered by S as a result of the release, S is not discharged pursuant to 
this section. 
Case 4. Same facts as Case 3, except that D had made arrangements to work at a 
second job in order to earn the money to fulfill its obligations on the note. When C 
released D, however, D canceled the plans for the second job. While S still retains its 
recourse against D, S may be discharged from its obligation under the instrument to 
the extent that D's decision to forgo the second job causes S a loss because forgoing 
the job renders D unable to fulfill its obligations to S under Section 3-419. 
Subsection (a) reflects a change from former Section 3-605(b), which provided categori- 
ally that the release of a principal obligor by the person entitled to enforce the instrument 
did not discharge a secondary obligor’s obligation on the instrument and assumed that the 
elease also did not discharge the principal obligor’s obligations to the secondary obligor 
under Section 3-419. The rule under subsection (a) is much closer to the policy of the Restate- 
ent of Suretyship and Guaranty than was former Section 3-605(b). The change, however, 
is likely to affect only a narrow category of cases. First, as discussed above, Section 3-605 
applies only to transactions in which the payment obligation is represented by a negotiable 
instrument, and, within that set of transactions, only to those transactions in which the sec- 
ondary obligation is incurred by indorsement or cosigning, not to transactions that involve a 
eparate document of guaranty. See Comment 2, above. Second, as provided in subsection 
(f, secondary obligors cannot obtain a discharge under subsection (a) in any transaction in 
which they have consented to the challenged conduct. Thus, subsection (a) will not apply to 
any transaction that includes a provision waiving suretyship defenses (a provision that is 
almost universally included in commercial loan documentation) or to any transaction in 
which the creditor obtains the consent of the secondary obligor at the time of the release. 
The principal way in which subsection (a) goes beyond the policy of Restatement § 39 is 
with respect to the liability of indorsers of checks. Specifically, the last sentence of paragraph 
(a)(2) provides that a release of a principal obligor grants a complete discharge to the in- 
dorser of a check, without requiring the indorser to prove harm. In that particular context, it 
eems likely that continuing responsibility for the indorser often would be so inconsistent 
with the expectations of the parties as to create a windfall for the creditor and an unfair 
urprise for the indorser. Thus, the statute implements a simple rule that grants a complete 
discharge. The creditor, of course, can avoid that rule by contracting with the secondary 
obligor for a different result at the time that the creditor grants the release to the principal 
obligor. 
5. Subsection (b) is based on Restatement of Suretyship and Guaranty § 40 and relates to 
extensions of the due date of the instrument. An extension of time to pay a note is often ben- 
ficial to the secondary obligor because the additional time may enable the principal obligor 
to obtain the funds to pay the instrument. In some cases, however, the extension may cause 
oss to the secondary obligor, particularly if deterioration of the financial condition of the 
principal obligor reduces the amount that the secondary obligor is able to recover on its 
ight of recourse when default occurs. For example, suppose that the instrument is an 
installment note and the principal debtor is temporarily short of funds to pay a monthly 
installment. The payee agrees to extend the due date of the installment for a month or two to 
allow the debtor to pay when funds are available. Paragraph (b)(2) provides that an exten- 


1916 


AMENDMENTS 


ion of time results in a discharge of the secondary obligor, but only to the extent that the 
econdary obligor proves that the extension caused loss. See subsection (h) (discussing the 
burden of proof under Section 3-605). Thus, if the extension is for a long period, the second- 
ary obligor might be able to prove that during the period of extension the principal obligor 
became insolvent, reducing the value of the right of recourse of the secondary obligor. In 
uch a case, paragraph (b)(2) discharges the secondary obligor to the extent of that harm. Al- 
though not required to notify the secondary obligor of the extension, the payee can minimize 
the risk of loss by the secondary obligor by giving the secondary obligor prompt notice of the 
extension; prompt notice can enhance the likelihood that the secondary obligor's right of re- 
ourse can remain valuable, and thus can limit the likelihood that the secondary obligor 
will suffer a loss because of the extension. See Restatement of Suretyship and Guaranty 
Section 38 comment b. 
If the secondary obligor is not discharged under paragraph (b)(2) (either because it would 
ot suffer a loss by reason of the extension or because it has waived its right to discharge 
pursuant to subsection (f)), it is important to understand the effect of the extension on the 
ights and obligations of the secondary obligor. Consider the following cases: 
Case 5. A borrows money from Lender and issues a note payable to the order o 
Lender that is due on April 1, 2002. B signs the note for accommodation at the 
request of Lender. B signed the note either as co-maker or as an anomalous indorser. 
In either case Lender subsequently makes an agreement with A extending the due 
date of A's obligation to pay the note to July 1, 2002. In either case B did not agree to 
the extension, and the extension did not address Lender's rights against B. Under 
paragraph (b)(1), A's obligations to B under this article are also extended to July 1, 
2002. Under paragraph (b)(3), if B is not discharged, B may treat its obligations to 
Lender as also extended, or may pay the instrument on the original due date. 
Case 6. Same facts as Case 5, except that the extension agreement includes a state- 
ment that the Lender retains its right to enforce the note against B on its original 
terms. Under paragraph (b)(3), B is liable on the original due date, but under 
paragraph (b)(1), A's obligations to B under Section 3-419 are not due until July 1, 
2002. 
Case 7. Same facts as Case 5, except that the extension agreement includes a state- 
ment that the Lender retains its right to enforce the note against B on its original 
terms and B retains its recourse against A as though no extension had been granted. 
Under paragraph (b)(3), B is liable on the original due date. Under paragraph (b)(1), 
A's obligations to B under Section 3-419 are not extended. 
Under section 3-605(b), the results in Case 5 and Case 7 are identical to the results that 
ollow from the law of suretyship and guaranty. See Restatement of Suretyship and Guaranty 
§ 40. The situation in Case 6 is not specifically addressed in the Restatement, but the resolu- 
tion in this Section is consistent with the concepts of suretyship and guaranty law as 
eflected in the Restatement. If the secondary obligor is called upon to pay on the due date, it 
ay be difficult to quantify the extent to which the extension has impaired the right of re- 
ourse of the secondary obligor at that time. Still, the secondary obligor does have a right to 
ake a claim against the obligee at that time. As a practical matter a suit making such a 
laim should establish the facts relevant to the extent of the impairment. See Restatement of 
uretyship and Guaranty § 37(4). 
As a practical matter, an extension of the due date will normally occur only when the 
principal obligor is unable to pay on the due date. The interest of the secondary obligor 
ormally is to acquiesce in the willingness of the person entitled to enforce the instrument to 
wait for payment from the principal obligor rather than to pay right away and rely on an 
action against the principal obligor that may have little or no value. But in unusual cases 
the secondary obligor may prefer to pay the holder on the original due date so as to avoid 
ontinuing accrual of interest. In such cases, the secondary obligor may do so. See paragraph 
(b)(3). If the terms of the extension provide that the person entitled to enforce the instrument 
etains its right to enforce the instrument against the secondary obligor on the original due 
date, though, those terms are effective and the secondary obligor may not delay payment 
until the extended due date. Unless the extension agreement effects a preservation of re- 
ourse, however, the secondary obligor may not proceed against the principal obligor under 
ection 3-419 until the extended due date. See paragraph (b)(1). To the extent that delay 
auses loss to the secondary obligor it is discharged under paragraph (b)(2). 
Even in those cases in which a secondary obligor does not have a duty to pay the instru- 
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ment on the original due date, it always has the right to pay the instrument on that date, 
and perhaps minimize its loss by doing so. The secondary obligor is not precluded, however, 
rom asserting its rights to discharge under Section 3-605(b)(2) if it does not exercise that 
option. The critical issue is whether the extension caused the secondary obligor a loss by 
increasing the difference between its cost of performing its obligation on the instrument and 
the amount recoverable from the principal obligor under this Article. The decision by the sec- 
ondary obligor not to exercise its option to pay on the original due date may, under the cir- 
umstances, be a factor to be considered in the determination of that issue, especially if the 
econdary obligor has been given prompt notice of the extension (as discussed above). 

6. Subsection (c) is based on Restatement of Suretyship and Guaranty § 41. It is a residual 
provision, which applies to modifications of the obligation of the principal obligor that are 

ot covered by subsections (a) and (b). Under subsection (c)(1), a modification of the obliga- 
tion of the principal obligor on the instrument (other than a release covered by subsection (a) 
or an extension of the due date covered by subsection (b)), will correspondingly modify the 
duties of the principal obligor to the secondary obligor. Under subsection (c)(2), such a 

odification also will result in discharge of the secondary obligor to the extent the modifica- 
tion causes loss to the secondary obligor. To the extent that the secondary obligor is not 
discharged and the obligation changes the amount of money payable on the instrument, or 
the timing of such payment, subsection (c)(3) provides the secondary obligor with a choice: it 
may satisfy its obligation on the instrument as if the modification had not occurred, or it 

ay treat its obligation to pay the instrument as having been modified in a manner corre- 
sponding to the modification of the principal obligor's obligation. 

The following cases illustrate the application of subsection (c): 

Case 8. Corporation borrows money from Lender and issues a note payable to Lender. 
X signs the note as an accommodation party for Corporation. The note refers to a loan 
agreement under which the note was issued, which states various events of default 
that allow Lender to accelerate the due date of the note. Among the events of default 
are breach of covenants not to incur debt beyond specified limits and not to engage in 
any line of business substantially different from that currently carried on by 
Corporation. Without consent of X, Lender agrees to modify the covenants to allow 
Corporation to enter into a new line of business that X considers to be risky, and to 
incur debt beyond the limits specified in the loan agreement to finance the new 
venture. This modification discharges X to the extent that the modification otherwise 
would cause X a loss. 

Case 9. Corporation borrows money from Lender and issues a note payable to Lender 
in the amount of $100,000. X signs the note as an accommodation party for 
Corporation. The note calls for 60 equal monthly payments of interest and principal. 
Before the first payment is made, Corporation and Lender agree to modify the note by 
changing the repayment schedule to require four annual payments of interest only, 
followed by a fifth payment of interest and the entire $100,000 principal balance. To 
the extent that the modification does not discharge X, X has the option of fulfilling its 
obligation on the note in accordance with the original terms or the modified terms. 

7. Subsection (d) is based on Restatement of Suretyship and Guaranty § 42 and deals with 
the discharge of secondary obligors by impairment of collateral. The last sentence of subsec- 
tion (d) states four common examples of what is meant by impairment. Because it uses the 
term “includes,” the provision allows a court to find impairment in other cases as well. There 
is extensive case law on impairment of collateral. The secondary obligor is discharged to the 
extent that the secondary obligor proves that impairment was caused by a person entitled to 
enforce the instrument. For example, assume that the payee of a secured. note fails to perfect 
the security interest. The collateral is owned by the principal obligor who subsequently files 
in bankruptcy. As a result of the failure to perfect, the security interest is not enforceable in 
bankruptcy. If the payee were to obtain payment from the secondary obligor, the secondary 
obligor would be subrogated to the payee's security interest in the collateral under Section 

-419 and general principles of suretyship law. See Restatement of Suretyship and Guaranty 
$ 28(1)(c). In this situation, though, the value of the security interest is impaired completely 
because the security interest is unenforceable. Thus, the secondary obligor is discharged 
rom its obligation on the note to the extent of that impairment. If the value of the collat- 
eral impaired is as much or more than the amount of the note, and if there will be no 
ecovery on the note as an unsecured claim, there is a complete discharge. Subsection (d) 
applies whether the collateral is personalty or realty, whenever the obligation in question 
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is in the form of a negotiable instrument. 

8. Subsection (e) is based on the former Section 3-605(h). The requirement of knowledge in 

the first clause is consistent with Section 9-628. The requirement of notice in the second. 
lause is consistent with Section 3-419(c). 

9. The importance of the suretyship defenses provided in Section 3-605 is greatly 
diminished by the fact that the right to discharge can be waived as provided in subsection 
(f). The waiver can be effectuated by a provision in the instrument or in a separate agreement. 

t is standard practice to include such a waiver of suretyship defenses in notes prepared by 
nancial institutions or other commercial creditors. Thus, Section 3-605 will result in the 
discharge of an accommodation party on a note only in the occasional case in which the note 
does not include such a waiver clause and the person entitled to enforce the note nevertheless 
takes actions that would give rise to a discharge under this section without obtaining the 
onsent of the secondary obligor. 

Because subsection (f) by its terms applies only to a discharge *under this section," subsec- 
tion (f) does not operate to waive a defense created by other law (such as the law governing 
enforcement of security interests under Article 9) that cannot be waived under that law. See, 

.8., Section 9-602. 

The last sentence of subsection (f) creates an inference of consent on the part of the second- 

ary obligor whenever the secondary obligor controls the principal obligor or deals with the 
reditor on behalf of the principal obligor. That sentence is based on Restatement of Surety- 
hip and Guaranty § 48(2). 

10. Subsection (g) explains the criteria for determining whether the terms of a release or 
extension preserve the secondary obligor’s recourse, a concept of importance in the applica- 
tion of subsections (a) and (b). First, the terms of the release or extension must provide that 
the person entitled to enforce the instrument retains the right to enforce the instrument 
against the secondary obligor. Second, the terms of the release or extension must provide 
that the recourse of the secondary obligor against the principal obligor continues as though 
the release or extension had not been granted. Those requirements are drawn from Restate- 
ment of Suretyship and Guaranty § 38. 

11. Subsections (h) and (i) articulate rules for the burden of persuasion under Section 

-605. Those rules are based on Restatement of Suretyship and Guaranty § 49. 


Amendments to Article 4 
Bank Deposits and Collections 


§ 4-103. Variation by Agreement; Measure of Damages; Action 
Constituting Ordinary Care. 


Official Comment 
x ok ck 


4. Under this Article banks come under the general obligations of the use of good faith. 
and the exercise of ordinary care. “Good faith" is defined in Seetioen-3-103(9(4) Section 
1-201(b)(20). The term “ordinary care" is defined in Section 3-103(a)(9). These definitions 
are made to apply to Article 4 by Section 4-104(c). Section 4-202 states respects in which 
collecting banks must use ordinary care. Subsection (c) of Section 4-103 provides that ac- 

ion or non-action approved by the Article or pursuant to Federal Reserve regulations or 
operating circulars constitutes the exercise of ordinary care. Federal Reserve regulations 
and operating circulars constitute an affirmative standard of ordinary care equally with the 
provisions of Article 4 itself. 

kokok 


§ 4-104. Definitions and Index of Definitions. 


C*EOck ck 


(b) Other definitions applying to this Article and the sections in which 
hey appear are: 
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" Agreement for electronic present- 
ment” 


“Collecting bank” 
“Depositary bank” 
“Intermediary bank” 
“Payor bank” 
“Presenting bank” 
“Presentment notice” 


“Acceptance” 
“Alteration” 
“Cashier’s check” 
“Certificate of deposit” 
“Certified check” 
“Check” 

“Good faith” 

“Holder in due course’ 
“Instrument” 

“Notice of dishonor” 
“Order” 

“Ordinary care” 
“Person entitled to enforce” 
“Presentment” 

“Promise” 

“Prove” 

“Record” 


^ 


“Remotely-Created Consumer item" 


Section 4-110. 


Seetten-c-195- 
Section 4-105. 
Section 4-105. 
Section 4-105. 
Section 4-105. 
Section 4-105. 
Section 4-110. 


(c) The following definitions in other Articles apply to this Article: 


Section 3-409. 
Section 3-407. 
Section 3-104. 
Section 3-104. 
Section 3-409. 
Section 3-104. 
Section 3-103. 
Section 3-302. 
Section 3-104. 
Section 3-503. 
Section 3-103. 
Section 3-103. 
Section 3-301. 
Section 3-501. 
Section 3-103. 
Section 3-103. 
Section 3-103. 
Section 3-103. 


“Teller’s check” 
“Unauthorized signature” 


Section 3-104. 
Section 3-403. 


(d) In addition, Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


§ 4-105. Definitions of Types of Banks “Bank”;“Depesitary Bank”; 
“Payor Bank”; “Intermediary Bank™; “Coleeting Bank’; 
“Presenting Bank”. 


[1 


In this Article: 

(1) “Bank” means a person engaged in the business of banking, includ- 
ing a savings bank, savings and loan association, credit union, or trust 
company;] 
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(2) *Depositary bank" means the first bank to take an item even though 
it is also the payor bank, unless the item is presented for immediate 
payment over the counter; 


(3) *Payor bank" means a bank that is the drawee of a draft; 


(4) “Intermediary bank" means a bank to which an item is transferred 
in course of collection except the depositary or payor bank; 


(5) *Collecting bank" means a bank handling an item for collection 
except the payor bank; 


(6) "Presenting bank" means a bank presenting an item except a payor 
bank. 


egislative Note: A jurisdiction that enacts this statute that has not yet enacted the revised 
version of UCC Article 1 should leave the definition of “Bank” in Section 4-105(1). Section 
4-105(1) is reserved for that purpose. A jurisdiction that has adopted or simultaneously 
adopts the revised Article 1 should delete the definition of “Bank” from Section 4-105(1), but 
hould leave those numbers *reserved." If jurisdictions follow the numbering suggested here, 
the subsections will have the same numbering in all jurisdictions that have adopted these 
amendments (whether they have or have not adopted the revised version of UCC Article 1). 
n either case, they should change the title of the section, as indicated in these revisions, so 
that all jurisdictions will have the same title for the section. 


$ 4-207. Transfer Warranties. 

(a) A customer or collecting bank that transfers an item and receives a 
settlement or other consideration warrants to the transferee and to any 
subsequent collecting bank that: 

(1) the warrantor is a person entitled to enforce the item; 

(2) all signatures on the item are authentic and authorized; 

(3) the item has not been altered; 

(4) the item is not subject to a defense or claim in recoupment (Section 

3-305(a)) of any party that can be asserted against the warrantor; and 

(5) the warrantor has no knowledge of any insolvency proceeding com- 
menced with respect to the maker or acceptor or, in the case of an unac- 
cepted draft, the drawer- drawer; and 

(6) with respect to any remotely-created consumer item, that the person 
on whose account the item is drawn authorized the issuance of the item 


in the amount for which the item is drawn. 
xX k * 


Official Comment 
1. Except for subsection (b), this section conforms to Section 3-416 and extends its cover- 
age to items. The substance of this section is discussed in the Comment to Section 3-416. 
Subsection (b) provides that customers or collecting banks that transfer items, whether by 
indorsement or not, undertake to pay the item if the item is dishonored. This obligation 
cannot be disclaimed by a “without recourse” indorsement or otherwise. With respect to 
checks, Regulation CC Section 229.34 states the warranties made by paying and returning 


2. For an explanation of subsection (a)(6), see comment 8 to Section 3-416. 


§ 4-208. Presentment Warranties. 


(a) If an unaccepted draft is presented to the drawee for payment or ac- 
ceptance and the drawee pays or accepts the draft, (i) the person obtaining 


pays or accepts the draft in good faith that: 
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(1) the warrantor is, or was, at the time the warrantor transferred the 
draft, a person entitled to enforce the draft or authorized to obtain pay- 
ment or acceptance of the draft on behalf of a person entitled to enforce 
the draft; 

(2) the draft has not been altered; and 


(3) the warrantor has no knowledge that the signature of the purported 
drawer of the draft is unauthorized- unauthorized; and 


(4) with respect to any remotely-created consumer item, that the person 
on whose account the item is drawn authorized the issuance of the item 


in the amount for which the item is drawn. 
xX ok 


Official Comment 
1. This section conforms to Section 3-417 and extends its coverage to items. The substance 
of this section is discussed in the Comment to Section 3-417. “Draft” is defined in Section 
4-104 as including an item that is an order to pay so as to make clear that the term “draft” 
in Article 4 may include items that are not instruments within Section 3-104. 
2. For an explanation of subsection (a)(4), see comment 8 to Section 3-416. 


§ 4-212. Presentment by Notice of Item Not Payable by, Through, 
or at Bank; Liability of Drawer or Indorser. 

(a) Unless otherwise instructed, a collecting bank may present an item 
not payable by, through, or at a bank by sending to the party to accept or 
pay a written record providing notice that the bank holds the item for ac- 
ceptance or payment. The notice must be sent in time to be received on or 
before the day when presentment is due and the bank must meet any 


requirement of the party to accept or pay under Section 3-501 by the close 


of the bank’s next banking day after it knows of the requirement. 
* Kk ck 


§ 4-301. Posting; Recovery of Payment by Return of Items; Time 
of Dishonor; Return of Items by Payor Bank. 
(a) If a payor bank settles for a demand item other than a documentary 
draft presented otherwise than for immediate payment over the counter 
before midnight of the banking day of receipt, the payor bank may revoke 
he settlement and recover the settlement if, before it has made final pay- 
ent and before its midnight deadline, it 

CD returns the item: (1) returns the item; 

(2) returns an image of the item, if the party to which the return is 
made has entered into an agreement to accept an image as a return of the 
item and the image is returned in accordance with that agreement; or 

(2) sends-written (3) sends a record providing notice of dishonor or 


nonpayment if the item is unavailable for return. 
Bock ck 


Official Comment 
*k ok ck 


8. Paragraph (a)(2) is designed to facilitate electronic check-processing by authorizing the 
payor bank to return an image of the item instead of the actual item. It applies only when 
the payor bank and the party to which the return has been made have agreed that the payor 
bank can make such a return and when the return complies with the agreement. The purpose 
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of the paragraph is to prevent third parties (such as the depositor of the check) from contend- 
ing that the payor bank missed its midnight deadline because it failed to return the actual 
item in a timely manner. If the payor bank missed its midnight deadline, payment would 
ave become final under Section 4-215 and the depositary bank would have lost its right o, 
hargeback under Section 4-214. Of course, the depositary bank might enter into an agree- 
ent with its depositor to resolve that problem, but it is not clear that agreements by banks 
with their customers can resolve all such issues. In any event, paragraph (a)(2) should elim- 
inate the need for such agreements. The provision rests on the premise that it is inappropri- 
ate to penalize a payor bank simply because it returns the actual item a few business days 
after the midnight deadline of the payor bank sent notice before that deadline to a collecting 
bank that had agreed to accept such notices. 
Nothing in paragraph (a)(2) authorizes the payor bank to destroy the check. 


§ 4-302. Payor’s Bank Responsibility for Late Return of Item. 


Official Comment 
*k ok Ok 


2. If the settlement given by the payor bank does not become final, there has been no 
payment under Section 4-215(b), and the payor bank giving the failed settlement is ac- 
countable under subsection (a)(1) of Section 4-302. For instance, the payor bank makes pro- 

isional settlement by sending a teller’s check that is dishonored. In such a case settlement 
is not final under Section 4-213(c) and no payment occurs under Section 4-215(b). Payor 
bank is accountable on the item. The general principle is that unless settlement provides 
he presenting bank with usable funds, settlement has failed and the payor bank is ac- 
countable for the amount of the item. On the other hand, if the payor bank makes a settle- 
ment for the item that becomes final under Section 4-215, the item has been paid and thus 
the payor bank is not accountable for the item under this Section. Amendments approved by 


the Permanent Editorial Board for Uniform Commercial Code November 2, 2002. 
kok Ok 


§ 4-403. Customer’s Right to Stop Payment; Burden of Proof of 


Loss. 
x ok ck 


(b) A stop-payment order is effective for six months, but it lapses after 
14 calendar days if the original order was oral and was not confirmed in 
writing a record within that period. A stop-payment order may be renewed 
for additional six-month periods by a writing record given to the bank 


ithin a period during which the stop-payment order is effective. 
xX ck ck 


§ 4-406. Customer’s Duty to Discover and Report Unauthorized 
Signature or Alteration. 


Official Comment 
xX ok ck 


4. Subsection (e) replaces former subsection (3) and poses a modified comparative 
egligence test for determining liability. See the discussion on this point in the Comments 
o Sections 3-404, 3-405, and 3-406. The term “good faith” is defined in Seetien 3-H08@)4) 
ection 1-201(b)(20) as including “observance of reasonable commercial standards of fair 


dealing.” The connotation of this standard is fairness and not absence of negligence. 
kokok 
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Pre-Revision Article 7 


Set forth below are the Text and Official Comments of Article 7 as they existed prior to 
evised Article 7, which was approved in 2003. 


ARTICLE 7 


WAREHOUSE RECEIPTS, BILLS OF LADING AND 
OTHER DOCUMENTS OF TITLE 


PART 1. GENERAL 


7-101. Short Title. 

7-102. Definitions and Index of Definitions. 

7-103. Relation of Article to Treaty, Statute, Tariff, Classification or 
Regulation. 

1-104. Negotiable and Non-negotiable Warehouse Receipt, Bill of Lading or 
Other Document of Title. 

7-105. Construction Against Negative Implication. 


PART 2. WAREHOUSE RECEIPTS: SPECIAL PROVISIONS 
7-201. Who May Issue a Warehouse Receipt; Storage Under Government Bond. 
7-202. Form of Warehouse Receipt; Essential Terms; Optional Terms. 
7-203. Liability for Non-receipt or Misdescription. 
7-204. Duty of Care; Contractual Limitation of Warehouseman’s Liability. 
7-205. Title Under Warehouse Receipt Defeated in Certain Cases. 
7-206. Termination of Storage at Warehouseman’s Option. 


7-207. Goods Must Be Kept Separate; Fungible Goods. 
7-208. Altered Warehouse Receipts. 

7-209. Lien of Warehouseman. 

7-210. Enforcement of Warehouseman’s Lien. 


PART 3. BILLS OF LADING: SPECIAL PROVISIONS 
7-301. Liability for Non-receipt or Misdescription; “Said to Contain”; “Shipper’s 
Load and Count”; Improper Handling. 
7-302. Through Bills of Lading and Similar Documents. 
7-303. Diversion; Reconsignment; Change of Instructions. 
7-304. Bills of Lading in a Set. 
7-305. Destination Bills. 
7-306. Altered Bills of Lading. 
7-307. Lien of Carrier. 
7-308. Enforcement of Carrier’s Lien. 
7-309. Duty of Care; Contractual Limitation of Carrier’s Liability. 


PART 4. WAREHOUSE RECEIPTS AND BILLS OF LADING: 
GENERAL OBLIGATIONS 
7-401. Irregularities in Issue of Receipt or Bill or Conduct of Issuer. 
7-402. Duplicate Receipt or Bill; Overissue. 
7-403. Obligation of Warehouseman or Carrier to Deliver; Excuse. 
7-404. No Liability for Good Faith Delivery Pursuant to Receipt or Bill. 
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PART 5. WAREHOUSE RECEIPTS AND BILLS OF LADING: 
NEGOTIATION AND TRANSFER 
7-501. Form of Negotiation and Requirements of “Due Negotiation". 
7-502. Rights Acquired by Due Negotiation. 
1-503. Document of Title to Goods Defeated in Certain Cases. 
7-504. Rights Acquired in the Absence of Due Negotiation; Effect of Diversion; 
Seller's Stoppage of Delivery. 
7-505. Indorser Not a Guarantor for Other Parties. 
1-506. Delivery Without Indorsement: Right to Compel Indorsement. 
7-507. Warranties on Negotiation or Transfer of Receipt or Bill. 
7-508. Warranties of Collecting Bank as to Documents. 
7-509. Receipt or Bill: When Adequate Compliance With Commercial Contract. 


PART 6. WAREHOUSE RECEIPTS AND BILLS OF LADING: 
MISCELLANEOUS PROVISIONS 
7-601. Lost and Missing Documents. 
7-602. Attachment of Goods Covered by a Negotiable Document. 
1-603. Conflicting Claims; Interpleader. 


PART 1 
GENERAL 


$ 7-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Documents of Title. 


Official Comment 

This Article is a consolidation and revision of the Uniform Warehouse Receipts Act and 
he Uniform Bills of Lading Act, and embraces also the provisions of the Uniform Sales Act 

elating to negotiation of documents of title. 

The only substantial omissions of material covered in the previous uniform acts are the 
criminal provisions found in the Warehouse Receipts and Bills of Lading acts. These crimi- 
nal provisions are inappropriate to a Commercial Code, and for the most part duplicate 
portions of the ordinary criminal law relating to frauds. 

The Article does not attempt to define the tort liability of bailees, except to hold certain. 
classes of bailees to a minimum standard of reasonable care. For important classes o 
bailees, liabilities in case of loss, damage or destruction, as well as other legal questions as- 
sociated with particular documents of title, are governed by federal statutes, international 

reaties, and in some cases regulatory state laws, which supersede the provisions of this 

rticle in case of inconsistency. See Section 7-103. 


$ 7-102. Definitions and Index of Definitions. 
(1) In this Article, unless the context otherwise requires: 

(a) *Bailee" means the person who by a warehouse receipt, bill of lad- 
ing or other document of title acknowledges possession of goods and 
contracts to deliver them. 

(b) *Consignee" means the person named in a bill to whom or to whose 
order the bill promises delivery. 

(c) “Consignor” means the person named in a bill as the person from 
whom the goods have been received for shipment. 
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a warehouseman, carrier or other person who in the ordinary course o 
business issues warehouse receipts or bills of lading. 

(e) “Document” means document of title as defined in the general 
definitions in Article 1 (Section 1-201). 

(f) *Goods" means all things which are treated as movable for the 
purposes of a contract of storage or transportation. 

(g) "Issuer" means a bailee who issues a document except that in rela- 
tion to an unaccepted delivery order it means the person who orders the 
possessor of goods to deliver. Issuer includes any person for whom an 
agent or employee purports to act in issuing a document if the agent or 
employee has real or apparent authority to issue documents, notwith- 
standing that the issuer received no goods or that the goods were 
misdescribed or that in any other respect the agent or employee violated 
his instructions. 

(h) *Warehouseman" is a person engaged in the business of storing 
goods for hire. 

(2) Other definitions applying to this Article or to specified Parts thereof, 
and the sections in which they appear are: 

“Duly negotiate". Section 7-501. 

“Person entitled under the document". Section 7-403(4). 

(3) Definitions in other Articles applying to this Article and the sections 
in which they appear are: 

“Contract for sale". Section 2-106. 


*Overseas". Section 2-323. 


“Receipt” of goods. Section 2-103. 


(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 


Official Comment 
Prior Uniform Statutory Provision: Section 76, Uniform Sales Act; Section 58, Uniform 
arehouse Receipts Act; Sections 1 and 53, Uniform Bills of Lading Act. 
Changes: Applicable definitions from the uniform acts have been consolidated and revised; 
definition of delivery order is new. 
Purposes of Changes and New Matter: 

1. “Bailee” was not defined in the old uniform acts. It is used in this Article as a blanket 
erm to designate carriers, warehousemen and others who normally issue documents o 
itle on the basis of goods which they have received. The definition does not, however, 
equire actual possession of the goods. If a bailee acknowledges possession when he does 

not have it he is bound by sections of this Article which declare the “bailee’s” obligations. 
(See definition of “Issuer” in this section and Sections 7-203 and 7-301 on liability in case o 
non-receipt.) 
2. The definition of warehouse receipt contained in the general definitions section of this 
ct (Section 1-201) eliminates the requirement of the Uniform Warehouse Receipts Act 
hat the issuing warehouseman be “lawfully engaged" in business. The warehouseman’s 
compliance with applicable state regulations such as the filing of a bond has no bearing on 
he substantive issues dealt with in this Article. Certainly the issuer's violations of law 
should not diminish his responsibility on documents he has put in commercial circulation. 

he Uniform Warehouse Receipts Act requirement that the warehouseman be engaged “for 
profit" has also been eliminated in view of the existence of state operated and co-operative 

arehouses. But it is still essential that the business be storing goods “for hire" (Section 
1-201 and this section). A person does not become a warehouseman by storing his own 
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goods. 

3. Delivery orders, which were included without qualification in the Uniform Sales Act 
definition of document of title, must be treated differently in this consolidation of provisions 

om the three uniform acts. When a delivery order has been accepted by the bailee it is for 
practical purposes indistinguishable from a warehouse receipt. Prior to such acceptance 
here is no basis for imposing obligations on the bailee other than the ordinary obligation o 
contract which the bailee may have assumed to the depositor of the goods. 
Cross References: 

Point 1: Sections 7-203 and 7-301. 

Point 2: Sections 1-201 and 7-203. 

See general comment to document of title in Section 1-201. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Contract”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Right”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Written”. Section 1-201. 


§ 7-103. Relation of Article to Treaty, Statute, Tariff, 
Classification or Regulation. 


To the extent that any treaty or statute of the United States, regulatory 
statute of this State or tariff, classification or regulation filed or issued 
pursuant thereto is applicable, the provisions of this Article are subject 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. To make clear what would of course be true without the Section, that applicable 
Federal law is paramount. 

2. To make clear also that regulatory state statutes (such as those fixing or authorizing a 
commission to fix rates and prescribe services, authorizing different charges for goods o 
different values, and limiting liability for loss to the declared value on which the charge 

as based) are not affected by the Article and are controlling on the matters which they 
cover. Notice that the reference is not only to such statutes, but to tariffs, classifications 
and regulations filed or issued pursuant to them. 
Cross References: 

Sections 7-201, 7-202, 7-204, 7-206, 7-309, 7-401, and 7-403. 
Definitional Cross Reference: 

“Bill of lading”. Section 1-201. 


§ 7-104. Negotiable and Non-negotiable Warehouse Receipt, Bill of 
Lading or Other Document of Title. 


(1) A warehouse receipt, bill of lading or other document of title is nego- 
iable 


(a) if by its terms the goods are to be delivered to bearer or to the or- 
der of a named person; or 

(b) where recognized in overseas trade, if it runs to a named person or 
assigns. 
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(2) Any other document is non-negotiable. A bill of lading in which it is 

stated that the goods are consigned to a named person is not made nego- 

iable by a provision that the goods are to be delivered only against a writ- 
en order signed by the same or another named person. 


Official Comment 


Prior Uniform Statutory Provision: Sections 27 and 76, Uniform Sales Act; Sections 2, 
3, 4, and 5, Uniform Warehouse Receipts Act; Sections 2, 3, 4, 5 and 53, Uniform Bills o 


Purposes of Changes: 

This Article deals with a class of commercial paper representing commodities in storage 
or transportation. This “commodity paper" is to be distinguished from what might be called 
"money paper" dealt with in the Article of this Act on Commercial Paper (Article 3) and 
“investment paper" dealt with in the Article of this Act on Investment Securities (Article 8). 

he class of “commodity paper" is designated “document of title" following the terminology 
of the Uniform Sales Act Section 76. Section 1-201. The distinctions between negotiable 
and nonnegotiable documents in this section makes the most important subclassification 
employed in the Article, in that the holder of negotiable documents may acquire more 
ights than his transferor had (See Section 7-502). 

A document of title is negotiable only if it satisfies this section. “Deliverable on proper 
indorsement and surrender of this receipt” will not render a document negotiable. Bailees 
often include such provisions as a means of insuring return of non-negotiable receipts for 

ecord purposes. Such language may be regarded as insistence by the bailee upon a partic- 
ular kind of receipt in connection with delivery of the goods. Subsections (1)(a) and (2) 
make it clear that a document is not negotiable which provides for delivery to order or 
bearer only if written instructions to that effect are given by a named person. 
Cross Reference: 
Section 7-502. 
Definitional Cross References: 

“Bearer”. Section 1-201. 

“Bill of lading”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Overseas”. Section 2-323. 

“Person”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-105. Construction Against Negative Implication. 

The omission from either Part 2 or Part 3 of this Article of a provision 
corresponding to a provision made in the other Part does not imply that a 
corresponding rule of law is not applicable. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
To avoid any impairment, for example, of any common-law right of indemnity a 
arehouseman may have corresponding to Section 7-301(5), or of any contractual security 
interest a carrier might have corresponding to Section 7-209(2). 
Cross References: 
Parts 2 and 3 of Article 7. 
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PART 2 
WAREHOUSE RECEIPTS: SPECIAL PROVISIONS 


$ 7-201. Who May Issue a Warehouse Receipt; Storage Under 
Government Bond. 


(1) A warehouse receipt may be issued by any warehouseman. 


(2) Where goods including distilled spirits and agricultural commodities 
are stored under a statute requiring a bond against withdrawal or a license 
for the issuance of receipts in the nature of warehouse receipts, a receipt 
issued for the goods has like effect as a warehouse receipt even though is- 
sued by a person who is the owner of the goods and is not a warehouseman. 


Official Comment 
Prior Uniform Statutory Provision: Section 1, Uniform Warehouse Receipts Act. 
Changes: Provision added to cover storage under government bond or under licensing 
statute. 
Purposes: 

It is not intended by reenactment of subsection (1) to repeal any provisions of special 
icensing or other statutes regulating who may become a warehouseman. See Section 10- 
103. Subsection (2) covers receipts issued by the owner for whiskey or other goods stored in. 
bonded warehouses under such statutes as 26 U.S.C. Chapter 26. Limitations on the 
ransfer of the receipts and criminal sanctions for violation of such limitations are not 
impaired. Section 7-103. Compare Section 7-401(d) on the liability of the issuer in such 
cases. 

Cross References: 

Sections 7-103, 7-401, 10-103. 
Definitional Cross References: 

"Warehouse receipt". Section 1-201. 

“Warehouseman”. Section 7-102. 


§ 7-202. Form of Warehouse Receipt; Essential Terms; Optional 
Terms. 


(1) A warehouse receipt need not be in any particular form. 


(2) Unless a warehouse receipt embodies within its written or printed 
erms each of the following, the warehouseman is liable for damages caused 
by the omission to a person injured thereby: 
(a) the location of the warehouse where the goods are stored; 
(b) the date of issue of the receipt; 
(c) the consecutive number of the receipt; 
(d) a statement whether the goods received will be delivered to the 
bearer, to a specified person, or to a specified person or his order; 


(e) the rate of storage and handling charges, except that where goods 
are stored under a field warehousing arrangement a statement of that 
fact is sufficient on a non-negotiable receipt; 


(f) a description of the goods or of the packages containing them; 


(g) the signature of the warehouseman, which may be made by his au- 
thorized agent; 


(h) if the receipt is issued for goods of which the warehouseman is 
owner, either solely or jointly or in common with others, the fact of such 
ownership; and 


(i) a statement of the amount of advances made and of liabilities 
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(Section 7-209). If the precise amount of such advances made or of such 
liabilities incurred is, at the time of the issue of the receipt, unknown to 
the warehouseman or to his agent who issues it, a statement of the fact 
that advances have been made or liabilities incurred and the purpose 
thereof is sufficient. 


(3) A warehouseman may insert in his receipt any other terms which are 


of delivery (Section 7-403) or his duty of care (Section 7-204). Any contrary 
provisions shall be ineffective. 


Official Comment 

Prior Uniform Statutory Provision: Section 2, Uniform Warehouse Receipts Act. 
Changes: Exemption for field warehouse receipts added in subsection (2)(e). 
Purposes: 

To make clear that the formal requirements of the Uniform Warehouse Receipts Act are 
continued but not to displace particular legislation requiring other or different specifica- 
ions of form, see Sections 7-103 and 10-103. This section does not require that a receipt be 
issued but states formal requirements for those which are issued. 
Cross References: 

Sections 7-103 and 10-103. 
Definitional Cross References: 

“Bearer”. Section 1-201. 

“Delivery”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

"Security interest". Section 1-201. 

"Term". Section 1-201. 

"Warehouse receipt". Section 1-201. 

“Warehouseman”. Section 7-102. 

“Written”. Section 1-201. 


§ 7-203. Liability for Non-receipt or Misdescription. 


A party to or purchaser for value in good faith of a document of title 
other than a bill of lading relying in either case upon the description 
herein of the goods may recover from the issuer damages caused by the 
non-receipt or misdescription of the goods, except to the extent that the 
document conspicuously indicates that the issuer does not know whether 
any part or all of the goods in fact were received or conform to the descrip- 
ion, as where the description is in terms of marks or labels or kind, 
quantity or condition, or the receipt or description is qualified by “contents, 
condition and quality unknown", “said to contain” or the like, if such indica- 
ion be true, or the party or purchaser otherwise has notice. 


Official Comment 
Prior Uniform Statutory Provision: Section 20, Uniform Warehouse Receipts Act. 
Changes: New section confined to problem of non-receipt and misdescription. 
Purposes of Changes and New Matter: 

This section is a simplified restatement of existing law as to the method by which a 
bailee may avoid responsibility for the accuracy of descriptions which are made by or in 
eliance upon information furnished by the depositor. The issuer is liable on documents is- 
sued by an agent, contrary to instructions of his principal, without receiving goods. No 
disclaimer of the latter liability is permitted. 

Cross References: 
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Sections 7-301 and 7-203. 
Definitional Cross References: 

“Conspicuous”. Section 1-201. 

“Document”. Section 7-102. 

“Document of title”. Section 1-201. 

“Goods”. Section 7-102. 

“Tssuer”. Section 7-102. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Value”. Section 1-201. 


§ 7-204. Duty of Care; Contractual Limitation of Warehouseman’s 
Liability. 

(1) A warehouseman is liable for damages for loss of or injury to the 
goods caused by his failure to exercise such care in regard to them as a 
reasonably careful man would exercise under like circumstances but un- 
less otherwise agreed he is not liable for damages which could not have 
been avoided by the exercise of such care. 


(2) Damages may be limited by a term in the warehouse receipt or stor- 
age agreement limiting the amount of liability in case of loss or damage, 
and setting forth a specific liability per article or item, or value per unit o 

eight, beyond which the warehouseman shall not be liable; provided, 
however, that such liability may on written request of the bailor at the 

ime of signing such storage agreement or within a reasonable time after 
receipt of the warehouse receipt be increased on part or all of the goods 
hereunder, in which event increased rates may be charged based on such 
increased valuation, but that no such increase shall be permitted contrary 
o a lawful limitation of liability contained in the warehouseman’s tariff, i 
any. No such limitation is effective with respect to the warehouseman’s li- 
ability for conversion to his own use. 


(3) Reasonable provisions as to the time and manner of presenting claims 
and instituting actions based on the bailment may be included in the 
arehouse receipt or tariff. 


(4) This section does not impair or repeal... 
Note: Insert in subsection (4) a reference to any statute which imposes a higher responsibil- 
ity upon the warehouseman or invalidates contractual limitations which would be permis- 
ible under this Article. 


Official Comment 
Prior Uniform Statutory Provision: Sections 3 and 21, Uniform Warehouse Receipts 
ct. 
Changes: Consolidated and rewritten; material on limitation of remedy is new. 
Purposes of Changes: 

The old uniform acts provided that receipts could not contain terms impairing the obliga- 
ion of reasonable care. Whether this is violated by a stipulation that in case of loss the 
bailee's liability is limited to stated amounts has been much controverted. The section is 
intended to eliminate that controversy by setting forth the conditions under which liability 
is so limited. However, as subsection (4) makes clear, the states as well as the federal 
government may supplement this section with more rigid standards of responsibility for 
some or all bailees. 

Cross References: 


1932 


Sections 7-103 and 10-103. 
Definitional Cross References: 

“Action”. Section 1-201. 

"Agreed". Section 1-201. 

*Goods". Section 7-102. 

“Reasonable time". Section 1-204. 

“Sign”. Section 1-201. 

"Term". Section 1-201. 

“Value”. Section 1-201. 

"Warehouse receipt". Section 1-201. 

“Warehouseman”. Section 7-102. 

“Written”. Section 1-201. 


§ 7-205. Title Under Warehouse Receipt Defeated in Certain 
Cases. 


A buyer in the ordinary course of business of fungible goods sold and 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
The typical case covered by this section is that of the warehouseman-dealer in grain, and 
he substantive question at issue is whether in case the warehouseman becomes insolvent 
he receipt holders shall be able to trace and recover grain shipped to farmers and other 
purchasers from the elevator. This was possible under the old acts, although courts were 
eager to find estoppels to prevent it. The practical difficulty of tracing fungible grain means 
hat the preservation of this theoretical right adds little to the commercial acceptability o 
negotiable grain receipts, which really circulate on the credit of the warehouseman. More- 
over, on default of the warehouseman, the receipt holders at least share in what grain 
emains, whereas retaking the grain from a good faith cash purchaser reduces him 
completely to the status of general creditor in a situation where there was very little he 
could do to guard against the loss. Compare 15 U.S.C. Section 714p, enacted in 1955. 
Cross References: 
Sections 2-403 and 9-320. 

Definitional Cross References: 

“Buyer in ordinary course of business”. Section 1-201. 

“Delivery”. Section 1-201. 

“Duly negotiate”. Section 7-501. 

“Fungible” goods. Section 1-201. 

“Goods”. Section 7-102. 

“Value”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Warehouseman”. Section 7-102. 


§ 7-206. Termination of Storage at Warehouseman’s Option. 

(1) A warehouseman may on notifying the person on whose account the 
goods are held and any other person known to claim an interest in the 
goods require payment of any charges and removal of the goods from the 

arehouse at the termination of the period of storage fixed by the docu- 

ent, or, if no period is fixed, within a stated period not less than thirty 
days after the notification. If the goods are not removed before the date 
specified in the notification, the warehouseman may sell them in accor- 
dance with the provisions of the section on enforcement of a warehouse- 

an’s lien (Section 7-210). 
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(2) If a warehouseman in good faith believes that the goods are about to 
deteriorate or decline in value to less than the amount of his lien within 
he time prescribed in subsection (1) for notification, advertisement and 
sale, the warehouseman may specify in the notification any reasonable 
shorter time for removal of the goods and in case the goods are not 
removed, may sell them at public sale held not less than one week after a 
single advertisement or posting. 


(3) If as a result of a quality or condition of the goods of which the 

arehouseman had no notice at the time of deposit the goods are a hazard 
o other property or to the warehouse or to persons, the warehouseman 

ay sell the goods at public or private sale without advertisement on rea- 
sonable notification to all persons known to claim an interest in the goods. 
If the warehouseman after a reasonable effort is unable to sell the goods 
he may dispose of them in any lawful manner and shall incur no liability 
by reason of such disposition. 


(4) The warehouseman must deliver the goods to any person entitled to 
hem under this Article upon due demand made at any time prior to sale 
or other disposition under this section. 


(5) The warehouseman may satisfy his lien from the proceeds of any sale 
or disposition under this section but must hold the balance for delivery on 
he demand of any person to whom he would have been bound to deliver 
he goods. 


Official Comment 
Prior Uniform Statutory Provision: Section 34, Uniform Warehouse Receipts Act. 
Changes: Rewritten and expanded to define the warehouseman's right to terminate the 
storage not only where the goods are perishable or hazardous as in Uniform Warehouse 
Receipts Act, Section 34, but also for any other reason including decline in value of the 
goods imperilling the warehouseman’s security for charges. 
Purposes of Changes: 

1. Most warehousing is for an indefinite term, the bailor being entitled to delivery on rea- 
sonable demand. It is necessary to define the warehouseman's power to terminate the bail- 
ment, since it would be commercially intolerable to allow warehousemen to order removal 
of the goods on short notice. The thirty day period provided where the document does not 
carry its own period of termination corresponds to commercial practice of computing rates 
on a monthly basis. The right to terminate under subsection (1) includes a right to require 
payment of “any charges", but does not depend on the existence of unpaid charges. 

2. In permitting expeditious disposition of perishable and hazardous goods Uniform 

arehouse Receipts Act, Section 34, made no distinction between cases where the 

arehouseman knowingly undertook to store such goods and cases where the goods were 
discovered to be of that character subsequent to storage. The former situation presents no 
such emergency as justifies the summary power of removal and sale. Subsections (2) and 
(3) distinguish between the two situations. 

3. Protection of his lien is the only interest which the warehouseman has to justify sum- 
mary sale of perishable goods which are not hazardous. This same interest must be 

ecognized when the stored goods, although not perishable, decline in market value to a 
point which threatens the warehouseman's security. 

4. The right to order removal of stored goods is subject to provisions of the public 

arehousing laws of some states forbidding warehousemen from discriminating among 
customers. Nor does the section relieve the warehouseman of any obligation under the 
states laws to secure the approval of a public official before disposing of deteriorating goods. 
Such regulatory statutes and the regulations under them remain in force and operative. 
Sections 7-103, 10-103. 

Cross References: 
Sections 7-103, 7-403, 10-103. 
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Definitional Cross References: 
“Delivery”. Section 1-201. 
“Document”. Section 7-102. 
“Good faith". Section 1-201. 
*Goods". Section 7-102. 

“Notice”. Section 1-201. 
“Notification”. Section 1-201. 
“Person”. Section 1-201. 
*Reasonable time". Section 1-204. 
“Value”. Section 1-201. 
“Warehouseman”. Section 7-102. 


§ 7-207. Goods Must Be Kept Separate; Fungible Goods. 


(1) Unless the warehouse receipt otherwise provides, a warehouseman 

ust keep separate the goods covered by each receipt so as to permit at all 
imes identification and delivery of those goods except that different lots o 
fungible goods may be commingled. 


goods is insufficient to meet all the receipts which the warehouseman has 
issued against it, the persons entitled include all holders to whom overis- 
sued receipts have been duly negotiated. 


Official Comment 

Prior Uniform Statutory Provision: Sections 22, 23 and 24, Uniform Warehouse 
Receipts Act. 
Changes: Consolidated and revised; holders of overissued receipts permitted to share in 
mass of fungible goods. 
Purposes of Changes: 

No change of substance is made other than the explicit statement that holders to whom 
overissued receipts have been duly negotiated shall share in a mass of fungible goods. 

ere individual ownership interests are merged into claims on a common fund, as is nec- 

essarily the case with fungible goods, there is no policy reason for discriminating between 
successive purchasers of similar claims. 
Definitional Cross References: 

“Delivery”. Section 1-201. 

“Duly negotiate". Section 7-501. 

“Fungible” goods. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Person”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Warehouseman”. Section 7-102. 


§ 7-208. Altered Warehouse Receipts. 


Where a blank in a negotiable warehouse receipt has been filled in 
ithout authority, a purchaser for value and without notice of the want o 
authority may treat the insertion as authorized. Any other unauthorized 
alteration leaves any receipt enforceable against the issuer according to its 

original tenor. 


Official Comment 
Prior Uniform Statutory Provision: Section 13, Uniform Warehouse Receipts Act. 
Changes: Generally revised and simplified; explicit treatment of the situation where a 
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blank in an executed document is filled without authority. 
Purposes of Changes: 

1. The execution of warehouse receipts in blank is a dangerous practice. As between the 

issuer and an innocent purchaser the risks should clearly fall on the former. 

2. An unauthorized alteration whether made with or without fraudulent intent does not 
elieve the issuer of his liability on the warehouse receipt as originally executed. The unau- 
horized alteration itself is of course ineffective against the warehouseman. 

Definitional Cross References: 

“Issuer”. Section 7-102. 

“Notice”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Value”. Section 1-201. 

"Warehouse receipt". Section 1-201. 


$ 7-209. Lien of Warehouseman. 

(1) A warehouseman has a lien against the bailor on the goods covered 
by a warehouse receipt or on the proceeds thereof in his possession for 
charges for storage or transportation (including demurrage and terminal 
charges), insurance, labor, or charges present or future in relation to the 
goods, and for expenses necessary for preservation of the goods or reason- 
ably incurred in their sale pursuant to law. If the person on whose account 
he goods are held is liable for like charges or expenses in relation to other 
goods whenever deposited and it is stated in the receipt that a lien is 
claimed for charges and expenses in relation to other goods, the warehouse- 

an also has a lien against him for such charges and expenses whether or 
not the other goods have been delivered by the warehouseman. But against 
a person to whom a negotiable warehouse receipt is duly negotiated a 

arehouseman's lien is limited to charges in an amount or at a rate speci- 
fied on the receipt or if no charges are so specified then to a reasonable 
charge for storage of the goods covered by the receipt subsequent to the 
date of the receipt. 

(2) The warehouseman may also reserve a security interest against the 
bailor for a maximum amount specified on the receipt for charges other 
han those specified in subsection (1), such as for money advanced and 
interest. Such a security interest is governed by the Article on Secured 

ransactions (Article 9). 

(3) (a) A warehouseman's lien for charges and expenses under subsection 

(1) or a security interest under subsection (2) is also effective against 

any person who so entrusted the bailor with possession of the goods that 

a pledge of them by him to a good faith purchaser for value would have 

been valid but is not effective against a person as to whom the document 

confers no right in the goods covered by it under Section 7-503. 

(b) A warehouseman’s lien on household goods for charges and expen- 
ses in relation to the goods under subsection (1) is also effective against 
all persons if the depositor was the legal possessor of the goods at the 
time of deposit. “Household goods" means furniture, furnishings and 
personal effects used by the depositor in a dwelling. 

(4) A warehouseman loses his lien on any goods which he voluntarily 
delivers or which he unjustifiably refuses to deliver. 


As amended in 1966. 
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Official Comment 
Prior Uniform Statutory Provision: Sections 27 through 32, Uniform Warehouse 
Receipts Act. 
Changes: Rewritten. 
Purposes of Changes: 

1. Subsection (1) defines the warehouseman's statutory lien. A specific lien attaches 
automatically, without express notation on the receipt, to goods stored under a non- 
negotiable receipt. That lien is limited to the usual charges arising out of a storage transac- 

ion; by notation on the receipt it can be made a general lien extending to like charges in 
elation to other goods. The same rules apply where the receipt is negotiable, except that as 
against a holder by due negotiation the lien is limited to the amount or rate specified on 
he receipt, or, if none is specified, to a reasonable charge for storage of the specific goods 
after the date of the receipt. 

2. Subsection (2) provides for a security interest based upon agreement. Such a security 

interest arises out of relations between the parties other than bailment for storage or 
ransportation, as where the bailee assumes the role of financer or performs a manufactur- 
ing operation, extending credit in reliance upon the goods covered by the receipt. Such a se- 
curity interest is not a statutory lien. Compare Sections 9-109 and 9-333. It is governed in 
all respects by Article 9, except that subsection (2) requires that the receipt specify a 
maximum amount and limits the security interest to the amount specified. 

3. Subsections (1) and (2) validate the lien and security interest “against the bailor." As 
against third parties, subsection (3)(a) continues the rule under the prior uniform statutory 
provision that to validate the lien the owner must have entrusted the goods to the deposi- 

or, and that the circumstances must be such that a pledge by the depositor to a good faith 
purchaser for value would have been valid. Thus the owner's interest will not be subjected 
o a lien or security interest arising out of a deposit of his goods by a thief. The warehouse- 
man may be protected because of the actual, implied or apparent authority of the depositor, 
because of a Factor’s Act, or because of other circumstances which would protect a bona fide 
pledgee, unless those circumstances are denied effect under Section 7-503. Where the third 
party is the holder of a security interest, the rights of the warehouseman depend on the 
priority given to a hypothetical bona fide pledgee by Article 9, particularly Section 9-322. 

hus the special priority granted to statutory liens by Section 9-333 does not apply to liens 

nder subsection (1) of this section, since subsection (3) *expressly provides otherwise" 

ithin the meaning of Section 9-333. As to household goods, however, subsection (3)(b) 
makes the warehouseman's lien *for charges and expenses in relation to the goods" effective 
against all persons if the depositor was the legal possessor. The purpose of the exception is 

o permit the warehouseman to accept household goods for storage in sole reliance on the 
alue of the goods themselves, especially in situations of family emergency. [This paragraph 

as amended in 1966]. 

4. It is unnecessary to state here, as in Uniform Warehouse Receipts Act 31, that a bailee 

ith a valid lien need not deliver until the lien is satisfied. Section 7-403 provides that a 
person demanding delivery under a document must be prepared to satisfy the bailee’s lien. 

5. Where goods have been stored under a non-negotiable warehouse receipt and are sold 
by the person to whom the receipt has been issued, frequently the goods are not withdrawn 
by the new owner. The obligations of the seller of the goods in this situation are set forth in 
Section 2-503(4) on tender of delivery and include procurement of an acknowledgment by 
he bailee of the buyer’s right to possession of the goods. If a new receipt is requested, such 
an acknowledgment can be withheld until storage charges have been paid or provided for. 

he statutory lien for charges on the goods sold, granted by the first sentence of subsection 
(1), continues valid unless the bailee gives it up. But once a new receipt is issued to the 
buyer, the buyer becomes “the person on whose account the goods are held” under the 
second sentence of subsection (1); unless he undertakes liability for charges in relation to 
other goods stored by the seller, there is no general lien against the buyer for such charges. 
Of course, the bailee may preserve the general lien in such a case either by an arrange- 
ment by which the buyer “is liable for” such charges, or by reserving a security interest 
under subsection (2). 
Cross References: 

Point 2: Sections 9-109 and 9-333. 

Point 3: Sections 7-503, 9-333 and 9-322. 
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Point 4: Section 7-403. 
Point 5: Section 2-503. 
Definitional Cross References: 
*Deliver". Section 1-201. 
“Document”. Section 7-102. 
“Goods”. Section 7-102. 
“Money”. Section 1-201. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Right”. Section 1-201. 
“Security interest”. Section 1-201. 
“Value”. Section 1-201. 
“Warehouse receipt”. Section 1-201. 
“Warehouseman”. Section 7-102. 


$ 7-210. Enforcement of Warehouseman’s Lien. 
(1) Except as provided in subsection (2), a warehouseman’s lien may be 
enforced by public or private sale of the goods in block or in parcels, at any 
ime or place and on any terms which are commercially reasonable, after 
notifying all persons known to claim an interest in the goods. Such notifica- 
ion must include a statement of the amount due, the nature of the 
proposed sale and the time and place of any public sale. The fact that a 
better price could have been obtained by a sale at a different time or in a 
different method from that selected by the warehouseman is not of itsel 
sufficient to establish that the sale was not made in a commercially rea- 
sonable manner. If the warehouseman either sells the goods in the usual 
manner in any recognized market therefor, or if he sells at the price cur- 
rent in such market at the time of his sale, or if he has otherwise sold in 
conformity with commercially reasonable practices among dealers in the 
ype of goods sold, he has sold in a commercially reasonable manner. A 
sale of more goods than apparently necessary to be offered to insure satis- 
faction of the obligation is not commercially reasonable except in cases 
covered by the preceding sentence. 
(2) A warehouseman’s lien on goods other than goods stored by a 
erchant in the course of his business may be enforced only as follows: 
(a) All persons known to claim an interest in the goods must be 
notified. 
(b) The notification must be delivered in person or sent by registered 
or certified letter to the last known address of any person to be notified. 
(c) The notification must include an itemized statement of the claim, a 
description of the goods subject to the lien, a demand for payment within 
a specified time not less than ten days after receipt of the notification, 
and a conspicuous statement that unless the claim is paid within that 
time the goods will be advertised for sale and sold by auction at a speci- 
fied time and place. 
(d) The sale must conform to the terms of the notification. 
(e) The sale must be held at the nearest suitable place to that where 
the goods are held or stored. 
(f) After the expiration of the time given in the notification, an 
advertisement of the sale must be published once a week for two weeks 
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consecutively in a newspaper of general circulation where the sale is to 
be held. The advertisement must include a description of the goods, the 
name of the person on whose account they are being held, and the time 
and place of the sale. The sale must take place at least fifteen days after 
the first publication. If there is no newspaper of general circulation 
where the sale is to be held, the advertisement must be posted at least 
ten days before the sale in not less than six conspicuous places in the 
neighborhood of the proposed sale. 


(3) Before any sale pursuant to this section any person claiming a right 
in the goods may pay the amount necessary to satisfy the lien and the rea- 
sonable expenses incurred under this section. In that event the goods must 


erms of the receipt and this Article. 


(4) The warehouseman may buy at any public sale pursuant to this 
section. 


(5) A purchaser in good faith of goods sold to enforce a warehouseman's 

lien takes the goods free of any rights of persons against whom the lien 
as valid, despite noncompliance by the warehouseman with the require- 
ents of this section. 


(6) The warehouseman may satisfy his lien from the proceeds of any sale 
pursuant to this section but must hold the balance, if any, for delivery on 
demand to any person to whom he would have been bound to deliver the 
goods. 


(7) The rights provided by this section shall be in addition to all other 
rights allowed by law to a creditor against his debtor. 


(8) Where a lien is on goods stored by a merchant in the course of his 
business the lien may be enforced in accordance with either subsection (1) 
or (2). 


(9) The warehouseman is liable for damages caused by failure to comply 
ith the requirements for sale under this section and in case of willful 
iolation is liable for conversion. 


As amended in 1962. 


Official Comment 
Prior Uniform Statutory Provision: Section 33, Uniform Warehouse Receipts Act. 
Changes: Rewritten; simplified foreclosure proceeding provided for all liens other than 
arehousemen's lien in non-commercial storage. 
Purposes of Changes: 

1. Subsection (1) makes “commercial reasonableness” the standard for foreclosure 
proceedings in all cases except non-commercial storage with a warehouseman. The latter 
category embraces principally storage of household goods by private owners; and for such 
cases the detailed provisions as to notification, publication and public sale, found in Section 
33 of the Uniform Warehouse Receipts Act are retained in subsection (2). The swifter, more 

exible procedure of subsection (1) is appropriate to commercial storage. Compare seller's 
power of resale on breach by buyer under the provisions of the Article on Sales (Section 
2-706). 

2. The provisions of subsections (4) and (5) permitting the bailee to bid at public sales 
and confirming the title of purchasers at foreclosure sales are designed to secure more bid- 
ding and better prices. 

Cross Reference: 

Section 7-403. 

Definitional Cross References: 
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“Bill of lading”. Section 1-201. 
“Conspicuous”. Section 1-201. 
“Creditor”. Section 1-201. 
“Delivery”. Section 1-201. 
“Document”. Section 7-102. 
“Good faith”. Section 1-201. 
“Goods”. Section 7-102. 
“Notification”. Section 1-201. 
“Notifies”. Section 1-201. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Rights”. Section 1-201. 
“Term”. Section 1-201. 
“Warehouseman”. Section 7-102. 


PART 3 
BILLS OF LADING: SPECIAL PROVISIONS 


§ 7-301. Liability for Non-receipt or Misdescription; “Said to 
Contain”; *Shipper's Load and Count”; Improper 
Handling. 

(1) A consignee of a non-negotiable bill who has given value in good faith 
or a holder to whom a negotiable bill has been duly negotiated relying in 
either case upon the description therein of the goods, or upon the date 
herein shown, may recover from the issuer damages caused by the misdat- 
ing of the bill or the non-receipt or misdescription of the goods, except to 

he extent that the document indicates that the issuer does not know 

hether any part or all of the goods in fact were received or conform to the 
description, as where the description is in terms of marks or labels or 
kind, quantity, or condition or the receipt or description is qualified by 

‘contents or condition of contents of packages unknown", “said to contain", 

‘shipper’s weight, load and count” or the like, if such indication be true. 

(2) When goods are loaded by an issuer who is a common carrier, the is- 
suer must count the packages of goods if package freight and ascertain the 
kind and quantity if bulk freight. In such cases “shipper’s weight, load and 
count” or other words indicating that the description was made by the 
shipper are ineffective except as to freight concealed by packages. 

(3) When bulk freight is loaded by a shipper who makes available to the 
issuer adequate facilities for weighing such freight, an issuer who is a 
common carrier must ascertain the kind and quantity within a reasonable 

ime after receiving the written request of the shipper to do so. In such 
cases “shipper’s weight” or other words of like purport are ineffective. 

(4) The issuer may by inserting in the bill the words “shipper’s weight, 
load and count” or other words of like purport indicate that the goods were 
loaded by the shipper; and if such statement be true the issuer shall not be 
liable for damages caused by the improper loading. But their omission 
does not imply liability for such damages. 

(5) The shipper shall be deemed to have guaranteed to the issuer the ac- 
curacy at the time of shipment of the description, marks, labels, number, 
kind, quantity, condition and weight, as furnished by him; and the shipper 


shall indemnify the issuer against damage caused by inaccuracies in such 
particulars. The right of the issuer to such indemnity shall in no way limit 
his responsibility and liability under the contract of carriage to any person 
other than the shipper. 


Official Comment 
Prior Uniform Statutory Provision: Section 23, Uniform Bills of Lading Act. 
Changes: Rewritten in part. 
Purposes of Changes: 

1. The provision as to misdating in subsection (1) conforms to the policy of the amend- 
ment to the Federal Bills of Lading Act by 44 Stat. 1450 (1927), as amended 49 U.S.C. Sec- 
ion 102, after the holding in Browne v. Union Pac. R. Co., 113 Kan. 726, 216 P. 299 (1923), 
affirmed on other grounds 267 U.S. 255, 45 S.Ct. 315, 69 L.Ed. 601 (1925). Subsections (2) 
and (3) conform to the policy of the Federal Bills of Lading Act, 49 U.S.C. Sections 100, 101, 
and the laws of several states. See, e.g., N.Y.Pers.Prop.Law Section 209; Report of N.Y. 
Law Revision Commission, N.Y.Leg.Doc. (1941) No. 65(F). 

2. The language of the old Uniform Act suggested that a carrier is ordinarily liable for 
damage caused by improper loading, but may relieve himself of liability by disclosing on 
he bill that shipper actually loaded. A more accurate statement of the law is that the car- 
ier is not liable for losses caused by act or default of the shipper, which would include 
improper loading. There is some question whether under present law a carrier is liable 
even to a good faith purchaser of a negotiable bill for such losses, if the shipper’s faulty 
oading in fact caused the loss. It is this doubtful liability which subsection (4) permits the 
carrier to bar by disclosure of shipper's loading. There is no implication that decisions such 
as Modern Tool Corp. v. Pennsylvania R. Co., 100 F.Supp. 595 (D.N.J.1951), are 
disapproved. 

3. This section is a simplified restatement of existing law as to the method by which a 
bailee may avoid responsibility for the accuracy of descriptions which are made by or in 
eliance upon information furnished by the depositor or shipper. The issuer is liable on 
documents issued by an agent, contrary to instructions of his principal, without receiving 
goods. No disclaimer of this liability is permitted since it is not a matter either of the care 
of the goods or their description. 

4. The shipper's erroneous report to the carrier concerning the goods may cause damage 
o the carrier. Subsection (5) therefore provides appropriate indemnity. 

Cross References: 

Sections 7-203 and 7-309. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Consignee”. Section 7-102. 

“Document”. Section 7-102. 

“Duly negotiate”. Section 7-501. 

“Good faith”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Issuer”. Section 7-102. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Value”. Section 1-201. 


§ 7-302. Through Bills of Lading and Similar Documents. 

(1) The issuer of a through bill of lading or other document embodying 
an undertaking to be performed in part by persons acting as its agents or 
by connecting carriers is liable to anyone entitled to recover on the docu- 
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continental United States or an undertaking including matters other than 
ransportation this liability may be varied by agreement of the parties. 

(2) Where goods covered by a through bill of lading or other document 
embodying an undertaking to be performed in part by persons other than 


ion of the issuer. His obligation is discharged by delivery of the goods to 
another such person pursuant to the document, and does not include li- 


(3) The issuer of such through bill of lading or other document shall be 
entitled to recover from the connecting carrier or such other person in pos- 
session of the goods when the breach of the obligation under the document 
occurred, the amount it may be required to pay to anyone entitled to re- 
cover on the document therefor, as may be evidenced by any receipt, judg- 

ent, or transcript thereof, and the amount of any expense reasonably 
incurred by it in defending any action brought by anyone entitled to re- 
cover on the document therefor. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The purpose of this section is to subject the initial carrier under a through bill to suit 
or breach of the contract of carriage by any connecting carrier and to make it clear that 
any such connecting carrier holds the goods on terms which are defined by the document o 

itle even though such connecting carrier did not issue the document. Since the connecting 
carrier does hold on the terms of the document, it must honor a proper demand for delivery 
or a diversion order just as the original bailee would have to. Similarly it has the benefits 
of the excuses for nondelivery and limitations of liability provided for the original bailee. 
nlike the original bailee-issuer, the connecting carrier's responsibility is limited to the pe- 
iod while the goods are in its possession. The section is patterned generally after the In- 
erstate Commerce Act, but does not impose any obligation to issue through bills. 

2. 'The reference to documents other than through bills looks to the possibility that multi- 
purpose documents may come into use, e.g., combination warehouse receipts and bills o 
ading. 

3. Where the obligations or standards applicable to different parties bound by a docu- 
ment of title are different, the initial carrier's responsibility for portions of the journey not 
on its own lines will be determined by the standards appropriate to the connecting carrier. 

hus a land carrier issuing a through bill of lading involving water carriage at a later stage 

ill have the benefit of the water carrier's immunity from liability for negligence of its ser- 

ants in navigating the vessel, where the law provides such an immunity for water carriers 
and the loss occurred while the goods were in the water carrier's possession. 

4. Under Subsection (1) the issuer of a through bill of lading may become liable for the 

ault of another person. Subsection (3) gives it appropriate rights of recourse. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 

“Overseas”. Section 2-323. 

“Party”. Section 1-201. 
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“Person”. Section 1-201. 


§ 7-303. Diversion; Reconsignment; Change of Instructions. 


(1) Unless the bill of lading otherwise provides, the carrier may deliver 
he goods to a person or destination other than that stated in the bill or 
ay otherwise dispose of the goods on instructions from 


(a) the holder of a negotiable bill; or 


(b) the consignor on a non-negotiable bill notwithstanding contrary 
instructions from the consignee; or 


(c) the consignee on a non-negotiable bill in the absence of contrary 
instructions from the consignor, if the goods have arrived at the billed 
destination or if the consignee is in possession of the bill; or 


(d) the consignee on a non-negotiable bill if he is entitled as against 
the consignor to dispose of them. 


(2) Unless such instructions are noted on a negotiable bill of lading, a 
person to whom the bill is duly negotiated can hold the bailee according to 
he original terms. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The old Acts contained no reference to diversion, a very common commercial practice 

hich defeats delivery to the consignee originally named in a bill of lading. The carrier was 
protected under the heading of “justified delivery” if the substituted consignee who received 
delivery was “a person lawfully entitled to possession of the goods.” Cf. subsection (1)(d). 

his in turn depended on whether the person ordering the diversion was the owner of the 
goods or empowered to dispose of them, which again might depend upon whether under 
sales law title had passed from the consignor-seller to the consignee-buyer. The carrier is 
plainly not in a position to decide such questions when directed by the person with whom it 
has contracted for transportation to change the destination of the goods in transit. Carriers 
may as a business matter be willing to accept instructions from consignees in which case, 
as under the old uniform acts, the carrier will be liable for misdelivery if the consignee was 
not the owner or otherwise empowered to dispose of the goods. The section imposes no duty 
on carriers to undertake diversion; it is of course subject to the provisions of filed tariffs. 
Section 7-103. 

2. It should be noted that the section provides only an immunity for carriers against li- 
ability for “misdelivery.” It does not, for example, defeat the title to the goods which the 
consignee-buyer may have acquired from the consignor-seller upon delivery of the goods to 

he carrier under a non-negotiable bill of lading. Thus if the carrier, upon instructions from 
he consignor, returns the goods to him, the consignee may recover the goods from the con- 

signor or his insolvent estate. However, under certain circumstances, the consignee’s title 
may be defeated by diversion of the goods in transit to a different consignee. 
Cross References: 

Point 2: Sections 7-403 and 7-504(3). 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 

“Consignee”. Section 7-102. 

“Consignor”. Section 7-102. 

“Delivery”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 
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"Term". Section 1-201. 


$ 7-304. Bills of Lading in a Set. 


(1) Except where customary in overseas transportation, a bill of lading 
ust not be issued in a set of parts. The issuer is liable for damages 
caused by violation of this subsection. 


(2) Where a bill of lading is lawfully drawn in a set of parts, each o 

hich is numbered and expressed to be valid only if the goods have not 
been delivered against any other part, the whole of the parts constitute 
one bill. 


(3) Where a bill of lading is lawfully issued in a set of parts and different 
parts are negotiated to different persons, the title of the holder to whom 
he first due negotiation is made prevails as to both the document and the 
goods even though any later holder may have received the goods from the 
carrier in good faith and discharged the carrier's obligation by surrender o 


(4) Any person who negotiates or transfers a single part of a bill of lad- 
ing drawn in a set is liable to holders of that part as if it were the whole 
set. 

(5) The bailee is obliged to deliver in accordance with Part 4 of this 
Article against the first presented part of a bill of lading lawfully drawn in 
a set. Such delivery discharges the bailee’s obligation on the whole bill. 


Official Comment 
Prior Uniform Statutory Provision: Section 6, Uniform Bills of Lading Act. 
Changes: This section adds to existing legislation, which merely prohibits bills in a set in 
ordinary domestic trade, a statement of the legal effect of a lawfully issued set. 
Purposes of Changes: 

The statement of the legal effect of a lawfully issued set is in accord with existing com- 
mercial law relating to maritime and other overseas bills. This law has been codified in the 
Hague and Warsaw Conventions and in the Carriage of Goods by Sea Act, the provisions o 

hich would ordinarily govern in situations where bills in a set are recognized by this 
Article. 

Cross Reference: 
Section 10-103. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Duly negotiate”. Section 7-501. 

“Good faith”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Tssuer”. Section 7-102. 

“Overseas”. Section 2-323. 

“Person”. Section 1-201. 

“Receipt of goods”. Section 2-103. 


§ 7-305. Destination Bills. 

(1) Instead of issuing a bill of lading to the consignor at the place o 
shipment a carrier may at the request of the consignor procure the bill to 
be issued at destination or at any other place designated in the request. 
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(2) Upon request of anyone entitled as against the carrier to control the 
goods while in transit and on surrender of any outstanding bill of lading or 
other receipt covering such goods, the issuer may procure a substitute bill 

o be issued at any place designated in the request. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

This proposal is designed to facilitate the use of order bills in connection with fast 
shipments. Use of order bills on high speed shipments is impeded by the fact that the goods 
may arrive at destination before the documents, so that no one is ready to take delivery 
rom the carrier. This is especially inconvenient for carriers by truck and air, who do not 
have terminal facilities where shipments can be held to await consignee's appearance. Or- 
der bills would be useful to take advantage of bank collection. This may be preferable to 
C.O.D. shipment in which the carrier, e.g. a truck driver, is the collecting and remitting 
agent. Financing of shipments under this plan would be handled as follows: seller at San 
Francisco delivers the goods to an airline with instructions to issue a bill in New York to a 

amed bank. Seller receives a receipt embodying this undertaking to issue a destination 
bill. Airline wires its New York freight agent to issue the bill as instructed by the seller. 
Seller wires the New York bank a draft on buyer. New York bank indorses the bill to buyer 
hen he honors the draft. Normally seller would act through his own bank in San Francisco, 
hich would extend him credit in reliance on the airline's contract to deliver a bill to the 
order of its New York correspondent. This section is entirely permissive; it imposes no duty 
o issue such bills. Whether a connecting carrier will act as issuing agent is left to agree- 
ment between carriers. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Consignor”. Section 7-102. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 

“Receipt of goods”. Section 2-103. 


§ 7-306. Altered Bills of Lading. 


An unauthorized alteration or filling in of a blank in a bill of lading 
leaves the bill enforceable according to its original tenor. 


Official Comment 

Prior Uniform Statutory Provision: Section 16, Uniform Bills of Lading Act. 
Changes: Generally revised and simplified; explicit treatment of the situation where a 
blank in an executed document is filled without authority. 
Purposes of Changes: 

An unauthorized alteration whether made with or without fraudulent intent does not 
elieve the issuer of his liability on the document as originally executed. Uniform 

arehouse Receipts Act 13 excused the issuer from any liability to a fraudulent alterer, 
other than the liability to deliver the goods according to the terms of the original document. 
It is difficult to conceive what liability the draftsman intended to excuse. Uniform Bills o 
Lading Act 16 contains no such excuse provision, and is followed in this respect in the pres- 
ent section. Uniform Bills of Lading Act 16 characterizes an unauthorized alteration as 
“void” but apparently nothing more was intended than that the alteration did not change 
he obligation of the issuer. This is sufficiently covered by the terms of this Section. More- 
over cases are conceivable in which an alteration would not be “void”; for example, an 
alteration made by common consent of a transferor and transferee of a document might ev- 
idence an enforceable contract between them. The same rule is made applicable to the fill- 
ing in of blanks, a matter on which the prior Acts were silent. 
Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Issuer”. Section 7-102. 
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$ 7-307. Lien of Carrier. 


(1) A carrier has a lien on the goods covered by a bill of lading for charges 
subsequent to the date of its receipt of the goods for storage or transporta- 
ion (including demurrage and terminal charges) and for expenses neces- 
sary for preservation of the goods incident to their transportation or rea- 
sonably incurred in their sale pursuant to law. But against a purchaser for 
alue of a negotiable bill of lading a carrier's lien is limited to charges 
stated in the bill or the applicable tariffs, or if no charges are stated then 
o a reasonable charge. 


(2) A lien for charges and expenses under subsection (1) on goods which 
he carrier was required by law to receive for transportation is effective 
against the consignor or any person entitled to the goods unless the carrier 
had notice that the consignor lacked authority to subject the goods to such 
charges and expenses. Any other lien under subsection (1) is effective 
against the consignor and any person who permitted the bailor to have 
control or possession of the goods unless the carrier had notice that the 
bailor lacked such authority. 


(3) A carrier loses his lien on any goods which he voluntarily delivers or 
hich he unjustifiably refuses to deliver. 


Official Comment 
Prior Uniform Statutory Provision: Sections 27 through 32, Uniform Warehouse 
Receipts Act. 
Changes: Rewritten; lien extended to carrier. Lien of common carrier validated unless car- 
ier had notice that consignor lacked authority to subject the goods to charges and expenses. 
here the carrier is not required by law to receive the goods for transportation, lien 
alidated against anyone who permitted the bailor to have possession even if he had no 
eal or apparent authority. 
Purposes of Changes: 
The section is intended to give carriers a specific statutory lien for charges and expenses 
similar to that given to warehousemen by the first sentence of Section 7-209. But since car- 
iers do not commonly claim a lien for charges in relation to other goods or lend money on 
he security of goods in their hands, provisions for a general lien or a security interest sim- 
ilar to those in Section 7-209(1) and (2) are omitted. See Comment to Section 7-105. Since 
he lien given by this section is specific, and the storage or transportation often preserves 
or increases the value of the goods, subsection (2) validates the lien against anyone who 
permitted the bailor to have possession of the goods. Where the carrier is required to 
eceive the goods for transportation, the owner's interest may be subjected to charges and 
expenses arising out of deposit of his goods by a thief. Cf. Section 9-333. The crucial mental 
element is the carrier's knowledge or reason to know of the bailor's lack of authority. 
Cross References: 
Sections 7-209, 9-109 and 9-333. 
Definitional Cross References: 
“Bill of lading”. Section 1-201. 
“Consignor”. Section 7-102. 
“Delivery”. Section 1-201. 
“Goods”. Section 7-102. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Value”. Section 1-201. 


§ 7-308. Enforcement of Carrier’s Lien. 


(1) A carrier's lien may be enforced by public or private sale of the goods, 
in block or in parcels, at any time or place and on any terms which are 


commercially reasonable, after notifying all persons known to claim an 
interest in the goods. Such notification must include a statement of the 
amount due, the nature of the proposed sale and the time and place of any 
public sale. The fact that a better price could have been obtained by a sale 
at a different time or in a different method from that selected by the car- 
rier is not of itself sufficient to establish that the sale was not made in a 
commercially reasonable manner. If the carrier either sells the goods in 
he usual manner in any recognized market therefor or if he sells at the 
price current in such market at the time of his sale or if he has otherwise 
sold in conformity with commercially reasonable practices among dealers 
in the type of goods sold he has sold in a commercially reasonable manner. 
A sale of more goods than apparently necessary to be offered to ensure sat- 
isfaction of the obligation is not commercially reasonable except in cases 
covered by the preceding sentence. 


(2) Before any sale pursuant to this section any person claiming a right 
in the goods may pay the amount necessary to satisfy the lien and the rea- 
sonable expenses incurred under this section. In that event the goods must 
not be sold, but must be retained by the carrier subject to the terms of the 
bill and this Article. 


(3) The carrier may buy at any public sale pursuant to this section. 


(4) A purchaser in good faith of goods sold to enforce a carrier's lien 
akes the goods free of any rights of persons against whom the lien was 
alid, despite noncompliance by the carrier with the requirements of this 

section. 


(5) The carrier may satisfy his lien from the proceeds of any sale pursu- 
ant to this section but must hold the balance, if any, for delivery on demand 
o any person to whom he would have been bound to deliver the goods. 


(6) The rights provided by this section shall be in addition to all other 
rights allowed by law to a creditor against his debtor. 


(7) A carrier's lien may be enforced in accordance with either subsection 
(1) or the procedure set forth in subsection (2) of Section 7-210. 


(8) The carrier is liable for damages caused by failure to comply with the 
requirements for sale under this section and in case of willful violation is 
liable for conversion. 


Official Comment 
Prior Uniform Statutory Provision: Section 33, Uniform Warehouse Receipts Act. 
Changes: Rewritten; provisions extended to carriers’ liens; simplified foreclosure proceed- 
ing provided. 
Purposes of Changes: 

This section is intended to give the carrier an enforcement procedure of his lien 
coextensive with that given the warehousemen in cases other than those covering noncom- 
mercial storage by him. See Comment to Section 7-210. 

Cross Reference: 

Section 7-210. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Creditor”. Section 1-201. 

“Delivery”. Section 1-201. 

“Good faith”. Section 1-201. 

“Goods”. Section 7-102. 
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“Notification”. Section 1-201. 
“Notifies”. Section 1-201. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Rights”. Section 1-201. 
“Term”. Section 1-201. 


§ 7-309. Duty of Care; Contractual Limitation of Carrier’s 
Liability. 

(1) A carrier who issues a bill of lading whether negotiable or non- 
negotiable must exercise the degree of care in relation to the goods which a 
reasonably careful man would exercise under like circumstances. This 
subsection does not repeal or change any law or rule of law which imposes 
liability upon a common carrier for damages not caused by its negligence. 


(2) Damages may be limited by a provision that the carrier’s liability 
shall not exceed a value stated in the document if the carrier’s rates are 
dependent upon value and the consignor by the carrier’s tariff is afforded 
an opportunity to declare a higher value or a value as lawfully provided in 

he tariff, or where no tariff is filed he is otherwise advised of such op- 
portunity; but no such limitation is effective with respect to the carrier’s li- 
ability for conversion to its own use. 


(3) Reasonable provisions as to the time and manner of presenting claims 
and instituting actions based on the shipment may be included in a bill o 
lading or tariff. 


Official Comment 

Prior Uniform Statutory Provision: Section 3, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

The old uniform act provided that bills of lading could not contain terms impairing the 
obligation of reasonable care. Whether this is violated by a stipulation that in case of loss 
he bailee’s liability is limited to stated amounts has been much controverted. For inter- 
state rail transportation the matter is settled by the Carmack Amendment to the Interstate 
Commerce Act (See 49 U.S.C.A. § 20(11)). The present section is a generalized version o 
he Interstate Commerce Act provisions. The obligation of due care is radically qualified, in 
he case of maritime bills and international airbills, by federal legislation and treaty. All 
his special legislation would remain in effect even if Congress enacts this Code, including 
he present Article. See Section 7-103. 

Subsection (1) does not impair any rule of law imposing the liability of an insurer on a 
common carrier in intrastate commerce. Subsection (2), however, applies to such liability as 

ell as to liability based on negligence. The entire section is subject under Section 7-103 to 
applicable provisions in filed tariffs, such as the common disclaimer of responsibility for 
undeclared articles of extraordinary value, hidden from view. Tariffs which lawfully provide 
a maximum unit value beyond which goods are not taken fall within the same principle, 
and are expressly covered by the words “value as lawfully provided in the tariff.” 
Cross Reference: 

Section 7-103. 
Definitional Cross References: 

“Action”. Section 1-201. 

“Bill of lading”. Section 1-201. 

“Consignor”. Section 7-102. 

“Document”. Section 7-102. 

“Goods”. Section 7-102. 

“Value”. Section 1-201. 
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WAREHOUSE RECEIPTS AND BILLS OF LADING: 
GENERAL OBLIGATIONS 


$ 7-401. Irregularities in Issue of Receipt or Bill or Conduct of 
Issuer. 
The obligations imposed by this Article on an issuer apply to a document 
of title regardless of the fact that 


(a) the document may not comply with the requirements of this Article 
or of any other law or regulation regarding its issue, form or content; or 

(b) the issuer may have violated laws regulating the conduct of his 
business; or 

(c) the goods covered by the document were owned by the bailee at the 
time the document was issued; or 

(d) the person issuing the document does not come within the defini- 
tion of warehouseman if it purports to be a warehouse receipt. 


Official Comment 
Prior Uniform Statutory Provision: Section 20, Uniform Warehouse Receipts Act; Sec- 
ion 23, Uniform Bills of Lading Act. 
Changes: Most of the material is new; the uniform act sections cited deal only with non- 
eceipt and misdescription. 
Purposes of Changes and New Matter: 
The bailee's liability on his document despite non-receipt or misdescription of the goods 
is affirmed in Sections 7-203 and 7-301. The purpose of this section is to make it clear that 
egardless of irregularities a document which falls within the definition of document of title 
imposes on the issuer the obligations stated in this Article. For example, a bailee will not 
be permitted to avoid his obligation to deliver the goods (Section 7-403) or his obligation o 
due care with respect to them (Sections 7-204 and 7-309) by taking the position that no 
alid *document" was issued because he failed to file a statutory bond or did not pay stamp 
axes or did not disclose the place of storage in the document. Sanctions against violations 
of statutory or administrative duties with respect to documents should be limited to revoca- 
ion of license or other measures prescribed by the regulation imposing the duty. As to the 
continuing vitality of regulations, in addition to those found in this Article, of documents o 
itle, see Sections 7-103 and 10-103. 
Cross References: 
Sections 7-103, 7-203, 7-204, 7-301, 7-309 and 10-103. 
Definitional Cross References: 
“Bailee”. Section 7-102. 
“Document”. Section 7-102. 
“Document of title". Section 1-201. 
“Goods”. Section 7-102. 
“Issuer”. Section 7-102. 
“Person”. Section 1-201. 
“Warehouse receipt”. Section 1-201. 
“Warehouseman”. Section 7-102. 


§ 7-402. Duplicate Receipt or Bill; Overissue. 

Neither a duplicate nor any other document of title purporting to cover 
goods already represented by an outstanding document of the same issuer 
confers any right in the goods, except as provided in the case of bills in a 
set, overissue of documents for fungible goods and substitutes for lost, 
stolen or destroyed documents. But the issuer is liable for damages caused 
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by his overissue or failure to identify a duplicate document as such by con- 
spicuous notation on its face. 


Official Comment 
Prior Uniform Statutory Provision: Section 6, Uniform Warehouse Receipts Act; Sec- 
ion 7, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

1. This section treats a duplicate which is not properly identified as such like any other 
overissue of documents: a purchaser of such a document acquires no title but only a cause 
of action for damages against the person who made his deception possible, except in the 
cases noted in the section. But parts of a bill lawfully issued in a set of parts are not *over- 
issue" (Section 7-304). Of course, if the issuer has clearly indicated that a document is a 
duplicate so that no one can be deceived by it, and in fact the duplicate is a correct copy o 
he original, the warehouseman is not liable for preparing and delivering such a duplicate 
copy. 

2. The section applies to nonnegotiable documents to the extent of providing an action for 
damages for one who acquires an unmarked duplicate from a transferor who knew the facts 
and would therefore himself have had no cause of action against the issuer of the duplicate. 
Ordinarily the transferee of a nonnegotiable document acquires only the rights of his 

ransferor. 

3. Overissue is defined so as to exclude the common situation where two valid documents 
of different issuers are outstanding for the same goods at the same time. Thus freight 
orwarders commonly issue bills of lading to their customers for small shipments to be 
combined into carload shipments for which the railroad will issue a bill of lading to the 
orwarder. So also a warehouse receipt may be outstanding against goods, and the holder o 
he receipt may issue delivery orders against the same goods. In these cases dealings with 
he subsequently issued documents may be effective to transfer title; e.g. negotiation of a 
delivery order will effectively transfer title in the ordinary case where no dishonesty has oc- 
curred and the goods are available to satisfy the orders. Section 7-503 provides for cases o 
conflict between documents of different issuers. 

Cross References: 

Point 1: Sections 7-207, 7-304, and 7-601. 

Point 3: Section 7-503. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Conspicuous”. Section 1-201. 

“Document”. Section 7-102. 

“Document of title”. Section 1-201. 

“Fungible” goods. Section 1-201. 

“Goods”. Section 7-102. 

“Issuer”. Section 7-102. 

"Right". Section 1-201. 


$ 7-403. Obligation of Warehouseman or Carrier to Deliver; 
Excuse. 


(1) The bailee must deliver the goods to a person entitled under the doc- 
ment who complies with subsections (2) and (3), unless and to the extent 
hat the bailee establishes any of the following: 

(a) delivery of the goods to a person whose receipt was rightful as 
against the claimant; 

(b) damage to or delay, loss or destruction of the goods for which the 
bailee is not liable [, but the burden of establishing negligence in such 
cases is on the person entitled under the document]; 


Note: The brackets in (1)(b) indicate that State enactments may differ on this point 
without serious damage to the principle of uniformity. 
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ment of a lien or on warehouseman's lawful termination of storage; 


(d) the exercise by a seller of his right to stop delivery pursuant to the 
provisions of the Article on Sales (Section 2-705); 


(e) a diversion, reconsignment or other disposition pursuant to the 
provisions of this Article (Section 7-303) or tariff regulating such right; 


(f) release, satisfaction or any other fact affording a personal defense 
against the claimant; 


(g) any other lawful excuse. 


(2) A person claiming goods covered by a document of title must satisfy. 
he bailee's lien where the bailee so requests or where the bailee is 
prohibited by law from delivering the goods until the charges are paid. 


(3) Unless the person claiming is one against whom the document confers 
no right under Sec. 7-503(1), he must surrender for cancellation or nota- 
ion of partial deliveries any outstanding negotiable document covering the 
goods, and the bailee must cancel the document or conspicuously note the 
partial delivery thereon or be liable to any person to whom the document 
is duly negotiated. 


(4) *Person entitled under the document" means holder in the case of a 
negotiable document, or the person to whom delivery is to be made by the 
erms of or pursuant to written instructions under a non-negotiable 
document. 


Official Comment 
Prior Uniform Statutory Provision: Sections 8 through 12, 16 and 19, Uniform 
arehouse Receipts Act; Sections 11 through 15, 19 and 22, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

1. The general and primary purpose of this revision is to simplify the statement of the 
bailee's obligation on the document. The interrelations of the separate sections of the old 
uniform acts dealing with “obligation to deliver,” “justification in delivering,” and “liability 
or misdelivery" are obscure. The present section is constructed on the basis of stating what 
previous deliveries or other circumstances operate to excuse the bailee's normal obligation 
on the document. Accordingly, “justified” deliveries under the old uniform acts now find 
heir place as “excuse” under subsection (1). Unjustified deliveries, i.e., “misdeliveries” 
under the old acts, are simply omitted from the list of excuses, thus permitting the normal 
obligation on the document to be asserted. 

2. The principal case covered by subsection (1)(a) is delivery to a person whose title is 
paramount to the rights represented by the document. For example, if a thief deposits 
stolen goods in a warehouse and takes a negotiable receipt, the warehouseman is not liable 
on the receipt if he has surrendered the goods to the true owner, even though the receipt is 
held by a good faith purchaser. See Section 7-503(1). However, if the owner entrusted the 
goods to a person with power of disposition, and that person deposited the goods and took a 

egotiable document, the owner's receipt would not be rightful as against a holder to whom 
he negotiable document was duly negotiated, and delivery to the owner would not give the 
bailee a defense against such a holder. See Sections 7-502(1)(b), 7-503(1)(a). 

3. Subsection (1)(b) amounts to a cross reference to all the tort law that determines the 
arying responsibilities and standards of care applicable to commercial bailees. A restate- 
ment of this tort law would be beyond the scope of this Act. Much of the applicable law as 
o responsibility of bailees for the preservation of the goods and limitation of liability in 
case of loss has been codified for particular classes of bailees in interstate and foreign com- 
merce by federal legislation and treaty and for intrastate carriers and other bailees by the 
egulatory state laws preserved by Section 7-103. In the absence of governing legislation 
he common law will prevail subject to the minimum standard of reasonable care prescribed 
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by Sections 7-204 and 7-309 of this Article. The optional language in subsection (1)(b) 
states the rule laid down for interstate carriers in many federal cases. State decisions are 
in conflict as to both carriers and warehousemen. Particular states may prefer to adopt the 
ederal rule. 

4. Subsection (2) eliminates the implication of the old uniform acts that a request for 
delivery must be accompanied by a formal tender of the amount of the charges due. Rather, 
he bailee must request payment of the amount of his lien when asked to deliver, and only 
in case this request is refused is he justified in declining to deliver because of nonpayment 
of charges. Where delivery without payment is forbidden by law, the request is treated as 
implicit. Such a prohibition reflects a policy of uniformity to prevent discrimination by fail- 
ure to request payment in particular cases. 

5. Subsection (3) states the obvious duty of a bailee to take up a negotiable document or 

ote partial deliveries conspicuously thereon, and the result of failure in that duty. It is 
subject to only one exception, that stated in subsection 1(a) of this section and in Section 
7-503(1). It is limited to cases of delivery to a claimant; it has no application, for example, 

here goods held under a negotiable document are lawfully sold to enforce the bailee's lien. 
Cross References: 

Point 2: Sections 7-502 and 7-503. 

Point 3: Sections 7-103, 7-204, 7-309 and 10-103. 

Point 5: Section 7-503(1). 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Conspicuous”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Document of title". Section 1-201. 

“Duly negotiate". Section 7-501. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Right”. Section 1-201. 

“Terms”. Section 1-201. 

“Warehouseman”. Section 7-102. 

“Written”. Section 1-201. 


§ 7-404. No Liability for Good Faith Delivery Pursuant to Receipt 
or Bill. 


A bailee who in good faith including observance of reasonable commercial 
standards has received goods and delivered or otherwise disposed of them 
according to the terms of the document of title or pursuant to this Article 
is not liable therefor. This rule applies even though the person from whom 
he received the goods had no authority to procure the document or to 
dispose of the goods and even though the person to whom he delivered the 
goods had no authority to receive them. 


Official Comment 

Prior Uniform Statutory Provision: Section 10, Uniform Warehouse Receipts Act; Sec- 
ion 13, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

The generalized test of good faith and observance of reasonable commercial standards is 
substituted for the attempts to particularize what constitutes good faith in the cited sec- 
ions of the old uniform acts. The section states explicitly what is perhaps an implication 
rom the old acts that the common law rule of “innocent conversion” by unauthorized “in- 
ermeddling” with another’s property is inapplicable to the operations of commercial carri- 
ers and warehousemen, who in good faith and with reasonable observance of commercial 
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standards perform obligations which they have assumed and which generally they are 
under a legal compulsion to assume. The section applies to delivery to a fraudulent holder 
of a valid document as well as to delivery to the holder of an invalid document. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Good faith”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

“Term”. Section 1-201. 


PART 5 


WAREHOUSE RECEIPTS AND BILLS OF LADING: 
NEGOTIATION AND TRANSFER 


§ 7-501. Form of Negotiation and Requirements of “Due 
Negotiation”. 

(1) A negotiable document of title running to the order of a named person 
is negotiated by his indorsement and delivery. After his indorsement in 
blank or to bearer any person can negotiate it by delivery alone. 

(2) (a) A negotiable document of title is also negotiated by delivery alone 

when by its original terms it runs to bearer. 

(b) When a document running to the order of a named person is 
delivered to him the effect is the same as if the document had been 
negotiated. 

(3) Negotiation of a negotiable document of title after it has been 
indorsed to a specified person requires indorsement by the special indorsee 
as well as delivery. 

(4) A negotiable document of title is “duly negotiated” when it is negoti- 
ated in the manner stated in this section to a holder who purchases it in 
good faith without notice of any defense against or claim to it on the part 
of any person and for value, unless it is established that the negotiation is 
mot in the regular course of business or financing or involves receiving the 
document in settlement or payment of a money obligation. 

(5) Indorsement of a non-negotiable document neither makes it negotia- 
ble nor adds to the transferee’s rights. 

(6) The naming in a negotiable bill of a person to be notified of the ar- 
rival of the goods does not limit the negotiability of the bill nor constitute 
notice to a purchaser thereof of any interest of such person in the goods. 


Official Comment 
Prior Uniform Statutory Provision: Sections 28, 29, 31, 32 and 38, Uniform Sales Act; 
Sections 37, 38, 39, 40 and 47, Uniform Warehouse Receipts Act; Sections 9, 28, 29, 30, 31 
and 38, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

1. In general this section is intended to clarify the language of the old acts and to restate 
he effect of the better decisions thereunder. An important new concept is added, however, 
in the requirement of “regular course of business or financing" to effect the “due negotia- 
ion" which will transfer greater rights than those held by the person negotiating. The 
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oundation of the mercantile doctrine of good faith purchase for value has always been, as 
shown by the case situations, the furtherance and protection of the regular course of trade. 
he reason for allowing a person, in bad faith or in error, to convey away rights which are 
ot his own has from the beginning been to make possible the speedy handling of that 
great run of commercial transactions which are patently usual and normal. 

There are two aspects to the usual and normal course of mercantile dealings, namely, the 
person making the transfer and the nature of the transaction itself. The first question 

hich arises is: Is the transferor a person with whom it is reasonable to deal as having full 
powers? In regard to documents of title the only holder whose possession appears, com- 
mercially, to be in order is almost invariably a person in the trade. No commercial purpose 
is served by allowing a tramp or a professor to *duly negotiate" an order bill of lading for 
hides or cotton not his own, and since such a transfer is obviously not in the regular course 
of business, it is excluded from the scope of the protection of subsection (4). 

The second question posed by the “regular course" qualification is: Is the transaction one 

hich is normally proper to pass full rights without inquiry, even though the transferor 
himself may not have such rights to pass, and even though he may be acting in breach o 
duty? In raising this question the “regular course" criterion has the further advantage o 
imiting, the effective wrongful disposition to transactions whose protection will really fur- 
her trade. Obviously, the snapping up of goods for quick resale at a price suspiciously 
below the market deserves no protection as a matter of policy: it is also clearly outside the 

ange of regular course. 

Any notice from the face of the document sufficient to put a merchant on inquiry as to the 
"regular course" quality of the transaction will frustrate a “due negotiation". Thus ir- 

egularity of the document on its face or unexplained staleness of a bill of lading may ap- 
propriately be recognized as negating a negotiation in “regular” course. 

A pre-existing claim constitutes value, and “due negotiation" does not require “new 

alue." A usual and ordinary transaction in which documents are received as security for 
credit previously extended may be in “regular” course, even though there is a demand for 
additional collateral because the creditor *deems himself insecure." But the matter has 
moved out of the regular course of financing if the debtor is thought to be insolvent, the 
credit previously extended is in effect cancelled, and the creditor snatches a plank in the 
shipwreck under the guise of a demand for additional collateral. Where a money debt is 
“paid” in commodity paper, any question of “regular” course disappears, as the case is 
explicitly excepted from *due negotiation". 

2. Negotiation under this section may be made by any holder no matter how he acquired 
possession of the document. The present section follows in this respect the Uniform Bills o 
Lading Act and amendments of the original Uniform Sales Act and Uniform Warehouse 
Receipts Act proposed by the Commissioners on Uniform State Laws in 1922. 

3. Subsection (2)(b) makes explicit a matter upon which the intent of the old acts was 
clear but the language somewhat obscure: a negotiation results from a delivery to a banker 
or buyer to whose order the document has been taken by the person making the bailment. 

here is no presumption of irregularity in such a negotiation; it may very well be in “regu- 
ar course." 

4. This Article does not contain any provision creating a presumption of due negotiation. 
o, and full rights in, a holder of a document of title akin to that created by Sections 16, 24 
and 59 of the Negotiable Instruments Law. But the reason of the provisions of this Act 
(Section 1-202) on the prima facie authenticity and accuracy of third party documents, joins 

ith the reason of the present section to work such a presumption in favor of any person 

ho has power to make a due negotiation. It would not make sense for this Act to authorize 
a purchaser to indulge the presumption of regularity if the courts were not also called upon 


Point 1: Sections 7-502 and 7-503. 
Point 2: Section 7-502. 
Definitional Cross References: 
“Bearer”. Section 1-201. 
“Delivery”. Section 1-201. 
“Document”. Section 7-102. 
“Document of title". Section 1-201. 
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*Good faith". Section 1-201. 
*Holder". Section 1-201. 
“Notice”. Section 1-201. 
“Person”. Section 1-201. 
“Purchase”. Section 1-201. 
"Rights". Section 1-201. 
"Term". Section 1-201. 
“Value”. Section 1-201. 


§ 7-502. Rights Acquired by Due Negotiation. 

(1) Subject to the following section and to the provisions of Section 7-205 
on fungible goods, a holder to whom a negotiable document of title has 
been duly negotiated acquires thereby: 

(a) title to the document; 
(b) title to the goods; 


(c) all rights accruing under the law of agency or estoppel, including 
rights to goods delivered to the bailee after the document was issued; 
and 

(d) the direct obligation of the issuer to hold or deliver the goods ac- 
cording to the terms of the document free of any defense or claim by him 
except those arising under the terms of the document or under this 
Article. In the case of a delivery order the bailee's obligation accrues 
only upon acceptance and the obligation acquired by the holder is that 
the issuer and any indorser will procure the acceptance of the bailee. 

(2) Subject to the following section, title and rights so acquired are not 


defeated by any stoppage of the goods represented by the document or by 
surrender of such goods by the bailee, and are not impaired even though 
he negotiation or any prior negotiation constituted a breach of duty or 
even though any person has been deprived of possession of the document 
by misrepresentation, fraud, accident, mistake, duress, loss, theft or 
conversion, or even though a previous sale or other transfer of the goods or 
document has been made to a third person. 


Official Comment 
Prior Uniform Statutory Provision: Sections 20(4), 25, 33, 38 and 62, Uniform Sales 
ct; Sections 41, 47, 48 and 49, Uniform Warehouse Receipts Act; Sections 32, 38, 39, 40 
and 42, Uniform Bills of Lading Act. 
Changes: Rewritten. 
Purposes of Changes: 

1. The several necessary qualifications of the broad principle that the holder of a docu- 
ment acquired in a due negotiation is the owner of the document and the goods have been 
brought together in the next section. 

2. Subsection (1)(c) covers the case of “feeding” of a duly negotiated document by 
subsequent delivery to the bailee of such goods as the document falsely purported to cover; 
he bailee in such case is estopped as against the holder of the document. 

3. The explicit statement in subsection (1)(d) of the bailee's direct obligation to the holder 
precludes the defense, sometimes successfully asserted under the old acts, that the docu- 
ment in question was “spent” after the carrier had delivered the goods to a previous holder. 
But the holder is subject to such defenses as non-negligent destruction even though not ap- 
parent on the face of the document, and the bailee's obligation is of course subject to lawful 
provisions in filed classifications and tariffs. See Sections 7-103, 7-403. The sentence on 
delivery orders applies only to delivery orders in negotiable form which have been duly 

egotiated. On delivery orders, see also Section 7-503(2) and Comment. 
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4. Subsection (2) condenses and continues the law of a number of sections of the prior 
acts which gave full effect to the issuance or due negotiation of a negotiable document. The 
subsection adds nothing to the effect of the rules stated in subsection (1), but it has been 
included since such explicit references were relied upon under the prior acts to preserve the 

ights of a purchaser by due negotiation unimpaired. The listing is not exhaustive. Only 
hose matters have been repeated in this subsection which were explicitly reserved in the 
prior acts except in the case of stoppage in transit. Here, the language has been broadened 
o include “any stoppage” lest an inference be drawn that a stoppage of the goods before or 
after transit might cut off or otherwise impair the purchaser's rights. 

Cross References: 

Sections 7-103, 7-205, 7-403 and 7-503. 

Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Delivery order". Section 7-102. 

“Document”. Section 7-102. 

*Document of title". Section 1-201. 

*Duly negotiate". Section 7-501. 

“Fungible”. Section 1-201. 

“Goods”. Section 7-102. 

“Holder”. Section 1-201. 

“Issuer”. Section 7-102. 

“Person”. Section 1-201. 

“Rights”. Section 1-201. 

“Term”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-503. Document of Title to Goods Defeated in Certain Cases. 

(1) A document of title confers no right in goods against a person who 
before issuance of the document had a legal interest or a perfected security 
interest in them and who neither 

(a) delivered or entrusted them or any document of title covering them 
to the bailor or his nominee with actual or apparent authority to ship, 
store or sell or with power to obtain delivery under this Article (Section 

7-403) or with power of disposition under this Act (Sections 2-403 and 

9-320) or other statute or rule of law; nor 

(b) acquiesced in the procurement by the bailor or his nominee of any 
document of title. 

(2) Title to goods based upon an unaccepted delivery order is subject to 
he rights of anyone to whom a negotiable warehouse receipt or bill of lad- 
ing covering the goods has been duly negotiated. Such a title may be 
defeated under the next section to the same extent as the rights of the is- 
suer or a transferee from the issuer. 


_ (3) Title to goods based upon a bill of lading issued toa freight forwarder 


forwarder is duly negotiated; but delivery by the carrier in accordance 
ith Part 4 of this Article pursuant to its own bill of lading discharges the 
carrier’s obligation to deliver. 


As amended in 1999. 


See Appendix I contained within revised Article 9 for material relating to 
changes made in text in 1999. 
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Official Comment 
Prior Uniform Statutory Provision: Section 33, Uniform Sales Act; Section 41, Uniform 
arehouse Receipts Act; Section 32, Uniform Bills of Lading Act. 
Changes: Subsection (1) narrows, as compared to the cited sections, the occasions for 
defeating the document holder's title. 
Purposes of Changes: 

1. In general it may be said that the title of a purchaser by due negotiation prevails over 

almost any interest in the goods which existed prior to the procurement of the document o 
itle if the possession of the goods by the person obtaining the document derived from any 
action by the prior claimant which introduced the goods into the stream of commerce or 
carried them along that stream. A thief of the goods cannot indeed by shipping or storing 
hem to his own order acquire power to transfer them to a good faith purchaser. Nor can a 
enant or mortgagor defeat any rights of a landlord or mortgagee which have been perfected 
under the local law merely by wrongfully shipping or storing a portion of the crop or other 
goods. However, “acquiescence” by the landlord or tenant does not require active consent 

nder subsection (1)(b) and knowledge of the likelihood of storage or shipment with no 
objection or effort to control it is sufficient to defeat his rights as against one who takes by 
"due" negotiation of a negotiable document. 
On the other hand, where goods are delivered to a factor for sale, even though the factor 
has made no advances and is limited in his duty to sell for cash, the goods are “entrusted” 
o him “with actual . . . authority . . . to sell” under subsection (1)(a), and if he procures a 
negotiable document of title he can transfer the owner's interest to a purchaser by due 
negotiation. Further, where the factor is in the business of selling, goods entrusted to him 
simply for safekeeping or storage may be entrusted under circumstances which give him 
"apparent authority to ship, store or sell" under subsection (1)(a), or power of disposition 
nder Section 2-403, 7-205 or 9-320, or under a statute such as the earlier Factors Acts, or 
under a rule of law giving effect to apparent ownership. See Section 1-103. 

Persons having an interest in goods also frequently deliver or entrust them to agents or 
servants other than factors for the purpose of shipping or warehousing or under circum- 
stances reasonably contemplating such action. Rounding out the case law development 

nder the prior Acts, this Act is clear that such persons assume full risk that the agent to 

hom the goods are so delivered may ship or store in breach of duty, take a document to 
his own order and then proceed to misappropriate it. This Act makes no distinction be- 
ween possession or mere custody in such situations and finds no exception in the case o 
arceny by a bailee or the like. The safeguard in such situations lies in the requirement 
hat a due negotiation can occur only “in the regular course of business or financing" and 
hat the purchase be in good faith and without notice. See Section 7-501. Documents of title 
have no market among the commercially inexperienced and the commercially experienced 
do not take them without inquiry from persons known to be truck drivers or petty clerks 
even though such persons purport to be operating in their own names. 

Again, where the seller allows a buyer to receive goods under a contract for sale, though 
as a “conditional delivery" or under “cash sale" terms and on explicit agreement for imme- 
diate payment, the buyer thereby acquires power to defeat the seller's interest by transfer 
of the goods to certain good faith purchasers. See Section 2-403. Both in policy and under 

he language of subsection (1)(a) that same power must be extended to accomplish the 
same result if the buyer procures a negotiable document of title to the goods and duly 
negotiates it. 

2. Under subsection (1) a delivery order issued by a person having no right in or power 
over the goods is ineffective unless the owner acts as provided in subsection (1)(a) or (b). 

hus the rights of a transferee of a non-negotiable warehouse receipt can be defeated by a 
delivery order subsequently issued by the transferor only if the transferee *delivers or 
entrusts" to the “person procuring” the delivery order or “acquiesces” in his procurement. 
Similarly, a second delivery order issued by the same issuer for the same goods will 
ordinarily be subject to the first, both under this section and under Section 7-402. After a 
delivery order is validly issued but before it is accepted, it may nevertheless be defeated 
under subsection (2) in much the same way that the rights of a transferee may be defeated 
under Section 7-504. For example, a buyer in ordinary course from the issuer may defeat 

he rights of the holder of a prior delivery order if the bailee receives notification of the 
buyer's rights before notification of the holder's rights. Section 7-504(2)(b). But an accepted 
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delivery order has the same effect as a document issued by the bailee. 

3. Under subsection (3) a bill of lading issued to a freight forwarder is subordinated to 
he freight forwarder's certificate, since the bill on its face gives notice of the fact that a 
reight forwarder is in the picture and has in all probability issued a certificate. But the 
carrier is protected in following the terms of its own bill of lading. 

Cross References: 

Point 1: Sections 2-403, 7-205, 7-501, 9-320, and 9-331. 

Point 2: Sections 7-402 and 7-504. 

Point 3: Sections 7-402, 7-403 and 7-404. 

Definitional Cross References: 

“Bill of lading”. Section 1-201. 

“Contract for sale”. Section 2-106. 

“Delivery”. Section 1-201. 

“Delivery order”. Section 7-102. 

“Document”. Section 7-102. 

“Document of title”. Section 1-201. 

“Duly negotiate”. Section 7-501. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Right”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 


§ 7-504. Rights Acquired in the Absence of Due Negotiation; Effect 
of Diversion; Seller’s Stoppage of Delivery. 

(1) A transferee of a document, whether negotiable or non-negotiable, to 

hom the document has been delivered but not duly negotiated, acquires 

he title and rights which his transferor had or had actual authority to 


convey. 

(2) In the case of a non-negotiable document, until but not after the 
bailee receives notification of the transfer, the rights of the transferee may 
be defeated 

(a) by those creditors of the transferor who could treat the sale as void 
under Section 2-402; or 

(b) by a buyer from the transferor in ordinary course of business if the 
bailee has delivered the goods to the buyer or received notification of his 
rights; or 

(c) as against the bailee by good faith dealings of the bailee with the 
transferor. 

(3) A diversion or other change of shipping instructions by the consignor 
in a non-negotiable bill of lading which causes the bailee not to deliver to 
he consignee defeats the consignee's title to the goods if they have been 
delivered to a buyer in ordinary course of business and in any event defeats 
he consignee's rights against the bailee. 

(4) Delivery pursuant to a non-negotiable document may be stopped by a 
seller under Section 2-705, and subject to the requirement of due notifica- 
ion there provided. A bailee honoring the seller's instructions is entitled 
o be indemnified by the seller against any resulting loss or expense. 


Official Comment 


Prior Uniform Statutory Provision: Section 34, Uniform Sales Act; Sections 41(b) and 
42, Uniform Warehouse Receipts Act; Sections 32(b) and 33, Uniform Bills of Lading Act. 
Changes: Generally rewritten; Subsection (3) is new. 
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Purposes of Changes and New Matter: 

1. Under the general principles controlling negotiable documents, it is clear that in the 
absence of due negotiation a transferor cannot convey greater rights than he himself has, 
even when the negotiation is formally perfect. This section recognizes the transferor's 
power to transfer rights which he himself has or has “actual authority to convey." Thus, 

here a negotiable document of title is being transferred the operation of the principle o 
estoppel is not recognized, as contrasted with situations involving the transfer of the goods 
hemselves. (Compare Section 2-403 on good faith purchase of goods.) 

A necessary part of the price for the protection of regular dealings with negotiable docu- 
ments of title is an insistence that no dealing which is in any way irregular shall be 
ecognized as a good faith purchase of the document or of any rights pertaining to it. So, 

here the transfer of a negotiable document fails as a negotiation because a requisite 
indorsement is forged or otherwise missing, the purchaser in good faith and for value ma; 
be in the anomalous position of having less rights, in part, than if he had purchased the 
goods themselves. True, his rights are not subject to defeat by attachment of the goods or 
surrender of them to his transferor [Contrast subsection (2) ]; but on the other hand, he 
cannot acquire enforceable rights to control or receive the goods over the bailee's objection 
merely by giving notice to the bailee. Similarly, a consignee who makes payment to his con- 
signor against a straight bill of lading can thereby acquire the position of a good faith 
purchaser of goods under provisions of the Article of this Act on Sales (Section 2-403), 

hereas the same payment made in good faith against an unindorsed order bill would not 
have such effect. The appropriate remedy of a purchaser in such a situation is to regularize 
his status by compelling indorsement of the document (see Section 7-506). 

2. As in the case of transfer—as opposed to *due negotiation"—of negotiable documents, 
subsection (1) empowers the transferor of a nonnegotiable document to transfer only such 

ights as he himself has or has “actual authority" to convey. In contrast to situations 
involving the goods themselves the operation of estoppel or agency principles is not here 
ecognized to enable the transferor to convey greater rights than he actually has. Subsec- 
ion (2) makes it clear, however, that the transferee of a nonnegotiable document may| 
acquire rights greater in some respects than those of his transferor by giving notice of the 
ransfer to the bailee. 

3. Subsection (3) is in part a reiteration of the carrier's immunity from liability if it 
honors instructions of the consignor to divert, but there is added a provision protecting the 
itle of the substituted consignee if the latter is a buyer in ordinary course of business. 
ypical situation would be where a manufacturer, having shipped a lot of standardized. 
goods to À on nonnegotiable bill of lading, diverts the goods to customer B who pays for 
hem. Under orthodox passage-of-title-by-appropriation doctrine A might reclaim the goods 

om B. However, no consideration of commercial policy supports this involvement of an in- 
ocent third party in the default of the manufacturer on his contract to A; and the common 
commercial practice of diverting goods in transit suggests a trade understanding in accor- 
dance with this subsection. 

4. Subsection (4) gives the carrier an express right to indemnity where he honors a 
seller's request to stop delivery. 

5. Section 1-201(27) gives the bailee protection, if due diligence is exercised, similar to 
hat found in the third paragraph of Section 33, Uniform Bills of Lading Act, where the 
bailee's organization has not had time to act on a notification. 

Cross References: 

Point 1: Sections 2-403 and 7-506. 

Point 2: Section 2-403. 

Point 3: Sections 7-303 and 7-403(1)(e). 

Point 4: Sections 2-705 and 7-403(1)(d). 

Definitional Cross References: 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 

“Buyer in ordinary course of business”. Section 1-201. 

“Consignee”. Section 7-102. 

“Consignor”. Section 7-102. 

“Creditor”. Section 1-201. 
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“Delivery”. Section 1-201. 
“Document”. Section 7-102. 
*Duly negotiate". Section 7-501. 
*Good faith". Section 1-201. 
*Goods". Section 7-102. 
“Honor”. Section 1-201. 
“Notification”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Rights”. Section 1-201. 


$ 7-505. Indorser Not a Guarantor for Other Parties. 


The indorsement of a document of title issued by a bailee does not make 
he indorser liable for any default by the bailee or by previous indorsers. 


Official Comment 

Prior Uniform Statutory Provision: Section 37, Uniform Sales Act; Section 45, Uniform 

arehouse Receipts Act; Section 36, Uniform Bills of Lading Act. 
Changes: No substantial change. 
Purposes of Changes: 

The indorsement of a document of title is generally understood to be directed towards 
perfecting the transferee's rights rather than towards assuming additional obligations. The 
anguage of the present section, however, does not preclude the one case in which an 
indorsement given for value guarantees future action, namely, that in which the bailee has 

ot yet become liable upon the document at the time of the indorsement. Under such cir- 
cumstances the indorser, of course, engages that appropriate honor of the document by the 
bailee will occur. See Section 7-502(1)(d) as to negotiable delivery orders. However, even in 
such a case, once the bailee attorns to the transferee, the indorser's obligation has been 
ulfilled and the policy of this section excludes any continuing obligation on the part of the 
indorser for the bailee's ultimate actual performance. 
Cross Reference: 

Section 7-502. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

*Document of title". Section 1-201. 

“Party”. Section 1-201. 


$ 7-506. Delivery Without Indorsement: Right to Compel 
Indorsement. 


The transferee of a negotiable document of title has a specifically en- 
forceable right to have his transferor supply any necessary indorsement 
but the transfer becomes a negotiation only as of the time the indorsement 
is supplied. 


Official Comment 

Prior Uniform Statutory Provision: Section 35, Uniform Sales Act; Section 43, Uniform 

arehouse Receipts Act; Section 34, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten; former requirement that transfer be “for value” 
eliminated. 
Purposes of Changes: 

1. From a commercial point of view the intention to transfer a negotiable document o 
itle which requires an indorsement for its transfer, is incompatible with an intention to 

ithhold such indorsement and so defeat the effective use of the document. This position is 
sustained by the absence of any reported case applying the prior provisions in almost forty 
years of decisions. Further, the preceding section and the Comment thereto make it clear 
hat an indorsement generally imposes no responsibility on the indorser. 

2. Although this section provides that delivery of a document of title without the neces- 
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sary indorsement is effective as a transfer, the transferee, of course, has not regularized his 
position until such indorsement is supplied. Until this is done he cannot claim rights under 
due negotiation within the requirements of this Article (subsection (4) of Section 7-501) on 
"due negotiation". Similarly, despite the transfer to him of his transferor's title, he cannot 
demand the goods from the bailee until the negotiation has been completed and the docu- 
ment is in proper form for surrender. See Section 7-403(3). 
Cross References: 

Point 1: Section 7-505. 

Point 2: Sections 7-501(4) and 7-403(2). 
Definitional Cross References: 

“Document of title". Section 1-201. 

"Rights". Section 1-201. 


$ 7-507. Warranties on Negotiation or Transfer of Receipt or Bill. 


Where a person negotiates or transfers a document of title for value 
otherwise than as a mere intermediary under the next following section, 
hen unless otherwise agreed he warrants to his immediate purchaser only 
in addition to any warranty made in selling the goods 


(a) that the document is genuine; and 


(b) that he has no knowledge of any fact which would impair its valid- 
ity or worth; and 


(c) that his negotiation or transfer is rightful and fully effective with 
respect to the title to the document and the goods it represents. 


Official Comment 
Prior Uniform Statutory Provision: Section 36, Uniform Sales Act; Section 44, Uniform 
arehouse Receipts Act; Section 35, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten without change in policy. 
Purposes of Changes: 

1. This section omits provisions of the prior acts on warranties as to the goods as unnec- 
essary and incomplete. It is unnecessary because such warranties derive from the contract 
of sale and not from the transfer of the documents. The fact that transfer of control occurs 
by way of a document of title does not limit or displace the ordinary obligations of a seller. 

he former provision, moreover, was incomplete because it did not expressly include all o 
he warranties which might rest upon a seller under such circumstances. This Act handles 
he problem by means of the precautionary reference to “any warranty made in selling the 
goods." If the transfer of documents attends or follows the making of a contract for the sale 
of goods, the general obligations on warranties as to the goods (Sections 2-312 through 
2-318) are brought to bear as well as the special warranties under this section. 

2. The limited warranties of a delivering or collecting intermediary are stated in Section. 
7-508. 

Cross References: 

Point 1: Sections 2-312 through 2-318. 

Point 2: Section 7-508. 

Definitional Cross References: 

“Document”. Section 7-102. 

“Document of title”. Section 1-201. 

“Genuine”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Value”. Section 1-201. 


§ 7-508. Warranties of Collecting Bank as to Documents. 
A collecting bank or other intermediary known to be entrusted with 
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documents on behalf of another or with collection of a draft or other claim 
against delivery of documents warrants by such delivery of the documents 
only its own good faith and authority. This rule applies even though the 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. To state the limited warranties given with respect to the documents accompanying a 
documentary draft. 

2. In warranting its authority a bank only warrants its authority from its transferor. See 
Section 4-203. It does not warrant the genuineness or effectiveness of the document. 
Compare Section 7-507. 

3. Other duties and rights of banks handling documentary drafts for collection are stated 
in Article 4, Part 5. 

Cross References: 

Sections 4-203 and 7-507, 4-501 through 4-504. 
Definitional Cross References: 

“Collecting bank”. Section 4-105. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Draft”. Section 5-103. 

“Good faith”. Section 1-201. 


§ 7-509. Receipt or Bill: When Adequate Compliance With 
Commercial Contract. 


The question whether a document is adequate to fulfill the obligations o 


a contract for sale or the conditions of a credit is governed by the Articles 
on Sales (Article 2) and on Letters of Credit (Article 5). 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: 

To cross-refer to the Articles of this Act which deal with the substantive issues of the 
ype of document of title required under the contract entered into by the parties. 
Cross References: 

Articles 2 and 5. 
Definitional Cross References: 

“Contract for sale”. Section 2-106. 

“Document”. Section 7-102. 


PART 6 


WAREHOUSE RECEIPTS AND BILLS OF LADING: 
MISCELLANEOUS PROVISIONS 


§ 7-601. Lost and Missing Documents. 
(1) If a document has been lost, stolen or destroyed, a court may order 
delivery of the goods or issuance of a substitute document and the bailee 
ay without liability to any person comply with such order. If the docu- 
ent was negotiable the claimant must post security approved by the 
court to indemnify any person who may suffer loss as a result of non- 
surrender of the document. If the document was not negotiable, such secu- 


(2) A bailee who without court order delivers goods to a person claiming 
nder a missing negotiable document is liable to any person injured 
hereby, and if the delivery is not in good faith becomes liable for 
conversion. Delivery in good faith is not conversion if made in accordance 

ith a filed classification or tariff or, where no classification or tariff is 
filed, if the claimant posts security with the bailee in an amount at least 
double the value of the goods at the time of posting to indemnify any 
person injured by the delivery who files a notice of claim within one year 
after the delivery. 


Official Comment 
Prior Uniform Statutory Provision: Section 14, Uniform Warehouse Receipts Act; Sec- 
ion 17, Uniform Bills of Lading Act. 
Changes: General Revision. Principal innovations include: affirmation of bailee's privilege 
o deliver to claimant without resort to judicial proceedings if the bailee acts in good faith 
and is willing to take the full risk of loss in case the lost document turns up in the hands o 
an innocent purchaser; explicit authorization to the court to order bailee to issue a 
substitute document rather than make physical delivery of the goods; inclusion of “stolen” 
as well as lost documents; extension of section to non-negotiable documents. 
Purposes of Changes: The purposes of the changes insofar as they are not self-evident 
are as follows: 

1. As to bailee's privilege to deliver without court order, doubt had arisen as to the 
propriety of such action under Section 54 of the Uniform Warehouse Receipts Act, which 
made it a crime to deliver goods covered by negotiable receipts without taking up the 

eceipts “except in the cases provided for in Section 14" (the lost receipts section). This has 
been interpreted by one court as exempting from criminal liability only if the judicial proce- 
dure of Section 14 was followed. Dahl v. Winter-Truesdell-Diercks Co., 61 N.D. 84, 237 
N.W. 202 (1931). Although the criminal provisions are not being re-enacted in this Act (and 
he Uniform Bills of Lading Act never did include such a criminal provision), it seems 
advisable to clarify the legality of the well established commercial practice of bailees to 
make delivery where they are satisfied that the claimant is the person entitled under a lost 
document. Since the bailee remains liable on the document in such cases, he will usually 
insist that the claimant provide an indemnity bond. 

2. The old acts provide only for compulsory delivery of goods; this Section provides also 
or compulsory issuance of a substitute document. If continuance of the bailment is desir- 
able there is no reason to require the goods to be withdrawn and redeposited in order to 
secure a negotiable document. The present acts would probably be so interpreted. Section 
20 of the Federal Warehouse Act and some state laws expressly require issuance of a new 

eceipt on proof of loss and posting of bond. 

3. Claimants on non-negotiable instruments are permitted to avail themselves of this 
procedure because straight bills of lading sometimes contain provisions that the goods shall 
not be delivered except upon production of the bill. If the carrier should choose to insist 
upon production of the bill, the consignee should have some means of compelling delivery 
on satisfactory proof of entitlement. 

Ordinarily no security would be necessary to indemnify a bailee in delivering to the 
person named in a non-negotiable document. But disputes as to negotiability may arise, in 

hich case if there is a reasonable doubt on the point the bailee should be protected 
against the possibility that the missing document would, in the hands of an innocent 
purchaser for value, be held negotiable. 

4. It seems unnecessary to state, as do the present acts, that the court shall act ^on satis- 
actory proof of such loss or destruction." The right of action created by the section is 
conditioned on a document being lost, stolen or destroyed. Plaintiff must of course bring 
himself within the section. There is nothing in the language of the old acts to suggest that 
hey intended to impose anything but the normal burden of proof on the plaintiff in such 
proceedings. 
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5. Subsection (2) makes it clear that after delivery without court order the bailee remains 
iable for actual damages. Liability for conversion is provided where the delivery is dishon- 
est, but excluded where a filed classification or tariff is followed in good faith, or where the 
described bond is posted in good faith and no classification or tariff is filed. Liability for 
conversion in other cases is left to judicial decision. 

Definitional Cross References: 

“Bailee”. Section 7-102. 

“Bill of lading”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Good faith”. Section 1-201. 

“Goods”. Section 7-102. 

“Person”. Section 1-201. 

“Warehouse receipt”. Section 1-201. 

“Warehouseman”. Section 7-102. 


§ 7-602. Attachment of Goods Covered by a Negotiable Document. 


Except where the document was originally issued upon delivery of the 
goods by a person who had no power to dispose of them, no lien attaches 
by virtue of any judicial process to goods in the possession of a bailee for 

hich a negotiable document of title is outstanding unless the document 
be first surrendered to the bailee or its negotiation enjoined, and the bailee 
shall not be compelled to deliver the goods pursuant to process until the 
document is surrendered to him or impounded by the court. One who 
purchases the document for value without notice of the process or injunc- 
ion takes free of the lien imposed by judicial process. 


Official Comment 
Prior Uniform Statutory Provisions: Section 25, Uniform Warehouse Receipts Act; Sec- 
ion 24, Uniform Bills of Lading Act. 
Changes: Consolidated and rewritten. 
Purposes of Changes: 

1. The purpose of the section is to protect the bailee from conflicting claims of the docu- 
ment holder and the judgment creditors of the person who deposited the goods. The rights 
of the former prevail unless, in effect, the judgment creditors immobilize the negotiable 
document. However, if the document was issued upon deposit of the goods by a person who 
had no power to dispose of the goods so that the document is ineffective to pass title, judg- 
ment liens are valid to the extent of the debtor's interest in the goods. 

2. The last sentence covers the possibility that the holder of a document who has been 
enjoined from negotiating it will violate the injunction by negotiating to an innocent 
purchaser for value. In such case the lien will be defeated. 

Cross Reference: 

Point 1: Section 7-503. 
Definitional Cross References: 

“Bailee”. Section 7-102. 

“Delivery”. Section 1-201. 

“Document”. Section 7-102. 

“Goods”. Section 7-102. 

“Notice”. Section 1-201. 

“Person”. Section 1-201. 

“Purchase”. Section 1-201. 

“Value”. Section 1-201. 


§ 7-603. Conflicting Claims; Interpleader. 
If more than one person claims title or possession of the goods, the 
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bailee is excused from delivery until he has had a reasonable time to 

ascertain the validity of the adverse claims or to bring an action to compel 

all claimants to interplead and may compel such interpleader, either in 

defending an action for non-delivery of the goods, or by original action, 
hichever is appropriate. 


Official Comment 
Prior Uniform Statutory Provision: Sections 16 and 17, Uniform Warehouse Receipts 
ct; Sections 20 and 21, Uniform Bills of Lading Act. 
Changes: Consolidation without substantial change. 
Purposes of Changes: 
The section enables a bailee faced with conflicting claims to the goods to compel the 
claimants to litigate their claims with each other rather than with him. 
Definitional Cross References: 
“Action”. Section 1-201. 
“Bailee”. Section 7-102. 
“Delivery”. Section 1-201. 
“Goods”. Section 7-102. 
“Person”. Section 1-201. 
“Reasonable time”. Section 1-204. 
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APPENDIX T 
2003 Amendments to Article 2 


This appendix contains 2003 amendments to Article 2, along with a list of drafting com- 

ittee members and Prefatory Note. Additions are shown by underscore and deletions are 
hown by strikethrough. Where the Official Comment has been substantially revised or 
eplaced, the pre-amendment version of the comment is included without alteration as 
"Original Official Comment." 
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PREFATORY NOTE 


After over a decade of analysis and discussion, a set of amendments to Article 2 has been 
adopted. For the most part, the changes update the article to accommodate electronic com- 
merce, which is desirable to avoid questions of interrelation with federal law, and also to 

eflect the development of business practices, changes in other law, and to resolve some 
interpretive difficulties of practical significance. The amendments reflect the fact that, over- 
all, Article 2 continues to serve well. This is largely a result of the approach of the Article, 

hich relies to a large extent on the ability of the parties to adapt its provisions by agree- 
ment, including course of performance, course of dealing and usage of trade, and on the 
courts to apply the provisions sensibly. A summary of the amendments includes: 
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Good Faith 


Consistent with the other articles of the Uniform Commercial Code, other than Article 5, 
he definition of good faith, which is in Section 2-103(1)(j), is amended to cover both “honesty 
in fact and observance of reasonable commercial standards of fair dealing". 


Scope 


Although the scope of Article 2 remains unchanged, three amendments affect its 
application. First, “information,” which is an undefined term, is excluded from the defini- 
ion of “goods” in Section 2-103(1)(k). Second, the subject matter of “foreign exchange 
ransactions," a term defined in Section 2-103(1)(i) in a manner that distinguishes transac- 
ions crediting and debiting trading balances from transactions for the physical exchange o 
money, is also excluded from the definition of “goods.” Finally, Section 2-108 addresses the 
elationship between Article 2 and other laws relating to transactions in goods. 


Electronic Commerce 


There are a number of changes designed to accommodate electronic commerce. These 
include the change of the term “writing” to “record” throughout the article, a redefinition o 
he terms “sign” and “conspicuous”, and definitions and use of the new terms “electronic,” 
“electronic agent,” and “electronic record”. 


Section 2-204, which is concerned with formation generally, has been amended to provide 
hat a contract may be formed by the interaction of electronic agents or the interaction o 
an individual and an electronic agent. New Section 2-211 provides that a record, signature, 
or contract cannot be denied legal effect and enforceability merely because it is electronic in 
orm. New Section 2-212 provides a rule to determine whether an electronic record or 
electronic signature is attributable to a person. New Section 2-213 provides that if receipt 
of an electronic communication has a legal effect, that effect is not changed merely because 
o individual is aware of the receipt. This section also provides that receipt of an electronic 

communication does not establish the content of the communication. 


Formation and Terms 


The statute-of-frauds provision, contained in Section 2-201, has been amended to change 
he jurisdictional amount from $500 to $5,000 to reflect over 50 years of inflation. The 
exception for admissions in court has been broadened to include out-of-court admissions 
"under oath." The amended section also implicitly recognizes the application of nonstatu- 
ory exceptions such as promissory estoppel. The section also expressly excludes application 
of a statute-of-frauds provision from other law which is predicated on the passage of time. 


Section 2-202, which sets out the rules on parol or extrinsic evidence, has been amended 
o clarify that a finding of ambiguity is not a prerequisite to an admission of evidence of a 
course of dealing, course of performance, or usage of trade for the purpose of explaining a 
erm. 


Section 2-207 has been thoroughly revised. The section no longer addresses issues of offer 
and acceptance. The principle that a definite and seasonable expression of acceptance on 
erms other than those of the offer may operate as an acceptance, which was contained 
previously in Section 2-207(1), has been moved to Section 2-206(3), and Section 2-207 is 
now only concerned with the terms of the contract. Section 2-207 applies to all contracts, 
ot just those formed by a “battle of the forms". The amended section now provides that 
erms that appear in the records of both parties, terms to which both parties agree, and 
supplemental terms under the UCC constitute the contract. 


Former Sections 2-319 through 2-324 that dealt with shipping and delivery have been 
deleted. Those sections dealt with standard shipping terms in a manner inconsistent with 
modern commercial usage. 


Clarifying what was unclear in the prior law, Section 2-503 now provides that, when 
goods are in the bailee's possession and are to be delivered without movement by tender o 
delivery, a bailee's acknowledgment must be to the buyer. This section now explicitly 
provides that the effect of a bailee's receipt of notice on third-party rights is subject to 

rticle 9. Section 2-504 has also been changed to clarify that compliance with the require- 
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ments for a shipping contract requires a seller to put *conforming" goods in the carrier's 
possession. 


Section 2-513 now provides explicitly that the parties may by agreement fix a standard o 
inspection, and Section 2-309 now provides explicitly that the parties may by agreement 
specify a standard for the nature and timing of a notice of termination. 


Sections 2-325, 2-506, and 2-514 have been amended to coordinate with Article 5. 
Warranties 


Section 2-312 has been amended to bring into the text what was formerly in the com- 
ments; that is, the warranty of title is breached if the sale *unreasonably exposes the buyer 
o litigation because of a colorable claim or interest in the goods." 


Section 2-313, which is subject to Section 2-318, has been amended to make it clear that 
he section applies only to parties in privity. The section has also been amended to provide 
hat a “remedial promise," which is defined in Section 2-103(1)(n) as a promise by a seller 
o repair, replace, or refund upon the happening of an agreed event, is enforceable without 
eference to the basis-of-the-bargain test. “Remedial promise" as a distinct category o 

promise was created to deal with a statute-of-limitations problem. New Section 2-725(2)(c) 
provides that a cause of action accrues if a remedial promise is not performed when perfor- 
mance is due. 


New Sections 2-313A and 2-313B, which are also subject to Section 2-318, create statu- 
ory obligations in the nature of express warranties that run directly from a seller to a 
emote purchaser that is not in privity. Each section applies only to ^new goods or goods 

sold or leased as new goods in a transaction of purchase in the normal chain of distribu- 

ion," excludes liability for statements that are mere opinion, permits the seller to modify 
or limit remedies as long as the modification or limitation is provided to the remote 
purchaser at or before the time of purchase, and excludes recovery for consequential dam- 
ages in the form of lost profits. Liability under Section 2-313A arises only if the seller 
“makes an affirmation of fact or promise that relates to the goods, provides a description 
hat relates to the goods, or makes a remedial promise," the affirmation, promise, descrip- 
ion or remedial promise is “in a record packaged with or accompanying the goods,” and the 
seller “reasonably expects the record to be, and the record is, furnished to the remote 
purchaser." Section 2-313B differs from Section 2-313A in that it is predicated on an affir- 
mation of fact, promise, description or remedial promise made *in advertising or a similar 
communication to the public." In addition to the tests for liability set forth in Section 
2-313A, under Section 2-313B the remote purchaser must also enter into the transaction 
"with knowledge of and with the expectation that the goods will conform to the affirmation 
of fact, promise, or description, or that the seller will perform the remedial promise." 


Section 2-316, which deals with the exclusion or modification of warranties, has been 
amended to provide that a disclaimer of the implied warranty of merchantability in a 
consumer contract, which is defined in Section 2-103(1)(d) as a contract between a merchant 
seller and a consumer, must be in a record, must be conspicuous, and must use under- 
standable language that states *[T]he seller undertakes no responsibility for the quality o 
he goods except as otherwise provided in this contract." The section as amended also 
provides that a disclaimer of the implied warranty of fitness for a particular purpose in a 
consumer contract must be in a record, be conspicuous, and use understandable language 
hat states “[T]he seller assumes no responsibility that the goods will be fit for any particu- 
ar purpose for which you may be buying these goods, except as otherwise provided in this 
contract.” The amendments also now provide that an “as is" or “with all faults" disclaimer 
in a consumer contract must be conspicuously set forth in a record if the consumer contract 
is evidenced by a record. The amended section also clarifies that a buyer's refusal to inspect 
must be predicated on a demand by the seller. 


Section 2-318 retains the three alternatives of the former article but is revised to extend 
o the class of persons designated in each alternative the benefits of remedial promises and 
statutory obligations in the nature of express warranties under Sections 2-313A and 2-313B. 


Performance and Breach 


Several provisions on acceptance, rejection, and revocation of acceptance have been 
amended. The test for rejection of a single installment in Section 2-612 is now consistent 
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ith the test for revocation of acceptance under Section 2-608. The test is that the install- 
ment may be rejected if the installment's value to the buyer is substantially impaired. 
Section 2-602 has been amended to clarify that the buyer must take reasonable care of the 
goods in both rightful and wrongful rejection cases. Sections 2-602 and 2-608 have been 
amended in light of many cases to provide that a buyer's reasonable use of goods after 
ejection or revocation of acceptance is not an acceptance of the goods, but the buyer may 
be obligated to pay for the value of the use to the buyer. Unreasonable use remains wrong- 
ul against the seller and is an acceptance if ratified. 


Section 2-508 has been revised to provide that, in a nonconsumer contract, the seller has 
a right to cure if the buyer justifiably revokes acceptance under Section 2-608(2). The sec- 
ion now predicates the right to cure on good-faith performance by the seller and, when the 
ime for performance has expired, on the cure being appropriate and timely under the 
circumstances. Another amendment to this section imposes liability on the seller for the 
buyer's reasonable expenses caused by the breach and subsequent cure. 


Section 2-605 has been amended to provide that a buyer that fails to state with particular- 
ity a defect ascertainable by reasonable inspection that justifies revocation of acceptance 
suffers the same consequences as a buyer that similarly fails to particularize a defect in 
connection with a rejection. The particularity requirement applies only if the seller has a 

ight to cure the defect, not merely the ability to cure. Failure to state a defect with 
particularity bars the buyer from predicating a rightful rejection or justifiable revocation o 
acceptance on the defect but no longer bars the buyer from using the defect to establish 
breach. Section 2-607 has been amended to provide that failure to give timely notice o 
breach in the case of accepted goods bars a remedy only to the extent the seller is prejudiced 
by the untimely notice. 


Section 2-509, which governs risk of loss, has been amended to provide that if the goods 
are to be delivered through a bailee and tender is based on notification to the bailee, for 
isk of loss to pass, the bailee must acknowledge to the buyer that the buyer has a right to 
possess the goods. In the case of a noncarrier, nonbailee delivery, the section has been 


amended so that risk of loss for both merchant and nonmerchant passes upon the buyer's 
eceipt of the goods. 


The terminology in the excuse provisions; Sections 2-614 through 2-616, has been changed 
o govern all performance issues and not just delivery issues. 


Remedies 


Sections 2-703 and 2-711 contain a comprehensive indexing, respectively, of seller's and 
buyer's remedies. 


A credit seller's right to reclaim the goods under Section 2-702 has been changed to 
provide that demand must be made within a “reasonable time” based on the circumstances 
instead of the former fixed period of 10 days after delivery or a longer reasonable time i 
here has been a misrepresentation of solvency. A cash seller's right to reclaim goods under 
Section 2-507 is now parallel to the credit seller's right under Section 2-702. 


For a stoppage in transit in cases other than insolvency, Section 2-705 has been 
broadened by eliminating the requirement that the goods be by the “carload, truckload, 
planeload or larger shipments of express or freight" as this is no longer necessary due to 
modern tracking technology. 


The amendments incorporate the change to Section 2-502(1) that were promulgated as 
part of the revision of Article 9 which provide a consumer buyer with a right to possession 
if the seller repudiates or fails to deliver the goods as required by the contract. The vesting 
ule of subsection (2) has been broadened to cover all rights of buyer under the section. The 
change to Section 2-716 promulgated as part of the revision of Article 9 is also included in 
he amendments with the vesting rule in this section broadened so that it applies to all 
buyers that seek replevin. In addition, Section 2-716 has been expanded to give courts 
discretion in nonconsumer contracts to enforce the parties' agreement for specific perfor- 
mance unless the sole remaining obligation is the payment of money. 


Several provisions governing sellers’ damages have been clarified or amended. Section 
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2-706 now explicitly provides that a seller's failure to resell in accordance with the section 
does not bar the seller from other remedies. Under Section 2-707, the remedies available to 
a person in the position of a seller include all remedies available to sellers generally. Under 
Section 2-708, the market price of goods in the case of an anticipatory repudiation is mea- 
sured at the “expiration of a commercially reasonable time after the seller learned of the 
epudiation" and Section 2-723 has been amended to be consistent. Section 2-708(2) now 
explicitly provides that the lost-profit measure of damages is available when the resale 
emedy is not adequate and the troublesome language in former 2-708(2) that provided for 
"due allowance for costs reasonably incurred and due credit for payments or proceeds o 
esale" has been deleted. Moreover, sellers may now recover consequential damages in 
onconsumer contracts subject to a test set out in Section 2-710(2) that parallels the test 
or buyers’ consequential damages in Section 2-715(2)(a). Sellers may not recover 
consequential damages in consumer contracts. 


Consistent with Section 2-708(1), Section 2-713 on buyers’ market damages has been 
amended to provide that the market price in the case of an anticipatory repudiation is mea- 
sured at the “expiration of a commercially reasonable time after the seller learned of the 

epudiation." The market price in cases other than anticipatory repudiation is now mea- 
sured at the time for tender. 


Section 2-718 has been amended to provide that, in a nonconsumer contract, the test for 
enforceability of a liquidated damage clause is limited to the reasonableness of the clause 
in light of the actual or anticipated harm. The former language that indicated that a clause 

hat provided for an unreasonably large amount of liquidated damages was void as a 
penalty has been deleted because it might cause some to infer, incorrectly, that a clause 
setting an unreasonably small amount of liquidated damages cannot constitute a penalty. 
Language has also been added to clarify that the enforceability of a clause that limits rem- 
edies is to be determined under Section 2-719. 


Section 2-718(3) has been amended to expand a buyer's right to restitution of the price 
paid to all circumstances in which the seller stops performance because of the buyer's 


breach or insolvency. The statutory liquidated-damages deduction from the breaching 
buyer's restitution remedy has also been eliminated. 


The general limitations period of Section 2-725(1) has been amended from a flat four 
years to “one year after the breach was or should have been discovered, but no longer than 
ve years after the right of action accrued." The limitation period may not be reduced in a 
consumer contract. In addition to retaining the accrual rules from current law, the section 
ow provides specific accrual rules for breach by repudiation, breach of a remedial promise, 
a claim over (indemnity), breach of a warranty of title, breach of a warranty against in- 
ringement, and breach of a statutory obligation arising under Section 2-313A or Section 
2-313B. 


A Note Regarding the CISG 


When parties enter into an agreement for the international sale of goods, because the 

nited States is a party to the United Nations Convention on Contracts for the 
International Sale of Goods (CISG), the Convention may be the applicable law. Since many 
of the provisions of the CISG appear similar to provisions of Article 2, the committee draft- 
ing the amendments considered making references in the Official Comments to provisions 
in the CISG. However, upon reflection, it was decided that this would not be done because 
he inclusion of such references might suggest a greater similarity between Article 2 and 
he CISG than in fact exists. 


The principle concern was the possibility of an inappropriate use of cases decided under 
one law to interpret provisions of the other law. This type of interpretation is contrary to 
he mandate of both the Uniform Commercial Code and the CISG. Specifically, Section 
1-103(b) of the Code directs courts to interpret it in light of its common-law history. This 

as an underlying principle in original Article 2, and these amendments do not change this 
in any way. On the other hand, the CISG specifically directs courts to interpret its provi- 
sions in light of international practice with the goal of achieving international uniformity. 
ee CISG art. 7. This approach specifically eschews the use of domestic law, such as Article 
2, as a basis for interpretation. 
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Amendments to Article 2—Sales 


PART 1 
SHORT TITLE, GENERAL CONSTRUCTION AND SUBJECT MATTER 


$ 2-103. Definitions and Index of Definitions. 
(1) In this article unless the context otherwise requires: 

(a) “Buyer” means a person whe that buys or contracts to buy goods. 

(b) “Conspicuous”, with reference to a term, means so written, displayed, 
or presented that a reasonable person against which it is to operate ought 
to have noticed it. A term in an electronic record intended to evoke a re- 
sponse by an electronic agent is conspicuous if it is presented in a form 
that would enable a reasonably configured electronic agent to take it into 
account or react to it without review of the record by an individual. 
Whether a term is “conspicuous” or not is a decision for the court. Con- 
spicuous terms include the following: 

(i) for a person: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surround- 
ing text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text of the 
same size by symbols or other marks that call attention to the 
language; and 
(ii) for a person or an electronic agent, a term that is so placed in a 

record or display that the person or electronic agent may not proceed 

without taking action with respect to the particular term. 

(c) “Consumer” means an individual who buys or contracts to buy 
goods that, at the time of contracting, are intended by the individual to 
be used primarily for personal, family, or household purposes. 

(d) "Consumer contract" means a contract between a merchant seller 
and a consumer. 

(e) “Delivery” means the voluntary transfer of physical possession or 
control of goods. 

(D “Electronic” means relating to technology having electrical, digital, 
magnetic, wireless, optical, electromagnetic, or similar capabilities. 

(g) *Electronic agent" means a computer program or an electronic or 
other automated means used independently to initiate an action or re- 
spond to electronic records or performances in whole or in part, without 
review or action by an individual. 

(h) *Electronic record" means a record created, generated, sent, com- 
municated, received, or stored by electronic means. 

(i) “Foreign exchange transaction" means a transaction in which one 
party agrees to deliver a quantity of a specified money or unit of account 
in consideration of the other party's agreement to deliver another quantity 
of a different money or unit of account either currently or at a future 
date, and in which delivery is to be through funds transfer, book entry 
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accounting, or other form of payment order, or other agreed means to 
transfer a credit balance. The term includes a transaction of this type 
involving two or more moneys and spot, forward, option, or other products 
derived from underlying moneys and any combination of these 
transactions. The term does not include a transaction involving two or 
more moneys in which one or both of the parties is obligated to make 
physical delivery, at the time of contracting or in the future, of banknotes, 
coins, or other form of legal tender or specie. 

[(G) Reserved] 

IWG) “Good faith” in-&he-ease-of-a-merehant means honesty in fact and 
the observance of reasonable commercial standards of fair dealing inthe 
trade.] 


Legislative Note: The definition of “good faith” should not be adopted if the jurisdiction 
has enacted this definition as part of Article 1. 


(k) “Goods” means all things that are movable at the time of identifica- 
tion to a contract for sale. The term includes future goods, specially 
manufactured goods, the unborn young of animals, growing crops, and 
other identified things attached to realty as described in Section 2-107. 
The term does not include information, the money in which the price is to 
be paid, investment securities under Article 8, the subject matter of foreign 
exchange transactions, or choses in action. 


(e) (D “Reeeipt ef seeds "Receipt of goods" means taking physical pos- 
session of them goods. 


(m) *Record" means information that is inscribed on a tangible medium 
or that is stored in an electronic or other medium and is retrievable in 
perceivable form. 


Legislative Note: The definition of “record” should not be adopted if the jurisdiction has 
enacted revised Article 1. 


(n) *Remedial promise" means a promise by the seller to repair or 
replace goods or to refund all or part of the price of goods upon the hap- 
pening of a specified event. 

«D (o) “Seller” means a person whe that sells or contracts to sell goods. 

(p) *Sign" means, with present intent to authenticate or adopt a record: 

(i) to execute or adopt a tangible symbol; or 
(ii) to attach to or logically associate with the record an electronic 
sound, symbol, or process. 
(2) Other definitions applying to this Article or to specified Parts thereof, 
and the sections in which they appear are: 
“Acceptance”. Section 2-606. 


ce u » 


*Between merchants". Section 2-104. 
“Cancellation”. Section 2-106(4). 
“Commercial unit”. Section 2-105. 


ce jp? 


“Conforming to contract". Section 2-106. 
“Contract for sale". Section 2-106. 
“Cover”. Section 2-712. 
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“Entrusting”. Section 2-403. 
“Financing agency”. Section 2-104. 
“Future goods". Section 2-105. 
“Goods”. Section 2-103. 
“Identification”. Section 2-501. 
“Installment contract”. Section 2-612. 
*Letter-of-eredit"—Seetion-2-325 
*Lot". Section 2-105. 

*Merchant". Section 2-104. 


ce » 


“Person in position of seller". Section 2-707. 
“Present sale". Section 2-106. 

“Sale”. Section 2-106. 

*Sale on approval". Section 2-326. 

“Sale or return". Section 2-326. 
“Termination”. Section 2-106. 


(3) “Control” as provided in Section 7-106 Fhe and the following defini- 
ions in other Articles apply to this Article: 


“Check”. Section 3-104(f). 

“Consignee”. Section 7-102(3) 
“Consignor”. Section 7-102(4) 
“Consumer goods”. Section 9-102(a)(23). 


“Dishonor”. Section 3-502. 

“Draft”. Section 3-104(e). 

“Honor”. Section 5-102(a)(8). 

“Injunction against honor”. Section 5-109(b). 
“Letter of credit”. Section 5-102(a)(10). 


(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Subsection (1): Section 76, Uniform Sales Act. 

Changes: 

The definitions of “buyer” and “seller” have been slightly rephrased, the reference in Sec- 
ion 76 of the prior Act to “any legal successor in interest of such person” being omitted. 

he definition of “receipt” is new. 

Purposes of Changes and New Matter: 

1. The phrase “any legal successor in interest of such person” has been eliminated since 
Section 2-210 of this Article, which limits some types of delegation of performance on as- 
signment of a sales contract, makes it clear that not every such successor can be safely 
included in the definition. In every ordinary case, however, such successors are as of course 
included. 

2. “Receipt” must be distinguished from delivery particularly in regard to the problems 
arising out of shipment of goods, whether or not the contract calls for making delivery by 

ay of documents of title, since the seller may frequently fulfill his obligations to “deliver” 
even though the buyer may never “receive” the goods. Delivery with respect to documents 
of title is defined in Article 1 and requires transfer of physical delivery. Otherwise the 
many divergent incidents of delivery are handled incident by incident. 
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$ 2-104. Definitions: “Merchant”; “Between Merchants"; 
*Financing Agency". 

(1) “Merchant” means a person whe that deals in goods of the kind or 
otherwise by-his-eceupation-holds- himself eut holds itself out by occupation 
as having knowledge or skill peculiar to the practices or goods involved in 

he transaction or to whem which suek the knowledge or skill may be at- 
ributed by his the person's employment of an agent or broker or other 
intermediary who-by-his-oeeupation-holds-himselfout that holds itself out 
by occupation as having sueh the knowledge or skill. 

(2) “Financing agency" means a bank, finance company, or other person 

vhe that in the ordinary course of business makes advances against goods 
or documents of title or whe that by arrangement with either the seller or 
he buyer intervenes in ordinary course to make or collect payment due or 
claimed under the contract for sale, as by purchasing or paying the seller's 
draft or making advances against it or by merely taking it for collection 
hether or not documents of title accompany or are associated with the 
draft. CFinaneing-ageney" The term includes also a bank or other person 
he that similarly intervenes between persons whe that are in the position 
of seller and buyer in respect to the goods (Section 2-707). 

(3) “Between merchants" means in any transaction with respect to which 

both parties are chargeable with the knowledge or skill of merchants. 


§ 2-105. Definitions: Transferability; *Goods"; “Future” Goods; 
“Lot”; “Commercial Unit". 
NM “Goods” means-all things cnc um 
are-moevable-at-the-time-of-identifiea O 
than-the-money-inwhieh-the-price-is-to-be-paid; investment securi- 


€) (1) Goods must be both existing and identified before any interest in 

hem ean may pass. Goods whieh that are not both existing and identified 
are “future” goods. A purported present sale of future goods or of any 
interest therein operates as a contract to sell. 

(3) (2) There may be a sale of a part interest in existing identified goods. 

(4) (3) An undivided share in an identified bulk of fungible goods is suf- 

ficiently identified to be sold although the quantity of the bulk is not 
determined. Any agreed proportion of sueh-«a the bulk or any quantity 
hereof agreed upon by number, weight, or other measure may to the 
extent of the seller's interest in the bulk be sold to the buyer whe that then 
becomes an owner in common. 

5) (4) “Lot” means a parcel or a single article which is the subject mat- 
er of a separate sale or delivery, whether or not it is sufficient to perform 
he contract. 

6) (5) “Commercial unit" means such a unit of goods as by commercial 
sage is a single whole for purposes of sale and division of which materi- 

ally impairs its character or value on the market or in use. A commercial 
nit may be a single article (as a machine) or a set of articles (as a suite o 
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furniture or an assortment of sizes) or a quantity (as a bale, gross, or 
carload) or any other unit treated in use or in the relevant market as a 
single whole. 


PART 2 


FORM, FORMATION, TERMS AND READJUSTMENT OF CONTRACT; 
ELECTRONIC CONTRACTING 


$ 2-201. Formal Requirements; Statute of Frauds. 

(1) Exeept-as-otherwise-provided in this seetion-a A contract for the sale 
of goods for the price of $500 $5,000 or more is not enforceable by way o 
action or defense unless there is some writing record sufficient to indicate 

hat a contract for sale has been made between the parties and signed by 
he party against whem which enforcement is sought or by his the party's 
authorized agent or broker. A writing record is not insufficient because it 
omits or incorrectly states a term agreed upon, but the contract is not en- 
forceable under this paragraph subsection beyond the quantity of goods 
shown in sueh the writing record. 

(2) Between merchants if within a reasonable time a writing record in 
confirmation of the contract and sufficient against the sender is received 
and the party receiving it has reason to know its contents, it satisfies the 
requirements of subsection (1) against sueh-party the recipient unless writ- 
ten notice of objection to its contents is given in a record within 10 days af- 

er it is received. 

(3) A contract whieh that does not satisfy the requirements of subsection 
(1) but which is valid in other respects is enforceable: 

(a) if the goods are to be specially manufactured for the buyer and are 
not suitable for sale to others in the ordinary course of the seller's busi- 
ness and the seller, before notice of repudiation is received and under 
circumstances whieh that reasonably indicate that the goods are for the 
buyer, has made either a substantial beginning of their manufacture or 
commitments for their procurement; er 

(b) if the party against whem which enforcement is sought admits in 
his the party's pleading, or in the party's testimony or otherwise in-eeurt 
under oath that a contract for sale was made, but the contract is not en- 
forceable under this provision paragraph beyond the quantity of goods 
admitted; or 

(c) with respect to goods for which payment has been made and ac- 
cepted or which have been received and accepted (Sec. 2-606). 

(4) A contract that is enforceable under this section is not unenforceable 

erely because it is not capable of being performed within one year or any 
other period after its making. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Section 4, Uniform Sales Act (which was based 
on Section 17 of the Statute of 29 Charles IT). 
Changes: Completely rephrased; restricted to sale of goods. See also Sections 1-206, 
8-319 and 9-203. 
Purposes of Changes: The changed phraseology of this section is intended to make it 
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clear that: 

1. The required writing need not contain all the material terms of the contract and such 
material terms as are stated need not be precisely stated. All that is required is that the 

riting afford a basis for believing that the offered oral evidence rests on a real transaction. 
It may be written in lead pencil on a scratch pad. It need not indicate which party is the 
buyer and which the seller. The only term which must appear is the quantity term which 

eed not be accurately stated but recovery is limited to the amount stated. The price, time 
and place of payment or delivery, the general quality of the goods, or any particular war- 
anties may all be omitted. 

Special emphasis must be placed on the permissibility of omitting the price term in view 
of the insistence of some courts on the express inclusion of this term even where the parties 
have contracted on the basis of a published price list. In many valid contracts for sale the 
parties do not mention the price in express terms, the buyer being bound to pay and the 
seller to accept a reasonable price which the trier of the fact may well be trusted to 
determine. Again, frequently the price is not mentioned since the parties have based their 
agreement on a price list or catalogue known to both of them and this list serves as an ef- 

cient safeguard against perjury. Finally, *market" prices and valuations that are current 
in the vicinity constitute a similar check. Thus if the price is not stated in the memoran- 
dum it can normally be supplied without danger of fraud. Of course if the “price” consists o 
goods rather than money the quantity of goods must be stated. 

Only three definite and invariable requirements as to the memorandum are made by this 
subsection. First, it must evidence a contract for the sale of goods; second, it must be 
"signed", a word which includes any authentication which identifies the party to be charged; 
and third, it must specify a quantity. 

2. *Partial performance" as a substitute for the required memorandum can validate the 
contract only for the goods which have been accepted or for which payment has been made 
and accepted. 

Receipt and acceptance either of goods or of the price constitutes an unambiguous overt! 
admission by both parties that a contract actually exists. If the court can make a just ap- 
portionment, therefore, the agreed price of any goods actually delivered can be recovered 

ithout a writing or, if the price has been paid, the seller can be forced to deliver an ap- 
portionable part of the goods. The overt actions of the parties make admissible evidence o 
he other terms of the contract necessary to a just apportionment. This is true even though 
he actions of the parties are not in themselves inconsistent with a different transaction 
such as a consignment for resale or a mere loan of money. 

Part performance by the buyer requires the delivery of something by him that is accepted 
by the seller as such performance. Thus, part payment may be made by money or check, ac- 
cepted by the seller. If the agreed price consists of goods or services, then they must also 
have been delivered and accepted. 

3. Between merchants, failure to answer a written confirmation of a contract within ten 
days of receipt is tantamount to a writing under subsection (2) and is sufficient against 
both parties under subsection (1). The only effect, however, is to take away from the party 

ho fails to answer the defense of the Statute of Frauds; the burden of persuading the trier| 
of fact that a contract was in fact made orally prior to the written confirmation is unaffected. 
Compare the effect of a failure to reply under Section 2-207. 

4. Failure to satisfy the requirements of this section does not render the contract void for 
all purposes, but merely prevents it from being judicially enforced in favor of a party to the 
contract. For example, a buyer who takes possession of goods as provided in an oral contract 

hich the seller has not meanwhile repudiated, is not a trespasser. Nor would the Statute 
of Frauds provisions of this section be a defense to a third person who wrongfully induces a 
party to refuse to perform an oral contract, even though the injured party cannot maintain 
an action for damages against the party so refusing to perform. 

5. The requirement of “signing” is discussed in the comment to Section 1-201. 

6. It is not necessary that the writing be delivered to anybody. It need not be signed or 
authenticated by both parties but it is, of course, not sufficient against one who has not 
signed it. Prior to a dispute no one can determine which party’s signing of the memoran- 
dum may be necessary but from the time of contracting each party should be aware that to 
him it is signing by the other which is important. 

7. If the making of a contract is admitted in court, either in a written pleading, by stipu- 
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ation or by oral statement before the court, no additional writing is necessary for protec- 
ion against fraud. Under this section it is no longer possible to admit the contract in court 
and still treat the Statute as a defense. However, the contract is not thus conclusively 
established. The admission so made by a party is itself evidential against him of the truth 
of E facts so admitted and of nothing more; as against the other party, it is not evidential 
at a. 


$ 2-202. Final Written Expression in a Record: Parol or Extrinsic 
Evidence. 


(1) Terms with respect to which the confirmatory memoranda records o 
he parties agree or which are otherwise set forth in a writing record 
intended by the parties as a final expression of their agreement with re- 
spect to such terms as are included therein may not be contradicted by ev- 
idence of any prior agreement or of a contemporaneous oral agreement but 


ay be explained-er supplemented by evidence of: 
(a) by-eourse-of dealing-or-usage-of trade {Section 1-205) or by-course 


course of performance, course of dealing, 
or usage of trade (Section 1-303); and 


(b) by-evidenee-ef consistent additional terms unless the court finds 
the writing record to have been intended also as a complete and exclusive 
statement of the terms of the agreement. 


(2) Terms in a record may be explained by evidence of course of perfor- 

ance, course of dealing, or usage of trade without a preliminary determi- 
ation by the court that the language used is ambiguous. 

Legislative Note: The cross-references in subsection (1)(a) should not be changed if the ju- 
isdiction has not adopted revised Article 1. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provisions: None. 

Purposes: 

1. This section definitely rejects: 

(a) Any assumption that because a writing has been worked out which is final on some 
matters, it is to be taken as including all the matters agreed upon; 

(b) The premise that the language used has the meaning attributable to such language 
by rules of construction existing in the law rather than the meaning which arises out of the 
commercial context in which it was used; and 

(c) The requirement that a condition precedent to the admissibility of the type of evi- 
dence specified in paragraph (a) is an original determination by the court that the language 

sed is ambiguous. 

2. Paragraph (a) makes admissible evidence of course of dealing, usage of trade and 
course of performance to explain or supplement the terms of any writing stating the agree- 
ment of the parties in order that the true understanding of the parties as to the agreement 
may be reached. Such writings are to be read on the assumption that the course of prior 
dealings between the parties and the usages of trade were taken for granted when the doc- 
ument was phrased. Unless carefully negated they have become an element of the meaning 
of the words used. Similarly, the course of actual performance by the parties is considered 
he best indication of what they intended the writing to mean. 

3. Under paragraph (b) consistent additional terms, not reduced to writing, may be 
proved unless the court finds that the writing was intended by both parties as a complete 
and exclusive statement of all the terms. If the additional terms are such that, if agreed 
upon, they would certainly have been included in the document in the view of the court, 
hen evidence of their alleged making must be kept from the trier of fact. 


§ 2-203. Seals Inoperative. 


us docs not Ls to such a contract or offer. 


$ 2-204. Formation in General. 

(1) A contract for sale of goods may be made in any manner sufficient to 
show agreement, including offer and acceptance, conduct by both parties 
hich recognizes the existence of sueh a contract, the interaction o 
lectronic agents, and the interaction of an electronic agent and an 

individual. 

(2) An agreement sufficient to constitute a contract for sale may be found 
even though if the moment of its making is undetermined. 

(3) Even though if one or more terms are left open, a contract for sale 
does not fail for indefiniteness if the parties have intended to make a 
contract and there is a reasonably certain basis for giving an appropriate 


(4) Except as otherwise provided in Sections 2-211 through 2-213, the fol- 
owing rules apply: 

(a) A contract may be formed by the interaction of electronic agents o 
the parties, even if no individual was aware of or reviewed the electronic 
agents' actions or the resulting terms and agreements. 

(b) A contract may be formed by the interaction of an electronic agent 
and an individual acting on the individual's own behalf or for another 
person. A contract is formed if the individual takes actions that the indi- 


vidual is free to refuse to take or makes a statement, and the individual 
has reason to know that the actions or statement will: 


(i) cause the electronic agent to complete the transaction or perfor- 
mance; or 


(ti) indicate acceptance of an offer, regardless of other expressions or 
actions by the individual to which the electronic agent cannot react. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 

Changes: Completely rewritten by this and other sections of this Article. 

Purposes of Changes: 

Subsection (1) continues without change the basic policy of recognizing any manner o 
expression of agreement, oral, written or otherwise. The legal effect of such an agreement 
s, of course, qualified by other provisions of this Article. 

Under subsection (1) appropriate conduct by the parties may be sufficient to establish an. 
agreement. Subsection (2) is directed primarily to the situation where the interchanged cor- 
espondence does not disclose the exact point at which the deal was closed, but the actions 
of the parties indicate that a binding obligation has been undertaken. 

Subsection (3) states the principle as to “open terms" underlying later sections of the 
Article. If the parties intend to enter into a binding agreement, this subsection recognizes 
hat agreement as valid in law, despite missing terms, if there is any reasonably certain 
basis for granting a remedy. The test is not certainty as to what the parties were to do nor 
as to the exact amount of damages due the plaintiff. Nor is the fact that one or more terms 
are left to be agreed upon enough of itself to defeat an otherwise adequate agreement. 
Rather, commercial standards on the point of “indefiniteness” are intended to be applied, 
his Act making provision elsewhere for missing terms needed for performance, open price, 
emedies and the like. 
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The more terms the parties leave open, the less likely it is that they have intended to 
conclude a binding agreement, but their actions may be frequently conclusive on the matter 
despite the omissions. 


$ 2-205. Firm Offers. 

An offer by a merchant to buy or sell goods in a signed writing-whieh 
ecord that by its terms gives assurance that it will be held open is not re- 
ocable, for lack of consideration, during the time stated or if no time is 

stated for a reasonable time, but in no event may sueh £he period of irrev- 
ocability exceed three months, but-any months. Any such term of assur- 
ance en-a-form in a form supplied by the offeree must be separately signed 
by the offeror. 


$ 2-206. Offer and Acceptance in Formation of Contract. 


(1) Unless otherwise unambiguously indicated by the language or 
circumstances: 


(a) an offer to make a contract shall be construed as inviting accep- 
tance in any manner and by any medium reasonable in the circum- 
stances; 


(b) an order or other offer to buy goods for prompt or current shipment 
shall be construed as inviting acceptance either by a prompt promise to 
ship or by the prompt or current shipment of conforming or 
eonferming nonconforming goods, but sueh-a the shipment of 
eonforming nonconforming goods dees-not-eonstitute is not an accep- 
tance if the seller seasonably notifies the buyer that the shipment is 
offered only as an accommodation to the buyer. 


(2) Where If the beginning of a requested performance is a reasonable 
ode of acceptance, an offeror whe that is not notified of acceptance within 
a reasonable time may treat the offer as having lapsed before acceptance. 


(3) A definite and seasonable expression of acceptance in a record oper- 
ates as an acceptance even if it contains terms additional to or different 
rom the offer. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 

Changes: Completely rewritten in this and other sections of this Article. 

Purposes of Changes: To make it clear that: 

1. Any reasonable manner of acceptance is intended to be regarded as available unless 
he offeror has made quite clear that it will not be acceptable. Former technical rules as to 
acceptance, such as requiring that telegraphic offers be accepted by telegraphed acceptance, 
etc., are rejected and a criterion that the acceptance be “in any manner and by any medium 

easonable under the circumstances," is substituted. This section is intended to remain 
exible and its applicability to be enlarged as new media of communication develop or as 
he more time-saving present day media come into general use. 

2. Either shipment or a prompt promise to ship is made a proper means of acceptance o 
an offer looking to current shipment. In accordance with ordinary commercial understand- 
ing the section interprets an order looking to current shipment as allowing acceptance ei- 
her by actual shipment or by a prompt promise to ship and rejects the artificial theory 
hat only a single mode of acceptance is normally envisaged by an offer. This is true even 
hough the language of the offer happens to be “ship at once" or the like. “Shipment” is here 

sed in the same sense as in Section 2-504; it does not include the beginning of delivery by 
he seller's own truck or by messenger. But loading on the seller's own truck might be a 
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beginning of performance under subsection (2). 

3. The beginning of performance by an offeree can be effective as acceptance so as to bind 
he offeror only if followed within a reasonable time by notice to the offeror. Such a begin- 
ning of performance must unambiguously express the offeree's intention to engage himself. 
For the protection of both parties it is essential that notice follow in due course to consti- 
ute acceptance. Nothing in this section however bars the possibility that under the com- 
mon law performance begun may have an intermediate effect of temporarily barring revo- 
cation of the offer, or at the offeror's option, final effect in constituting acceptance. 

4. Subsection (1)(b) deals with the situation where a shipment made following an order is 
shown by a notification of shipment to be referable to that order but has a defect. Such a 
non-conforming shipment is normally to be understood as intended to close the bargain, 
even though it proves to have been at the same time a breach. However, the seller by stat- 
ing that the shipment is non-conforming and is offered only as an accommodation to the 
buyer keeps the shipment or notification from operating as an acceptance. 


§ 2-207. Additional-Terms-in-Acceptanee-or Terms of Contract; 
Effect of COME: 


Subject to Section 2-202, if (i) conduct by both parties recognizes the exis- 
tence of a contract although their records do not otherwise establish a 
ontract, (ii) a contract is formed by an offer and acceptance, or (tii) a 
ontract formed in any manner is confirmed by a record that contains 
terms additional to or different from those in the contract being confirmed, 
the terms of the contract are: 
(a) terms that appear in the records of both parties; 
(b) terms, whether in a record or not, to which both parties agree; and 
(c) terms supplied or incorporated under any provision of this Act. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten by this and other sections of this Article. 
Purposes of Changes: 
1. This section is intended to deal with two typical situations. The one is the written 
confirmation, where an agreement has been reached either orally or by informal correspon- 
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dence between the parties and is followed by one or both of the parties sending formal 
memoranda embodying the terms so far as agreed upon and adding terms not discussed. 

he other situation is offer and acceptance, in which a wire or letter expressed and intended 
as an acceptance or the closing of an agreement adds further minor suggestions or propos- 
als such as “ship by Tuesday,” “rush,” “ship draft against bill of lading inspection allowed,” 
or the like. A frequent example of the second situation is the exchange of printed purchase 
order and acceptance (sometimes called “acknowledgment”) forms. Because the forms are 
oriented to the thinking of the respective drafting parties, the terms contained in them 
often do not correspond. Often the seller’s form contains terms different from or additional 
o those set forth in the buyer’s form. Nevertheless, the parties proceed with the transaction. 
[Comment 1 was amended in 1966.] 

2. Under this Article a proposed deal which in commercial understanding has in fact 
been closed is recognized as a contract. Therefore, any additional matter contained in the 
confirmation or in the acceptance falls within subsection (2) and must be regarded as a pro- 
posal for an added term unless the acceptance is made conditional on the acceptance of the 
additional or different terms. [Comment 2 was amended in 1966.] 

3. Whether or not additional or different terms will become part of the agreement depends 
upon the provisions of subsection (2). If they are such as materially to alter the original 
bargain, they will not be included unless expressly agreed to by the other party. If, however, 
hey are terms which would not so change the bargain they will be incorporated unless no- 
ice of objection to them has already been given or is given within a reasonable time. 

4. Examples of typical clauses which would normally “materially alter" the contract and 
so result in surprise or hardship if incorporated without express awareness by the other 
party are: a clause negating such standard warranties as that of merchantability or fitness 
or a particular purpose in circumstances in which either warranty normally attaches; a 
clause requiring a guaranty of 90% or 100% deliveries in a case such as a contract by can- 

ery, where the usage of the trade allows greater quantity leeways; a clause reserving to 
he seller the power to cancel upon the buyer’s failure to meet any invoice when due; a 
clause requiring that complaints be made in a time materially shorter than customary or 
easonable. 

5. Examples of clauses which involve no element of unreasonable surprise and which 
herefore are to be incorporated in the contract unless notice of objection is seasonably 
given are: a clause setting forth and perhaps enlarging slightly upon the seller’s exemption 
due to supervening causes beyond his control, similar to those covered by the provision o 
his Article on merchant's excuse by failure of presupposed conditions or a clause fixing in 
advance any reasonable formula of proration under such circumstances; a clause fixing a 

easonable time for complaints within customary limits, or in the case of a purchase for 

sub-sale, providing for inspection by the sub-purchaser; a clause providing for interest on 
overdue invoices or fixing the seller’s standard credit terms where they are within the 
ange of trade practice and do not limit any credit bargained for; a clause limiting the right 
of rejection for defects which fall within the customary trade tolerances for acceptance 
“with adjustment” or otherwise limiting remedy in a reasonable manner (see Sections 2-718 
and 2-719). 

6. If no answer is received within a reasonable time after additional terms are proposed, 

it is both fair and commercially sound to assume that their inclusion has been assented to. 
ere clauses on confirming forms sent by both parties conflict each party must be as- 
sumed to object to a clause of the other conflicting with one on the confirmation sent by 
himself. As a result the requirement that there be notice of objection which is found in 
subsection (2) is satisfied and the conflicting terms do not become a part of the contract. 
he contract then consists of the terms originally expressly agreed to, terms on which the 
confirmations agree, and terms supplied by this Act, including subsection (2). The written 
confirmation is also subject to Section 2-201. Under that section a failure to respond 
permits enforcement of a prior oral agreement; under this section a failure to respond 
permits additional terms to become part of the agreement. [Comment 6 was amended in 
1966.] 

7. In many cases, as where goods are shipped, accepted and paid for before any dispute 
arises, there is no question whether a contract has been made. In such cases, where the 

ritings of the parties do not establish a contract, it is not necessary to determine which 
act or document constituted the offer and which the acceptance. See Section 2-204. The 
only question is what terms are included in the contract, and subsection (3) furnishes the 
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governing rule. [Comment 7 was added in 1966.] 


§ 2-208. Course-of-Performanee-on-Praetieal-Construetion 
Reserved. 


o j either- party with Eo cli 


Legislative Note: This section should not be repealed if the jurisdiction has not adopted 
evised Article 1. 


$ 2-209. Modification; Rescission and Waiver. 

(1) An agreement modifying a contract within this Article needs no 
consideration to be binding. 

(2) A-signed-agreement An agreement in a signed record which excludes 
modification or rescission except by a signed writings-eannet record may not 
be otherwise modified or rescinded, but except as between merchants such 
a requirement on-a form in a form supplied by the merchant must be 
separately signed by the other party. 

(3) The requirements of the-statute-o seme - 

Section OÐ Section 2-201 must be satisfied if the contract as modified 
is within its provisions. 

(4) Although an attempt at modification or rescission does not satisfy the 
requirements of subsection (2) or (3), it ean may operate as a waiver. 

(5) A party whe that has made a waiver affecting an executory portion o 

he a contract may retract the waiver by reasonable notification received 
by the other party that strict performance will be required of any term 

aived, unless the retraction would be unjust in view of a material change 
of position in reliance on the waiver. 


$ 2-210. Delegation of Performance; Assignment of Rights. 
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impos ed don the buyer or impairs materially the buyers chance of obtaining 
1-2) unless; -and then 


only te the extent that; A ta e : 
terialperfer e of the seller-_Biven-in-that-event, the ereation, attach- 


(1) P ey Es or Piven assigns rights under a contract, the following 
ules apply: 

(a) Subject to paragraph (b) and except as otherwise provided in Sec- 
tion 9-406 or as otherwise agreed, all rights of the seller or the buyer may 
be assigned unless the assignment would materially change the duty o 
the other party, increase materially the burden or risk imposed on that 
party by the contract, or impair materially that party’s chance of obtain- 
ing return performance. A right to damages for breach of the whole 
contract or a right arising out of the assignor’s due performance of its 
entire obligation may be assigned despite an agreement otherwise. 

(b) The creation, attachment, perfection, or enforcement of a security 
interest in the seller’s interest under a contract is not an assignment that 
materially changes the duty of or materially increases the burden or risk 
imposed on the buyer or materially impairs the buyer’s chance of obtain- 
ing return performance under paragraph (a) unless, and only to the 
extent that, enforcement of the security interest results in a delegation o 
a material performance of the seller. Even in that event, the creation, at- 
tachment, perfection, and enforcement of the security interest remain 
effective. However, the seller is liable to the buyer for damages caused by 
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the delegation to the extent that the damages could not reasonably be 
prevented by the buyer, and a court may grant other appropriate relief, 
including cancellation of the contract or an injunction against enforce- 
ment of the security interest or consummation of the enforcement. 


(2) If the seller or buyer delegates performance of its duties under a 
ontract, the following rules apply: 


(a) A party may perform its duties through a delegate unless otherwise 
agreed or unless the other party has a substantial interest in having the 
original promisor perform or control the acts required by the contract. 
Delegation of performance does not relieve the delegating party of any 
duty to perform or liability for breach. 

(b) Acceptance of a delegation of duties by the assignee constitutes a 
promise to perform those duties. The promise is enforceable by either the 
assignor or the other party to the original contract. 


(c) The other party may treat any delegation of duties as creating rea- 
sonable grounds for insecurity and may without prejudice to its rights 
against the assignor demand assurances from the assignee under Section 
2-609. 


(d) A contractual term prohibiting the delegation of duties otherwise 
delegable under paragraph (a) is enforceable, and an attempted delega- 
tion is not effective. 


(3) An assignment of “the contract” or of “all my rights under the contract’ 
or an assignment in similar general terms is an assignment of rights and 
unless the language or the circumstances, as in an assignment for security, 
indicate the contrary, it is also a delegation of performance of the duties o 
the assignor. 


(4) Unless the circumstances indicate the contrary, a prohibition of as- 

ignment of "the contract" is to be construed as barring only the delegation 
to the assignee of the assignor’s performance. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. Generally, this section recognizes both delegation of performance and assignability as 
normal and permissible incidents of a contract for the sale of goods. 

2. Delegation of performance, either in conjunction with an assignment or otherwise, is 
provided for by subsection (1) where no substantial reason can be shown as to why the 
delegated performance will not be as satisfactory as personal performance. 

3. Under subsection (2) rights which are no longer executory such as a right to damages 
or breach or a right to payment of an “account” as defined in the Article on Secured 

ransactions (Article 9) may be assigned although the agreement prohibits assignment. In 
such cases no question of delegation of any performance is involved. The assignment of a 
“contract right” as defined in the Article on Secured Transactions (Article 9) is not covered 
by this subsection. 

4. The nature of the contract or the circumstances of the case, however, may bar assign- 
ment of the contract even where delegation of performance is not involved. This Article and 
his section are intended to clarify this problem, particularly in cases dealing with output 

equirement and exclusive dealing contracts. In the first place the section on requirements 
and exclusive dealing removes from the construction of the original contract most of the 
“personal discretion” element by substituting the reasonably objective standard of good 
aith operation of the plant or business to be supplied. Secondly, the section on insecurity 
and assurances, which is specifically referred to in subsection (5) of this section, frees the 
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other party from the doubts and uncertainty which may afflict him under an assignment o 
he character in question by permitting him to demand adequate assurance of due perfor- 
mance without which he may suspend his own performance. Subsection (5) is not in any 

ay intended to limit the effect of the section on insecurity and assurances and the word 
"performance" includes the giving of orders under a requirements contract. Of course, in 
any case where a material personal discretion is sought to be transferred, effective assign- 
ment is barred by subsection (2). 

5. Subsection (4) lays down a general rule of construction distinguishing between a 
ormal commercial assignment, which substitutes the assignee for the assignor both as to 
ights and duties, and a financing assignment in which only the assignor's rights are 
ransferred. 

This Article takes no position on the possibility of extending some recognition or power to 
he original parties to work out normal commercial readjustments of the contract in the 

case of financing assignments even after the original obligor has been notified of the 
assignment. This question is dealt with in the Article on Secured Transactions (Article 9). 

6. Subsection (5) recognizes that the non-assigning original party has a stake in the reli- 
ability of the person with whom he has closed the original contract, and is, therefore, 
entitled to due assurance that any delegated performance will be properly forthcoming. 

7. This section is not intended as a complete statement of the law of delegation and as- 
signment but is limited to clarifying a few points doubtful under the case law. Particularly, 
neither this section nor this Article touches directly on such questions as the need or effect 
of notice of the assignment, the rights of successive assignees, or any question of the form 
of an assignment, either as between the parties or as against any third parties. Some o 

hese questions are dealt with in Article 9. 


PART 3 
GENERAL OBLIGATION AND CONSTRUCTION OF CONTRACT 


$ 2-302. Unconscionable Contract or Clause Term. 


(1) If the court as a matter of law finds the contract or any elause term o 
he contract to have been unconscionable at the time it was made, the 
court may refuse to enforce the contract, or it may enforce the remainder 
of the contract without the unconscionable elause term, or it may so limit 
he application of any unconscionable elause term as to avoid any uncon- 
scionable result. 


(2) When Jf it is claimed or appears to the court that the contract or any 
se term thereof may be unconscionable, the parties shall be afforded a 
reasonable opportunity to present evidence as to its commercial setting, 
purpose, and effect to aid the court in making the determination. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. This section is intended to make it possible for the courts to police explicitly against; 
he contracts or clauses which they find to be unconscionable. In the past such policing has 
been accomplished by adverse construction of language, by manipulation of the rules of of- 
er and acceptance or by determinations that the clause is contrary to public policy or to 
he dominant purpose of the contract. This section is intended to allow the court to pass 
directly on the unconscionability of the contract or particular clause therein and to make a 
conclusion of law as to its unconscionability. The basic test is whether, in the light of the 
general commercial background and the commercial needs of the particular trade or case, 
he clauses involved are so one-sided as to be unconscionable under the circumstances 
existing at the time of the making of the contract. Subsection (2) makes it clear that it is 
proper for the court to hear evidence upon these questions. The principle is one of the 
prevention of oppression and unfair surprise (Cf. Campbell Soup Co. v. Wentz, 172 F.2d 80, 
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3d Cir. 1948) and not of disturbance of allocation of risks because of superior bargaining 
power. The underlying basis of this section is illustrated by the results in cases such as the 
ollowing: 

Kansas City Wholesale Grocery Co. v. Weber Packing Corporation, 93 Utah 414, 73 P.2d 
1272 (1937), where a clause limiting time for complaints was held inapplicable to latent 
defects in a shipment of catsup which could be discovered only by microscopic analysis; 
Hardy v. General Motors Acceptance Corporation, 38 Ga.App. 463, 144 S.E. 327 (1928), 
holding that a disclaimer of warranty clause applied only to express warranties, thus let- 

ing in a fair implied warranty; Andrews Bros. v. Singer & Co. (1934 CA) 1 K.B. 17, holding 
hat where a car with substantial mileage was delivered instead of a “new” car, a disclaimer 
of warranties, including those “implied,” left unaffected an “express obligation” on the de- 
scription, even though the Sale of Goods Act called such an implied warranty; New Prague 
Flouring Mill Co. v. G. A. Spears, 194 Iowa 417, 189 N.W. 815 (1922), holding that a clause 
permitting the seller, upon the buyer's failure to supply shipping instructions, to cancel, 
ship, or allow delivery date to be indefinitely postponed 30 days at a time by the inaction, 
does not indefinitely postpone the date of measuring damages for the buyer's breach, to the 
sellers advantage; and Kansas Flour Mills Co. v. Dirks, 100 Kan. 376, 164 P. 273 (1917), 
here under a similar clause in a rising market the court permitted the buyer to measure 
his damages for non-delivery at the end of only one 30 day postponement; Green v. Arcos, 
Ltd. (1931 CA) 47 T.L.R. 336, where a blanket clause prohibiting rejection of shipments by 
he buyer was restricted to apply to shipments where discrepancies represented merely 
mercantile variations; Meyer v. Packard Cleveland Motor Co., 106 Ohio St. 328, 140 N.E. 
118 (1922), in which the court held that a “waiver” of all agreements not specified did not 
preclude implied warranty of fitness of a rebuilt dump truck for ordinary use as a dump 
ruck; Austin Co. v. J. H. Tillman Co., 104 Or. 541, 209 P. 131 (1922), where a clause limit- 
ing the buyer's remedy to return was held to be applicable only ifthe seller had delivered a. 
machine needed for a construction job which reasonably met the contract description; 
Bekkevold v. Potts, 173 Minn. 87, 216 N.W. 790, 59 A.L.R. 1164 (1927), refusing to allow 
arranty of fitness for purpose imposed by law to be negated by clause excluding all war- 
anties ^made" by the seller; Robert A. Munroe & Co. v. Meyer (1930) 2 K.B. 312, holding 
hat the warranty of description overrides a clause reading “with all faults and defects” 
here adulterated meat not up to the contract description was delivered. 

2. Under this section the court, in its discretion, may refuse to enforce the contract as a 

hole if it is permeated by the unconscionability, or it may strike any single clause or 
group of clauses which are so tainted or which are contrary to the essential purpose of the 
agreement, or it may simply limit unconscionable clauses so as to avoid unconscionable 

esults. 

3. The present section is addressed to the court, and the decision is to be made by it. The 
commercial evidence referred to in subsection (2) is for the court's consideration, not the 
jury's. Only the agreement which results from the court's action on these matters is to be 
submitted to the general triers of the facts. 


$ 2-304. Price Payable in Money, Goods, Realty, or Otherwise. 

(1) The price ean may be made payable in money or otherwise. If it is 
payable in whole or in part in goods, each party is a seller of the goods 
W he that the party is to transfer. 

(2) Even theugh if all or part of the price is payable in an interest in 
f y real property the transfer of the goods, and the seller's obligations 

ith reference to them are subject to this Article, but not the transfer o 
he interest in realty real property or the transferor’s obligations in con- 
nection therewith. 


§ 2-305. Open Price Term. 


(1) The parties if they so intend ean may conclude a contract for sale 
even theugh if the price is not settled. In such a case the price is a reason- 
able price at the time for delivery if: 


(a) nothing is said as to price; er 
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(b) the price is left to be agreed by the parties and they fail to agree; 
or 

(c) the price is to be fixed in terms of some agreed market or other 
standard as set or recorded by a third person or agency and it is not so 
set or recorded. 

(2) A price to be fixed by the seller or by the buyer means a price fer-him 

to be fixed in good faith. 

(3) When If a price left to be fixed otherwise than by agreement of the 
parties fails to be fixed through fault of one party, the other may at his the 
party's option treat the contract as canceled or himself the party may fix a 
reasonable price. 

(4) Where If, however, the parties intend not to be bound unless the 
price be is fixed or agreed and it is not fixed or agreed, there is no contract. 
In such a case the buyer must return any goods already received or if un- 
able se to do so must pay their reasonable value at the time of delivery 
and the seller must return any portion of the price paid on account. 


$ 2-308. Absence of Specified Place for Delivery. 
Unless otherwise agreed: 
(a) the place for delivery of goods is the seller's place of business or i 
he-has none, his the seller's residence; but 
(b) in a contract for sale of identified goods whieh that to the knowl- 
edge of the parties at the time of contracting are in some other place, 
that place is the place for their delivery; and 


(c) documents of title may be delivered through customary banking 
channels. 
Official Comment 
* Kk ck 


3. Where “customary banking channels” call only for due notification by the banker that 
he documents are available on-hand, leaving the buyer himself to see to the physical 
eceipt of the goods, tender at the buyer’s address is not required under paragraph (c). But 
hat paragraph merely eliminates the possibility of a default by the seller if “customary 
banking channels” have been properly used in giving notice to the buyer. Where the bank 
has purchased a draft accompanied by or associated with documents or has undertaken its 
collection on behalf of the seller, Part 5 of Article 4 spells out its duties and relations to its 
customer. Where the documents move forward under a letter of credit the Article on Let- 
ers of Credit spells out the duties and relations between the bank, the seller and the 
buyer. Delivery in relationship to either tangible or electronic documents of title is defined in 

rticle 1, Section 1-201. 


$ 2-309. Absence of Specific Time Provisions; Notice of 
Termination. 

(1) The time for shipment or delivery or any other action under a contract 
if not provided in this Article or agreed upon shall be a reasonable time. 

(2) Where Jf the contract provides for successive performances but is in- 
definite in duration, it is valid for a reasonable time but unless otherwise 
agreed may be terminated at any time by either party. 

(3) Termination of a contract by one party except on the happening of an 
agreed event requires that reasonable notification be received by the other 
party and an agreement dispensing with notification is invalid if its opera- 
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ion would be unconscionable. A term specifying standards for the nature 
and timing of notice is enforceable if the standards are not manifestly 
unreasonable. 


Official Comment 
xX ok ck 


11. The last sentence of subsection (3) is new and is based on Section 1-302(b). It provides 
or greater party autonomy. In an appropriate circumstance, the parties may agree that the 
tandard for notice is no notice at all. 


§ 2-310. Open Time for Payment or Running of Credit; Authority 
to Ship under Reservation. 


Unless otherwise agreed: 


(a) payment is due at the time and place at which the buyer is to 
receive the goods even though the place of shipment is the place o 
delivery; and 

(b) if the seller is required or authorized to send the goods, ke the 
seller may ship them under reservation, and may tender the documents 
of title, but the buyer may inspect the goods after their arrival before 
payment is due unless suek the inspection is inconsistent with the terms 
of the contract (Section 2-513); and 

(c) if tender of delivery is autherized-and agreed to be made by way o 
documents of title otherwise than by subseetien paragraph (b), then pay- 
ment is due regardless of where the goods are to be received (i) at the 
time and place at which the buyer is to receive delivery of the tangible 


documents, or (ii) at the time the buyer is to receive delivery of the 

electronic documents and at EPA seller’s fda of business or if none, the 

seller's residence regardless-of the-goeds-are-to-be-reeeived; and 
(d) where if the seller is a or authorized to ship the goods. on 

credit, the credit period runs from the time of shipment but 

postdating the invoice or delaying its dispatch will correspondingly delay 

the starting of the credit period. 


Official Comment 
*k ok ck 


2. Paragraph (b) while providing for inspection by the buyer before he pays, protects the 
seller. He is not required to give up possession of the goods until he has received payment, 
here no credit has been contemplated by the parties. The seller may collect through a 
bank by a sight draft against an order bill of lading “hold until arrival; inspection allowed.” 
he obligations of the bank under such a provision are set forth in Part 5 of Article 4. 
Under subsection (c), in the absence of a credit term, the seller is permitted to ship under 
eservation and if he does payment is then due where and when the buyer is to receive 
delivery of the tangible documents of title. In the case of an electronic document of title, pay- 
ent is due when the buyer is to receive delivery of the electronic document and at the 
eller's place of business, or if none, the seller's residence. Delivery as to documents of title is 
tated in Article 1, Section 1-201. 

3. Unless otherwise agreed, the place for the reeeipt delivery of the documents and pay- 
ment is the buyer's city but the time for payment is only after arrival of the goods, since 
under paragraph (b), and Sections 2-512 and 2-513 the buyer is under no duty to pay prior 

o inspection. Tender of a document of title requires that the seller be ready, willing and 
able to transfer possession of a tangible document of title or control of an electronic docu- 
ent of title to the buyer. 
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$ 2-311. Options and Cooperation Respecting Performance. 
Qi An ative for sale which is otherwise sufficiently definite (Subsee- 
of-See 043 (Section 2-204(3)) to be a contract is not made in- 
valid by the fot that it leaves particulars of performance to be specified by 
one of the parties. Any such specification must be made in good faith and 
ithin limits set by commercial reasonableness. 

(2) Unless otherwise agreed, specifications relating to assortment of the 

o goods are at the buyer's option and exeept-as-etherwise-provided-in-subsee- 
s-CDXe)-and-G)-ef-Seetion-2-319 specifications or arrangements relating 
o n are at the seller’s option. 

(3) Where-sueh If the specification would materially affect the other 
party's performance but is not seasonably made or where if one party's 
cooperation is necessary to the agreed performance of the other but is not 
seasonably forthcoming, the other party in addition to all other remedies: 

(a) is excused for any resulting delay in his-ewn that party's perfor- 
mance; and 

(b) may also either proceed to perform in any reasonable manner or 
after the time for a material part of his that party's own performance 
treat the failure to specify or to cooperate as a breach by failure to 
deliver or accept the goods. 


$ 2-312. Warranty of Title and Against Infringement; Buyer's 
Obligation Against Infringement. 
(1) Subject to subsection (3), there is in a contract for sale a warranty 
by the seller that: 

(a) the title conveyed shall be geed; good and its transfer rightful and 
shall not unreasonably expose the buyer to litigation because of any color- 
able claim to or interest in the goods; and 

(b) the goods shall be delivered free from any security interest or other 
lien or encumbrance of which the buyer at the time of contracting has no 
knowledge. 


g-te-sell-enly-sueh-right-er-title-asdt-or-a-third-person-may-have- 
hue ord lepine (rede delice hee at rehati deete denim 


any-sueh Kuna whieh—arises-eut-of-e 

(2) Unless otherwise agreed, a seller that is a merchant regularly dealing 
in goods of the kind warrants that the goods shall be delivered free of the 
ightful claim of any third person by way of infringement or the like but a 
buyer that furnishes specifications to the seller must hold the seller harm- 
ess against any such claim that arises out of compliance with the 
pecifications. 

(3) A warranty under this section may be disclaimed or modified only by 
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pecific language or by circumstances that give the buyer reason to know 
that the seller does not claim title, that the seller is purporting to sell only 
the right or title as the seller or a third person may have, or that the seller 
is selling subject to any claims of infringement or the like. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 13, Uniform Sales Act. 

Changes: Completely rewritten, the provisions concerning infringement being new. 

Purposes of Changes: 

1. Subsection (1) makes provision for a buyer's basic needs in respect to a title which he 
in good faith expects to acquire by his purchase, namely, that he receive a good, clean title 
ransferred to him also in a rightful manner so that he will not be exposed to a lawsuit in 
order to protect it. 

The warranty extends to a buyer whether or not the seller was in possession of the goods 
at the time the sale or contract to sell was made. 

The warranty of quiet possession is abolished. Disturbance of quiet possession, although 
not mentioned specifically, is one way, among many, in which the breach of the warranty o 
itle may be established. 

The “knowledge” referred to in subsection 1(b) is actual knowledge as distinct from 
notice. 

2. The provisions of this Article requiring notification to the seller within a reasonable 
ime after the buyer's discovery of a breach apply to notice of a breach of the warranty o 
itle, where the seller's breach was innocent. However, if the seller's breach was in bad 
aith he cannot be permitted to claim that he has been misled or prejudiced by the delay in 
giving notice. In such case the “reasonable” time for notice should receive a very liberal 
interpretation. Whether the breach by the seller is in good or bad faith Section 2-725 
provides that the cause of action accrues when the breach occurs. Under the provisions o 
hat section the breach of the warranty of good title occurs when tender of delivery is made 
since the warranty is not one which extends to “future performance of the goods." 

3. When the goods are part of the seller's normal stock and are sold in his normal course 
of business, it is his duty to see that no claim of infringement of a patent or trademark by a 
hird party will mar the buyer's title. A sale by a person other than a dealer, however, 
aises no implication in its circumstances of such a warranty. Nor is there such an implica- 
ion when the buyer orders goods to be assembled, prepared or manufactured on his own 

specifications. If, in such a case, the resulting product infringes a patent or trademark, the 
iability will run from buyer to seller. There is, under such circumstances, a tacit represen- 
ation on the part of the buyer that the seller will be safe in manufacturing according to 
he specifications, and the buyer is under an obligation in good faith to indemnify him for 
any loss suffered. 

4. This section rejects the cases which recognize the principle that infringements violate 
he warranty of title but deny the buyer a remedy unless he has been expressly prevented 
rom using the goods. Under this Article *eviction" is not a necessary condition to the 
buyer's remedy since the buyer's remedy arises immediately upon receipt of notice of in- 
ringement; it is merely one way of establishing the fact of breach. 

5. Subsection (2) recognizes that sales by sheriffs, executors, eertain foreclosing lienors 

and persons similarly situated are may be so out of the ordinary commercial course that 
heir peculiar character is immediately apparent to the buyer and therefore no personal 
obligation is imposed upon the seller who is purporting to sell only an unknown or limited 
ight. This subsection does not touch upon and leaves open all questions of restitution aris- 
ing in such cases, when a unique article so sold is reclaimed by a third party as the rightful 
owner. 

Foreclosure sales under Article 9 are another matter. Section 9-610 provides that a dispo- 
ition of collateral under that section includes warranties such as those imposed by this sec- 

tion on a voluntary disposition of property of the kind involved. Consequently, unless 
properly excluded under subsection (2) or under the special provisions for exclusion in Sec- 
tion 9-610, a disposition under Section 9-610 of collateral consisting of goods includes the 
warranties imposed by subsection (1) and, if applicable, subsection (3). Comment 5 amended. 
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in 1999. 

6. The warranty of subsection (1) is not designated as an “implied” warranty, and hence 
is not subject to Section 2-316(3). Disclaimer of the warranty of title is governed instead by 
subsection (2), which requires either specific language or the described circumstances. 


$ 2-313. Express Warranties by Affirmation, Promise, Description, 
Sample; Remedial Promise. 


(1) In this section, “immediate buyer" means a buyer that enters into a 
ontract with the seller. 


CD (2) Express warranties by the seller to the immediate buyer are cre- 
ated as follows: 


(a) Any affirmation of fact or promise made by the seller to-the-buyer 
which relates to the goods and becomes part of the basis of the bargain 
creates an express warranty that the goods shall conform to the affirma- 
tion or promise. 


(b) Any description of the goods which is made part of the basis of the 
bargain creates an express warranty that the goods shall conform to the 
description. 


(c) Any sample or model whieh that is made part of the basis of the 
bargain creates an express warranty that the whole of the goods shall 
conform to the sample or model. 


(2) (3) It is not necessary to the creation of an express warranty that the 
seller use formal words such as “warrant” or “guarantee” or that he the 
eller have a specific intention to make a warranty, but an affirmation 
erely of the value of the goods or a statement purporting to be merely 
he seller’s opinion or commendation of the goods does not create a 
arranty. 


(4) Any remedial promise made by the seller to the immediate buyer cre- 
ates an obligation that the promise will be performed upon the happening 
of the specified event. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Sections 12, 14 and 16, Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To consolidate and systematize basic principles with the result 
hat: 

1. “Express” warranties rest on “dickered” aspects of the individual bargain, and go so 
clearly to the essence of that bargain that words of disclaimer in a form are repugnant to 
he basic dickered terms. “Implied” warranties rest so clearly on a common factual situa- 
ion or set of conditions that no particular language or action is necessary to evidence them 
and they will arise in such a situation unless unmistakably negated. 

This section reverts to the older case law insofar as the warranties of description and 
sample are designated “express” rather than “implied”. 

2. Although this section is limited in its scope and direct purpose to warranties made by 
he seller to the buyer as part of a contract for sale, the warranty sections of this Article 
are not designed in any way to disturb those lines of case law growth which have recognized 
hat warranties need not be confined either to sales contracts or to the direct parties to 
such a contract. They may arise in other appropriate circumstances such as in the case o 
bailments for hire, whether such bailment is itself the main contract or is merely a supply- 
ing of containers under a contract for the sale of their contents. The provisions of Section 
2-318 on third party beneficiaries expressly recognize this case law development within one 
particular area. Beyond that, the matter is left to the case law with the intention that the 
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policies of this Act may offer useful guidance in dealing with further cases as they arise. 

3. The present section deals with affirmations of fact by the seller, descriptions of the 
goods or exhibitions of samples, exactly as any other part of a negotiation which ends in a 
contract is dealt with. No specific intention to make a warranty is necessary if any of these 

actors is made part of the basis of the bargain. In actual practice affirmations of fact made 

by the seller about the goods during a bargain are regarded as part of the description o 
hose goods; hence no particular reliance on such statements need be shown in order to 
eave them into the fabric of the agreement. Rather, any fact which is to take such af- 
rmations, once made, out of the agreement requires clear affirmative proof. The issue 
ormally is one of fact. 

4. In view of the principle that the whole purpose of the law of warranty is to determine 

hat it is that the seller has in essence agreed to sell, the policy is adopted of those cases 

hich refuse except in unusual circumstances to recognize a material deletion of the 
seller's obligation. Thus, a contract is normally a contract for a sale of something describ- 
able and described. A clause generally disclaiming “all warranties, express or implied" can- 

ot reduce the seller's obligation with respect to such description and therefore cannot be 
given literal effect under Section 2-316. 

This is not intended to mean that the parties, if they consciously desire, cannot make 
heir own bargain as they wish. But in determining what they have agreed upon good faith 
is a factor and consideration should be given to the fact that the probability is small that a. 

eal price is intended to be exchanged for a pseudo-obligation. 

5. Paragraph (1)(b) makes specific some of the principles set forth above when a descrip- 
ion of the goods is given by the seller. 

A description need not be by words. Technical specifications, blueprints and the like can 
afford more exact description than mere language and if made part of the basis of the 
bargain goods must conform with them. Past deliveries may set the description of quality, 
either expressly or impliedly by course of dealing. Of course, all descriptions by merchants 
must be read against the applicable trade usages with the general rules as to merchant- 
ability resolving any doubts. 

6. The basic situation as to statements affecting the true essence of the bargain is no dif- 
erent when a sample or model is involved in the transaction. This section includes both a 
"sample" actually drawn from the bulk of goods which is the subject matter of the sale, and 
a “model” which is offered for inspection when the subject matter is not at hand and which 
has not been drawn from the bulk of the goods. 

Although the underlying principles are unchanged, the facts are often ambiguous when 
something is shown as illustrative, rather than as a straight sample. In general, the 
presumption is that any sample or model just as any affirmation of fact is intended to 
become a basis of the bargain. But there is no escape from the question of fact. When the 
seller exhibits a sample purporting to be drawn from an existing bulk, good faith of course 

equires that the sample be fairly drawn. But in mercantile experience the mere exhibition 
of a “sample” does not of itself show whether it is merely intended to “suggest” or to “be” 
he character of the subject-matter of the contract. The question is whether the seller has 
so acted with reference to the sample as to make him responsible that the whole shall have 
at least the values shown by it. The circumstances aid in answering this question. If the 
sample has been drawn from an existing bulk, it must be regarded as describing values o 
he goods contracted for unless it is accompanied by an unmistakable denial of such 
esponsibility. If, on the other hand, a model of merchandise not on hand is offered, the 
mercantile presumption that it has become a literal description of the subject matter is not 
so strong, and particularly so if modification on the buyer's initiative impairs any feature o 
he model. 

7. The precise time when words of description or affirmation are made or samples are 
shown is not material. The sole question is whether the language or samples or models are 
airly to be regarded as part of the contract. If language is used after the closing of the deal 
(as when the buyer when taking delivery asks and receives an additional assurance), the 

arranty becomes a modification, and need not be supported by consideration if it is 
otherwise reasonable and in order (Section 2-209). 

8. Concerning affirmations of value or a seller's opinion or commendation under subsec- 
ion (2), the basic question remains the same: What statements of the seller have in the cir- 
cumstances and in objective judgment become part of the basis of the bargain? As indicated 
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above, all of the statements of the seller do so unless good reason is shown to the contrary. 

he provisions of subsection (2) are included, however, since common experience discloses 
hat some statements or predictions cannot fairly be viewed as entering into the bargain. 
Even as to false statements of value, however, the possibility is left open that a remedy 
may be provided by the law relating to fraud or misrepresentation. 


$ 2-314. Implied Warranty: Merchantability; Usage of Trade. 

(1) Unless excluded or modified (Section 2-316), a warranty that the 
goods shall be merchantable is implied in a contract for their sale if the 
seller is a merchant with respect to goods of that kind. Under this section 
he serving for value of food or drink to be consumed either on the premises 
or elsewhere is a sale. 

(2) Goods to be merchantable must be at least such as: 

oa pass without objection in the trade under the contract description; 

(b) in the case of fungible goods, are of fair average quality within the 
description; and 

(c) are fit for the ordinary purposes for which suek goods of that de- 
scription are used; and 

(d) run, within the variations permitted by the agreement, of even 
kind, quality and quantity within each unit and among all units 
involved; and 

(e) are adequately contained, packaged, and labeled as the agreement 
may require; and 

(f) conform to the promise or affirmations of fact made on the container 
or label if any. 


(3) Unless excluded or modified (Section 2-316) other implied warranties 
ay arise from course of dealing or usage of trade. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Section 15(2), Uniform Sales Act. 
Changes: Completely rewritten. 
Purposes of Changes: This section, drawn in view of the steadily developing case law 
on the subject, is intended to make it clear that: 
1. The seller’s obligation applies to present sales as well as to contracts to sell subject to 
he effects of any examination of specific goods. (Subsection (2) of Section 2-316). Also, the 
arranty of merchantability applies to sales for use as well as to sales for resale. 
2. The question when the warranty is imposed turns basically on the meaning of the 
erms of the agreement as recognized in the trade. Goods delivered under an agreement 
made by a merchant in a given line of trade must be of a quality comparable to that gener- 
ally acceptable in that line of trade under the description or other designation of the goods 
used in the agreement. The responsibility imposed rests on any merchant-seller, and the 
absence of the words “grower or manufacturer or not” which appeared in Section 15(2) o 
he Uniform Sales Act does not restrict the applicability of this section. 
3. A specific designation of goods by the buyer does not exclude the seller’s obligation that 
hey be fit for the general purposes appropriate to such goods. A contract for the sale o 
second-hand goods, however, involves only such obligation as is appropriate to such goods 
or that is their contract description. A person making an isolated sale of goods is not a 
“merchant” within the meaning of the full scope of this section and, thus, no warranty o 
merchantability would apply. His knowledge of any defects not apparent on inspection 
ould, however, without need for express agreement and in keeping with the underlying 
eason of the present section and the provisions on good faith, impose an obligation that 
own material but hidden defects be fully disclosed. 
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4. Although a seller may not be a “merchant” as to the goods in question, if he states gen- 
erally that they are “guaranteed” the provisions of this section may furnish a guide to the 
content of the resulting express warranty. This has particular significance in the case o 
second-hand sales, and has further significance in limiting the effect of fine-print disclaimer 
clauses where their effect would be inconsistent with large-print assertions of “guarantee”. 

5. 'The second sentence of subsection (1) covers the warranty with respect to food and 
drink. Serving food or drink for value is a sale, whether to be consumed on the premises or 
elsewhere. Cases to the contrary are rejected. The principal warranty is that stated in 
subsections (1) and (2)(c) of this section. 

6. Subsection (2) does not purport to exhaust the meaning of *merchantable" nor to ne- 
gate any of its attributes not specifically mentioned in the text of the statute, but arising b 
usage of trade or through case law. The language used is “must be at least such as. . ., 
and the intention is to leave open other possible attributes of merchantability. 

7. Paragraphs (a) and (b) of subsection (2) are to be read together. Both refer, as indicated 
above, to the standards of that line of the trade which fits the transaction and the seller's 
business. “Fair average" is a term directly appropriate to agricultural bulk products and 
means goods centering around the middle belt of quality, not the least or the worst that can 
be understood in the particular trade by the designation, but such as can pass *without 
objection." Of course a fair percentage of the least is permissible but the goods are not “fair 
average" if they are all of the least or worst quality possible under the description. In cases 
of doubt as to what quality is intended, the price at which a merchant closes a contract is 
an excellent index of the nature and scope of his obligation under the present section. 

8. Fitness for the ordinary purposes for which goods of the type are used is a fundamental 
concept of the present section and is covered in paragraph (c). As stated above, merchant- 
ability is also a part of the obligation owing to the purchaser for use. Correspondingly, 
protection, under this aspect of the warranty, of the person buying for resale to the ultimate 
consumer is equally necessary, and merchantable goods must therefore be *honestly" resal- 
able in the normal course of business because they are what they purport to be. 

9. Paragraph (d) on evenness of kind, quality and quantity follows case law. But 
precautionary language has been added as a remainder of the frequent usages of trade 

hich permit substantial variations both with and without an allowance or an obligation to 
eplace the varying units. 

10. Paragraph (e) applies only where the nature of the goods and of the transaction 
equire a certain type of container, package or label. Paragraph (f) applies, on the other 
hand, wherever there is a label or container on which representations are made, even 
hough the original contract, either by express terms or usage of trade, may not have 
equired either the labelling or the representation. This follows from the general obligation 
of good faith which requires that a buyer should not be placed in the position of reselling or 

sing goods delivered under false representations appearing on the package or container. 
No problem of extra consideration arises in this connection since, under this Article, an 
obligation is imposed by the original contract not to deliver mislabeled articles, and the 
obligation is imposed where mercantile good faith so requires and without reference to the 
doctrine of consideration. 

11. Exclusion or modification of the warranty of merchantability, or of any part of it, is 
dealt with in the section to which the text of the present section makes explicit precaution- 
ary references. That section must be read with particular reference to its subsection (4) on 
imitation of remedies. The warranty of merchantability, wherever it is normal, is so com- 
monly taken for granted that its exclusion from the contract is a matter threatening 
surprise and therefore requiring special precaution. 

12. Subsection (3) is to make explicit that usage of trade and course of dealing can create 

arranties and that they are implied rather than express warranties and thus subject to 
exclusion or modification under Section 2-316. A typical instance would be the obligation to 
provide pedigree papers to evidence conformity of the animal to the contract in the case of a 
pedigreed dog or blooded bull. 

13. In an action based on breach of warranty, it is of course necessary to show not only 
he existence of the warranty but the fact that the warranty was broken and that the 
breach of the warranty was the proximate cause of the loss sustained. In such an action an 
affirmative showing by the seller that the loss resulted from some action or event following 
his own delivery of the goods can operate as a defense. Equally, evidence indicating that 
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he seller exercised care in the manufacture, processing or selection of the goods is relevant 
o the issue of whether the warranty was in fact broken. Action by the buyer following an 
examination of the goods which ought to have indicated the defect complained of can be 
shown as matter bearing on whether the breach itself was the cause of the injury. 


$ 2-316. Exclusion or Modification of Warranties. 
(1) Words or conduct relevant to the creation of an express warranty and 
ords or conduct tending to negate or limit warranty shall be construed 
herever reasonable as consistent with each other; but subject to ¢he-pre- 
visions of this-Artiele-on-parol-or-extrinsic-evidence-(Section-2-202) Section 
-202, negation or limitation is inoperative to the extent that such 
construction is unreasonable. 
(2) Subject to subsection (3), to exclude or modify the implied warranty 
of merchantability or any part of it in a consumer contract the language 
ust be in a record, be conspicuous, and state “The seller undertakes no 
esponsibility for the quality of the goods except as otherwise provided in 
this contract,” and in any other contract the language must mention 
nerchantability and in case of a writing record must be conspicuous;-and 
o. Subject to subsection (3), to exclude or modify the implied warranty o 
l finera the exclusion must be by-a-writing in a record and be conspicuous. 
Language to exclude all implied warranties of fitness in a consumer 
ontract must state “The seller assumes no responsibility that the goods will 
be fit for any particular purpose for which you may be buying these goods, 
except as otherwise provided in the contract,” and in any other contract the 
anguage is sufficient if it states, for example, that “There are no warran- 
ies whieh that extend beyond the description on the face hereof.” Language 
that satisfies the requirements of this subsection for the exclusion or 
odification of a warranty in a consumer contract also satisfies the require- 
ents for any other contract. 
(3) Notwithstanding subsection (2): 

(a) unless the circumstances indicate otherwise, all implied warranties 
are excluded by expressions like “as is”, “with all faults” or other 
language whieh that in common understanding calls the buyer’s atten- 
tion to the exclusion of warranties and, makes plain that there is no 
implied warranty, and, in a consumer contract evidenced by a record, is 
set forth conspicuously in the record; and 

(b) when if the buyer before entering into the contract has examined 
the goods or the sample or model as fully as ke desired or has refused to 
examine the goods after a demand by the seller there is no implied war- 
ranty with regard to defects whieh that an examination eught in the cir- 
cumstances te should have revealed to him the buyer; and 

(c) an implied warranty ean may also be excluded or modified by course 
of dealing or course of performance or usage of trade. 


(4) Remedies for breach of warranty ean may be limited in accordance 
ith tne provisions of this arnee on 
ac-en-eontrae edytSeections 2-45 and HH} Sec- 
tions 2-718 and 2-719. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 


Prior Uniform Statutory Provision: None. See sections 15 and 71, Uniform Sales Act. 
Purposes: 


1996 


AMENDMENTS 


1. This section is designed principally to deal with those frequent clauses in sales 
contracts which seek to exclude “all warranties, express or implied.” It seeks to protect a 
buyer from unexpected and unbargained language of disclaimer by denying effect to such 
anguage when inconsistent with language of express warranty and permitting the exclu- 
sion of implied warranties only by conspicuous language or other circumstances which 
protect the buyer from surprise. 

2. The seller is protected under this Article against false allegations of oral warranties by 
its provisions on parol and extrinsic evidence and against unauthorized representations by 
he customary “lack of authority" clauses. This Article treats the limitation or avoidance o 
consequential damages as a matter of limiting remedies for breach, separate from the mat- 
er of creation of liability under a warranty. If no warranty exists, there is of course no 
problem of limiting remedies for breach of warranty. Under subsection (4) the question o 
imitation of remedy is governed by the sections referred to rather than by this section. 

3. Disclaimer of the implied warranty of merchantability is permitted under subsection 
(2), but with the safeguard that such disclaimers must mention merchantability and in 
case of a writing must be conspicuous. 

4. Unlike the implied warranty of merchantability, implied warranties of fitness for a 
particular purpose may be excluded by general language, but only if it is in writing and 
conspicuous. 

5. Subsection (2) presupposes that the implied warranty in question exists unless 
excluded or modified. Whether or not language of disclaimer satisfies the requirements o 
his section, such language may be relevant under other sections to the question whether 
he warranty was ever in fact created. Thus, unless the provisions of this Article on parol 
and extrinsic evidence prevent, oral language of disclaimer may raise issues of fact as to 

hether reliance by the buyer occurred and whether the seller had “reason to know” under 
he section on implied warranty of fitness for a particular purpose. 

6. The exceptions to the general rule set forth in paragraphs (a), (b) and (c) of subsection. 
(3) are common factual situations in which the circumstances surrounding the transaction 
are in themselves sufficient to call the buyer's attention to the fact that no implied warran- 
ies are made or that a certain implied warranty is being excluded. 

7. Paragraph (a) of subsection (3) deals with general terms such as “as is,” “as they 
stand," *with all faults," and the like. Such terms in ordinary commercial usage are 
understood to mean that the buyer takes the entire risk as to the quality of the goods 
involved. The terms covered by paragraph (a) are in fact merely a particularization o 
paragraph (c) which provides for exclusion or modification of implied warranties by usage 
of trade. 

8. Under paragraph (b) of subsection (3) warranties may be excluded or modified by the 
circumstances where the buyer examines the goods or a sample or model of them before 
entering into the contract. “Examination” as used in this paragraph is not synonymous 

ith inspection before acceptance or at any other time after the contract has been made. It 
goes rather to the nature of the responsibility assumed by the seller at the time of the mak- 
ing of the contract. Of course if the buyer discovers the defect and uses the goods anyway, 
or if he unreasonably fails to examine the goods before he uses them, resulting injuries 
may be found to result from his own action rather than proximately from a breach o 

arranty. See Sections 2-314 and 2-715 and comments thereto. 

In order to bring the transaction within the scope of “refused to examine” in paragraph 
(b), it is not sufficient that the goods are available for inspection. There must in addition be 
a demand by the seller that the buyer examine the goods fully. The seller by the demand 
puts the buyer on notice that he is assuming the risk of defects which the examination 
ought to reveal. The language “refused to examine" in this paragraph is intended to make 
clear the necessity for such demand. 

Application of the doctrine of “caveat emptor" in all cases where the buyer examines the 
goods regardless of statements made by the seller is, however, rejected by this Article. 

hus, if the offer of examination is accompanied by words as to their merchantability or 
specific attributes and the buyer indicates clearly that he is relying on those words rather 
han on his examination, they give rise to an “express” warranty. In such cases the ques- 
ion is one of fact as to whether a warranty of merchantability has been expressly 
incorporated in the agreement. Disclaimer of such an express warranty is governed by 
subsection (1) of the present section. 
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The particular buyer's skill and the normal method of examining goods in the circum- 
stances determine what defects are excluded by the examination. A failure to notice defects 

hich are obvious cannot excuse the buyer. However, an examination under circumstances 

hich do not permit chemical or other testing of the goods would not exclude defects which 
could be ascertained only by such testing. Nor can latent defects be excluded by a simple 
examination. A professional buyer examining a product in his field will be held to have as- 
sumed the risk as to all defects which a professional in the field ought to observe, while a 
nonprofessional buyer will be held to have assumed the risk only for such defects as a lay- 
man might be expected to observe. 

9. 'The situation in which the buyer gives precise and complete specifications to the seller 
is not explicitly covered in this section, but this is a frequent circumstance by which the 
implied warranties may be excluded. The warranty of fitness for a particular purpose 

ould not normally arise since in such a situation there is usually no reliance on the seller 
by the buyer. The warranty of merchantability in such a transaction, however, must be 
considered in connection with the next section on the cumulation and conflict of warranties. 

nder paragraph (c) of that section in case of such an inconsistency the implied warranty 
of merchantability is displaced by the express warranty that the goods will comply with the 
specifications. Thus, where the buyer gives detailed specifications as to the goods, neither o 
he implied warranties as to quality will normally apply to the transaction unless consis- 
ent with the specifications. 


$ 2-318. Third-Party Third-party Beneficiaries of Warranties 
Express-or-Implied and Obligations. 
(1) In this section: 
(a) “Immediate buyer” means a buyer that enters into a contract with 
the seller. 
(b) “Remote purchaser” means a person that buys or leases goods from 
an immediate buyer or other person in the normal chain of distribution. 


Alternative A to subsection (2) 


WEELE seller’s warranty to an immediate buyer, whether express or 
implied, a seller’s remedial promise to an immediate buyer, or a seller’s 
obligation to a remote purchaser under Section 2-313A or 2-313B extends to 
any individual who is in the family or household of the immediate buyer or 
the remote purchaser or who is a guest in the home of either if it is reason- 
able to expect that the person may use, consume, or be affected by the goods 
and who is injured in person by breach of the warranty, remedial promise, 
or obligation. A seller may not exclude or limit the operation of this section. 


Alternative B to subsection (2) 


eller’s warranty to an immediate buyer, whether express or implied, a 
eller’s remedial promise to an immediate buyer, or a seller’s obligation to a 
emote purchaser under Section 2-313A or 2-313B extends to any individ- 
ual who may reasonably be expected to use, consume, or be affected by the 
goods and who is injured in person by breach of the warranty, remedial 
promise, or obligation. A seller may not exclude or limit the operation o 
his section. 
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Alternative C £o subsection (2) 


e y- A seller's warranty to 
an immediate buyer, whether express or implied, a seller's remedial promise 
to an immediate buyer, or a seller's obligation to a remote purchaser under 

ection 2-313A or 2-313B extends to any person that may reasonably be 
expected. to use, consume, or be affected by the goods and that is injured by 
breach of the warranty, remedial promise, or obligation. A seller may not 
exclude or limit the operation of this section with respect to injury to the 
person of an individual to whom the warranty, remedial promise, or obliga- 
tion extends. 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. The last sentence of this section does not mean that a seller is precluded from exclud- 
ing or disclaiming a warranty which might otherwise arise in connection with the sale 
provided such exclusion or modification is permitted by Section 2-316. Nor does that 
sentence preclude the seller from limiting the remedies of his own buyer and of any benefi- 
ciaries, in any manner provided in Sections 2-718 or 2-719. To the extent that the contract 
of sale contains provisions under which warranties are excluded or modified, or remedies 
or breach are limited, such provisions are equally operative against beneficiaries of war- 

anties under this section. What this last sentence forbids is exclusion of liability by the 
seller to the persons to whom the warranties which he has made to his buyer would extend 
nder this section. 

2. 'The purpose of this section is to give certain beneficiaries the benefit of the same war- 
anty which the buyer received in the contract of sale, thereby freeing any such beneficia- 
ies from any technical rules as to “privity.” It seeks to accomplish this purpose without 

any derogation of any right or remedy resting on negligence. It rests primarily upon the 
merchant-seller's warranty under this Article that the goods sold are merchantable and fit 
or the ordinary purposes for which such goods are used rather than the warranty of fitness 
or a particular purpose. Implicit in the section is that any beneficiary of a warranty may 
bring a direct action for breach of warranty against the seller whose warranty extends to 
him [As amended in 1966]. 

3. The first alternative expressly includes as beneficiaries within its provisions the fam- 
ily, household and guests of the purchaser. Beyond this, the section in this form is neutral 
and is not intended to enlarge or restrict the developing case law on whether the seller's 

arranties, given to his buyer who resells, extend to other persons in the distributive 
chain. 

The second alternative is designed for states where the case law has already developed 
urther and for those that desire to expand the class of beneficiaries. The third alternative 
goes further, following the trend of modern decisions as indicated by Restatement of Torts 
2d § 402A (Tentative Draft No. 10, 1965) in extending the rule beyond injuries to the 
person [As amended in 1966]. 


§ 2-319. F:O:B.--and-F.A.S.Terms Reserved. 
MG o ose E ub Ned nbi E Gwhieh—means-"free-o 
PAD CQ T da even-though-used-only-in-conneetion-with-the 


(a) when-the-tenm-ie FOB. the place of shipment; the-seller-must-at 
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lead—the-goods-on-board-df-the-term-is-F-O-B. blu vr eel 
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the-previsiens-of-this-Artiele-on-the-form-of-bill-of Tlading-(Seetion-2-223)- 
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term-under-whieh-the-seller-must 

du e cct ceu 

in the manner usual in-that- port-or-on-a- deck designated and provided 
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di ER DS or-C—&-F. "e — Ae E 
; agai Oe jd erg MEAN 
_may-not tender nor the buyer demend- delivery ofthe goods 


§ 2-321. C.LF. OR C. & F.: “Net Landed Weights”; “Payment on 
Arrival’; Warranty of Condition on Arrival Reserved. 


Under-a-eontraet-eontaining-a-term-C.LF —or-C.-&-F. 


(2) Under such a term unless otherwise agreed 

B he ee E AA A ee dub 
to-deliver-the-goods;-and 

05) the-risk-ofoss-does-not-pass-to-the-buyer-until-the-goods-eave-the 
ship's-taekle-er-are-otherwise-properly-unloaded- 
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§ 2-323. Form-of Bill ef Lading-Required-in-Overseas-Shipment; 
“Overseas” Reserved. 


Dy i ss ontrae - z P 
CEP 6. eF or FOB. ae ed 
must-obte e pom 


a VES A Au MU E oar o Qu Pd do 


§ 2-324. “Ne Arrival, Ne Sale” Ferm Reserved. 
Under-a term “no arrival ne-_sate” or terms of tke meaning 


§ 2-325. “hetter-of Credit" Term: *Confirmed-Credit" Failure to 
Pay by Agreed Letter of Credit. 

CD Faidure-ofcthe-buyer-seasonably-te-furnish-an-agreed-letter-of-eredit 
is-a-breaeh-of-the-eontraet-for-sale- 

p E E a i ae een asa aie la 
obliga MDC RUN RR UE up E ae 

i h-te-the-buyer-require-payment-direetly-from-him- 
_ 3) Unless otherwise agreed the term: ‘tetter-oferedit” or “banker's credit” 
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If the parties agree that the primary method of payment will be by letter 
of credit, the following rules apply: 

(a) The buyer's obligation to pay is suspended by seasonable delivery to 
the seller of a letter of credit issued or confirmed by a financing agency o 
good repute in which the issuer and any confirmer undertake to pay 
against presentation of documents that evidence delivery of the goods. 

(b) Failure of a party seasonably to furnish a letter of credit as agreed 
is a breach of the contract for sale. 


(c) If the letter of credit is dishonored or repudiated, the seller, on 
seasonable notification, may require payment directly from the buyer. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: To express the established commercial and banking understanding as to the 
meaning and effects of terms calling for “letters of credit" or “confirmed credit”: 

1. Subsection (2) follows the general policy of this Article and Article 3 (Section 3-802) on 
conditional payment, under which payment by check or other short-term instrument is not 
ordinarily final as between the parties if the recipient duly presents the instrument and 
honor is refused. Thus the furnishing of a letter of credit does not substitute the financing 
agency's obligation for the buyer's, but the seller must first give the buyer reasonable notice 
of his intention to demand direct payment from him. 

2. Subsection (2) requires that the credit be irrevocable and be a prime credit as 
determined by the standing of the issuer. It is not necessary, unless otherwise agreed, that 

he credit be a negotiation credit; the seller can finance himself by an assignment of the 
proceeds under Section 5-116(2). 

3. The definition of “confirmed credit” is drawn on the supposition that the credit is is- 

sued by a bank which is not doing direct business in the seller's financial market; there is 
o intention to require the obligation of two banks both local to the seller. 


§ 2-326. Sale on Approval and Sale or Return;Consignment-Sales 
1 Biel f Credi 


(1) Unless otherwise agreed, if delivered goods may be returned by the 
buyer even though if they conform to the contract, the transaction is: 
(a) a “sale on approval" if the goods are delivered primarily for use; 
use; and 
(b) a *sale or return" if the goods are delivered primarily for resale. 
(2) Goods held on approval are not subject to the claims of the buyer's 
creditors until acceptance; goods held on sale or return are subject to such 
claims while in the buyer's possession. 
(3) Any “or return” term of a contract for sale is to be treated as a sepa- 
rate contract for sale within-the-statute-of-frauds-seetion-ef-this-Artiele 
eettor OÐ under Section 2-201 and as contradicting the sale aspect o 
hé contract within-the-provisions-of this-Artiele-on-parol-or-extrinsie-evi- 
etie 02) under Section 2-202. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Section 19(3), Uniform Sales Act. 
Changes: Completely rewritten in this and the succeeding section. 
Purposes of Changes: To make it clear that: 
1. A “sale on approval” or “sale or return" is distinct from other types of transactions with 
hich they have frequently been confused. The type of “sale on approval,” “on trial" or “on 


2003 


APPENDIX 


satisfaction" dealt with involves a contract under which the seller undertakes a particular 
business risk to satisfy his prospective buyer with the appearance or performance of the 
goods in question. The goods are delivered to the proposed purchaser but they remain the 
property of the seller until the buyer accepts them. The price has already been agreed. The 
buyer's willingness to receive and test the goods is the consideration for the seller's engage- 
ment to deliver and sell. The type of “sale or return" involved herein is a sale to a merchant 

hose unwillingness to buy is overcome only by the seller's engagement to take back the 
goods (or any commercial unit of goods) in lieu of payment if they fail to be resold. These 
wo transactions are so strongly delineated in practice and in general understanding that 
every presumption runs against a delivery to a consumer being a “sale or return" and 
against a delivery to a merchant for resale being a “sale on approval." 

The right to return the goods for failure to conform to the contract does not make the 
ransaction a “sale on approval" or “sale or return” and has nothing to do with this and the 
ollowing section. The present section is not concerned with remedies for breach of contract. 

It deals instead with a power given by the contract to turn back the goods even though they 
are wholly as warranted. 

This section nevertheless presupposes that a contract for sale is contemplated by the par- 
ies although that contract may be of the peculiar character here described. 

Where the buyer’s obligation as a buyer is conditioned not on his personal approval but 

on the article’s passing a described objective test, the risk of loss by casualty pending the 

est is properly the seller’s and proper return is at his expense. On the point of “satisfac- 
ion” as meaning “reasonable satisfaction” where an industrial machine is involved, this 
Article takes no position. 

2. Pursuant to the general policies of this Act which require good faith not only between 
he parties to the sales contract, but as against interested third parties, subsection (3) 
esolves all reasonable doubts as to the nature of the transaction in favor of the general 

creditors of the buyer. As against such creditors words such as “on consignment” or “on 
memorandum", with or without words of reservation of title in the seller, are disregarded 
hen the buyer has a place of business at which he deals in goods of the kind involved. 
necessary exception is made where the buyer is known to be engaged primarily in selling 
he goods of others or is selling under a relevant sign law, or the seller complies with the 
ling provisions of Article 9 as if his interest were a security interest. However, there is no 
intent in this Section to narrow the protection afforded to third parties in any jurisdiction 

hich has a selling Factors Act. The purpose of the exception is merely to limit the effect o 
he present subsection itself, in the absence of any such Factors Act, to cases in which cred- 

itors of the buyer may reasonably be deemed to have been misled by the secret reservation. 

3. Subsection (4) resolves a conflict in the pre-existing case law by recognition that an “or 
eturn" provision is so definitely at odds with any ordinary contract for sale of goods that 

here written agreements are involved it must be contained in a written memorandum. 
he *or return" aspect of a sales contract must be treated as a separate contract under the 

Statute of Frauds section and as contradicting the sale insofar as questions of parol or 
extrinsic evidence are concerned. 


§ 2-328. Sale by Auction. 

(1) In a sale by auction, if goods are put up in lots, each lot is the subject 
of a separate sale. 

(2) A sale by auction is complete when the auctioneer so announces by 
he fall of the hammer or in other customary manner. Where If a bid is 


ompleting the sale but before a prior bid is accepted, the auctioneer may-in 
his has discretion to reopen the bidding or £o declare the goods sold under 


he prior bid en-whieh-the-hammer-was-falling. 
(3) a-saleds-with the-goods-are-in-explieit-terms put 
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retraetior -does o revive-any o ora sale by auction is dires to 
the seller's right to withdraw the goods unless at the time the goods are put 
up or during the course of the auction it is announced in express terms that 
the right to withdraw the goods is not reserved. In an auction in which the 
ight to withdraw the goods is reserved, the auctioneer may withdraw the 
goods at any time until completion of the sale is announced by the 
auctioneer. In an auction in which the right to withdraw the goods is not 
eserved, after the auctioneer calls for bids on an article or lot, the article or 
ot may not be withdrawn unless no bid is made within a reasonable time. 
n either case a bidder may retract a bid until the auctioneer's announce- 
ent of completion of the sale, but a bidder’s retraction does not revive any 
previous bid. 


(4) If the auctioneer knowingly receives a bid on the seller's behalf or the 
seller makes or procures such a bid, and notice has not been given that lib- 
erty for such bidding is reserved, the buyer may at his the buyer's option 
avoid the sale or take the goods at the price of the last geed-faith good- 
aith bid prior to the completion of the sale. This subsection shall not ap- 


ply to any bid at a-fereed-sale an auction required by law. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 21, Uniform Sales Act. 

Changes: Completely rewritten. 

Purposes of Changes: To make it clear that: 

1. The auctioneer may in his discretion either reopen the bidding or close the sale on the 
bid on which the hammer was falling when a bid is made at that moment. The recognition 
of a bid of this kind by the auctioneer in his discretion does not mean a closing in favor o 
such a bidder, but only that the bid has been accepted as a continuation of the bidding. I 

ecognized, such a bid discharges the bid on which the hammer was falling when it was 
made. 

2. An auction ^with reserve" is the normal procedure. The crucial point, however, for 
determining the nature of an auction is the “putting up" of the goods. This Article accepts 
he view that the goods may be withdrawn before they are actually “put up,” regardless o 

hether the auction is advertised as one without reserve, without liability on the part o 
he auction announcer to persons who are present. This is subject to any peculiar facts 

hich might bring the case within the “firm offer" principle of this Article, but an offer to 
persons generally would require unmistakable language in order to fall within that section. 

he prior announcement of the nature of the auction either as with reserve or without 
eserve will, however, enter as an “explicit term" in the “putting up" of the goods and 
conduct thereafter must be governed accordingly. The present section continues the prior 
ule permitting withdrawal of bids in auctions both with and without reserve; and the rule 
is made explicit that the retraction of a bid does not revive a prior bid. 
OK ok 


PART 4 
TITLE, CREDITORS, AND GOOD-FAITH PURCHASERS 


§ 2-401. Passing of Title; Reservation for Security; Limited 
Application of this Section. 


Each provision of this Article with regard to the rights, obligations, and 
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remedies of the seller, the buyer, purchasers, or other third parties applies 
irrespective of title to the goods except where the provision refers to such| 
itle. Insofar as situations are not covered by the other provisions of this 
Article and matters concerning title become material, the following rules 
apply: 

(1) Title to goods cannot pass under a contract for sale prior to their 
identification to the contract (Section 2-501), and unless otherwise 
explicitly agreed, the buyer acquires by their identification a special 
property as limited by this Act. Any retention or reservation by the 
seller of the title (property) in goods shipped or delivered to the buyer is 
limited in effect to a reservation of a security interest. Subject to these 
provisions and to the-previsiens-ef-the-Artiele-en-Seeured-Transaetions 
CXrtiele-9) Article 9, title to goods passes from the seller to the buyer in 
any manner and on any conditions explicitly agreed on by the parties. 

(2) Unless otherwise explicitly agreed title passes to the buyer at the 
time and place at which the seller completes his performance with refer- 
ence to the physieal delivery of the goods, despite any reservation of a 
security interest and even theugh if a document of title is to be delivered 
at a different time or place; and in particular and despite any reserva- 
tion of a security interest by the bill of lading: 

(a) if the contract requires or authorizes the seller to send the goods 
to the buyer but does not require him the seller to deliver them at 
destination, title passes to the buyer at the time and place of ship- 
ment; but 


(b) if the contract requires delivery at destination, title passes on 
tender there. 


(3) Unless otherwise explicitly agreed, where if delivery is to be made 
without moving the goeds; goods: 

(a) if the seller is to deliver a tangible document of title, title passes 
at the time when and the place where he the seller delivers sueh-doeu- 
ments the document, and if the seller is to deliver an electronic docu- 
ment of title, title passes when the seller delivers the document; or 

(b) if the goods are at the time of contracting already identified and 
no documents of title are to be delivered, title passes at the time and 
place of contracting. 


(4) A rejection or other refusal by the buyer to receive or retain the 
goods, whether or not justified, or a justified revocation of acceptance 
revests title to the goods in the seller. Such revesting occurs by opera- 
tion of law and is not a “sale”. 


Official Comment 
x ok ck 


4. The factual situations in subsections (2) and (3) upon which passage of title turn actu- 
ally base the test upon the time when the seller has finally committed himself in regard to 
specific goods. Thus in a “shipment” contract he commits himself by the act of making the 
shipment. If shipment is not contemplated subsection (3) turns on the seller’s final commit- 
ment, i.e. the delivery of documents or the making of the contract. As to delivery of an 
electronic document of title, see definition of delivery in Article 1, Section 1-201. This Article 
does not state a rule as to the place of title passage as to goods covered by an electronic doc- 
ument of title. 
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$ 2-402. Rights of Seller's Creditors Against Sold Goods. 

(1) Except as provided in subsections (2) and (3), rights of unsecured 
creditors of the seller with respect to goods whieh that have been identified 
o a contract for sale are subject to the buyer's rights to recover the goods 
nder this-Artiele-(Seetions-2-502-and-2-716) Sections 2-502 and 2-716. 

(2) A creditor of the seller may treat a sale or an identification of goods 
o a contract for sale as void if as against him the creditor a retention o 
possession by the seller is fraudulent under any rule of law of the state 

here the goods are situated;-exeept-that situated. However, retention o 
possession in good faith and current course of trade by a merchant-seller| 
for a commercially reasonable time after a sale or identification is not 
fraudulent. 

(3) Nething Except as otherwise provided in Section 2-403(2), nothing in 
his Article shall be deemed to impair the rights of creditors of the seller: 

(a) under the-previsiens-of-the-Artiele-on-Seeured-Transaetions-CArtiele 
99 Article 9; or 
(b) where if identification to the contract or delivery is made not in 

current course of trade but in satisfaction of or as security for a pre- 

existing preexisting claim for money, security, or the like and is made 

under circumstances whieh that under any rule of law of the state where 

the goods are situated would apart from this Article constitute the trans- 

action a fraudulent transfer or voidable preference. 


Official Comment 
xX ok ck 


3. The cross reference in subsection (3) to Section 2-403(2) shows the relationship of these 
ections and Article 9. A transfer under Section 2-403(2) can cause impairment of the rights 
of a secured party under Article 9. (Section 9-315(a)). 


§ 2-403. Power to Transfer; Good Faith Purchase of Goods; 
“Entrusting”. 
(1) A purchaser of goods acquires all title whieh-his that the purchaser's 
ransferor had or had power to transfer except that a purchaser of a limited 
interest acquires rights only to the extent of the interest purchased. A 
person with voidable title has power to transfer a good title to a geed-faith 
good-faith purchaser for value. When If goods have been delivered under a 
ransaction of purchase, the purchaser has such power even theugh if: 
(a) the transferor was deceived as to the identity of the purehaser;-er 
purchaser; 
(b) the delivery was in exchange for a check whieh that is later 
dishenored;-or dishonored; 
(c) it was agreed that the transaction was to be a “cash sate® sale”; or 
(d) the delivery was procured through criminal fraud punishable-as 
lareenoeus-under-the-eriminallaw. 


(2) Any entrusting of possession of goods to a merchant whe that deals 
in goods of that kind gives him the merchant power to transfer all 
i atruster all of the entruster's rights to the goods and to $1 the 
isis free of any interest of the entruster to a buyer in ordinary course o 
business. 


(3) “Entrusting” includes any delivery and any acquiescence in retention 
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of possession regardless of any condition expressed between the parties to 
he delivery or acquiescence and regardless of whether the procurement o 
the ue or the possessor's disposition of the goods havebeen-sueh-as 
bedareeneus was punishable under the criminal law. 
[Legislative Note: If a state adopts the repealer of Article 6—Bulk Transfers (Alternative 
A), subsection (4) should read as follows:] 
(4) The rights of other purchasers of goods and of lien creditors are 


governed by hos Were WR QE 
ments o "tiele- Articles 7 and 9. 

[Legislative Note: If a state adopts revised Article 6—Bulk Sales (Alternative B), subsec- 
tion (4) should read as follows:] 


(4) The rights or other purchasers of goods and of lien creditors are 
governed by 

Artie and Deer of-Ti iele Articles 6, 7. and 9. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Sections 20(4), 23, 24, 25, Uniform Sales Act; 
Section 9, especially 9(2), Uniform Trust Receipts Act; Section 9, Uniform Conditional Sales 
Act. 

Changes: Consolidated and rewritten. 

Purposes of Changes: To gather together a series of prior uniform statutory provisions 
and the case-law thereunder and to state a unified and simplified policy on good faith 
purchase of goods. 

1. The basic policy of our law allowing transfer of such title as the transferor has is gen- 
erally continued and expanded under subsection (1). In this respect the provisions of the 
section are applicable to a person taking by any form of “purchase” as defined by this Act. 
Moreover the policy of this Act expressly providing for the application of supplementary 
general principles of law to sales transactions wherever appropriate joins with the present 
section to continue unimpaired all rights acquired under the law of agency or of apparent 
agency or ownership or other estoppel, whether based on statutory provisions or on case 
aw principles. The section also leaves unimpaired the powers given to selling factors under 

he earlier Factors Acts. In addition subsection (1) provides specifically for the protection o 
he good faith purchaser for value in a number of specific situations which have been 
roublesome under prior law. 

On the other hand, the contract of purchase is of course limited by its own terms as in a 
case of pledge for a limited amount or of sale of a fractional interest in goods. 

2. The many particular situations in which a buyer in ordinary course of business from a 
dealer has been protected against reservation of property or other hidden interest are 
gathered by subsections (2)-(4) into a single principle protecting persons who buy in 
ordinary course out of inventory. Consignors have no reason to complain, nor have lenders 

ho hold a security interest in the inventory, since the very purpose of goods in inventory 
is to be turned into cash by sale. 

The principle is extended in subsection (3) to fit with the abolition of the old law of *cash 
sale" by subsection (1)(c). It is also freed from any technicalities depending on the extended 
aw of larceny; such extension of the concept of theft to include trick, particular types o 

aud, and the like is for the purpose of helping conviction of the offender; it has no proper 
application to the long-standing policy of civil protection of buyers from persons guilty o 
such trick or fraud. Finally, the policy is extended, in the interest of simplicity and sense, 

o any entrusting by a bailor; this is in consonance with the explicit provisions of Section. 

7-205 on the powers of a warehouseman who is also in the business of buying and selling 
ungible goods of the kind he warehouses. As to entrusting by a secured party, subsection 
(2) is limited by the more specific provisions of Section 9-307(1), which deny protection to a 
person buying farm products from a person engaged in farming operations. 

3. The definition of “buyer in ordinary course of business” (Section 1-201) is effective here 
and preserves the essence of the healthy limitations engrafted by the case-law on the older 
statutes. The older loose concept of good faith and wide definition of value combined to cre- 
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ate apparent good faith purchasers in many situations in which the result outraged com- 
mon sense; the court's solution was to protect the original title especially by use of “cash 
sale" or of over-technical construction of the enabling clauses of the statutes. But such rul- 
ings then turned into limitations on the proper protection of buyers in the ordinary market. 
Section 1-201(9) cuts down the category of buyer in ordinary course in such fashion as to 
ake care of the results of the cases, but with no price either in confusion or in injustice to 
proper dealings in the normal market. 

4. Except as provided in subsection (1), the rights of purchasers other than buyers in 
ordinary course are left to the Articles on Secured Transactions, Documents of Title, and 
Bulk Sales. 


PART 5 
PERFORMANCE 


$ 2-501. Insurable Interest in Goods; Manner of Identification of 
Goods. 

(1) The buyer obtains a special property and an insurable interest in 
goods by identification of existing goods as goods to which the contract 
refers even though if the goods so identified are nen-eenferming noncon- 
orming and he the buyer has an option to return or reject them. Such 
identification ean may be made at any time and in any manner explicitly 
agreed to by the parties. In the absence of explicit agreement identification 
occurs: 

(a) when the contract is made if it is for the sale of goods already 
existing and identified; 

(b) if the contract is for the sale of future goods other than those 
described in paragraph (c), when goods are shipped, marked, or 
otherwise designated by the seller as goods to which the contract refers; 

(c) when the crops are planted or otherwise become growing crops or 
the young are conceived if the contract is for the sale of unborn young to 
be born within twelve 12 months after contracting or for the sale o 
crops to be harvested within twelve 12 months or the next normal 
harvest season after contracting whichever is longer. 

(2) The seller retains an insurable interest in goods so long as title to or 
any security interest in the goods remains in him-and-where the seller. I, 
he identification is by the seller alone, he the seller may until default or 
insolvency or notification to the buyer that the identification is final 
substitute other goods for those identified. 

(3) Nothing in this section impairs any insurable interest recognized 

nder any other statute or rule of law. 


$ 2-502. Buyer's Right to Goods on Seller's Insolvency, 
Repudiation, or Failure to Deliver. 

(1) Subject to subsections (2) and (3) and even theugh if the goods have 
not been shipped, a buyer whe that has paid a part or all of the price o 
goods i in which he the Guyer has a special property under the-previsiens-o 
thecimmediately-preceding-seetion Section 2-501 may on making and keep- 
ing good. a tender ob; any Wupaid portion of their price recover them from 
he seller if: 


(a) in the case of goods bought 
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purposes by a consumer, the seller repudiates or fails to deliver as 

required by the contract; or 

(b) in all cases, the seller becomes insolvent within 10 days after 

receipt of the first installment on their price. 

(2) The buyer's right to recover the goods under subsection (1) vests 

pon acquisition of a special property, even if the seller had not then 
repudiated or failed to deliver. 

(3) If the identification creating his a special property has been made by 
i b he the buyer, the buyer acquires the right to recover the goods 
only if they conform to the contract for sale. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Compare Sections 17, 18 and 19, Uniform Sales 

ct. 

Purposes: 

1. This section gives an additional right to the buyer as a result of identification of the 
goods to the contract in the manner provided in Section 2-501. The buyer is given a right to 
he goods on the seller’s insolvency occurring within 10 days after he receives the first 
installment on their price. 

2. The question of whether the buyer also acquires a security interest in identified goods 
and has rights to the goods when insolvency takes place after the ten-day period provided 
in this section depends upon compliance with the provisions of the Article on Secured 

ransactions (Article 9). 

3. Subsection (2) is included to preclude the possibility of unjust enrichment which exists 
if the buyer were permitted to recover goods even though they were greatly superior in 
quality or quantity to that called for by the contract for sale. 


$ 2-503. Manner of Seller's Tender of Delivery. 

(1) Tender of delivery requires that the seller put and hold conforming 
goods at the buyer's disposition and give the buyer any notification reason- 
ably necessary to enable him the buyer to take delivery. The manner, time, 
and place for tender are determined by the agreement and this Article, 
and in particular: 

(a) tender must be at a reasonable hour, and if it is of goods they must 
be kept available for the period reasonably necessary to enable the buyer 
to take possession; but 

(b) unless otherwise agreed the buyer must furnish facilities reason- 
ably suited to the receipt of the goods. 

(2) Where If the case is within the-next-seetion 

ection 2-504, tender requires that the seller comply with its pIGVISigns: 

(3) Where If the seller is required to deliver at a particular destination, 
ender requires that he the seller comply with subsection (1) and also in 
any appropriate case tender documents as described in subsections (4) and 
(5) of this section. 

(4) Where If goods are in the possession of a bailee and are to be 
delivered without being moved: 

(a) tender requires that the seller either tender a negotiable document 
of title covering such goods or procure acknowledgment by the bailee £o 
the buyer of the buyer's right to possession of the goods; but 


(b) tender to the buyer of a nen-negetiable nonnegotiable document o 
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sufficient tender unless the buyer seasonably objects, and except as 
otherwise provided in Article 9 receipt by the bailee of notification of the 
buyer's rights fixes those rights as against the bailee and all third 
persons; but risk of loss of the goods and of any failure by the bailee to 
honor the non-negotiable nonnegotiable document of title or to obey the 
direction remains on the seller until the buyer has had a reasonable 
time to present the document or direetion;-and-a-refusal direction. Refusal 
by the bailee to honor the document or to obey the direction defeats the 
tender. 

(5) Where If the contract requires the seller to deliver documents: 


(a) he the seller must tender all such documents in correct form exeept 
as-previded-m-this-Artiele^with-respeet-to-bills-of lading-m-a-set-(subsee- 
tion (2) of Section 2-323); and 

(b) tender through customary banking channels is sufficient and dis- 
honor of a draft accompanying or associated with the documents consti- 


tutes non-aeeeptanee nonacceptance or rejection. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: See Sections 11, 19, 20, 43(3) and (4), 46 and 51, 

niform Sales Act. 

Changes: The general policy of the above sections is continued and supplemented but 
subsection (3) changes the rule of prior section 19(5) as to what constitutes a “destination” 
contract and subsection (4) incorporates a minor correction as to tender of delivery of goods 
in the possession of a bailee. 

Purposes of Changes: 

1. The major general rules governing the manner of proper or due tender of delivery are 
gathered in this section. The term “tender” is used in this Article in two different senses. In 
one sense it refers to “due tender” which contemplates an offer coupled with a present abil- 
ity to fulfill all the conditions resting on the tendering party and must be followed by actual 
performance if the other party shows himself ready to proceed. Unless the context 
unmistakably indicates otherwise this is the meaning of “tender” in this Article and the oc- 
casional addition of the word “due” is only for clarity and emphasis. At other times it is 

sed to refer to an offer of goods or documents under a contract as if in fulfillment of its 
conditions even though there is a defect when measured against the contract obligation. 

sed in either sense, however, “tender” connotes such performance by the tendering party 
as puts the other party in default if he fails to proceed in some manner. 

2. The seller's general duty to tender and deliver is laid down in Section 2-301 and more 
particularly in Section 2-507. The seller's right to a receipt if he demands one and receipts 
are customary is governed by Section 1-205. Subsection (1) of the present section proceeds 

o set forth two primary requirements of tender: first, that the seller *put and hold conform- 
ing goods at the buyer's disposition" and, second, that he “give the buyer any notice reason- 
ably necessary to enable him to take delivery." 

In cases in which payment is due and demanded upon delivery the “buyer’s disposition" 
is qualified by the seller's right to retain control of the goods until payment by the provision. 
of this Article on delivery on condition. However, where the seller is demanding payment 
on delivery he must first allow the buyer to inspect the goods in order to avoid impairing 
his tender unless the contract for sale is on C.I.F., C.O.D., cash against documents or simi- 

ar terms negating the privilege of inspection before payment. 

In the case of contracts involving documents the seller can “put and hold conforming 
goods at the buyer's disposition" under subsection (1) by tendering documents which give 

he buyer complete control of the goods under the provisions of Article 7 on due negotiation. 

3. Under paragraph (a) of subsection (1) usage of the trade and the circumstances of the 
particular case determine what is a reasonable hour for tender and what constitutes a rea- 
sonable period of holding the goods available. 
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4. The buyer must furnish reasonable facilities for the receipt of the goods tendered by 
he seller under subsection (1), paragraph (b). This obligation of the buyer is no part of the 

seller's tender. 

5. For the purposes of subsections (2) and (3) there is omitted from this Article the rule 
nder prior uniform legislation that a term requiring the seller to pay the freight or cost o 
ransportation to the buyer is equivalent to an agreement by the seller to deliver to the 
buyer or at an agreed destination. This omission is with the specific intention of negating 
he rule, for under this Article the ^shipment" contract is regarded as the normal one and 
he “destination” contract as the variant type. The seller is not obligated to deliver at a 

named destination and bear the concurrent risk of loss until arrival, unless he has specifi- 
cally agreed so to deliver or the commercial understanding of the terms used by the parties 
contemplates such delivery. 

6. Paragraph (a) of subsection (4) continues the rule of the prior uniform legislation as to 
acknowledgment by the bailee. Paragraph (b) of subsection (4) adopts the rule that between 
he buyer and the seller the risk of loss remains on the seller during a period reasonable 
or securing acknowledgment of the transfer from the bailee, while as against all other par- 

ies the buyer's rights are fixed as of the time the bailee receives notice of the transfer. 

7. Under subsection (5) documents are never “required” except where there is an express 
contract term or it is plainly implicit in the peculiar circumstances of the case or in a usage 
of trade. Documents may, of course, be “authorized” although not required, but such cases 
are not within the scope of this subsection. When documents are required, there are three 
main requirements of this subsection: (1) “All”: each required document is essential to a 
proper tender; (2) “Such”: the documents must be the ones actually required by the contract 
in terms of source and substance; (3) *Correct form": All documents must be in correct 
orm. 

When a prescribed document cannot be procured, a question of fact arises under the pro- 

ision of this Article on substituted performance as to whether the agreed manner o 
delivery is actually commercially impracticable and whether the substitute is commercially 
easonable. 


$ 2-504. Shipment by Seller. 

Where Jf the seller is required or authorized to send the goods to the 
buyer and the contract does not require him the seller to deliver them at a 
particular destination, then unless otherwise agreed he the seller must: 

(a) put the conforming goods in the possession of sueh a carrier and 
make sueh a proper contract for their transportation, as-may-be-reason- 
able having regard to the nature of the goods and other circumstances o 
the case; and 

(b) obtain and promptly deliver or tender in due form any document 
necessary to enable the buyer to obtain possession of the goods or 
otherwise required by the agreement or by usage of trade; and 

(c) promptly notify the buyer of the shipment. 

Failure to notify the buyer under paragraph (c) or to make a proper 
contract under paragraph (a) is a ground for rejection only if material 
delay or loss ensues. 


§ 2-505. Seller’s Shipment under Reservation. 
(1) Where If the seller has identified goods to the contract by or before 
shipment: 

(a) his The seller’s procurement of a negotiable bill of lading to his the 
seller’s own order or otherwise reserves in him the seller a security inter- 
est in the goods. His The seller’s procurement of the bill to the order of a 
financing agency or of the buyer indicates in addition only the seller’s 
expectation of transferring that interest to the person named. 
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(b) a-nen-negotiable A nonnegotiable bill of lading to himself the seller 
or his the seller's nominee reserves possession of the goods as seeurity 
but security. However, exeept-n-a-ease-ef-eenditioenal-delivery unless a 
seller has a right to reclaim the goods under Csubseetion-(2)-of-Seetion 
2-507 Section 2-507(2) a nen-negetiable nonnegotiable bill of lading 
naming the buyer as consignee reserves no security interest even theugh 
if the seller retains possession or control of the bill of lading. 

(2) When If shipment by the seller with reservation of a security interest 
is in violation of the contract for sale, it constitutes an improper contract 
for transportation within-the-preeeding-seetion under Section 2-504 but 


ion of the goods to the contract nor the seller's powers as a holder of a ne- 
gotiable document of title. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 20(2), (3), (4), Uniform Sales Act. 

Changes: Completely rephrased, the “powers” of the parties in cases of reservation being 
emphasized primarily rather than the “rightfulness” of reservation. 

Purposes of Changes: To continue in general the policy of the prior uniform statutory 
provision with certain modifications of emphasis and language, so that: 

1. The security interest reserved to the seller under subsection (1) is restricted to secur- 
ing payment or performance by the buyer and the seller is strictly limited in his disposition 
and control of the goods as against the buyer and third parties. Under this Article, the pro- 

ision as to the passing of interest expressly applies *despite any reservation of security 
itle" and also provides that the “rights, obligations and remedies" of the parties are not 
altered by the incidence of title generally. The security interest, therefore, must be regarded 
as a means given to the seller to enforce his rights against the buyer which is unaffected by 
and in turn does not affect the location of title generally. The rules set forth in subsection 
(1) are not to be altered by any apparent *contrary intent" of the parties as to passing o 
itle, since the rights and remedies of the parties to the contract of sale, as defined in this 

rticle, rest on the contract and its performance or breach and not on stereotyped presump- 
ions as to the location of title. 

This Article does not attempt to regulate local procedure in regard to the effective main- 
enance of the seller's security interest when the action is in replevin by the buyer against 
he carrier. 

2. Every shipment of identified goods under a negotiable bill of lading reserves a security 
interest in the seller under subsection (1) paragraph (a). 

It is frequently convenient for the seller to make the bill of lading to the order of a 

nominee such as his agent at destination, the financing agency to which he expects to 
egotiate the document or the bank issuing a credit to him. In many instances, also, the 
buyer is made the order party. This Article does not deal directly with the question as to 
hether a bill of lading made out by the seller to the order of a nominee gives the carrier| 
notice of any rights which the nominee may have so as to limit its freedom or obligation to 
honor the bill of lading in the hands of the seller as the original shipper if the expected 
egotiation fails. This is dealt with in the Article on Documents of Title (Article 7). 

3. A non-negotiable bill of lading taken to a party other than the buyer under subsection 
(1) paragraph (b) reserves possession of the goods as security in the seller but if he seeks to 

ithhold the goods improperly the buyer can tender payment and recover them. 

4. In the case of a shipment by non-negotiable bill of lading taken to a buyer, the seller, 
nder subsection (1) retains no security interest or possession as against the buyer and by 
he shipment he de facto loses control as against the carrier except where he rightfully and 

effectively stops delivery in transit. In cases in which the contract gives the seller the right 
o payment against delivery, the seller, by making an immediate demand for payment, can) 
show that his delivery is conditional, but this does not prevent the buyer's power to transfer 

ull title to a sub-buyer in ordinary course or other purchaser under Section 2-403. 

5. Under subsection (2) an improper reservation by the seller which would constitute a 
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breach in no way impairs such of the buyer's rights as result from identification of the 

goods. The security title reserved by the seller under subsection (1) does not protect his 

holding of the document or the goods for the purpose of exacting more than is due him 
nder the contract. 


$ 2-506. Rights of Financing Agency. 

(1) A Except as otherwise provided in Article 5, a financing agency by 
paying or purchasing for value a draft whieh that relates to a shipment o 
goods acquires to the extent of the payment or purchase and in addition to 
its own rights under the draft and any document of title securing it any 
rights of the shipper in the goods including the right to stop delivery and 
he shipper's right to have the draft honored by the buyer. 

(2) The right to reimbursement of a financing agency whieh that has in 
good faith honored or purchased the draft under commitment to or author- 
ity from the buyer is not impaired by subsequent discovery of defects with 
reference to any relevant document whieh that was apparently regular en 
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5. The deletion of the language “on its face” from prior subsection (2) is designed to accom- 
modate electronic documents of title without changing the requirement of regularity of the 
document. 


§ 2-507. Effect of Seller’s Tender; Delivery on Condition. 


(1) Tender of delivery is a condition to the buyer’s duty to accept the 
goods and, unless otherwise agreed, to his the buyer’s duty to pay for them. 


ender entitles the seller to acceptance of the goods and to payment ac- 
cording to the contract. 


ay reclaim the goods delivered upon a demand made within a reasonable 
time after the seller discovers or should have discovered that payment was 
ot made. 


(3) The seller’s right to reclaim under subsection (2) is subject to the 
ights of a buyer in ordinary course of business or other good-faith 
purchaser for value under Section 2-403. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: See Sections 11, 41, 42 and 69, Uniform Sales 
Act. 

Purposes: 

1. Subsection (1) continues the policies of the prior uniform statutory provisions with re- 
spect to tender and delivery by the seller. Under this Article the same rules in these mat- 

ers are applied to present sales and to contracts for sale. But the provisions of this subsec- 
ion must be read within the framework of the other sections of this Article which bear 
pon the question of delivery and payment. 

2. The “unless otherwise agreed” provision of subsection (1) is directed primarily to cases 
in which payment in advance has been promised or a letter of credit term has been included. 
Payment “according to the contract” contemplates immediate payment, payment at the end 
of an agreed credit term, payment by a time acceptance or the like. Under this Act, 
“contract” means the total obligation in law which results from the parties’ agreement 
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including the effect of this Article. In this context, therefore, there must be considered the 
effect in law of such provisions as those on means and manner of payment and on failure o 
agreed means and manner of payment. 
3. Subsection (2) deals with the effect of a conditional delivery by the seller and in such a 
situation makes the buyer's “right as against the seller" conditional upon payment. These 
ords are used as words of limitation to conform with the policy set forth in the bona fide 
purchase sections of this Article. Should the seller after making such a conditional delivery 
ail to follow up his rights, the condition is waived. This subsection (2) codifies the cash 
seller's right of reclamation which is in the nature of a lien. There is no specific time limit 
or a cash seller to exercise the right of reclamation. However, the right will be defeated by 
delay causing prejudice to the buyer, waiver, estoppel, or ratification of the buyer's right to 
etain possession. Common law rules and precedents governing such principles are ap- 
plicable (Section 1-103). If third parties are involved, Section 2-403(1) protects good faith 
purchasers. See PEB Commentary No. 1, dated March 10, 1990 [Appendix V, infra]. 


$ 2-508. Cure by Seller of Improper Tender or Delivery; 
Replacement. 


or 2-612 or, except in a consumer contract, justifiably revokes acceptance 
under Section 2-608(1)(b) and the agreed time for performance has not 
expired, a seller that has performed in good faith, upon seasonable notice to 
the buyer and at the seller's own expense, may cure the breach of contract 
by making a conforming tender of delivery within the agreed time. The 
eller shall compensate the buyer for all of the buyer's reasonable expenses 
aused by the seller's breach of contract and subsequent cure. 


(2) If the buyer rejects goods or a tender of delivery under Section 2-601 
or 2-612 or, except in a consumer contract, justifiably revokes acceptance 
under Section 2-608(1)(b) and the agreed time for performance has expired, 
a seller that has performed in good faith, upon seasonable notice to the 
buyer and at the seller's own expense, may cure the breach of contract, if the 

ure is appropriate and timely under the circumstances, by making a ten- 

der of conforming goods. The seller shall compensate the buyer for all of the 
buyer's reasonable expenses caused by the seller's breach of contract and 
ubsequent cure. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. Subsection (1) permits a seller who has made a non-conforming tender in any case to 
make a conforming delivery within the contract time upon seasonable notification to the 
buyer. It applies even where the seller has taken back the non-conforming goods and 
efunded the purchase price. He may still make a good tender within the contract period. 

he closer, however, it is to the contract date, the greater is the necessity for extreme 
promptness on the seller's part in notifying of his intention to cure, if such notification is to 
be “seasonable” under this subsection. 
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The rule of this subsection, moreover, is qualified by its underlying reasons. Thus if, after 
contracting for June delivery, a buyer later makes known to the seller his need for ship- 
ment early in the month and the seller ships accordingly, the “contract time” has been cut 
down by the supervening modification and the time for cure of tender must be referred to 

his modified time term. 

2. Subsection (2) seeks to avoid injustice to the seller by reason of a surprise rejection by 

he buyer. However, the seller is not protected unless he had *reasonable grounds to 
believe" that the tender would be acceptable. Such reasonable grounds can lie in prior 
course of dealing, course of performance or usage of trade as well as in the particular cir- 
cumstances surrounding the making of the contract. The seller is charged with commercial 
nowledge of any factors in a particular sales situation which require him to comply 
strictly with his obligations under the contract as, for example, strict conformity of docu- 
ments in an overseas shipment or the sale of precision parts or chemicals for use in 
manufacture. Further, if the buyer gives notice either implicitly, as by a prior course o 
dealing involving rigorous inspections, or expressly, as by the deliberate inclusion of a “no 
eplacement" clause in the contract, the seller is to be held to rigid compliance. If the clause 
appears in a "form" contract evidence that it is out of line with trade usage or the prior 
course of dealing and was not called to the seller's attention may be sufficient to show that 
he seller had reasonable grounds to believe that the tender would be acceptable. 

3. The words *a further reasonable time to substitute a conforming tender" are intended 
as words of limitation to protect the buyer. What is a “reasonable time” depends upon the 
attending circumstances. Compare Section 2-511 on the comparable case of a seller's 
surprise demand for legal tender. 

4. Existing trade usages permitting variations without rejection but with price allowance 
pee into the agreement itself as contractual limitations of remedy and are not covered by 

is section. 


$ 2-509. Risk of Loss in the Absence of Breach. 
(1) Where If the contract requires or authorizes the seller to ship the 
goods by carrier: 

(a) if it does not require him the seller to deliver them at a particular 
destination, the risk of loss passes to the buyer when the goods are duly 
delivered to the carrier even theugh if the shipment is under reservation 
(Section 2-505); but 

(b) if it does require him the seller to deliver them at a particular 
destination and the goods are there duly tendered while in the posses- 
sion of the carrier, the risk of loss passes to the buyer when the goods 
are there duly so tendered as to enable the buyer to take delivery. 

(2) Where If the goods are held by a bailee to be delivered without being 
moved, the risk of loss passes to the buyer: 

(a) on his the buyer's receipt of possession or control of a negotiable 
document of title covering the goods; er 

(b) on acknowledgment by the bailee £o the buyer of the buyer's right 
to possession of the goods; or 

(c) after his the buyer's receipt of possession or control of a nen 
negotiable nonnegotiable document of title or other written direction to 
deliver in a record, as provided in subseetion-405)-ef Section 2-503(4)(b). 
(3) In any case not within subsection (1) or (2), the risk of loss passes to 

the al on his the buyer's receipt of the goods E the seller i is-a-merehant; 


(4) The provisions of this section are subject to NM agreement o 


Fat ee eld quer ceo Ko NERO NUN HU UR T 


ando breaeh-o ose 8 510) Sections 
-327 and 2-510. 
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The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 22, Uniform Sales Act. 

Changes: Rewritten, subsection (3) of this section modifying prior law. 

Purposes of Changes: To make it clear that: 

1. The underlying theory of these sections on risk of loss is the adoption of the contractual 
approach rather than an arbitrary shifting of the risk with the “property” in the goods. The 
scope of the present section, therefore, is limited strictly to those cases where there has 
been no breach by the seller. Where for any reason his delivery or tender fails to conform to 
he contract, the present section does not apply and the situation is governed by the provi- 
sions on effect of breach on risk of loss. 

2. The provisions of subsection (1) apply where the contract “requires or authorizes” ship- 
ment of the goods. This language is intended to be construed parallel to comparable 
anguage in the section on shipment by seller. In order that the goods be *duly delivered to 
he carrier" under paragraph (a) a contract must be entered into with the carrier which will 
satisfy the requirements of the section on shipment by the seller and the delivery must be 
made under circumstances which will enable the seller to take any further steps necessary 

o a due tender. The underlying reason of this subsection does not require that the ship- 

ment be made after contracting, but where, for example, the seller buys the goods afloat 
and later diverts the shipment to the buyer, he must identify the goods to the contract 
before the risk of loss can pass. To transfer the risk it is enough that a proper shipment 
and a proper identification come to apply to the same goods although, aside from special 
agreement, the risk will not pass retroactively to the time of shipment in such a case. 

3. Whether the contract involves delivery at the seller's place of business or at the situs 
of the goods, a merchant seller cannot transfer risk of loss and it remains upon him until 
actual receipt by the buyer, even though full payment has been made and the buyer has 
been notified that the goods are at his disposal. Protection is afforded him, in the event o 
breach by the buyer, under the next section. 

The underlying theory of this rule is that a merchant who is to make physical delivery at 
his own place continues meanwhile to control the goods and can be expected to insure his 
interest in them. The buyer, on the other hand, has no control of the goods and it is 
extremely unlikely that he will carry insurance on goods not yet in his possession. 

4. Where the agreement provides for delivery of the goods as between the buyer and 
seller without removal from the physical possession of a bailee, the provisions on manner o 

ender of delivery apply on the point of transfer of risk. Due delivery of a negotiable docu- 
ment of title covering the goods or acknowledgment by the bailee that he holds for the 
buyer completes the *delivery" and passes the risk. 

5. The provisions of this section are made subject by subsection (4) to the “contrary 
agreement" of the parties. This language is intended as the equivalent of the phrase *un- 
ess otherwise agreed" used more frequently throughout this Act. “Contrary” is in no way 

sed as a word of limitation and the buyer and seller are left free to readjust their rights 
and risks as declared by this section in any manner agreeable to them. Contrary agreement 
can also be found in the circumstances of the case, a trade usage or practice, or a course o 
dealing or performance. 


$ 2-510. Effect of Breach on Risk of Loss. 


(1) Where If a tender or delivery of goods so fails to conform to the 
contract as to give a right of rejection, the risk of their loss remains on the 
seller until cure or acceptance. 

(2) Where Jf the buyer rightfully revokes acceptance, he the buyer may 

o the extent of any deficiency in his the buyer's effective insurance cover- 
age treat the risk of loss as having rested on the seller from the beginning. 

(3) Where Jf the buyer as to conforming goods already identified to the 
contract for sale repudiates or is otherwise in breach before risk of their 
loss has passed to him the buyer, the seller may to the extent of any defi- 
ciency in his the seller's effective insurance coverage treat the risk of loss 
as resting on the buyer for a commercially reasonable time. 


2017 


8 - APPENDIX 


$ 2-512. Payment by Buyer Before Inspection. 
(1) Where If the contract requires payment before inspection, nen 
eonformity nonconformity of the goods does not excuse the buyer from so 
aking payment unless: 
(a) the nen-eonfermity nonconformity appears without inspection; or 
(b) despite tender of the required documents the circumstances would 
justify injunction against honor under this Act (Section 5-109(b)). 
(2) Payment pursuant to subsection (1) does not constitute an accep- 
ance of goods or impair the buyer's right to inspect or any of his the 
buyer's remedies. 


$ 2-513. Buyer's Right to Inspection of Goods. 

(1) Unless otherwise agreed and subject to subsection (3), where if goods 
are tendered or delivered or identified to the contract for sale, the buyer 
has a right before payment or acceptance to inspect them at any reason- 
able place and time and in any reasonable manner. When If the seller is 
required or authorized to send the goods to the buyer, the inspection may 
be after their arrival. 

(2) Expenses of inspection must be borne by the buyer but may be 
recovered from the seller if the goods do not conform and are rejected. 

(3) Unless otherwise agreed and-subjeet-te-the-provisions-of-this-Artiele 
oF contracts subsection (3) of Section 2-32h, the buyer is not 
butitled to inspect the goods before payment of the price when if the 
contract provides: 

(a) for delivery *€:O-B-2-er-en-etherJdike-terms on terms that under ap- 
plicable course of performance, course of dealing, or usage of trade are 
interpreted to preclude inspection before payment; or 

(b) for payment against documents of title, except where sueh the pay- 
ment is due only after the goods are to become available for inspection. 
(4) A place er-methed , method, or standard of inspection fixed by the 

parties is presumed to be exclusive, but unless otherwise expressly agreed 

it does not postpone identification or shift the place for delivery or for 

passing the risk of loss. If compliance becomes impossible, inspection shall 

be as provided in this section unless the place er-methed , method, or stan- 

dard fixed was clearly intended as an indispensable condition failure o 
hich avoids the contract. 
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5. In the case of payment against documents, subsection (3) requires payment before 

inspection, since shipping documents against which payment is to be made will commonly 

and be tendered while the goods are still in transit. This Article recognizes no excep- 

ion in any peculiar case in which the goods happen to arrive before the documents are 

tendered. However, where by the agreement payment is to await the arrival of the goods, 

inspection before payment becomes proper since the goods are then “available for 
inspection.” 

Where by the agreement the documents are te-be-held to be tendered after until arrival o 
the goods, the buyer is entitled to inspect before payment since the goods are then “avail- 
able for inspection". Proof of usage is not necessary to establish this right, but if inspection 
before payment is disputed the contrary must be established by usage or by an explicit 
contract term to that effect. 
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For the same reason, that the goods are available for inspection, a term calling for pay- 

ment against storage documents or a delivery order does not normally bar the buyer's right 
o inspection before payment under subsection (3)(b). This result is reinforced by the 

buyer's right under subsection (1) to inspect goods which have been appropriated with no- 
ice to him. 

6. Under subsection (4) an agreed place, method or standard of inspection is presumed to 
be intended as exclusive. However, where compliance with an agreed method or standard 
becomes impossible, the question is basically one of intention. If the parties clearly intend 
that the method or standard of inspection is a necessary condition without which the entire 
agreement should fail, the contract is at an end if that method becomes impossible. On the 
other hand, if the parties merely seek to indicate a convenient and reliable method or stan- 
dard but do not intend to give up the agreement in the event of the failure, any reasonable 
method of inspection may be substituted under this Article. 

Since the purpose of an agreed place of inspection is only to make sure at that point 
whether or not the goods will be rejected, the “exclusive” feature of the named place is satis- 

ed under this Article if the buyer's failure to inspect there is held to be an acceptance with 
the knowledge of the defects as an inspection would have revealed within the section on 
waiver of the buyer's objections by failure to particularize. (Section 2-605(1)). 


$ 2-514. When Documents Deliverable on Acceptance; When on 
Payment. 


Unless otherwise agreed and except as otherwise provided in Article 5, 
documents against which a draft is drawn are to be delivered to the drawee 
on acceptance of the draft if it is payable more than three days after pre- 
sentment; otherwise, only on payment. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 41, Uniform Bills of Lading Act. 

Changes: Rewritten. 

Purposes of Changes: To make the provision one of general application so that: 

1. It covers any document against which a draft may be drawn, whatever may be the 
orm of the document, and applies to interpret the action of a seller or consignor insofar as 
it may affect the rights and duties of any buyer, consignee or financing agency concerned 

ith the paper. Supplementary or corresponding provisions are found in Sections 4-503 and 
5-112. 

2. An “arrival” draft is a sight draft within the purpose of this section. 


APPENDIX 


PART 6 
BREACH, REPUDIATION, AND EXCUSE 


$ 2-601. Buyer's Rights on Improper Delivery. 


Subject to the provisions—of this Arti 
contrac e 6 Sections di Vid and 2- 612, and unless otherwise 


9 Sections 2-718 nd 2-719, if ihe pA or the dander o 
T ain fail in any respect to conform to the contract, the buyer may: 
(a) reject the whole; er 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest. 
Official Comment 
xX ok ok 


3. The right to rejection under this section is subject to the limitations on the right of rejec- 
tion in installment contracts (Section 2-612) and the standard for rejection in a shipment 
ontract when the seller fails to notify the buyer of the shipment or fails to make a proper 
ontract. (Section 2-504). The right of rejection in this section is also subject to the seller’s 
ight to cure (Section 2-508) in appropriate circumstances. 


§ 2-602. Manner and Effect of Rightful Rejection. 

(1) Rejection of goods must be within a reasonable time after their 
delivery or tender. It is ineffective unless the buyer seasonably notifies the 
seller. 

(2) Subject to the-proevisiens-ef-the-two-follewing jee 

eetions—2-603—and 2-604), Sections 2- 603. 2- 604, and Section 


(a) after rejection any exercise of ownership by the buyer with respect 
to any commercial unit is wrongful as against the seller; and 
(b) if the buyer has before rejection taken physical possession of goods 
in which he the buyer does not have a security interest under the-previ- 
sions-of-this-Artiele-(subseetion-(3)-of-Seetion-2-711) Section 2-711(3), he 
the buyer is under a duty after rejection to hold them with reasonable 
care at the seller's disposition for a time sufficient to permit the seller to 
remove them; but 
(c) the buyer has no further obligations with regard to goods rightfully 
rejected. 
(3) The seller's rights with respect to goods wrongfully rejected are 
governed by the provisions of this Article on Seller's remedies in general 
(Section 2-703). 


Official Comment 
kok 

2. Subsection (2) sets forth the duties of the buyer upon rejection. In addition to the duty to 
old the goods with reasonable care for the seller’s disposition, the buyer also has those 

duties specified in Sections 2-603, 2-604 and 2-608(4). 

3. Elimination of the word “rightful” in the title makes it clear that a buyer can effectively 
eject goods even though the rejection is wrongful and constitutes a breach. See Section 
-703(1). The word “rightful” has also been deleted from the titles to Section 2-603 and 
-604. See Official Comments to those sections. 
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$ 2-603. Merchant Buyer's Duties as to Rightfully Rejected Goods. 
(1) Subject to any security interest in the buyer (subseetion-(3)-of Seetion 
under Section 2-711(3), when if the seller has no agent or place o 
business at the market of rejection, a merchant buyer is under a duty after 
rejection of goods in his the buyer's possession or control to follow any rea- 
sonable instructions received from the seller with respect to the goods and 
in the absence of such instructions to make reasonable efforts to sell them 
for the seller's account if they are perishable or threaten to decline in 
alue speedily. Instruetiens In the case of a rightful rejection, instructions 
are not reasonable if on demand indemnity for expenses is not forthcoming. 
(2) When If the buyer sells goods under subsection (1) following a right- 
ul rejection, he the buyer is entitled to reimbursement from the seller or 
out of the proceeds for reasonable expenses of caring for and selling them, 


and if the expenses include no selling commission then to such commission 
as is usual in the trade or if there is none to a reasonable sum not exceed- 
ing ten 10 per cent on the gross proceeds. 

(3) In complying with this section the buyer is held only to good faith 
and geed-faith good-faith conduct hereunder under this section is neither 


acceptance nor conversion nor the basis of an action for damages. 


Official Comment 
xX ok ck 


6. Except as otherwise stated in this section, its provisions apply to all effective rejections, 
including rejections that are wrongful. Thus, any merchant buyer whose rejection is effective 
is subject to the duties set forth in the first sentence of subsection (1), and a merchant buyer 
that complies with those duties is entitled to the protection provided by subsection (3). 

owever, the right to indemnity for expenses on demand under the second sentence o 

ubsection (1) and the right to reimbursement for expenses and a commission under subsec- 
tion (2) are limited to buyers whose rejections are rightful. 
c ee 


§ 2-604. Buyer’s Options as to Salvage of Rightfully Rejected 
Goods. 


Subject to the provisions of the-immediately-preeeding-seetion Section 
-603 on perishables, if the seller gives no instructions within a reasonable 
ime after notification of rejection, the buyer may store the rejected goods 

for the seller’s account or reship them to him the seller or resell them for 
he seller’s account with reimbursement as provided in the-preeeding-see- 
tien Section 2-603. Such action is not acceptance or conversion. 
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Official Comment 
xX ok ck 


2. This section no longer refers to “rightful” rejections. Accordingly, its provisions apply to 
any buyer whose rejection is effective. However, this section is subject to Section 2-603, and 
the provisions of that section ı differentiate between rightful and eoni A beet 


$ 2-605. Waiver of Buyer's Objections by Failure to Particularize. 


(1) The A buyer's failure to state in connection with rejection a particu- 
lar defect or in connection with revocation of acceptance a defect that justi- 
es revocation whieh-is-aseertainable-by-reasenable-cinspeetien precludes 
him the buyer from relying on the unstated defect to justify rejection or te 
estab revocation of acceptance if the defect is ascertainable by 
easonable inspection: 


(a) where if the seller had a right to cure the defect and could have 
cured it if stated seasonably; or 


(b) between merchants, when if the seller has after rejection or revoca- 
tion of acceptance made a request in writing a record and for a full and 
final written statement in a record of all defects on which the buyer 
proposes to rely. 


(2) Payment A buyer’s payment against documents tendered to the buyer 


ade without reservation of rights precludes recovery of the payment for 
efecte apparent en the-faee-of in the documents. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. The present section rests upon a policy of permitting the buyer to give a quick and 
informal notice of defects in a tender without penalizing him for omissions in his state- 
ment, while at the same time protecting a seller who is reasonably misled by the buyer's 
ailure to state curable defects. 

2. Where the defect in a tender is one which could have been cured by the seller, a buyer 

ho merely rejects the delivery without stating his objections to it is probably acting in 
commercial bad faith and seeking to get out of a deal which has become unprofitable. 
Subsection (1)(a), following the general policy of this Article which looks to preserving the 
deal wherever possible, therefore insists that the seller's right to correct his tender in such 
circumstances be protected. 

3. When the time for cure is past, subsection (1)(b) makes it plain that a seller is entitled 
pon request to a final statement of objections upon which he can rely. What is needed is 
hat he make clear to the buyer exactly what is being sought. A formal demand under 

paragraph (b) will be sufficient in the case of a merchant-buyer. 

4. Subsection (2) applies to the particular case of documents the same principle which the 
section on effects of acceptance applies to the case of goods. The matter is dealt with in this 
section in terms of ^waiver" of objections rather than of right to revoke acceptance, partly, 
o avoid any confusion with the problems of acceptance of goods and partly because defects 
in documents which are not taken as grounds for rejection are generally minor ones. The 
only defects concerned in the present subsection are defects in the documents which are ap- 
parent on their face. Where payment is required against the documents they must be 
inspected before payment, and the payment then constitutes acceptance of the documents. 
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nder the section dealing with this problem, such acceptance of the documents does not 
constitute an acceptance of the goods or impair any options or remedies of the buyer for 
heir improper delivery. Where the documents are delivered without requiring such 
contemporary action as payment from the buyer, the reason of the next section on what 
constitutes acceptance of goods, applies. Their acceptance by non-objection is therefore 
postponed until after a reasonable time for their inspection. In either situation, however, 
he buyer “waives” only what is apparent on the face of the documents 


$ 2-606. What Constitutes Acceptance of Goods. 
(1) Acceptance of goods occurs when the buyer: 

(a) after a reasonable opportunity to inspect the goods signifies to the 
seller that the goods are conforming or that he the buyer will take or 
retain them in spite of their nen-eenformity nonconformity; 

(b) fails to make an effective rejection (subseetion-CD-ef-Seetion-2-602) 
under Section 2-602(1), but such acceptance does not occur until the 
buyer has had a reasonable opportunity to inspect them; or 

(c) Subject to Section 2-608(4), does any act inconsistent with the 
seller's ownership butdif-sueh-aetas—wrongful-as-against-the-seller3t-is 

ly if ratified by him. 
(2) Acceptance of a part of any commercial unit is acceptance of that 
entire unit. 


§ 2-607. Effect of Acceptance; Notice of Breach; Burden of 
Establishing Breach after Acceptance; Notice of Claim or 
Litigation to Person Answerable Over. 

(1) The buyer must pay at the contract rate for any goods accepted. 


(2) Acceptance of goods by the buyer precludes rejection of the goods ac- 
cepted and if made with knowledge of a nen-eenformity-eannot nonconfor- 

ity may not be revoked because of it unless the acceptance was on the 
reasonable assumption that the nen-eenfermity nonconformity would be 
seasonably cured, but acceptance does not of itself impair any other rem- 
edy provided by this Article for nen-eenfermity nonconformity. 

(3) Where If a tender has been accepted: 

(a) the buyer must within a reasonable time after he the buyer discov- 
ers or should have discovered any breach notify the seller ef breaeh-erbe 
barred-from-any-remedy-, but failure to give timely notice bars the buyer 
from a remedy only to the extent that the seller is prejudiced by the fail- 
ure; and 

(b) if the claim is one for infringement or the like B ien 
Seetion 2-342) under Section 2-312(2) and the buyer is Sod. asa qune 
of such a breach, he the buyer must so notify the seller within a reason- 
able time after he the buyer receives notice of the litigation or be barred 
from any remedy over for liability established by the litigation. 

(4) The burden is on the buyer to establish any breach with respect to 
he goods accepted. 

(5) Where If the buyer is sued for indemnity, breach of a warranty, or 
other obligation for which his-seler another party is answerable over: 

(a) he the buyer may give his-seler the other party written notice o 
the Htigation-d£f litigation in a record, and if the notice states that the 


2023 


APPENDIX 


seller other party may come in and defend and that if the seHer other 
party does not do so he the other party will be bound in any action against 
him the other party by his the buyer by any determination of fact com- 
mon to the two litigations, then unless the seHer other party after season- 


able receipt of the notice does come in and defend he the other party is so 
bound. 


(b) if the claim is one for infringement or the like 
Seetion-2-312) under Section 2-312(2), the original seller may demands in 
writing a record that his its buyer turn over to him it control of the liti- 
gation including settlement or else be barred from any remedy over and 
if he it also agrees to bear all expense and to satisfy any adverse judg- 
ment, then the buyer is so barred unless the buyer after seasonable 


receipt of the demand does turn over control the-buyer-is-so-barred. 
(6) The-previsiens-ef-subseetiens Subsections (3), (4), and (5) apply to 
any obligation of a buyer to hold the seller harmless against infringement 


or the like (subseetion-(3)-of-Seetion-2-312) under Section 2-312(2). 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Subsection (1)—Section 41, Uniform Sales Act; 
Subsections (2) and (3)—Sections 49 and 69, Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To continue the prior basic policies with respect to acceptance o 
goods while making a number of minor though material changes in the interest of simplic- 
ity and commercial convenience so that: 

1. Under subsection (1), once the buyer accepts a tender the seller acquires a right to its 
price on the contract terms. In cases of partial acceptance, the price of any part accepted is, 
if possible, to be reasonably apportioned, using the type of apportionment familiar to the 
courts in quantum valebant cases, to be determined in terms of “the contract rate," which is 

he rate determined from the bargain in fact (the agreement) after the rules and policies o 
his Article have been brought to bear. 

2. Under subsection (2) acceptance of goods precludes their subsequent rejection. Any 
eturn of the goods thereafter must be by way of revocation of acceptance under the next 

section. Revocation is unavailable for a non-conformity known to the buyer at the time o 
acceptance, except where the buyer has accepted on the reasonable assumption that the 
on-conformity would be seasonably cured. 

3. All other remedies of the buyer remain unimpaired under subsection (2). This is 
intended to include the buyer's full rights with respect to future installments despite his 
acceptance of any earlier non-conforming installment. 

4. The time of notification is to be determined by applying commercial standards to a 
merchant buyer. ^A reasonable time" for notification from a retail consumer is to be judged 
by different standards so that in his case it will be extended, for the rule of requiring 
notification is designed to defeat commercial bad faith, not to deprive a good faith consumer 
of his remedy. 

The content of the notification need merely be sufficient to let the seller know that the 
ransaction is still troublesome and must be watched. There is no reason to require that 
he notification which saves the buyer's rights under this section must include a clear 

statement of all the objections that will be relied on by the buyer, as under the section 

covering statements of defects upon rejection (Section 2-605). Nor is there reason for 
equiring the notification to be a claim for damages or of any threatened litigation or other 
esort to a remedy. The notification which saves the buyer's rights under this Article need 

only be such as informs the seller that the transaction is claimed to involve a breach, and 
hus opens the way for normal settlement through negotiation. 

5. Under this Article various beneficiaries are given rights for injuries sustained by them 
because of the seller's breach of warranty. Such a beneficiary does not fall within the rea- 

son of the present section in regard to discovery of defects and the giving of notice within a 


2024 


AMENDMENTS 


easonable time after acceptance, since he has nothing to do with acceptance. However, the 
eason of this section does extend to requiring the beneficiary to notify the seller that an 
injury has occurred. What is said above, with regard to the extended time for reasonable 
notification from the lay consumer after the injury is also applicable here; but even a bene- 
ciary can be properly held to the use of good faith in notifying, once he has had time to 
become aware of the legal situation. 

6. Subsection (4) unambiguously places the burden of proof to establish breach on the 
buyer after acceptance. However, this rule becomes one purely of procedure when the ten- 
der accepted was non-conforming and the buyer has given the seller notice of breach under 
subsection (3). For subsection (2) makes it clear that acceptance leaves unimpaired the 
buyer's right to be made whole, and that right can be exercised by the buyer not only by 

ay of cross-claim for damages, but also by way of recoupment in diminution or extinction 
of the price. 

7. Subsections (3)(b) and (5)(b) give a warrantor against infringement an opportunity to 
defend or compromise third-party claims or be relieved of his liability. Subsection (5)(a) 
codifies for all warranties the practice of voucher to defend. Compare Section 3-803. Subsec- 
ion (6) makes these provisions applicable to the buyer’s liability for infringement under 
Section 2-312. 

8. All of the provisions of the present section are subject to any explicit reservation o 

ights. 


§ 2-608. Revocation of Acceptance in Whole or in Part. 
(1) Fhe A buyer may revoke his acceptance of a lot or commercial unit 
hose nen-eonfermity nonconformity substantially impairs its value to 
im the buyer if he the buyer has accepted it: 

(a) on the reasonable assumption that its nen-eenfermity nonconfor- 
mity would be cured and it has not been seasonably cured; or 

(b) without discovery of sueh-nen-eonfermity the nonconformity if his 
the buyer's acceptance was reasonably induced either by the difficulty o 
discovery before acceptance or by the seller's assurances. 

(2) Revocation of acceptance must occur within a reasonable time after 
he buyer discovers or should have discovered the ground for it and before 
any substantial change in condition of the goods which is not caused by 
heir own defects. Ft The revocation is not effective until the buyer notifies 
he seller of it. 

(3) A buyer whe that so revokes has the same rights and duties with 
regard to the goods involved as if he the buyer had rejected them. 

(4) If a buyer uses the goods after a rightful rejection or justifiable revoca- 
tion of acceptance, the following rules apply: 

(a) Any use by the buyer that is unreasonable under the circumstances 
is wrongful as against the seller and is an acceptance only if ratified by 
the seller. 

(b) Any use of the goods that is reasonable under the circumstances is 
not wrongful as against the seller and is not an acceptance, but in an ap- 
propriate case the buyer is obligated to the seller for the value of the use 
to the buyer. 


Official Comment 
*k ok ck 


8. Subsection (4) deals with the problem of post-rejection or revocation use of the goods. 
The courts have developed several alternative approaches. Under original Article 2, a buyer’s 
post-rejection or revocation use of the goods could be treated as an acceptance, thus undoing 
the rejection or revocation, could be a violation of the buyer’s obligation of reasonable care, 
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or could be a reasonable use for which the buyer must compensate the seller. Subsection (4) 
adopts the third approach. 

In general, a buyer that either rejects or revokes acceptance of the goods should not 
ubsequently use the goods in a manner that is inconsistent with the seller's ownership. In 
ome instances, however, the use may be reasonable. For example, a consumer buyer may 
ave incurred an unavoidable obligation to a third-party financier and, if the seller fails to 
efund the price as required by this Article, the buyer may have no reasonable alternative 

but to use the goods (e.g., a rejected mobile home that provides needed shelter). Another 
example might involve a commercial buyer that is unable immediately to obtain cover and 

ust use the goods to fulfill its obligations to third parties. If circumstances change so that 
the buyer's use after an effective rejection or a justified revocation of acceptance is no longer 
easonable, the continued use of the goods is unreasonable and is wrongful against the 
eller. This gives the seller the option of ratifying the use, thereby treating it as an accep- 
tance, or pursuing a non-Code remedy for conversion. 

If the buyer's use is reasonable under the circumstances, the buyer's actions cannot be 
treated as an acceptance. The buyer must compensate the seller for the value of the use of the 
goods to the buyer. Determining the appropriate level of compensation requires a 

onsideration of the buyer's particular circumstances and should take into account the defec- 

tive condition of the goods. There may be circumstances, such as where the use is solely for 
the purpose of protecting the buyer's security interest in the goods, where no compensation is 
due the seller under this section. If the seller has a right to compensation under this section 
that compensation must be netted out against any right of the buyer to damages for the 
eller's breach of contract. 


$ 2-609. Right to Adequate Assurance of Performance. 

(1) A contract for sale imposes an obligation on each party that the 
other’s expectation of receiving due performance will not be impaired. 
A If reasonable grounds for insecurity arise with respect to the perfor- 

ance of either party, the other may in-writing demand in a record ade- 


quate assurance of due performance and until he the party receives the as- 
surance may if commercially reasonable suspend any performance for 
hich he it has not already received the agreed return. 
(2) Between merchants, the reasonableness of grounds for insecurity and 
he adequacy of any assurance offered shall be determined according to 
commercial standards. 


(3) Acceptance of any improper delivery or payment does not prejudice 
he aggrieved party’s right to demand adequate assurance of future 
performance. 

(4) After receipt of a justified demand, failure to provide within a reason- 
able time not exceeding thirty 30 days such assurance of due performance 
as is adequate under the circumstances of the particular case is a repudia- 

ion of the contract. 


$ 2-610. Anticipatory Repudiation. 
(1) When If either party repudiates the contract with respect to a perfor- 
ance not yet due the loss of which will substantially impair the value o 
he contract to the other, the aggrieved party may: 
(a) for a commercially reasonable time await performance by the 
repudiating party; or 
(b) resort to any remedy for breach (Section 2-703 or Section 2-711), 
even theugh-he if the aggrieved party has notified the repudiating party 
that he it would await the latter’s performance and has urged retraction; 
and 
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(c) in either case suspend his-ewn performance or proceed in accor- 
dance with the provisions of this Article on the seller's right to identify 
goods to the contract notwithstanding breach or to salvage unfinished 
goods (Section 2-704). 

(2) Repudiation includes language that a reasonable person would 
interpret to mean that the other party will not or cannot make a perfor- 

ance still due under the contract or voluntary, affirmative conduct that 

ould appear to a reasonable person to make a future performance by the 
other party impossible. 


Official Comment 
*k ok ck 


5. Subsection (2) provides guidance on when a party can be considered to have repudiated 

a performance obligation based upon the Restatement (Second) of Contracts $ 250 and does 

not purport to be an exclusive statement of when a repudiation has occurred. Repudiation 

enters upon an overt communication of intention, actions which render performance impos- 

ible, or a demonstration of a clear determination not to perform. Failure to provide ade- 
quate assurance of due performance under Section 2-609 also operates as a repudiation. 


§ 2-611. Retraction of Anticipatory Repudiation. 

(1) Until the repudiating party’s next performance is due, he-ean that 
party may retract his the repudiation unless the aggrieved party has since 
he repudiation canceled or materially changed his position or otherwise 
indicated that he-eonsiders the repudiation is final. 

(2) Retraction may be by any method whieh that clearly indicates to the 
aggrieved party that the repudiating party intends to perform, but must 
include any assurance justifiably demanded under the-previsions-of-this 
etie etion-2-609) Section 2-609. 

(3) Retraction reinstates the repudiating party's rights under the 
contract with due excuse and allowance to the aggrieved party for any 
delay occasioned by the repudiation. 


$ 2-612. *Installment Contract"; Breach. 


(1) An “installment contract" is one whieh that requires or authorizes 
he delivery of goods in separate lots to be separately accepted, even theugh 
if the contract contains a clause “each delivery is a separate contract” or 
its equivalent. 

(2) The buyer may reject any installment whieh that is non-eonforming 
onconforming if the nen-eenfermity nonconformity substantially impairs 
he value of that installment and-eannot-be-eured to the buyer or if the 

non-eonformity nonconformity is a defect in the required deeuments;-but 
documents. However, if the non-conformity nonconformity does not fall 

ithin subsection (3) and the seller gives adequate assurance of its cure 
he buyer must accept that installment. 

(3) Whenever-non-eonformity If nonconformity or default with respect to 
one or more installments substantially impairs the value of the whole 
contract, there is a breach of the whole. But the aggrieved party reinstates 
he contract if he the party accepts a nen-eonferming nonconforming 
installment without seasonably notifying of cancellation or if he the party 
brings an action with respect only to past installments or demands perfor- 
mance as to future installments. 
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Official Comment 
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4. One of the requirements for rejection under subsection (2) is non-conformity 
ubstantially impairing the value of the installment in question. However, an installment 
agreement may require accurate conformity in quality as a condition to the right to accep- 
tance if the need for the conformity is made clear either by express provision or by the 
ircumstances. In this case the effect of the agreement is to define explicitly what amounts to 
ubstantial impairment of value. A clause that requires accurate compliance as a condition 
to the right to acceptance must, however, have some basis in reason, must avoid imposing 
ardship by surprise, and it is subject to waiver or to displacement by practical construction. 

5. Substantial impairment of the value of an installment can turn not only on the quality 
of the goods but also on such factors as time, quantity, assortment, and the like. It must be 
judged in terms of the normal or specifically known purposes of the contract. The defect in 
equired documents refers to such matters as the absence of insurance documents under a 
ontract that requires these documents, falsity of a bill of lading, or one failing to show ship- 
ment within the contract period or to the contract destination. Even in these cases, however, 


the provisions on cure of tender may apply if appropriate documents are readily procurable. 
Q na A h a A 


a de dan a aati ee eae 
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8. Subsection (2) makes it clear that the buyer’s right in the first instance to reject an 
installment depends upon whether there has been a substantial impairment of the value of 
the installment to the buyer and not on the seller’s ability to cure the nonconformity. The 
eller can prevent a rightful rejection by giving adequate assurances of cure. Subsection (2) 
uses the words “to the buyer” to clarify that the standard for rejecting an installment consis- 
tent is the same standard for revoking acceptance under Section 2-608. Therefore, the test is 

ot what the seller had reason to know at the time of contracting; the question is whether the 

on-conformity is one that will cause a substantial impairment of value to the buyer even 
though the seller had no knowledge about the buyer’s particular circumstances at the time of 
ontracting. 


$ 2-613. Casualty to Identified Goods. 
Where If the contract requires for its performance goods identified when 
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(a) if the loss is total the contract is aveided terminated; and 

(b) if the loss is partial or the goods have so deteriorated as that they no 
longer te conform to the contract, the buyer may nevertheless demand 
inspection and at his the buyer's option either treat the contract as aveided 
terminated or accept the goods with due allowance from the contract price 
for the deterioration or the deficiency in quantity but without further right 
against the seller. 


Official Comment 
xX ok ck 


3. The use of the word “terminated” in paragraph (a) clarifies that pre-termination 
breaches are preserved. See Section 2-106(3). 

3-Fhe-seetion on the term “ne-arrival ne-sate” makes clear that delayin arrival _quite-as 
much-as_physieal change in the goods gives the buyer the options set_forth in this section. 


§ 2-614. Substituted Performance. 


(1) Where Jf without fault of either party the agreed berthing, loading, 
or unloading facilities fail or an agreed type of carrier becomes unavailable 
or the agreed manner of delivery performance otherwise becomes com- 

ercially impracticable but a commercially reasonable substitute is avail- 
able, sueh the substitute performance must be tendered and accepted. 


(2) If the agreed means or manner of payment fails because of domestic 


or foreign governmental regulation, the seller may withhold or stop 
delivery unless the buyer provides a means or manner of payment which is 
commercially a substantial equivalent. If delivery has already been taken, 
payment by the means or in the manner provided by the regulation 
discharges the buyer’s obligation unless the regulation is discriminatory, 
oppressive, or predatory. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. Subsection (1) requires the tender of a commercially reasonable substituted perfor- 
mance where agreed to facilities have failed or become commercially impracticable. Under 
his Article, in the absence of specific agreement, the normal or usual facilities enter into 
he agreement either through the circumstances, usage of trade or prior course of dealing. 

This section appears between Section 2-613 on casualty to identified goods and the next 
section on excuse by failure of presupposed conditions, both of which deal with excuse and 
complete avoidance of the contract where the occurrence or non-occurrence of a contingency 

hich was a basic assumption of the contract makes the expected performance impossible. 
he distinction between the present section and those sections lies in whether the failure 
or impossibility of performance arises in connection with an incidental matter or goes to 
he very heart of the agreement. The differing lines of solution are contrasted in a 
comparison of International Paper Co. v. Rockefeller, 161 App.Div. 180, 146 N.Y.S. 371 
(1914) and Meyer v. Sullivan, 40 Cal.App. 723, 181 P. 847 (1919). In the former case a 
contract for the sale of spruce to be cut from a particular tract of land was involved. When 
a fire destroyed the trees growing on that tract the seller was held excused since perfor- 
mance was impossible. In the latter case the contract called for delivery of wheat “f.o.b. 
Kosmos Steamer at Seattle.” The war led to cancellation of that line’s sailing schedule after 
space had been duly engaged and the buyer was held entitled to demand substituted 
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delivery at the warehouse on the line's loading dock. Under this Article, of course, the 
seller would also be entitled, had the market gone the other way, to make a substituted 
ender in that manner. 

There must, however, be a true commercial impracticability to excuse the agreed to per- 
ormance and justify a substituted performance. When this is the case a reasonable 
substituted performance tendered by either party should excuse him from strict compliance 

ith contract terms which do not go to the essence of the agreement. 

2. The substitution provided in this section as between buyer and seller does not carry 
over into the obligation of a financing agency under a letter of credit, since such an agency 
is entitled to performance which is plainly adequate on its face and without need to look 
into commercial evidence outside of the documents. See Article 5, especially Sections 5-102, 
5-103, 5-109, 5-110, 5-114. 

3. Under subsection (2) where the contract is still executory on both sides, the seller is 
permitted to withdraw unless the buyer can provide him with a commercially equivalent 
eturn despite the governmental regulation. Where, however, only the debt for the price 
emains, a larger leeway is permitted. The buyer may pay in the manner provided by the 
egulation even though this may not be commercially equivalent provided that the regula- 
ion is not “discriminatory, oppressive or predatory.” 


§ 2-615. Excuse by Failure of Presupposed Conditions. 
Except sofar-as. to the extent t that a seller may have assumed a Breuer 


(a) Delay in delivery-or-non-delivery performance or nonperformance 
in whole or in part by a seller whe that complies with paragraphs (b) 
and (c) is not a breach of his the seller's duty under a contract for sale i 
performance as agreed has been made impracticable by the occurrence o 
a contingency the nen-oeeurrenee nonoccurrence of which was a basic as- 
sumption on which the contract was made or by compliance in good faith 
with any applicable foreign or domestic governmental regulation or or- 
der whether or not it later proves to be invalid. 

(b) Where If the causes mentioned in paragraph (a) affect only a part 
of the seller's capacity to perform, he the seller must allocate production 
and deliveries among his its customers but may at his its option include 
regular customers not then under contract as well as his its own require- 
ments for further manufacture. He The seller may so allocate in any 
manner whieh that is fair and reasonable. 

(c) The seller must notify the buyer seasonably that there will be 
delay or nonperformance nen-delivery and, when if allocation is required 
under paragraph (b), of the estimated quota thus made available for the 
buyer. 


$ 2-616. Procedure on Notice Claiming Excuse. 

(1) Where-the Jf a buyer receives notification of a material or indefinite 
delay or an allocation justified under the-preceding section he Section 

-615, the buyer may by written notification in a record to the seller as to 
any delivery performance concerned, and where if the prospective defi- 
penc substantially i impairs the value of the whole contract under the-pre- 
to-breaeh-of-installment-eontraets-(Seetion 

Section 2-612, then also as to the whole; whole: 

(a) terminate and thereby discharge any unexecuted portion of the 

contract; or 
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(b) modify the contract by agreeing to take his the buyer's available 
quota in substitution. 
(2) If after receipt of sueh notification from the seller the buyer fails se 
o modify the contract within a reasonable time not exceeding thirty 30 
days, the contract lapses is terminated with respect to any deliveries per- 
ormance affected. 
(3) The provisions of this section may not be negated by agreement 
except in so far as the seller has assumed a greater obligation under the 
ien Section 2-615. 


Official Comment 
*k ok ck 


2. In subsection (2), the term “terminated” conforms with Section 2-613(a) to clarify that 
pre-termination breaches are preserved and the term “performance” conforms with Section 
-615(a) to specify the broad range of obligation that may be included under this provision. 


PART 7 
REMEDIES 


§ 2-702. Seller’s Remedies on Discovery of Buyer’s Insolvency. 
(1) Where If the seller discovers the—buyer—te—be that the buyer is 
insolvent, he the seller may refuse delivery except for cash including pay- 
ent for all goods theretofore delivered under the contract, and stop 
delivery under this-Artiele-(Seetion-2-705) Section 2-705. 
(2) Where If the seller discovers that the buyer has received goods on 
credit while insolvent, he the seller may reclaim the goods upon demand 
ade within ten days a reasonable time after the buyer's receipt of. the 


not base a right to reclaim goods on the buyer's fraudulent or innocent 
isrepresentation of solvency or of intent to pay. 


(3) The seller's right to reclaim under subsection (2) is subject to the 
rights of a buyer in ordinary course of business or other good-faith 
purchaser for value under this—-Artiele-(Seetion-2-403) Section 2-403. Suc- 
cessful reclamation of goods excludes all other remedies with respect to 
hem. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Subsection (1)—Sections 53(1)(b), 54(1)(c) and 57, 

niform Sales Act; Subsection (2)—none; Subsection (3)—Section 76(3), Uniform Sales Act. 

Changes: Rewritten, the protection given to a seller who has sold on credit and has 
delivered goods to the buyer immediately preceding his insolvency being extended. 

Purposes of Changes and New Matter: To make it clear that: 

1. The seller's right to withhold the goods or to stop delivery except for cash when he 
discovers the buyer's insolvency is made explicit in subsection (1) regardless of the passage 
of title, and the concept of stoppage has been extended to include goods in the possession o 
any bailee who has not yet attorned to the buyer. 

2. Subsection (2) takes as its base line the proposition that any receipt of goods on credit 
by an insolvent buyer amounts to a tacit business misrepresentation of solvency and 

herefore is fraudulent as against the particular seller. This Article makes discovery of the 
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buyer's insolvency and demand within a ten day period a condition of the right to reclaim 
goods on this ground. The ten day limitation period operates from the time of receipt of the 
goods. 
An exception to this time limitation is made when a written misrepresentation of solvency| 
has been made to the particular seller within three months prior to the delivery. To fall 
ithin the exception the statement of solvency must be in writing, addressed to the partic- 
ular seller and dated within three months of the delivery. 
3. Because the right of the seller to reclaim goods under this section constitutes preferen- 
ial treatment as against the buyer's other creditors, subsection (3) provides that such 
eclamation bars all his other remedies as to the goods involved. As amended 1966. 


$ 2-703. Seller's Remedies in General. 


(f eaneel: 

(1) A breach of contract by the buyer includes the buyer's wrongful rejec- 
tion or wrongful attempt to revoke acceptance of goods, wrongful failure to 
perform a contractual obligation, failure to make a payment when due, and 

epudiation. 

(2) If the buyer is in breach of contract the seller, to the extent provided 
or by this Act or other law, may: 

(a) withhold delivery of the goods; 

(b) stop delivery of the goods under Section 2-705; 

(c) proceed under Section 2-704 with respect to goods unidentified to 
the contract or unfinished; 

(d) reclaim the goods under Section 2-507(2) or 2-702(2); 

(e) require payment directly from the buyer under Section 2-325(c); 

(f cancel; 

(g) resell and recover damages under Section 2-706; 

(h) recover damages for nonacceptance or repudiation under Section 

2-708(1); 

(i) recover lost profits under Section 2-708(2); 

G) recover the price under Section 2-709; 

(k) obtain specific performance under Section 2-716; 

(D) recover liquidated damages under Section 2-718; 

(m) in other cases, recover damages in any manner that is reasonable 
under the circumstances. 

(3) If the buyer becomes insolvent, the seller may: 
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(a) withhold delivery under Section 2-702(1); 
(b) stop delivery of the goods under Section 2-705; 


(c) reclaim the goods under Section 2-702(2). 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: No comparable index section. See Section 53, 

niform Sales Act. 

Purposes: 

1. This section is an index section which gathers together in one convenient place all o 
he various remedies open to a seller for any breach by the buyer. This Article rejects any 
doctrine of election of remedy as a fundamental policy and thus the remedies are es- 
sentially cumulative in nature and include all of the available remedies for breach. Whether 
he pursuit of one remedy bars another depends entirely on the facts of the individual case. 

2. The buyer's breach which occasions the use of the remedies under this section may 
involve only one lot or delivery of goods, or may involve all of the goods which are the 
subject matter of the particular contract. The right of the seller to pursue a remedy as to 
all the goods when the breach is as to only one or more lots is covered by the section on 
breach in installment contracts. The present section deals only with the remedies available 
after the goods involved in the breach have been determined by that section. 

3. In addition to the typical case of refusal to pay or default in payment, the language in 
he preamble, “fails to make a payment due,” is intended to cover the dishonor of a check 
on due presentment, or the non-acceptance of a draft, and the failure to furnish an agreed 
etter of credit. 

4. It should also be noted that this Act requires its remedies to be liberally administered. 
and provides that any right or obligation which it declares is enforceable by action unless a 
different effect is specifically prescribed (Section 1-106). 


$ 2-704. Seller's Right to Identify Goods to the Contract 
Notwithstanding Breach or to Salvage Unfinished Goods. 

(1) An aggrieved seller under-the-preeeding-seetion-may; may in an ap- 
propriate case involving breach by the buyer: 

(a) identify to the contract conforming goods not already identified i 
at the time he the seller learned of the breach they the goods are in his 
the seller's possession or control; 

(b) treat as the subject of resale goods whieh that have demonstrably 
been intended for the particular contract even though if those goods are 
unfinished. 

(2) Where If the goods are unfinished, an aggrieved seller may in the 
exercise of reasonable commercial judgment for the purposes of avoiding 
loss and of effective realization either complete the manufacture and wholly 
identify the goods to the contract or cease manufacture and resell for scrap 
or salvage value or proceed in any other reasonable manner. 


$ 2-705. Seller's Stoppage of Delivery in Transit or Otherwise. 


(1) The A seller may stop delivery of goods in the possession of a carrier 
Or other bailee when he a the seller discovers the us Ep to be insolvent 


or-freight or a if fhe buyer Even or 
fails to make a payment due before delivery or if for any other reason the 
seller has a right to withhold or reclaim the goods. 


(2) As against such buyer the seller may stop delivery until: 
(a) receipt of the goods by the buyer; er 
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(b) acknowledgment to the buyer by any bailee of the goods, except a 
carrier, that the bailee holds the goods for the buyer; er 


(c) such acknowledgment to the buyer by a carrier by reshipment or as 
3vareheuseman warehouse; or 


(d) negotiation to the buyer of any negotiable document of title cover- 
ing the goods. 
(3) (a) To stop delivery the seller must so notify as to enable the bailee 
by reasonable diligence to prevent delivery of the goods. 


(b) After such notification the bailee must hold and deliver the goods 
according to the directions of the seller but the seller is liable to the 
bailee for any ensuing charges or damages. 


(c) If a negotiable document of title has been issued for goods, the 
bailee is not obliged to obey a notification to stop until surrender of pos- 
session or control of the document. 


(d) A carrier whe that has issued a nen-negotiable nonnegotiable bill o 
lading is not obliged to obey a notification to stop received from a person 
other than the consignor. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Sections 57—59, Uniform Sales Act; see also Sec- 
ions 12, 14 and 42, Uniform Bills of Lading Act and Sections 9, 11 and 49, Uniform 
arehouse Receipts Act. 

Changes: This section continues and develops the above sections of the Uniform Sales 

ct in the light of the other uniform statutory provisions noted. 

Purposes: To make it clear that: 

1. Subsection (1) applies the stoppage principle to other bailees as well as carriers. 

It also expands the remedy to cover the situations, in addition to buyer's insolvency, 
specified in the subsection. But since stoppage is a burden in any case to carriers, and 
might be a very heavy burden to them if it covered all small shipments in all these situa- 
ions, the right to stop for reasons other than insolvency is limited to carload, truckload, 
planeload or larger shipments. The seller shipping to a buyer of doubtful credit can protect 
himself by shipping C.O.D. 

Where stoppage occurs for insecurity it is merely a suspension of performance, and if as- 
surances are duly forthcoming from the buyer the seller is not entitled to resell or divert. 

Improper stoppage is a breach by the seller if it effectively interferes with the buyer's 

ight to due tender under the section on manner of tender of delivery. However, if the 
bailee obeys an unjustified order to stop he may also be liable to the buyer. The measure o 
his obligation is dependent on the provisions of the Documents of Title Article (Section 
7-303). Subsection 3(b) therefore gives him a right of indemnity as against the seller in 
such a case. 

2. *Receipt by the buyer" includes receipt by the buyer's designated representative, the 
subpurchaser, when shipment is made direct to him and the buyer himself never receives 

he goods. It is entirely proper under this Article that the seller, by making such direct 
shipment to the sub-purchaser, be regarded as acquiescing in the latter's purchase and as 
hus barred from stoppage of the goods as against him. 

As between the buyer and the seller, the latter's right to stop the goods at any time until 
hey reach the place of final delivery is recognized by this section. 

Under subsection (3)(c) and (d), the carrier is under no duty to recognize the stop order o 
a person who is a stranger to the carrier's contract. But the seller's right as against the 
buyer to stop delivery remains, whether or not the carrier is obligated to recognize the stop 
order. If the carrier does obey it, the buyer cannot complain merely because of that 
circumstance; and the seller becomes obligated under subsection (3)(b) to pay the carrier 
any ensuing damages or charges. 

3. A diversion of a shipment is not a “reshipment” under subsection (2)(c) when it is 


2034 


AMENDMENTS 


merely an incident to the original contract of transportation. Nor is the procurement o 
"exchange bills" of lading which change only the name of the consignee to that of the 
buyer's local agent but do not alter the destination of a reshipment. 

Acknowledgment by the carrier as a ^warehouseman" within the meaning of this Article 
equires a contract of a truly different character from the original shipment, a contract not 
in extension of transit but as a warehouseman. 

4. Subsection (3)(c) makes the bailee's obedience of a notification to stop conditional upon. 
he surrender of any outstanding negotiable document. 

5. Any charges or losses incurred by the carrier in following the seller's orders, whether 
or not he was obligated to do so, fall to the seller's charge. 

6. After an effective stoppage under this section the seller's rights in the goods are the 
same as if he had never made a delivery. 


$ 2-706. Seller's Resale Including Contract for Resale. 

(1) Under-the-eonditions-stated-in-Seetion-2-703-on-seller'scremedies In 
an appropriate case involving breach by the buyer, the seller may resell the 
goods concerned or the undelivered balance thereof. Where Jf the resale is 

ade in good faith and in a commercially reasonable manner, the seller 

ay recover the difference between the contract price and the resale price 
"ie together with any incidental or consequential dam- 


-710, but less expenses saved in consequence of the buyer's breach. 

(2) Except as otherwise provided in subsection (3) or unless otherwise 
agreed, resale may be at public or private sale including sale by way of one 
or more contracts to sell or of identification to an existing contract of the 
seller. Sale may be as a unit or in parcels and at any time and place, and 


on any terms, but every aspect of the sale including the method, manner, 

ime, place and terms must be commercially reasonable. The resale must 
be reasonably identified as referring to the broken contract, but it is not 
necessary that the goods be in existence or that any or all of them have 
been identified to the contract before the breach. 


(3) Where If the resale is at private sale, the seller must give the buyer 
reasonable notification of his an intention to resell. 

(4) Where If the resale is at public sale: 

(a) only identified goods ean may be sold exeept-where unless there is 

a recognized market for a public sale of futures in goods of the kind; and 

(b) it must be made at a usual place or market for public sale if one is 
reasonably available and except in the case of goods which are perish- 
able or threaten to decline in value speedily the seller must give the 
buyer reasonable notice of the time and place of the resale; and 

(c) if the goods are not to be within the view of those attending the 
sale, the notification of sale must state the place where the goods are lo- 
cated and provide for their reasonable inspection by prospective bidders; 
and 

(d) the seller may buy. 

(5) A purchaser swhe that buys in good faith at a resale takes the goods 
free of any rights of the original buyer even theugh ;f the seller fails to 
comply with one or more of the requirements of this section. 

(6) The seller is not accountable to the buyer for any profit made on any 
resale. A person in the position of a seller (Section 2-707) or a buyer whe 
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that has rightfully rejected or justifiably revoked acceptance must account 
for any excess over the amount of his the buyer's security interest; -as-here- 
ine M of Seetion under Section 2-711(3). 


(7) Failure of a seller to resell under this section does not bar the seller 
rom any other remedy. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 60, Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To simplify the prior statutory provision and to make it clear 
hat: 

1. The only condition precedent to the seller's right of resale under subsection (1) is a 
breach by the buyer within the section on the seller's remedies in general or insolvency. 
Other meticulous conditions and restrictions of the prior uniform statutory provision are 
disapproved by this Article and are replaced by standards of commercial reasonableness. 

nder this section the seller may resell the goods after any breach by the buyer. Thus, an. 
anticipatory repudiation by the buyer gives rise to any of the seller's remedies for breach, 
and to the right of resale. This principle is supplemented by subsection (2) which authorizes 
a resale of goods which are not in existence or were not identified to the contract before the 
breach. 

2. In order to recover the damages prescribed in subsection (1) the seller must act “in 
good faith and in a commercially reasonable manner" in making the resale. This standard 
is intended to be more comprehensive than that of “reasonable care and judgment" 
established by the prior uniform statutory provision. Failure to act properly under this sec- 
ion deprives the seller of the measure of damages here provided and relegates him to that 
provided in Section 2-708. 

Under this Article the seller resells by authority of law, in his own behalf, for his own 
benefit and for the purpose of fixing his damages. The theory of a seller's agency is thus 
ejected. 

3. If the seller complies with the prescribed standard of duty in making the resale, he 
may recover from the buyer the damages provided for in subsection (1). Evidence of market 
or current prices at any particular time or place is relevant only on the question of whether 
he seller acted in a commercially reasonable manner in making the resale. 

The distinction drawn by some courts between cases where the title had not passed to 
he buyer and the seller had resold as owner, and cases where the title had passed and the 
seller had resold by virtue of his lien on the goods, is rejected. 

4. Subsection (2) frees the remedy of resale from legalistic restrictions and enables the 
seller to resell in accordance with reasonable commercial practices so as to realize as high a 
price as possible in the circumstances. By “public” sale is meant a sale by auction. A 
"private" sale may be effected by solicitation and negotiation conducted either directly or 
hrough a broker. In choosing between a public and private sale the character of the goods 
must be considered and relevant trade practices and usages must be observed. 

5. Subsection (2) merely clarifies the common law rule that the time for resale is a rea- 
sonable time after the buyer's breach, by using the language “commercially reasonable.” 

at is such a reasonable time depends upon the nature of the goods, the condition of the 
market and the other circumstances of the case; its length cannot be measured by any legal 
yardstick or divided into degrees. Where a seller contemplating resale receives a demand 
rom the buyer for inspection under the section of preserving evidence of goods in dispute, 
he time for resale may be appropriately lengthened. 

On the question of the place for resale, subsection (2) goes to the ultimate test, the com- 
mercial reasonableness of the seller's choice as to the place for an advantageous resale. 

his Article rejects the theory that the seller is required to resell at the agreed place for 
delivery and that a resale elsewhere can be permitted only in exceptional cases. 

6. The purpose of subsection (2) being to enable the seller to dispose of the goods to the 
best advantage, he is permitted in making the resale to depart from the terms and condi- 
ions of the original contract for sale to any extent “commercially reasonable” in the 
circumstances. 
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7. The provision of subsection (2) that the goods need not be in existence to be resold ap- 
plies when the buyer is guilty of anticipatory repudiation of a contract for future goods, 
before the goods or some of them have come into existence. In such a case the seller may| 
exercise the right of resale and fix his damages by *one or more contracts to sell" the 
quantity of conforming future goods affected by the repudiation. The companion provision 
of subsection (2) that resale may be made although the goods were not identified to the 
contract prior to the buyer's breach, likewise contemplates an anticipatory repudiation by| 
he buyer but occurring after the goods are in existence. If the goods so identified conform 
o the contract, their resale will fix the seller's damages quite as satisfactorily as if they 
had been identified before the breach. 

8. Where the resale is to be by private sale, subsection (3) requires that reasonable 
notification of the seller's intention to resell must be given to the buyer. The length o 

otification of a private sale depends upon the urgency of the matter. Notification of the 
ime and place of this type of sale is not required. 

Subsection (4)(b) requires that the seller give the buyer reasonable notice of the time and 
place of a public resale so that he may have an opportunity to bid or to secure the atten- 
dance of other bidders. An exception is made in the case of goods “which are perishable or 
hreaten to decline speedily in value." 

9. Since there would be no reasonable prospect of competitive bidding elsewhere, subsec- 
ion (4) requires that a public resale “must be made at a usual place or market for public 
sale if one is reasonably available;" i.e., a place or market which prospective bidders may 
easonably be expected to attend. Such a market may still be *reasonably available" under 
his subsection, though at a considerable distance from the place where the goods are 
ocated. In such a case the expense of transporting the goods for resale is recoverable from 
he buyer as part of the seller's incidental damages under subsection (1). However, the 
question of availability is one of commercial reasonableness in the circumstances and i 
such *usual" place or market is not reasonably available, a duly advertised public resale 
may be held at another place if it is one which prospective bidders may reasonably be 
expected to attend, as distinguished from a place where there is no demand whatsoever for 
goods of the kind. 

Paragraph (a) of subsection (4) qualifies the last sentence of subsection (2) with respect to 
esales of unidentified and future goods at public sale. If conforming goods are in existence 
he seller may identify them to the contract after the buyer's breach and then resell them 

at public sale. If the goods have not been identified, however, he may resell them at public 
sale only as “future” goods and only where there is a recognized market for public sale o 
utures in goods of the kind. 

The provisions of paragraph (c) of subsection (4) are intended to permit intelligent 
bidding. 

The provision of paragraph (d) of subsection (4) permitting the seller to bid and, o 
course, to become the purchaser, benefits the original buyer by tending to increase the 
esale price and thus decreasing the damages he will have to pay. 

10. This Article departs in subsection (5) from the prior uniform statutory provision in| 
permitting a good faith purchaser at resale to take a good title as against the buyer even 
hough the seller fails to comply with the requirements of this section. 

11. Under subsection (6), the seller retains profit, if any, without distinction based on 

hether or not he had a lien since this Article divorces the question of passage of title to 
he buyer from the seller's right of resale or the consequences of its exercise. On the other 

hand, where *a person in the position of a seller" or a buyer acting under the section on 
buyer's remedies, exercises his right of resale under the present section he does so only for 
he limited purpose of obtaining cash for his "security interest" in the goods. Once that 
purpose has been accomplished any excess in the resale price belongs to the seller to whom 
an accounting must be made as provided in the last sentence of subsection (6). 


§ 2-707. “Person in the Position of a Seller". 


(1) A “person in the position of a seller” includes as against a principal 
an agent whe that has paid or become responsible for the price of goods on 
behalf of his the principal or &nyene a person whe that otherwise holds a 
security interest or other right in goods similar to that of a seller. 
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2 A person in the EE of a seller may-as-provided-in-this-Artiele 
xhold-e:r-step-cdelm Section 2-705) and resell Section 2-706) and re- 
E ee e 0) has the same remedies as a seller 
under this Article. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 52(2), Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To make it clear that: 

In addition to following in general the prior uniform statutory provision, the case of a 
nancing agency which has acquired documents by honoring a letter of credit for the buyer 
or by discounting a draft for the seller has been included in the term “a person in the posi- 
ion of a seller.” 


§ 2-708. Seller's Damages for Non-aeeeptanee Nonacceptance or 
Repudiation. 
Subject to subsection (2) and to the-provisions-ofthisArtiele-with-re- 
peet-te-proof-of-market-priee-(Seetion-2-723) Section 2-723: 

(a) the measure of damages for non-aeeeptanee-or-repudiatiem nonac- 
ceptance by the buyer is the difference between the contract price and 
the market price at the time and place for tender 
priee together with any incidental or consequential damages provided i in 
this-Artiele-Seetion-2-710) Section 2-710, but less expenses saved in con- 
sequence of the buyer's breaehk: breach; and 


(b) the measure of damages for repudiation by the buyer is the differ- 
ence between the contract price and the market price at the place for ten- 
der at the expiration of a commercially reasonable time after the seller 
learned of the repudiation, but no later than the time stated in paragraph 
(a), together with any incidental or consequential damages provided in 
Section 2-710, less expenses saved in consequence of the buyer's breach. 


(2) If the measure of damages provided in subsection (1) or in Section 

-706 is inadequate to put the seller in as good a position as performance 

ould have dene-then done, the measure of damages is the profit (includ- 
ing reasonable overhead) whieh that the seller would have made from full 
performance by the buyer, together with any incidental or consequential 
damages provided in this Article (Section 2-710); 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 64, Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To make it clear that: 

1. The prior uniform statutory provision is followed generally in setting the current mar- 

et price at the time and place for tender as the standard by which damages for non- 
acceptance are to be determined. The time and place of tender is determined by reference 
o the section on manner of tender of delivery, and to the sections on the effect of such 
erms as FOB, FAS, CIF, C & F, Ex Ship and No Arrival, No Sale. 

In the event that there is no evidence available of the current market price at the time 
and place of tender, proof of a substitute market may be made under the section on deter- 
mination and proof of market price. Furthermore, the section on the admissibility of mar- 

et quotations is intended to ease materially the problem of providing competent evidence. 

2. The provision of this section permitting recovery of expected profit including reason- 
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able overhead where the standard measure of damages is inadequate, together with the 
new requirement that price actions may be sustained only where resale is impractical, are 
designed to eliminate the unfair and economically wasteful results arising under the older 
aw when fixed price articles were involved. This section permits the recovery of lost profits 
in all appropriate cases, which would include all standard priced goods. The normal mea- 
sure there would be list price less cost to the dealer or list price less manufacturing cost to 
he manufacturer. It is not necessary to a recovery of “profit” to show a history of earnings, 
especially of a new venture is involved. 
3. In all cases the seller may recover incidental damages. 


§ 2-709. Action for the Price. 
(1) When If the buyer fails to pay the price as it becomes due, the seller 
ay recover, together with any incidental or consequential damages under 
Section 2-710, the price: 

(a) of ae accepted or of conforming goods lost or damaged within a 
commercially reasonable time after risk of their loss has passed to the 
buyer; and 

(b) of goods identified to the contract if the seller is unable after rea- 
sonable effort to resell them at a reasonable price or the circumstances 
reasonably indicate that such effort will be unavailing. 

(2) Where If the seller sues for the price, ke the seller must hold for the 
buyer any goods whieh that have been identified to the contract and are 
still in his the seller's eentrol-exeept-that control. However, if resale becomes 
possible, he the seller may resell them at any time prior to the collection o 
he judgment. The net proceeds of any such resale must be credited to the 
buyer, and payment of the judgment entitles him the buyer to any goods 
not resold. 

(3) After the buyer has wrongfully rejected or revoked acceptance of the 
goods or has failed to make a payment due or has repudiated (Section 
2-610), a seller whe that is held not entitled to the price under this section 
shall nevertheless be awarded damages for non-aeeeptanee nonacceptance 

nder the-preeeding-seetion Section 2-708. 


$ 2-710. Seller's Incidental and Consequential Damages. 

(1) Incidental damages to an aggrieved seller include any commercially. 
reasonable charges, expenses or commissions incurred in stopping delivery, 
in the transportation, care, and custody of goods after the buyer's breach, 
in connection with return or resale of the goods or otherwise resulting 
from the breach. 

(2) Consequential damages resulting from the buyer's breach include any 
oss resulting from general or particular requirements and needs of which 
the buyer at the time of contracting had reason to know and which could 

ot reasonably be prevented by resale or otherwise. 

(3) In a consumer contract, a seller may not recover consequential dam- 
ages from a consumer. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: See Sections 64 and 70, Uniform Sales Act. 
Purposes: To authorize reimbursement of the seller for expenses reasonably incurred by 
him as a result of the buyer's breach. The section sets forth the principal normal and neces- 
sary additional elements of damage flowing from the breach but intends to allow all com- 
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mercially reasonable expenditures made by the seller. 


$ 2-711. Buyer's Remedies in General; Buyer's Security Interest in 
Rejected Goods. 


paw and-have-damages-under-the-next-s 
zo ud. i iu hd cu! 


provided-in-this-Article-Seetion-2-716)- 

(1) A breach of contract by the seller includes the seller's wrongful failure 
to deliver or to perform a contractual obligation, making of a nonconform- 
ing tender of delivery or performance, and repudiation. 

(2) If the seller is in breach of contract under subsection (1), the buyer, to 


the extent provided for by this Act or other law, may: 

(a) in the case of rightful cancellation, rightful rejection, or justifiable 
revocation of acceptance, recover so much of the price as has been paid; 

(b) deduct damages from any part of the price still due under Section 
2-717; 

(c) cancel; 

(d) cover and have damages under Section 2-712 as to all goods af- 
fected whether or not they have been identified to the contract; 

(e) recover damages for nondelivery or repudiation under Section 2-713; 

(f recover damages for breach with regard to accepted goods or breach 
with regard to a remedial promise under Section 2-714; 

(g) recover identified goods under Section 2-502; 

(h) obtain specific performance or obtain the goods by replevin or simi- 

lar remedy under Section 2-716; 

(i) recover liquidated damages under Section 2-718; 
G) in other cases, recover damages in any manner that is reasonable 
under the circumstances. 

(3) On rightful rejection or justifiable revocation of acceptance a buyer 
has a security interest in goods in his the buyer's possession or control for 
any payments made on their price and any expenses reasonably incurred 
in their inspection, receipt, transportation, care and custody and may hold 
such goods and resell them in like manner as an aggrieved seller (Section 
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The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: No comparable index section; Subsection (3)— 
Section 69(5), Uniform Sales Act. 

Changes: The prior uniform statutory provision is generally continued and expanded in. 
Subsection (3). 

Purposes of Changes and New Matter: 

1. To index in this section the buyer's remedies, subsection (1) covering those remedies 
permitting the recovery of money damages, and subsection (2) covering those which permit 

eaching the goods themselves. The remedies listed here are those available to a buyer who 
has not accepted the goods or who has justifiably revoked his acceptance. The remedies 
available to a buyer with regard to goods finally accepted appear in the section dealing with 
breach in regard to accepted goods. The buyer's right to proceed as to all goods when the 
breach is as to only some of the goods is determined by the section on breach in installment 
contracts and by the section on partial acceptance. 

Despite the seller's breach, proper retender of delivery under the section on cure o 
improper tender or replacement can effectively preclude the buyer's remedies under this 
section, except for any delay involved. 

2. To make it clear in subsection (3) that the buyer may hold and resell rejected goods i 
he has paid a part of the price or incurred expenses of the type specified. “Paid” as used 
here includes acceptance of a draft or other time negotiable instrument or the signing of a 
negotiable note. His freedom of resale is coextensive with that of a seller under this Article 
except that the buyer may not keep any profit resulting from the resale and is limited to 

etaining only the amount of the price paid and the costs involved in the inspection and 
handling of the goods. The buyer's security interest in the goods is intended to be limited to 
he items listed in subsection (3), and the buyer is not permitted to retain such funds as he 
might believe adequate for his damages. The buyer's right to cover, or to have damages for 
non-delivery, is not impaired by his exercise of his right of resale. 

3. It should also be noted that this Act requires its remedies to be liberally administered 
and provides that any right or obligation which it declares is enforceable by action unless a 
different effect is specifically prescribed (Section 1-106). 


§ 2-712. “Cover”; Buyer's Procurement of Substitute Goods. 

(1) A&fter-a-breaeh—within-the-preeeding-seetien If the seller wrongfully 
ails to deliver or repudiates or the buyer rightfully rejects or justifiably 
evokes acceptance, the buyer may “cover” by making in good faith and 

ithout unreasonable delay any reasonable purchase of or contract to 
purchase goods in substitution for those due from the seller. 

(2) Fhe A buyer may recover from the seller as damages the difference 
between the cost of cover and the contract price together with any 


incidental or consequential damages as hereinafter defined (Section 2-715) 


(3) Failure of the buyer to effect cover within this section does not bar 
m the buyer from any other remedy. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. This section provides the buyer with a remedy aimed at enabling him to obtain the 
goods he needs thus meeting his essential need. This remedy is the buyer's equivalent o 
he seller's right to resell. 

2. The definition of “cover” under subsection (1) envisages a series of contracts or sales, 
as well as a single contract or sale; goods not identical with those involved but commercially, 
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usable as reasonable substitutes under the circumstances of the particular case; and 
contracts on credit or delivery terms differing from the contract in breach, but again rea- 
sonable under the circumstances. The test of proper cover is whether at the time and place 
he buyer acted in good faith and in a reasonable manner, and it is immaterial that 
hindsight may later prove that the method of cover used was not the cheapest or most 
effective. 

The requirement that the buyer must cover ^without unreasonable delay" is not intended 
o limit the time necessary for him to look around and decide as to how he may best effect 
cover. The test here is similar to that generally used in this Article as to reasonable time 
and seasonable action. 

3. Subsection (3) expresses the policy that cover is not a mandatory remedy for the buyer. 

he buyer is always free to choose between cover and damages for non-delivery under the 
next section. 

However, this subsection must be read in conjunction with the section which limits the 

ecovery of consequential damages to such as could not have been obviated by cover. More- 
over, the operation of the section on specific performance of contracts for *unique" goods 
must be considered in this connection for availability of the goods to the particular buyer 
or his particular needs is the test for that remedy and inability to cover is made an express 
condition to the right of the buyer to replevy the goods. 

4. This section does not limit cover to merchants, in the first instance. It is the vital and 
important remedy for the consumer buyer as well. Both are free to use cover: the domestic 
or non-merchant consumer is required only to act in normal good faith while the merchant 
buyer must also observe all reasonable commercial standards of fair dealing in the trade, 
since this falls within the definition of good faith on his part. 


$ 2-713. Buyer's Damages for Non-delivery Nondelivery or 
Repudiation. 
(1) malice to the provisions of-this-Artiele with 
Section 2-723, if the seller wrongfully fails to 
liner or S eR or the buyer rightfully rejects or justifiably revokes 
acceptance: 

(a) the measure of damages fer-non-delivery-or-repudiation in the case 
of wrongful failure to deliver by the seller or rightful rejection or justifi- 
able revocation of acceptance by the buyer is the difference between the 
market price at the time when-the buyer learned-efthe-breaeh for tender 
under the contract and the contract price together with any incidental 
and or consequential damages previded-in this ArtieleSeetion 2-H5) 
under Section 2-715, but less expenses saved in consequence of the 
seller's breaeh- breach; and 

(b) the measure of damages for repudiation by the seller is the differ- 
ence between the market price at the expiration of a commercially reason- 
able time after the buyer learned of the repudiation, but no later than the 
time stated in paragraph (a), and the contract price together with any 
incidental or consequential damages provided in this Article (Section 
2-715), less expenses saved in consequence of the seller’s breach. 

(2) Market price is to be determined as of the place for tender or, in 
cases of rejection after arrival or revocation of acceptance, as of the place 
of arrival. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Prior Uniform Statutory Provision: Section 67(3), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To clarify the former rule so that: 
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1. The general baseline adopted in this section uses as a yardstick the market in which 
he buyer would have obtained cover had he sought that relief. So the place for measuring, 
damages is the place of tender (or the place of arrival if the goods are rejected or their ac- 
ceptance is revoked after reaching their destination) and the crucial time is the time at 

hich the buyer learns of the breach. 

2. The market or current price to be used in comparison with the contract price under 
his section is the price for goods of the same kind and in the same branch of trade. 

3. When the current market price under this section is difficult to prove the section on de- 
ermination and proof of market price is available to permit a showing of a comparable 
market price or, where no market price is available, evidence of spot sale prices is proper. 

here the unavailability of a market price is caused by a scarcity of goods of the type 
involved, a good case is normally made for specific performance under this Article. Such 
scarcity conditions, moreover, indicate that the price has risen and under the section 
providing for liberal administration of remedies, opinion evidence as to the value of the 
goods would be admissible in the absence of a market price and a liberal construction of al- 
owable consequential damages should also result. 

4. This section carries forward the standard rule that the buyer must deduct from his 
damages any expenses saved as a result of the breach. 

5. The present section provides a remedy which is completely alternative to cover under 
he preceding section and applies only when and to the extent that the buyer has not 
covered. 


$ 2-714. Buyer's Damages for Breach in Regard to Accepted 
Goods. 

(1) Where E the buyer has accepted goods and given notification (subsee- 
tion 6 etion-2-60 e pursuant to Section 2-607(3), the buyer may re- 
cover as damages for any nen-eenformity nonconformity of tender the loss 
resulting in the ordinary course of events from the seller's breach as 
determined in any reasonable manner whieh-is-reasenable. 

(2) The measure of damages for breach of warranty is the difference at 

he time and place of acceptance between the value of the goods accepted 
and the value they would have had if they had been as warranted, unless 
special circumstances show proximate damages of a different amount. 

(3) In a proper case any incidental and consequential damages under the 

seetion Section 2-715 may also be recovered. 


§ 2-716. Buyer's-Right-to Specific Performance Or; Buyer's Right 
to Replevin. 

(1) Specific performance may be decreed where if the goods are unique or 
in other proper circumstances. In a contract other than a consumer 

ontract, specific performance may be decreed if the parties have agreed to 
that remedy. However, even if the parties agree to specific performance, 
pecific performance may not be decreed if the breaching party's sole remain- 
ing contractual obligation is the payment of money. 

(2) The decree for specific performance may include such terms and 
conditions as to payment of the price, damages, or other relief as the court 

ay deem just. 

(3) The buyer has a right of replevin or similar remedy for goods identi- 
fied to the contract if after reasonable effort he the buyer is unable to effect 
cover for such goods or the circumstances reasonably indicate that such ef- 
fort will be unavailing or if the goods have been shipped under reservation 
and satisfaction of the security interest in them has been made or tendered. 


à-—the-ease-ef-goods-beught-for-personal;-family;-or-household-purposes; 
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(4) The buyer's right under subsection (3) vests upon maun ofa 
pecial property, even if the seller had not then repudiated or failed to 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: Section 68, Uniform Sales Act. 

Changes: Rephrased. 

Purposes of Changes: To make it clear that: 

1. The present section continues in general prior policy as to specific performance and 
injunction against breach. However, without intending to impair in any way the exercise o 
he court's sound discretion in the matter, this Article seeks to further a more liberal at- 

itude than some courts have shown in connection with the specific performance of contracts 
of sale. 

2. In view of this Article's emphasis on the commercial feasibility of replacement, a new 
concept of what are “unique” goods is introduced under this section. Specific performance is 
no longer limited to goods which are already specific or ascertained at the time o 
contracting. The test of uniqueness under this section must be made in terms of the total 
situation which characterizes the contract. Output and requirements contracts involving a 
particular or peculiarly available source or market present today the typical commercial 
specific performance situation, as contrasted with contracts for the sale of heirlooms or 
priceless works of art which were usually involved in the older cases. However, uniqueness 
is not the sole basis of the remedy under this section for the relief may also be granted “in 
other proper circumstances" and inability to cover is strong evidence of “other proper 
circumstances". 

3. The legal remedy of replevin is given £o the buyer in cases in which cover is reasonably, 
unavailable and goods have been identified to the contract. This is in addition to the 
buyer's right to recover identified goods en the-seHer’s inselveneySeetion 2-502) under Sec- 
tion 2-502. For consumer goods, the buyer's right to replevin vests upon the buyer's acquisi- 
tion of a special property, which occurs upon identification of the goods to the contract. See 

ection 2-501. Inasmuch as a secured party normally acquires no greater rights in its collat- 
eral that its debtor had or had power to convey, see Section 2-403(1) (first sentence), a buyer 
who acquires a right of replevin under subsection (3) will take free of a security interest cre- 
ated by the seller if it attaches to the goods after the goods have been identified to the 
ontract. The buyer will take free, even if the buyer does not buy in ordinary course and even 
if the security interest is perfected. Of course, to the extent that the buyer pays the price after 
the security interest attaches, the payments will constitute proceeds of the security interest. 
Comment 3 amended in 1999. 

4. This section is intended to give the buyer rights to the goods comparable to the seller's 

ights to the price. 

5. If a negotiable document of title is outstanding, the buyer's right of replevin relates o 
course to the document not directly to the goods. See Article 7, especially Section 7-602. 


$ 2-717. Deduction of Damages from the Price. 

The buyer on notifying the seller of his the intention to do so may deduct 
all or any part of the damages resulting from any breach of the contract 
from any part of the price still due under the same contract. 


$ 2-718. Liquidation or Limitation of Damages; Deposits. 
(1) Damages for breach by either party may be liquidated in the agree- 
ent but only at an amount whieh that is reasonable in the light of the 
anticipated or actual harm caused by the breach and, in a consumer 
ontract, the difficulties of proof of loss, and the inconvenience or 


008 ARTICLE 2 AMENDMENTS S - 


Holermines the prc 0e 
damages. 

(2) Where If the seller justifiably withholds delivery of goods or stops 
performance because of the buyer's breach or insolvency, the buyer is 
entitled to restitution of any amount by which the sum of his the buyer's 
payments exceeds fa} the amount to which the seller is entitled by virtue 
of terms liquidating the seller's damages in accordance with subsection (1); 

such_terms, twenty-per-ceent-of the-value-of the 


(3) The buyers right io: restitution under subsection (2) is subject to 
offset to the extent that the seller establishes: 


(a) a right to recover damages under the provisions of this Article 
other than subsection 45; (1); and 


(b) the amount or value of any benefits received by the buyer directly 
or indirectly by reason of the contract. 


(4) Where Jf a seller has received payment in goods, their reasonable 
alue or the proceeds of their resale shall be treated as payments for the 
purposes of subsection (23;-but (2). However, if the seller has notice of the 
buyer's breach before reselling goods received in part performance, his the 
resale is subject to the conditions taid-dewn-in of this Article on resale by 
an aggrieved seller (Section 2-706). 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. Under subsection (1) liquidated damage clauses are allowed where the amount involved 
is reasonable in the light of the circumstances of the case. The subsection sets forth 
explicitly the elements to be considered in determining the reasonableness of a liquidated 
damage clause. A term fixing unreasonably large liquidated damages is expressly made 

oid as a penalty. An unreasonably small amount would be subject to similar criticism and 
might be stricken under the section on unconscionable contracts or clauses. 

2. Subsection (2) refuses to recognize a forfeiture unless the amount of the payment so 
orfeited represents a reasonable liquidation of damages as determined under subsection 
(1). A special exception is made in the case of small amounts (20% of the price or $500, 

hichever is smaller) deposited as security. No distinction is made between cases in which 
he payment is to be applied on the price and those in which it is intended as security for 
performance. Subsection (2) is applicable to any deposit or down or part payment. In the 
case of a deposit or turn in of goods resold before the breach, the amount actually received 
on the resale is to be viewed as the deposit rather than the amount allowed the buyer for 
he trade in. However, if the seller knows of the breach prior to the resale of the goods 
urned in, he must make reasonable efforts to realize their true value, and this is assured 
by requiring him to comply with the conditions laid down in the section on resale by an ag- 
grieved seller. 


$ 2-722. Who €an May Sue Third Parties for Injury to Goods. 


Where If a third party so deals with goods whieh that have been identi- 
fied to a contract for sale as to cause actionable injury to a party to that 
contract: 


(a) a right of action against the third party is in either party to the 
contract for sale whe that has title to or a security interest or a special 
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property or an insurable interest in the geeds; goods, and if the goods 
have been destroyed or converted, a right of action is also in the party 
whe that either bore the risk of loss under the contract for sale or has 
since the injury assumed that risk as against the other; 

(b) if at the time of the injury the party plaintiff did not bear the risk 
of loss as against the other party to the contract for sale and there is no 
arrangement between them for disposition of the recovery, his the party 
plaintiffs suit or settlement is, subject to his its own interest, as a fidu- 
ciary for the other party to the contract; and 

(c) either party may with the consent of the other sue for the benefit o 
whom it may concern. 


§ 2-723. Proof of Market: Time and Place. 


D (1) If evidence of a price prevailing at the times or places described in 
his Article is not readily available, the price prevailing within any reason- 
able time before or after the time described or at any other place whieh 
that in commercial judgment or under usage of trade would serve as a rea- 
sonable substitute for the one described may be used, making any proper 
allowance for the cost of transporting the goods to or from suek the other 
place. 

€» (2) Evidence of a relevant price prevailing at a time or place other 
han the one described in this Article offered by one party is not admis- 
sible unless and until he the party has given the other party such notice as 
he court finds sufficient to prevent unfair surprise. 


Official Comment 
xX ok ck 


2. In the case of repudiation Sections 2-708(1)(b) and 2-713(1)(b) provide the rule for the 
proper measure of damages. 


§ 2-724. Admissibility of Market Quotations. 

Whenever If the prevailing price or value of any goods regularly bought 
and sold in any established commodity market is in issue, reports in of- 
ficial publications or trade journals or in newspapers or-periodieals , 
periodicals or other means of communication in ef general cireulation 
published as the reports of steh the market shall-be are admissible in 
evidence. The circumstances of the preparation of such a report may be 
shown to affect its weight but not its admissibility. 


$ 2-725. Statute of Limitations in Contracts for Sale. 


(2) &-eause-of-aetien-aeerues—when-the-breaeh-oeeurs;-regardless-of-the 
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d-party'slack of knowledge of the breach: Ee bili Hl 


ues-when-the-breaehds-or-should-have-been-diseovered- 

(1) Except as otherwise provided in this section, an action for breach o 
any contract for sale must be commenced within the later of four years after 
the right of action has accrued under subsection (2) or (3) or one year after 
the breach was or should have been discovered, but no longer than five 
years after the right of action accrued. By the original agreement the par- 
ties may reduce the period of limitation to not less than one year but may 

ot extend it. However, in a consumer contract, the period of limitation may 
ot be reduced. 

(2) Except as otherwise provided in subsection (3), the following rules 
apply: 

(a) Except as otherwise provided in this subsection, a right of action for 
breach of a contract accrues when the breach occurs, even if the aggrieved 
party did not have knowledge of the breach. 

(b) For breach of a contract by repudiation, a right of action accrues at 
the earlier of when the aggrieved party elects to treat the repudiation as a 
breach or when a commercially reasonable time for awaiting performance 
has expired. 

(c) For breach of a remedial promise, a right of action accrues when the 
remedial promise is not performed when performance is due. 

(d) In an action by a buyer against a person that is answerable over to 
the buyer for a claim asserted against the buyer, the buyer's right of ac- 
tion against the person answerable over accrues at the time the claim was 
originally asserted against the buyer. 

(3) If a breach of a warranty arising under Section 2-312, 2-313(2), 2-314, 
or 2-315, or a breach of an obligation, other than a remedial promise, aris- 
ing under Section 2-313A or 2-313B, is claimed, the following rules apply: 

(a) Except as otherwise provided in paragraph (c), a right of action for 
breach of a warranty arising under Section 2-313(2), 2-314, or 2-315 ac- 
crues when the seller has tendered delivery to the immediate buyer, as 
defined in Section 2-313, and has completed performance of any agreed 
installation or assembly of the goods. 

(b) Except as otherwise provided in paragraph (c), a right of action for 
breach of an obligation, other than a remedial promise, arising under 
Section 2-313A or 2-313B accrues when the remote purchaser, as defined 
in Section 2-313A or 2-313B, receives the goods. 

(c) If a warranty arising under Section 2-313(2) or an obligation, other 
than a remedial promise, arising under Section 2-313A or 2-313B 
explicitly extends to future performance of the goods and discovery of the 
breach must await the time for performance, the right of action accrues 
when the immediate buyer as defined in Section 2-313 or the remote 
purchaser as defined in Section 2-313A or 2-313B discovers or should 
have discovered the breach. 


(d) A right of action for breach of warranty arising under Section 2-312 
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accrues when the aggrieved party discovers or should have discovered the 
breach. However, an action for breach of the warranty of noninfringe- 
ment may not be commenced more than six years after tender of delivery 
of the goods to the aggrieved party. 


(3) (4) Where If an action commenced within the time limited by subsec- 
ion (1) is so terminated as to leave available a remedy by another action 
for the same breach, sueh the other action may be commenced after the 
expiration of the time limited and within six months after the termination 
of the first action unless the termination resulted from voluntary discon- 
inuance or from dismissal for failure or neglect to prosecute. 


& (5) This section does not alter the law on tolling of the statute of lim- 
itations nor does it apply to causes of action whieh-have that accrued 
before this Act becomes effective. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: To introduce a uniform statute of limitations for sales contracts, thus 
eliminating the jurisdictional variations and providing needed relief for concerns doing 
business on a nationwide scale whose contracts have heretofore been governed by several 
different periods of limitation depending upon the state in which the transaction occurred. 

his Article takes sales contracts out of the general laws limiting the time for commencing 
contractual actions and selects a four year period as the most appropriate to modern busi- 

ess practice. This is within the normal commercial record keeping period. 

Subsection (1) permits the parties to reduce the period of limitation. The minimum pe- 
iod is set at one year. The parties may not, however, extend the statutory period. 

Subsection (2), providing that the cause of action accrues when the breach occurs, states 


an exception where the warranty extends to future performance. 

Subsection (3) states the saving provision included in many state statutes and permits 
an additional short period for bringing new actions, where suits begun within the four year 
period have been terminated so as to leave a remedy still available for the same breach. 

Subsection (4) makes it clear that this Article does not purport to alter or modify in any 

espect the law on tolling of the Statute of Limitations as it now prevails in the various 
jurisdictions. 
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Amendments to Article 2A—Leases 


PART 1 
GENERAL PROVISIONS 


$ 24-101. Short Title. 
The text for this section was not amended in 2003. 


Official Comment 
xX ok ck 


2003 AMENDMENTS TO 

UNIFORM COMMERCIAL CODE ARTICLE 2A-LEASES 

The Drafting Committee was charged with making changes to Article 2A where appropri- 
ate to incorporate amendments to Article 2, also being considered at this time, and also with 

aking changes to the Article necessitated by the recent revision of Article 9. It is anticipated 
that the amendments to Articles 2 and 2A will be presented to the state legislatures as a 
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ingle package. 
As with original Article 2A, these amendments are intended to reflect the distinctive 
ature of leasing as a commercial transaction. Therefore the following principles should be 
onsidered in applying this Article: 
Leasing is Distinctive From Other Commercial Transactions 
Leasing is a distinct commercial transaction which is different in many respects from ei- 
ther the sale or the secured financing of goods. A true lease of goods involves the payment for 
the temporary possession, use and enjoyment of goods, and a lease is entered into with an 
expectation that the goods will be returned to the owner at the end of the lease term. In 
ontrast, a sale of goods involves a transfer of title for a price, and a security interest 
involves an interest in the goods that is limited to the remaining secured debt. The separa- 
tion of ownership and possession in a lease of goods as well as other considerations can 
esult in many differences between the law of leases and the law for the sale of goods. These 
differences include remedies and, to some extent, contract formation and warranties. 
Lease Contract Formation 
Leases often involve complex, on-going, multi-faceted obligations. Ownership of the 
esidual remains with the lessor, and for that reason the lessor has a continuing economic 
interest in the goods that is not present in a sale. Therefore, lease contracts commonly cover 
any matters other than the lessor's duty to provide the goods and the lessee's duty to pay 
ent. These include where and when the goods will be returned to the lessor; options to 
enew the lease or purchase the goods; maintenance and repairs; restrictions on use of the 
goods; taxes, insurance; and record keeping. For these reasons, leasing custom and practice 
avors formal, structured rules of contract formation and greater usage, particularly in com- 
ercial leases, of a record of the parties’ agreement embodying their understanding. 
Warranties 
Because of the manner in which leased goods are promoted and distributed-for example, 
essors generally do not engage in mass-market advertising aimed at, or make representa- 
tions in materials to be delivered to, remote lessees-amended Article 2A does not contain pro- 
visions analogous to Sections 2-313A and 2-313B of amended Article 2. Though nothing in 
this Article precludes, in an appropriate case, the application of the principles contained in 
those sections to a lease transaction, a lessor is responsible only for the lessor’s representa- 
tions and those of the lessor’s agents and the lessor is not for the representations made by a 
third party, such as the supplier or manufacturer of the goods. In addition, a lessee may 
ave the right as a “remote purchaser” under Article 2 to assert claims under Sections 
A-313A and 2-313B directly against a manufacturer or supplier that has engaged in 
advertising. 
Damages 
The typical measure of damages for breach of a lease differs from that applied in the law 
that governs the sale of goods in that, for breach of a lease contract by the lessee, the present 
value of an ongoing stream of rental payments normally must be taken into consideration as 

well as the lessor’s rights to return of the goods with a certain residual value. As a result, if 
the goods are sold following a default by the lessee, in calculating the lessee’s deficiency, the 
value of the lessor’s residual interest should be excluded from the disposition proceeds that 
are credited to the lessee. 


§ 2A-103. Definitions and Index of Definitions. 
(1) In this Article, unless the context otherwise requires: 


(e) “Buyerin ordinary-course-of business” means-a person whe in good, 
au uu cu SII 


bulk-or-as-seeurity-for-or-3n-total-or-partial-satisfaetion-of-a-money-debt- 


0» (a) “Cancellation” occurs when either party puts an end to the 
lease contract for default by the other party. 
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€e} (b) “Commercial unit" means such a unit of goods as by commercial 
usage is a single whole for purposes of lease and division of which materi- 
ally impairs its character or value on the market or in use. A commercial 
unit may be a single article, as a machine, or a set of articles, as a suite 
of furniture or a line of machinery, or a quantity, as a gross or carload, 
or any other unit treated in use or in the relevant market as a single 
whole. 

«D (c) “Conforming” goods or performance under a lease contract 
means goods or performance that are in accordance with the obligations 
under the lease contract. 

(d) “Conspicuous”, with reference to a term, means so written, 
displayed, or presented that a reasonable person against which it is to 
operate ought to have noticed it. A term in an electronic record intended 
to evoke a response by an electronic agent is conspicuous if it is presented 
in a form that would enable a reasonably configured electronic agent to 
take it into account or react to it without review of the record by an 
individual. Whether a term is “conspicuous” or not is a decision for the 
court. Conspicuous terms include the following: 

(i) for a person: 

(A) a heading in capitals equal to or greater in size than the sur- 
rounding text, or in contrasting type, font, or color to the surround- 
ing text of the same or lesser size; and 

(B) language in the body of a record or display in larger type than 
the surrounding text, or in contrasting type, font, or color to the sur- 
rounding text of the same size, or set off from surrounding text of the 
same size by symbols or other marks that call attention to the 
language; and 
(ii) for a person or an electronic agent, a term that is so placed in a 

record or display that the person or electronic agent cannot proceed 

without taking action with respect to the particular term. 

(e) "Consumer" means an individual who leases or contracts to lease 
goods that, at the time of contracting, are intended by the individual to 
be used primarily for personal, family, or household purposes. 


te} (f) “Consumer lease" means a lease that a lessor regularly engaged 
in the business of leasing or selling makes toa lessee-whe-is-an individ- 
lease 


> 
$—————À a consumer. 


Legislative Note: Present Article 2A has a bracketed provision allowing States to insert 
a dollar cap on leases designated as consumer leases, amended Article 2 defines 
"consumer contract" and does not include a dollar cap in the definition. Some States have 
not included a dollar cap in present Article 2A and States which have adopted a dollar 
cap have stated varying amounts. If a State wishes to include a dollar cap, the cap should. 
be inserted here. Any cap probably should be set high enough to bring within the defini- 
tion most automobile leasing transactions for personal, family, or household use. 


(g) “Delivery” means the voluntary transfer of physical possession or 
control of goods. 

(h) *Electronic" means relating to technology having electrical, digital, 
magnetic, wireless, optical, electromagnetic, or similar capabilities. 
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(i) “Electronic agent” means a computer program or an electronic or 
other automated means used independently to initiate an action or re- 
spond to electronic records or performances in whole or in part, without 
review or action by an individual. 

G) “Electronic record" means a record created, generated, sent, com- 
municated, received, or stored by electronic means. 

 (k) “Fault” means wrongful act, omission, breach, or default. 

(e) *Finaneedease"-means-adease-with-respeet-te-whieh- 

m the-dessor-does not seleet; manufacture, or-supply-the goods; 


(D *Finance lease" means a lease with respect to which: 

(i) the lessor does not select, manufacture, or supply the goods; 

(ti) the lessor acquires the goods or the right to possession and use o 
the goods in connection with the lease or, in the case of goods that have 
been leased previously by the lessor and are not being leased to a 
consumer, in connection with another lease; and 

(tit) one of the following occurs: 

(A) the lessee receives a copy of the agreement by which the lessor 
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acquired, or proposes to acquire, the goods or the right to possession 
and use of the goods before signing the lease agreement; 

(B) the lessee’s approval of the agreement or of the general 
contractual terms under which the lessor acquired or proposes to 
acquire the goods or the right to possession and use of the goods is a 
condition to the effectiveness of the lease contract; 

(C) the lessee, before signing the lease agreement, receives an ac- 
curate and complete statement designating the promises and war- 
ranties, and any disclaimers of warranties, limitations or modifica- 
tions of remedies, or liquidated damages, including those of a third 
party, such as the manufacturer of the goods, provided to the lessor 
by the person supplying the goods in connection with or as part o 
the contract by which the lessor acquired the goods or the right to 
possession and use of the goods; or 

(D) if the lease is not a consumer lease, before the lessee signs the 
lease agreement, the lessor informs the lessee in a record: 

(I) of the identity of the person supplying the goods to the lessor, 
unless the lessee has selected that person and directed the lessor to 
acquire the goods or the right to possession and use of the goods 
from that person; 

(ID that the lessee is entitled under this article to the promises 
and warranties, including those of any third party, provided to the 
lessor by the person supplying the goods in connection with or as 
part of the contract by which the lessor acquired the goods or the 
right to possession and use of the goods; and 

(IID) that the lessee may communicate with the person supplying 
the goods to the lessor and receive an accurate and complete state- 
ment of those promises and warranties, including any disclaimers 
and limitations of them, or a statement of remedies. 

(m) “Good faith” means honesty in fact and the observance of reason- 
able commercial standards of fair dealing. 


Legislative Note: Definition (m) should not be adopted if the jurisdiction has enacted 
the equivalent provision in the 2001 Revised Article 1. 


Œ (n) “Goods” means all things that are movable at the time o 
identification to a lease contract or that are fixtures Calas 2A- 309) but 


. The term includes future goods, specially 
manufactured goods, and the unborn young of animals. The term does 
not include information, the money in which the price is to be paid, 
investment securities under Article 8, or choses in action. 


G3 (o) “Installment lease contract" means a lease contract that 
authorizes or requires the delivery of goods in separate lots to be 
separately accepted, even though the lease contract contains a clause 
"each delivery is a separate lease" or its equivalent. 

G) (p) “Lease” means a transfer of the right to possession and use o 
goods for a term period in return for consideration, but a sale, including 
a sale on approval or a sale or return, er retention or creation of a secu- 
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rity interest, or license of information is not a lease. Unless the context 
clearly indicates otherwise, the term includes a sublease. 

ds} Q) “Lease agreement”, as distinguished from “lease contract”, 
means the bargain, with respect to the lease, of the lessor and the lessee 
in fact as found in their language or inferred byimpleation from other 
circumstances including course of performance, course of dealing, or us- 
age of trade dealing-or—usage-of-trade-or 
provided in Section 1-303. this-Artiele. Unless the context clearly 
indicates otherwise, the term includes a sublease agreement. 

@ (r) “Lease contract”, as distinguished from “lease agreement", means 
the total legal obligation that results from the lease agreement as 
determined by the [Uniform Commercial Code] as supplemented by af- 
feeted-by-this-Artiele-and any other applicable rules of law. Unless the 
context clearly indicates otherwise, the term includes a sublease 
contract. 

ta) (s) “Leasehold interest” means the interest of the lessor or the les- 
see under a lease contract. 

m (t) “Lessee” means a person whe that acquires the right to posses- 
sion and use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessee. 


ce 


?-means-a-persen-who-in 


estela third rans o a es ds leases monia. a-persen 
in-the business of seHing-or leasing goods of that kind but does n9 


"Pee d rE D Rage UBER 


(u) “Lessee in ordinary course of business” means a person that leases 
goods in good faith, without knowledge that the lease violates the rights 
of another person, and in the ordinary course from a person, other than a 
pawnbroker, in the business of selling or leasing goods of that kind. A 
person leases in ordinary course if the lease to the person comports with 
the usual or customary practices in the kind of business in which the les- 
sor is engaged or with the lessor’s own usual or customary practices. A 
lessee in ordinary course of business may lease for cash, by exchange o, 
other property, or on secured or unsecured credit, and may acquire goods 
or documents of title under a preexisting lease contract. Only a lessee that 
takes possession of the goods or has a right to recover the goods from the 
lessor under this article may be a lessee in ordinary course of business. A 
person that acquires goods in a transfer in bulk or as security for or in 
total or partial satisfaction of a money debt is not a lessee in ordinary 
course of business. 

(p) (v) “Lessor” means a person whe that transfers the right to posses- 
sion and use of goods under a lease. Unless the context clearly indicates 
otherwise, the term includes a sublessor. 

fe) (w) “Lessor’s residual interest" means the lessor’s interest in the 
goods after expiration, termination, or cancellation of the lease contract. 
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te} (x) “Lien” means a charge against or interest in goods to secure 
payment of a debt or performance of an obligation.—butthe The term 
does not include a security interest. 

«9 (y) “Lot” means a parcel or a single article that is the subject mat- 
ter of a separate lease or delivery, whether or not it is sufficient to 
perform the lease contract. 

& (z) “Merchant lessee” means a lessee that is a merchant with re- 
spect to goods of the kind subject to the lease. 

G0 (aa) “Present value" means the amount as of a date certain of one 
or more sums payable in the future, discounted to the date certain by 
use of either an interest rate specified by the parties if that rate is not 
manifestly unreasonable at the time the transaction is entered into or, i 
an interest rate is not so specified, a commercially reasonable rate that 
takes into account the facts and circumstances at the time the transaction 
is entered into y 


by-a-eommereially-reasonable 
eireumstances_of each-ease-at the time the transaction was entered into. 
Legislative Note: Definition (aa) should not be adopted if the jurisdiction has enacted 
the equivalent provision in the 2001 Revised Article 1. 
623 (bb) “Purchase” includes taking by sale, lease, mortgage, security 
interest, pledge, gift, or any other voluntary transaction creating an 
interest in goods. 


Legislative Note: Definition (bb) should not be adopted if the jurisdiction has enacted 
the equivalent provision in the 2001 Revised Article 1. 


(cc) “Record” means information that is inscribed on a tangible medium 
or that is stored in an electronic or other medium and is retrievable in 
perceivable form. 


Legislative Note: Definition (cc) should not be adopted if the jurisdiction has enacted 
the equivalent provision in the 2001 Revised Article 1. 


(dd) “Sign” means, with present intent to authenticate or adopt a rec- 
ord, 
(i) to execute or adopt a tangible symbol; or 
(ii) to attach to or logically associate with the record an electronic 
sound, symbol, or process. 
iw} (ee) “Sublease” means a lease of goods the right to possession and 
use of which was acquired by the lessor as a lessee under an existing 
lease. 
G9 (fp “Supplier” means a person from whom which a lessor buys or 
leases goods to be leased under a finance lease. 
G3 (gg) “Supply contract” means a contract under which a lessor buys 
or leases goods to be leased. 
tz} (hh) “Termination” occurs when either party pursuant to a power 
created by agreement or law puts an end to the lease contract otherwise 
than for default. 
(2) Other definitions applying to this Article and the sections in which 
hey appear are: 
“Accessions”. Section 2A-310(1). 
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“Construction mortgage". Section 2A-309(1)(d). 

^Encumbrance". Section 2A-309(1)(e). 

“Fixtures”. Section 2A-309(1)(a). 

“Fixture filing”. Section 2A-309(1)(b). 

“Purchase money lease”. Section 2A-309(1)(c). 
(3) The following definitions i in other Articles apply to this Article: 

“Between merchants". Section 2-104(3). 

“Buyer”. Section 2-103(1)(a). 

“Chattel Paper? Seetion 9-102) 4b. 

“Consumer goods". Section 102(aX23) 9- 109(1). 

^Entrusting". Section 2-403(3). 

*Geed-faith" —Seetion-2-1030909Y- 

"Letter of credit". Section 5-102(a)(10). 

“Merchant”. Section 2-104(1). 


ce » 


ce = 2? 


“Receipt of goods”. Section 2-103(1)(c). 


“Sale”. Section 2-106(1). 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 
“Seller”. Section 2-103(1)¢b(n). 
(4) In addition Article 1 contains general definitions and principles o 
construction and interpretation applicable throughout this Article. 
Official Comment 
(ta) Buyer in ordinary-eourse- of business" Section +2049). 
(a) The definition of “Buyer in ordinary course of business” is in Article 1 (Section 1-201(9)). 


t was amended as part of the Article 9 revision process, and revised Article 1 is consistent 
with the Article 9 amendment. 


kok Ok 
SUB Den DAN New-—This-Artiele-cineludes-a-subset-of-rules-that-applies-only 
eteases: 


a agreement Hie entered into by the lessor as buyer or prime lessee} or am existing o 


a a A a I Due-to-the-Hmited pete aie 
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Ə ned-by-the-lessor, the lesseelooks-almost-entirely 


ism AS e slt Ui n viento, e on ening tre ea 
V been used to connote dierent pu i tease 


i Ganless 
leor and Hc nigis the sec under Seem 2A 209 and 


dere cel dc ed ie 
ay stil qualify as a-finanee-lease if the lessee 
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—Further.absent-che-applieatien-of-speeial-rules-fraud,-duress;,-and-the-like)-adease 
i qualifies-as a finance lease-and-is-assigned by the lessor or the lessee to a-third party 
snot lose ite status as-a-finance lease under this Article. Finally, e Pe 


as atnane easel be tee ned bo he ie ca ase 

(g) For a transaction to qualify as a finance lease it must first qualify as a lease. Unless 
the lessor is comfortable that the transaction will qualify as a finance lease, the lease agree- 
ment should include provisions giving the lessor the benefits created by the subset of rules 
applicable to the transaction that qualifies as a finance lease under this Article. 

A finance lease is the product of a three party transaction. The supplier manufactures or 

upplies the goods pursuant to the lessee’s specification, perhaps even pursuant to a purchase 
order, sales agreement or lease agreement between the supplier and the lessee. After the pro- 
spective finance lease is negotiated, a purchase order, sales agreement, or lease agreement is 
entered into by the lessor (as buyer or prime lessee) or an existing order, agreement or lease 
is assigned by the lessee to the lessor, and the lessor and the lessee then enter into a lease or 
ublease of the goods. Due to the limited function usually performed by the lessor, the lessee 
ooks almost entirely to the supplier for representations, covenants and warranties. If a 

anufacturer’s warranty carries through, the lessee may also look to that. Yet, this defini- 
tion does not restrict the lessor’s function solely to the supply of funds; if the lessor undertakes 
or performs other functions, express warranties, covenants and the common law will protect 
the lessee. 

This definition focuses on the transaction, not the status of the parties; to avoid confusion 
it is important to note that in other contexts, e.g., tax and accounting, the term finance lease 
has been used to connote different types of lease transactions, including leases that are 
disguised secured transactions. M. Rice, Equipment Financing, 62—71 (1981). A lessor who 
is a merchant with respect to goods of the kind subject to the lease may be a lessor under a 

nance lease. Many leases that are leases back to the seller of goods (Section 2A-308(3)) will 
be finance leases. This conclusion is easily demonstrated by a hypothetical. Assume that B 

as bought goods from C pursuant to a sales contract. After delivery to and acceptance of the 
goods by B, B negotiates to sell the goods to A and simultaneously to lease the goods back 
rom A, on terms and conditions that, we assume, will qualify the transaction as a lease. In 
documenting the sale and lease back, B assigns the original sales contract between B, as 
buyer, and C, as seller, to A. A review of these facts leads to the conclusion that the lease 
rom A to B qualifies as a finance lease, as all three conditions of the definition are satisfied. 

ubparagraph (A) is satisfied as A, the lessor, had nothing to do with the selection, 

anufacture, or supply of the equipment. Subparagraph (B) is satisfied as A, the lessor, 
bought the equipment at the same time that A leased the equipment to B, which certainly is 
in connection with the lease. Finally, subparagraph (C)(i) is satisfied as A entered into the 
ales contract with B at the same time that A leased the equipment back to B. B, the lessee, 
will have received a copy of the sales contract in a timely fashion. 

Subsection (A) requires the lessor to remain outside the selection, manufacture and supply 
of the goods; that is the rationale for releasing the lessor from most of its traditional liability. 
The lessor is not prohibited from possession, maintenance or operation of the goods, as 
policy does not require such prohibition. To insure the lessee's reliance on the supplier, and 

ot on the lessor, subsection (B) requires that the goods (where the lessor is the buyer of the 
goods) or that the right to possession and use of the goods (where the lessor is the prime les- 
ee and the sublessor of the goods) be acquired in connection with the lease (or sublease) to 
qualify as a finance lease. The scope of the phrase “in connection with" is to be developed by 
the courts, case by case. Finally, as the lessee generally relies almost entirely upon the sup- 
plier for representations and covenants, and upon the supplier or a manufacturer, or both, 
or warranties with respect to the goods, subsection (C) requires that one of the following 
occur: (A) the lessee receive a copy of the supply contract before signing the lease contract; (B) 
the lessee's approval of the supply contract is a condition to the effectiveness of the lease 
ontract; (C) the lessee receive a statement describing the promises and warranties and any 
imitations relevant to the lessee before signing the lease contract; or (D) before signing the 
ease contract and except in a consumer lease, the lessee receive a writing identifying the 
upplier (unless the supplier was selected and required by the lessee) and the rights of the 
essee under Section 2A-303, and advising the lessee a statement of promises and warranties 
is available from the supplier. Thus, even where oral supply orders or computer placed sup- 
ply orders are compelled by custom and usage the transaction may still qualify as a finance 
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ease if the lessee approves the supply contract before the lease contract is effective and such 
approval was a condition to the effectiveness of the lease contract. Moreover, where the lessor 


essee may be provided with a separate statement of the terms of the supply contract relevant 
to the lessee; promises between the supplier and the lessor that do not affect the lessee need. 

ot be included. The statement can be a restatement of those terms or a copy of portions o, 
the supply contract with the relevant terms clearly designated. Any implied warranties need 
ot be designated, but a disclaimer or modification of remedy must be designated. A copy o, 
any manufacturer's warranty is sufficient if that is the warranty provided. However, a copy 
of any Regulation M disclosure given pursuant to 12 C.F.R. $ 213.4(g) concerning warran- 
ties in itself is not sufficient since those disclosures need only briefly identify express warran- 
ties and need not include any disclaimer of warranty. 

Under subsections (B) and (C), except when the new lease is to a consumer lessee, a 
nance lessor can have that status on re-leasing the property after it is returned from an 
original lease. However, in that case, the other elements required for the lease to be a finance 
essee must be complied with. 

If a transaction does not qualify as a finance lease, the parties may achieve the same 
esult by agreement; no negative implications are to be drawn if the transaction does not 
qualify. Further, absent the application of special rules (fraud, duress, and the like), a lease 
that qualifies as a finance lease and is assigned by the lessor or the lessee to a third party 
does not lose its status as a finance lease under this Article. Finally, this Article creates no 
special rule where the lessor is an affiliate of the supplier; whether the transaction qualifies 


as a finance lease will be determined by the facts of each case. 
kok k 


Ce) -5Ebessee-in-oerdinary-eourse-of business" —Seetion-1-201(9)- 
(o) The definition of “Lessee in ordinary course of business" conforms with amendments to 
ection 1-201(9) (buyer in ordinary course of business) that were part of the Article 9 revi- 


ion process (with the omission of the reference to sales of minerals). 
kok 


$ 2A-104. Leases Subject to Other Law. 
(1) A lease;-altheugh subject to this Article; is also subject to any 
applicable: 

(a) eertifieate-of-title-statute-of-this-State-X[list any certificate of title 
statutes covering automobiles, trailers, mobile homes, boats, farm trac- 
tors, or and the like}] 

(b) certificate of title statute of another jurisdiction (Section 2A-105); 
or 


(c) eonsumer-proteetion-statute-of this-State;-or-final-eonsumer-protee- 
existing-on-the-effeetive-date-of this 


tion-deeision-of-a-eourt-of-this-State 

Artiele rule of law that establishes a different rule for consumers. 

(2) To the extent there is a tn-ease-ef conflict between this Article, other 
han Sections 2A-105, 2A-304(3), and 2A-305(3), and a statute-or-decision 
aw Ren to in subsection (1), that law governs the-statute-or-deeision 


laswv-has-only-the-effeet-speeified 
For purposes of this Article, failure to comply with a law referred to 

in subsection (1) has only the effect specified in that law. 
(4) This article modifies, limits, and supersedes the federal Electronic 
ignatures in Global and National Commerce Act, 15 U.S.C. Section 7001 
et seq., except that nothing in this article modifies, limits, or supersedes 


tices described in Section 7003(b) of that Act. 
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Official Comment 
*k ok ck 


6. Subsection (4) takes advantage of a provision of the federal Electronic Signatures in 
Global and National Commerce Act (E-Sign). E-Sign permits state law to modify, limit or 
upersede its provisions if the state law is consistent with Titles I and II of E-Sign, gives no 
special legal effect or validity to and does not require the implementation or application of 
specific technologies or technical specifications, and if enacted subsequent to E-Sign makes 
specific reference to E-Sign. Subsection (4) does not apply to section 101(c) of E-Sign, nor 
does it authorize electronic delivery of the notices described in section 103(b) of E-Sign. 

kok Ok 


§ 2A-105. Territorial Application of Article to Goods Covered by 
Certificate of Title. 


(1) This section applies to goods covered by a ceri asi of title, even i 
there is no other relationship between the jurisdiction under whose certif- 
icate of title the goods are covered and the goods or the lessee or lessor. 


(2) Goods become covered by a certificate of title when a valid applica- 


tion for the certificate of title and the application fee are delivered to the 
appropriate authority. Goods cease to be covered by a certificate of title at 
the earlier of the time the certificate of title ceases to be effective under the 
law of the issuing jurisdiction or the time the goods become covered 
subsequently by a certificate of title issued by another jurisdiction. 


(3) Subject to Sections 2A-304(3) and 2A-305(3), with respect to goods 
covered by a certificate of title under a statute of this State or of another 
Jurisdiction, compliance and the effect of compliance or noncompliance 
with the certificate-of-title statute are governed by the local law of the ju- 
risdiction whose certificate of title covers the goods from the time the 
goods become covered by the certificate until the goods cease to be covered 
by the certificate of title. 


Official Comment 
xX ok ck 


Purposes: The new certificate referred to in œ (2) must be permanent, not temporary. 
Generally, the lessor or creditor whose interest is indicated on the most recently issued cer- 
ificate of title will prevail over interests indicated on certificates issued previously by other 
jurisdictions. This provision reflects a policy that it is reasonable to require holders o 
interests in goods covered by a certificate of title to police the goods or risk losing their 
interests when a new certificate of title is issued by another jurisdiction. 
kok k 


$ 2A-106. Limitation on Power of Parties to Consumer Lease to 
Choose Applicable Law and Judicial Forum. 
The text for this section was not amended in 2003. 
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Official Comment 
Uniform Statutory Source: Uniform Consumer Credit Code § 1.201(8). 1974. 
Changes: Substantially Revised. 
Purposes: There is a real danger that a lessor may induce a consumer lessee to agree 
hat the applicable law will be a jurisdiction that has little effective consumer protection, or 
o agree that the applicable forum will be a forum that is inconvenient for the lessee in the 
event of litigation. As a result, this section invalidates these choice of law or forum clauses, 
except where the law chosen is that of the state of the consumer's residence or where the 
goods will be kept, or the forum chosen is one that otherwise would have jurisdiction over 
he lessee. However, the jurisdiction in which the goods are to be used may include the ju- 
isdiction in which they are physically delivered to the lessee. Thus, a term selecting the law 
of the jurisdiction of delivery normally is enforceable under this section. 

A en ME (D limits potentially oe choice of law clauses in consumer leases. The 

da subse as-suggested-by-former-Seetion-9-103(1e). This section has 
no o effect. on choice of es devises in “eases that are not consumer leases—Swueh, and those 
clauses would be governed by other law. 

Subsection (2) prevents enforcement of potentially abusive jurisdictional consent clauses 
in consumer leases. By using the term judicial forum, this section does not limit selection o 
a nonjudicial forum, such as arbitration. This section has no effect on choice of forum 
clauses i in leases that are not consumer leases; such clauses are, as a matter of current law, 

“prima facie valid". The Bremen v. Zapata Off-Shore Co., 407 U.S. 1, 10 (1972)—Sueh, and 
these clauses would be governed by other law; ineluding theModel Cheiee-of Forum Act 


xX kK ck 


$ 2A-107. Waiver or Renunciation of Claim or Right after Default. 


Any A claim or right arising out of an alleged default or breach of war- 
l ranty may be discharged in whole or in part without consideration by a 


written—waiver-or-renuneiation-signed-and-delivered-by the aggrieved 


party in a signed record. 


$ 2A-108. Unconscionability. 
xX ok ok 
(4) In an action in which the lessee claims unconscionability with re- 
spect to a consumer lease: 

(a) If the court finds unconscionability under subsection (1) or (2), the 
court shall award reasonable attorney’s fees to the lessee. 

(b) If the court does not find unconscionability and the lessee claiming 
unconscionability has brought or maintained an action he-fer-she} the 
lessee knew to be groundless, the court shall award reasonable attorney’s 
fees to the party against whem which the claim is made. 

(c) In determining attorney’s fees, the amount of the recovery on behal 
of the claimant under subsections (1) and (2) is not controlling. 


§ 2A-109. Option to Accelerate at Will. 

(1) A term providing that one party or his+ter-her} that party's successor 
in interest may accelerate payment or performance or require collateral or 
additional collateral “at will" or “when he-er-shel the party deems himse 

or-herselfl itself insecure" or ix words of similar import 

to means that ke-fer-ske} the party has power to do so only if he-Jer-she] 
that party in good faith believes that the prospect of payment or perfor- 
mance is impaired. 

(2) With respect to a consumer lease, the burden of establishing good 
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faith under subsection (1) is on the party whe that has exercised the power; 
otherwise the burden of establishing lack of good faith is on the party 
against whem which the power has been exercised. 


PART 2 


FORMATION AND CONSTRUCTION OF LEASE CONTRACT; 
ELECTRONIC CONTRACTING 


§ 2A-201. Statute of Frauds. 

(1) A lease contract is not enforceable by way of action or defense unless: 

(a) the total payments to be made under the lease contract, excluding 
payments for options to renew or buy, are less than $1,000; or 

(b) there is a writing record, signed by the party against whem which 
enforcement is sought or by that party’s authorized agent, sufficient to 
indicate that a lease contract has been made between the parties and to 
describe the goods leased and the lease term. 

(2) Any description of leased goods or of the lease term is sufficient and 
satisfies subsection (1)(b), whether or not it is specific, if it reasonably 
identifies what is described. 

(3) A writing record is not insufficient because it omits or incorrectly 
states a term agreed upon, but the lease contract is not enforceable under 
subsection (1)(b) beyond the lease term and the quantity of goods shown in 

he writing record. 

(4) A lease contract that does not satisfy the requirements of subsection 
(1), but which is valid in other respects, is enforceable: 

(a) if the goods are to be specially manufactured or obtained for the 
lessee and are not suitable for lease or sale to others in the ordinary 
course of the lessor’s business, and the lessor, before notice of repudia- 
tion is received and under circumstances that reasonably indicate that 
the goods are for the lessee, has made either a substantial beginning o 
their manufacture or commitments for their procurement; 

(b) if the party against whem which enforcement is sought admits in 
that the party's pleading, testimeny—or- otherwise in court or in the party's 
testimony or otherwise under oath that a lease contract was made, but 
the lease contract is not enforceable under this previsien paragraph be- 
yond the quantity of goods admitted; or 

(c) with respect to goods that have been received and accepted by the 
lessee. 

(5) The lease term under a lease contract referred to in subsection (4) is: 

(a) if there is a writing record signed by the party against whem which 
enforcement is sought or by that party’s authorized agent specifying the 
lease term, the term so specified; 


that the party’s pleading, i 
testimony or otherwise under oath a lease term, the term so admitted; or 
(c) a reasonable lease term. 
(6) A lease contract that is enforceable under this section is not unenforce- 
able merely because it is not capable of being performed within one year or 
any other period after its making. 
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The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Uniform Statutory Source: Sections 2-201, 9-203(1) and 9-110. 

Changes: This section is modeled on Section 2-201, with changes to reflect the differ- 
ences between a lease contract and a contract for the sale of goods. In particular, subsec- 
ion (1)(b) adds a requirement that the writing “describe the goods leased and the lease 
erm", borrowing that concept, with revisions, from the provisions of Section 9-203(1)(a). 
Subsection (2), relying on the statutory analogue in Section 9-110, sets forth the minimum 
criterion for satisfying that requirement. 

Purposes: The changes in this section conform the provisions of Section 2-201 to custom 
and usage in lease transactions. Section 2-201(2), stating a special rule between merchants, 

as not included in this section as the number of such transactions involving leases, as op- 
posed to sales, was thought to be modest. Subsection (4) creates no exception for transac- 
ions where payment has been made and accepted. This represents a departure from the 
analogue, Section 2-201(3)(c). The rationale for the departure is grounded in the distinction 
between sales and leases. Unlike a buyer in a sales transaction, the lessee does not tender 
payment in full for goods delivered, but only payment of rent for one or more months. It 

as decided that, as a matter of policy, this act of payment is not a sufficient substitute for 
he required memorandum. Subsection (5) was needed to establish the criteria for supply- 
ing the lease term if it is omitted, as the lease contract may still be enforceable under 
subsection (4). 

KOK ok 


§ 2A-202. Final Written Expression in a Record: Parol or Extrinsic 
Evidence. 

(1) Terms with respect to which the confirmatory memoranda of the par- 
ies agree or which are otherwise set forth in a writing record intended by 
he parties as a final expression of their agreement with respect to such 
erms as are included therein may not be contradicted by evidence of any 

prior agreement or of a contemporaneous oral agreement but may be 
supplemented by evidence of: 

(disc qu ai e eco ee eourse-of 
course of performance, course of dealing, or usage of trade (Section 1-303); 
and 

(b) by-evidenee-ef consistent additional terms unless the court finds 
the writing record to have been intended also as a complete and exclusive 
statement of the terms of the agreement. 

(2) Terms in a record may be explained by evidence of course of perfor- 

ance, course of dealing, or usage of trade without a preliminary determi- 
ation by the court that the language used is ambiguous. 


Official Comment 
Uniform Statutory Source: Section 2-202. 
This section is based on and conforms to amended Article 2, Section 2-202. The official 
ommentary to that Section may be of aid in the interpretation of this section. 
kok k 


§ 2A-203. Seals Inoperative. 


The affixing of a seal to a writing record evidencing a lease contract or 
an offer to enter into a lease contract does not render the writing record a 
sealed instrument and the law with respect to sealed instruments does not 
apply to the lease contract or offer. 
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§ 2A-204. Formation in General. 


(1) A lease contract may be made in any manner sufficient to show agree- 

ent, including offer and acceptance, conduct by both parties which recog- 
nizes the existence of a lease contract, the interaction of electronic agents, 
and the interaction of an electronic agent and an individual. 

(2) An agreement sufficient to constitute a lease contract may be found 
although the moment of its making is undetermined. 

(3) Even if Altthewgh one or more terms are left open, a lease contract 
does not fail for indefiniteness if the parties have intended to make a lease 
contract and there is a reasonably certain basis for giving an appropriate 


(4) Except as otherwise provided in Sections 2A-222 through 2A-224, the 
ollowing rules apply: 

(a) A lease contract may be formed by the interaction of electronic 
agents of the parties, even if no individual was aware of or reviewed the 
electronic agents' actions or the resulting terms and agreements. 

(b) A lease contract may be formed by the interaction of an electronic 
agent and an individual acting on the individual's own behalf or for an- 
other person. A lease contract is formed if the individual takes actions 
that the individual is free to refuse to take or makes a statement, and the 
individual has reason to know that the actions or statement will: 

(i) cause the electronic agent to complete the transaction or perfor- 
mance; or 


(ti) indicate acceptance of an offer, regardless of other expressions or 
actions by the individual to which the electronic agent cannot react. 


Official Comment 
Uniform Statutory Source: Section 2-204. 
Changes: Revised to reflect leasing practices and terminology. 
This section is based on and conforms to amended Article 2, Section 2-204. The official 


ommentary to that Section may be of aid in the interpretation of this section. 
kok 


$ 2A-205. Firm Offers. 


An offer by a merchant to lease goods to or from another person in a 
signed writing record that by its terms gives assurance it will be held open 
is not revocable, for lack of consideration, during the time stated or, if no 

ime is stated, for a reasonable time, but in no event may the period of ir- 
revocability exceed three 3 months. Any such term of assurance en-a-form 
in a form supplied by the offeree must be separately signed by the offeror. 


§ 2A-208. Modification, Rescission and Waiver. 

(1) An agreement modifying a lease contract needs no consideration to 
be binding. 

(2) A signed lease agreement that excludes modification or rescission 
except by a signed writing record may not be otherwise modified or 
rescinded, but, except as between merchants, such a requirement on-a 
form in a form supplied by a merchant must be separately signed by the 
other party. 
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(3) Although an attempt at modification or rescission does not satisfy the 
requirements of subsection (2), it may operate as a waiver. 

(4) A party whe that has made a waiver affecting an executory portion o 
a lease contract may retract the waiver by reasonable notification received 
by the other party that strict performance will be required of any term 

aived, unless the retraction would be unjust in view of a material change 
of position in reliance on the waiver. 


$ 2A-211. Warranties Against Interference and Against 
Infringement; Lessee's Obligation Against Infringement. 
Bea ROAD B MEA N ate Fe dM Sain nO 
SEU AE E E E E augu icut de A ead 
-of the lesser; other than a relaim E id of bla ERE 


(1) Except in a finance lease, a lessor in a lease contract warrants that, 
except for claims by any person by way of infringement or the like, for the 
duration of the lease no person holds: 

(a) a claim to or interest in the goods not attributable to the lessee's 
own act or omission which will interfere with the lessee's enjoyment of its 
leasehold interest; or 


(b) a colorable claim to or interest in the goods which will unreason- 
ably expose the lessee to litigation. 

(2) A finance lessor warrants that, except for claims by way of infringe- 

ent or the like, for the duration of the lease no person holds: 

(a) a claim or interest in the goods that arose from an act or omission 
of the lessor which will interfere with the lessee's enjoyment of its 
leasehold interest; or 

(b) a colorable claim to or interest in the goods that arose from an act 
or omission of the lessor which will unreasonably expose the lessee to 
litigation. 

(3) Except in a finance lease, a lessor that is a merchant regularly deal- 
ing in goods of the kind warrants that the goods will be delivered free of the 
ightful claim of a third party by way of infringement or the like. However, 
a lessee that furnishes specifications to a lessor or a supplier holds the les- 
or and the supplier harmless against any claim of infringement or the like 

that arises out of compliance with the specifications. 

(4) A warranty under this section may be excluded or modified only by 
pecific language that is conspicuous and contained in a record, or by cir- 
umstances, including course of performance, course of dealing, or usage o, 

trade, that give the lessee reason to know that the lessor purports to transfer 
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only such right as the lessor or a third party may have, or that it is leasing 
ubject to any claims of infringement or the like. 


Official Comment 
Changes: This section is_modeled onthe provisions of Section 2-312 with medifieations 
ans s BEN inl DL RM B ocho er) A MM Ion A at 
= d-with respect to sales of goods. Seetion 


comment-1— Beetion-24-2116D 
h respec o lenses. yc e det dpa qu d CREME o c 


L Scope of lun of title. Unlike other warranties in Part 5, the warranty made by a 
essor in subsections (1), (2), and (3) is standardized but can be disclaimed or modified 

under subsection (4). 

The lessor, other than a finance lessor, warrants that (1) that no person holds an interest 
that interfere with the lessee's enjoyment of its leasehold, (a warranty of quite enjoyment) 
and (2) the transfer does not unreasonably expose the lessee to litigation. An unreasonable 
exposure to litigation occurs when a third person has or asserts a *colorable" claim to or 
interest in the goods. 

The following cases illustrate the concept of colorable claims: Frank Arnold KRS, Inc. v. 

.S. Meier Auction Co., Inc., 806 F.2d 462 (3d Cir. 1986) (two law suits contest title); Jean- 
neret v. Vichey, 693 F.2d 259 (2d Cir. 1982) (export restrictions in country from which 
painting was taken affect value); Colton v. Decker, 540 N.W.2d 172 (S.D. 1995) (conflicting 

ehicle identification numbers). As one court put it, there “need not be an actual 
encumbrance of the purchaser's title or actual disturbance of possession to permit a 
purchaser to recover for a breach of warranty of title when he demonstrates the existence 
of a cloud on his title, regardless of whether it eventually develops that a third party's title 
is superior.” The policy is that a purchaser “should not be required to engage in a contest 
over the validity of his ownership.” Maroon Chevrolet, Inc. v. Nordstrom, 587 So.2d 514, 
518 (Fla.App. 1991) (conflicting vehicle identification numbers). Amended Article 2A follows 
his principle. 

2. A finance lessor is essentially a middle-man between a supplier and the lessee. The les- 
ee, therefore, looks to the supplier (seller or lessor) for warranty protection, including war- 
anties of title. Section 24-209. Therefore, a finance lessor warrants only against its own 

acts. Subsection (2). 

3. Unlike the warranty of title, for the warranty against infringement the lessor must be a 
merchant who “regularly deals in goods of the kind sold.” The warranty can be disclaimed 
or modified under subsection (4). See Bonneau Co. v. AG Industries, Inc., 116 F.3d 155 (5th. 
Cir. 1997), which holds that if the buyer furnishes specifications to a seller who follows 
them, there is no warranty against infringement under Section 2-312(3). Moreover, although 
a lessor warrants against claims or interests, the lessor is not responsible for safeguarding 
the lessee against claims or encumbrances that might arise because of the lessee’s own acts 
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(e.g., an act that would be a default under the lease) or omissions (e.g., a city impounds a 
eased car and refuses to release it until the lessee pays delinquent parking fines). 

4. Disclaimers. Subsection (4), which has been moved from original 2A-214(4), deals with 
the disclaimer or modification of the warranty of title or against infringement, and it states 
the general standard that must be met to disclaim or modify against an immediate lessee. 
The language needs to be conspicuous and in a record. 

ee ae 


§ 2A-212. Implied Warranty of Merchantability. 

(1) Except in a finance lease, a warranty that the goods will be merchant- 
able is implied in a lease contract if the lessor is a merchant with respect 
o goods of that kind. 

(2) Goods to be merchantable must be at least such as 

(a) pass without objection in the trade under the description in the 
lease agreement; 

(b) in the case of fungible goods, are of fair average quality within the 
description; 

(c) are fit for the ordinary purposes for which goods of that type de- 
scription are used; 

(d) run, within the variation permitted by the lease agreement, o 
even kind, quality, and quantity within each unit and among all units 
involved; 

(e) are adequately contained, packaged, and labeled as the lease agree- 
ment may require; and 

(f) conform to any promises or affirmations of fact made on the 
container or label. 

(3) Other implied warranties may arise from course of dealing or usage 
of trade. 
The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 
Uniform Statutory Source: Section 2-314. 
Changes: Revised to reflect leasing practices and terminology. E.g., Glenn Dick Equip. 
Co. v. Galey Constr., Inc., 97 Idaho 216, 225, 541 P.2d 1184, 1193 (1975) (implied warranty 


of merchantability (Article 2) extends to lease transactions). 
kokok 


$ 2A-214. Exclusion or Modification of Warranties. 

(1) Words or conduct relevant to the creation of an express warranty and 

ords or conduct tending to negate or limit a warranty must be construed 

'herever reasonable as consistent with each other; but, subject to the-pre- 
Section 2A-202 on parolor-extrinsie evidence, negation or limita- 
ion is inoperative to the extent that the construction is unreasonable. 

(2) Subject to subsection (3), to exclude or modify the implied warranty 
of merchantability or any part of it the language must be in a record and 
be conspicuous. In a consumer lease the language must state “The lessor 
undertakes no responsibility for the quality of the goods except as otherwise 
provided in this contract," and in any other contract the language must 


“merchantability” be-by-a-writing; 


exclusion must be by-a-writing in a record and be conspicuous. Language 
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o exclude all implied warranties of fitness in a consumer lease must state 
"The lessor assumes no responsibility that the goods will be fit for any par- 
ticular purpose for which you may be leasing these goods, except as 
otherwise provided in the contract," and in any other contract the language 


is sufficient if it isdin—writing;is-eonspieuous-and states, for example, that 
| There i is are no warranty warranties that the-goods will be-fit for a-partie- 

bhat AS the requirements of this subsection for a consumer lease also 
atisfies its requirements for any other lease contract. 


(3) Notwithstanding subsection (2):;-but-subjeet-to-subseetion-(4) 

(a) unless the circumstances indicate otherwise, all implied warranties 
are excluded by expressions like “as is", “with all faults", or by other 
language that in common understanding calls the lessee's attention to 
the exclusion of warranties and makes plain that there is no implied 
warranty, if in writing a record and conspicuous; 

(b) if the lessee before entering into the lease contract has examined 
the goods or the sample or model as fully as desired or has refused to ex- 
amine the goods, after a demand by the lessor there is no implied war- 
ranty with regard to defects that an examination ought in the circum- 
stances to have revealed to the lessee; and 

(c) an implied warranty may also be excluded or modified by course o 
dealing, or course of performance, or usage of trade. 

(4) Remedies for breach of warranty can be limited in accordance with 
ection 2A-503 and 2A- 504. 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Uniform Statutory Source: Sections 2-316 and 2-312(2). 

Changes: Subsection (2) requires that a disclaimer of the warranty of merchantability 
be conspicuous and in writing as is the case for a disclaimer of the warranty of fitness; this 
is contrary to the rule stated in Section 2-316(2) with respect to the disclaimer of the war- 

anty of merchantability. This section also provides that to exclude or modify the implied 
arranty of merchantability, fitness or against interference or infringement the language 
must be in writing and conspicuous. There are, however, exceptions to the rule. E.g., course 
of dealing, course of performance, or usage of trade may exclude or modify an implied 
arranty. Section 2A-214(3)(c). The analogue of Section 2-312(2) has been moved to subsec- 
ion (4) of this section for a more unified treatment of disclaimers; there is no policy with 
espect to leases of goods that would justify continuing certain distinctions found in the 
Article on Sales (Article 2) regarding the treatment of the disclaimer of various warranties. 
Compare Sections 2-312(2) and 2-316(2). Finally, the example of a disclaimer of the implied 
arranty of fitness stated in subsection (2) differs from the analogue stated in Section 
2-316(2); this example should promote a better understanding of the effect of the disclaimer. 

Purposes: These changes were made to reflect leasing practices. E.g., FMC Finance 
Corp. v. Murphree, 632 F.2d 413, 418 (5th Cir.1980) (disclaimer of implied warranty under 
ease transactions must be conspicuous and in writing). The omission of the provisions o 
Section 2-316(4) was not substantive. Sections 2A-503 and 2A-504. 

kok k 
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§ 2A-219. Risk of Loss. 
(1) Except in the case of a finance lease, risk of loss is retained by the 


s Section 24-220), if risk of loss is to pass to the lessee and the time 
of p passage is not stated, the following rules apply: 

(a) If the lease contract requires or authorizes the goods to be shipped 
by carrier 

(i) and it does not require delivery at a particular destination, the 
risk of loss passes to the lessee when the goods are duly delivered to 
the carrier; but 

(ii) if it does require delivery at a particular destination and the 
goods are there duly tendered while in the possession of the carrier, 
the risk of loss passes to the lessee when the goods are there duly so 
tendered as to enable the lessee to take delivery. 

(b) If the goods are held by a bailee to be delivered without being 
moved, the risk of loss passes to the lessee on acknowledgment by the 
bailee £o £he lessee of the lessee's right to possession of the goods. 

(c) In any case not within subsection (a) or (b), the risk of loss passes 
to the lessee on the lessee! S receipt of the pn = the lessor, 1 orm the 


Edi uic 


$ 2A-220. Effect of Default on Risk of Loss. 

(1) Where risk of loss is to pass to the lessee and the time of passage is 
not stated: 

(a) If a tender or delivery of goods so fails to conform to the lease 
contract as to give a right of rejection, the risk of their loss remains with 
the lessor, or, in the case of a finance lease, the supplier, until cure or 
acceptance. 

(b) If the lessee rightfully revokes acceptance, he-Ter-she] the lessee, to 
the extent of any deficiency in his-der-her| its effective insurance cover- 
age, may treat the risk of loss as having remained with the lessor from 
the beginning. 

(2) Whether or not risk of loss is to pass to the lessee, if the lessee as to 
conforming goods already identified to a lease contract repudiates or is 
otherwise in default under the lease contract, the lessor, or, in the case o 
a finance lease, the supplier, to the extent of any deficiency in his-ter-her} 
its effective insurance coverage may treat the risk of loss as resting on the 
lessee for a commercially reasonable time. 


§ 2A-221. Casualty to Identified Goods. 

If a lease contract requires goods identified when the lease contract is 
made, and the goods suffer casualty without fault of the lessee, the lessor 
or the supplier before delivery, or the goods suffer casualty before risk o 
loss passes to the lessee pursuant to the lease agreement or Section 2A- 
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(a) if the loss is total, the lease contract is aveided terminated; and 

(b) if the loss is partial or the goods have so deteriorated as to no lon- 
ger conform to the lease contract, the lessee may nevertheless demand 
inspection and at the lessee's his-ter-her} option either treat the lease 
contract as aveided terminated or, except in a finance lease that is not a 
consumer lease, accept the goods with due allowance from the rent pay- 
able for the balance of the lease term for the deterioration or the defi- 
ciency in quantity but without further right against the lessor. 


PART 3 
EFFECT OF LEASE CONTRACT 


$ 24-303. Alienability of Party's Interest under Lease Contract or 
of Lessor's Residual Interest in Goods; Delegation of 
Performance; Transfer of Rights. 
(1) As used in this section, “creation of a security interest” includes the 
sale of a lease contract that is subject to Article 9; i 
by reason of Section. 9- HORAS 


ARTICLE ZA AMENDMENTS 


(2) Subject to subsection (3) and except as otherwise provided in Section 
9-407 or as otherwise agreed, a provision in a lease agreement which (i) 
prohibits the voluntary or involuntary transfer, including a transfer by 
ale, sublease, creation or enforcement of a security interest, or attachment, 
evy, or other judicial process, of an interest of a party under the lease 
ontract or of the lessor’s residual interest in the goods, or (ii) makes such a 
transfer an event of default, gives rise to the rights and remedies provided 
in subsection (4). However, a transfer that is prohibited or is an event o 
default under the lease agreement is otherwise effective. 


(3) A provision in a lease agreement which (i) prohibits a transfer of a 
ight to damages for default with respect to the whole lease contract or of a 
ight to payment arising out of the transferor’s due performance of the 
transferor’s entire obligation, or (ii) makes such a transfer an event o 
default, is not enforceable, and such a transfer is not a transfer that materi- 
ally impairs the prospect of obtaining return performance by, materially 

hanges the duty of, or materially increases the burden or risk imposed on, 
the other party to the lease contract within subsection (4). 


(4) Subject to subsection (3) and Section 9-407: 


(a) if a transfer is made that is an event of default under a lease agree- 
ment, the party to the lease contract not making the transfer, unless that 
party waives the default or otherwise agrees, has the rights and remedies 
described in Section 2A-501(2); 

(b) if paragraph (a) is not applicable and if a transfer is made that (1) 
is prohibited under a lease agreement or (ii) materially impairs the pros- 
pect of obtaining return performance by, materially changes the duty of, 
or materially increases the burden or risk imposed on, the other party to 
the lease contract, unless the party not making the transfer agrees at any 
time to the transfer in the lease contract or otherwise, then, except as 
limited by contract, (i) the transferor is liable to the party not making the 
transfer for damages caused by the transfer to the extent that the dam- 
ages could not reasonably be prevented by the party not making the 
transfer and (ii) a court having jurisdiction may grant other appropriate 
relief, including cancellation of the lease contract or an injunction against 
the transfer. 

(5) A transfer of “the lease” or of “all my rights under the lease”, or a 

ransfer in similar general terms, is a transfer of rights and, unless the 

language or the circumstances, as in a transfer for security, indicate the 
contrary, the transfer is a delegation of duties by the transferor to the 
ransferee. Acceptance by the transferee constitutes a promise by the 
ransferee to perform those duties. The promise is enforceable by either 
he transferor or the other party to the lease contract. 

(6) Unless otherwise agreed by the lessor and the lessee, a delegation o 
performance does not relieve the transferor as against the other party o 
any duty to perform or of any liability for default. 

(7) In a consumer lease, to prohibit the transfer of an interest of a party 
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nder the lease contract or to make a transfer an event of default, the 
language must be specific, by a writing record, and conspicuous. 


$ 2A-304. Subsequent Lease of Goods by Lessor. 
(1) Subject to Section 24-303, a subsequent lessee from a lessor of goods 
nder an existing lease contract obtains, to the extent of the leasehold 
interest transferred, the leasehold interest in the goods that the lessor had 
or had power to transfer, and except as provided in subsection (2) and 
Section 2A-527(4), takes subject to the existing lease contract. A lessor 
ith voidable title has power to transfer a good leasehold interest to a 
good faith subsequent lessee for value, but only to the extent set forth in 
he preceding sentence. If goods have been delivered under a transaction 
of purchase, the lessor has that power even if theugh: 
(a) the lessor's transferor was deceived as to the identity of the lessor; 
(b) the delivery was in exchange for a check which is later dishonored; 
(c) it was agreed that the transaction was to be a “cash sale"; or 
(d) the delivery was procured through fraud-punishable-asdareeneus 
under-the-eriminaldaw criminal fraud. 

(2) A subsequent lessee in the ordinary course of business from a lessor 

«he that is a merchant dealing in goods of that kind to whem which the 
goods were entrusted by the existing lessee of that lessor before the inter- 
est of the subsequent lessee became enforceable against that lessor obtains, 

o the extent of the leasehold interest transferred, all of that lessor's and 
he existing lessee's rights to the goods, and takes free of the existing lease 
contract. 

(3) A subsequent lessee from the lessor of goods that are subject to an 
existing lease contract and are covered by a certificate of title issued under 
a statute of this State or of another jurisdiction takes no greater rights 

han those provided both by this section and by the certificate of title 
statute. 


$ 24-305. Sale or Sublease of Goods by Lessee. 
(1) Subject to the-previsiens-ef Section 24-303, a buyer or sublessee from 
he lessee of goods under an existing lease contract obtains, to the extent 
of the interest transferred, the leasehold interest in the goods that the les- 
see had or had power to transfer, and except as provided in subsection (2) 
and Section 2A-511(4), takes subject to the existing lease contract. A lessee 
ith a voidable leasehold interest has power to transfer a good leasehold 
interest to a good faith buyer for value or a good faith sublessee for value, 
but only to the extent set forth in the preceding sentence. /f When goods 
have been delivered under a transaction of lease the lessee has that power 
even if theugh: 
(a) the lessor was deceived as to the identity of the lessee; 
(b) the delivery was in exchange for a check which is later dishonored; 
or 


(c) the delivery was procured through fraud-punishable-as-lareenous 
under-he-eriminaldaw criminal fraud. 


(2) A buyer in the ordinary course of business or a sublessee in 
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ordinary course of business from a lessee who that is a merchant dealing 
in goods of that kind to whem which the goods were entrusted by the les- 
sor obtains, to the extent of the interest transferred, all of the lessor's and 
lessee's rights to the goods, and takes free of the existing lease contract. 

(3) A buyer or sublessee from the lessee of goods that are subject to an 
existing lease contract and are covered by a certificate of title issued under 
a statute of this State or of another jurisdiction takes no greater rights 
han those provided both by this section and by the certificate of title 
statute. 


$ 2A-306. Priority of Certain Liens Arising by Operation of Law. 

If a person in the ordinary course of his-ter-her} its business furnishes 
services or materials with respect to goods subject to a lease contract, a 
lien upon those goods in the possession of that person given by statute or 
rule of law for those materials or services takes priority over any interest 
of the lessor or lessee under the lease contract or this Article unless the 
lien is created by statute and the statute provides otherwise or unless the 
lien is created by rule of law and the rule of law provides otherwise. 


§ 2A-307. Priority of Liens Arising by Attachment or Levy On, 
point Interests In, and Other Claims to Goods. 


eredi de es uu I 


"holds a lien that attached to the goods before the lease contract 


(1) Except as otherwise provided in Section 24-306, a creditor of a lessee 
takes subject to the lease contract. 

(2) Except as otherwise provided in subsection (3) and Sections 2A-306 
and 24-308, a creditor of a lessor takes subject to the lease contract unless 
the creditor holds a lien that attached to the goods before the lease contract 
became enforceable. 

(3) Except as otherwise provided in Sections 9-317, 9-321, and 9-323, a 
lessee takes a leasehold interest subject to a security interest held by a 
creditor of the lessor. 

The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Uniform Statutory Source: None for subsection (1). Subsection (2) is derived from 
Section 9-301, and subsections (3) and (4) are derived from Section 9-307(1) and (3), 
espectively. 

Changes: The provisions of Sections 9-301 and 9-307(1) and (3) were incorporated, and 
modified to reflect leasing terminology and the basic concepts reflected in this Article. 

Purposes: 

1. Subsection (1) states a general rule of priority that a creditor of the lessee takes 
subject to the lease contract. The term lessee (Section 2A-103(1)(n)) includes sublessee. 
herefore, this subsection not only covers disputes between the prime lessor and a creditor 
of the prime lessee but also disputes between the prime lessor, or the sublessor, and a cred- 
itor of the sublessee. Section 24-301 official comment 3(g). Further, by using the term cred- 
itor (Section 1-201(12)), this subsection will cover disputes with a general creditor, a 
secured creditor, a lien creditor and any representative of creditors. Section 2A-103(4). 
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2. Subsection (2) states a general rule of priority that a creditor of a lessor takes subject 
o the lease contract. Note the discussion above with regard to the scope of these rules. 
Section 2A-301 official comment 3(g). Thus, the section will not only cover disputes between 
he prime lessee and a creditor of the prime lessor but also disputes between the prime les- 
see, or the sublessee, and a creditor of the sublessor. 

3. To take priority over the lease contract, and the interests derived therefrom, the cred- 
itor must come within one of three exceptions stated within the rule. First, subsection (2)(a) 
provides that where the creditor holds a lien (Section 2A-103(1)(r) that attached before the 
ease contract became enforceable (Section 2A-301), the creditor does not take subject to the 
ease. Second, subsection (2)(b) provides that when the creditor holds a security interest 
(Section 1-201(37)), whether or not perfected, the creditor has priority over a lessee who did 

ot give value (Section 1-201(44)) and receive delivery of the goods without knowledge 
(Section 1-201(25)) of the security interest. As to other lessees, under subsection (2)(c) a 
secured creditor holding a perfected security interest before the time the lease contract 
became enforceable (Section 24-301) does not take subject to the lease. With respect to this 
provision, the lessee in these circumstances is treated like a buyer so that perfection of a 
purchase money security interest does not relate back (Section 9-301). 

4. The rules of this section operate in favor of whichever party to the lease contract may 
enforce it, even if one party perhaps may not, e.g., under Section 2A-201(1)(b). 

5. The rules stated in subsections (2)(b) and (c), and the rule in subsection (3), are best 

nderstood by reviewing a hypothetical. Assume that a merchant engaged in the business 
of selling and leasing musical instruments obtained possession of a truck load of musical 
instruments on deferred payment terms from a supplier of musical instruments on January 
6. To secure payment of such credit the merchant granted the supplier a security interest 
in the instruments; the security interest was perfected by filing on January 15. The 
merchant, as lessor, entered into a lease to an individual of one of the musical instruments 
supplied by the supplier; the lease became enforceable on January 10. Under subsection 
(2)(b) the lessee will prevail (assuming the lessee qualifies thereunder) unless subsection (c) 
provides otherwise. Under the rule stated in subsection (2)(c) a priority dispute between 
he supplier, as the lessor's secured creditor, and the lessee would be determined by 
ascertaining on January 10 (the day the lease became enforceable) the validity and 
perfected status of the security interest in the musical instrument and the enforceability o 
he lease contract by the lessee. Nothing more appearing, under the rule stated in subsec- 
ion (2)(c), the supplier's security interest in the musical instrument would not have prior- 
ity over the lease contract. Moreover, subsection (2) states that its rules are subject to the 
ules of subsections (3) and (4). Under this hypothetical the lessee should qualify as a “les- 
see in the ordinary course of business”. Section 2A-103(1)(0). Subsection (3) also makes 
clear that the lessee in the ordinary course of business will win even if he or she knows o 
he existence of the supplier's security interest. 

6. Subsections (3) and (4), which are modeled on the provisions of Section 9-307(1) and 
(3), respectively, state two exceptions to the priority rule stated in subsection (2) with re- 
spect to a creditor who holds a security interest. The lessee in the ordinary course of busi- 
ness will be treated in the same fashion as the buyer in the ordinary course of business, 
given a priority dispute with a secured creditor over goods subject to a lease contract. 
Cross References: 

Sections 1-201(12), 1-201(25), 1-201(37), 1-201(44), 2A-103(1)(n), 2A-103(1X(0), 2A-103(1) 
(r), 2A-103(4), 2A-201(1)(b), 24-301 official comment 3(g), Article 9, especially Sections 
9-301, 9-307(1) and 9-307(3). 

Definitional Cross References: 

"Creditor". Section 1-201(12). 

“Goods”. Section 2A-103(1)(h). 

“Knowledge” and “Knows”. Section 1-201(25). 

“Lease”. Section 2A-103(1)(j). 

“Lease contract”. Section 2A-103(1)(1). 

“Leasehold interest”. Section 2A-103(1)(m). 

“Lessee”. Section 2A-103(1)(n). 

“Lessee in the ordinary course of business”. Section 2A-103(1)(0). 

“Lessor”. Section 2A-103(1)(p). 

“Lien”. Section 2A-103(1)(r). 
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"Party". Section 1-201(29). 
“Pursuant to commitment". Section 2A-103(8). 
"Security interest". Section 1-201(37). 


$ 2A-309. Lessor’s and Lessee's Rights When Goods Become 
Fixtures. 
(1) In this section: 

(a) goods are "fixtures" if when they become so related to particular 
real property estate that an interest in them arises under real estate 
property law; 

(b) a *fixture filing" is the filing, in the office where a reeo 
mortgage on the real property estate would be filed or eer a of c a 
financing statement covering goods that are or are to become fixtures 
and conforming to the requirements of Section 9-502(a) and (b); 

(c) a lease is a “purchase money lease” unless the lessee has posses- 
sion or use of the goods or the right to possession or use of the goods 
before the lease agreement is enforceable; 

(d) a mortgage is a “construction mortgage” to the extent it secures an 
obligation incurred for the construction of an improvement on land, 
including the acquisition cost of the land, if the -reeerded-writing a re- 
corded record of the mortgage so indicates; and 

(e) “encumbrance” includes real property estate mortgages and other 
liens on real property estate and all other rights in real property estate 
that are not ownership interests. 


(2) Under this Article a lease may be of goods that are fixtures or may 


continue in goods that become fixtures, but no lease exists under this 
Article of ordinary building materials incorporated into an improvement 
on land. 


(3) This Article does not prevent creation of a lease of fixtures pursuant 
o real estate property law. 

(4) The perfected interest of a lessor of fixtures has priority over a 
conflicting interest of an encumbrancer or owner of the real property estate 
if: 

(a) the lease is a purchase money lease, the conflicting interest of the 
encumbrancer or owner arises before the goods become fixtures, the 
interest of the lessor is perfected by a fixture filing before the goods 
become fixtures or within 10 ten days thereafter, and the lessee has an 
interest of record in the real property estate or is in possession of the 
real property estate; or 

(b) the interest of the lessor is perfected by a fixture filing before the 
interest of the encumbrancer or owner is of record, the lessor’s interest 
has priority over any conflicting interest of a predecessor in title of the 
encumbrancer or owner, and the lessee has an interest of record in the 
real property estate or is in possession of the real property estate. 

(5) The interest of a lessor of fixtures, whether or not perfected, has 
priority over the conflicting interest of an encumbrancer or owner of the 
real property estate if: 

(a) the fixtures are readily removable factory or office machines, readily 
removable equipment that is not primarily used or leased for use in the 
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operation of the real property estate, or readily removable replacements 
of domestic appliances that are goods subject to a consumer lease, and 
before the goods become fixtures the lease contract is enforceable; or 

(b) the conflicting interest is a lien on the real property estate obtained 
by legal or equitable proceedings after the lease contract is enforceable; 
or 

(c) the encumbrancer or owner has consented in writing a record to 
the lease or has disclaimed an interest in nue govde as fixtures; or 


lessee has a right to remove the goods as against the encumbrancer or 

owner, but if the lessee’s right to remove terminates, the priority of the 

interest of the lessor continues for a reasonable time. 

(6) Notwithstanding subsection (4)(a) but otherwise subject to subsec- 

ions (4) and (5), the interest of a lessor of fixtures, including the lessor's 
residual interest, is subordinate to the conflicting interest of an encum- 
brancer of the real property estate under a construction mortgage recorded 
before the goods become fixtures if the goods become fixtures before the 
completion of the construction. To the extent given to refinance a construc- 
ion mortgage, the conflicting interest of an encumbrancer of the real prop- 
erty estate under a mortgage has this priority to the same extent as the 
encumbrancer of the real property estate under the construction mortgage. 

(7) In-eases-netowithin-the-preeeding-subseetions In cases not covered by 

ubsections (3) through (6), priority between the interest of a lessor o 
fixtures, including the lessor's residual interest, and the conflicting inter- 
est of an encumbrancer or owner of the real property estate-whe that is not 
he lessee is determined by the priority rules governing conflicting interests 
in real property estate. 

(8) If the interest of a lessor of fixtures, including the lessor's residual 
interest, has priority over all conflicting interests of all owners and 
encumbrancers of the real property estate, the lessor or the lessee may (i) 
on default, expiration, termination, or cancellation of the lease agreement 
but subject to the agreement and this Article, or (ii) if necessary to enforce 
other rights and remedies of the lessor or lessee under this Article, remove 

he goods from the real property estate, free and clear of all conflicting 
interests of all owners and encumbrancers of the real property estate, but 
he lessor or lessee must reimburse any encumbrancer or owner of the real 
property estate-whe that is not the lessee and whe that has not otherwise 
agreed for the cost of repair of any physical injury, but not for any diminu- 

ion in value of the real property estate caused by the absence of the goods 

removed or by any necessity of replacing them. A person entitled to 
reimbursement may refuse permission to remove until the party seeking 
removal gives adequate security for the performance of this obligation. 

(9) Even if theugh the lease agreement does not create a security inter- 
est, the interest of a lessor of fixtures, including the lessor's residual inter- 
est, is perfected by filing a financing statement as a fixture filing for leased 
goods that are or are to become fixtures in accordance with the relevant 
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$ 2A-310. Lessor's and Lessee's Rights When Goods Become 
Accessions. 


(1) Goods are “accessions” when they are installed in or affixed to other 
goods. 


(2) The interest of a lessor or a lessee under a lease contract entered into 
before the goods became accessions is superior to all interests in the whole 
except as stated in subsection (4). 


(3) The interest of a lessor or a lessee under a lease contract entered into 
at the time or after the goods became accessions is superior to all 
subsequently acquired interests in the whole except as stated in subsec- 

ion (4) but is subordinate to interests in the whole existing at the time the 

lease contract was made unless the holders of such interests in the whole 
have in writing a record consented to the lease or disclaimed an interest in 
he goods as part of the whole. 


(4) The interest of a lessor or a lessee under a lease contract described in 
subsection (2) or (3) is subordinate to the interest of 


(a) a buyer in the ordinary course of business or a lessee in the 
ordinary course of business of any interest in the whole acquired after 
the goods became accessions; or 


(b) a creditor with a security interest in the whole perfected before the 
lease contract was made to the extent that the creditor makes subsequent 
advances without knowledge of the lease contract. 


(5) When under subsections (2) or (3) and (4) a lessor or a lessee of acces- 
sions holds an interest that is superior to all interests in the whole, the 
lessor or the lessee may (a) on default, expiration, termination, or cancella- 

ion of the lease contract by the other party but subject to the provisions o 
he lease contract and this Article, or (b) if necessary to enforce hisder-her] 
other rights and remedies under this Article, remove the goods from the 
hole, free and clear of all interests in the whole, but he-Ter-shel the lessor 
or the lessee must reimburse any holder of an interest in the whole who is 
not the lessee and who has not otherwise agreed for the cost of repair o 
any physical injury but not for any diminution in value of the whole caused 
by the absence of the goods removed or by any necessity for replacing 
hem. A person entitled to reimbursement may refuse permission to remove 
ntil the party seeking removal gives adequate security for the perfor- 
ance of this obligation. 


Official Comment 

Uniform Statutory Source: Section 9-314. 

Changes: Revised to reflect leasing terminology and to add new material. 

Purposes: Subsections (1) and (2) restate the provisions of subsection (1) of Section 
9-314 to clarify the definition of accession and to add leasing terminology to the priority 

ule that applies when the lease is entered into before the goods become accessions. Subsec- 
ion (3) restates the provisions of subsection (2) of Section 9-314 to add leasing terminology 
o the priority rule that applies when the lease is entered into on or after the goods become 
accessions. Unlike the rule with respect to security interests, the lease is merely subordi- 
nate, not invalid. 

Subsection (4) creates two exceptions to the priority rules stated in subsections (2) and 
(3). Subsection (4) deletes the special priority rule found in the provisions of Section 
9-314(3)(b) as the interests of the lessor and lessee are entitled to greater protection. 

Finally, subsection (5) is modeled on the provisions of Section 9-314(4) with respect to re- 
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moval of accessions, restated to reflect the parallel changes in Section 2A-309(8). 

Neither this section nor Section 9-314 governs where the accession to the goods is not 
subject to the interest of a lessor or a lessee under a lease contract and is not subject to the 
interest of a secured party under a security agreement. This issue is to be resolved by the 
courts, case by case. 

Unlike the rules governing a security interest under Article 9, there is never a requirement 
in this Article that a lessor make a public filing to fully protect its interest in the leased 
goods against third party claims. Similarly, a lessor need not make a public filing to protect 
any interest in accessions to those leased goods. Accordingly, priority rules involving leased 
accessions should. not be resolved by reference to Article 9's filing rules. 

kok 


PART 4 


PERFORMANCE OF LEASE CONTRACT: REPUDIATED, 
SUBSTITUTED AND EXCUSED 


$ 2A-401. Insecurity: Adequate Assurance of Performance. 


(1) A lease contract imposes an obligation on each party that the other's 
expectation of receiving due performance will not be impaired. 

(2) If reasonable grounds for insecurity arise with respect to the perfor- 

ance of either party, the insecure party may demand in writing a record 
adequate assurance of due performance. Until the insecure party receives 
hat assurance, if commercially reasonable the insecure party may suspend 
any performance for which hefer-she} the insecure party has not already 
received the agreed return. 


$ 2A-402. Anticipatory Repudiation. 
(1) If either party repudiates a lease contract with respect to a perfor- 
ance not yet due under the lease contract, the loss of which performance 
ill substantially impair the value of the lease contract to the other, the 
aggrieved party may: 

(a) for a commercially reasonable time, await retraction of repudiation 
and performance by the repudiating party; 

(b) make demand pursuant to Section 2A-401 and await assurance o 
future performance adequate under the circumstances of the particular 
case; or 

(c) resort to any right or remedy upon default under the lease contract 
or this Article, even if theugh the aggrieved party has notified the 
repudiating party that the aggrieved party would await the repudiating 
party's performance and assurance and has urged retraction. In addi- 
tion, whether or not the aggrieved party is pursuing one of the foregoing 
remedies, the aggrieved party may suspend performance or, if the ag- 
grieved party is the lessor, proceed in accordance with the provisions o 
this Article on the lessor's right to identify goods to the lease contract 
notwithstanding default or to salvage unfinished goods under (Section 
2A-524). 

(2) Repudiation includes language that a reasonable person would 
interpret to mean that the other person will not or cannot make a perfor- 
ance still due under the contract or voluntary, affirmative conduct that 
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ould appear to a reasonable party to make a future performance by the 
other party impossible. 


Official Comment 

Uniform Statutory Source: Section 2-610. 

Changes: Revised to reflect leasing practices and terminology. 

Subsection (2), provides guidance on when a party can be considered to have repudiated a 
performance obligation based upon the Restatement (Second) of Contracts $ 250 and does 
not purport to be an exclusive statement of when a repudiation has occurred. Repudiation 
enters upon an overt communication of intention, actions which render performance impos- 

ible, or a demonstration of a clear determination not to perform. Repudiation does not 
equire that performance be made utterly impossible, rather, actions which reasonably 
indicate rejection of the performance obligation suffice. Failure to provide adequate assur- 


ance of due performance under Section 2A-401 also operates as a repudiation. 
kok 


$ 2A-404. Substituted Performance. 

(1) If without fault of the lessee, the lessor and the supplier, the agreed 
berthing, loading, or unloading facilities fail or the agreed type of carrier 
becomes unavailable or the agreed manner of delivery performance 
otherwise becomes commercially impracticable, but a commercially reason- 
able substitute is available, the substitute performance must be tendered 


and accepted. 
x ok * 


§ 2A-405. Excused Performance. 
Subject to Section 2A-404 on substituted performance, the following 
rules apply: 

(a) Delay in delivery-er-nondelivery performance or nonperformance in 
whole or in part by a lessor or a supplier whe that complies with 
paragraphs (b) and (c) is not a default under the lease contract if perfor- 
mance as agreed has been made impracticable by the occurrence of a 
contingency the nonoccurrence of which was a basic assumption on which 
the lease contract was made or by compliance in good faith with any ap- 
plicable foreign or domestic governmental regulation or order, whether 
or not the regulation or order later proves to be invalid. 

(b) If the causes mentioned in paragraph (a) affect only part of the les- 
sor's or the supplier’s capacity to perform, he-ter-she} the lessor or sup- 
plier shall allocate production and deliveries among his+er-her} custom- 
ers but at hister-her} the lessor’s or supplier’s option may include regular 
customers not then under contract for sale or lease as well as his 
her} the lessor’s or supplier’s own requirements for further manufacture. 
He-er-shel The lessor or supplier may so allocate in any manner that is 
fair and reasonable. 

(c) The lessor seasonably shall notify the lessee and in the case of a 
finance lease the supplier seasonably shall notify the lessor and the les- 
see, if known, that there will be delay or nendelivery nonperformance 
and, if allocation i is required under paragraph (b), of the estimated quota 
thus made available for the lessee. 


Official Comment 
Uniform Statutory Source: Section 2-615. 
Changes: Revised to reflect leasing practices and terminology. 
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Although the section has been expanded beyond the context of delivery to apply to delay in 
performance or nonperformance, it does not apply unless the lessor's delay or nonperfor- 

ance would otherwise constitute a default under the lease contract. 

The section by its terms applies only to lessors, although the rationale might in an ap- 
propriate case apply and entitle a lessee to an excuse. In a finance lease that is not a 
onsumer lease, however, the statutory "hell or high water" provision of Section 2A-407 


precludes the lessee from claiming the excuse. 
ke d 


§ 2A-406. Procedure on Excused Performance. 
(1) If the lessee receives notification of a material or indefinite delay or 
an allocation justified under Section 2A-405, the lessee may by written 
notification in a record to the lessor as to any goods involved, and with re- 
spect to all of the goods if under an installment lease contract the value o 
he whole lease contract is substantially impaired (Section 2A-510): 
(a) terminate the lease contract (Section 2A-505(2)); or 
(b) except in a finance lease that is not a consumer lease, modify the 
lease contract by accepting the available quota in substitution, with due 
allowance from the rent payable for the balance of the lease term for the 
deficiency but without further right against the lessor. 
(2) If, after receipt of a notification from the lessor under Section 24-405, 
he lessee fails so to modify the lease agreement within a reasonable time 
not exceeding 30 days, the lease contract lapses is terminated with respect 
o any deliveries performance affected. 


PART 5 
DEFAULT 


A. IN GENERAL 


§ 2A-504. Liquidation of Damages. 

(1) Damages payable by either party for default, or any other act or 
omission, including indemnity for loss or diminution of anticipated tax 
benefits or loss or damage to lessor’s residual interest, may be liquidated 
in the lease agreement but only at an amount or by a formula that is rea- 
sonable in light of the then anticipated harm caused by the default or 
other act or omission. Section 2A-503 determines the enforceability of a 
term that limits but does not liquidate damages. 

(2) If the lease agreement provides for liquidation of damages, and such 
provision does not comply with subsection (1), or such provision is an 
exclusive or limited remedy that circumstances cause to fail of its essential 
purpose, remedy ud be hada as provided in this Article. 
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(3) If the lessor justifiably withholds delivery of goods or stops perfor- 
ance because of the lessee's default or insolvency, the lessee is entitled to 
estitution of any amount by which the sum of the lessee's payments exceeds 
the amount to which the lessor is entitled by virtue of terms liquidating the 
essor's damages in accordance with subsection (1). 


(4) A lessee's right to restitution under subsection (3) is subject to offset 
o the extent the lessor establishes: 


(a) a right to recover damages under the provisions of this Article 
other than subsection (1); and 


(b) the amount or value of any benefits received by the lessee directly 
or indirectly by reason of the lease contract. 


Official Comment 

1. Many leasing transactions are predicated on the parties’ ability to agree to an ap- 
propriate amount of damages or formula for damages in the event of default or other act or 
omission. The rule with respect to sales of goods (Section 2-718) may not be sufficiently 

exible to accommodate this practice. Thus, consistent with the common law emphasis 
upon freedom to contract with respect to bailments for hire, this section has created a 
evised rule that allows greater flexibility with respect to leases of goods. 

2. Subsection (1), a-signifieantly-modified-versien-ef-the also in variance to the provisions 
of Section 2-718(1), provides for liquidation of damages in the lease agreement not only at 
an a stated amount er but also by a formula. Section 2-718(1) does not by its express terms 
include liquidation by a formula; this ehange difference was compelled by modern leasing 
practice. Subsection (1), in-a-further-expansien-ef also in variance with Section 2-718(1), 
provides for liquidation of damages for default as well as any other act or omission. 

3. A liquidated damages formula that is common in leasing practice provides that the 
sum of lease payments past due, accelerated future lease payments, and the lessor's 
estimated residual interest, less the net proceeds of disposition (whether by sale or re- 
ease) of the leased goods is the lessor's damages. Tax indemnities, costs, interest and at- 
orney's fees are also added to determine the lessor's damages. Another common liquidated 
damages formula utilizes a periodic depreciation allocation as a credit to the aforesaid 
amount in mitigation of a lessor's damages. A third formula provides for a fixed number o 
periodic payments as a means of liquidating damages. Stipulated loss or stipulated damage 
schedules are also common. Whether these formulae are enforceable will be determined in 
he context of each case by applying a standard of reasonableness in light of the harm 
anticipated when the formula was agreed to. Whether the inclusion of these formulae will 
affect the classification of the transaction as a lease or a security interest is to be determined 
by the facts of each case. Section 1-201(37). E.g., In re Noack, 44 Bankr. 172, 174—75 
(Bankr.E.D.Wis.1984). 

4. This section does not incorporate two other tests that under sales law determine 
enforceability of liquidated damages in a consumer sale, i.e., difficulties of proof of loss and 
inconvenience or nonfeasibility of otherwise obtaining an adequate remedy. The ability to 
iquidate damages is critical to modern leasing practice; given the parties' freedom to 
contract at common law, the policy behind retaining these two additional requirements 
here was thought to be outweighed. Further, given the expansion of subsection (1) to en- 
able the parties to liquidate the amount payable with respect to an indemnity for loss or 
diminution of anticipated tax benefits resulted in another change: the last sentence o 
Section 2-718(1), providing that a term fixing unreasonably large liquidated damages is 

oid as a penalty, was also not incorporated. The impact of local, state and federal tax laws 
on a leasing transaction can result in an amount payable with respect to the tax indemnity 
many times greater than the original purchase price of the goods. By deleting the reference 
o unreasonably large liquidated damages the parties are free to negotiate a formula, 
estrained by the rule of reasonableness in this section. These changes should invite the 
parties to liquidate damages. Peters, Remedies for Breach of Contracts Relating to the Sale 
of Goods Under the Uniform Commercial Code: A Roadmap for Article Two, 73 Yale L.J. 
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199, 278 (1963). 

5. Subsection (2), a revised version of Section 2-719(2), provides that if the liquidated 
damages provision is not enforceable or fails of its essential purpose, remedy may be had as 
provided in this Article. 


6. The lessee is entitled to restitution to the extent the lessee's payments exceed the amounts 
to which the lessor is entitled under a term limiting or liquidating damages that is enforce- 
able under subsection (1). In the absence of such a term, pursuant to subsection (4), a lessor 
that withholds or stops performance under subsection (3) may retain payments made by the 
essee, which would include any deposit or down payment, but only to the extent the lessor is 


able to prove damages. 
kok k 


$ 2A-506. Statute of Limitations. 

(1) An action for default under a lease contract, including breach of war- 
ranty or indemnity, must t be commenced within iud 4 a after the 
cause of action accrued. he-original-lease-eontraet-the-parties-me 


onsumer lease or an action De indemnity, the original lease agreement 


ay reduce the period of limitations to not less than one year. 
* ok * 


Official Comment 

1. Subsection (1) does not incorporate the limitation found in Section 2-725(1) prohibiting 

he parties from extending the period of limitation. Breach of warranty and indemnity 
claims often arise in a lease transaction; with the passage of time such claims often dimin- 
ish or are eliminated. To encourage the parties to commence litigation under these circum- 
stances makes little sense. 

2. As amended, subsection (1) now contains the similar limitations contained in amended 
ection 2-725, which restricts the parties right to reduce the four year limitation period in 

the consumer lease. 

3. Subsection (2) states two rules for determining when a cause of action accrues. With 
espect to default, the rule of Section 2-725(2) is not incorporated in favor of a more liberal 
ule of the later of the date when the default occurs or when the act or omission on which it 

is based is or should have been discovered. With respect to indemnity, a similarly liberal 


ule is adopted. 
kokok 


B. DEFAULT BY LESSOR 


$ 2A-508. Lessee's Remedies. 
CD) Ha lessor fails- to deliver the goods in 
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thedease-eontraet. 
(2) I a-lessor-fails-to-deliver-the-goods-in-eonformity-to-the tease contract 


> 


(1) If a lessor fails to deliver the goods in conformity to the lease contract 
or repudiates the contract, or a lessee rightfully rejects the goods or justifi- 
ably revokes acceptance of the goods, the lessor is in default under the lease 

ontract, and the lessee may do one or more of the following: 

(a) cancel the lease contract under Section 2A-505(1); 

(b) recover so much of the rent and security as has been paid and is 
just under the circumstances; 

(c) cover and obtain damages under Section 2A-518; 

(d) recover damages for nondelivery under Section 2A-519(1); 

(e) if an acceptance of goods has not been justifiably revoked, recover 
damages for default with regard to accepted goods under Section 
2A-519(3) and (4); 

(f) enforce a security interest under subsection (4); 

(g) recover identified goods under Section 24-522; 

(h) obtain specific performance or obtain the goods by replevin or simi- 
lar remedy under Section 2A-507A; 

(i) recover liquidated damages under Section 24-504; 

G) enforce limited remedies under Section 24-503; 

(k) exercise any other right or pursue any other remedy as provided in 
the lease contract. 

3) (2) If a lessor is otherwise in default under a lease contract, the les- 
see may exercise the rights and pursue the remedies provided in the lease 
contract, which may include a right to cancel the lease, and in Section 2A- 
519(3). 

¢4) (3) If a lessor has breached a warranty, whether express or implied, 
he lessee may recover damages (Section 2A-519(4)). 

(5) (4) On rightful rejection or justifiable revocation of acceptance, a les- 
see has a security interest in goods in the lessee's possession or control for 
any rent and security that has been paid and any expenses reasonably 
incurred in their inspection, receipt, transportation, and care and custody 
and may hold those goods and dispose of them in good faith and in a com- 
mercially reasonable manner, subject to Section 2A-527(5). 

(6) (5) Subject to the provisions of Section 2A-407, a lessee, on notifying 
he lessor of the lessee’s intention to do so, may deduct all or any part o 
he damages resulting from any default under the lease contract from any 

part of the rent still due under the same lease contract. 
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The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Uniform Statutory Source: Sections 2-711 and 2-717. 

Changes: Substantially rewritten. 

Purposes: 

1. This section is an index to Sections 24-509 through 522 which set out the lessee's 
ights and remedies after the lessor's default. The lessor and the lessee can agree to modify 
he rights and remedies available under this Article; they can, among other things, provide 
hat for defaults other than those specified in subsection (1) the lessee can exercise the 
ights and remedies referred to in subsection (1); and they can create a new scheme o 
ights and remedies triggered by the occurrence of the default. Sections 2A-103(4) and 
1-102(3). 

2. Subsection (1), a substantially rewritten version of the provisions of Section 2-711(1), 
ists three cumulative remedies of the lessee where the lessor has failed to deliver conform- 
ing goods or has repudiated the contract, or the lessee has rightfully rejected or justifiably 
evoked. Sections 2A-501(2) and (4). Subsection (1) also allows the lessee to exercise any 
contractual remedy. This Article rejects any general doctrine of election of remedy. To 
determine if one remedy bars another in a particular case is a function of whether the les- 
see has been put in as good a position as if the lessor had fully performed the lease 
agreement. Use of multiple remedies is barred only if the effect is to put the lessee in a bet- 
er position than it would have been in had the lessor fully performed under the lease. 
Sections 2A-103(4), 2A-501(4), and 1-106(1). Subsection (1)(b), in recognition that no bright 
ine can be created that would operate fairly in all installment lease cases and in recogni- 
ion of the fact that a lessee may be able to cancel the lease (revoke acceptance of the 
goods) after the goods have been in use for some period of time, does not require that all 
ease payments made by the lessee under the lease be returned upon cancellation. Rather, 
only such portion as is just of the rent and security payments made may be recovered. If a 
defect in the goods is discovered immediately upon tender to the lessee and the goods are 
ejected immediately, then the lessee should recover all payments made. If, however, for 
example, a 36-month equipment lease is terminated in the 12th month because the lessor 

has materially breached the contract by failing to perform its maintenance obligations, it 
may be just to return only a small part or none of the rental payments already made. 

3. Subsection (2), a version of the provisions of Section 2-711(2) revised to reflect leasing 
erminology, lists two alternative remedies for the recovery of the goods by the lessee; 
however, each of these remedies is cumulative with respect to those listed in subsection (1). 

4. Subsection (3) is new. It covers defaults which do not deprive the lessee of the goods 
and which are not so serious as to justify rejection or revocation of acceptance under 
subsection (1). It also covers defaults for which the lessee could have rejected or revoked ac- 
ceptance of the goods but elects not to do so and retains the goods. In either case, a lessee 

hich retains the goods is entitled to recover damages as stated in Section 2A-519(3). That 
measure of damages is “the loss resulting in the ordinary course of events from the lessor's 
default as determined in any manner that is reasonable together with incidental and 
consequential damages, less expenses saved in consequence of the lessor's breach." 

5. Subsection (1)(d) and subsection (3) recognize that the lease agreement may provide 
ights and remedies in addition to or different from those which Article 2A provides. In par- 
icular, subsection (3) provides that the lease agreement may give the remedy of cancella- 
ion of the lease for defaults by the lessor that would not otherwise be material defaults 

hich would justify cancellation under subsection (1). If there is a right to cancel, there is, 
of course, a right to reject or revoke acceptance of the goods. 

6. Subsection (4) is new and merely adds to the completeness of the index by including a 
eference to the lessee's recovery of damages upon the lessor's breach of warranty; such 
breach may not rise to the level of a default by the lessor justifying revocation of acceptance. 
If the lessee properly rejects or revokes acceptance of the goods because of a breach of war- 
anty, the rights and remedies are those provided in subsection (1) rather than those in 
Section 2A-519(4). 

7. Subsection (5), a revised version of the provisions of Section 2-711(3), recognizes, on 
ightful rejection or justifiable revocation, the lessee's security interest in goods in its pos- 
session and control. Section 9-113, which recognized security interests arising under the 

rticle on Sales (Article 2), was amended with the adoption of this Article to reflect the se- 
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curity interests arising under this Article. Pursuant to Section 2A-511(4), a purchaser who 
purchases goods from the lessee in good faith takes free of any rights of the lessor, or in the 
case of a finance lease, the supplier. Such goods, however, must have been rightfully 

ejected and disposed of pursuant to Section 2A-511 or 2A-512. However, Section 2A-517(5) 
provides that the lessee will have the same rights and duties with respect to goods where 
acceptance has been revoked as with respect to goods rejected. Thus, Section 2A-511(4) will 
apply to the lessee’s disposition of such goods. 

8. Pursuant to Section 2A-527(5), the lessee must account to the lessor for the excess 
proceeds of such disposition, after satisfaction of the claim secured by the lessee’s security 
interest. 

9. Subsection (6), a slightly revised version of the provisions of Section 2-717, sanctions a 
ight of set-off by the lessee, subject to the rule of Section 2A-407 with respect to irrevoca- 
ble promises in a finance lease that is not a consumer lease, and further subject to an en- 
orceable “hell or high water” clause in the lease agreement. Section 2A-407 official comment. 
No attempt is made to state how the set-off should occur; this is to be determined by the 
acts of each case. 

10. There is no special treatment of the finance lease in this section. Absent supplemental 
principles of law and equity to the contrary, in the case of most finance leases, following the 
essee’s acceptance of the goods, the lessee will have no rights or remedies against the les- 
sor, because the lessor’s obligations to the lessee are minimal. Sections 2A-210 and 2A- 
211(1). Since the lessee will look to the supplier for performance, this is appropriate. 
Section 2A-209. 


§ 2A-509. Lessee’s Rights on Improper Delivery; Rightful Manner 
and Tijeri 1 Beeson: 


eia unit or units and reject the rest of the goods. 
itis-within-a-reasonable-time 
ivery-of the-goods-and-the-lessee-seasonably-notifies-the 


(1) Subject to Sections 24-503, 24-504, and 24-510, if the goods or the 
tender of delivery fail in any respect to conform to the contract, the lessee 
ay: 
(a) reject the whole; 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest. 
(2) Rejection of goods must be within a reasonable time after their delivery 
or tender. It is ineffective unless the lessee seasonably notifies the lessor or 
upplier. 
(3) Subject to Sections 2A-511, 2A-512, and 2A-517(6): 
(a) after rejection any use by the lessee with respect to any commercial 
unit is wrongful as against the lessor or supplier; and 
(b) if the lessee has before rejection taken physical possession of goods 
in which the lessee does not have a security interest under Section 2A- 
508(4), the lessee is under a duty after rejection to hold them with reason- 
able care at the lessor’s or supplier’s disposition for a time sufficient to 
permit the lessor or supplier to remove them; but 
(c) the lessee has no further obligations with regard to goods rightfully 
rejected. 
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(d) The lessor's or supplier's remedies with respect to goods wrongfully 
rejected are governed by Section 24-523. 


Official Comment 

Uniform Statutory Source: Sections 2-601 and 2-602(1). 

Changes: Revised to reflect leasing practices and terminology. 

1. This section, which conforms with amended Article 2, contains the parallel rules for a 
ales contract that are contained in Section 2-601 and 2-602. The amendments clarify that 
this section is subject not only to Section 2A-510, but also Sections 2A-503 and 2A-504. 

2. Subsection (3) was originally contained in the prior version of 2A-512, and this has 
been moved for logical clarity. This subsection sets forth the duties of the lessee upon 
ejection. In addition to the duty to hold the goods with reasonable care for the lessor’s dis- 
position, the lessee also has those duties, as appropriate, specified in Sections 2A-511, 
A-512 and 2A-517(6). 

3. Elimination of the word *rightful" in the title makes it clear that a buyer can effectively 
eject goods even though the rejection is wrongful and constitutes a breach. The word *right- 


ul has also been deleted from the titles to Section 2A-511 and 2A-512. 
kok 


$ 2A-510. Installment Lease Contracts: Rejection and Default. 

(1) Under an installment lease contract a lessee may reject any delivery 
hat is nonconforming if the nonconformity substantially impairs the value 
of that delivery £o the lessee and-eannot-be-eured or the nonconformity is a 
defect in the required documents; but if the nonconformity does not fall 

ithin subsection (2) and the lessor or the supplier gives adequate assur- 
ance of its cure, the lessee must accept that delivery. 

(2) If Whenever a nonconformity or default with respect to one or more 
deliveries substantially impairs the value of the installment lease contract 


as a whole there is a default with respect to the whole. But, the aggrieved 
party reinstates the installment lease contract as a whole if the aggrieved 
party accepts a nonconforming delivery without seasonably notifying o 
cancellation or brings an action with respect only to past deliveries or 
demands performance as to future deliveries. 


Official Comment 

Uniform Statutory Source: Section 2-612. 

Changes: Revised to reflect leasing practices and terminology. 

Subsection (1) makes it clear that the lessee's right in the first instance to reject an install- 
ment depends upon whether there has been a substantial impairment of the value of the 
installment to the lessee and not on the lessor's ability to cure the nonconformity. This can 
prevent a rightful rejection by giving adequate assurances of cure. Subsection (1) uses the 
words "to the lessee" to clarify the standard for rejecting an installment consistent is the 
ame standard for revohing acceptance under Section 2A-517. Therefore, the test is not what 
the lessor had reason to know at the time of the lease agreement; the question is whether the 

on-conformity is one that will cause a substantial impairment of value to the lessee even 
though the lessor had no knowledge about the lessee's particular circumstances at the time 
of the lease agreement. 


$ 2A-511. Merchant Lessee's Duties as to Rightfully Rejected 
Goods. 

(1) Subject to any security interest of a lessee (Section 2A-508(4)45)), if a 
lessor or a supplier has no agent or place of business at the market o 
rejection, a merchant lessee, after rejection of goods in his-der-herl the les- 

ee's possession or control, shall follow any reasonable instructions received 
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from the lessor or the supplier with respect to the goods. In the absence o 
hose instructions, a merchant lessee shall make reasonable efforts to sell, 
lease, or otherwise dispose of the goods for the lessor's account if they 
hreaten to decline in value speedily. Instruetiens In the case of a rightful 
ejection instructions are not reasonable if on demand indemnity for expen- 
ses is not forthcoming. 

(2) If a merchant lessee (subsection (1)) or any other lessee (Section 2A- 
512) disposes of goods following a rightful rejection, ke-ter-she} the lessee is 
entitled to reimbursement either from the lessor or the supplier or out o 

he proceeds for reasonable expenses of caring for and disposing of the 
goods and, if the expenses include no disposition commission, to such com- 
mission as is usual in the trade, or if there is none, to a reasonable sum 
not exceeding 10 percent of the gross proceeds. 

(3) In complying with this section or Section 2A-512, the lessee is held 
only to good faith. Good faith conduct hereunder is neither acceptance or 
conversion nor the basis of an action for damages. 

(4) A purchaser whe that purchases in good faith from a lessee pursuant 

o this section or Section 2A-512 takes the goods free of any rights of the 
lessor and the supplier even if theugh the lessee fails to comply with one 


or more of the requirements of this Article. 
Bock ck 


$ 24-512. Lessee's Duties as to Rightfully Rejected Goods. 


V6 the tee: e ot m 


(e) thedessee-has-no-further-obligations-with-regard-te-goods-rightfully 
rejected. 

(1) If the lessor or the supplier gives no instructions within a reasonable 
time after notification of rejection, the lessee may store the rejected goods for 
the lessor’s or the supplier’s account or ship them to the lessor or the sup- 
plier or dispose of them for the lessor’s or the supplier’s account with 

eimbursement in the manner provided in Section 2A-511. 

(2) Action by the lessee pursuant to subsection (1) is not acceptance or 
conversion. 


Official Comment 
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i the-previsiens-ef-Seetion-2-602(2)05)-and. 
i ra) states the mule with respecto the lessees freatment of goods init 
sse e supplier then Tk c relin to the see if the lessee perorme irr o 


Changes: The change in the “title cónforrnis to amended "Article 2. Originäl subsections 
(D(a) and (c) have been moved to Section 2A-509(3). 
kok k 


$ 2A-513. Cure by Lessor of Improper Tender or Delivery; 
Replacement. 


p us E ve CN 


, 9) IF the lessee-rejeets-o-noneonforming tender that-the-lessor-or. e 


may havea friket 


(1) If the lessee rejects goods or a tender of delivery under Section 2A-509 
or 2A-510 or, except in a consumer contract, justifiably revokes acceptance 
under Section 2A-517(1)(b) and the agreed time for performance has not 
expired, a lessor or a supplier that has performed in good faith, upon 
easonable notice to the lessee, and at the lessor’s or supplier’s own expense, 

ay cure the default by making a conforming tender of delivery within the 
agreed time. The lessor or supplier shall compensate the lessee for all of the 
essee’s reasonable expenses caused by the lessor’s or supplier’s default and 

ubsequent cure. 

(2) If the lessee rejects goods or a tender of delivery under Section 2A-509 

or 24-510 or, except in a consumer lease, justifiably revokes acceptance 
under Section 2A-517(1)(b) and the agreed time for performance has 
expired, a lessor or supplier that has performed in good faith may, upon 
easonable notice to the lessee and at the lessor's or supplier's own expense, 
ure the default, if the cure is appropriate and timely under the circum- 
tances, by making a tender of conforming goods. The lessor or supplier 
hall compensate the lessee for all of the lessee's reasonable expenses caused 
by the lessor’s or supplier’s default and subsequent cure. 


Official Comment 
Uniform Statutory Source: Section 2-508. 
Changes: Revised to reflect leasing practices and terminology. 
This section is based on and conforms to amended Article 2, Section 2-508. The official 


ommentary to that Section may be of aid in the interpretation of this section. 
kok k 
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i f 2 
defeets-on which the tessee : 
(1) A lessee's failure to state in connection with rejection a particular 

defect or in connection with revocation of acceptance a defect that justifies 

evocation precludes the lessee from relying on the unstated defect to justify 
ejection or revocation of acceptance if the defect is 
ascertainable by reasonable inspection 
(a) if the lessor or supplier had a right to cure the defect and could 
have cured it if stated seasonably; or 
(b) between merchants if the lessor or the supplier after rejection or re- 
vocation of acceptance has made a request in a record for a full and final 
statement in a record of all defects on which the lessee proposes to rely. 
(2) A lessee's failure to reserve rights when paying rent or other 


consideration against documents precludes recovery of the payment for 
defects apparent in en-the-faee-ef the documents. 


Official Comment 
Uniform Statutory Source: Section 2-605. 
Changes: Revised to reflect leasing practices and terminology. 


«prs of-payment-against-doeu- 
4—te-Seetion-2-605;.—the-statutery| 


This section is based on and conforms to amended Article 2 Section 2-605. The official 
ommentary to that Section may aid in the interpretation of this section. 
xs 


§ 2A-515. Acceptance of Goods. 
(H Aeceptance-of goods occurs after the lessee has had a reasonable op- 


that-signifies 
or thatthe lessee will take or retain them in spi 
or 

05) the tessee fails to-make-an effective rejection of the -soods_Seetion 
2A-5092Q)- 

(1) Acceptance of goods occurs when the lessee: 

(a) after a reasonable opportunity to inspect the goods signifies to the 
lessor or supplier that the goods are conforming or will be taken or 
retained in spite of their nonconformity; 

(b) fails to make an effective rejection under Section 2A-509(2), but 
such acceptance does not occur until the lessee has had a reasonable op- 
portunity to inspect them; or 

(c) subject to Section 2A-517(6), uses the goods in any manner that is 
inconsistent with the lessor’s or supplier’s rights. 

(2) Acceptance of a part of any commercial unit is acceptance of that 
entire unit. 
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Official Comment 
Uniform-Statutory-Source:-Seetion-2-606- 
m uuu. uu: 


This section parallels the rules for acceptance under Article 2 (Section 2-606). 
kok k 


§ 2A-516. Effect of Acceptance of Goods; Notice of Default; Burden 
of Establishing Default after Acceptance; Notice of 
Claim or Litigation to Person Answerable over. 
(1) A lessee must pay rent for any goods accepted i in accordance with the 
[pase contrai, with-due-allewanee-for-g ;-reieeted—or-no 


(2) A lessee's acceptance of goods precludes rejection of the goods 
accepted. In the case of a finance lease, if made with knowledge of a 
nonconformity, acceptance may not eannet be revoked because of it. In any 
other case, if made with knowledge of a nonconformity, acceptance may 

ot eannet be revoked because of it unless the acceptance was on the rea- 
sonable assumption that the nonconformity would be seasonably cured. 
Acceptance does not of itself impair any other remedy provided by this 
Article or the lease agreement for nonconformity. 

(3) If a tender has been accepted: 

(a) within a reasonable time after the lessee discovers or should have 
discovered any default, the lessee shall notify the lessor and the sup- 
plier, if any;;-er-be-barred-from-any-remedy-against-the-party-not-noti- 
fied. however, failure to give timely notice bars the lessee from a remedy 
only to the extent that the lessor or suppler is prejudiced by the failure; 

(b) except in the case of a consumer lease, within a reasonable time af- 
ter the lessee receives notice of litigation for infringement or the like 
(Section 2A-211) the lessee shall notify the lessor or be barred from any 
remedy over for liability established by the litigation; and 

(c) the burden is on the lessee to establish any default. 


(4) If a lessee is sued for indemnity, breach of a warranty or other obliga- 
ion for which &desser-er-a-supplier another party is answerable over the 
following rules apply: 

(a) The lessee may give the-desser-er-the-supplier,-or-both; written the 
other party notice of the litigation in a record. If the notice states that 
the person notified may come in and defend and that if the person noti- 
fied does not do so that person will be bound in any action against that 
person by the lessee by any determination of fact common to the two 
litigations, then unless the person notified after seasonable receipt of the 
notice does come in and defend that person is so bound. 

(b) The lesser-er-the-supplier other party may demand in writing a rec- 
ord that the lessee turn over control of the litigation including settle- 
ment if the claim is one for infringement or the like (Section 2A-211) or 
else be barred from any remedy over. If the demand states that the tes- 
ser-or-the-suppler other party agrees to bear all expense and to satisfy 
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any adverse judgment, then unless the lessee after seasonable receipt o 
the demand does turn over control the lessee is so barred. 


(5) Subsections (3) and (4) apply to any obligation of a lessee to hold the 
lessor or the supplier harmless against infringement or the like (Section 
2A-211). 


Official Comment 

Uniform Statutory Source: Section 2-607. 

Changes: Substantially Revised. 

Purposes: 

1. Subsection (2) creates a special rule for finance leases, precluding revocation if accep- 
ance is made with knowledge of nonconformity with respect to the lease agreement, as op- 
posed to the supply agreement; this is not inequitable as the lessee has a direct claim 
against the supplier. Section 2A-209(1). Revocation of acceptance of a finance lease is 
permitted if the lessee’s acceptance was without discovery of the nonconformity (with re- 
spect to the lease agreement, not the supply agreement) and was reasonably induced by the 
essor’s assurances. Section 2A-517(1)(b). Absent exclusion or modification, the lessor under 
a finance lease makes certain warranties to the lessee. Sections 2A-210 and 2A-211(1). Re- 
ocation of acceptance is not prohibited even after the lessee’s promise has become irrevo- 
cable and independent. Section 2A-407 official comment. Where the finance lease creates a 
security interest, the rule may be to the contrary. General Elec. Credit Corp. of Tennessee v. 
Ger-Beck Mach. Co., 806 F.2d 1207 (3rd Cir. 1986). 

2. Subsection (3)(a) requires the lessee to give notice of default within a reasonable time 
after the lessee discovered or should have discovered the default. Failure to provide the no- 
tice bars the lessee from any remedy to the extent that the lessor or supplier is prejudiced by 
the lack of notice. In a finance lease, notice may be given either to the supplier, the lessor, 
or both, but remedy is barred against the-party-not-notified either party if that party is not 

otified and that party is prejudiced by the lack of notice. In a finance lease, the lessor is 

sually not liable for defects in the goods and the essential notice is to the supplier. While 

otice to the finance lessor will often not give any additional rights to the lessee, it would 
be good practice to give the notice since the finance lessor has an interest in the goods. 
Subsection (3)(a) does not use the term finance lease, but the definition of supplier is a 
person from whom a lessor buys or leases goods to be leased under a finance lease. Section 
2A-103(1)(x). Therefore, there can be a “supplier” only in a finance lease. Subsection (4) ap- 
plies similar notice rules as-tetessers-andsupplers if a lessee is sued for a breach of war- 
anty or other obligation for which &desser-er-supplier another party is answerable over. 

3. Subsection (3)(b) requires the lessee to give the lessor notice of litigation for infringe- 
ment or the like. There is an exception created in the-ease-of for a consumer lease. While 

an the exception was considered for a finance lease, it was not created because it was 
ot necessary—the lessor in a finance lease does not give a warranty against infringement. 
Section 2A-211(2). Even though not required under subsection (3)(b), the lessee who takes 
under a finance lease should consider giving notice of litigation for infringement or the like 
o the supplier, because the lessee obtains the benefit of the suppliers’ promises subject to 
he suppliers’ defenses or claims. Sections 2A-209(1) and 2-607(3)(b). 
kok k 


$ 2A-517. Revocation of Acceptance of Goods. 
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(5) A lessee whe that so revokes has the same rights and duties with 
regard to the goods involved as if the lessee had rejected them. 


(6) If a lessee uses the goods after a rightful rejection or justifiable revoca- 
tion of acceptance, the following rules apply: 

(a) Any use by the lessee which is unreasonable under the circum- 
stances is wrongful as against the lessor or supplier and is an acceptance 
only if ratified by the lessor or supplier under Section 2-515(1)(c). 

(b) Any use of the goods which is reasonable under the circumstances is 
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not wrongful as against the lessor or supplier and is not an acceptance, 
but in an appropriate case the lessee shall be obligated to the lessor or 
supplier for the value of the use to the lessee. 


Official Comment 
xX ok ck 


3. Subsection (6) deals with the problem of post-rejection or revocation use of the goods. If 
the lessee’s use after an effective rejection or a justified revocation of acceptance is unreason- 
able under the circumstances, it is inconsistent with the rejection or revocation of acceptance 
and is wrongful as against the lessor. This gives the lessor the option of ratifying the use, 
thereby treating it as an acceptance, or pursuing a non-Code remedy for conversion. 

If the lessee’s use is reasonable under the circumstances, the lessee’s actions cannot be 
treated as an acceptance. The lessee must compensate the lessor for the value of the use o 
the goods to the lessee. Determining the appropriate level of compensation requires a 

onsideration of the lessee’s particular circumstances and should take into account the defec- 
tive condition of the goods. There may be circumstances, such as where the use is solely for 
the purpose of protecting the lessee’s security interest in the goods, where no compensation is 
due the lessor. In other circumstances, the lessor’s right to compensation must be netted out 
against any right of the lessee to damages. 

In general, a lessee that either rejects or revokes acceptance of the goods should not 
ubsequently use the goods in a manner that is inconsistent with the lessor’s interest. In 
ome instances, however, the use may be reasonable. An example might involve a com- 

ercial lessee that is unable immediately to obtain cover and must use the goods to fulfill 
the lessee’s obligations to third parties. If circumstances change so that the lessee’s use is no 
onger reasonable, the continued use of the goods is unreasonable and is wrongful against 
the lessor. Of course, a lessee’s rejection must be rightful, or its revocation must be justified; 
a lessee cannot make a false claim of nonconformity and limit the obligation to pay rent to 


the value of the use to the lessee. 
kok 


$ 2A-522. Lessee's Right to Goods on Lessor's Insolvency. 


(1) Subject to subsection (2) and even if theugh the goods have not been 
shipped, a lessee whe that has paid a part or all of the rent and security 
for goods identified to a lease contract (Section 24-217) on making and 
keeping good a tender of any unpaid portion of the rent and security due 

nder the lease contract may recover the goods identified from the lessor i 


rent-within 10 -days after reeeipt-_of the first instal 


(a) in the case of goods leased by a consumer, the lessor repudiates or 
fails to deliver as required by the lease contract; or 
(b) in all cases, the lessor becomes insolvent within 10 days after receipt 
of the first installment on their rent and security. 
(2) A lessee acquires the right to recover goods identified to a lease 
contract only if they conform to the lease contract. 


Official Comment 

Uniform Statutory Source: Section 2-502. 

Changes: Revised to reflect leasing practices and terminology. 

1. This section gives the lessee the goods identified under Section 2A-217 upon making 
and keeping good a tender of any unpaid portion of the rent and security, in two limited 
ircumstances. First, a consumer lessee may recover the goods if the lessor repudiates the 
ontract or fails to deliver the goods. Second, in any case, the lessee may recover the goods if 
the lessor becomes insolvent within 10 days after the lessor receives the first installment on 
their price. The lessee’s right to recover the goods under this section is an exception to the 
usual rule, under which the disappointed lessee must resort to an action to recover damages. 
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2. The lessee's right to recover goods to a lease contract is dependent upon the goods 
onforming to the lease contract. 


C. DEFAULT BY LESSEE 
$8 2A-523. Lessor's Remedies. 


whole, d uae c c T d chu tie PO ecu 
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(dh stop-delivery-of-the-goods-by-any-bailee-(Seetion-24A-526); 
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(1) If the lessee wrongfully rejects or attempts to revoke acceptance o 
goods or fails to make a payment when due or repudiates with respect to a 
part or the whole, the lessee is in default under the lease contract with re- 
pect to any goods involved and the lessor may do one or more of the 
following: 

(a) withhold delivery of the goods and take possession of goods previ- 
ously delivered under Section 2A-525; 
(b) stop delivery of the goods by any carrier or bailee under Section 2A- 

526; 

(c) proceed under Section 2A-524 with respect to goods still unidenti- 
fied to the lease contract or unfinished; 

(d) obtain specific performance under Section 2A-507A or recover the 
rent under Section 2A-529; 

(e) dispose of the goods and recover damages under Section 2A-527 or 
retain the goods and recover damages under Section 2A-528; 

(f cancel the lease contract under Section 2A-505(1); 

(g) recover liquidated damages under Section 2A-504; 

(h) enforce limited remedies under Section 24-503; 

(i) exercise any other rights or pursue any other remedies provided in 
the lease agreement. 

(2) If a lessee becomes insolvent but is not in default of the lease contract 
under subsections (1) or (4), the lessor may: 

(a) refuse to deliver the goods under Section 2A-525(1); 
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(b) take possession of the goods under Section 2A-525(2); 


(c) stop delivery of the goods by any bailee or carrier under Section 2A- 
526(1). 


(2) (3) If a lessor does not fully exercise a right or obtain a remedy to 

hich the lessor is entitled under subsection (1), the lessor may recover 
he loss resulting in the ordinary course of events from the lessee's default 
as determined in any reasonable manner, together with incidental or 
onsequential damages allowed under Section 24-530, less expenses saved 
in consequence of the lessee's default. 


3) (4) If a lessee is otherwise in default under a lease contract, the les- 
sor may exercise the rights and pursue the remedies provided in the lease 
contract, which may include a right to cancel the lease. In addition, unless 
otherwise provided in the lease contract: 


(a) if the default substantially impairs the value of the lease contract 
to the lessor, the lessor may exercise the rights and pursue the remedies 
provided in subsections (1) or (2); or 


(b) if the default does not substantially impair the value of the lease 
contract to the lessor, the lessor may recover as provided in subsection 
(2). 


The following is the pre-2003 amendment version of the Official Comment for this section: 


Original Official Comment 

Uniform Statutory Source: Section 2-703. 

Changes: Substantially revised. 

Purposes: 

1. Subsection (1) is an index to Sections 24-524 through 24-531 and states that the rem- 

edies provided in those sections are available for the defaults referred to in subsection (1): 
rongful rejection or revocation of acceptance, failure to make a payment when due, or 
epudiation. In addition, remedies provided in the lease contract are available. Subsection 
(2) sets out a remedy if the lessor does not pursue to completion a right or actually obtain a 
emedy available under subsection (1), and subsection (3) sets out statutory remedies for 
defaults not specifically referred to in subsection (1). Subsection (3) provides that, if any 
default by the lessee other than those specifically referred to in subsection (1) is material, 
he lessor can exercise the remedies provided in subsection (1) or (2); otherwise the avail- 
able remedy is as provided in subsection (3). A lessor who has brought an action seeking or 
has nonjudicially pursued one or more of the remedies available under subsection (1) may 
amend so as to claim or may nonjudicially pursue a remedy under subsection (2) unless the 
ight or remedy first chosen has been pursued to an extent actually inconsistent with the 
ew course of action. The intent of the provision is to reject the doctrine of election of rem- 
edies and to permit an alteration of course by the lessor unless such alteration would actu- 
ally have an effect on the lessee that would be unreasonable under the circumstances. Fur- 
her, the lessor may pursue remedies under both subsections (1) and (2) unless doing so 
ould put the lessor in a better position than it would have been in had the lessee fully 
performed. 

2. The lessor and the lessee can agree to modify the rights and remedies available under 
he Article; they can, among other things, provide that for defaults other than those speci- 
ed in subsection (1) the lessor can exercise the rights and remedies referred to in subsec- 
ion (1), whether or not the default would otherwise be held to substantially impair the 
alue of the lease contract to the lessor; they can also create a new scheme of rights and 
emedies triggered by the occurrence of the default. Sections 2A-103(4) and 1-102(3). 

3. Subsection (1), a substantially rewritten version of Section 2-703, lists various cumula- 
ive remedies of the lessor where the lessee wrongfully rejects or revokes acceptance, fails 
o make a payment when due, or repudiates. Section 2A-501(2) and (4). The subsection also 

allows the lessor to exercise any contractual remedy. 

4. This Article rejects any general doctrine of election of remedy. Whether, in a particular 
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case, one remedy bars another, is a function of whether lessor has been put in as good a po- 
sition as if the lessee had fully performed the lease contract. Multiple remedies are barred 
only if the effect is to put the lessor in a better position than it would have been in had the 
essee fully performed under the lease. Sections 2A-103(4), 2A-501(4), and 1-106(1). 

5. Hypothetical: To better understand the application of subparagraphs (a) through (e), 
it is useful to review a hypothetical. Assume that A is a merchant in the business of selling 
and leasing new bicycles of various types. B is about to engage in the business of subleas- 
ing bicycles to summer residents of and visitors to an island resort. A, as lessor, has agreed 

o lease 60 bicycles to B. While there is one master lease, deliveries and terms are staggered. 
20 bicycles are to be delivered by A to B's island location on June 1; the term of the lease o 
hese bicycles is four months. 20 bicycles are to be delivered by A to B's island location on 
uly 1; the term of the lease of these bicycles is three months. Finally, 20 bicycles are to be 
delivered by A to B’s island location on August 1; the term of the lease of these bicycles is 
wo months. B is obligated to pay rent to A on the 15th day of each month during the term 
or the lease. Rent is $50 per month, per bicycle. B has no option to purchase or release and 
must return the bicycles to A at the end of the term, in good condition, reasonable wear 
and tear excepted. Since the retail price of each bicycle is $400 and bicycles used in the 
etail rental business have a useful economic life of 36 months, this transaction creates a| 
ease. Sections 2A-103(1)G) and 1-201(37). 

6. A's current inventory of bicycles is not large. Thus, upon signing the lease with B in 
February, A agreed to purchase 60 new bicycles from A's principal manufacturer, with 
special instructions to drop ship the bicycles to B's island location in accordance with the 
delivery schedule set forth in the lease. 

7. The first shipment of 20 bicycles was received by B on May 21. B inspected the bicycles, 
accepted the same as conforming to the lease and signed a receipt of delivery and 
acceptance. However, due to poor weather that summer, business was terrible and B was 
unable to pay the rent due on June 15. Pursuant to the lease A sent B notice of default and 
proceeded to enforce his rights and remedies against B. 

8. A's counsel first advised A that under Section 2A-510(2) and the terms of the lease B's 
ailure to pay was a default with respect to the whole. Thus, to minimize A's continued 
exposure, A was advised to take possession of the bicycles. If A had possession of the goods 
A could refuse to deliver. Section 2A-525(1). However, the facts here are different. With re- 
spect to the bicycles in B's possession, A has the right to take possession of the bicycles, 

ithout breach of the peace. Section 2A-525(2). If B refuses to allow A access to the bicycles, 
A can proceed by action, including replevin or injunctive relief. 

9. With respect to the 40 bicycles that have not been delivered, this Article provides vari- 
ous alternatives. First, assume that 20 of the remaining 40 bicycles have been 
manufactured and delivered by the manufacturer to a carrier for shipment to B. Given the 
size of the shipment, the carrier was using a small truck for the delivery and the truck had 

ot yet reached the island ferry when the manufacturer (at the request of A) instructed the 
carrier to divert the shipment to A's place of business. A's right to stop delivery is recognized 
under these circumstances. Section 2A-526(1). Second, assume that the 20 remaining 
bicycles were in the process of manufacture when B defaulted. A retains the right (as be- 
ween A as lessor and B as lessee) to exercise reasonable commercial judgment whether to 
complete manufacture or to dispose of the unfinished goods for scrap. Since A is not the 
manufacturer and A has a binding contract to buy the bicycles, A elected to allow the 
manufacturer to complete the manufacture of the bicycles, but instructed the manufacturer 
o deliver the completed bicycles to A's place of business. Section 2A-524(2). 

10. Thus, so far A has elected to exercise the remedies referred to in subparagraphs (b) 
hrough (d) in subsection (1). None of these remedies bars any of the others because A's 
election and enforcement merely resulted in A's possession of the bicycles. Had B performed 
A would have recovered possession of the bicycles. Thus A is in the process of obtaining the 
benefit of his bargain. Note that A could exercise any other rights or pursue any other rem- 
edies provided in the lease contract (Section 2A-523(1)(f)), or elect to recover his loss due to 
he lessee's default under Section 2A-523(2). 

11. A's counsel next would determine what action, if any, should be taken with respect to 
he goods. As stated in subparagraph (e) and as discussed fully in Section 2A-527(1) the 
essor may, but has no obligation to, dispose of the goods by a substantially similar lease 
(indeed, the lessor has no obligation whatsoever to dispose of the goods at all) and recover 
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damages based on that action, but lessor will not be able to recover damages which put it 
in a better position than performance would have done, nor will it be able to recover dam- 
ages for losses which it could have reasonably avoided. In this case, since A is in the busi- 
ess of leasing and selling bicycles, A will probably inventory the 60 bicycles for its retail 
rade. 

12. A's counsel then will determine which of the various means of ascertaining A's dam- 
ages against B are available. Subparagraph (e) catalogues each relevant section. First, 
under Section 2A-527(2) the amount of A's claim is computed by comparing the original 
ease between A and B with any subsequent lease of the bicycles but only if the subsequent 
ease is substantially similar to the original lease contract. While the section does not 
define this term, the official comment does establish some parameters. If, however, A elects 
o lease the bicycles to his retail trade, it is unlikely that the resulting lease will be 
substantially similar to the original, as leases to retail customers are considerably different 

om leases to wholesale customers like B. If, however, the leases were substantially simi- 
ar, the damage claim is for accrued and unpaid rent to the beginning of the new lease, plus 
he present value as of the same date, of the rent reserved under the original lease for the 
balance of its term less the present value as of the same date of the rent reserved under the 
eplacement lease for a term comparable to the balance of the term of the original lease, 
ogether with incidental damages less expenses saved in consequence of the lessee's default. 

13. If the new lease is not substantially similar or if A elects to sell the bicycles or to hold 
he bicycles, damages are computed under Section 24-528 or 2A-529. 

14. If A elects to pursue his claim under Section 2A-528(1) the damage rule is the same 
as that stated in Section 2A-528(2) except that damages are measured from default if the 
essee never took possession of the goods or from the time when the lessor did or could have 
egained possession and that the standard of comparison is not the rent reserved under a 
substantially similar lease entered into by the lessor but a market rent, as defined in 
Section 2A-507. Further, if the facts of this hypothetical were more elaborate A may be able 
o establish that the measure of damage under subsection (1) is inadequate to put him in 
he same position that B's performance would have, in which case A can claim the present 

alue of his lost profits. 

15. Yet another alternative for computing A's damage claim against B which will be 
available in some situations is recovery of the present value, as of entry of judgment, of the 
ent for the then remaining lease term under Section 24-529. However, this formulation is 
not available if the goods have been repossessed or tendered back to A. For the 20 bicycles 
epossessed and the remaining 40 bicycles, A will be able to recover the present value o 
he rent only if A is unable to dispose of them, or circumstances indicate the effort will be 
unavailing. If A has prevailed in an action for the rent, at any time up to collection of a 
judgment by A against B, A might dispose of the bicycles. In such case A's claim for dam- 
ages against B is governed by Section 24-527 or 24-528. Section 2A-529(3). The resulting 
ecalculation of claim should reduce the amount recoverable by A against B and the lessor 
is required to cause an appropriate credit to be entered against the earlier judgment. 
However, the nature of the post-judgment proceedings to resolve this issue, and the sanc- 
ions for a failure to comply, if any, will be determined by other law. 

16. Finally, if the lease agreement had so provided pursuant to subparagraph (f), A's 
claim against B would not be determined under any of these statutory formulae, but pursu- 
ant to a liquidated damages clause. Section 2A-504(1). 

17. These various methods of computing A's damage claim against B are alternatives 
subject to Section 2A-501(4). However, the pursuit of any one of these alternatives is not a 
bar to, nor has it been barred by, A's earlier action to obtain possession of the 60 bicycles. 

hese formulae, which vary as a function of an overt or implied mitigation of damage the- 
ory, focus on allowing A a recovery of the benefit of his bargain with B. Had B performed, A 
ould have received the rent as well as the return of the 60 bicycles at the end of the term. 

18. Finally, A's counsel should also advise A of his right to cancel the lease contract 

nder subparagraph (a). Section 2A-505(1). Cancellation will discharge all existing obliga- 
ions but preserve A's rights and remedies. 

19. Subsection (2) recognizes that a lessor who is entitled to exercise the rights or to 
obtain a remedy granted by subsection (1) may choose not to do so. In such cases, the lessor 
can recover damages as provided in subsection (2). For example, for non-payment of rent, 
he lessor may decide not to take possession of the goods and cancel the lease, but rather to 
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merely sue for the unpaid rent as it comes due plus lost interest or other damages 
"determined in any reasonable manner." Subsection (2) also negates any loss of alternative 
ights and remedies by reason of having invoked or commenced the exercise or pursuit o 
any one or more rights or remedies. 

20. Subsection (3) allows the lessor access to a remedy scheme provided in this Article as 

ell as that contained in the lease contract if the lessee is in default for reasons other than 
hose stated in subsection (1). Note that the reference to this Article includes supplemen- 
ary principles of law and equity, e.g., fraud, misrepresentation and duress. Sections 
2A-103(4) and 1-103. 

21. There is no special treatment of the finance lease in this section. Absent supplemen- 
ary principles of law to the contrary, in most cases the supplier will have no rights or rem- 
edies against the defaulting lessee. Section 2A-209(2)(ii). Given that the supplier will loo 
o the lessor for payment, this is appropriate. However, there is a specific exception to this 
ule with respect to the right to identify goods to the lease contract. Section 2A-524(2). The 
parties are free to create a different result in a particular case. Sections 2A-103(4) and 
1-102(3). 

kokok 


$ 2A-526. Lessor's Stoppage of Delivery in Transit or Otherwise. 
(1) A lessor may stop delivery of goods in the possession of a carrier or 


if or if the lessee repudiates or fails to make a payment due before 
delivery, whether for rent, security or otherwise under the lease contract, 
or for any other reason the lessor has a right to withhold or take posses- 
sion of the goods. 


(2) In pursuing its remedies under subsection (1), the lessor may stop 


delivery until 
(a) receipt of the goods by the lessee; 
(b) acknowledgment to the lessee by any bailee of the goods, except a 
carrier, that the bailee holds the goods for the lessee; or 


(c) such an acknowledgment to the lessee by a carrier via reshipment 
or as a warehouseman. 


(3) (a) To stop delivery, a lessor shall so notify as to enable the bailee by 

reasonable diligence to prevent delivery of the goods. 

(b) After notification, the bailee shall hold and deliver the goods accord- 
ing to the directions of the lessor, but the lessor is liable to the bailee for 
any ensuing charges or damages. 

(c) A carrier who that has issued a nonnegotiable bill of lading is not 
obliged to obey a notification to stop received from a person other than the 
consignor. 


§ 2A-527. Lessor's Rights to Dispose of Goods. 
(1) After a default by a lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523(3)(4)(a) or after the lessor refuses 
o deliver or takes possession of goods (Section 2A-525 or 2A-526), or, i 
agreed, after other default by a lessee, the lessor may dispose of the goods 
concerned or the undelivered balance thereof by lease, sale, or otherwise. 
(2) Except as otherwise provided with respect to damages liquidated in 


he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Section +-402(8) 1-302 and 2A-503), if the dispo- 
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sition is by lease agreement substantially similar to the original lease 
agreement and the new lease agreement is made in good faith and in a 
commercially reasonable manner, the lessor may recover from the lessee 
as damages (i) accrued and unpaid rent as of the date of the commence- 
ment of the term of the new lease agreement, (ii) the present value, as o 
he same date, of the total rent for the then remaining lease term of the 
original lease agreement minus the present value, as of the same date, o 
he rent under the new lease agreement applicable to that period of the 
new lease term which is comparable to the then remaining term of the 
original lease agreement, and (iii) any incidental or consequential damages 
allowed under Section 24-530, less expenses saved in consequence of the 
lessee's default. 

(3) If the lessor's disposition is by lease agreement that for any reason 
does not qualify for treatment under subsection (2), or is by sale or 
otherwise, the lessor may recover from the lessee as if the lessor had 
elected not to dispose of the goods and Section 24-528 governs. 

(4) A subsequent buyer or lessee whe that buys or leases from the lessor 
in good faith for value as a result of a disposition under this section takes 
he goods free of the original lease contract and any rights of the original 
lessee even if theugh the lessor fails to comply with one or more of the 
requirements of this Article. 

(5) The lessor is not accountable to the lessee for any profit made on any 
disposition. A lessee whe that has rightfully rejected or justifiably revoked 
acceptance shall account to the lessor for any excess over the amount o 
he lessee’s security interest (Section 2A-5085}(4)). 


Legislative Note: The cross-reference in subsection (2) should not be changed if the juris- 
diction has not adopted the 2001 Revised Article 1. 


§ 2A-528. Lessor’s Damages for Non-acceptance, Failure to Pay, 
Repudiation, or Other Default. 
(1) Except as otherwise provided with respect to damages liquidated in 
he lease agreement (Section 2A-504) or otherwise determined pursuant to 
agreement of the parties (Sections 1- 302) and 24-503), if a lessor elects to 


ment under Section 2A-527(2), or is by sale or otherwise, the lessor may 
recover from the lessee as damages for a default of the type described in| 
Section 2A-523(1) or 2A-5238)(4)(a), or, if agreed, for other default of the 
lessee, (i) accrued and unpaid rent as of the date of default if the lessee 
has never taken possession of the goods, or, if the lessee has taken posses- 
sion of the goods, as of the date the lessor repossesses the goods or an 
earlier date on which the lessee makes a tender of the goods to the lessor, 
(ii) the present value as of the date determined under clause (i) of the total 
rent for the then remaining lease term of the original lease agreement 
minus the present value as of the same date of the market rent at the 
place where the goods are located computed for the same lease term, and 
(iii) any incidental or consequential damages allowed under Section 2A- 
530, less expenses saved in consequence of the lessee’s default. 

(2) If the measure of damages provided in subsection (1) is inadequate to 
put a lessor in as good a position as performance would have, the measure 
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of damages is the present value of the profit, including reasonable 
overhead, the lessor would have made from full performance by the lessee, 
ogether with any incidental 0 or cone guenia damages allownd under 


Offcial Comment 
xX ok ck 


3. Market rent witbe is computed pursuant to Section 2A-507. 

4. Subsection (2), a somewhat revised version of the provisions of subsection 2-708(2), 
states a measure of damages which applies if the measure of damages in subsection (1) is 
inadequate to put the lessor in as good a position as performance would have. The measure 
of eani rai is the lessor’ s Ld including overhead, together with incidental damages;^with 

ineurred and eredit-for 


$ 2A-529. Lessor's Action for the Rent. 

(1) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 2A-523)(4)(a) or, if agreed, after other 
default by the lessee, if the lessor complies with subsection (2), the lessor 
may recover from the lessee as damages: 

(a) for goods accepted by the lessee and not repossessed by or tendered 
to the lessor, and for conforming goods lost or damaged within a com- 
mercially reasonable time after risk of loss passes to the lessee (Section 
24-219), (i) accrued and unpaid rent as of the date of entry of judgment 
in favor of the lessor, (ii) the present value as of the same date of the 
rent for the then remaining lease term of the lease agreement, and (iii) 
any incidental or consequential damages allowed under Section 24-530, 
less expenses saved in consequence of the lessee's default; and 

(b) for goods identified to the lease contract if the lessor is unable after 
reasonable effort to dispose of them at a reasonable price or the circum- 
stances reasonably indicate that effort will be unavailing, (i) accrued and 
unpaid rent as of the date of entry of judgment in favor of the lessor, (ii) 
the present value as of the same date of the rent for the then remaining 
lease term of the lease agreement, and (iii) any incidental or consequen- 
tial damages allowed under Section 2A-530, less expenses saved in con- 
sequence of the lessee's default. 

(2) Except as provided in subsection (3), the lessor shall hold for the les- 
see for the remaining lease term of the lease agreement any goods that 
have been identified to the lease contract and are in the lessor's control. 

(3) The lessor may dispose of the goods at any time before collection o 
he judgment for damages obtained pursuant to subsection (1). If the dis- 
position is before the end of the remaining lease term of the lease agree- 
ment, the lessor’s recovery against the lessee for damages is governed by 
Section 2A-527 or Seetien 24-528, and the lessor will cause an appropriate 
credit to be provided against a judgment for damages to the extent that 

he amount of the judgment exceeds the recovery available pursuant to 
Section 2A-527 or 24-528. 
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(4) Payment of the judgment for damages obtained pursuant to subsec- 
ion (1) entitles the lessee to the use and possession of the goods not then 
disposed of for the remaining lease term of and in accordance with the 
lease agreement. 

(5) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or Seetion 2A-52303)(4)(a) or, if agreed, af- 
er other default by the lessee, a lessor whe that is held not entitled to rent 
nder this section must nevertheless be awarded damages for non 
acceptance under Section 2A-527 or Seetien 24-528. 


§ 2A-530. Lessor's Incidental and Consequential Damages. 


(1) Incidental damages to an aggrieved lessor include any commercially 
reasonable charges, expenses, or commissions incurred in stopping 
delivery, in the transportation, care and custody of goods after the lessee’s 
default, in connection with return or disposition of the goods, or otherwise 
resulting from the default. 


(2) Consequential damages resulting from a lessee’s default include any 
oss resulting from general or particular requirements and needs of which 
the lessee at the time of contracting had reason to know and which could 

ot reasonably be prevented by disposition under Section 2A-527 or 
otherwise. 


(3) In a consumer lease contract, a lessor may not recover consequential 
damages from a consumer. 


Official Comment 

Uniform Statutory Source: Section 2-710. 

Changes: Revised to reflect leasing practices and terminology. 

1. Subsection (1) provides for reimbursement by the lessor for the expenses reasonably 
incurred as a result of the lessee’s breach. The section sets forth as examples the usual and 

ormal types of damages that may arise from the breach but the provision is intended 
intends to provide for all commercially reasonable expenditures made by the lessor. 

2. Subsection (2), permits an aggrieved lessor to recover consequential damages. Under 
this section the loss must result from general or particular requirements of the lessor o, 
which the lessee had reason to know at the time of contracting. The lessee is not liable for 
osses that could have been mitigated. 


3. Subsection (3) precludes a lessor from recovering consequential damages from a 
onsumer. This is a non-waivable provision. 
kok Ok 


§ 2A-531. Standing to Sue Third Parties for Injury to Goods. 

(1) If a third party so deals with goods that have been identified to a 
lease contract as to cause actionable injury to a party to the lease contract 
(a) the lessor has a right of action against the third party, and (b) the les- 
see also has a right of action against the third party if the lessee: 

(a) has a security interest in the goods; 

4(b) has an insurable interest in the goods; or 

Xc) bears the risk of loss under the lease contract or has since the 
injury assumed that risk as against the lessor and the goods have been 
converted or destroyed. 

(2) If at the time of the injury the party plaintiff did not bear the risk o 
loss as against the other party to the lease contract and there is no ar- 
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rangement between them for disposition of the recovery, his-ler-her] the 
party plaintiff's suit or settlement, subject to his-der-herl the party plaintiffs 
own interest, is as a fiduciary for the other party to the lease contract. 


(3) Either party with the consent of the other may sue for the benefit o 


m which it may concern. 
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2005 Amendments to Uniform Commercial Code 
As Approved by the National Conference of Commissioners on 
Uniform State Laws and the American Law Institute 


$ 1-201. General Definitions. 
The text for this section was not amended in 2005. 


Official Comment 
xX ok ck 


20. “Good faith.” Former Section 1-201(19) defined “good faith” simply as honesty in fact; 
he definition contained no element of commercial reasonableness. Initially, that definition 


in that Article, “ ‘good faith’ in the case of a merchant 
means honesty in fact and the observance of ie commercial standards of fair deal- 
ing in the trade." This alternative definition was limited in applicability i 
though, because it applied only to transactions within the scope of Article 2 and it applied 
only to merchants. Firstit-apphied-enly-te-transaetions—within-the-seope-of-Artiele-2- 
ee E P. 
phrase “good-faith” in-Artiele 3; thus; 86 construed it would not-define < "good faith” for its 


Over time, however, amendments to the Uniform Commercial Code brought the Article 2 
merchant concept of good faith (subjective honesty and objective commercial reasonable- 
ess) into other Articles. First, Article 2A explicitly incorporated the Article 2 standard. 
See Section 2A-103(7). Then, other Articles broadened the applicability of that standard by 
adopting it for all parties rather than just for merchants. See, e.g., Sections 3-103(a)(4), 4A- 
105(a)(6), 7-102(a)(6), 8-102(a)(10), and 9-102(a)(43). Finally, Articles 2 and 2A were 
amended so as to apply the standard to non-merchants as well as merchants. See Sections 
-103(D(), 2A-103(1)(m). All of these definitions are comprised of two elements-honesty in 
act and the observance of reasonable commercial standards of fair dealing. Only revised 
i rticle 5 defines “good faith” solely in terms of subjective honesty, and only Article 6 and 
Artiele e (in the few states that have not chosen to delete the Article) is without defini- 
tiens a definition of good faith. (It should be noted that, while revised Article 6 did not 
define good faith, Comment 2 to revised Section 6-102 states that “this Article adopts the 
definition of ‘good faith’ in Article lin all cases, even when the buyer is a merchant.”) 


an thaca e TA er-defn Ofr9 9 aith^ Ə 


e-+ OF course, E TE EE E S E n tie tao: dein don 


Thus, the definition of “good faith” in this section merely confirms what has been the case 
or a number of years as Articles of the UCC have been amended or revised-the obligation of 
“good faith,” applicable in each Article, is to be interpreted in the context of all Articles 
except for Article 5 as including both the subjective element of honesty in fact and the objec- 
tive element of the observance of reasonable commercial standards of fair dealing. As a 
esult, both the subjective and objective elements are part of the standard of “good faith,” 
whether that obligation is specifically referenced in another Article of the Code (other than 
Article 5) or is provided by this Article. 

Of course, as noted in the statutory text, the definition of “good faith” in this section does 

ot apply when the narrower definition of “good faith” in revised Article 5 is applicable. 

As noted above, the definition of “good faith” in this section requires not only honesty in 
act but also “observance of reasonable commercial standards of fair dealing.” Although 
“fair dealing” is a broad term that must be defined in context, it is clear that it is concerned 
with the fairness of conduct rather than the care with which an act is performed. This is an 
entirely different concept than whether a party exercised ordinary care in conducting a 
transaction. Both concepts are to be determined in the light of reasonable commercial stan- 
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dards, but those standards in each case are directed to different aspects of commercial 
onduct. See e.g., Sections 3-103(a)(9) and 4-104(c) and Comment 4 to Section 3-103. 
kok Ok 


§ 2-103. Definitions and Index of Definitions. 
(1) In this article unless the context otherwise requires: 
*k ok E 
(e) “Delivery” means, with respect to goods, the voluntary transfer o 
physical possession or control of goods. 
xX ok ok 
(2) Other definitions applying to this Article or to specified Parts thereof, 
and the sections in which they appear are: 
“Acceptance”. Section 2-606. 
“Between merchants”. Section 2-104. 
“Cancellation”. Section 2-106(4). 
“Commercial unit”. Section 2-105. 
“Conforming to contract”. Section 2-106. 
“Contract for sale”. Section 2-106. 
“Cover”. Section 2-712. 
^Entrusting". Section 2-403. 
“Financing agency”. Section 2-104. 
“Future goods”. Section 2-105. 
“Identification”. Section 2-501. 
“Installment contract”. Section 2-612. 
“Lot”. Section 2-105. 
“Merchant”. Section 2-104. 
“Person in position of seller”. Section 2-707. 
“Present sale”. Section 2-106. 
“Sale”. Section 2-106. 
“Sale on approval”. Section 2-326. 
“Sale or return”. Section 2-326. 


“Termination”. Section 2-106. 
xX ok ck 


§ 2-703. Seller’s Remedies in General. 
xX kK ck 
(2) If the buyer is in breach of contract the seller, to the extent provided 
for by this Act or other law, may: 
(a) withhold delivery of the goods under Section 2-703(4); 


xX kK ck 


(f) cancel under Section 2-703(4); 


xX kK ck 


(4) If the buyer wrongfully rejects or revokes acceptance of goods, fails to 
ake a payment when due, or repudiates with respect to a part or the 
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hole, with respect to any goods directly affected and, if the breach is of the 
hole contract (Section 2-612), with respect to the whole undelivered bal- 
ance, the aggrieved seller may 
(a) withhold delivery of such goods; or 
(b) cancel. 


$ 2-711. Buyer's Remedies in General; Buyer's Security Interest in 
Rejected Goods. 


xX kK ck 


(2) If the seller is in breach of contract under-subseetion-CD, the buyer, 
o the extent provided for by this Act or other law, may: 
(a) in the case of rightful cancellation, rightful rejection, or justifiable 
revocation of acceptance, recover so much of the price as has been paid; 
(b) deduct damages from any part of the price still due under Section 
2-717; 
(c) cancel under Section 2-711(4); 


OK ck 


(3) On rightful rejection or justifiable revocation of acceptance a buyer 
has a security interest in goods in the buyer's possession or control for any 
payments made on their price and any expenses reasonably incurred in 
heir inspection, receipt, transportation, care and custody and may hold 
such goods and resell them in a like manner as an aggrieved seller (Section 
2-706). 


(4) If the seller fails to make delivery or repudiates or the buyer rightfully 


ejects or justifiably revokes acceptance, with respect to any goods involved 
and with respect to the whole if the breach goes to the whole contract (Sec- 
tion 2-612), the buyer may cancel. 


$ 24-101. Short Title. 
The text for this section was not amended in 2005. 


Official Comment 
* * *Warranties 
Because of the manner in which leased goods are promoted and distributed-for example, 
essors generally do not engage in mass-market advertising aimed at, or make representa- 
ions in materials to be delivered to, remote lessees-amended Article 2A does not contain 
provisions analogous to Sections 2-313A and 2-313B of amended Article 2. Though nothing 
in this Article precludes, in an appropriate case, the application of the principles contained 
in those sections to a lease transaction, a lessor is responsible only for the lessor's 
epresentations and those of the lessor's agents and the lessor is not for the representations 
made by a third party, such as the supplier or manufacturer of the goods. In addition, a les- 
see may have the right as a “remote purchaser" under Article 2 to assert claims under Sec- 
ions 24-812 2-313A and 2-313B directly against a manufacturer or supplier that has 
engaged in advertising. 
kok 


$ 2A-103. Definitions and Index of Definitions. 
The text for this section was not amended in 2005. 


Official Comment 
xX ok ck 
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(g) For a transaction to qualify as a finance lease it must first qualify as a lease. Unless 
he lessor is comfortable that the transaction will qualify as a finance lease, the lease 
agreement should include provisions giving the lessor the benefits created by the subset o 
ules applicable to the transaction that qualifies as a finance lease under this Article. 

A finance lease is the product of a three party transaction. The supplier manufactures or 
supplies the goods pursuant to the lessee's specification, perhaps even pursuant to a 
purchase order, sales agreement or lease agreement between the supplier and the lessee. 
After the prospective finance lease is negotiated, a purchase order, sales agreement, or 
ease agreement is entered into by the lessor (as buyer or prime lessee) or an existing or- 
der, agreement or lease is assigned by the lessee to the lessor, and the lessor and the lessee 
hen enter into a lease or sublease of the goods. Due to the limited function usually 
performed by the lessor, the lessee looks almost entirely to the supplier for representations, 
covenants and warranties. If a manufacturer's warranty carries through, the lessee may 
also look to that. Yet, this definition does not restrict the lessor's function solely to the sup- 
ply of funds; if the lessor undertakes or performs other functions, express warranties, cove- 

ants and the common law will protect the lessee. 

This definition focuses on the transaction, not the status of the parties; to avoid confusion. 
it is important to note that in other contexts, e.g., tax and accounting, the term finance 
ease has been used to connote different types of lease transactions, including leases that 
are disguised secured transactions. M. Rice, Equipment Financing, 62—71 (1981). A lessor 

ho is a merchant with respect to goods of the kind subject to the lease may be a lessor 

nder a finance lease. Many leases that are leases back to the seller of goods (Section 2A- 
308(3)) will be finance leases. This conclusion is easily demonstrated by a hypothetical. As- 
sume that B has bought goods from C pursuant to a sales contract. After delivery to and ac- 
ceptance of the goods by B, B negotiates to sell the goods to A and simultaneously to lease 
he goods back from A, on terms and conditions that, we assume, will qualify the transac- 
ion as a lease. In documenting the sale and lease back, B assigns the original sales 
contract between B, as buyer, and C, as seller, to A. A review of these facts leads to the 
conclusion that the lease from A to B qualifies as a finance lease, as all three conditions o 
he definition are satisfied. Subparagraph & (i) is satisfied as A, the lessor, had nothing to 
do with the selection, manufacture, or supply of the equipment. Subparagraph B (ii) is 
satisfied as A, the lessor, bought the equipment at the same time that A leased the equip- 
ment to B, which certainly is in connection with the lease. Finally, subparagraph €€X33 
(ii) (A) is satisfied as A entered into the sales contract with B at the same time that A 
eased the equipment back to B. B, the lessee, will have received a copy of the sales contract 
in a timely fashion. 

Subseetion A) Subparagraph (i) requires the lessor to remain outside the selection, 
manufacture and supply of the goods; that is the rationale for releasing the lessor from 
most of its traditional liability. The lessor is not prohibited from possession, maintenance 
or operation of the goods, as policy does not require such prohibition. To insure the lessee's 
eliance on the supplier, and not on the lessor, subseetien-(B) subparagraph (ii) requires 
hat the goods (where the lessor is the buyer of the goods) or that the right to possession 
and use of the goods (where the lessor is the prime lessee and the sublessor of the goods) be 
acquired in connection with the lease (or sublease) to qualify as a finance lease. The scope 
of the phrase “in connection with” is to be developed by the courts, case by case. Finally, as 
he lessee generally relies almost entirely upon the supplier for representations and cove- 

ants, and upon the supplier or a manufacturer, or both, for warranties with respect to the 
goods, subseetion«C) subparagraph (iii) requires that one of the following occur: (A) the les- 
see receive a copy of the supply contract before signing the lease contract; (B) the lessee's 
approval of the supply contract is a condition to the effectiveness of the lease contract; (C) 
he lessee receive a statement describing the promises and warranties and any limitations 
elevant to the lessee before signing the lease contract; or (D) before signing the lease 
contract and except in a consumer lease, the lessee receive a writing identifying the sup- 
plier (unless the supplier was selected and required by the lessee) and the rights of the les- 
see under Section 24-3083, and advising the lessee a statement of promises and warranties 
is available from the supplier. Thus, even where oral supply orders or computer placed sup- 
ply orders are compelled by custom and usage the transaction may still qualify as a finance 
ease if the lessee approves the supply contract before the lease contract is effective and 
such approval was a condition to the effectiveness of the lease contract. Moreover, where 
he lessor does not want the lessee to see the entire supply contract, including price infor- 
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mation, the lessee may be provided with a separate statement of the terms of the supply 
contract relevant to the lessee; promises between the supplier and the lessor that do not af- 
ect the lessee need not be included. The statement can be a restatement of those terms or 
a copy of portions of the supply contract with the relevant terms clearly designated. Any 
implied warranties need not be designated, but a disclaimer or modification of remedy must 
be designated. A copy of any manufacturer's warranty is sufficient if that is the warranty 
provided. However, a copy of any Regulation M disclosure given pursuant to 12 C.F.R. 
§ 213.4(g) concerning warranties in itself is not sufficient since those disclosures need only 
briefly identify express warranties and need not include any disclaimer of warranty. 

Under subseetiens-B)-and-XC) subparagraphs (ii) and (iii), except when the new lease is 
o a consumer lessee, a finance lessor can have that status on re-leasing the property after 
it is returned from an original lease. However, in that case, the other elements required for 
he lease to be a finance lessee must be complied with. 

kok Ok 


§ 2A-211. Warranties Against Interference and Against 
Infringement; Lessee’s Obligation Against Infringement. 
xX ck * 


(4) A warranty under this section may be excluded or modified only by 
specific language that is conspicuous and contained in a record, or by cir- 
cumstances, including course of performance, course of dealing, or usage o 

rade, that give the lessee reason to know that the lessor pu 6 
“ae -only-such right-as the lesser ora third party may have is leasing 
the ES subject to a claim or interest of any person, or that it is leasing 
subject to any claims of infringement or the like. 


§ 2A-501. Default: Procedure. 


xX kK ck 


(4) Except as otherwise provided in Seetion +-1064) Section 1-305(a) or 
his Article or the lease agreement, the rights and remedies referred to in 
subsections (2) and (3) are cumulative. 
xX ck * 


$ 2A-507A. Right to Specific Performance or Replevin or the Like. 


xX kK ck 


(3) A lessee has a right of replevin or similar remedy for goods identified 
o the lease contract if after reasonable effort the lessee is unable to effect 
cover for those goods or the circumstances reasonably indicate that the ef- 


$ 2A-508. Lessee's Remedies. 


xX kK ck 


(1) If a lessor fails to deliver the goods in conformity to the lease contract 
or repudiates the contract, or a lessee rightfully rejects the goods or justifi- 
ably revokes acceptance of the goods, the lessor is in default under the 
lease contract, and the lessee may do one or more of the following: 


(a) cancel the lease contract under-Seetion-2A-505CD; 


xX kK ck 
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$ 2A-509. Lessee's Rights on Improper Delivery; Manner and 
Effect of Rejection. 


The text for this section was not amended in 2005. 


Official Comment 
xX ok ck 


3. Elimination of the word “rightful” in the title makes it clear that a buyer lessee can ef- 
ectively reject goods even though the rejection is wrongful and constitutes a breach. The 
d “ri ” “rightfully” has also been deleted from the titles to Section 2A-511 and 2A- 


xX kK ck 


§ 2A-514. Waiver of Lessee’s Objections. 


LIE M: 
(2) A lessee's failure to reserve rights when paying rent or other 


consideration against documents presented to the lessee precludes recovery 
of the payment for defects apparent in the documents. 


$ 2A-517. Revocation of Acceptance of Goods. 
* ok ck 
(6) If a lessee uses the goods after a rightful rejection or justifiable revo- 
cation of acceptance, the following rules apply: 
(a) Any use by the lessee which is unreasonable under the circum- 
stances is wrongful as against the lessor or supplier and is an accep- 
tance only if ratified by the lessor or supplier under-Seetien-2-5150e). 


(b) Any use of the goods which is reasonable under the circumstances 


is not wrongful as against the lessor or supplier and is not an accep- 
tance, but in an appropriate case the lessee shall be obligated to the les- 
sor or supplier for the value of the use to the lessee. 


Official Comment 
xX ok ck 


3. Subsection (6) deals with the problem of post-rejection or revocation use of the goods. 
If the lessee’s use after an effective rejection or a justified revocation of acceptance is unrea- 
sonable under the circumstances, it is inconsistent with the rejection or revocation of accep- 

ance and is wrongful as against the lessor. This gives the lessor the option of ratifying the 
se, thereby treating it as an acceptance, or pursuing a non-Code remedy for conversion. 

If the lessee’s use is reasonable under the circumstances, the lessee’s actions cannot be 

reated as an acceptance. The lessee must, in appropriate circumstances, compensate the 
essor for the value of the use of the goods to the lessee. Determining the appropriate level 
of compensation requires a consideration of the lessee’s particular circumstances and 
should take into account the defective condition of the goods. There may be circumstances, 
such as where the use is solely for the purpose of protecting the lessee’s security interest in| 
he goods, where no compensation is due the lessor. In other circumstances, the lessor’s 
ight to compensation must be netted out against any right of the lessee to damages. 
kok Ok 


§ 2A-523. Lessor’s Remedies. 


(1) If the lessee wrongfully rejects or attempts to revoke acceptance o 
goods or fails to make a payment when due or repudiates with respect to a 
part or the whole, the lessee is in default under the lease contract with re- 
spect to any goods involved and the lessor may do one or more of the 
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xX kK ck 


(f) cancel the lease contract under-Seetion-2A-505CD; 
xX k ck 


§ 2A-524. Lessor's Right to Identify Goods to Lease Contract. 


(1) After default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 24-523(3X&) 2A-523(4)(a) or, if agreed, 
after other default by the lessee, the lessor may: 


(a) identify to the lease contract conforming goods not already identi- 
fied if at the time the lessor learned of the default they were in the les- 
sor's or the supplier's possession or control; and 


(b) dispose of goods (Section 2A-527(1)) that demonstrably have been 
intended for the particular lease contract even though those goods are 


unfinished. 
x ok ck 


§ 2A-525. Lessor’s Right to Possession of Goods. 


C*EOck ck 


(2) After a default by the lessee under the lease contract of the type 
described in Section 2A-523(1) or 24-523(3X&) 2A-523(4)(a) or, if agreed, 
after other default by the lessee, the lessor has the right to take possession 
of the goods. If the lease contract so provides, the lessor may require the 
lessee to assemble the goods and make them available to the lessor at a 
place to be designated by the lessor which is reasonably convenient to both 
parties. Without removal, the lessor may render unusable any goods 
employed in trade or business, and may dispose of goods on the lessee's 
premises (Section 2A-527). 


$ 3-405. Employer's Responsibility for Fraudulent Indorsement by 
Employee. 
The text for this section was not amended in 2005. 


Official Comment 

1. Section 3-405 is addressed to fraudulent indorsements made by an employee with re- 
spect to instruments with respect to which the employer has given responsibility to the 
employee. It covers two categories of fraudulent indorsements: indorsements made in the 
name of the employer to instruments payable to the employer and indorsements made in 
he name of payees of instruments issued by the employer. This section applies to instru- 
ments generally but normally the instrument will be a check. Section 3-405 adopts the 
principle that the risk of loss for fraudulent indorsements by employees who are entrusted 
ith responsibility with respect to checks should fall on the employer rather than the bank 
hat takes the check or pays it, if the bank was not negligent in the transaction. Section 
3-405 is based on the belief that the employer is in a far better position to avoid the loss by 
care in choosing employees, in supervising them, and in adopting other measures to prevent 
orged indorsements on instruments payable to the employer or fraud in the issuance o 
instruments in the name of the employer. If the bank failed to exercise ordinary care, 
subsection (b) allows the employer to shift loss to the bank to the extent the bank's failure 
o exercise ordinary care contributed to the loss. “Ordinary care" is defined in Seetien 
: Section 3-103(a)(9). The provision applies regardless of whether the employer is 
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§ 9-325. Priority of Security Interests in Transferred Collateral. 
The text for this section was not amended in 2005. 


Official Comment 
*k ok Ok 


6. Unusual Situations. The appropriateness of the rule of subsection (a) is most appar- 
ent when it works to subordinate security interests having priority under the basic priority 
ules of Section 9-322(a) or the purchase-money priority rules of Section 9-324. The rule 
also works properly when applied to the security interest of a buyer under Section 2-711(3) 
or a lessee under Section 2A-508(5). However, subsection (a) may provide an inappropriate 
esolution of the “double debtor” problem in some of the wide variety of other contexts in 
hich the problem may arise. Although subsection (b) limits the application of subsection 
(a) to those cases in which subordination is known to be appropriate, courts should apply 
he rule in other settings, if necessary to promote the underlying purposes and policies o 
he Uniform Commercial Code. See Seetion-1-102€D Section 1-103(a). 
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2006 Official Comment Corrections to Uniform Commercial Code 
As Approved by the National Conference of Commissioners on 
Uniform State Laws and the American Law Institute 


$ 2A-222. Legal Recognition of Electronic Contacts, Records and 
Signatures. 
The text for this section was not amended in 2006. 


Official Comment 
xX ok ck 


1. Subsections (1) and (2) are derived from Section 7(a) and (b) of the Uniform Electronic 
ransactions Act (UETA), and subsection (3) is derived from Section 505) 5(a) of UETA. 
Subsection (4) is based on Section 206(c) of the Uniform Computer Information Transac- 
ions Act (UCITA). Each subsection conforms to the federal Electronic Signatures in Global 


and National Commerce Act (15 U.S.C. § 7001 et seq.). 
kok Ok 


§ 2A-510. Installment Lease Contracts: Rejection and Default. 
The text for this section was not amended in 2006. 


Official Comment 
xX ok ck 


Subsection (1) makes it clear that the lessee’s right in the first instance to reject an 
installment depends upon whether there has been a substantial impairment of the value o 
he installment to the lessee and not on the lessor’s ability to cure the nonconformity. Fhis 
The lessor can prevent a rightful rejection by giving adequate assurances of cure. Subsec- 
ion (1) uses the words “to the lessee” to clarify the standard for rejecting an installment 
consistent is the same standard for revoking acceptance under Section 2A—517. Therefore, 
he test is not what the lessor had reason to know at the time of the lease agreement; the 
question is whether the nonconformity is one that will cause a substantial impairment o 
alue to the lessee even though the lessor had no knowledge about the lessee’s particular 


circumstances at the time of the lease agreement. 
kok k 


$ 9-406. Discharge of Account Debtor; Notification of Assignment; 
Identification and Proof of Assignment; Restrictions on 
Assignment of Accounts, Chattel Paper, Payment 
Intangibles, and Promissory Notes Ineffective. 


The text for this section was not amended in 2006. 


Official Comment 
*k ok ck 


4. Proof of Assignment. Subsection (c) links payment with discharge, as in subsection. 
(a). It follows former Section 9-318(3) in referring to the right of the account debtor to pay 
he assignor if the requested proof of assignment is not seasonably forthcoming. Even if the 
proof is not forthcoming, the notification of assignment would remain effective, so that, in 
he absence of reasonable proof of the assignment, the account debtor could discharge the 
obligation by paying either the assignee or the assignor. Of course, if the assignee did not 
in fact receive an assignment, the account debtor cannot discharge its obligation by paying 
a putative assignee who is a stranger. The observations in Comment 3 concerning the 
easonableness of an identification of a right to payment also apply here. An account debtor 
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hat questions the adequacy of proof submitted by an assigner assignee would be well ad- 
ised to promptly inform the assigner assignee of the defects. 
kok Ok 


APPENDIX X 


2008 Amendment to Uniform Commercial Code Revised Article 1 
As Approved by the National Conference of Commissioners on 
Uniform State Laws and the American Law Institute 


$ 1-301. Territorial Applicability; Parties’ Power to Choose 
Applicable Law. 


(a) In this seetion: 
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Official Comment 

Source: Former Section 1-105. 

Summary of changes from former law: Section 1-301, which replaces former Section 
1-105, represents a significant rethinking of choice of law issues addressed in that section. 

he new section reexamines both the power of parties to select the jurisdiction whose law 

ill govern their transaction and the determination of the governing law in the absence o 
such selection by the parties. With respect to the power to select governing law, the draft 
affords greater party autonomy than former Section 1-105, but with important safeguards 
protecting consumer interests and fundamental policies. 

Section 1-301 addresses contractual designation of governing law somewhat differently 
han does former Section 1-105. Former law allowed the parties to any transaction to desig- 
nate a jurisdiction whose law governs if the transaction bears a “reasonable relation" to 
hat jurisdiction. Section 1-301 deviates from this approach by providing different rules for 
ransactions involving a consumer than for non-consumer transactions, such as “business 
o business" transactions. 

In the context of consumer transactions, the language of Section 1-301, unlike that of for- 
mer Section 1-105, protects consumers against the possibility of losing the protection o 
consumer protection rules applicable to the aspects of the transaction governed by the 

niform Commercial Code. In most situations, the relevant consumer protection rules will 
be those of the consumer's home jurisdiction. A special rule, however, is provided for 
certain face-to-face sales transactions. (See Comment 3.) 

In the context of business-to-business transactions, Section 1-301 generally provides the 
parties with greater autonomy to designate a jurisdiction whose law will govern than did 
ormer Section 1-105, but also provides safeguards against abuse that did not appear in for- 
mer Section 1-105. In the non-consumer context, following emerging international norms, 
greater autonomy is provided in subsections (c)(1) and (c)(2) by deleting the former require- 
ment that the transaction bear a “reasonable relation" to the jurisdiction. In the case o 

holly domestic transactions, however, the jurisdiction designated must be a State. (See 
Comment 4.) 

An important safeguard not present in former Section 1-105 is found in subsection (f). 
Subsection (f) provides that the designation of a jurisdiction's law is not effective (even i 
he transaction bears a reasonable relation to that jurisdiction) to the extent that applica- 

ion of that law would be contrary to a fundamental policy of the jurisdiction whose law 

ould govern in the absence of contractual designation. Application of the law designated 
may be contrary to a fundamental policy of the State or country whose law would otherwise 
govern either because of the nature of the law designated or because of the “mandatory” 
nature of the law that would otherwise apply. (See Comment 6.) 

In the absence of an effective contractual designation of governing law, former Section 
1-105(1) directed the forum to apply its own law if the transaction bore “an appropriate re- 
ation to this state." This direction, however, was frequently ignored by courts. Section 
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1-301(d) provides that, in the absence of an effective contractual designation, the forum 
should apply the forum's general choice of law principles, subject to certain special rules in 
consumer transactions. (See Comments 3 and 7). 

1. Applicability of section. This section is neither a complete restatement of choice of law 
principles nor a free-standing choice of law statute. Rather, it is a provision of Article 1 o 
he Uniform Commercial Code. As such, the scope of its application is limited in two signif- 
icant ways. 

First, this section is subject to Section 1-102, which states the scope of Article 1. As that 
section indicates, Article 1, and the rules contained therein, apply to transactions to the 
extent that they are governed by one of the other Articles of the Uniform Commercial Code. 

hus, this section does not apply to matters outside the scope of the Uniform Commercial 
Code, such as a services contract, a credit card agreement, or a contract for the sale of real 
estate. This limitation was implicit in former Section 1-105, and is made explicit in Section 
1-301(b). 

Second, subsection (g) provides that this section is subject to the specific choice of law 
provisions contained in other Articles of the Uniform Commercial Code. Thus, to the extent 
hat a transaction otherwise within the scope of this section also is within the scope of one 
of those provisions, the rules of that specific provision, rather than of this section, apply. 

The following cases illustrate these two limitations on the scope of Section 1-301: 

Example 1: A, a resident of Indiana, enters into an agreement with Credit Card 

Company, a Delaware corporation with its chief executive office located in New York, 

pursuant to which A agrees to pay Credit Card Company for purchases charged to A's 

credit card. The agreement contains a provision stating that it is governed by the law o 

South Dakota. The choice of law rules in Section 1-301 do not apply to this agreement 

because the agreement is not governed by any of the other Articles of the Uniform Com- 

mercial Code. 

Example 2: A, a resident of Indiana, maintains a checking account with Bank B, an 
Ohio banking corporation located in Ohio. At the time that the account was established, 
Bank B and A entered into a “Bank-Customer Agreement" governing their relationship 
with respect to the account. The Bank-Customer Agreement contains some provisions 
that purport to limit the liability of Bank B with respect to its decisions whether to honor 
or dishonor checks purporting to be drawn on A's account. The Bank-Customer Agree- 
ment also contains a provision stating that it is governed by the law of Ohio. The provi- 
sions purporting to limit the liability of Bank B deal with issues governed by Article 4. 
Therefore, determination of the law applicable to those issues (including determination o 
the effectiveness of the choice of law clause as it applies to those issues) is within the 
scope of Section 1-301 as provided in subsection (b). Nonetheless, the rules of Section 
1-301 would not apply to that determination because of subsection (g), which states that 
the choice of law rules in Section 4-102 govern instead. 

2. Contractual choice of law. 'This section allows parties broad autonomy, subject to sev- 
eral important limitations, to select the law governing their transaction, even if the trans- 
action does not bear a relation to the State or country whose law is selected. This recogni- 
ion of party autonomy with respect to governing law has already been established in 
several Articles of the Uniform Commercial Code (see Sections 44-507, 5-116, and 8-110) 
and is consistent with international norms. See, e.g., Inter-American Convention on the 
Law Applicable to International Contracts, Article 7 (Mexico City 1994); Convention on the 
Law Applicable to Contracts for the International Sale of Goods, Article 7(1) (The Hague 
1986); EC Convention on the Law Applicable to Contractual Obligations, Article 3(1) (Rome 
1980). 

There are three important limitations on this party autonomy to select governing law. 
First, a different, and more protective, rule applies in the context of consumer transactions. 
(See Comment 3). Second, in an entirely domestic transaction, this section does not validate 
he selection of foreign law. (See Comment 4.) Third, contractual choice of law will not be 
given effect to the extent that application of the law designated would be contrary to a 
undamental policy of the State or country whose law would be applied in the absence o 
such contractual designation. (See Comment 6). 

This Section does not address the ability of parties to designate non-legal codes such as 
rade codes as the set of rules governing their transaction. The power of parties to make 
such a designation as part of their agreement is found in the principles of Section 1-302. 
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hat Section, allowing parties broad freedom of contract to structure their relations, is ad- 
equate for this purpose. This is also the case with respect to the ability of the parties to 
designate recognized bodies of rules or principles applicable to commercial transactions 
hat are promulgated by intergovernmental organizations such as UNCITRAL or Unidroit. 
See, e.g., Unidroit Principles of International Commercial Contracts. 

3. Consumer transactions. If one of the parties is a consumer (as defined in Section 
1-201(b)(11)), subsection (e) provides the parties less autonomy to designate the State or 
country whose law will govern. 

First, in the case of a consumer transaction, subsection (e)(1) provides that the transac- 
ion must bear a reasonable relation to the State or country designated. Thus, the rules o 
subsection (c) allowing the parties to choose the law of a jurisdiction to which the transac- 
ion bears no relation do not apply to consumer transactions. 

Second, subsection (e)(2) provides that application of the law of the State or country 
determined by the rules of this section (whether or not that State or country was designated 
by the parties) cannot deprive the consumer of the protection of rules of law which govern 
matters within the scope of Section 1-301, are protective of consumers, and are not variable 
by agreement. The phrase “rule of law” is intended to refer to case law as well as statutes 
and administrative regulations. The requirement that the rule of law be one “governing a 
matter within the scope of this section" means that, consistent with the scope of Section 
1-301, which governs choice of law only with regard to the aspects of a transaction governed 
by the Uniform Commercial Code, the relevant consumer rules are those that govern those 
aspects of the transaction. Such rules may be found in the Uniform Commercial Code itself, 
as are the consumer-protective rules in Part 6 of Article 9, or in other law if that other law 
governs the UCC aspects of the transaction. See, for example, the rule in Section 2.403 o 
he Uniform Consumer Credit Code which prohibits certain sellers and lessors from taking 

egotiable instruments other than checks and provides that a holder is not in good faith i 
he holder takes a negotiable instrument with notice that it is issued in violation of that 
section. 

With one exception (explained in the next paragraph), the rules of law the protection o 

hich the consumer may not be deprived are those of the jurisdiction in which the consumer 
principally resides. The jurisdiction in which the consumer principally resides is determined 
at the time relevant to the particular issue involved. Thus, for example, if the issue is one 

elated to formation of a contract, the relevant consumer protective rules are rules of the 
jurisdiction in which the consumer principally resided at the time the facts relevant to 
contract formation occurred, even if the consumer no longer principally resides in that ju- 
isdiction at the time the dispute arises or is litigated. If, on the other hand, the issue is 
one relating to enforcement of obligations, then the relevant consumer protective rules are 
hose of the jurisdiction in which the consumer principally resides at the time enforcement 
is sought, even if the consumer did not principally reside in that jurisdiction at the time the 
ransaction was entered into. 

In the case of a sale of goods to a consumer, in which the consumer both makes the 
contract and takes possession of the goods in the same jurisdiction and that jurisdiction is 
not the consumer's principal residence, the rule in subsection (e)(2)(B) applies. In that situ- 
ation, the relevant consumer protective rules, the protection of which the consumer may 

ot be deprived by the choice of law rules of subsections (c) and (d), are those of the State 
or country in which both the contract is made and the consumer takes delivery of the 
goods. This rule, adapted from Section 2A-106 and Article 5 of the EC Convention on the 
Law Applicable to Contractual Obligations, enables a seller of goods engaging in face-to- 

ace transactions to ascertain the consumer protection rules to which those sales are 
subject, without the necessity of determining the principal residence of each buyer. The ref- 
erence in subsection (e)(2)(B) to the State or country in which the consumer makes the 
contract should not be read to incorporate formalistic concepts of where the last event nec- 
essary to conclude the contract took place; rather, the intent is to identify the state in 
hich all material steps necessary to enter into the contract were taken by the consumer. 

The following examples illustrate the application of Section 1-301(e)(2) in the context of a 
contractual choice of law provision: 

Example 3: Seller, located in State A, agrees to sell goods to Consumer, whose 
principal residence is in State B. The parties agree that the law of State A would govern 
this transaction. Seller ships the goods to Consumer in State B. An issue related to 
contract formation subsequently arises. Under the law of State A, that issue is governed 
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by State A's uniform version of Article 2. Under the law of State B, that issue is governed 

by a non-uniform rule, protective of consumers and not variable by agreement, that 

brings about a different result than would occur under the uniform version of Article 2. 

Under Section 1-301(e)(2)(A), the parties’ agreement that the law of State A would gov- 

ern their transaction cannot deprive Consumer of the protection of State B's consumer 

protective rule. This is the case whether State B's rule is codified in Article 2 of its 

Uniform Commercial Code or is found elsewhere in the law of State B. 

Example 4: Same facts as Example 3, except that (i) Consumer takes all material 
steps necessary to enter into the agreement to purchase the goods from Seller, and takes 
delivery of those goods, while on vacation in State A and (ii) the parties agree that the 
law of State C (in which Seller's chief executive office is located) would govern their 
transaction. Under subsections (c)(1) and (e)(1), the designation of the law of State C as 
governing will be effective so long as the transaction is found to bear a reasonable rela- 
tion to State C (assuming that the relevant law of State C is not contrary to a 
fundamental policy of the State whose law would govern in the absence of agreement), 
but that designation cannot deprive Consumer of the protection of any rule of State A 
that is within the scope of this section and is both protective of consumers and not vari- 
able by agreement. State B's consumer protective rule is not relevant because, under 
Section 1-301(e)(2)(B), the relevant consumer protective rules are those of the jurisdiction 
in which the consumer both made the contract and took delivery of the goods-here, State 
A-rather than those of the jurisdiction in which the consumer principally resides. 

It is important to note that subsection (e)(2) applies to all determinations of applicable 
aw in transactions in which one party is a consumer, whether that determination is made 
under subsection (c) (in cases in which the parties have designated the governing law in 
heir agreement) or subsection (d) (in cases in which the parties have not made such a 
designation). In the latter situation, application of the otherwise-applicable conflict of laws 
principles of the forum might lead to application of the laws of a State or country other 
han that of the consumer's principal residence. In such a case, however, subsection (e)(2) 
applies to preserve the applicability of consumer protection rules for the benefit of the 
consumer as described above. 

4. Wholly domestic transactions. While this Section provides parties broad autonomy to 
select governing law, that autonomy is limited in the case of wholly domestic transactions. 
In a “domestic transaction,” subsection (c)(1) validates only the designation of the law of a 
State. A “domestic transaction" is a transaction that does not bear a reasonable relation to 
a country other than the United States. (See subsection (a)). Thus, in a wholly domestic 

on-consumer transaction, parties may (subject to the limitations set out in subsections (f) 
and (g)) designate the law of any State but not the law of a foreign country. 

5. International transactions. This section provides greater autonomy in the context o 
international transactions. As defined in subsection (a)(2), a transaction is an “international 
ransaction" if it bears a reasonable relation to a country other than the United States. In a 

on-consumer international transaction, subsection (c)(2) provides that a designation of the 
aw of any State or country is effective (subject, of course, to the limitations set out in 
subsections (f) and (g)). It is important to note that the transaction need not bear a relation 
o the State or country designated if the transaction is international. Thus, for example, in. 
a non-consumer lease of goods in which the lessor is located in Mexico and the lessee is lo- 
cated in Louisiana, a designation of the law of Ireland to govern the transaction would be 
given effect under this section even though the transaction bears no relation to Ireland. 

he ability to designate the law of any country in non-consumer international transactions 
is important in light of the common practice in many commercial contexts of designating 
he law of a “neutral” jurisdiction or of a jurisdiction whose law is well-developed. If a 
country has two or more territorial units in which different systems of law relating to mat- 
ers within the scope of this section are applicable (as is the case, for example, in Canada 
and the United Kingdom), subsection (c)(2) should be applied to designation by the parties 
of the law of one of those territorial units. Thus, for example, subsection (c)(2) should be ap- 
plied if the parties to a non-consumer international transaction designate the laws o 
Ontario or Scotland as governing their transaction. 

6. Fundamental policy. Subsection (f) provides that an agreement designating the govern- 
ing law will not be given effect to the extent that application of the designated law would 
be contrary to a fundamental policy of the State or country whose law would otherwise 
govern. This rule provides a narrow exception to the broad autonomy afforded to parties in 
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ions of the parties and to make it possible for them to foretell with accuracy what will be 
heir rights and liabilities under the contract. In this way, certainty and predictability o 
esult are most likely to be secured. See Restatement (Second) Conflict of Laws, Section 
187, comment e. 

Under the fundamental policy doctrine, a court should not refrain from applying the 
designated law merely because application of that law would lead to a result different than 

ould be obtained under the local law of the State or country whose law would otherwise 
govern. Rather, the difference must be contrary to a public policy of that jurisdiction that is 
so substantial that it justifies overriding the concerns for certainty and predictabilit 
underlying modern commercial law as well as concerns for judicial economy generally. 

hus, application of the designated law will rarely be found to be contrary to a fundamental 
policy of the State or country whose law would otherwise govern when the difference be- 
ween the two concerns a requirement, such as a statute of frauds, that relates to formali- 
ies, or general rules of contract law, such as those concerned with the need for 
consideration. 

The opinion of Judge Cardozo in Loucks v. Standard Oil Co. of New York, 120 N.E. 198 
(1918), regarding the related issue of when a state court may decline to apply the law of an- 
other state, is a helpful touchstone here: 

Our own scheme of legislation may be different. We may even have no legislation on the 
subject. That is not enough to show that public policy forbids us to enforce the foreign 

ight. A right of action is property. If a foreign statute gives the right, the mere fact that 

e do not give a like right is no reason for refusing to help the plaintiff in getting what 
belongs to him. We are not so provincial as to say that every solution of a problem is wrong 
because we deal with it otherwise at home. Similarity of legislation has indeed this 
importance; its presence shows beyond question that the foreign statute does not offend the 

ocal policy. But its absence does not prove the contrary. It is not to be exalted into an in- 
dispensable condition. The misleading word ‘comity’ has been responsible for much of the 
rouble. It has been fertile in suggesting a discretion unregulated by general principles. 

X RoR 


The courts are not free to refuse to enforce a foreign right at the pleasure of the judges, 
o suit the individual notion of expediency or fairness. They do not close their doors, unless 
help would violate some fundamental principle of justice, some prevalent conception of good 
morals, some deep-rooted tradition of the common weal. 

120 N.E. at 201-02 (citations to authorities omitted). 

Application of the designated law may be contrary to a fundamental policy of the State or 
country whose law would otherwise govern either (i) because the substance of the 
designated law violates a fundamental principle of justice of that State or country or (ii) 
because it differs from a rule of that State or country that is “mandatory” in that it must be 
applied in the courts of that State or country without regard to otherwise-applicable choice 
of law rules of that State or country and without regard to whether the designated law is 
otherwise offensive. The mandatory rules concept appears in international conventions in 
his field, e.g., EC Convention on the Law Applicable to Contractual Obligations, although 
in some cases the concept is applied to authorize the forum state to apply its mandatory 

ules, rather than those of the State or country whose law would otherwise govern. The lat- 
er situation is not addressed by this section. (See Comment 9.) 

It is obvious that a rule that is freely changeable by agreement of the parties under the 
aw of the State or country whose law would otherwise govern cannot be construed as a 
mandatory rule of that State or country. This does not mean, however, that rules that can- 

ot be changed by agreement under that law are, for that reason alone, mandatory rules. 
Otherwise, contractual choice of law in the context of the Uniform Commercial Code would 
be illusory and redundant; the parties would be able to accomplish by choice of law no more 
han can be accomplished under Section 1-302, which allows variation of otherwise ap- 
plicable rules by agreement. (Under Section 1-302, the parties could agree to vary the rules 
hat would otherwise govern their transaction by substituting for those rules the rules that 

ould apply if the transaction were governed by the law of the designated State or country 

ithout designation of governing law.) Indeed, other than cases in which a mandatory 
choice of law rule is established by statute (see, e.g., Sections 9-301 through 9-307, explicitly, 
preserved in subsection (g)), cases in which courts have declined to follow the designated 
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aw solely because a rule of the State or country whose law would otherwise govern is 
mandatory are rare. 

7. Choice of law in the absence of contractual designation. Subsection (d), which replaces 

he second sentence of former Section 1-105(1), determines which jurisdiction's law governs 
a transaction in the absence of an effective contractual choice by the parties. Former Sec- 
ion 1-105(1) provided that the law of the forum (i.e., the Uniform Commercial Code) ap- 
plied if the transaction bore “an appropriate relation to this state." By using an “appropri- 
ate relation" test, rather than, for example, a “most significant relationship" test, Section 
1-105(1) expressed a bias in favor of applying the forum's law. This bias, while not 
niversally respected by the courts, was justifiable in light of the uncertainty that existed 
at the time of drafting as to whether the Uniform Commercial Code would be adopted by 
all the states; the pro-forum bias would assure that the Uniform Commercial Code would 
be applied so long as the transaction bore an “appropriate” relation to the forum. Inasmuch 
as the Uniform Commercial Code has been adopted, at least in part, in all U.S. jurisdic- 
ions, the vitality of this point is minimal in the domestic context, and international comity 
concerns militate against continuing the pro-forum, pro-UCC bias in transnational 
ransactions. Whether the choice is between the law of two jurisdictions that have adopted 
he Uniform Commercial Code, but whose law differs (because of differences in enacted 
anguage or differing judicial interpretations), or between the Uniform Commercial Code 
and the law of another country, there is no strong justification for directing a court to apply 
different choice of law principles to that determination than it would apply if the matter 

ere not governed by the Uniform Commercial Code. Similarly, given the variety of choice 
of law principles applied by the states, it would not be prudent to designate only one such 
principle as the proper one for transactions governed by the Uniform Commercial Code. Ac- 
cordingly, in cases in which the parties have not made an effective choice of law, Section 
1-301(d) simply directs the forum to apply its ordinary choice of law principles to determine 

hich jurisdiction’s law governs, subject to the special rules of Section 1-301(e)(2) with 
egard to consumer transactions. 

8. Primacy of other Uniform Commercial Code choice of law rules. Subsection (g), which 
is essentially identical to former Section 1-105(2), indicates that choice of law rules provided 
in the other Articles govern when applicable. 

9. Matters not addressed by this section. As noted in Comment 1, this section is not a 
complete statement of conflict of laws doctrines applicable in commercial cases. Among the 
issues this section does not address, and leaves to other law, three in particular deserve 
mention. First, a forum will occasionally decline to apply the law of a different jurisdiction 
selected by the parties when application of that law would be contrary to a fundamental 
policy of the forum jurisdiction, even if it would not be contrary to a fundamental policy o 

he State or country whose law would govern in the absence of contractual designation. 
Standards for application of this doctrine relate primarily to concepts of sovereignty rather 
han commercial law and are thus left to the courts. Second, in determining whether to 
give effect to the parties’ agreement that the law of a particular State or country will gov- 
ern their relationship, courts must, of necessity, address some issues as to the basic valid- 
ity of that agreement. These issues might relate, for example, to capacity to contract and 
absence of duress. This section does not address these issues. Third, this section leaves to 
other choice of law principles of the forum the issues of whether, and to what extent, the 
orum will apply the same law to the non-UCC aspects of a transaction that it applies to 
he aspects of the transaction governed by the Uniform Commercial Code. 
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Article 2 Sales [1995] 


Short Title. 


Scope; Certain Security and Other Transactions Excluded From 
This Article. 


Definitions and Index of Definitions. 
Definitions: “Merchant”; “Between Merchants"; “Financing 


Definitions: Transferability; “Goods”; “Future” Goods; “Lot”; 
“Commercial Unit”. 


Definitions: “Contract”; “Agreement”; “Contract for Sale”; “Sale”; 
“Present Sale”; “Conforming” to Contract; “Termination”; 
“Cancellation”. 


Goods to Be Severed From Realty: Recording. 
. FORM, FORMATION AND READJUSTMENT OF CONTRACT 

Formal Requirements; Statute of Frauds. 

Final Written Expression: Parol or Extrinsic Evidence. 

Seals Inoperative. 

Formation in General. 

Firm Offers. 

Offer and Acceptance in Formation of Contract. 

Additional Terms in Acceptance or Confirmation. 

Course of Performance or Practical Construction. 

Modification, Rescission and Waiver. 

Delegation of Performance; Assignment of Rights. 
ART 3. GENERAL OBLIGATION AND CONSTRUCTION OF 

CONTRACT 


General Obligations of Parties. 

Unconscionable Contract or Clause. 

Allocation or Division of Risks. 

Price Payable in Money, Goods, Realty, or Otherwise. 
Open Price Term. 

Output, Requirements and Exclusive Dealings. 

Delivery in Single Lot or Several Lots. 

Absence of Specified Place for Delivery. 

Absence of Specific Time Provisions; Notice of Termination. 


Open Time for Payment or Running of Credit; Authority to Ship 
Under Reservation. 
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Options and Cooperation Respecting Performance. 


Warranty of Title and Against Infringement; Buyer's Obligation 
Against Infringement. 


Express Warranties by Affirmation, Promise, Description, 
Sample. 


Implied Warranty: Merchantability; Usage of Trade. 
Implied Warranty: Fitness for Particular Purpose. 
Exclusion or Modification of Warranties. 

Cumulation and Conflict of Warranties Express or Implied. 
Third Party Beneficiaries of Warranties Express or Implied. 
F.O.B. and F.A.S. Terms. 

C.LF. and C. & F. Terms. 


C.LF. or C. & F.: “Net Landed Weights”; “Payment on Arrival"; 
Warranty of Condition on Arrival. 

Delivery “Ex-Ship”. 

Form of Bill of Lading Required in Overseas Shipment; 
“Overseas”. 

“No Arrival, No Sale” Term. 

“Letter of Credit” Term; “Confirmed Credit”. 


Sale on Approval and Sale or Return; Consignment Sales and 
Rights of Creditors. 


Special Incidents of Sale on Approval and Sale or Return. 
Sale by Auction. 
. TITLE, CREDITORS AND GOOD FAITH PURCHASERS 


Passing of Title; Reservation for Security; Limited Application of 
This Section. 


Rights of Seller’s Creditors Against Sold Goods. 
Power to Transfer; Good Faith Purchase of Goods; “Entrusting”. 
. PERFORMANCE 
Insurable Interest in Goods; Manner of Identification of Goods. 
Buyer’s Right to Goods on Seller’s Insolvency. 
Manner of Seller’s Tender of Delivery. 
Shipment by Seller. 
Seller’s Shipment Under Reservation. 
Rights of Financing Agency. 
Effect of Seller’s Tender; Delivery on Condition. 
Cure by Seller of Improper Tender or Delivery; Replacement. 
Risk of Loss in the Absence of Breach. 
Effect of Breach on Risk of Loss. 
Tender of Payment by Buyer; Payment by Check. 
Payment by Buyer Before Inspection. 
Buyer’s Right to Inspection of Goods. 
When Documents Deliverable on Acceptance; When on Payment. 
Preserving Evidence of Goods in Dispute. 
ART 6. BREACH, REPUDIATION AND EXCUSE 


2120 


Buyer's Rights on Improper Delivery. 

Manner and Effect of Rightful Rejection. 

Merchant Buyer's Duties as to Rightfully Rejected Goods. 
Buyer's Options as to Salvage of Rightfully Rejected Goods. 
Waiver of Buyer's Objections by Failure to Particularize. 
What Constitutes Acceptance of Goods. 

Effect of Acceptance; Notice of Breach; Burden of Establishing 


Breach After Acceptance; Notice of Claim or Litigation to Person 
Answerable Over. 


Revocation of Acceptance in Whole or in Part. 

Right to Adequate Assurance of Performance. 
Anticipatory Repudiation. 

Retraction of Anticipatory Repudiation. 

“Installment Contract"; Breach. 

Casualty to Identified Goods. 

Substituted Performance. 

Excuse by Failure of Presupposed Conditions. 
Procedure on Notice Claiming Excuse. 

. REMEDIES 

Remedies for Breach of Collateral Contracts Not Impaired. 
Seller’s Remedies on Discovery of Buyer’s Insolvency. 
Seller’s Remedies in General. 


Seller’s Right to Identify Goods to the Contract Notwithstanding 
Breach or to Salvage Unfinished Goods. 


Seller’s Stoppage of Delivery in Transit or Otherwise. 
Seller’s Resale Including Contract for Resale. 

“Person in the Position of a Seller”. 

Seller’s Damages for Non-acceptance or Repudiation. 
Action for the Price. 

Seller’s Incidental Damages. 

Buyer’s Remedies in General; Buyer’s Security Interest in 
Rejected Goods. 

“Cover”; Buyer’s Procurement of Substitute Goods. 
Buyer’s Damages for Non-delivery or Repudiation. 
Buyer’s Damages for Breach in Regard to Accepted Goods. 
Buyer’s Incidental and Consequential Damages. 

Buyer’s Right to Specific Performance or Replevin. 
Deduction of Damages From the Price. 

Liquidation or Limitation of Damages; Deposits. 
Contractual Modification or Limitation of Remedy. 


Effect of “Cancellation” or “Rescission” on Claims for Antecedent 
Breach. 


Remedies for Fraud. 
Who Can Sue Third Parties for Injury to Goods. 


APPENDIX 


Proof of Market Price: Time and Place. 
Admissibility of Market Quotations. 
Statute of Limitations in Contracts for Sale. 


PART 1 
SHORT TITLE, GENERAL CONSTRUCTION AND SUBJECT MATTER 


$ 2-101. Short Title. 


This Article shall be known and may be cited as Uniform Commercial 
Code—Sales. 


Official Comment 

This Article is a complete revision and modernization of the Uniform Sales Act which 

as promulgated by the National Conference of Commissioners on Uniform State Laws in 
1906 and has been adopted in 34 states and Alaska, the District of Columbia and Hawaii. 

The coverage of the present Article is much more extensive than that of the old Sales Act 
and extends to the various bodies of case law which have been developed both outside o 
and under the latter. 

The arrangement of the present Article is in terms of contract for sale and the various 
steps of its performance. The legal consequences are stated as following directly from the 
contract and action taken under it without resorting to the idea of when property or title 
passed or was to pass as being the determining factor. The purpose is to avoid making 
practical issues between practical men turn upon the location of an intangible something, 
he passing of which no man can prove by evidence and to substitute for such abstractions 
proof of words and actions of a tangible character. 


§ 2-102. Scope; Certain Security and Other Transactions Excluded 
From This Article. 


Unless the context otherwise requires, this Article applies to transac- 
ions in goods; it does not apply to any transaction which although in the 
form of an unconditional contract to sell or present sale is intended to 
operate only as a security transaction nor does this Article impair or repeal 
any statute regulating sales to consumers, farmers or other specified 
classes of buyers. 


Official Comment 
Prior Uniform Statutory Provision: Section 75, Uniform Sales Act. 
Changes: Section 75 has been rephrased. 
Purposes of Changes and New Matter: To make it clear that: 

The Article leaves substantially unaffected the law relating to purchase money security 
such as conditional sale or chattel mortgage though it regulates the general sales aspects o 
such transactions. “Security transaction” is used in the same sense as in the Article on 
Secured Transactions (Article 9). 

Cross Reference: 
Article 9. 
Definitional Cross References: 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Present sale”. Section 2-106. 
“Sale”. Section 2-106. 


§ 2-103. Definitions and Index of Definitions. 
(1) In this Article unless the context otherwise requires 
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(a) “Buyer” means a person who buys or contracts to buy goods. 

(b) *Good faith" in the case of a merchant means honesty in fact and 
the observance of reasonable commercial standards of fair dealing in the 
trade. 

(c) *Receipt" of goods means taking physical possession of them. 

(d) *Seller" means a person who sells or contracts to sell goods. 
(2) Other definitions applying to this Article or to specified Parts thereof, 

and the sections in which they appear are: 

“Acceptance”. Section 2-606. 

“Banker’s credit". Section 2-325. 

“Between merchants". Section 2-104. 

“Cancellation”. Section 2-106(4). 

“Commercial unit”. Section 2-105. 

“Confirmed credit”. Section 2-325. 

“Conforming to contract”. Section 2-106. 

“Contract for sale”. Section 2-106. 

“Cover”. Section 2-712. 

“Entrusting”. Section 2-403. 

“Financing agency”. Section 2-104. 

“Future goods”. Section 2-105. 

“Goods”. Section 2-105. 

“Identification”. Section 2-501. 

“Installment contract”. Section 2-612. 

“Letter of Credit”. Section 2-325. 

“Lot”. Section 2-105. 

“Merchant”. Section 2-104. 

“Overseas”. Section 2-323. 

“Person in position of seller”. Section 2-707. 

“Present sale”. Section 2-106. 

“Sale”. Section 2-106. 

“Sale on approval”. Section 2-326. 

“Sale or return”. Section 2-326. 

“Termination”. Section 2-106. 
(3) The following definitions in other Articles apply to this Article: 

“Check”. Section 3-104. 

“Consignee”. Section 7-102. 

“Consignor”. Section 7-102. 

“Consumer goods”. Section 9-109. 

“Dishonor”. Section 3-502. 

“Draft”. Section 3-104. 
(4) In addition Article 1 contains general definitions and principles o 

construction and interpretation applicable throughout this Article. 

As amended in 1994. 


APPENDIX 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1): Section 76, Uniform Sales Act. 
Changes: 

The definitions of “buyer” and “seller” have been slightly rephrased, the reference in Sec- 
ion 76 of the prior Act to “any legal successor in interest of such person” being omitted. 
he definition of “receipt” is new. 

Purposes of Changes and New Matter: 

1. The phrase “any legal successor in interest of such person” has been eliminated 
since Section 2-210 of this Article, which limits some types of delegation of performance 
on assignment of a sales contract, makes it clear that not every such successor can be 
safely included in the definition. In every ordinary case, however, such successors are as 
of course included. 

2. “Receipt” must be distinguished from delivery particularly in regard to the 
problems arising out of shipment of goods, whether or not the contract calls for making 
delivery by way of documents of title, since the seller may frequently fulfill his obliga- 
tions to “deliver” even though the buyer may never “receive” the goods. Delivery with re- 
spect to documents of title is defined in Article 1 and requires transfer of physical 
delivery. Otherwise the many divergent incidents of delivery are handled incident by 
incident. 

Cross References: 
Point 1: See Section 2-210 and Comment thereon. 

Point 2: Section 1-201. 

Definitional Cross Reference: 
"Person". Section 1-201. 


$ 2-104. Definitions: “Merchant”; “Between Merchants"; 
*Financing Agency". 

(1) *Merchant" means a person who deals in goods of the kind or 
otherwise by his occupation holds himself out as having knowledge or skill 
peculiar to the practices or goods involved in the transaction or to whom 
such knowledge or skill may be attributed by his employment of an agent 
or broker or other intermediary who by his occupation holds himself out as 
having such knowledge or skill. 

(2) “Financing agency" means a bank, finance company or other person 

ho in the ordinary course of business makes advances against goods or 
documents of title or who by arrangement with either the seller or the 
buyer intervenes in ordinary course to make or collect payment due or 
claimed under the contract for sale, as by purchasing or paying the seller's 
draft or making advances against it or by merely taking it for collection 

hether or not documents of title accompany the draft. “Financing agency” 
includes also a bank or other person who similarly intervenes between 
persons who are in the position of seller and buyer in respect to the goods 
(Section 2-707). 

(3) “Between merchants” means in any transaction with respect to which 
both parties are chargeable with the knowledge or skill of merchants. 


Official Comment 
Prior Uniform Statutory Provision: None. But see Sections 15(2), (5), 16(c), 45(2) and 
71, Uniform Sales Act, and Sections 35 and 37, Uniform Bills of Lading Act for examples o 
he policy expressly provided for in this Article. 
Purposes: 

1. This Article assumes that transactions between professionals in a given field 
require special and clear rules which may not apply to a casual or inexperienced seller or 
buyer. It thus adopts a policy of expressly stating rules applicable “between merchants” 
and “as against a merchant”, wherever they are needed instead of making them depend 
upon the circumstances of each case as in the statutes cited above. This section lays the 
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foundation of this policy by defining those who are to be regarded as professionals or 
“merchants” and by stating when a transaction is deemed to be “between merchants". 

2. The term “merchant” as defined here roots in the “law merchant" concept of a 
professional in business. The professional status under the definition may be based upon. 
specialized knowledge as to the goods, specialized knowledge as to business practices, or 
specialized knowledge as to both and which kind of specialized knowledge may be suf- 
ficient to establish the merchant status is indicated by the nature of the provisions. The 
special provisions as to merchants appear only in this Article and they are of three kinds. 
Sections 2-201(2), 2-205, 2-207 and 2-209 dealing with the statute of frauds, firm offers, 
confirmatory memoranda and modification rest on normal business practices which are 
or ought to be typical of and familiar to any person in business. For purposes of these 
sections almost every person in business would, therefore, be deemed to be a “merchant” 
under the language “who. . . by his occupation holds himself out as having knowledge or 
skill peculiar to the practices . . . involved in the transaction . . ." since the practices 
involved in the transaction are non-specialized business practices such as answering 
mail. In this type of provision, banks or even universities, for example, well may be 
“merchants.” But even these sections only apply to a merchant in his mercantile capacity; 
a lawyer or bank president buying fishing tackle for his own use is not a merchant. On 
the other hand, in Section 2-314 on the warranty of merchantability, such warranty is 
implied only “if the seller is a merchant with respect to goods of that kind." Obviously 
this qualification restricts the implied warranty to a much smaller group than everyone 
who is engaged in business and requires a professional status as to particular kinds o 
goods. The exception in Section 2-402(2) for retention of possession by a merchant-seller 
falls in the same class; as does Section 2-403(2) on entrusting of possession to a merchant 
“who deals in goods of that kind". A third group of sections includes 2-103(1)(b), which 
provides that in the case of a merchant “good faith" includes observance of reasonable 
commercial standards of fair dealing in the trade; 2-327(1)(c), 2-603 and 2-605, dealing 
with responsibilities of merchant buyers to follow seller's instructions, etc.; 2-509 on ris 
of loss, and 2-609 on adequate assurance of performance. This group of sections applies 
to persons who are merchants under either the “practices” or the “goods” aspect of the 
definition of merchant. 

3. The “or to whom such knowledge or skill may be attributed by his employment o 
an agent or broker . . ." clause of the definition of merchant means that even persons 
such as universities, for example, can come within the definition of merchant if they have 
regular purchasing departments or business personnel who are familiar with business 
practices and who are equipped to take any action required. 

Cross References: 
Point 1: See Sections 1-102 and 1-203. 
Point 2: See Sections 2-314, 2-315 and 2-320 to 2-325, of this Article, and Article 9. 
Definitional Cross References: 
“Bank”. Section 1-201. 
“Buyer”. Section 2-103. 
"Contract for sale". Section 2-106. 
“Document of title". Section 1-201. 
"Draft". Section 3-104. 
“Goods”. Section 2-105. 
"Person". Section 1-201. 
"Purchase". Section 1-201. 
"Seller". Section 2-103. 


§ 2-105. Definitions: Transferability; “Goods”; “Future” Goods; 
“Lot”; “Commercial Unit”. 

(1) “Goods” means all things (including specially manufactured goods) 

hich are movable at the time of identification to the contract for sale 
other than the money in which the price is to be paid, investment securi- 
ies (Article 8) and things in action. “Goods” also includes the unborn 
young of animals and growing crops and other identified things attached to 
realty as described in the section on goods to be severed from realty (Sec- 
ion 2-107). 

(2) Goods must be both existing and identified before any interest in 
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hem can pass. Goods which are not both existing and identified are 
‘future” goods. A purported present sale of future goods or of any interest 
herein operates as a contract to sell. 
(3) There may be a sale of a part interest in existing identified goods. 
(4) An undivided share in an identified bulk of fungible goods is suf- 
ciently identified to be sold although the quantity of the bulk is not 


seller’s interest in the bulk be sold to the buyer who then becomes an 
owner in common. 

(5) “Lot” means a parcel or a single article which is the subject matter o 
a separate sale or delivery, whether or not it is sufficient to perform the 
contract. 


(6) “Commercial unit” means such a unit of goods as by commercial us- 
age is a single whole for purposes of sale and division of which materially 
impairs its character or value on the market or in use. A commercial unit 

ay be a single article (as a machine) or a set of articles (as a suite o 
furniture or an assortment of sizes) or a quantity (as a bale, gross, or 
carload) or any other unit treated in use or in the relevant market as a 
single whole. 


Official Comment 


Prior Uniform Statutory Provision: Subsections (1), (2), (3) and (4)—Sections 5, 6 and 
76, Uniform Sales Act; Subsections (5) and (6)—none. 

Changes: Rewritten. 

Purposes of Changes and New Matter: 

1. Subsection (1) on “goods”: The phraseology of the prior uniform statutory provi- 
sion has been changed so that: The definition of goods is based on the concept of mov- 
ability and the term “chattels personal” is not used. It is not intended to deal with things 
which are not fairly identifiable as movables before the contract is performed. Growing 
crops are included within the definition of goods since they are frequently intended for 
sale. The concept of “industrial” growing crops has been abandoned, for under modern 
practices fruit, perennial hay, nursery stock and the like must be brought within the 
scope of this Article. The young of animals are also included expressly in this definition 
since they, too, are frequently intended for sale and may be contracted for before birth. 
The period of gestation of domestic animals is such that the provisions of the section on 
identification can apply as in the case of crops to be planted. The reason of this definition 
also leads to the inclusion of a wool crop or the like as “goods” subject to identification 
under this Article. The exclusion of “money in which the price is to be paid” from the 
definition of goods does not mean that foreign currency which is included in the defini- 
tion of money may not be the subject matter of a sales transaction. Goods is intended to 
cover the sale of money when money is being treated as a commodity but not to include 
it when money is the medium of payment. As to contracts to sell timber, minerals, or 
structures to be removed from the land Section 2-107(1) (Goods to be severed from 
Realty: recording) controls. The use of the word “fixtures” is avoided in view of the diver- 
sity of definitions of that term. This Article in including within its scope “things attached 
to realty” adds the further test that they must be capable of severance without material 
harm thereto. As between the parties any identified things which fall within that defini- 
tion become “goods” upon the making of the contract for sale. “Investment securities” 
are expressly excluded from the coverage of this Article. It is not intended by this exclu- 
sion, however, to prevent the application of a particular section of this Article by analogy 
to securities (as was done with the Original Sales Act in Agar v. Orda, 264 N.Y. 248, 190 
N.E. 479, 99 A.L.R. 269 (1934)) when the reason of that section makes such application 
sensible and the situation involved is not covered by the Article of this Act dealing 
specifically with such securities (Article 8). 

2. References to the fact that a contract for sale can extend to future or contingent 
goods and that ownership in common follows the sale of a part interest have been omit- 
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ted here as obvious without need for expression; hence no inference to negate these 
principles should be drawn from their omission. 

3. Subsection (4) does not touch the question of how far an appropriation of a bulk o 
fungible goods may or may not satisfy the contract for sale. 

4. Subsections (5) and (6) on “lot” and “commercial unit" are introduced to aid in the 
phrasing of later sections. 

5. The question of when an identification of goods takes place is determined by the 
provisions of Section 2-501 and all that this section says is what kinds of goods may be 
the subject of a sale. 

Cross References: 
Point 1: Sections 2-107, 2-201, 2-501 and Article 8. 
Point 5: Section 2-501. 
See also Section 1-201. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale". Section 2-106. 
“Fungible”. Section 1-201. 
“Money”. Section 1-201. 
“Present sale”. Section 2-106. 
“Sale”. Section 2-106. 
“Seller”. Section 2-103. 


§ 2-106. Definitions: “Contract”; “Agreement”; “Contract for Sale”; 
“Sale”; “Present Sale”; “Conforming” to Contract; 
“Termination”; “Cancellation”. 


(1) In this Article unless the context otherwise requires “contract” and 
‘agreement” are limited to those relating to the present or future sale o 
goods. “Contract for sale” includes both a present sale of goods and a 
contract to sell goods at a future time. A “sale” consists in the passing o 
itle from the seller to the buyer for a price (Section 2-401). A “present 
sale” means a sale which is accomplished by the making of the contract. 


(2) Goods or conduct including any part of a performance are “conform- 
ing” or conform to the contract when they are in accordance with the 
obligations under the contract. 


(3) “Termination” occurs when either party pursuant to a power created 
by agreement or law puts an end to the contract otherwise than for its 
breach. On “termination” all obligations which are still executory on both 
sides are discharged but any right based on prior breach or performance 
survives. 


(4) “Cancellation” occurs when either party puts an end to the contract 
for breach by the other and its effect is the same as that of “termination” 
except that the cancelling party also retains any remedy for breach of the 

hole contract or any unperformed balance. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—Section 1(1) and (2), Uniform Sales 
ct; Subsection (2)—none, but subsection generally continues policy of Sections 11, 44 and 
69, Uniform Sales Act; Subsections (3) and (4)—none. 
Changes: Completely rewritten. 
Purposes of Changes and New Matter: 
1. Subsection (1): “Contract for sale” is used as a general concept throughout this 
Article, but the rights of the parties do not vary according to whether the transaction is 
a present sale or a contract to sell unless the Article expressly so provides. 
2. Subsection (2): It is in general intended to continue the policy of requiring exact 
performance by the seller of his obligations as a condition to his right to require 
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acceptance. However, the seller is in part safeguarded against surprise as a result of sud- 
den technicality on the buyer's part by the provisions of Section 2-508 on seller's cure o 
improper tender or delivery. Moreover usage of trade frequently permits commercial 
leeways in performance and the language of the agreement itself must be read in the 
light of such custom or usage and also, prior course of dealing, and in a long term 
contract, the course of performance. 
3. Subsections (3) and (4): These subsections are intended to make clear the distinc- 
tion carried forward throughout this Article between termination and cancellation. 
Cross References: 
Point 2: Sections 1-203, 1-205, 2-208 and 2-508. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
*Goods". Section 2-105. 
“Party”. Section 1-201. 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 
“Seller”. Section 2-103. 


$ 2-107. Goods to Be Severed From Realty: Recording. 

(1) A contract for the sale of minerals or the like (including oil and gas) 
or a structure or its materials to be removed from realty is a contract for 
he sale of goods within this Article if they are to be severed by the seller 
but until severance a purported present sale thereof which is not effective 
as a transfer of an interest in land is effective only as a contract to sell. 


(2) A contract for the sale apart from the land of growing crops or other 
hings attached to realty and capable of severance without material harm 
hereto but not described in subsection (1) or of timber to be cut is a 
contract for the sale of goods within this Article whether the subject mat- 
er is to be severed by the buyer or by the seller even though it forms part 
of the realty at the time of contracting, and the parties can by identifica- 
ion effect a present sale before severance. 


(3) The provisions of this section are subject to any third party rights 
provided by the law relating to realty records, and the contract for sale 
ay be executed and recorded as a document transferring an interest in 
land and shall then constitute notice to third parties of the buyer's rights 
nder the contract for sale. 


As amended in 1972. 


Official Comment 
Prior Uniform Statutory Provision: See Section 76, Uniform Sales Act on prior policy; 
Section 7, Uniform Conditional Sales Act. 
Purposes: 

1. Subsection (1). Notice that this subsection applies only if the minerals or 
structures “are to be severed by the seller". If the buyer is to sever, such transactions are 
considered contracts affecting land and all problems of the Statute of Frauds and of the 
recording of land rights apply to them. Therefore, the Statute of Frauds section of this 
Article does not apply to such contracts though they must conform to the Statute o 
Frauds affecting the transfer of interests in land. 

2. Subsection (2). “Things attached" to the realty which can be severed without mate- 
rial harm are goods within this Article regardless of who is to effect the severance. The 
word "fixtures" has been avoided because of the diverse definitions of this term, the test 
of “severance without material harm" being substituted. The provision in subsection (3) 
for recording such contracts is within the purview of this Article since it is a means o 
preserving the buyer's rights under the contract of sale. 
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3. The security phases of things attached to or to become attached to realty are dealt 
with in the Article on Secured Transactions (Article 9) and it is to be noted that the defi- 
nition of goods in that Article differs from the definition of goods in this Article. 
However, both Articles treat as goods growing crops and also timber to be cut under a 

contract of severance. 
Cross References: 
Point 1: Section 2-201. 
Point 2: Section 2-105. 
Point 3: Articles 9 and 9-105. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale". Section 2-106. 
*Goods". Section 2-105. 
“Party”. Section 1-201. 
“Present sale". Section 2-106. 
*Rights". Section 1-201. 
*Seller". Section 2-103. 


PART 2 
FORM, FORMATION AND READJUSTMENT OF CONTRACT 


$ 2-201. Formal Requirements; Statute of Frauds. 


(1) Except as otherwise provided in this section a contract for the sale o 
goods for the price of $500 or more is not enforceable by way of action or 
defense unless there is some writing sufficient to indicate that a contract 
for sale has been made between the parties and signed by the party against 

hom enforcement is sought or by his authorized agent or broker. A writ- 
ing is not insufficient because it omits or incorrectly states a term agreed 

pon but the contract is not enforceable under this paragraph beyond the 
quantity of goods shown in such writing. 
(2) Between merchants if within a reasonable time a writing in confirma- 
ion of the contract and sufficient against the sender is received and the 
party receiving it has reason to know its contents, it satisfies the require- 

ents of subsection (1) against such party unless written notice of objec- 
ion to its contents is given within 10 days after it is received. 

(3) A contract which does not satisfy the requirements of subsection (1) 
but which is valid in other respects is enforceable 

(a) if the goods are to be specially manufactured for the buyer and are 
not suitable for sale to others in the ordinary course of the seller's busi- 
ness and the seller, before notice of repudiation is received and under 
circumstances which reasonably indicate that the goods are for the 
buyer, has made either a substantial beginning of their manufacture or 
commitments for their procurement; or 

(b) if the party against whom enforcement is sought admits in his 
pleading, testimony or otherwise in court that a contract for sale was 
made, but the contract is not enforceable under this provision beyond 
the quantity of goods admitted; or 

(c) with respect to goods for which payment has been made and ac- 
cepted or which have been received and accepted (Sec. 2-606). 


Official Comment 


Prior Uniform Statutory Provision: Section 4, Uniform Sales Act (which was based on 
Section 17 of the Statute of 29 Charles IT). 
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Changes: Completely rephrased; restricted to sale of goods. See also Sections 1-206, 8-319 
and 9-203. 
Purposes of Changes: The changed phraseology of this section is intended to make it 
clear that: 

1. The required writing need not contain all the material terms of the contract and 
such material terms as are stated need not be precisely stated. All that is required is 
that the writing afford a basis for believing that the offered oral evidence rests on a real 
transaction. It may be written in lead pencil on a scratch pad. It need not indicate which 
party is the buyer and which the seller. The only term which must appear is the quantity 
term which need not be accurately stated but recovery is limited to the amount stated. 
The price, time and place of payment or delivery, the general quality of the goods, or any 
particular warranties may all be omitted. Special emphasis must be placed on the 
permissibility of omitting the price term in view of the insistence of some courts on the 
express inclusion of this term even where the parties have contracted on the basis of a 
published price list. In many valid contracts for sale the parties do not mention the price 
in express terms, the buyer being bound to pay and the seller to accept a reasonable 
price which the trier of the fact may well be trusted to determine. Again, frequently the 
price is not mentioned since the parties have based their agreement on a price list or 
catalogue known to both of them and this list serves as an efficient safeguard against 
perjury. Finally, ^market" prices and valuations that are current in the vicinity consti- 
tute a similar check. Thus if the price is not stated in the memorandum it can normally 
be supplied without danger of fraud. Of course if the “price” consists of goods rather than 
money the quantity of goods must be stated. Only three definite and invariable require- 
ments as to the memorandum are made by this subsection. First, it must evidence a 
contract for the sale of goods; second, it must be *signed", a word which includes any 
authentication which identifies the party to be charged; and third, it must specify a 
quantity. 

2. “Partial performance" as a substitute for the required memorandum can validate 
the contract only for the goods which have been accepted or for which payment has been. 
made and accepted. Receipt and acceptance either of goods or of the price constitutes an. 
unambiguous overt admission by both parties that a contract actually exists. If the court; 
can make a just apportionment, therefore, the agreed price of any goods actually delivered. 
can be recovered without a writing or, if the price has been paid, the seller can be forced 
to deliver an apportionable part of the goods. The overt actions of the parties make 
admissible evidence of the other terms of the contract necessary to a just apportionment. 
This is true even though the actions of the parties are not in themselves inconsistent 
with a different transaction such as a consignment for resale or a mere loan o 
money. Part performance by the buyer requires the delivery of something by him that is 
accepted by the seller as such performance. Thus, part payment may be made by money 
or check, accepted by the seller. If the agreed price consists of goods or services, then 
they must also have been delivered and accepted. 

3. Between merchants, failure to answer a written confirmation of a contract within 
ten days of receipt is tantamount to a writing under subsection (2) and is sufficient 
against both parties under subsection (1). The only effect, however, is to take away from 
the party who fails to answer the defense of the Statute of Frauds; the burden of persuad- 
ing the trier of fact that a contract was in fact made orally prior to the written confirma- 
tion is unaffected. Compare the effect of a failure to reply under Section 2-207. 

4. Failure to satisfy the requirements of this section does not render the contract void 
for all purposes, but merely prevents it from being judicially enforced in favor of a party 
to the contract. For example, a buyer who takes possession of goods as provided in an 
oral contract which the seller has not meanwhile repudiated, is not a trespasser. Nor 
would the Statute of Frauds provisions of this section be a defense to a third person who 
wrongfully induces a party to refuse to perform an oral contract, even though the injured 
party cannot maintain an action for damages against the party so refusing to perform. 

5. The requirement of “signing” is discussed in the comment to Section 1-201. 

6. It is not necessary that the writing be delivered to anybody. It need not be signed 
or authenticated by both parties but it is, of course, not sufficient against one who has 
not signed it. Prior to a dispute no one can determine which party's signing of the memo- 
randum may be necessary but from the time of contracting each party should be aware 
that to him it is signing by the other which is important. 

7. If the making of a contract is admitted in court, either in a written pleading, by 
stipulation or by oral statement before the court, no additional writing is necessary for 
protection against fraud. Under this section it is no longer possible to admit the contract 
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in court and still treat the Statute as a defense. However, the contract is not thus 
conclusively established. The admission so made by a party is itself evidential against 
him of the truth of the facts so admitted and of nothing more; as against the other party, 
it is not evidential at all. 
Cross References: 
See Sections 1-201, 2-202, 2-207, 2-209 and 2-304. 
Definitional Cross References: 
“Action”. Section 1-201. 
“Between merchants”. Section 2-104. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-105. 
“Notice”. Section 1-201. 
“Party”. Section 1-201. 
“Reasonable time”. Section 1-204. 
“Sale”. Section 2-106. 
“Seller”. Section 2-103. 


§ 2-202. Final Written Expression: Parol or Extrinsic Evidence. 
Terms with respect to which the confirmatory memoranda of the parties 
agree or which are otherwise set forth in a writing intended by the parties 
as a final expression of their agreement with respect to such terms as are 
included therein may not be contradicted by evidence of any prior agree- 
ent or of a contemporaneous oral agreement but may be explained or 
supplemented 
(a) by course of dealing or usage of trade (Section 1-205) or by course 
of performance (Section 2-208); and 


(b) by evidence of consistent additional terms unless the court finds 
the writing to have been intended also as a complete and exclusive 
statement of the terms of the agreement. 


Official Comment 
Prior Uniform Statutory Provisions: None. 
Purposes: 
1. This section definitely rejects: 

(a) Any assumption that because a writing has been worked out which is final on 
some matters, it is to be taken as including all the matters agreed upon; 

(b) The premise that the language used has the meaning attributable to such 
language by rules of construction existing in the law rather than the meaning which 
arises out of the commercial context in which it was used; and 

(c) The requirement that a condition precedent to the admissibility of the type of ev- 
idence specified in paragraph (a) is an original determination by the court that the 
language used is ambiguous. 

2. Paragraph (a) makes admissible evidence of course of dealing, usage of trade and 
course of performance to explain or supplement the terms of any writing stating the 
agreement of the parties in order that the true understanding of the parties as to the 
agreement may be reached. Such writings are to be read on the assumption that the 
course of prior dealings between the parties and the usages of trade were taken for 
granted when the document was phrased. Unless carefully negated they have become an 
element of the meaning of the words used. Similarly, the course of actual performance b 
the parties is considered the best indication of what they intended the writing to mean. 

3. Under paragraph (b) consistent additional terms, not reduced to writing, may be 
proved unless the court finds that the writing was intended by both parties as a complete 
and exclusive statement of all the terms. If the additional terms are such that, if agreed 
upon, they would certainly have been included in the document in the view of the court, 
then evidence of their alleged making must be kept from the trier of fact. 

Cross References: 


APPENDIX 


Point 3: Sections 1-205, 2-207, 2-302 and 2-316. 
Definitional Cross References: 
"Agreed" and “agreement”. Section 1-201. 
“Course of dealing". Section 1-205. 
“Parties”. Section 1-201. 
"Term". Section 1-201. 
“Usage of trade". Section 1-205. 
“Written” and “writing”. Section 1-201. 


§ 2-203. Seals Inoperative. 

The affixing of a seal to a writing evidencing a contract for sale or an of- 
fer to buy or sell goods does not constitute the writing a sealed instrument 
and the law with respect to sealed instruments does not apply to such a 
contract or offer. 


Official Comment 
Prior Uniform Statutory Provision: Section 3, Uniform Sales Act. 
Changes: Portion pertaining to “seals” rewritten. 
Purposes of Changes: 

1. This section makes it clear that every effect of the seal which relates to “sealed 
instruments” as such is wiped out insofar as contracts for sale are concerned. However, 
the substantial effects of a seal, except extension of the period of limitations, may be had 
by appropriate drafting as in the case of firm offers (see Section 2-205). 

2. This section leaves untouched any aspects of a seal which relate merely to 
signatures or to authentication of execution and the like. Thus, a statute providing that a 
purported signature gives prima facie evidence of its own authenticity or that a signature 
gives prima facie evidence of consideration is still applicable to sales transactions even 
though a seal may be held to be a signature within the meaning of such a statute. 
Similarly, the authorized affixing of a corporate seal bearing the corporate name to a 
contractual writing purporting to be made by the corporation may have effect as a 
signature without any reference to the law of sealed instruments. 

Cross Reference: 
Point 1: Section 2-205. 
Definitional Cross References: 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-105. 
“Writing”. Section 1-201. 


§ 2-204. Formation in General. 

(1) A contract for sale of goods may be made in any manner sufficient to 
show agreement, including conduct by both parties which recognizes the 
existence of such a contract. 


(2) An agreement sufficient to constitute a contract for sale may be found 
even though the moment of its making is undetermined. 


(3) Even though one or more terms are left open a contract for sale does 
mot fail for indefiniteness if the parties have intended to make a contract 
and there is a reasonably certain basis for giving an appropriate remedy. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten by this and other sections of this Article. 
Purposes of Changes: 

Subsection (1) continues without change the basic policy of recognizing any manner o 
expression of agreement, oral, written or otherwise. The legal effect of such an agreement 
is, of course, qualified by other provisions of this Article. 

Under subsection (1) appropriate conduct by the parties may be sufficient to establish an. 
agreement. Subsection (2) is directed primarily to the situation where the interchanged cor- 


2132 


espondence does not disclose the exact point at which the deal was closed, but the actions 
of the parties indicate that a binding obligation has been undertaken. 

Subsection (3) states the principle as to “open terms" underlying later sections of the 

rticle. If the parties intend to enter into a binding agreement, this subsection recognizes 

hat agreement as valid in law, despite missing terms, if there is any reasonably certain 
basis for granting a remedy. The test is not certainty as to what the parties were to do nor 
as to the exact amount of damages due the plaintiff. Nor is the fact that one or more terms 
are left to be agreed upon enough of itself to defeat an otherwise adequate agreement. 
Rather, commercial standards on the point of “indefiniteness” are intended to be applied, 
his Act making provision elsewhere for missing terms needed for performance, open price, 
emedies and the like. 

The more terms the parties leave open, the less likely it is that they have intended to 
conclude a binding agreement, but their actions may be frequently conclusive on the matter 
despite the omissions. 

Cross References: 

Subsection (1): Sections 1-103, 2-201 and 2-302. 
Subsection (2): Sections 2-205 through 2-209. 
Subsection (3): See Part 3. 

Definitional Cross References: 
“Agreement”. Section 1-201. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-105. 
“Party”. Section 1-201. 
“Remedy”. Section 1-201. 
“Term”. Section 1-201. 


§ 2-205. Firm Offers. 


An offer by a merchant to buy or sell goods in a signed writing which by 
its terms gives assurance that it will be held open is not revocable, for lack 


of consideration, during the time stated or if no time is stated for a reason- 

able time, but in no event may such period of irrevocability exceed three 
onths; but any such term of assurance on a form supplied by the offeree 
ust be separately signed by the offeror. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten by this and other sections of this Article. 
Purposes of Changes: 

1. This section is intended to modify the former rule which required that “firm of- 
fers” be sustained by consideration in order to bind, and to require instead that they 
must merely be characterized as such and expressed in signed writings. 

2. The primary purpose of this section is to give effect to the deliberate intention of a 
merchant to make a current firm offer binding. The deliberation is shown in the case o 
an individualized document by the merchant's signature to the offer, and in the case o 
an offer included on a form supplied by the other party to the transaction by the separate 
signing of the particular clause which contains the offer. “Signed” here also includes 
authentication but the reasonableness of the authentication herein allowed must be 
determined in the light of the purpose of the section. The circumstances surrounding the 
signing may justify something less than a formal signature or initialing but typically the 
kind of authentication involved here would consist of a minimum of initialing of the 
clause involved. A handwritten memorandum on the writer’s letterhead purporting in its 
terms to “confirm” a firm offer already made would be enough to satisfy this section, al- 
though not subscribed, since under the circumstances it could not be considered a memo- 
randum of mere negotiation and it would adequately show its own authenticity. Similarly, 
an authorized telegram will suffice, and this is true even though the original draft 
contained only a typewritten signature. However, despite settled courses of dealing or us- 
ages of the trade whereby firm offers are made by oral communication and relied upon 
without more evidence, such offers remain revocable under this Article since authentica- 
tion by a writing is the essence of this section. 
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3. This section is intended to apply to current “firm” offers and not to long term op- 
tions, and an outside time limit of three months during which such offers remain irrevo- 
cable has been set. The three month period during which firm offers remain irrevocable 
under this section need not be stated by days or by date. If the offer states that it is 
“guaranteed” or “firm” until the happening of a contingency which will occur within the 
three month period, it will remain irrevocable until that event. A promise made for a lon- 
ger period will operate under this section to bind the offeror only for the first three 
months of the period but may of course be renewed. If supported by consideration it may 
continue for as long as the parties specify. This section deals only with the offer which is 
not supported by consideration. 

4. Protection is afforded against the inadvertent signing of a firm offer when contained 
in a form prepared by the offeree by requiring that such a clause be separately 
authenticated. If the offer clause is called to the offeror's attention and he separately 
authenticates it, he will be bound; Section 2-302 may operate, however, to prevent an un- 
conscionable result which otherwise would flow from other terms appearing in the form. 

5. Safeguards are provided to offer relief in the case of material mistake by virtue o 
the requirement of good faith and the general law of mistake. 

Cross References: 
Point 1: Section 1-102. 
Point 2: Section 1-102. 
Point 3: Section 2-201. 
Point 5: Section 2-302. 
Definitional Cross References: 
"Goods". Section 2-105. 
*Merchant". Section 2-104. 
"Signed". Section 1-201. 
"Writing". Section 1-201. 


$ 2-206. Offer and Acceptance in Formation of Contract. 
(1) Unless otherwise unambiguously indicated by the language or cir- 


cumstances 


(a) an offer to make a contract shall be construed as inviting accep- 
tance in any manner and by any medium reasonable in the circum- 
stances; 


(b) an order or other offer to buy goods for prompt or current shipment 
shall be construed as inviting acceptance either by a prompt promise to 
ship or by the prompt or current shipment of conforming or non- 
conforming goods, but such a shipment of non-conforming goods does not 
constitute an acceptance if the seller seasonably notifies the buyer that 
the shipment is offered only as an accommodation to the buyer. 


(2) Where the beginning of a requested performance is a reasonable 
ode of acceptance an offeror who is not notified of acceptance within a 
reasonable time may treat the offer as having lapsed before acceptance. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten in this and other sections of this Article. 
Purposes of Changes: To make it clear that: 

1. Any reasonable manner of acceptance is intended to be regarded as available un- 
less the offeror has made quite clear that it will not be acceptable. Former technical 
rules as to acceptance, such as requiring that telegraphic offers be accepted by 
telegraphed acceptance, etc., are rejected and a criterion that the acceptance be “in any 
manner and by any medium reasonable under the circumstances," is substituted. This 
section is intended to remain flexible and its applicability to be enlarged as new media o 
communication develop or as the more time-saving present day media come into general 
use. 

2. Either shipment or a prompt promise to ship is made a proper means of acceptance 
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of an offer looking to current shipment. In accordance with ordinary commercial 
understanding the section interprets an order looking to current shipment as allowing 
acceptance either by actual shipment or by a prompt promise to ship and rejects the 
artificial theory that only a single mode of acceptance is normally envisaged by an offer. 
This is true even though the language of the offer happens to be “ship at once” or the 
like. “Shipment” is here used in the same sense as in Section 2-504; it does not include 
the beginning of delivery by the seller's own truck or by messenger. But loading on the 
seller's own truck might be a beginning of performance under subsection (2). 

3. The beginning of performance by an offeree can be effective as acceptance so as to 
bind the offeror only if followed within a reasonable time by notice to the offeror. Such a 
beginning of performance must unambiguously express the offeree's intention to engage 
himself. For the protection of both parties it is essential that notice follow in due course 
to constitute acceptance. Nothing in this section however bars the possibility that under 
the common law performance begun may have an intermediate effect of temporarily bar- 
ring revocation of the offer, or at the offeror's option, final effect in constituting acceptance. 

4. Subsection (1)(b) deals with the situation where a shipment made following an or- 
der is shown by a notification of shipment to be referable to that order but has a defect. 
Such a non-conforming shipment is normally to be understood as intended to close the 
bargain, even though it proves to have been at the same time a breach. However, the 
seller by stating that the shipment is non-conforming and is offered only as an accom- 
modation to the buyer keeps the shipment or notification from operating as an acceptance. 

Definitional Cross References: 
“Buyer”. Section 2-103. 
“Conforming”. Section 2-106. 
“Contract”. Section 1-201. 
“Goods”. Section 2-105. 
“Notifies”. Section 1-201. 
“Reasonable time”. Section 1-204. 


§ 2-207. Additional Terms in Acceptance or Confirmation. 


(1) A definite and seasonable expression of acceptance or a written 
confirmation which is sent within a reasonable time operates as an accep- 
ance even though it states terms additional to or different from those of- 
fered or agreed upon, unless acceptance is expressly made conditional on 
assent to the additional or different terms. 


(2) The additional terms are to be construed as proposals for addition to 
he contract. Between merchants such terms become part of the contract 
nless: 

(a) the offer expressly limits acceptance to the terms of the offer; 

(b) they materially alter it; or 

(c) notification of objection to them has already been given or is given 
within a reasonable time after notice of them is received. 

(3) Conduct by both parties which recognizes the existence of a contract 
is sufficient to establish a contract for sale although the writings of the 
parties do not otherwise establish a contract. In such case the terms of the 
particular contract consist of those terms on which the writings of the par- 

les agree, together with any supplementary terms incorporated under any 
other provisions of this Act. 


Official Comment 
Prior Uniform Statutory Provision: Sections 1 and 3, Uniform Sales Act. 
Changes: Completely rewritten by this and other sections of this Article. 
Purposes of Changes: 
1. This section is intended to deal with two typical situations. The one is the written 
confirmation, where an agreement has been reached either orally or by informal corre- 
spondence between the parties and is followed by one or both of the parties sending 
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formal memoranda embodying the terms so far as agreed upon and adding terms not 
discussed. The other situation is offer and acceptance, in which a wire or letter expressed. 
and intended as an acceptance or the closing of an agreement adds further minor sug- 
gestions or proposals such as “ship by Tuesday,” “rush,” “ship draft against bill of lading 
inspection allowed,” or the like. A frequent example of the second situation is the 
exchange of printed purchase order and acceptance (sometimes called “acknowledg- 
ment”) forms. Because the forms are oriented to the thinking of the respective drafting 
parties, the terms contained in them often do not correspond. Often the seller’s form 
contains terms different from or additional to those set forth in the buyer’s form. Never- 
theless, the parties proceed with the transaction. [Comment 1 was amended in 1966.] 

2. Under this Article a proposed deal which in commercial understanding has in fact 
been closed is recognized as a contract. Therefore, any additional matter contained in the 
confirmation or in the acceptance falls within subsection (2) and must be regarded as a 
proposal for an added term unless the acceptance is made conditional on the acceptance 
of the additional or different terms. [Comment 2 was amended in 1966.] 

3. Whether or not additional or different terms will become part of the agreement 
depends upon the provisions of subsection (2). If they are such as materially to alter the 
original bargain, they will not be included unless expressly agreed to by the other party. 
If, however, they are terms which would not so change the bargain they will be 
incorporated unless notice of objection to them has already been given or is given within. 
a reasonable time. 

4. Examples of typical clauses which would normally “materially alter” the contract 
and so result in surprise or hardship if incorporated without express awareness by the 
other party are: a clause negating such standard warranties as that of merchantability or 
fitness for a particular purpose in circumstances in which either warranty normally at- 
taches; a clause requiring a guaranty of 90% or 100% deliveries in a case such as a 
contract by cannery, where the usage of the trade allows greater quantity leeways; a 
clause reserving to the seller the power to cancel upon the buyer’s failure to meet any 
invoice when due; a clause requiring that complaints be made in a time materially 
shorter than customary or reasonable. 

5. Examples of clauses which involve no element of unreasonable surprise and which 
therefore are to be incorporated in the contract unless notice of objection is seasonably 
given are: a clause setting forth and perhaps enlarging slightly upon the seller’s exemp- 
tion due to supervening causes beyond his control, similar to those covered by the provi- 
sion of this Article on merchant’s excuse by failure of presupposed conditions or a clause 
fixing in advance any reasonable formula of proration under such circumstances; a clause 
fixing a reasonable time for complaints within customary limits, or in the case of a 
purchase for sub-sale, providing for inspection by the sub-purchaser; a clause providing 
for interest on overdue invoices or fixing the seller’s standard credit terms where they 
are within the range of trade practice and do not limit any credit bargained for; a clause 
limiting the right of rejection for defects which fall within the customary trade tolerances 
for acceptance “with adjustment” or otherwise limiting remedy in a reasonable manner 
(see Sections 2-718 and 2-719). 

6. If no answer is received within a reasonable time after additional terms are 
proposed, it is both fair and commercially sound to assume that their inclusion has been. 
assented to. Where clauses on confirming forms sent by both parties conflict each party 
must be assumed to object to a clause of the other conflicting with one on the confirma- 
tion sent by himself. As a result the requirement that there be notice of objection which 
is found in subsection (2) is satisfied and the conflicting terms do not become a part of the 
contract. The contract then consists of the terms originally expressly agreed to, terms on 
which the confirmations agree, and terms supplied by this Act, including subsection (2). 
The written confirmation is also subject to Section 2-201. Under that section a failure to 
respond permits enforcement of a prior oral agreement; under this section a failure to re- 
spond permits additional terms to become part of the agreement. [Comment 6 was 
amended in 1966.] 

7. In many cases, as where goods are shipped, accepted and paid for before any 
dispute arises, there is no question whether a contract has been made. In such cases, 
where the writings of the parties do not establish a contract, it is not necessary to 
determine which act or document constituted the offer and which the acceptance. See 
Section 2-204. The only question is what terms are included in the contract, and subsec- 
tion (3) furnishes the governing rule. [Comment 7 was added in 1966.] 

Cross References: 
See generally Section 2-302. 
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Point 5: Sections 2-513, 2-602, 2-607, 2-609, 2-612, 2-614, 2-615, 2-616, 2-718 and 
2-719. 

Point 6: Sections 1-102 and 2-104. 
Definitional Cross References: 

“Between merchants”. Section 2-104. 

“Contract”. Section 1-201. 

“Notification”. Section 1-201. 

“Reasonable time”. Section 1-204. 

“Seasonably”. Section 1-204. 

“Send”. Section 1-201. 

“Term”. Section 1-201. 

“Written”. Section 1-201. 


§ 2-208. Course of Performance or Practical Construction. 


(1) Where the contract for sale involves repeated occasions for perfor- 

ance by either party with knowledge of the nature of the performance 
and opportunity for objection to it by the other, any course of performance 
accepted or acquiesced in without objection shall be relevant to determine 
he meaning of the agreement. 

(2) The express terms of the agreement and any such course of perfor- 

ance, as well as any course of dealing and usage of trade, shall be 
construed whenever reasonable as consistent with each other; but when 
such construction is unreasonable, express terms shall control course o 
performance and course of performance shall control both course of dealing 
and usage of trade (Section 1-205). 

(3) Subject to the provisions of the next section on modification and 

aiver, such course of performance shall be relevant to show a waiver or 

odification of any term inconsistent with such course of performance. 


Official Comment 
Prior Uniform Statutory Provision: No such general provision but concept of this sec- 
ion recognized by terms such as “course of dealing”, “the circumstances of the case,” “the 
conduct of the parties,” etc., in Uniform Sales Act. 
Purposes: 

1. The parties themselves know best what they have meant by their words of agree- 
ment and their action under that agreement is the best indication of what that meaning 
was. This section thus rounds out the set of factors which determines the meaning of the 
“agreement” and therefore also of the “unless otherwise agreed" qualification to various 
provisions of this Article. 

2. Under this section a course of performance is always relevant to determine the 
meaning of the agreement. Express mention of course of performance elsewhere in this 
Article carries no contrary implication when there is a failure to refer to it in other 
sections. 

3. Where it is difficult to determine whether a particular act merely sheds light on 
the meaning of the agreement or represents a waiver of a term of the agreement, the 
preference is in favor of ^waiver" whenever such construction, plus the application of the 
provisions on the reinstatement of rights waived (see Section 2-209), is needed to preserve 
the flexible character of commercial contracts and to prevent surprise or other hardship. 

4. A single occasion of conduct does not fall within the language of this section but 
other sections such as the ones on silence after acceptance and failure to specify particu- 
lar defects can affect the parties' rights on a single occasion (see Sections 2-605 and 
2-607). 

Cross References: 
Point 1: Section 1-201. 

Point 2: Section 2-202. 

Point 3: Sections 2-209, 2-601 and 2-607. 

Point 4: Sections 2-605 and 2-607. 
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$ 2-209. Modification, Rescission and Waiver. 


(1) An agreement modifying a contract within this Article needs no 
consideration to be binding. 


(2) A signed agreement which excludes modification or rescission except 
by a signed writing cannot be otherwise modified or rescinded, but except 
as between merchants such a requirement on a form supplied by the 

erchant must be separately signed by the other party. 


(3) The requirements of the statute of frauds section of this Article (Sec- 
ion 2-201) must be satisfied if the contract as modified is within its 
provisions. 


(4) Although an attempt at modification or rescission does not satisfy the 
requirements of subsection (2) or (3) it can operate as a waiver. 


(5) A party who has made a waiver affecting an executory portion of the 
contract may retract the waiver by reasonable notification received by the 
other party that strict performance will be required of any term waived, 

nless the retraction would be unjust in view of a material change of posi- 
ion in reliance on the waiver. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—Compare Section 1, Uniform Writ- 
en Obligations Act; Subsections (2) to (5)—none. 
Purposes of Changes and New Matter: 

1. This section seeks to protect and make effective all necessary and desirable 
modifications of sales contracts without regard to the technicalities which at present 
hamper such adjustments. 

2. Subsection (1) provides that an agreement modifying a sales contract needs no 
consideration to be binding. However, modifications made thereunder must meet the test 
of good faith imposed by this Act. The effective use of bad faith to escape performance on. 
the original contract terms is barred, and the extortion of a “modification” without legiti- 
mate commercial reason is ineffective as a violation of the duty of good faith. Nor can a 
mere technical consideration support a modification made in bad faith. The test of “good 
faith” between merchants or as against merchants includes “observance of reasonable 
commercial standards of fair dealing in the trade” (Section 2-103), and may in some situ- 
ations require an objectively demonstrable reason for seeking a modification. But such 
matters as a market shift which makes performance come to involve a loss may provide 
such a reason even though there is no such unforeseen difficulty as would make out a 
legal excuse from performance under Sections 2-615 and 2-616. 

3. Subsections (2) and (3) are intended to protect against false allegations of oral 
modifications. “Modification or rescission” includes abandonment or other change by 
mutual consent, contrary to the decision in Green v. Doniger, 300 N.Y. 238, 90 N.E.2d 56 
(1949); it does not include unilateral “termination” or “cancellation” as defined in Section. 
2-106. The Statute of Frauds provisions of this Article are expressly applied to modifica- 
tions by subsection (3). Under those provisions the “delivery and acceptance” test is 
limited to the goods which have been accepted, that is, to the past. “Modification” for the 
future cannot therefore be conjured up by oral testimony if the price involved is $500.00 
or more since such modification must be shown at least by an authenticated memo. And 
since a memo is limited in its effect to the quantity of goods set forth in it there is 
safeguard against oral evidence. Subsection (2) permits the parties in effect to make 
their own Statute of Frauds as regards any future modification of the contract by giving 
effect to a clause in a signed agreement which expressly requires any modification to be 
by signed writing. But note that if a consumer is to be held to such a clause on a form 
supplied by a merchant it must be separately signed. 

4. Subsection (4) is intended, despite the provisions of subsections (2) and (3), to 
prevent contractual provisions excluding modification except by a signed writing from 
limiting in other respects the legal effect of the parties’ actual later conduct. The effect o 
such conduct as a waiver is further regulated in subsection (5). 

Cross References: 
Point 1: Section 1-203. 
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Point 2: Sections 1-201, 1-203, 2-615 and 2-616. 

Point 3: Sections 2-106, 2-201 and 2-202. 

Point 4: Sections 2-202 and 2-208. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Between merchants". Section 2-104. 

*Contract". Section 1-201. 

“Notification”. Section 1-201. 

"Signed". Section 1-201. 

"Term". Section 1-201. 

"Writing". Section 1-201. 


$ 2-210. Delegation of Performance; Assignment of Rights. 

(1) A party may perform his duty through a delegate unless otherwise 
agreed or unless the other party has a substantial interest in having his 
original promisor perform or control the acts required by the contract. No 
delegation of performance relieves the party delegating of any duty to 
perform or any liability for breach. 

(2) Unless otherwise agreed all rights of either seller or buyer can be as- 

signed except where the assignment would materially change the duty o 
he other party, or increase materially the burden or risk imposed on him 
by his contract, or impair materially his chance of obtaining return 
performance. A right to damages for breach of the whole contract or a 
right arising out of the assignor’s due performance of his entire obligation 
can be assigned despite agreement otherwise. 

(3) Unless the circumstances indicate the contrary a prohibition of as- 
signment of “the contract" is to be construed as barring only the delegation 

o the assignee of the assignor's performance. 

(4) An assignment of “the contract" or of “all my rights under the 
contract" or an assignment in similar general terms is an assignment o 
rights and unless the language or the circumstances (as in an assignment 
for security) indicate the contrary, it is a delegation of performance of the 


promise by him to perform those duties. This promise is enforceable by ei- 
her the assignor or the other party to the original contract. 
(5) The other party may treat any assignment which delegates perfor- 
ance as creating reasonable grounds for insecurity and may without 
prejudice to his rights against the assignor demand assurances from the 
assignee (Section 2-609). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
1. Generally, this section recognizes both delegation of performance and assign- 
ability as normal and permissible incidents of a contract for the sale of goods. 

2. Delegation of performance, either in conjunction with an assignment or otherwise, 
is provided for by subsection (1) where no substantial reason can be shown as to why the 
delegated performance will not be as satisfactory as personal performance. 

3. Under subsection (2) rights which are no longer executory such as a right to dam- 
ages for breach or a right to payment of an “account” as defined in the Article on Secured 
Transactions (Article 9) may be assigned although the agreement prohibits assignment. 
In such cases no question of delegation of any performance is involved. The assignment 
of a *contract right" as defined in the Article on Secured Transactions (Article 9) is not 
covered by this subsection. 
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4. The nature of the contract or the circumstances of the case, however, may bar as- 
signment of the contract even where delegation of performance is not involved. This 
Article and this section are intended to clarify this problem, particularly in cases dealing 
with output requirement and exclusive dealing contracts. In the first place the section on| 
requirements and exclusive dealing removes from the construction of the original contract 
most of the “personal discretion” element by substituting the reasonably objective stan- 
dard of good faith operation of the plant or business to be supplied. Secondly, the section. 
on insecurity and assurances, which is specifically referred to in subsection (5) of this sec- 
tion, frees the other party from the doubts and uncertainty which may afflict him under 
an assignment of the character in question by permitting him to demand adequate assur- 
ance of due performance without which he may suspend his own performance. Subsection 
(5) is not in any way intended to limit the effect of the section on insecurity and assur- 
ances and the word “performance” includes the giving of orders under a requirements 
contract. Of course, in any case where a material personal discretion is sought to be 
transferred, effective assignment is barred by subsection (2). 

5. Subsection (4) lays down a general rule of construction distinguishing between a 
normal commercial assignment, which substitutes the assignee for the assignor both as 
to rights and duties, and a financing assignment in which only the assignor's rights are 
transferred. This Article takes no position on the possibility of extending some recogni- 
tion or power to the original parties to work out normal commercial readjustments of the 
contract in the case of financing assignments even after the original obligor has been 
notified of the assignment. This question is dealt with in the Article on Secured Transac- 
tions (Article 9). 

6. Subsection (5) recognizes that the non-assigning original party has a stake in the 
reliability of the person with whom he has closed the original contract, and is, therefore, 
entitled to due assurance that any delegated performance will be properly forthcoming. 

7. This section is not intended as a complete statement of the law of delegation and 
assignment but is limited to clarifying a few points doubtful under the case law. 
Particularly, neither this section nor this Article touches directly on such questions as 
the need or effect of notice of the assignment, the rights of successive assignees, or any 
question of the form of an assignment, either as between the parties or as against any 
third parties. Some of these questions are dealt with in Article 9. 

Cross References: 
Point 3: Articles 5 and 9. 
Point 4: Sections 2-306 and 2-609. 
Point 5: Article 9, Sections 9-317 and 9-318. 
Point 7: Article 9. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
"Contract". Section 1-201. 
“Party”. Section 1-201. 
“Rights”. Section 1-201. 
"Seller". Section 2-103. 
"Term". Section 1-201. 


PART 3 
GENERAL OBLIGATION AND CONSTRUCTION OF CONTRACT 


$ 2-301. General Obligations of Parties. 


The obligation of the seller is to transfer and deliver and that of the 
buyer is to accept and pay in accordance with the contract. 


Official Comment 
Prior Uniform Statutory Provision: Sections 11 and 41, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: 
This section uses the term “obligation” in contrast to the term “duty” in order to provide 
or the “condition” aspects of delivery and payment insofar as they are not modified by 
other sections of this Article such as those on cure of tender. It thus replaces not only the 
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general provisions of the Uniform Sales Act on the parties' duties, but also the general pro- 
isions of that Act on the effect of conditions. In order to determine what is *in accordance 
ith the contract" under this Article usage of trade, course of dealing and performance, and 
he general background of circumstances must be given due consideration in conjunction 
ith the lay meaning of the words used to define the scope of the conditions and duties. 
Cross References: 
Section 1-106. See also Sections 1-205, 2-208, 2-209, 2-508 and 2-612. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Party”. Section 1-201. 
“Seller”. Section 2-103. 


$ 2-302. Unconscionable Contract or Clause. 


(1) If the court as a matter of law finds the contract or any clause of the 
contract to have been unconscionable at the time it was made the court 

ay refuse to enforce the contract, or it may enforce the remainder of the 
contract without the unconscionable clause, or it may so limit the applica- 
ion of any unconscionable clause as to avoid any unconscionable result. 


(2) When it is claimed or appears to the court that the contract or any 
clause thereof may be unconscionable the parties shall be afforded a rea- 
sonable opportunity to present evidence as to its commercial setting, 
purpose and effect to aid the court in making the determination. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is intended to make it possible for the courts to police explicitly 
against the contracts or clauses which they find to be unconscionable. In the past such 
policing has been accomplished by adverse construction of language, by manipulation o 
the rules of offer and acceptance or by determinations that the clause is contrary to pub- 
lic policy or to the dominant purpose of the contract. This section is intended to allow the 
court to pass directly on the unconscionability of the contract or particular clause therein 
and to make a conclusion of law as to its unconscionability. The basic test is whether, in 
the light of the general commercial background and the commercial needs of the particu- 
lar trade or case, the clauses involved are so one-sided as to be unconscionable under the 
circumstances existing at the time of the making of the contract. Subsection (2) makes it 
clear that it is proper for the court to hear evidence upon these questions. The principle 
is one of the prevention of oppression and unfair surprise (Cf. Campbell Soup Co. v. 
Wentz, 172 F.2d 80, 3d Cir. 1948) and not of disturbance of allocation of risks because o 
superior bargaining power. The underlying basis of this section is illustrated by the 
results in cases such as the following: Kansas City Wholesale Grocery Co. v. Weber 
Packing Corporation, 93 Utah 414, 73 P.2d 1272 (1937), where a clause limiting time for 
complaints was held inapplicable to latent defects in a shipment of catsup which could 
be discovered only by microscopic analysis; Hardy v. General Motors Acceptance Corpora- 
tion, 38 Ga.App. 463, 144 S.E. 327 (1928), holding that a disclaimer of warranty clause 
applied only to express warranties, thus letting in a fair implied warranty; Andrews 
Bros. v. Singer & Co. (1934 CA) 1 K.B. 17, holding that where a car with substantial 
mileage was delivered instead of a ^new" car, a disclaimer of warranties, including those 
“implied,” left unaffected an “express obligation" on the description, even though the Sale 
of Goods Act called such an implied warranty; New Prague Flouring Mill Co. v. G. A. 
Spears, 194 Iowa 417, 189 N.W. 815 (1922), holding that a clause permitting the seller, 
upon the buyer's failure to supply shipping instructions, to cancel, ship, or allow delivery 
date to be indefinitely postponed 30 days at a time by the inaction, does not indefinitely: 
postpone the date of measuring damages for the buyer's breach, to the seller's advantage; 
and Kansas Flour Mills Co. v. Dirks, 100 Kan. 376, 164 P. 273 (1917), where under a 
similar clause in a rising market the court permitted the buyer to measure his damages 
for non-delivery at the end of only one 30 day postponement; Green v. Arcos, Ltd. (1931 
CA) 47 T.L.R. 336, where a blanket clause prohibiting rejection of shipments by the 
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buyer was restricted to apply to shipments where discrepancies represented merely 
mercantile variations; Meyer v. Packard Cleveland Motor Co., 106 Ohio St. 328, 140 
N.E. 118 (1922), in which the court held that a ^waiver" of all agreements not specified 
did not preclude implied warranty of fitness of a rebuilt dump truck for ordinary use as a 
dump truck; Austin Co. v. J. H. Tillman Co., 104 Or. 541, 209 P. 131 (1922), where a 
clause limiting the buyer's remedy to return was held to be applicable only ifthe seller 
had delivered a machine needed for a construction job which reasonably met the contract 
description; Bekkevold v. Potts, 173 Minn. 87, 216 N.W. 790, 59 A.L.R. 1164 (1927), re- 
fusing to allow warranty of fitness for purpose imposed by law to be negated by clause 
excluding all warranties “made” by the seller; Robert A. Munroe & Co. v. Meyer (1930) 2 
K.B. 312, holding that the warranty of description overrides a clause reading “with all 
faults and defects" where adulterated meat not up to the contract description was 
delivered. 

2. Under this section the court, in its discretion, may refuse to enforce the contract as 
a whole if it is permeated by the unconscionability, or it may strike any single clause or 
group of clauses which are so tainted or which are contrary to the essential purpose o 
the agreement, or it may simply limit unconscionable clauses so as to avoid unconsciona- 
ble results. 

3. The present section is addressed to the court, and the decision is to be made by it. 
The commercial evidence referred to in subsection (2) is for the court's consideration, not 
the jury's. Only the agreement which results from the court's action on these matters is 
to be submitted to the general triers of the facts. 

Definitional Cross Reference: 
“Contract”. Section 1-201. 


$ 2-303. Allocation or Division of Risks. 

Where this Article allocates a risk or a burden as between the parties 
*unless otherwise agreed", the agreement may not only shift the allocation 
but may also divide the risk or burden. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section is intended to make it clear that the parties may modify or allocate 
“unless otherwise agreed" risks or burdens imposed by this Article as they desire, always 
subject, of course, to the provisions on unconscionability. Compare Section 1-102(4). 

2. 'The risk or burden may be divided by the express terms of the agreement or by the 
attending circumstances, since under the definition of “agreement” in this Act the cir- 
cumstances surrounding the transaction as well as the express language used by the par- 
ties enter into the meaning and substance of the agreement. 

Cross References: 
Point 1: Sections 1-102, 2-302. 

Point 2: Section 1-201. 

Definitional Cross References: 
"Party". Section 1-201. 
"Agreement". Section 1-201. 


$ 2-304. Price Payable in Money, Goods, Realty, or Otherwise. 

(1) The price can be made payable in money or otherwise. If it is payable 
in whole or in part in goods each party is a seller of the goods which he is 
o transfer. 

(2) Even though all or part of the price is payable in an interest in realty 
he transfer of the goods and the seller's obligations with reference to them 
are subject to this Article, but not the transfer of the interest in realty or 
he transferor's obligations in connection therewith. 


Official Comment 


Changes: Rewritten. 
Purposes of Changes: 

1. This section corrects the phrasing of the Uniform Sales Act so as to avoid 
misconstruction and produce greater accuracy in commercial result. While it continues 
the essential intent and purpose of the Uniform Sales Act it rejects any purely verbalistic 
construction in disregard of the underlying reason of the provisions. 

2. Under subsection (1) the provisions of this Article are applicable to transactions 
where the “price” of goods is payable in something other than money. This does not 
mean, however, that this whole Article applies automatically and in its entirety simply 
because an agreed transfer of title to goods is not a gift. The basic purposes and reasons 
of the Article must always be considered in determining the applicability of any of its 
provisions. 

3. Subsection (2) lays down the general principle that when goods are to be exchanged 
for realty, the provisions of this Article apply only to those aspects of the transaction 
which concern the transfer of title to goods but do not affect the transfer of the realty 
since the detailed regulation of various particular contracts which fall outside the scope 
of this Article is left to the courts and other legislation. However, the complexities o 
these situations may be such that each must be analyzed in the light of the underlying 
reasons in order to determine the applicable principles. Local statutes dealing with realty 
are not to be lightly disregarded or altered by language of this Article. In contrast, this 
Article declares definite policies in regard to certain matters legitimately within its scope 
though concerned with real property situations, and in those instances the provisions o 
this Article control. 

Cross References: 
Point 1: Section 1-102. 
Point 3: Sections 1-102, 1-103, 1-104 and 2-107. 
Definitional Cross References: 
“Goods”. Section 2-105. 

“Money”. Section 1-201. 

“Party”. Section 1-201. 

"Seller". Section 2-103. 


§ 2-305. Open Price Term. 

(1) The parties if they so intend can conclude a contract for sale even 
hough the price is not settled. In such a case the price is a reasonable 

price at the time for delivery if 

(a) nothing is said as to price; or 

(b) the price is left to be agreed by the parties and they fail to agree; 
or 

(c) the price is to be fixed in terms of some agreed market or other 
standard as set or recorded by a third person or agency and it is not so 
set or recorded. 

(2) A price to be fixed by the seller or by the buyer means a price for him 
o fix in good faith. 

(3) When a price left to be fixed otherwise than by agreement of the par- 
ies fails to be fixed through fault of one party the other may at his option 
reat the contract as cancelled or himself fix a reasonable price. 

(4) Where, however, the parties intend not to be bound unless the price 
be fixed or agreed and it is not fixed or agreed there is no contract. In such 

a case the buyer must return any goods already received or if unable so to 
do must pay their reasonable value at the time of delivery and the seller 

ust return any portion of the price paid on account. 

Official Comment 
Prior Uniform Statutory Provision: Sections 9 and 10, Uniform Sales Act. 
Changes: Completely rewritten. 
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Purposes of Changes: 

1. This section applies when the price term is left open on the making of an agree- 
ment which is nevertheless intended by the parties to be a binding agreement. This 
Article rejects in these instances the formula that *an agreement to agree is unenforce- 
able" if the case falls within subsection (1) of this section, and rejects also defeating such 
agreements on the ground of “indefiniteness”. Instead this Article recognizes the 
dominant intention of the parties to have the deal continue to be binding upon both. As 
to future performance, since this Article recognizes remedies such as cover (Section 
2-712), resale (Section 2-706) and specific performance (Section 2-716) which go beyond 
any mere arithmetic as between contract price and market price, there is usually a “rea- 
sonably certain basis for granting an appropriate remedy for breach" so that the contract 
need not fail for indefiniteness. 

2. Under some circumstances the postponement of agreement on price will mean that 
no deal has really been concluded, and this is made express in the preamble of subsection. 
(1) “The parties if they so intend”) and in subsection (4). Whether or not this is so is, in 
most cases, a question to be determined by the trier of fact. 

3. Subsection (2), dealing with the situation where the price is to be fixed by one 
party rejects the uncommercial idea that an agreement that the seller may fix the price 
means that he may fix any price he may wish by the express qualification that the price 
so fixed must be fixed in good faith. Good faith includes observance of reasonable com- 
mercial standards of fair dealing in the trade if the party is a merchant. (Section 2-103). 
But in the normal case a “posted price" or a future seller's or buyer's “given price,” “price 
in effect," *market price," or the like satisfies the good faith requirement. 

4. The section recognizes that there may be cases in which a particular person's judg- 
ment is not chosen merely as a barometer or index of a fair price but is an essential 
condition to the parties’ intent to make any contract at all. For example, the case where a 
known and trusted expert is to “value” a particular painting for which there is no market, 
standard differs sharply from the situation where a named expert is to determine the 
grade of cotton, and the difference would support a finding that in the one the parties did 
not intend to make a binding agreement if that expert were unavailable whereas in the 
other they did so intend. Other circumstances would of course affect the validity of such a 
finding. 

5. Under subsection (3), wrongful interference by one party with any agreed 
machinery for price fixing in the contract may be treated by the other party as a repudia- 
tion justifying cancellation, or merely as a failure to take cooperative action thus shifting 
to the aggrieved party the reasonable leeway in fixing the price. 

6. Throughout the entire section, the purpose is to give effect to the agreement which 
has been made. That effect, however, is always conditioned by the requirement of good 
faith action which is made an inherent part of all contracts within this Act. (Section 
1-203). 

Cross References: 
Point 1: Sections 2-204(3), 2-706, 2-712 and 2-716. 

Point 3: Section 2-103. 

Point 5: Sections 2-311 and 2-610. 

Point 6: Section 1-203. 

Definitional Cross References: 
"Agreement". Section 1-201. 

"Burden of establishing". Section 1-201. 

“Buyer”. Section 2-103. 

"Cancellation". Section 2-106. 

“Contract”. Section 1-201. 

"Contract for sale". Section 2-106. 

“Fault”. Section 1-201. 

“Goods”. Section 2-105. 

“Party”. Section 1-201. 

“Receipt of goods”. Section 2-103. 

"Seller". Section 2-103. 

"Term". Section 1-201. 


$ 2-306. Output, Requirements and Exclusive Dealings. 
(1) A term which measures the quantity by the output of the seller or 
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he requirements of the buyer means such actual output or requirements 

as may occur in good faith, except that no quantity unreasonably 

disproportionate to any stated estimate or in the absence of a stated 

estimate to any normal or otherwise comparable prior output or require- 
ents may be tendered or demanded. 


(2) A lawful agreement by either the seller or the buyer for exclusive 
dealing in the kind of goods concerned imposes unless otherwise agreed an 
obligation by the seller to use best efforts to supply the goods and by the 
buyer to use best efforts to promote their sale. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) of this section, in regard to output and requirements, applies to 
this specific problem the general approach of this Act which requires the reading of com- 
mercial background and intent into the language of any agreement and demands good 
faith in the performance of that agreement. It applies to such contracts of nonproducing 
establishments such as dealers or distributors as well as to manufacturing concerns. 

2. Under this Article, a contract for output or requirements is not too indefinite since 
it is held to mean the actual good faith output or requirements of the particular party. 
Nor does such a contract lack mutuality of obligation since, under this section, the party 
who will determine quantity is required to operate his plant or conduct his business in 
good faith and according to commercial standards of fair dealing in the trade so that his 
output or requirements will approximate a reasonably foreseeable figure. Reasonable 
elasticity in the requirements is expressly envisaged by this section and good faith varia- 
tions from prior requirements are permitted even when the variation may be such as to 
result in discontinuance. A shut-down by a requirements buyer for lack of orders might 
be permissible when a shut-down merely to curtail losses would not. The essential test is 
whether the party is acting in good faith. Similarly, a sudden expansion of the plant by 
which requirements are to be measured would not be included within the scope of the 
contract as made but normal expansion undertaken in good faith would be within the 
scope of this section. One of the factors in an expansion situation would be whether the 
market price had risen greatly in a case in which the requirements contract contained a 
fixed price. Reasonable variation of an extreme sort is exemplified in Southwest Natural 
Gas Co. v. Oklahoma Portland Cement Co., 102 F.2d 630 (C.C.A.10, 1939). This Article 
takes no position as to whether a requirements contract is a provable claim in bankruptcy. 

3. Ifan estimate of output or requirements is included in the agreement, no quantity 
unreasonably disproportionate to it may be tendered or demanded. Any minimum or 
maximum set by the agreement shows a clear limit on the intended elasticity. In similar 
fashion, the agreed estimate is to be regarded as a center around which the parties 
intend the variation to occur. 

4. When an enterprise is sold, the question may arise whether the buyer is bound by 
an existing output or requirements contract. That question is outside the scope of this 
Article, and is to be determined on other principles of law. Assuming that the contract 
continues, the output or requirements in the hands of the new owner continue to be mea- 
sured by the actual good faith output or requirements under the normal operation of the 
enterprise prior to sale. The sale itself is not grounds for sudden expansion or decrease. 

5. Subsection (2), on exclusive dealing, makes explicit the commercial rule embodied 
in this Act under which the parties to such contracts are held to have impliedly, even 
when not expressly, bound themselves to use reasonable diligence as well as good faith in| 
their performance of the contract. Under such contracts the exclusive agent is required, 
although no express commitment has been made, to use reasonable effort and due dili- 
gence in the expansion of the market or the promotion of the product, as the case may be. 
The principal is expected under such a contract to refrain from supplying any other 
dealer or agent within the exclusive territory. An exclusive dealing agreement brings into 
play all of the good faith aspects of the output and requirement problems of subsection 
(1). It also raises questions of insecurity and right to adequate assurance under this 
Article. 

Cross References: 
Point 4: Section 2-210. 
Point 5: Sections 1-203 and 2-609. 


APPENDIX 


Definitional Cross References: 
“Agreement”. Section 1-201. 
“Buyer”. Section 2-103. 
*Contract for sale". Section 2-106. 
*Good faith". Section 1-201. 
*Goods". Section 2-105. 
“Party”. Section 1-201. 
"Term". Section 1-201. 
*Seller". Section 2-103. 


$ 2-307. Delivery in Single Lot or Several Lots. 


Unless otherwise agreed all goods called for by a contract for sale must 
be tendered in a single delivery and payment is due only on such tender 
but where the circumstances give either party the right to make or demand 
delivery in lots the price if it can be apportioned may be demanded for 
each lot. 


Official Comment 
Prior Uniform Statutory Provision: Section 45(1), Uniform Sales Act. 
Changes: Rewritten and expanded. 
Purposes of Changes: 

1. This section applies where the parties have not specifically agreed whether 
delivery and payment are to be by lots and generally continues the essential intent o 
original Act, Section 45(1) by assuming that the parties intended delivery to be in a 
single lot. 

2. Where the actual agreement or the circumstances do not indicate otherwise, 
delivery in lots is not permitted under this section and the buyer is properly entitled to 
reject for a deficiency in the tender, subject to any privilege in the seller to cure the 
tender. 

3. The “but” clause of this section goes to the case in which it is not commercially 
feasible to deliver or to receive the goods in a single lot as for example, where a contract 
calls for the shipment of ten carloads of coal and only three cars are available at a given. 
time. Similarly, in a contract involving brick necessary to build a building the buyer's 
storage space may be limited so that it would be impossible to receive the entire amount 
of brick at once, or it may be necessary to assemble the goods as in the case of cattle on. 
the range, or to mine them. In such cases, a partial delivery is not subject to rejection for 
the defect in quantity alone, if the circumstances do not indicate a repudiation or default 
by the seller as to the expected balance or do not give the buyer ground for suspending 
his performance because of insecurity under the provisions of Section 2-609. However, in 
such cases the undelivered balance of goods under the contract must be forthcoming 
within a reasonable time and in a reasonable manner according to the policy of Section 
2-503 on manner of tender of delivery. This is reinforced by the express provisions of Sec- 
tion 2-608 that if a lot has been accepted on the reasonable assumption that its 
nonconformity will be cured, the acceptance may be revoked if the cure does not season- 
ably occur. The section rejects the rule of Kelly Construction Co. v. Hackensack Brick 
Co., 91 N.J.L. 585, 103 A. 417, 2 A.L.R. 685 (1918) and approves the result in Lynn M. 
Ranger, Inc. v. Gildersleeve, 106 Conn. 372, 138 A. 142 (1927) in which a contract was 
made for six carloads of coal then rolling from the mines and consigned to the seller but 
the seller agreed to divert the carloads to the buyer as soon as the car numbers became 
known to him. He arranged a diversion of two cars and then notified the buyer who then 
repudiated the contract. The seller was held to be entitled to his full remedy for the two 
cars diverted because simultaneous delivery of all of the cars was not contemplated by ei- 
ther party. 

4. Where the circumstances indicate that a party has a right to delivery in lots, the 
price may be demanded for each lot if it is apportionable. 

Cross References: 
Point 1: Section 1-201. 
Point 2: Sections 2-508 and 2-601. 
Point 3: Sections 2-503, 2-608 and 2-609. 
Definitional Cross References: 


“Contract for sale". Section 2-106. 
“Goods”. Section 2-105. 

“Lot”. Section 2-105. 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 


§ 2-308. Absence of Specified Place for Delivery. 

Unless otherwise agreed 

(a) the place for delivery of goods is the seller’s place of business or i 
he has none his residence; but 

(b) in a contract for sale of identified goods which to the knowledge o 
the parties at the time of contracting are in some other place, that place 
is the place for their delivery; and 

(c) documents of title may be delivered through customary banking 
channels. 


Official Comment 
Prior Uniform Statutory Provision: Paragraphs (a) and (b)—Section 43(1), Uniform 
Sales Act; Paragraph (c)—none. 
Changes: Slight modification in language. 
Purposes of Changes and New Matter: 

1. Paragraphs (a) and (b) provide for those noncommercial sales and for those oc- 
casional commercial sales where no place or means of delivery has been agreed upon by 
the parties. Where delivery by carrier is “required or authorized by the agreement”, the 
seller’s duties as to delivery of the goods are governed not by this section but by Section 
2-504. 

2. Under paragraph (b) when the identified goods contracted for are known to both 
parties to be in some location other than the seller's place of business or residence, the 
parties are presumed to have intended that place to be the place of delivery. This 
paragraph also applies (unless, as would be normal, the circumstances show that delivery 
by way of documents is intended) to a bulk of goods in the possession of a bailee. In such 
a case, however, the seller has the additional obligation to procure the acknowledgment 
by the bailee of the buyer's right to possession. 

3. Where “customary banking channels" call only for due notification by the banker 
that the documents are on hand, leaving the buyer himself to see to the physical receipt 
of the goods, tender at the buyer's address is not required under paragraph (c). But that 
paragraph merely eliminates the possibility of a default by the seller if “customary bank- 
ing channels" have been properly used in giving notice to the buyer. Where the bank has 
purchased a draft accompanied by documents or has undertaken its collection on behal 
of the seller, Part 5 of Article 4 spells out its duties and relations to its customer. Where 
the documents move forward under a letter of credit the Article on Letters of Credit 
spells out the duties and relations between the bank, the seller and the buyer. 

4. The rules of this section apply only “unless otherwise agreed.” The surrounding cir- 
cumstances, usage of trade, course of dealing and course of performance, as well as the 
express language of the parties, may constitute an “otherwise agreement”. 

Cross References: 
Point 1: Sections 2-504 and 2-505. 
Point 2: Section 2-503. 
Point 3: Section 2-512, Articles 4, Part 5, and 5. 
Definitional Cross References: 
"Contract for sale". Section 2-106. 

“Delivery”. Section 1-201. 

“Document of title". Section 1-201. 

“Goods”. Section 2-105. 

“Party”. Section 1-201. 

“Seller”. Section 2-103. 
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$ 2-309. Absence of Specific Time Provisions; Notice of 
Termination. 
(1) The time for shipment or delivery or any other action under a contract 
if not provided in this Article or agreed upon shall be a reasonable time. 


(2) Where the contract provides for successive performances but is indef- 
inite in duration it is valid for a reasonable time but unless otherwise 
agreed may be terminated at any time by either party. 


(3) Termination of a contract by one party except on the happening of an 
agreed event requires that reasonable notification be received by the other 
party and an agreement dispensing with notification is invalid if its opera- 

ion would be unconscionable. 


Official Comment 


Prior Uniform Statutory Provision: Subsection (1)—see Sections 43(2), 45(2), 47(1) and 
48, Uniform Sales Act, for policy continued under this Article; Subsection (2)—none; Subsec- 
ion (3)—none. 

Changes: Completely different in scope. 

Purposes of Changes and New Matter: 

1. Subsection (1) requires that all actions taken under a sales contract must be 
taken within a reasonable time where no time has been agreed upon. The reasonable 
time under this provision turns on the criteria as to “reasonable time” and on good faith 
and commercial standards set forth in Sections 1-203, 1-204 and 2-103. It thus depends 
upon what constitutes acceptable commercial conduct in view of the nature, purpose and 
circumstances of the action to be taken. Agreement as to a definite time, however, may 
be found in a term implied from the contractual circumstances, usage of trade or course 
of dealing or performance as well as in an express term. Such cases fall outside of this 
subsection since in them the time for action is “agreed” by usage. 

2. The time for payment, where not agreed upon, is related to the time for delivery; 
the particular problems which arise in connection with determining the appropriate time 
of payment and the time for any inspection before payment which is both allowed by law 
and demanded by the buyer are covered in Section 2-513. 

3. The facts in regard to shipment and delivery differ so widely as to make detailed 
provision for them in the text of this Article impracticable. The applicable principles, 
however, make it clear that surprise is to be avoided, good faith judgment is to be 
protected, and notice or negotiation to reduce the uncertainty to certainty is to be favored. 

4. When the time for delivery is left open, unreasonably early offers of or demands for 
delivery are intended to be read under this Article as expressions of desire or intention, 
requesting the assent or acquiescence of the other party, not as final positions which may 
amount without more to breach or to create breach by the other side. See Sections 2-207 
and 2-609. 

5. The obligation of good faith under this Act requires reasonable notification before a 
contract may be treated as breached because a reasonable time for delivery or demand 
has expired. This operates both in the case of a contract originally indefinite as to time 
and of one subsequently made indefinite by waiver. When both parties let an originally 
reasonable time go by in silence, the course of conduct under the contract may be viewed 
as enlarging the reasonable time for tender or demand of performance. The contract may 
be terminated by abandonment. 

6. Parties to a contract are not required in giving reasonable notification to fix, at 
peril of breach, a time which is in fact reasonable in the unforeseeable judgment of a 
later trier of fact. Effective communication of a proposed time limit calls for a response, 
so that failure to reply will make out acquiescence. Where objection is made, however, or 
if the demand is merely for information as to when goods will be delivered or will be 
ordered out, demand for assurances on the ground of insecurity may be made under this 
Article pending further negotiations. Only when a party insists on undue delay or on 
rejection of the other party's reasonable proposal is there a question of flat breach under 
the present section. 

7. Subsection (2) applies a commercially reasonable view to resolve the conflict which 
has arisen in the cases as to contracts of indefinite duration. The “reasonable time" o 
duration appropriate to a given arrangement is limited by the circumstances. When the 
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arrangement has been carried on by the parties over the years, the “reasonable time” can 
continue indefinitely and the contract will not terminate until notice. 

8. Subsection (3) recognizes that the application of principles of good faith and sound 
commercial practice normally call for such notification of the termination of a going 
contract relationship as will give the other party reasonable time to seek a substitute 
arrangement. An agreement dispensing with notification or limiting the time for the 
seeking of a substitute arrangement is, of course, valid under this subsection unless the 
iue of putting it into operation would be the creation of an unconscionable state o 
affairs. 

9. Justifiable cancellation for breach is a remedy for breach and is not the kind o 
termination covered by the present subsection. 

10. The requirement of notification is dispensed with where the contract provides for 
termination on the happening of an “agreed event.” “Event” is a term chosen here to 
contrast with “option” or the like. 

Cross References: 
Point 1: Sections 1-203, 1-204 and 2-103. 
Point 2: Sections 2-320, 2-321, 2-504, and 2-511 through 2-514. 
Point 5: Section 1-203. 
Point 6: Section 2-609. 
Point 7: Section 2-204. 
Point 9: Sections 2-106, 2-318, 2-610 and 2-703. 
Definitional Cross References: 
"Agreement". Section 1-201. 
"Contract". Section 1-201. 
"Notification". Section 1-201. 
“Party”. Section 1-201. 
"Reasonable time". Section 1-204. 
"Termination". Section 2-106. 


$ 2-310. Open Time for Payment or Running of Credit; Authority 


to Ship Under Reservation. 

Unless otherwise agreed 

(a) payment is due at the time and place at which the buyer is to 
receive the goods even though the place of shipment is the place o 
delivery; and 

(b) if the seller is authorized to send the goods he may ship them 
under reservation, and may tender the documents of title, but the buyer 
may inspect the goods after their arrival before payment is due unless 
such inspection is inconsistent with the terms of the contract (Section 
2-513); and 

(c) if delivery is authorized and made by way of documents of title 
otherwise than by subsection (b) then payment is due at the time and 
place at which the buyer is to receive the documents regardless of where 
the goods are to be received; and 

(d) where the seller is required or authorized to ship the goods on 
credit the credit period runs from the time of shipment but post-dating 
the invoice or delaying its dispatch will correspondingly delay the start- 
ing of the credit period. 


Official Comment 
Prior Uniform Statutory Provision: Sections 42 and 47(2), Uniform Sales Act. 
Changes: Completely rewritten in this and other sections. 
Purposes of Changes: This section is drawn to reflect modern business methods of deal- 
ing at a distance rather than face to face. Thus: 
1. Paragraph (a) provides that payment is due at the time and place “the buyer is to 
receive the goods" rather than at the point of delivery except in documentary shipment 
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cases (paragraph (c)). This grants an opportunity for the exercise by the buyer of his pre- 
liminary right to inspection before paying even though under the delivery term the risk 
of loss may have previously passed to him or the running of the credit period has already 
started. 

2. Paragraph (b) while providing for inspection by the buyer before he pays, protects 
the seller. He 1s not required to give up possession of the goods until he has received pay- 
ment, where no credit has been contemplated by the parties. The seller may collect 
through a bank by a sight draft against an order bill of lading “hold until arrival; inspec- 
tion allowed." The obligations of the bank under such a provision are set forth in Part 5 
of Article 4. In the absence of a credit term, the seller is permitted to ship under reserva- 
tion and if he does payment is then due where and when the buyer is to receive the 
documents. 

3. Unless otherwise agreed, the place for the receipt of the documents and payment is 
the buyer's city but the time for payment is only after arrival of the goods, since under 
paragraph (b), and Sections 2-512 and 2-513 the buyer is under no duty to pay prior to 
inspection. 

4. Where the mode of shipment is such that goods must be unloaded immediately; 
upon arrival, too rapidly to permit adequate inspection before receipt, the seller must be 
guided by the provisions of this Article on inspection which provide that if the seller 
wishes to demand payment before inspection, he must put an appropriate term into the 
contract. Even requiring payment against documents will not of itself have this desired 
result if the documents are to be held until the arrival of the goods. But under (b) and (c) 
if the terms are C.I.F., C.O.D., or cash against documents payment may be due before 
inspection. 

5. Paragraph (d) states the common commercial understanding that an agreed credit 
period runs from the time of shipment or from that dating of the invoice which is com- 
monly recognized as a representation of the time of shipment. The provision concerning 
any delay in sending forth the invoice is included because such conduct results in depriv- 
ing the buyer of his full notice and warning as to when he must be prepared to pay. 

Cross References: 
Generally: Part 5. 
Point 1: Section 2-509. 
Point 2: Sections 2-505, 2-511, 2-512, 2-513 and Article 4. 
Point 3: Sections 2-308(b), 2-512 and 2-513. 
Point 4: Section 2-513(3)(b). 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Delivery”. Section 1-201. 
“Document of title". Section 1-201. 
“Goods”. Section 2-105. 
“Receipt of goods”. Section 2-103. 
“Seller”. Section 2-103. 
“Send”. Section 1-201. 
“Term”. Section 1-201. 


§ 2-311. Options and Cooperation Respecting Performance. 

(1) An agreement for sale which is otherwise sufficiently definite (subsec- 
ion (3) of Section 2-204) to be a contract is not made invalid by the fact 
hat it leaves particulars of performance to be specified by one of the 

parties. Any such specification must be made in good faith and within 
limits set by commercial reasonableness. 

(2) Unless otherwise agreed specifications relating to assortment of the 
goods are at the buyer’s option and except as otherwise provided in subsec- 
ions (1)(c) and (3) of Section 2-319 specifications or arrangements relating 
o shipment are at the seller’s option. 

(3) Where such specification would materially affect the other party’s 
performance but is not seasonably made or where one party’s cooperation 
is necessary to the agreed performance of the other but is not seasonably 
forthcoming, the other party in addition to all other remedies 


(a) is excused for any resulting delay in his own performance; and 


(b) may also either proceed to perform in any reasonable manner or 
after the time for a material part of his own performance treat the fail- 
ure to specify or to cooperate as a breach by failure to deliver or accept 
the goods. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) permits the parties to leave certain detailed particulars of perfor- 
mance to be filled in by either of them without running the risk of having the contract; 
invalidated for indefiniteness. The party to whom the agreement gives power to specify 
the missing details is required to exercise good faith and to act in accordance with com- 
mercial standards so that there is no surprise and the range of permissible variation is 
limited by what is commercially reasonable. The “agreement” which permits one party so 
to specify may be found as well in a course of dealing, usage of trade, or implication from 
circumstances as in explicit language used by the parties. 

2. Options as to assortment of goods or shipping arrangements are specifically 
reserved to the buyer and seller respectively under subsection (2) where no other ar- 
rangement has been made. This section rejects the test which mechanically and without 
regard to usage or the purpose of the option gave the option to the party “first under a 
duty to move" and applies instead a standard commercial interpretation to these 
circumstances. The “unless otherwise agreed” provision of this subsection covers not only 
express terms but the background and circumstances which enter into the agreement. 

3. Subsection (3) applies when the exercise of an option or cooperation by one party is 
necessary to or materially affects the other party's performance, but it is not seasonably 
forthcoming; the subsection relieves the other party from the necessity for performance 
or excuses his delay in performance as the case may be. The contract-keeping party may 
at his option under this subsection proceed to perform in any commercially reasonable 
manner rather than wait. In addition to the special remedies provided, this subsection 
also reserves “all other remedies". The remedy of particular importance in this connec- 
tion is that provided for insecurity. Request may also be made pursuant to the obligation 
of good faith for a reasonable indication of the time and manner of performance for which 
a party is to hold himself ready. 

4. The remedy provided in subsection (3) is one which does not operate in the situa- 
tion which falls within the scope of Section 2-614 on substituted performance. Where the 
failure to cooperate results from circumstances set forth in that Section, the other party 
is under a duty to proffer or demand (as the case may be) substitute performance as a 
condition to claiming rights against the noncooperating party. 

Cross References: 
Point 1: Sections 1-201, 2-204 and 1-203. 

Point 3: Sections 1-203 and 2-609. 

Point 4: Section 2-614. 

Definitional Cross References: 
"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

"Contract for sale". Section 2-106. 

“Goods”. Section 2-105. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

“Seasonably”. Section 1-204. 

"Seller". Section 2-103. 


$ 2-312. Warranty of Title and Against Infringement; Buyer's 
Obligation Against Infringement. 
(1) Subject to subsection (2) there is in a contract for sale a warranty by 
he seller that 
(a) the title conveyed shall be good, and its transfer rightful; and 
(b) the goods shall be delivered free from any security interest or other 
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lien or encumbrance of which the buyer at the time of contracting has no 
knowledge. 


(2) A warranty under subsection (1) will be excluded or modified only by 
specific language or by circumstances which give the buyer reason to know 
hat the person selling does not claim title in himself or that he is purport- 
ing to sell only such right or title as he or a third person may have. 


(3) Unless otherwise agreed a seller who is a merchant regularly dealing 
in goods of the kind warrants that the goods shall be delivered free of the 
rightful claim of any third person by way of infringement or the like but a 
buyer who furnishes specifications to the seller must hold the seller harm- 
less against any such claim which arises out of compliance with the 
specifications. 


Official Comment 
Prior Uniform Statutory Provision: Section 13, Uniform Sales Act. 
Changes: Completely rewritten, the provisions concerning infringement being new. 
Purposes of Changes: 

1. Subsection (1) makes provision for a buyer's basic needs in respect to a title which 
he in good faith expects to acquire by his purchase, namely, that he receive a good, clean 
title transferred to him also in a rightful manner so that he will not be exposed to a 
lawsuit in order to protect it. The warranty extends to a buyer whether or not the seller 
was in possession of the goods at the time the sale or contract to sell was made. The 
warranty of quiet possession is abolished. Disturbance of quiet possession, although not 
mentioned specifically, is one way, among many, in which the breach of the warranty o 
title may be established. The *knowledge" referred to in subsection 1(b) is actual knowl- 
edge as distinct from notice. 

2. The provisions of this Article requiring notification to the seller within a reason- 
able time after the buyer's discovery of a breach apply to notice of a breach of the war- 
ranty of title, where the seller's breach was innocent. However, if the seller's breach was 
in bad faith he cannot be permitted to claim that he has been misled or prejudiced by the 
delay in giving notice. In such case the “reasonable” time for notice should receive a very 
liberal interpretation. Whether the breach by the seller is in good or bad faith Section 
2-725 provides that the cause of action accrues when the breach occurs. Under the provi- 
sions of that section the breach of the warranty of good title occurs when tender o 
open is made since the warranty is not one which extends to “future performance o 
the goods.” 

3. When the goods are part of the seller’s normal stock and are sold in his normal 
course of business, it is his duty to see that no claim of infringement of a patent or 
trademark by a third party will mar the buyer’s title. A sale by a person other than a 
dealer, however, raises no implication in its circumstances of such a warranty. Nor is 
there such an implication when the buyer orders goods to be assembled, prepared or 
manufactured on his own specifications. If, in such a case, the resulting product infringes 
a patent or trademark, the liability will run from buyer to seller. There is, under such 
circumstances, a tacit representation on the part of the buyer that the seller will be safe 
in manufacturing according to the specifications, and the buyer is under an obligation in. 
good faith to indemnify him for any loss suffered. 

4. This section rejects the cases which recognize the principle that infringements 
violate the warranty of title but deny the buyer a remedy unless he has been expressly 
prevented from using the goods. Under this Article “eviction” is not a necessary condition. 
to the buyer’s remedy since the buyer’s remedy arises immediately upon receipt of notice 
of infringement; it is merely one way of establishing the fact of breach. 

5. Subsection (2) recognizes that sales by sheriffs, executors, foreclosing lienors and 
persons similarly situated are so out of the ordinary commercial course that their pecu- 
liar character is immediately apparent to the buyer and therefore no personal obligation 
is imposed upon the seller who is purporting to sell only an unknown or limited right. 
This subsection does not touch upon and leaves open all questions of restitution arising 
in such cases, when a unique article so sold is reclaimed by a third party as the rightful 
owner. 

6. The warranty of subsection (1) is not designated as an “implied” warranty, and 
hence is not subject to Section 2-316(3). Disclaimer of the warranty of title is governed 
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instead by subsection (2), which requires either specific language or the described 
circumstances. 
Cross References: 
Point 1: Section 2-403. 
Point 2: Sections 2-607 and 2-725. 
Point 3: Section 1-203. 
Point 4: Sections 2-609 and 2-725. 
Point 6: Section 2-316. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
*Contract for sale". Section 2-106. 
*Goods". Section 2-105. 
“Person”. Section 1-201. 
“Right”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-313. Express Warranties by Affirmation, Promise, Description, 
Sample. 

(1) Express warranties by the seller are created as follows: 

(a) Any affirmation of fact or promise made by the seller to the buyer 
which relates to the goods and becomes part of the basis of the bargain 
creates an express warranty that the goods shall conform to the affirma- 
tion or promise. 

(b) Any description of the goods which is made part of the basis of the 
bargain creates an express warranty that the goods shall conform to the 
description. 

(c) Any sample or model which is made part of the basis of the bargain 
creates an express warranty that the whole of the goods shall conform to 
the sample or model. 

(2) It is not necessary to the creation of an express warranty that the 
seller use formal words such as “warrant” or “guarantee” or that he have a 
specific intention to make a warranty, but an affirmation merely of the 

alue of the goods or a statement purporting to be merely the seller’s 
opinion or commendation of the goods does not create a warranty. 


Official Comment 
Prior Uniform Statutory Provision: Sections 12, 14 and 16, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To consolidate and systematize basic principles with the result 
hat: 

1. “Express” warranties rest on “dickered” aspects of the individual bargain, and go 
so clearly to the essence of that bargain that words of disclaimer in a form are repugnant 
to the basic dickered terms. “Implied” warranties rest so clearly on a common factual sit- 
uation or set of conditions that no particular language or action is necessary to evidence 
them and they will arise in such a situation unless unmistakably negated. This section 
reverts to the older case law insofar as the warranties of description and sample are 
designated “express” rather than “implied”. 

2. Although this section is limited in its scope and direct purpose to warranties made 
by the seller to the buyer as part of a contract for sale, the warranty sections of this 
Article are not designed in any way to disturb those lines of case law growth which have 
recognized that warranties need not be confined either to sales contracts or to the direct 
parties to such a contract. They may arise in other appropriate circumstances such as in. 
the case of bailments for hire, whether such bailment is itself the main contract or is 
merely a supplying of containers under a contract for the sale of their contents. The pro- 
visions of Section 2-318 on third party beneficiaries expressly recognize this case law 
development within one particular area. Beyond that, the matter is left to the case law 
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with the intention that the policies of this Act may offer useful guidance in dealing with 
further cases as they arise. 

3. The present section deals with affirmations of fact by the seller, descriptions of the 
goods or exhibitions of samples, exactly as any other part of a negotiation which ends in. 
a contract is dealt with. No specific intention to make a warranty is necessary if any o 
these factors is made part of the basis of the bargain. In actual practice affirmations o 
fact made by the seller about the goods during a bargain are regarded as part of the de- 
scription of those goods; hence no particular reliance on such statements need be shown 
in order to weave them into the fabric of the agreement. Rather, any fact which is to take 
such affirmations, once made, out of the agreement requires clear affirmative proof. The 
issue normally is one of fact. 

4. In view of the principle that the whole purpose of the law of warranty is to 
determine what it is that the seller has in essence agreed to sell, the policy is adopted o 
those cases which refuse except in unusual circumstances to recognize a material dele- 
tion of the seller's obligation. Thus, a contract is normally a contract for a sale o 
something describable and described. A clause generally disclaiming “all warranties, 
express or implied" cannot reduce the seller's obligation with respect to such description. 
and therefore cannot be given literal effect under Section 2-316. This is not intended to 
mean that the parties, if they consciously desire, cannot make their own bargain as they 
wish. But in determining what they have agreed upon good faith is a factor and 
consideration should be given to the fact that the probability is small that a real price is 
intended to be exchanged for a pseudo-obligation. 

5. Paragraph (1)(b) makes specific some of the principles set forth above when a de- 
scription of the goods is given by the seller. A description need not be by words. Techni- 
cal specifications, blueprints and the like can afford more exact description than mere 
language and if made part of the basis of the bargain goods must conform with them. 
Past deliveries may set the description of quality, either expressly or impliedly by course 
of dealing. Of course, all descriptions by merchants must be read against the applicable 
trade usages with the general rules as to merchantability resolving any doubts. 

6. The basic situation as to statements affecting the true essence of the bargain is no 
different when a sample or model is involved in the transaction. This section includes 
both a *sample" actually drawn from the bulk of goods which is the subject matter of the 
sale, and a “model” which is offered for inspection when the subject matter is not at hand 
and which has not been drawn from the bulk of the goods. Although the underlying 
principles are unchanged, the facts are often ambiguous when something is shown as il- 
lustrative, rather than as a straight sample. In general, the presumption is that any 
sample or model just as any affirmation of fact is intended to become a basis of the 
bargain. But there is no escape from the question of fact. When the seller exhibits a 
sample purporting to be drawn from an existing bulk, good faith of course requires that 
the sample be fairly drawn. But in mercantile experience the mere exhibition of a 
“sample” does not of itself show whether it is merely intended to “suggest” or to “be” the 
character of the subject-matter of the contract. The question is whether the seller has so 
acted with reference to the sample as to make him responsible that the whole shall have 
at least the values shown by it. The circumstances aid in answering this question. If the 
sample has been drawn from an existing bulk, it must be regarded as describing values 
of the goods contracted for unless it is accompanied by an unmistakable denial of such 
responsibility. If, on the other hand, a model of merchandise not on hand is offered, the 
mercantile presumption that it has become a literal description of the subject matter is 
not so strong, and particularly so if modification on the buyer's initiative impairs any 
feature of the model. 

7. The precise time when words of description or affirmation are made or samples are 
shown is not material. The sole question is whether the language or samples or models 
are fairly to be regarded as part of the contract. If language is used after the closing o 
the deal (as when the buyer when taking delivery asks and receives an additional assur- 
ance), the warranty becomes a modification, and need not be supported by consideration 
if it is otherwise reasonable and in order (Section 2-209). 

8. Concerning affirmations of value or a seller's opinion or commendation under 
subsection (2), the basic question remains the same: What statements of the seller have 
in the circumstances and in objective judgment become part of the basis of the bargain? 
As indicated above, all of the statements of the seller do so unless good reason is shown 
to the contrary. The provisions of subsection (2) are included, however, since common ex- 
perience discloses that some statements or predictions cannot fairly be viewed as enter- 
ing into the bargain. Even as to false statements of value, however, the possibility is left 
open that a remedy may be provided by the law relating to fraud or misrepresentation. 
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Cross References: 
Point 1: Section 2-316. 
Point 2: Sections 1-102(3) and 2-318. 
Point 3: Section 2-316(2)(b). 
Point 4: Section 2-316. 
Point 5: Sections 1-205(4) and 2-314. 
Point 6: Section 2-316. 
Point 7: Section 2-209. 
Point 8: Section 1-103. 
Definitional Cross References: 
"Buyer". Section 2-103. 
“Conforming”. Section 2-106. 
*Goods". Section 2-105. 
*Seller". Section 2-103. 


$ 2-314. Implied Warranty: Merchantability; Usage of Trade. 

(1) Unless excluded or modified (Section 2-316), a warranty that the 
goods shall be merchantable is implied in a contract for their sale if the 
seller is a merchant with respect to goods of that kind. Under this section 
he serving for value of food or drink to be consumed either on the premises 
or elsewhere is a sale. 


(2) Goods to be merchantable must be at least such as 


(a) pass without objection in the trade under the contract description; 
and 


(b) in the case of fungible goods, are of fair average quality within the 
description; and 


(c) are fit for the ordinary purposes for which such goods are used; and 


(d) run, within the variations permitted by the agreement, of even 
kind, quality and quantity within each unit and among all units 
involved; and 


(e) are adequately contained, packaged, and labeled as the agreement 
may require; and 

(f) conform to the promise or affirmations of fact made on the container 
or label if any. 


(3) Unless excluded or modified (Section 2-316) other implied warranties 
ay arise from course of dealing or usage of trade. 


Official Comment 
Prior Uniform Statutory Provision: Section 15(2), Uniform Sales Act. 
Changes: Completely rewritten. 
Purposes of Changes: This section, drawn in view of the steadily developing case law on 
he subject, is intended to make it clear that: 

1. The seller's obligation applies to present sales as well as to contracts to sell 
subject to the effects of any examination of specific goods. (Subsection (2) of Section 
2-316). Also, the warranty of merchantability applies to sales for use as well as to sales 
for resale. 

2. The question when the warranty is imposed turns basically on the meaning of the 
terms of the agreement as recognized in the trade. Goods delivered under an agreement 
made by a merchant in a given line of trade must be of a quality comparable to that gen- 
erally acceptable in that line of trade under the description or other designation of the 
goods used in the agreement. The responsibility imposed rests on any merchant-seller, 
and the absence of the words “grower or manufacturer or not” which appeared in Section 
15(2) of the Uniform Sales Act does not restrict the applicability of this section. 

3. A specific designation of goods by the buyer does not exclude the seller's obligation 
that they be fit for the general purposes appropriate to such goods. À contract for the sale 
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of second-hand goods, however, involves only such obligation as is appropriate to such 
goods for that is their contract description. A person making an isolated sale of goods is 
not a “merchant” within the meaning of the full scope of this section and, thus, no war- 
ranty of merchantability would apply. His knowledge of any defects not apparent on 
inspection would, however, without need for express agreement and in keeping with the 
underlying reason of the present section and the provisions on good faith, impose an 
obligation that known material but hidden defects be fully disclosed. 

4. Although a seller may not be a “merchant” as to the goods in question, if he states 
generally that they are “guaranteed” the provisions of this section may furnish a guide to 
the content of the resulting express warranty. This has particular significance in the case 
of second-hand sales, and has further significance in limiting the effect of fine-print 
disclaimer clauses where their effect would be inconsistent with large-print assertions o 
"guarantee". 

5. The second sentence of subsection (1) covers the warranty with respect to food and 
drink. Serving food or drink for value is a sale, whether to be consumed on the premises 
or elsewhere. Cases to the contrary are rejected. The principal warranty is that stated in. 
subsections (1) and (2)(c) of this section. 

6. Subsection (2) does not purport to exhaust the meaning of “merchantable” nor to 
negate any of its attributes not specifically mentioned in the text of the statute, but aris- 
ing by usage of trade or through case law. The language used is “must be at least such as 

. 4" and the intention is to leave open other possible attributes of merchantability. 

7. Paragraphs (a) and (b) of subsection (2) are to be read together. Both refer, as 
indicated above, to the standards of that line of the trade which fits the transaction and 
the seller's business. “Fair average" is a term directly appropriate to agricultural bulk 
products and means goods centering around the middle belt of quality, not the least or 
the worst that can be understood in the particular trade by the designation, but such as 
can pass “without objection." Of course a fair percentage of the least is permissible but; 
the goods are not “fair average" if they are all of the least or worst quality possible under 
the description. In cases of doubt as to what quality is intended, the price at which a 
merchant closes a contract is an excellent index of the nature and scope of his obligation 
under the present section. 

8. Fitness for the ordinary purposes for which goods of the type are used is a 
fundamental concept of the present section and is covered in paragraph (c). As stated 
above, merchantability is also a part of the obligation owing to the purchaser for use. 
Correspondingly, protection, under this aspect of the warranty, of the person buying for 
resale to the ultimate consumer is equally necessary, and merchantable goods must 
therefore be “honestly” resalable in the normal course of business because they are what 
they purport to be. 

9. Paragraph (d) on evenness of kind, quality and quantity follows case law. But 
precautionary language has been added as a remainder of the frequent usages of trade 
which permit substantial variations both with and without an allowance or an obligation| 
to replace the varying units. 

10. Paragraph (e) applies only where the nature of the goods and of the transaction 
require a certain type of container, package or label. Paragraph (f) applies, on the other 
hand, wherever there is a label or container on which representations are made, even 
though the original contract, either by express terms or usage of trade, may not have 
required either the labelling or the representation. This follows from the general obliga- 
tion of good faith which requires that a buyer should not be placed in the position o 
reselling or using goods delivered under false representations appearing on the package 
or container. No problem of extra consideration arises in this connection since, under this 
Article, an obligation is imposed by the original contract not to deliver mislabeled articles, 
and the obligation is imposed where mercantile good faith so requires and without refer- 
ence to the doctrine of consideration. 

11. Exclusion or modification of the warranty of merchantability, or of any part of it, 
is dealt with in the section to which the text of the present section makes explicit 
precautionary references. That section must be read with particular reference to its 
subsection (4) on limitation of remedies. The warranty of merchantability, wherever it is 
normal, is so commonly taken for granted that its exclusion from the contract is a matter 
threatening surprise and therefore requiring special precaution. 

12. Subsection (3) is to make explicit that usage of trade and course of dealing can 
create warranties and that they are implied rather than express warranties and thus 
subject to exclusion or modification under Section 2-316. A typical instance would be the 
obligation to provide pedigree papers to evidence conformity of the animal to the contract 
in the case of a pedigreed dog or blooded bull. 
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13. In an action based on breach of warranty, it is of course necessary to show not 
only the existence of the warranty but the fact that the warranty was broken and that 
the breach of the warranty was the proximate cause of the loss sustained. In such an ac- 
tion an affirmative showing by the seller that the loss resulted from some action or event 
following his own delivery of the goods can operate as a defense. Equally, evidence 
indicating that the seller exercised care in the manufacture, processing or selection of the 
goods is relevant to the issue of whether the warranty was in fact broken. Action by the 
buyer following an examination of the goods which ought to have indicated the defect 
complained of can be shown as matter bearing on whether the breach itself was the 
cause of the injury. 

Cross References: 
Point 1: Section 2-316. 
Point 3: Sections 1-203 and 2-104. 
Point 5: Section 2-315. 
Point 11: Section 2-316. 
Point 12: Sections 1-201, 1-205 and 2-316. 
Definitional Cross References: 
"Agreement". Section 1-201. 
"Contract". Section 1-201. 
"Contract for sale". Section 2-106. 
“Goods”. Section 2-105. 
“Merchant”. Section 2-104. 
“Seller”. Section 2-103. 


§ 2-315. Implied Warranty: Fitness for Particular Purpose. 


Where the seller at the time of contracting has reason to know any par- 
icular purpose for which the goods are required and that the buyer is 
relying on the seller’s skill or judgment to select or furnish suitable goods, 
here is unless excluded or modified under the next section an implied 
arranty that the goods shall be fit for such purpose. 


Official Comment 
Prior Uniform Statutory Provision: Section 15(1), (4), (5), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: 

1. Whether or not this warranty arises in any individual case is basically a question 
of fact to be determined by the circumstances of the contracting. Under this section the 
buyer need not bring home to the seller actual knowledge of the particular purpose for 
which the goods are intended or of his reliance on the seller’s skill and judgment, if the 
circumstances are such that the seller has reason to realize the purpose intended or that 
the reliance exists. The buyer, of course, must actually be relying on the seller. 

2. A “particular purpose" differs from the ordinary purpose for which the goods are 
used in that it envisages a specific use by the buyer which is peculiar to the nature of his 
business whereas the ordinary purposes for which goods are used are those envisaged in 
the concept of merchantability and go to uses which are customarily made of the goods in. 
question. For example, shoes are generally used for the purpose of walking upon ordinary 
ground, but a seller may know that a particular pair was selected to be used for climbing 
mountains. A contract may of course include both a warranty of merchantability and one 
of fitness for a particular purpose. The provisions of this Article on the cumulation and 
conflict of express and implied warranties must be considered on the question of inconsis- 
tency between or among warranties. In such a case any question of fact as to which war- 
ranty was intended by the parties to apply must be resolved in favor of the warranty o 
fitness for particular purpose as against all other warranties except where the buyer has 
taken upon himself the responsibility of furnishing the technical specifications. 

3. In connection with the warranty of fitness for a particular purpose the provisions o 
this Article on the allocation or division of risks are particularly applicable in any trans- 
action in which the purpose for which the goods are to be used combines requirements 
both as to the quality of the goods themselves and compliance with certain laws or 
regulations. How the risks are divided is a question of fact to be determined, where not 
expressly contained in the agreement, from the circumstances of contracting, usage o 
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trade, course of performance and the like, matters which may constitute the “otherwise 
agreement" of the parties by which they may divide the risk or burden. 

4. The absence from this section of the language used in the Uniform Sales Act in 
referring to the seller, “whether he be the grower or manufacturer or not,” is not intended 
to impose any requirement that the seller be a grower or manufacturer. Although 
normally the warranty will arise only where the seller is a merchant with the appropri- 
ate “skill or judgment,” it can arise as to non-merchants where this is justified by the 
particular circumstances. 

5. The elimination of the “patent or other trade name" exception constitutes the ma- 
jor extension of the warranty of fitness which has been made by the cases and continued 
in this Article. Under the present section the existence of a patent or other trade name 
and the designation of the article by that name, or indeed in any other definite manner, 
is only one of the facts to be considered on the question of whether the buyer actually 
relied on the seller, but it is not of itself decisive of the issue. If the buyer himself is 
insisting on a particular brand he is not relying on the seller's skill and judgment and so 
no warranty results. But the mere fact that the article purchased has a particular patent 
or trade name is not sufficient to indicate nonreliance if the article has been recom- 
mended by the seller as adequate for the buyer's purposes. 

6. The specific reference forward in the present section to the following section on 
exclusion or modification of warranties is to call attention to the possibility of eliminating 
the warranty in any given case. However it must be noted that under the following sec- 
tion the warranty of fitness for a particular purpose must be excluded or modified by a 
conspicuous writing. 

Cross References: 
Point 2: Sections 2-314 and 2-317. 
Point 3: Section 2-303. 
Point 6: Section 2-316. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Goods”. Section 2-105. 
“Seller”. Section 2-103. 


§ 2-316. Exclusion or Modification of Warranties. 
(1) Words or conduct relevant to the creation of an express warranty and 
ords or conduct tending to negate or limit warranty shall be construed 
herever reasonable as consistent with each other; but subject to the pro- 
isions of this Article on parol or extrinsic evidence (Section 2-202) nega- 
ion or limitation is inoperative to the extent that such construction is 
nreasonable. 


(2) Subject to subsection (3), to exclude or modify the implied warranty 
of merchantability or any part of it the language must mention merchant- 
ability and in case of a writing must be conspicuous, and to exclude or 

odify any implied warranty of fitness the exclusion must be by a writing 
and conspicuous. Language to exclude all implied warranties of fitness is 
sufficient if it states, for example, that “There are no warranties which 
extend beyond the description on the face hereof.” 

(3) Notwithstanding subsection (2) 

(a) unless the circumstances indicate otherwise, all implied warranties 
are excluded by expressions like “as is”, “with all faults” or other 
language which in common understanding calls the buyer’s attention to 
the exclusion of warranties and makes plain that there is no implied 
warranty; and 

(b) when the buyer before entering into the contract has examined the 
goods or the sample or model as fully as he desired or has refused to ex- 
amine the goods there is no implied warranty with regard to defects 
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which an examination ought in the circumstances to have revealed to 
him; and 
(c) an implied warranty can also be excluded or modified by course o 
dealing or course of performance or usage of trade. 
(4) Remedies for breach of warranty can be limited in accordance with 
he provisions of this Article on liquidation or limitation of damages and 
on contractual modification of remedy (Sections 2-718 and 2-719). 


Official Comment 
Prior Uniform Statutory Provision: None. See sections 15 and 71, Uniform Sales Act. 
Purposes: 

1. This section is designed principally to deal with those frequent clauses in sales 
contracts which seek to exclude “all warranties, express or implied.” It seeks to protect a 
buyer from unexpected and unbargained language of disclaimer by denying effect to such 
language when inconsistent with language of express warranty and permitting the 
exclusion of implied warranties only by conspicuous language or other circumstances 
which protect the buyer from surprise. 

2. The seller is protected under this Article against false allegations of oral warran- 
ties by its provisions on parol and extrinsic evidence and against unauthorized 
representations by the customary “lack of authority” clauses. This Article treats the 
limitation or avoidance of consequential damages as a matter of limiting remedies for 
breach, separate from the matter of creation of liability under a warranty. If no warranty 
exists, there is of course no problem of limiting remedies for breach of warranty. Under 
subsection (4) the question of limitation of remedy is governed by the sections referred to 
rather than by this section. 

3. Disclaimer of the implied warranty of merchantability is permitted under subsec- 
tion (2), but with the safeguard that such disclaimers must mention merchantability and 
in case of a writing must be conspicuous. 

4. Unlike the implied warranty of merchantability, implied warranties of fitness for a 
particular purpose may be excluded by general language, but only if it is in writing and 
conspicuous. 

5. Subsection (2) presupposes that the implied warranty in question exists unless 
excluded or modified. Whether or not language of disclaimer satisfies the requirements o 
this section, such language may be relevant under other sections to the question whether 
the warranty was ever in fact created. Thus, unless the provisions of this Article on parol 
and extrinsic evidence prevent, oral language of disclaimer may raise issues of fact as to 
whether reliance by the buyer occurred and whether the seller had “reason to know” 
under the section on implied warranty of fitness for a particular purpose. 

6. The exceptions to the general rule set forth in paragraphs (a), (b) and (c) of subsec- 
tion (3) are common factual situations in which the circumstances surrounding the trans- 
action are in themselves sufficient to call the buyer’s attention to the fact that no implied 
warranties are made or that a certain implied warranty is being excluded. 

7. Paragraph (a) of subsection (3) deals with general terms such as “as is,” “as they 
stand,” “with all faults,” and the like. Such terms in ordinary commercial usage are 
understood to mean that the buyer takes the entire risk as to the quality of the goods 
involved. The terms covered by paragraph (a) are in fact merely a particularization o 
paragraph (c) which provides for exclusion or modification of implied warranties by usage 
of trade. 

8. Under paragraph (b) of subsection (8) warranties may be excluded or modified by 
the circumstances where the buyer examines the goods or a sample or model of them 
before entering into the contract. “Examination” as used in this paragraph is not synony- 
mous with inspection before acceptance or at any other time after the contract has been 
made. It goes rather to the nature of the responsibility assumed by the seller at the time 
of the making of the contract. Of course if the buyer discovers the defect and uses the 
goods anyway, or if he unreasonably fails to examine the goods before he uses them, 
resulting injuries may be found to result from his own action rather than proximately 
from a breach of warranty. See Sections 2-314 and 2-715 and comments thereto. In order 
to bring the transaction within the scope of “refused to examine” in paragraph (b), it is 
not sufficient that the goods are available for inspection. There must in addition be a 
demand by the seller that the buyer examine the goods fully. The seller by the demand 
puts the buyer on notice that he is assuming the risk of defects which the examination. 
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ought to reveal. The language “refused to examine" in this paragraph is intended to 
make clear the necessity for such demand. Application of the doctrine of “caveat emptor" 
in all cases where the buyer examines the goods regardless of statements made by the 
seller is, however, rejected by this Article. Thus, if the offer of examination is accompanied 
by words as to their merchantability or specific attributes and the buyer indicates clearly 
that he is relying on those words rather than on his examination, they give rise to an 
"express" warranty. In such cases the question is one of fact as to whether a warranty o 
merchantability has been expressly incorporated in the agreement. Disclaimer of such an 
express warranty is governed by subsection (1) of the present section. The particular 
buyer's skill and the normal method of examining goods in the circumstances determine 
what defects are excluded by the examination. A failure to notice defects which are obvi- 
ous cannot excuse the buyer. However, an examination under circumstances which do 
not permit chemical or other testing of the goods would not exclude defects which could 
be ascertained only by such testing. Nor can latent defects be excluded by a simple 
examination. A professional buyer examining a product in his field will be held to have 
assumed the risk as to all defects which a professional in the field ought to observe, while 
a nonprofessional buyer will be held to have assumed the risk only for such defects as a 
layman might be expected to observe. 

9. The situation in which the buyer gives precise and complete specifications to the 
seller is not explicitly covered in this section, but this is a frequent circumstance by 
which the implied warranties may be excluded. The warranty of fitness for a particular 
purpose would not normally arise since in such a situation there is usually no reliance on. 
the seller by the buyer. The warranty of merchantability in such a transaction, however, 
must be considered in connection with the next section on the cumulation and conflict o 
warranties. Under paragraph (c) of that section in case of such an inconsistency the 
implied warranty of merchantability is displaced by the express warranty that the goods 
will comply with the specifications. Thus, where the buyer gives detailed specifications as 
to the goods, neither of the implied warranties as to quality will normally apply to the 
transaction unless consistent with the specifications. 

Cross References: 
Point 2: Sections 2-202, 2-718 and 2-719. 
Point 7: Sections 1-205 and 2-208. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Course of dealing". Section 1-205. 
“Goods”. Section 2-105. 
“Remedy”. Section 1-201. 
“Seller”. Section 2-103. 
“Usage of trade”. Section 1-205. 


§ 2-317. Cumulation and Conflict of Warranties Express or 
Implied. 
Warranties whether express or implied shall be construed as consistent 
ith each other and as cumulative, but if such construction is unreason- 
able the intention of the parties shall determine which warranty is 
dominant. In ascertaining that intention the following rules apply: 
(a) Exact or technical specifications displace an inconsistent sample or 
model or general language of description. 
(b) A sample from an existing bulk displaces inconsistent general 
language of description. 
(c) Express warranties displace inconsistent implied warranties other 
than an implied warranty of fitness for a particular purpose. 


Official Comment 


Prior Uniform Statutory Provision: On cumulation of warranties see Sections 14, 15, 
and 16, Uniform Sales Act. 
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Changes: Completely rewritten into one section. 
Purposes of Changes: 

1. The present section rests on the basic policy of this Article that no warranty is 
created except by some conduct (either affirmative action or failure to disclose) on the 
part of the seller. Therefore, all warranties are made cumulative unless this construction 
of the contract is impossible or unreasonable. This Article thus follows the general policy 
of the Uniform Sales Act except that in case of the sale of an article by its patent or 
trade name the elimination of the warranty of fitness depends solely on whether the 
buyer has relied on the seller's skill and judgment; the use of the patent or trade name is 
but one factor in making this determination. 

2. The rules of this section are designed to aid in determining the intention of the 
parties as to which of inconsistent warranties which have arisen from the circumstances 
of their transaction shall prevail. These rules of intention are to be applied only where 
factors making for an equitable estoppel of the seller do not exist and where he has in 
perfect good faith made warranties which later turn out to be inconsistent. To the extent 
that the seller has led the buyer to believe that all of the warranties can be performed, 
he is estopped from setting up any essential inconsistency as a defense. 

3. The rules in subsections (a), (b) and (c) are designed to ascertain the intention o 
the parties by reference to the factor which probably claimed the attention of the parties 
in the first instance. These rules are not absolute but may be changed by evidence show- 
ing that the conditions which existed at the time of contracting make the construction 
called for by the section inconsistent or unreasonable. 


Cross Reference: 
Point 1: Section 2-315. 
Definitional Cross Reference: 
"Party". Section 1-201. 


$ 2-318. Third Party Beneficiaries of Warranties Express or 
Implied. 


Note: If this Act is introduced in the Congress of the United States this section should be 
omitted. (States to select one alternative.) 


Alternative A 

A seller's warranty whether express or implied extends to any natural 
person who is in the family or household of his buyer or who is a guest in 
his home if it is reasonable to expect that such person may use, consume 
or be affected by the goods and who is injured in person by breach of the 

arranty. A seller may not exclude or limit the operation of this section. 


Alternative B 

A seller's warranty whether express or implied extends to any natural 
person who may reasonably be expected to use, consume or be affected by 
he goods and who is injured in person by breach of the warranty. A seller 

ay not exclude or limit the operation of this section. 


Alternative C 

A seller's warranty whether express or implied extends to any person 

ho may reasonably be expected to use, consume or be affected by the 
goods and who is injured by breach of the warranty. A seller may not 
exclude or limit the operation of this section with respect to injury to the 
person of an individual to whom the warranty extends. 


As amended in 1966. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 


APPENDIX 


1. The last sentence of this section does not mean that a seller is precluded from 
excluding or disclaiming a warranty which might otherwise arise in connection with the 
sale provided such exclusion or modification is permitted by Section 2-316. Nor does that 
sentence preclude the seller from limiting the remedies of his own buyer and of any ben- 
eficiaries, in any manner provided in Sections 2-718 or 2-719. To the extent that the 
contract of sale contains provisions under which warranties are excluded or modified, or 
remedies for breach are limited, such provisions are equally operative against beneficia- 
ries of warranties under this section. What this last sentence forbids is exclusion of li- 
ability by the seller to the persons to whom the warranties which he has made to his 
buyer would extend under this section. 

2. The purpose of this section is to give certain beneficiaries the benefit of the same 
warranty which the buyer received in the contract of sale, thereby freeing any such ben- 
eficiaries from any technical rules as to *privity." It seeks to accomplish this purpose 
without any derogation of any right or remedy resting on negligence. It rests primarily 
upon the merchant-seller's warranty under this Article that the goods sold are merchant- 
able and fit for the ordinary purposes for which such goods are used rather than the war- 
ranty of fitness for a particular purpose. Implicit in the section is that any beneficiary o 
a warranty may bring a direct action for breach of warranty against the seller whose 
warranty extends to him [As amended in 1966]. 

3. The first alternative expressly includes as beneficiaries within its provisions the 
family, household and guests of the purchaser. Beyond this, the section in this form is 
neutral and is not intended to enlarge or restrict the developing case law on whether the 
seller's warranties, given to his buyer who resells, extend to other persons in the distrib- 
utive chain. 

The second alternative is designed for states where the case law has already developed 
urther and for those that desire to expand the class of beneficiaries. The third alternative 
goes further, following the trend of modern decisions as indicated by Restatement of Torts 
2d § 402A (Tentative Draft No. 10, 1965) in extending the rule beyond injuries to the 
person [As amended in 1966]. 
Cross References: 
Point 1: Sections 2-316, 2-718 and 2-719. 
Point 2: Section 2-314. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Goods”. Section 2-105. 
"Seller". Section 2-103. 


$ 2-319. F.O.B. and F.A.S. Terms. 

(1) Unless otherwise agreed the term F.O.B. (which means “free on 
board") at a named place, even though used only in connection with the 
stated price, is a delivery term under which 

(a) when the term is F.O.B. the place of shipment, the seller must at 
that place ship the goods in the manner provided in this Article (Section 
2-504) and bear the expense and risk of putting them into the possession 
of the carrier; or 

(b) when the term is F.O.B. the place of destination, the seller must at 
his own expense and risk transport the goods to that place and there 
tender delivery of them in the manner provided in this Article (Section 
2-503); 

(c) when under either (a) or (b) the term is also F.O.B. vessel, car or 
other vehicle, the seller must in addition at his own expense and risk 
load the goods on board. If the term is F.O.B. vessel the buyer must 
name the vessel and in an appropriate case the seller must comply with 
the provisions of this Article on the form of bill of lading (Section 2-323). 
(2) Unless otherwise agreed the term F.A.S. vessel (which means “free 

alongside") at a named port, even though used only in connection with the 
stated price, is a delivery term under which the seller must 
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(a) at his own expense and risk deliver the goods alongside the vessel 
in the manner usual in that port or on a dock designated and provided 
by the buyer; and 

(b) obtain and tender a receipt for the goods in exchange for which the 
carrier is under a duty to issue a bill of lading. 


(3) Unless otherwise agreed in any case falling within subsection (1)(a) 
or (c) or subsection (2) the buyer must seasonably give any needed instruc- 
ions for making delivery, including when the term is F.A.S. or F.O.B. the 
loading berth of the vessel and in an appropriate case its name and sailing 
date. The seller may treat the failure of needed instructions as a failure o 
cooperation under this Article (Section 2-311). He may also at his option 

ove the goods in any reasonable manner preparatory to delivery or 
shipment. 

(4) Under the term F.O.B. vessel or F.A.S. unless otherwise agreed the 
buyer must make payment against tender of the required documents and 
he seller may not tender nor the buyer demand delivery of the goods in 
substitution for the documents. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
1. This section is intended to negate the uncommercial line of decision which treats 

an *F.O.B." term as *merely a price term." The distinctions taken in subsection (1) 
handle most of the issues which have on occasion led to the unfortunate judicial language 
just referred to. Other matters which have led to sound results being based on unhappy 
language in regard to F.O.B. clauses are dealt with in this Act by Section 2-311(2) 
(seller's option re arrangements relating to shipment) and Sections 2-614 and 615 
(substituted performance and seller's excuse). 

2. Subsection (1)(c) not only specifies the duties of a seller who engages to deliver 
“F.O.B. vessel," or the like, but ought to make clear that no agreement is soundly drawn 
when it looks to reshipment from San Francisco or New York, but speaks merely o 
*F.O.B." the place. 

3. The buyer's obligations stated in subsection (1)(c) and subsection (3) are, as shown 
in the text, obligations of cooperation. The last sentence of subsection (3) expressly, 
though perhaps unnecessarily, authorizes the seller, pending instructions, to go ahead 
with such preparatory moves as shipment from the interior to the named point of delivery. 
The sentence presupposes the usual case in which instructions “fail”; a prior repudiation! 
by the buyer, giving notice that breach was intended, would remove the reason for the 
sentence, and would normally bring into play, instead, the second sentence of Section 
2-704, which duly calls for lessening damages. 

4. The treatment of “F.O.B. vessel” in conjunction with F.A.S. fits, in regard to the 
need for payment against documents, with standard practice and case-law; but *F.O.B. 
vessel" is a term which by its very language makes express the need for an “on board” 
document. In this respect, that term is stricter than the ordinary overseas “shipment” 
contract (C.I.F., etc., Section 2-320). 

Cross References: 
Sections 2-311(3), 2-323, 2-503 and 2-504. 
Definitional Cross References: 
"Agreed". Section 1-201. 
“Bill of lading”. Section 1-201. 
“Buyer”. Section 2-103. 
“Goods”. Section 2-105. 
“Seasonably”. Section 1-204. 
“Seller”. Section 2-103. 
“Term”. Section 1-201. 


§ 2-320. C.LF. and C. & F. Terms. 
(1) The term C.I.F. means that the price includes in a lump sum the cost 
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of the goods and the insurance and freight to the named destination. The 
erm C. & F. or C.F. means that the price so includes cost and freight to 
he named destination. 
(2) Unless otherwise agreed and even though used only in connection 
ith the stated price and destination, the term C.I.F. destination or its 
equivalent requires the seller at his own expense and risk to 
(a) put the goods into the possession of a carrier at the port for ship- 
ment and obtain a negotiable bill or bills of lading covering the entire 
transportation to the named destination; and 
(b) load the goods and obtain a receipt from the carrier (which may be 
contained in the bill of lading) showing that the freight has been paid or 
provided for; and 
(c) obtain a policy or certificate of insurance, including any war risk 
insurance, of a kind and on terms then current at the port of shipment 
in the usual amount, in the currency of the contract, shown to cover the 
same goods covered by the bill of lading and providing for payment o 
loss to the order of the buyer or for the account of whom it may concern; 
but the seller may add to the price the amount of the premium for any 
such war risk insurance; and 
(d) prepare an invoice of the goods and procure any other documents 
required to effect shipment or to comply with the contract; and 
(e) forward and tender with commercial promptness all the documents 
in due form and with any indorsement necessary to perfect the buyer's 
rights. 


(3) Unless otherwise agreed the term C. & F. or its equivalent has the 
same effect and imposes upon the seller the same obligations and risks as 
a C.LF. term except the obligation as to insurance. 

(4) Under the term C.I.F. or C. & F. unless otherwise agreed the buyer 

ust make payment against tender of the required documents and the 
seller may not tender nor the buyer demand delivery of the goods in 
substitution for the documents. 


Official Comment 
Prior Uniform Statutory Provisions: None. 
Purposes: To make it clear that: 

1. The C.LF. contract is not a destination but a shipment contract with risk o 
subsequent loss or damage to the goods passing to the buyer upon shipment if the seller 
has properly performed all his obligations with respect to the goods. Delivery to the car- 
rier is delivery to the buyer for purposes of risk and “title”. Delivery of possession of the 
goods is accomplished by delivery of the bill of lading, and upon tender of the required 
documents the buyer must pay the agreed price without awaiting the arrival of the 
goods and if they have been lost or damaged after proper shipment he must seek his 
remedy against the carrier or insurer. The buyer has no right of inspection prior to pay- 
ment or acceptance of the documents. 

2. The seller's obligations remain the same even though the C.I.F. term is “used only 
in connection with the stated price and destination". 

3. The insurance stipulated by the C.I.F. term is for the buyer's benefit, to protect 
him against the risk of loss or damage to the goods in transit. A clause in a C.I.F. 
contract “insurance—for the account of sellers" should be viewed in its ordinary 
mercantile meaning that the sellers must pay for the insurance and not that it is intended. 
to run to the seller's benefit. 

4. A bill of lading covering the entire transportation from the port of shipment is 
explicitly required but the provision on this point must be read in the light of its reason 
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to assure the buyer of as full protection as the conditions of shipment reasonably permit, 
remembering always that this type of contract is designed to move the goods in the chan- 
nels commercially available. To enable the buyer to deal with the goods while they are 
afloat the bill of lading must be one that covers only the quantity of goods called for by 
the contract. The buyer is not required to accept his part of the goods without a bill o 
lading because the latter covers a larger quantity, nor is he required to accept a bill o 
lading for the whole quantity under a stipulation to hold the excess for the owner. AI- 
though the buyer is not compelled to accept either goods or documents under such cir- 
cumstances he may of course claim his rights in any goods which have been identified to 
his contract. 

5. The seller is given the option of paying or providing for the payment of freight. He 
has no option to ship “freight collect” unless the agreement so provides. The rule of the 
common law that the buyer need not pay the freight if the goods do not arrive is 
preserved. Unless the shipment has been sent “freight collect" the buyer is entitled to 
receive documentary evidence that he is not obligated to pay the freight; the seller is 
therefore required to obtain a receipt *showing that the freight has been paid or provided 
for." The usual notation in the appropriate space on the bill of lading that the freight has 
been prepaid is a sufficient receipt, as at common law. The phrase “provided for" is 
intended to cover the frequent situation in which the carrier extends credit to a shipper 
for the freight on successive shipments and receives periodical payments of the accrued. 
freight charges from him. 

6. The requirement that unless otherwise agreed the seller must procure insurance 
“of a kind and on terms then current at the port for shipment in the usual amount, in the 
currency of the contract, sufficiently shown to cover the same goods covered by the bill o 
lading”, applies to both marine and war risk insurance. As applied to marine insurance, 
it means such insurance as is usual or customary at the port for shipment with reference 
to the particular kind of goods involved, the character and equipment of the vessel, the 
route of the voyage, the port of destination and any other considerations that affect the 
risk. It is the substantial equivalent of the ordinary insurance in the particular trade and 
on the particular voyage and is subject to agreed specifications of type or extent o 
coverage. The language does not mean that the insurance must be adequate to cover all 
risks to which the goods may be subject in transit. There are some types of loss or dam- 
age that are not covered by the usual marine insurance and are excepted in bills of lad- 
ing or in applicable statutes from the causes of loss or damage for which the carrier or 
the vessel is liable. Such risks must be borne by the buyer under this Article. Insurance 
secured in compliance with a C.I.F. term must cover the entire transportation of the 
goods to the named destination. 

7. An additional obligation is imposed upon the seller in requiring him to procure cus- 
tomary war risk insurance at the buyer's expense. This changes the common law on the 
point. The seller is not required to assume the risk of including in the C.I.F. price the 
cost of such insurance, since it often fluctuates rapidly, but is required to treat it simply 
as a necessary for the buyer's account. What war risk insurance is “current” or usual 
turns on the standard forms of policy or rider in common use. 

8. The C.LF. contract calls for insurance covering the value of the goods at the time 
and place of shipment and does not include any increase in market value during transit 
or any anticipated profit to the buyer on a sale by him. The contract contemplates that 
before the goods arrive at their destination they may be sold again and again on C.I.F. 
terms and that the original policy of insurance and bill of lading will run with the inter- 
est in the goods by being transferred to each successive buyer. À buyer who becomes the 
seller in such an intermediate contract for sale does not thereby, if his sub-buyer knows 
the circumstances, undertake to insure the goods again at an increased price fixed in the 
new contract or to cover the increase in price by additional insurance, and his buyer may 
not reject the documents on the ground that the original policy does not cover such 
higher price. If such a sub-buyer desires additional insurance he must procure it for 
himself. Where the seller exercises an option to ship “freight collect" and to credit the 
buyer with the freight against the C.I.F. price, the insurance need not cover the freight 
since the freight is not at the buyer's risk. On the other hand, where the seller prepays 
the freight upon shipping under a bill of lading requiring prepayment and providing that 
the freight shall be deemed earned and shall be retained by the carrier “ship and/or cargo 
lost or not lost," or using words of similar import, he must procure insurance that will 
cover the freight, because notwithstanding that the goods are lost in transit the buyer is 
bound to pay the freight as part of the C.I.F. price and will be unable to recover it back 
from the carrier. 
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9. Insurance “for the account of whom it may concern" is usual and sufficient. 
However, for a valid tender the policy of insurance must be one which can be disposed o 
together with the bill of lading and so must be “sufficiently shown to cover the same 
goods covered by the bill of lading”. It must cover separately the quantity of goods called 
for by the buyer's contract and not merely insure his goods as part of a larger quantity in. 
which others are interested, a case provided for in American mercantile practice by the 
use of negotiable certificates of insurance which are expressly authorized by this section. 
By usage these certificates are treated as the equivalent of separate policies and are good 
tender under C.I.F. contracts. The term “certificate of insurance”, however, does not o 
itself include certificates or *cover notes" issued by the insurance broker and stating that 
the goods are covered by a policy. Their sufficiency as substitutes for policies will depend 
upon proof of an established usage or course of dealing. The present section rejects the 
English rule that not only brokers' certificates and *cover notes" but also certain forms o 
American insurance certificates are not the equivalent of policies and are not good tender 
under a C.I.F. contract. The seller's failure to tender a proper insurance document is 
waived if the buyer refuses to make payment on other and untenable grounds at a time 
when proper insurance could have been obtained and tendered by the seller if timely 
objection had been made. Even a failure to insure on shipment may be cured by season- 
able tender of a policy retroactive in effect; e.g., one insuring the goods “lost or not lost." 
The provisions of this Article on cure of improper tender and on waiver of buyer's objec- 
tions by silence are applicable to insurance tenders under a C.I.F. term. Where there is 
no waiver by the buyer as described above, however, the fact that the goods arrive safely 
does not cure the seller's breach of his obligations to insure them and tender to the buyer 
a proper insurance document. 

10. The seller's invoice of the goods shipped under a C.I.F. contract is regarded as a 
usual and necessary document upon which reliance may properly be placed. It is the doc- 
ument which evidences points of description, quality and the like which do not readily 
appear in other documents. This Article rejects those statements to the effect that the 
invoice is a usual but not a necessary document under a C.I.F. term. 

11. The buyer needs all of the documents required under a C.LF. contract, in due 
form and with necessary endorsements, so that before the goods arrive he may deal with 
them by negotiating the documents or may obtain prompt possession of the goods after 
their arrival. If the goods are lost or damaged in transit the documents are necessary to 
enable him promptly to assert his remedy against the carrier or insurer. The seller is 
therefore obligated to do what is mercantilely reasonable in the circumstances and 
should make every reasonable exertion to send forward the documents as soon as pos- 
sible after the shipment. The requirement that the documents be forwarded with “com- 
mercial promptness" expresses a more urgent need for action than that suggested by the 
phrase “reasonable time". 

12. Under a C.I.F. contract the buyer, as under the common law, must pay the price 
upon tender of the required documents without first inspecting the goods, but his pay- 
ment in these circumstances does not constitute an acceptance of the goods nor does it 
impair his right of subsequent inspection or his options and remedies in the case o 
improper delivery. All remedies and rights for the seller's breach are reserved to him. 
The buyer must pay before inspection and assert his remedy against the seller afterward 
unless the nonconformity of the goods amounts to a real failure of consideration, since 
the purpose of choosing this form of contract is to give the seller protection against the 
buyer's unjustifiable rejection of the goods at a distant port of destination which would 
necessitate taking possession of the goods and suing the buyer there. 

13. A valid C.I.F. contract may be made which requires part of the transportation to 
be made on land and part on the sea, as where the goods are to be brought by rail from 
an inland point to a seaport and thence transported by vessel to the named destination 
under a “through” or combination bill of lading issued by the railroad company. In such a 
case shipment by rail from the inland point within the contract period is a timely ship- 
ment notwithstanding that the loading of the goods on the vessel is delayed by causes be- 
yond the seller's control. 

14. Although subsection (2) stating the legal effects of the C.I.F. term is an “unless 
otherwise agreed" provision, the express language used in an agreement is frequently a. 
precautionary, fuller statement of the normal C.LF. terms and hence not intended as a 
departure or variation from them. Moreover, the dominant outlines of the C.I.F. term are 
so well understood commercially that any variation should, whenever reasonably pos- 
sible, be read as falling within those dominant outlines rather than as destroying the 
whole meaning of a term which essentially indicates a contract for proper shipment 
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rather than one for delivery at destination. Particularly careful consideration is neces- 
sary before a printed form or clause is construed to mean agreement otherwise and 
where a C.I.F. contract is prepared on a printed form designed for some other type o 
contract, the C.I.F. terms must prevail over printed clauses repugnant to them. 

15. Under subsection (4) the fact that the seller knows at the time of the tender of the 
documents that the goods have been lost in transit does not affect his rights if he has 
performed his contractual obligations. Similarly, the seller cannot perform under a C.I.F. 
term by purchasing and tendering landed goods. 

16. Under the C. & F. term, as under the C.I.F. term, title and risk of loss are intended 
to pass to the buyer on shipment. A stipulation in a C. & F. contract that the seller shall 
effect insurance on the goods and charge the buyer with the premium (in effect that he 
shall act as the buyer's agent for that purpose) is entirely in keeping with the pattern. 
On the other hand, it often happens that the buyer is in a more advantageous position 
than the seller to effect insurance on the goods or that he has in force an “open” or “float- 
ing" policy covering all shipments made by him or to him, in either of which events the C. 
& F. term is adequate without mention of insurance. 

17. It is to be remembered that in a French contract the term “C.A.F.” does not mean 
“Cost and Freight" but has exactly the same meaning as the term “C.I.F.” since it is 
merely the French equivalent of that term. The “A” does not stand for “and” but for “as- 
surance” which means insurance. 

Cross References: 
Point 4: Section 2-323. 
Point 6: Section 2-509(1)(a). 
Point 9: Sections 2-508 and 2-605(1)(a). 
Point 12: Sections 2-321(3), 2-512 and 2-513(3) and Article 5. 
Definitional Cross References: 
“Bill of lading”. Section 1-201. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Goods”. Section 2-105. 
“Rights”. Section 1-201. 
“Seller”. Section 2-103. 
“Term”. Section 1-201. 


§ 2-321. C.LF. or C. & F.: “Net Landed Weights"; “Payment on 
Arrival"; Warranty of Condition on Arrival. 


Under a contract containing a term C.I.F. or C. & F. 


(1) Where the price is based on or is to be adjusted according to “net 
landed weights", “delivered weights", “out turn” quantity or quality or 
the like, unless otherwise agreed the seller must reasonably estimate 
the price. The payment due on tender of the documents called for by the 
contract is the amount so estimated, but after final adjustment of the 
price a settlement must be made with commercial promptness. 

(2) An agreement described in subsection (1) or any warranty of qual- 
ity or condition of the goods on arrival places upon the seller the risk o 
ordinary deterioration, shrinkage and the like in transportation but has 
no effect on the place or time of identification to the contract for sale or 
delivery or on the passing of the risk of loss. 

(3) Unless otherwise agreed where the contract provides for payment 
on or after arrival of the goods the seller must before payment allow 
such preliminary inspection as is feasible; but if the goods are lost 
delivery of the documents and payment are due when the goods should 
have arrived. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
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This section deals with two variations of the C.I.F. contract which have evolved in 
mercantile practice but are entirely consistent with the basic C.I.F. pattern. Subsections (1) 
and (2), which provide for a shift to the seller of the risk of quality and weight deterioration 
during shipment, are designed to conform the law to the best mercantile practice and usage 

ithout changing the legal consequences of the C.I.F. or C. & F. term as to the passing o 
marine risks to the buyer at the point of shipment. Subsection (3) provides that where 
under the contract documents are to be presented for payment after arrival of the goods, 

his amounts merely to a postponement of the payment under the C.I.F. contract and is not; 
o be confused with the “no arrival, no sale" contract. If the goods are lost, delivery of the 
documents and payment against them are due when the goods should have arrived. The 
clause for payment on or after arrival is not to be construed as such a condition precedent 
o payment that if the goods are lost in transit the buyer need never pay and the seller 
must bear the loss. 
Cross Reference: 
Section 2-324. 
Definitional Cross References: 
"Agreement". Section 1-201. 
"Contract". Section 1-201. 
“Delivery”. Section 1-201. 
“Goods”. Section 2-105. 
"Seller". Section 2-103. 
"Term". Section 1-201. 


$ 2-322. Delivery *Ex-Ship". 
(1) Unless otherwise agreed a term for delivery of goods *ex-ship" (which 
eans from the carrying vessel) or in equivalent language is not restricted 
o a particular ship and requires delivery from a ship which has reached a 
place at the named port of destination where goods of the kind are usually 


discharged. 
(2) Under such a term unless otherwise agreed 
(a) the seller must discharge all liens arising out of the carriage and 
furnish the buyer with a direction which puts the carrier under a duty 
to deliver the goods; and 
(b) the risk of loss does not pass to the buyer until the goods leave the 
ship's tackle or are otherwise properly unloaded. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
1. The delivery term, “ex-ship”, as between seller and buyer, is the reverse of the 
f.a.s. term covered. 

2. Delivery need not be made from any particular vessel under a clause calling for 
delivery *ex-ship", even though a vessel on which shipment is to be made originally is 
named in the contract, unless the agreement by appropriate language, restricts the 
clause to delivery from a named vessel. 

3. The appropriate place and manner of unloading at the port of destination depend 
upon the nature of the goods and the facilities and usages of the port. 

4. A contract fixing a price “ex-ship” with payment “cash against documents" calls 
only for such documents as are appropriate to the contract. Tender of a delivery order 
and of a receipt for the freight after the arrival of the carrying vessel is adequate. The 
seller is not required to tender a bill of lading as a document of title nor is he required to 
insure the goods for the buyer's benefit, as the goods are not at the buyer's risk during 
the voyage. 

Cross Reference: 
Point 1: Section 2-319(2). 
Definitional Cross References: 
“Buyer”. Section 2-103. 


*Goods". Section 2-105. 
*Seller". Section 2-103. 
"Term". Section 1-201. 


$ 2-323. Form of Bill of Lading Required in Overseas Shipment; 
*Overseas". 
(1) Where the contract contemplates overseas shipment and contains a 
erm C.I.F. or C. & F. or F.O.B. vessel, the seller unless otherwise agreed 
ust obtain a negotiable bill of lading stating that the goods have been 
loaded in board or, in the case of a term C.I.F. or C. & F., received for 
shipment. 

(2) Where in a case within subsection (1) a bill of lading has been issued 
in a set of parts, unless otherwise agreed if the documents are not to be 
sent from abroad the buyer may demand tender of the full set; otherwise 
only one part of the bill of lading need be tendered. Even if the agreement 
expressly requires a full set 

(a) due tender of a single part is acceptable within the provisions o 
this Article on cure of improper delivery (subsection (1) of Section 2-508); 
and 

(b) even though the full set is demanded, if the documents are sent 
from abroad the person tendering an incomplete set may nevertheless 
require payment upon furnishing an indemnity which the buyer in good 
faith deems adequate. 

(3) A shipment by water or by air or a contract contemplating such ship- 

ent is “overseas” insofar as by usage of trade or agreement it is subject to 


he commercial, financing or shipping practices characteristic of interna- 
ional deep water commerce. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) follows the “American” rule that a regular bill of lading indicating 
delivery of the goods at the dock for shipment is sufficient, except under a term “F.O.B. 
vessel." See Section 2-319 and comment thereto. 

2. Subsection (2) deals with the problem of bills of lading covering deep water ship- 
ments, issued not as a single bill of lading but in a set of parts, each part referring to the 
other parts and the entire set constituting in commercial practice and at law a single bill 
of lading. Commercial practice in international commerce is to accept and pay against 
presentation of the first part of a set if the part is sent from overseas even though the 
contract of the buyer requires presentation of a full set of bills of lading provided ade- 
quate indemnity for the missing parts is forthcoming. 

This subsection codifies that practice as between buyer and seller. Article 5 (Section 
5-113) authorizes banks presenting drafts under letters of credit to give indemnities against 
he missing parts, and this subsection means that the buyer must accept and act on such 
indemnities if he in good faith deems them adequate. But neither this subsection nor 
rticle 5 decides whether a bank which has issued a letter of credit is similarly bound. The 
issuing bank's obligation under a letter of credit is independent and depends on its own 
erms. See Article 5. 
Cross References: 
Sections 2-508(2), 5-113. 
Definitional Cross References: 
“Bill of lading”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Delivery”. Section 1-201. 
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“Financing agency”. Section 2-104. 
“Person”. Section 1-201. 

*Seller". Section 2-103. 

“Send”. Section 1-201. 

“Term”. Section 1-201. 


§ 2-324. “No Arrival, No Sale” Term. 
Under a term “no arrival, no sale” or terms of like meaning, unless 
otherwise agreed, 
(a) the seller must properly ship conforming goods and if they arrive 
by any means he must tender them on arrival but he assumes no obliga- 
tion that the goods will arrive unless he has caused the non-arrival; and 


(b) where without fault of the seller the goods are in part lost or have 
so deteriorated as no longer to conform to the contract or arrive after the 
contract time, the buyer may proceed as if there had been casualty to 
identified goods (Section 2-613). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The “no arrival, no sale" term in a “destination” overseas contract leaves risk o 
loss on the seller but gives him an exemption from liability for non-delivery. Both the 
nature of the case and the duty of good faith require that the seller must not interfere 
with the arrival of the goods in any way. If the circumstances impose upon him the 
responsibility for making or arranging the shipment, he must have a shipment made de- 
spite the exemption clause. Further, the shipment made must be a conforming one, for 
the exemption under a “no arrival, no sale” term applies only to the hazards o 
transportation and the goods must be proper in all other respects. The reason of this 
section is that where the seller is reselling goods bought by him as shipped by another 
and this fact is known to the buyer, so that the seller is not under any obligation to 
make the shipment himself, the seller is entitled under the “no arrival, no sale” clause to 
exemption from payment of damages for non-delivery if the goods do not arrive or if the 
goods which actually arrive are non-conforming. This does not extend to sellers who ar- 
range shipment by their own agents, in which case the clause is limited to casualty due 
to marine hazards. But sellers who make known that they are contracting only with re- 
spect to what will be delivered to them by parties over whom they assume no control are 
entitled to the full quantum of the exemption. 

2. The provisions of this Article on identification must be read together with the pres- 
ent section in order to bring the exemption into application. Until there is some designa- 
tion of the goods in a particular shipment or on a particular ship as being those to which. 
the contract refers there can be no application of an exemption for their non-arrival. 

3. The seller's duty to tender the agreed or declared goods if they do arrive is not 
impaired because of their delay in arrival or by their arrival after transshipment. 

4. The phrase “to arrive" is often employed in the same sense as “no arrival, no sale" 
and may then be given the same effect. But a “to arrive" term, added to a C.LF. or C. & 
F. contract, does not have the full meaning given by this section to “no arrival, no sale". 
Such a “to arrive" term is usually intended to operate only to the extent that the risks 
are not covered by the agreed insurance and the loss or casualty is due to such uncovered 
hazards. In some instances the “to arrive" term may be regarded as a time of payment 
term, or, in the case of the reselling seller discussed in point 1 above, as negating 
responsibility for conformity of the goods, if they arrive, to any description which was 
based on his good faith belief of the quality. Whether this is the intention of the parties is 
a question of fact based on all the circumstances surrounding the resale and in case o 
ambiguity the rules of Sections 2-316 and 2-317 apply to preclude dishonor. 

5. Paragraph (b) applies where goods arrive impaired by damage or partial loss dur- 
ing transportation and makes the policy of this Article on casualty to identified goods ap- 
plicable to such a situation. For the term cannot be regarded as intending to give the 
seller an unforeseen profit through casualty; it is intended only to protect him from loss 
due to causes beyond his control. 

Cross References: 
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Point 1: Section 1-203. 
Point 2: Section 2-501(a) and (c). 
Point 5: Section 2-613. 

Definitional Cross References: 

“Buyer”. Section 2-103. 
“Conforming”. Section 2-106. 
*Contract". Section 1-201. 
“Fault”. Section 1-201. 
*Goods". Section 2-105. 
*Sale". Section 2-106. 
*Seller". Section 2-103. 
"Term". Section 1-201. 


§ 2-325. “Letter of Credit” Term; “Confirmed Credit". 

(1) Failure of the buyer seasonably to furnish an agreed letter of credit 
is a breach of the contract for sale. 

(2) The delivery to seller of a proper letter of credit suspends the buyer’s 
obligation to pay. If the letter of credit is dishonored, the seller may on 
seasonable notification to the buyer require payment directly from him. 

(3) Unless otherwise agreed the term “letter of credit” or “banker’s credit” 
in a contract for sale means an irrevocable credit issued by a financing 
agency of good repute and, where the shipment is overseas, of good 
international repute. The term “confirmed credit” means that the credit 

ust also carry the direct obligation of such an agency which does busi- 
mess in the seller’s financial market. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To express the established commercial and banking understanding as to the 
meaning and effects of terms calling for “letters of credit” or “confirmed credit”: 

1. Subsection (2) follows the general policy of this Article and Article 3 (Section 
3-802) on conditional payment, under which payment by check or other short-term 
instrument is not ordinarily final as between the parties if the recipient duly presents 
the instrument and honor is refused. Thus the furnishing of a letter of credit does not 
substitute the financing agency’s obligation for the buyer’s, but the seller must first give 
the buyer reasonable notice of his intention to demand direct payment from him. 

2. Subsection (2) requires that the credit be irrevocable and be a prime credit as 
determined by the standing of the issuer. It is not necessary, unless otherwise agreed, 
that the credit be a negotiation credit; the seller can finance himself by an assignment o 
the proceeds under Section 5-116(2). 

3. The definition of “confirmed credit” is drawn on the supposition that the credit is 
issued by a bank which is not doing direct business in the seller’s financial market; there 
is no intention to require the obligation of two banks both local to the seller. 

Cross References: 

Sections 2-408, 2-511(3) and 3-802 and Article 5. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

"Contract for sale". Section 2-106. 

“Draft”. Section 3-104. 

"Financing agency". Section 2-104. 

“Notifies”. Section 1-201. 

"Overseas". Section 2-323. 

"Purchaser". Section 1-201. 

“Seasonably”. Section 1-204. 

"Seller". Section 2-103. 

"Term". Section 1-201. 
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$ 2-326. Sale on Approval and Sale or Return; Consignment Sales 
and Rights of Creditors. 
(1) Unless otherwise agreed, if delivered goods may be returned by the 
buyer even though they conform to the contract, the transaction is 
(a) a *sale on approval" if the goods are delivered primarily for use, 
and 
(b) a *sale or return" if the goods are delivered primarily for resale. 
(2) Except as provided in subsection (3), goods held on approval are not 
subject to the claims of the buyer's creditors until acceptance; goods held 
on sale or return are subject to such claims while in the buyer's possession. 
(3) Where goods are delivered to a person for sale and such person 
aintains a place of business at which he deals in goods of the kind 
involved, under a name other than the name of the person making delivery, 
hen with respect to claims of creditors of the person conducting the busi- 
ness the goods are deemed to be on sale or return. The provisions of this 
subsection are applicable even though an agreement purports to reserve 
itle to the person making delivery until payment or resale or uses such 
ords as “on consignment” or “on memorandum". However, this subsection 
is not applicable if the person making delivery 
(a) complies with an applicable law providing for a consignor’s interest 
or the like to be evidenced by a sign, or 
(b) establishes that the person conducting the business is generally 
known by his creditors to be substantially engaged in selling the goods 
of others, or 


(c) complies with the filing provisions of the Article on Secured 

Transactions (Article 9). 

(4) Any “or return” term of a contract for sale is to be treated as a sepa- 
rate contract for sale within the statute of frauds section of this Article 
(Section 2-201) and as contradicting the sale aspect of the contract within 
he provisions of this Article on parol or extrinsic evidence (Section 2-202). 


Official Comment 
Prior Uniform Statutory Provision: Section 19(3), Uniform Sales Act. 
Changes: Completely rewritten in this and the succeeding section. 
Purposes of Changes: To make it clear that: 

1. A “sale on approval” or “sale or return” is distinct from other types of transactions 
with which they have frequently been confused. The type of “sale on approval,” “on trial” 
or “on satisfaction” dealt with involves a contract under which the seller undertakes a 
particular business risk to satisfy his prospective buyer with the appearance or perfor- 
mance of the goods in question. The goods are delivered to the proposed purchaser but 
they remain the property of the seller until the buyer accepts them. The price has al- 
ready been agreed. The buyer's willingness to receive and test the goods is the 
consideration for the seller's engagement to deliver and sell. The type of “sale or return" 
involved herein is a sale to a merchant whose unwillingness to buy is overcome only by 
the seller's engagement to take back the goods (or any commercial unit of goods) in lieu 
of payment if they fail to be resold. These two transactions are so strongly delineated in 
practice and in general understanding that every presumption runs against a delivery to 
a consumer being a “sale or return” and against a delivery to a merchant for resale being 
a “sale on approval." The right to return the goods for failure to conform to the contract 
does not make the transaction a “sale on approval” or “sale or return" and has nothing to 
do with this and the following section. The present section is not concerned with reme- 
dies for breach of contract. It deals instead with a power given by the contract to turn 
back the goods even though they are wholly as warranted. This section nevertheless pre- 
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supposes that a contract for sale is contemplated by the parties although that contract 
may be of the peculiar character here described. Where the buyer's obligation as a buyer 
is conditioned not on his personal approval but on the article's passing a described objec- 
tive test, the risk of loss by casualty pending the test is properly the seller's and proper 
return is at his expense. On the point of “satisfaction” as meaning “reasonable satisfac- 
tion" where an industrial machine is involved, this Article takes no position. 

2. Pursuant to the general policies of this Act which require good faith not only be- 
tween the parties to the sales contract, but as against interested third parties, subsection. 
(3) resolves all reasonable doubts as to the nature of the transaction in favor of the gen- 
eral creditors of the buyer. As against such creditors words such as “on consignment” or 
“on memorandum", with or without words of reservation of title in the seller, are 
disregarded when the buyer has a place of business at which he deals in goods of the 
kind involved. A necessary exception is made where the buyer is known to be engaged 
primarily in selling the goods of others or is selling under a relevant sign law, or the 
seller complies with the filing provisions of Article 9 as if his interest were a security 
interest. However, there is no intent in this Section to narrow the protection afforded to 
third parties in any jurisdiction which has a selling Factors Act. The purpose of the 
exception is merely to limit the effect of the present subsection itself, in the absence o 
any such Factors Act, to cases in which creditors of the buyer may reasonably be deemed 
to have been misled by the secret reservation. 

3. Subsection (4) resolves a conflict in the pre-existing case law by recognition that an 
“or return” provision is so definitely at odds with any ordinary contract for sale of goods 
that where written agreements are involved it must be contained in a written 
memorandum. The *or return" aspect of a sales contract must be treated as a separate 
contract under the Statute of Frauds section and as contradicting the sale insofar as 
questions of parol or extrinsic evidence are concerned. 

Cross References: 
Point 2: Article 9. 
Point 3: Sections 2-201 and 2-202. 
Definitional Cross References: 
“Between merchants". Section 2-104. 
“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
"Contract for sale". Section 2-106. 
"Creditor". Section 1-201. 
“Goods”. Section 2-105. 
“Sale”. Section 2-106. 
“Seller”. Section 2-103. 


§ 2-327. Special Incidents of Sale on Approval and Sale or Return. 
(1) Under a sale on approval unless otherwise agreed 
(a) although the goods are identified to the contract the risk of loss 
and the title do not pass to the buyer until acceptance; and 
(b) use of the goods consistent with the purpose of trial is not accep- 
tance but failure seasonably to notify the seller of election to return the 
goods is acceptance, and if the goods conform to the contract acceptance 
of any part is acceptance of the whole; and 
(c) after due notification of election to return, the return is at the 
seller’s risk and expense but a merchant buyer must follow any reason- 
able instructions. 
(2) Under a sale or return unless otherwise agreed 
(a) the option to return extends to the whole or any commercial unit o 
the goods while in substantially their original condition, but must be 
exercised seasonably; and 
(b) the return is at the buyer’s risk and expense. 
Official Comment 
Prior Uniform Statutory Provision: Section 19(3), Uniform Sales Act. 
Changes: Completely rewritten in preceding and this section. 
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Purposes of Changes: To make it clear that: 

1. In the case of a sale on approval: If all of the goods involved conform to the 
contract, the buyer's acceptance of part of the goods constitutes acceptance of the whole. 
Acceptance of part falls outside the normal intent of the parties in the *on approval" sit- 
uation and the policy of this Article allowing partial acceptance of a defective delivery 
has no application here. A case where a buyer takes home two dresses to select one com- 
monly involves two distinct contracts; if not, it is covered by the words “unless otherwise 
agreed". 

2. In the case of a sale or return, the return of any unsold unit merely because it is 
unsold is the normal intent of the “sale or return" provision, and therefore the right to 
return for this reason alone is independent of any other action under the contract which 
would turn on wholly different considerations. On the other hand, where the return o 
goods is for breach, including return of items resold by the buyer and returned by the 
ultimate purchasers because of defects, the return procedure is governed not by the pres- 
ent section but by the provisions on the effects and revocation of acceptance. 

3. In the case of a sale on approval the risk rests on the seller until acceptance of the 
goods by the buyer, while in a sale or return the risk remains throughout on the buyer. 

4. Notice of election to return given by the buyer in a sale on approval is sufficient to 
relieve him of any further liability. Actual return by the buyer to the seller is required in 
the case of a sale or return contract. What constitutes due "giving" of notice, as required 
in “on approval" sales, is governed by the provisions on good faith and notice. “Season- 
able" is used here as defined in Section 1-204. Nevertheless, the provisions of both this 
Article and of the contract on this point must be read with commercial reason and with 
full attention to good faith. 

Cross References: 
Point 1: Sections 2-501, 2-601 and 2-603. 

Point 2: Sections 2-607 and 2-608. 

Point 4: Sections 1-201 and 1-204. 

Definitional Cross References: 
"Agreed". Section 1-201. 

“Buyer”. Section 2-103. 

“Commercial unit". Section 2-105. 

“Conform”. Section 2-106. 

“Contract”. Section 1-201. 

“Goods”. Section 2-105. 

“Merchant”. Section 2-104. 

“Notifies”. Section 1-201. 

“Notification”. Section 1-201. 

“Sale on approval”. Section 2-326. 

“Sale or return”. Section 2-326. 

“Seasonably”. Section 1-204. 

“Seller”. Section 2-103. 


§ 2-328. Sale by Auction. 
(1) In a sale by auction if goods are put up in lots each lot is the subject 
of a separate sale. 
(2) A sale by auction is complete when the auctioneer so announces by 
he fall of the hammer or in other customary manner. Where a bid is made 
hile the hammer is falling in acceptance of a prior bid the auctioneer 
ay in his discretion reopen the bidding or declare the goods sold under 
he bid on which the hammer was falling. 
(3) Such a sale is with reserve unless the goods are in explicit terms put 
p without reserve. In an auction with reserve the auctioneer may 
ithdraw the goods at any time until he announces completion of the sale. 
In an auction without reserve, after the auctioneer calls for bids on an 
article or lot, that article or lot cannot be withdrawn unless no bid is made 
ithin a reasonable time. In either case a bidder may retract his bid until 
he auctioneer’s announcement of completion of the sale, but a bidder’s 
retraction does not revive any previous bid. 


(4) If the auctioneer knowingly receives a bid on the seller's behalf or the 
seller makes or procures such a bid, and notice has not been given that lib- 
erty for such bidding is reserved, the buyer may at his option avoid the 
sale or take the goods at the price of the last good faith bid prior to the 
completion of the sale. This subsection shall not apply to any bid at a 
forced sale. 


Official Comment 
Prior Uniform Statutory Provision: Section 21, Uniform Sales Act. 
Changes: Completely rewritten. 
Purposes of Changes: To make it clear that: 

1. The auctioneer may in his discretion either reopen the bidding or close the sale on 
the bid on which the hammer was falling when a bid is made at that moment. The recog- 
nition of a bid of this kind by the auctioneer in his discretion does not mean a closing in 
favor of such a bidder, but only that the bid has been accepted as a continuation of the 
bidding. If recognized, such a bid discharges the bid on which the hammer was falling 
when it was made. 

2. An auction “with reserve" is the normal procedure. The crucial point, however, for 
determining the nature of an auction is the “putting up" of the goods. This Article accepts 
the view that the goods may be withdrawn before they are actually “put up,” regardless 
of whether the auction is advertised as one without reserve, without liability on the part 
of the auction announcer to persons who are present. This is subject to any peculiar facts 
which might bring the case within the “firm offer" principle of this Article, but an offer to 
persons generally would require unmistakable language in order to fall within that 
section. The prior announcement of the nature of the auction either as with reserve or 
without reserve will, however, enter as an “explicit term" in the “putting up" of the goods 
and conduct thereafter must be governed accordingly. The present section continues the 
prior rule permitting withdrawal of bids in auctions both with and without reserve; and 
the rule is made explicit that the retraction of a bid does not revive a prior bid. 

Cross Reference: 
Point 2: Section 2-205. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Good faith”. Section 1-201. 

“Goods”. Section 2-105. 

“Lot”. Section 2-105. 

“Notice”. Section 1-201. 

“Sale”. Section 2-106. 

“Seller”. Section 2-103. 


PART 4 
TITLE, CREDITORS AND GOOD FAITH PURCHASERS 


§ 2-401. Passing of Title; Reservation for Security; Limited 
Application of This Section. 

Each provision of this Article with regard to the rights, obligations and 
remedies of the seller, the buyer, purchasers or other third parties applies 
irrespective of title to the goods except where the provision refers to such| 

itle. Insofar as situations are not covered by the other provisions of this 
Article and matters concerning title become material the following rules 
apply: 

(1) Title to goods cannot pass under a contract for sale prior to their 
identification to the contract (Section 2-501), and unless otherwise 
explicitly agreed the buyer acquires by their identification a special 
property as limited by this Act. Any retention or reservation by the 
seller of the title (property) in goods shipped or delivered to the buyer is 
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limited in effect to a reservation of a security interest. Subject to these 
provisions and to the provisions of the Article on Secured Transactions 
(Article 9), title to goods passes from the seller to the buyer in any man- 
ner and on any conditions explicitly agreed on by the parties. 


(2) Unless otherwise explicitly agreed title passes to the buyer at the 
time and place at which the seller completes his performance with refer- 
ence to the physical delivery of the goods, despite any reservation of a 
security interest and even though a document of title is to be delivered 
at a different time or place; and in particular and despite any reserva- 
tion of a security interest by the bill of lading 


(a) if the contract requires or authorizes the seller to send the goods 
to the buyer but does not require him to deliver them at destination, 
title passes to the buyer at the time and place of shipment; but 

(b) if the contract requires delivery at destination, title passes on 
tender there. 

(3) Unless otherwise explicitly agreed where delivery is to be made 
without moving the goods, 

(a) if the seller is to deliver a document of title, title passes at the 
time when and the place where he delivers such documents; or 


(b) if the goods are at the time of contracting already identified and 

no documents are to be delivered, title passes at the time and place o 

contracting. 

(4) A rejection or other refusal by the buyer to receive or retain the 
goods, whether or not justified, or a justified revocation of acceptance 
revests title to the goods in the seller. Such revesting occurs by opera- 
tion of law and is not a “sale”. 


Official Comment 

Prior Uniform Statutory Provision: See generally, Sections 17, 18, 19 and 20, Uniform 

Sales Act. 

Purposes: To make it clear that: 

1. This Article deals with the issues between seller and buyer in terms of step by 

step performance or non-performance under the contract for sale and not in terms o 
whether or not “title” to the goods has passed. That the rules of this section in no way 
alter the rights of either the buyer, seller or third parties declared elsewhere in the 
Article is made clear by the preamble of this section. This section, however, in no way 
intends to indicate which line of interpretation should be followed in cases where the ap- 
plicability of “public” regulation depends upon a “sale” or upon location of “title” without 
further definition. The basic policy of this Article that known purpose and reason should 
govern interpretation cannot extend beyond the scope of its own provisions. It is therefore 
necessary to state what a “sale” is and when title passes under this Article in case the 
courts deem any public regulation to incorporate the defined term of the “private” law. 

2. “Future” goods cannot be the subject of a present sale. Before title can pass the 
goods must be identified in the manner set forth in Section 2-501. The parties, however, 
have full liberty to arrange by specific terms for the passing of title to goods which are 
existing. 

3. The "special property" of the buyer in goods identified to the contract is excluded 
from the definition of “security interest"; its incidents are defined in provisions of this 
Article such as those on the rights of the seller's creditors, on good faith purchase, on the 
buyer's right to goods on the seller's insolvency, and on the buyer's right to specific per- 
formance or replevin. 

4. The factual situations in subsections (2) and (3) upon which passage of title turn 
actually base the test upon the time when the seller has finally committed himself in 
regard to specific goods. Thus in a “shipment” contract he commits himself by the act o 
making the shipment. If shipment is not contemplated subsection (3) turns on the seller's 
final commitment, i.e. the delivery of documents or the making of the contract. 
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Cross References: 
Point 2: Sections 2-102, 2-501 and 2-502. 
Point 3: Sections 1-201, 2-402, 2-403, 2-502 and 2-716. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Bill of lading”. Section 1-201. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Delivery”. Section 1-201. 
“Document of title”. Section 1-201. 
“Good faith”. Section 2-103. 
“Goods”. Section 2-105. 
“Party”. Section 1-201. 
“Purchaser”. Section 1-201. 
“Receipt” of goods. Section 2-103. 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 
“Sale”. Section 2-106. 
“Security interest”. Section 1-201. 
“Seller”. Section 2-103. 
“Send”. Section 1-201. 


§ 2-402. Rights of Seller’s Creditors Against Sold Goods. 


contract for sale are subject to the buyer’s rights to recover the goods 
nder this Article (Sections 2-502 and 2-716). 

(2) A creditor of the seller may treat a sale or an identification of goods 
o a contract for sale as void if as against him a retention of possession by 
he seller is fraudulent under any rule of law of the state where the goods 
are situated, except that retention of possession in good faith and current 
course of trade by a merchant-seller for a commercially reasonable time af- 
er a sale or identification is not fraudulent. 


(3) Nothing in this Article shall be deemed to impair the rights of credi- 
ors of the seller 


(a) under the provisions of the Article on Secured Transactions (Article 
9); or 

(b) where identification to the contract or delivery is made not in cur- 
rent course of trade but in satisfaction of or as security for a pre-existing 
claim for money, security or the like and is made under circumstances 
which under any rule of law of the state where the goods are situated 
would apart from this Article constitute the transaction a fraudulent 
transfer or voidable preference. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (2)—Section 26, Uniform Sales Act; 
Subsections (1) and (3)—none. 
Changes: Rephrased. 
Purposes of Changes and New Matter: To avoid confusion on ordinary issues between 
current sellers and buyers and issues in the field of preference and hindrance by making it 
clear that: 

1. Local law on questions of hindrance of creditors by the seller’s retention of posses- 
sion of the goods are outside the scope of this Article, but retention of possession in the 
current course of trade is legitimate. Transactions which fall within the law’s policy 
against improper preferences are reserved from the protection of this Article. 
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2. The retention of possession of the goods by a merchant seller for a commercially 
reasonable time after a sale or identification in current course is exempted from attack as 
fraudulent. Similarly, the provisions of subsection (3) have no application to identifica- 
tion or delivery made in the current course of trade, as measured against general com- 
mercial understanding of what a “current” transaction is. 

Definitional Cross References: 

“Contract for sale”. Section 2-106. 

“Creditor”. Section 1-201. 
“Good faith”. Section 2-103. 
“Goods”. Section 2-105. 
“Merchant”. Section 2-104. 
“Money”. Section 1-201. 
“Reasonable time”. Section 1-204. 
“Rights”. Section 1-201. 
“Sale”. Section 2-106. 
“Seller”. Section 2-103. 


§ 2-403. Power to Transfer; Good Faith Purchase of Goods; 
“Entrusting”. 

(1) A purchaser of goods acquires all title which his transferor had or 
had power to transfer except that a purchaser of a limited interest acquires 
rights only to the extent of the interest purchased. A person with voidable 

itle has power to transfer a good title to a good faith purchaser for value. 
hen goods have been delivered under a transaction of purchase the 
purchaser has such power even though 
(a) the transferor was deceived as to the identity of the purchaser, or 


(b) the delivery was in exchange for a check which is later dishonored, 
or 


(c) it was agreed that the transaction was to be a “cash sale”, or 


(d) the delivery was procured through fraud punishable as larcenous 
under the criminal law. 


(2) Any entrusting of possession of goods to a merchant who deals in 
goods of that kind gives him power to transfer all rights of the entruster to 
a buyer in ordinary course of business. 

(3) “Entrusting” includes any delivery and any acquiescence in retention 
of possession regardless of any condition expressed between the parties to 

he delivery or acquiescence and regardless of whether the procurement o 
he entrusting or the possessor’s disposition of the goods have been such as 
o be larcenous under the criminal law. 

[Publisher's Editorial Note: If a state adopts the repealer of Article 
6—Bulk Transfers (Alternative A), subsec. (4) should read as follows:] 

(4) The rights of other purchasers of goods and of lien creditors are 
governed by the Articles on Secured Transactions (Article 9) and Docu- 

ents of Title (Article 7). 

[Publisher's Editorial Note: If a state adopts Revised Article 6—Bulk 

ales (Alternative B), subsec. (4) should read as follows:] 

(4) The rights of other purchasers of goods and of lien creditors are 
governed by the Articles on Secured Transactions (Article 9), Bulk Sales 
(Article 6) and Documents of Title (Article 7). 

As amended in 1988. 


For material relating to the changes made in text in 1988, see section 3 o 


Amendment to Section 2-403 following end of Alternative B (Revised Article 
6—Bulk Sales). 


Official Comment 
Prior Uniform Statutory Provision: Sections 20(4), 23, 24, 25, Uniform Sales Act; Sec- 
ion 9, especially 9(2), Uniform Trust Receipts Act; Section 9, Uniform Conditional Sales 
ct. 

Changes: Consolidated and rewritten. 

Purposes of Changes: To gather together a series of prior uniform statutory provisions 
and the case-law thereunder and to state a unified and simplified policy on good faith 
purchase of goods. 

1. The basic policy of our law allowing transfer of such title as the transferor has is 
generally continued and expanded under subsection (1). In this respect the provisions o 
the section are applicable to a person taking by any form of “purchase” as defined by this 
Act. Moreover the policy of this Act expressly providing for the application of supplemen- 
tary general principles of law to sales transactions wherever appropriate joins with the 
present section to continue unimpaired all rights acquired under the law of agency or o 
apparent agency or ownership or other estoppel, whether based on statutory provisions 
or on case law principles. The section also leaves unimpaired the powers given to selling 
factors under the earlier Factors Acts. In addition subsection (1) provides specifically for 
the protection of the good faith purchaser for value in a number of specific situations 
which have been troublesome under prior law. On the other hand, the contract o 
purchase is of course limited by its own terms as in a case of pledge for a limited amount 
or of sale of a fractional interest in goods. 

2. The many particular situations in which a buyer in ordinary course of business 
from a dealer has been protected against reservation of property or other hidden interest 
are gathered by subsections (2)-(4) into a single principle protecting persons who buy in 
ordinary course out of inventory. Consignors have no reason to complain, nor have lend- 
ers who hold a security interest in the inventory, since the very purpose of goods in 
inventory is to be turned into cash by sale. The principle is extended in subsection (3) to 
fit with the abolition of the old law of “cash sale” by subsection (1)(c). It is also freed from 
any technicalities depending on the extended law of larceny; such extension of the concept 
of theft to include trick, particular types of fraud, and the like is for the purpose of help- 
ing conviction of the offender; it has no proper application to the long-standing policy o 
civil protection of buyers from persons guilty of such trick or fraud. Finally, the policy is 
extended, in the interest of simplicity and sense, to any entrusting by a bailor; this is in 
consonance with the explicit provisions of Section 7-205 on the powers of a warehouse- 
man who is also in the business of buying and selling fungible goods of the kind he 
warehouses. As to entrusting by a secured party, subsection (2) is limited by the more 
specific provisions of Section 9-307(1), which deny protection to a person buying farm 
products from a person engaged in farming operations. 

3. The definition of *buyer in ordinary course of business" (Section 1-201) is effective 
here and preserves the essence of the healthy limitations engrafted by the case-law on 
the older statutes. The older loose concept of good faith and wide definition of value 
combined to create apparent good faith purchasers in many situations in which the 
result outraged common sense; the court's solution was to protect the original title espe- 
cially by use of *cash sale" or of over-technical construction of the enabling clauses of the 
statutes. But such rulings then turned into limitations on the proper protection of buyers 
in the ordinary market. Section 1-201(9) cuts down the category of buyer in ordinary 
course in such fashion as to take care of the results of the cases, but with no price either 
in confusion or in injustice to proper dealings in the normal market. 

4. Except as provided in subsection (1), the rights of purchasers other than buyers in| 
ordinary course are left to the Articles on Secured Transactions, Documents of Title, and 
Bulk Sales. 

Cross References: 
Point 1: Sections 1-103 and 1-201. 
Point 2: Sections 1-201, 2-402, 7-205 and 9-307(1). 
Points 3 and 4: Sections 1-102, 1-201, 2-104, 2-707 and Articles 6, 7 and 9. 
Definitional Cross References: 
“Buyer in ordinary course of business". Section 1-201. 
“Good faith”. Sections 1-201 and 2-103. 
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*Goods". Section 2-105. 
“Person”. Section 1-201. 
“Purchaser”. Section 1-201. 
"Signed". Section 1-201. 
"Term". Section 1-201. 
“Value”. Section 1-201. 


PART 5 
PERFORMANCE 


$ 2-501. Insurable Interest in Goods; Manner of Identification of 
Goods. 

(1) The buyer obtains a special property and an insurable interest in 
goods by identification of existing goods as goods to which the contract 
refers even though the goods so identified are non-conforming and he has 
an option to return or reject them. Such identification can be made at any 
ime and in any manner explicitly agreed to by the parties. In the absence 
of explicit agreement identification occurs 

(a) when the contract is made if it is for the sale of goods already 
existing and identified; 

(b) if the contract is for the sale of future goods other than those 
described in paragraph (c), when goods are shipped, marked or otherwise 
designated by the seller as goods to which the contract refers; 


(c) when the crops are planted or otherwise become growing crops or 
the young are conceived if the contract is for the sale of unborn young to 
be born within twelve months after contracting or for the sale of crops to 
be harvested within twelve months or the next normal harvest season 
after contracting whichever is longer. 

(2) The seller retains an insurable interest in goods so long as title to or 
any security interest in the goods remains in him and where the identifica- 
ion is by the seller alone he may until default or insolvency or notification 
o the buyer that the identification is final substitute other goods for those 
identified. 


(3) Nothing in this section impairs any insurable interest recognized 
nder any other statute or rule of law. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 17 and 19, Uniform Sales Act. 
Purposes: 

1. The present section deals with the manner of identifying goods to the contract so 
that an insurable interest in the buyer and the rights set forth in the next section will 
accrue. Generally speaking, identification may be made in any manner "explicitly agreed 
to" by the parties. The rules of paragraphs (a), (b) and (c) apply only in the absence o 
such “explicit agreement”. 

2. In the ordinary case identification of particular existing goods as goods to which 
the contract refers is unambiguous and may occur in one of many ways. It is possible, 
however, for the identification to be tentative or contingent. In view of the limited effect 
given to identification by this Article, the general policy is to resolve all doubts in favor o 
identification. 

3. The provision of this section as to “explicit agreement” clarifies the present confu- 
sion in the law of sales which has arisen from the fact that under prior uniform legisla- 
tion all rules of presumption with reference to the passing of title or to appropriation 
(which in turn depended upon identification) were regarded as subject to the contrary 
intention of the parties or of the party appropriating. Such uncertainty is reduced to a 
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minimum under this section by requiring “explicit agreement” of the parties before the 
rules of paragraphs (a), (b) and (c) are displaced—as they would be by a term giving the 
buyer power to select the goods. An “explicit” agreement, however, need not necessarily 
be found in the terms used in the particular transaction. Thus, where a usage of the 
trade has previously been made explicit by reduction to a standard set of “rules and 
regulations" currently incorporated by reference into the contracts of the parties, a rele- 
vant provision of those “rules and regulations" is “explicit” within the meaning of this 
section. 

4. In view of the limited function of identification there is no requirement in this sec- 
tion that the goods be in deliverable state or that all of the seller's duties with respect to 
the processing of the goods be completed in order that identification occur. For example, 
despite identification the risk of loss remains on the seller under the risk of loss provi- 
sions until completion of his duties as to the goods and all of his remedies remain depen- 
dent upon his not defaulting under the contract. 

5. Undivided shares in an identified fungible bulk, such as grain in an elevator or oil 
in a storage tank, can be sold. The mere making of the contract with reference to an 
undivided share in an identified fungible bulk is enough under subsection (a) to effect an. 
identification if there is no explicit agreement otherwise. The seller's duty, however, to 
segregate and deliver according to the contract is not affected by such an identification 
but is controlled by other provisions of this Article. 

6. Identification of crops under paragraph (c) is made upon planting only if they are 
to be harvested within the year or within the next normal harvest season. The phrase 
“next normal harvest season" fairly includes nursery stock raised for normally quick 
“harvest,” but plainly excludes a “timber” crop to which the concept of a harvest “season” 
is inapplicable. 

Paragraph (c) is also applicable to a crop of wool or the young of animals to be born 
ithin twelve months after contracting. The product of a lumbering, mining or fishing 

operation, though seasonal, is not within the concept of “growing”. Identification under a 
contract for all or part of the output of such an operation can be effected early in the 
operation. 
Cross References: 

Point 1: Section 2-502. 

Point 4: Sections 2-509, 2-510 and 2-703. 

Point 5: Sections 2-105, 2-308, 2-503 and 2-509. 

Point 6: Sections 2-105(1), 2-107(1) and 2-402. 
Definitional Cross References: 

"Agreement". Section 1-201. 

“Contract”. Section 1-201. 

"Contract for sale". Section 2-106. 

“Future goods". Section 2-105. 

“Goods”. Section 2-105. 

“Notification”. Section 1-201. 

“Party”. Section 1-201. 

“Sale”. Section 2-106. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-502. Buyer’s Right to Goods on Seller’s Insolvency. 


(1) Subject to subsection (2) and even though the goods have not been 
shipped a buyer who has paid a part or all of the price of goods in which 
he has a special property under the provisions of the immediately preced- 
ing section may on making and keeping good a tender of any unpaid por- 

ion of their price recover them from the seller if the seller becomes 
insolvent within ten days after receipt of the first installment on their 


(2) If the identification creating his special property has been made by 
he buyer he acquires the right to recover the goods only if they conform to 
he contract for sale. 
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Official Comment 


This section gives an additional right to the buyer as a result of identification o 
the goods to the contract in the manner provided in Section 2-501. The buyer is given a 
right to the goods on the seller's insolvency occurring within 10 days after he receives 
the first installment on their price. 

2. The question of whether the buyer also acquires a security interest in identified 
goods and has rights to the goods when insolvency takes place after the ten-day period 
provided in this section depends upon compliance with the provisions of the Article on 
Secured Transactions (Article 9). 

3. Subsection (2) is included to preclude the possibility of unjust enrichment which 
exists if the buyer were permitted to recover goods even though they were greatly superior 
in quality or quantity to that called for by the contract for sale. 

Cross References: 
Point 1: Sections 1-201 and 2-702. 
Point 2: Article 9. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
"Contract for sale". Section 2-106. 
“Goods”. Section 2-105. 
“Insolvent”. Section 1-201. 
“Rights”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-503. Manner of Seller’s Tender of Delivery. 
(1) Tender of delivery requires that the seller put and hold conforming 


goods at the buyer’s disposition and give the buyer any notification reason- 
ably necessary to enable him to take delivery. The manner, time and place 
for tender are determined by the agreement and this Article, and in partic- 
lar 
(a) tender must be at a reasonable hour, and if it is of goods they must 
be kept available for the period reasonably necessary to enable the buyer 
to take possession; but 
(b) unless otherwise agreed the buyer must furnish facilities reason- 
ably suited to the receipt of the goods. 

(2) Where the case is within the next section respecting shipment tender 
requires that the seller comply with its provisions. 

(3) Where the seller is required to deliver at a particular destination ten- 
der requires that he comply with subsection (1) and also in any appropri- 
ate case tender documents as described in subsections (4) and (5) of this 
section. 

(4) Where goods are in the possession of a bailee and are to be delivered 

ithout being moved 

(a) tender requires that the seller either tender a negotiable document 
of title covering such goods or procure acknowledgment by the bailee o 
the buyer’s right to possession of the goods; but 

(b) tender to the buyer of a non-negotiable document of title or of a 
written direction to the bailee to deliver is sufficient tender unless the 
buyer seasonably objects, and receipt by the bailee of notification of the 
buyer’s rights fixes those rights as against the bailee and all third 
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persons; but risk of loss of the goods and of any failure by the bailee to 
honor the non-negotiable document of title or to obey the direction 
remains on the seller until the buyer has had a reasonable time to pres- 
ent the document or direction, and a refusal by the bailee to honor the 
document or to obey the direction defeats the tender. 


(5) Where the contract requires the seller to deliver documents 

(a) he must tender all such documents in correct form, except as 
provided in this Article with respect to bills of lading in a set (subsection 
(2) of Section 2-323); and 

(b) tender through customary banking channels is sufficient and dis- 
honor of a draft accompanying the documents constitutes non-acceptance 
or rejection. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 11, 19, 20, 43(3) and (4), 46 and 51, 
niform Sales Act. 

Changes: The general policy of the above sections is continued and supplemented but 
subsection (3) changes the rule of prior section 19(5) as to what constitutes a “destination” 
contract and subsection (4) incorporates a minor correction as to tender of delivery of goods 
in the possession of a bailee. 

Purposes of Changes: 

1. The major general rules governing the manner of proper or due tender of delivery 
are gathered in this section. The term "tender" is used in this Article in two different 
senses. In one sense it refers to *due tender" which contemplates an offer coupled with a 
present ability to fulfill all the conditions resting on the tendering party and must be fol- 
lowed by actual performance if the other party shows himself ready to proceed. Unless 
the context unmistakably indicates otherwise this is the meaning of “tender” in this 
Article and the occasional addition of the word *due" is only for clarity and emphasis. At 
other times it is used to refer to an offer of goods or documents under a contract as if in 
fulfillment of its conditions even though there is a defect when measured against the 
contract obligation. Used in either sense, however, “tender” connotes such performance 
by the tendering party as puts the other party in default if he fails to proceed in some 
manner. 

2. The seller's general duty to tender and deliver is laid down in Section 2-301 and 
more particularly in Section 2-507. The seller's right to a receipt if he demands one and 
receipts are customary is governed by Section 1-205. Subsection (1) of the present section. 
proceeds to set forth two primary requirements of tender: first, that the seller “put and 
hold conforming goods at the buyer's disposition" and, second, that he *give the buyer 
any notice reasonably necessary to enable him to take delivery." In cases in which pay- 
ment is due and demanded upon delivery the “buyer’s disposition" is qualified by the 
seller's right to retain control of the goods until payment by the provision of this Article 
on delivery on condition. However, where the seller is demanding payment on delivery he 
must first allow the buyer to inspect the goods in order to avoid impairing his tender un- 
less the contract for sale is on C.I.F., C.O.D., cash against documents or similar terms ne- 
gating the privilege of inspection before payment. In the case of contracts involving docu- 
ments the seller can *put and hold conforming goods at the buyer's disposition" under 
subsection (1) by tendering documents which give the buyer complete control of the goods 
under the provisions of Article 7 on due negotiation. 

3. Under paragraph (a) of subsection (1) usage of the trade and the circumstances o 
the particular case determine what is a reasonable hour for tender and what constitutes 
a reasonable period of holding the goods available. 

4. The buyer must furnish reasonable facilities for the receipt of the goods tendered 
by the seller under subsection (1), paragraph (b). This obligation of the buyer is no part 
of the seller's tender. 

5. For the purposes of subsections (2) and (3) there is omitted from this Article the 
rule under prior uniform legislation that a term requiring the seller to pay the freight or 
cost of transportation to the buyer is equivalent to an agreement by the seller to deliver 
to the buyer or at an agreed destination. This omission is with the specific intention o 
negating the rule, for under this Article the “shipment” contract is regarded as the 
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normal one and the “destination” contract as the variant type. The seller is not obligated 
to deliver at a named destination and bear the concurrent risk of loss until arrival, un- 
less he has specifically agreed so to deliver or the commercial understanding of the terms 
used by the parties contemplates such delivery. 

6. Paragraph (a) of subsection (4) continues the rule of the prior uniform legislation 
as to acknowledgment by the bailee. Paragraph (b) of subsection (4) adopts the rule that 
between the buyer and the seller the risk of loss remains on the seller during a period 
reasonable for securing acknowledgment of the transfer from the bailee, while as against 
all other parties the buyer's rights are fixed as of the time the bailee receives notice o 
the transfer. 

7. Under subsection (5) documents are never “required” except where there is an 
express contract term or it is plainly implicit in the peculiar circumstances of the case or 
in a usage of trade. Documents may, of course, be “authorized” although not required, but 
such cases are not within the scope of this subsection. When documents are required, 
there are three main requirements of this subsection: (1) “All”: each required document is 
essential to a proper tender; (2) “Such”: the documents must be the ones actually required 
by the contract in terms of source and substance; (3) *Correct form": All documents must 
be in correct form. 

When a prescribed document cannot be procured, a question of fact arises under the pro- 
ision of this Article on substituted performance as to whether the agreed manner o 
delivery is actually commercially impracticable and whether the substitute is commercially 
easonable. 
Cross References: 

Point 2: Sections 1-205, 2-301, 2-310, 2-507 and 2-513 and Article 7. 

Point 5: Sections 2-308, 2-310 and 2-509. 

Point 7: Section 2-614(1). 

Specific matters involving tender are covered in many additional sections of this 
Article. See Sections 1-205, 2-301, 2-306 to 2-319, 2-321(3), 2-504, 2-507(2), 2-511(1), 
2-513, 2-612 and 2-614. 

Definitional Cross References: 

"Agreement". Section 1-201. 

“Bill of lading”. Section 1-201. 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

“Contract”. Section 1-201. 

“Delivery”. Section 1-201. 

“Dishonor”. Section 3-508. 

“Document of title”. Section 1-201. 

“Draft”. Section 3-104. 

“Goods”. Section 2-105. 

“Notification”. Section 1-201. 

“Reasonable time”. Section 1-204. 

“Receipt” of goods. Section 2-103. 

“Rights”. Section 1-201. 

“Seasonably”. Section 1-204. 

“Seller”. Section 2-103. 

“Written”. Section 1-201. 


§ 2-504. Shipment by Seller. 

Where the seller is required or authorized to send the goods to the buyer 
and the contract does not require him to deliver them at a particular 
destination, then unless otherwise agreed he must 

(a) put the goods in the possession of such a carrier and make such a 
contract for their transportation as may be reasonable having regard to 
the nature of the goods and other circumstances of the case; and 

(b) obtain and promptly deliver or tender in due form any document 
necessary to enable the buyer to obtain possession of the goods or 
otherwise required by the agreement or by usage of trade; and 
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(c) promptly notify the buyer of the shipment. 
Failure to notify the buyer under paragraph (c) or to make a proper 
contract under paragraph (a) is a ground for rejection only if material 
delay or loss ensues. 


Official Comment 
Prior Uniform Statutory Provision: Section 46, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To continue the general policy of the prior uniform statutory provi- 
sion while incorporating certain modifications with respect to the requirement that the 
contract with the carrier be made expressly on behalf of the buyer and as to the necessity 
of giving notice of the shipment to the buyer, so that: 

1. The section is limited to “shipment” contracts as contrasted with “destination” 
contracts or contracts for delivery at the place where the goods are located. The general 
principles embodied in this section cover the special cases of F.O.B. point of shipment 
contracts and C.I.F. and C. & F. contracts. Under the preceding section on manner o 
tender of delivery, due tender by the seller requires that he comply with the require- 
ments of this section in appropriate cases. 

2. The contract to be made with the carrier under paragraph (a) must conform to all 
express terms of the agreement, subject to any substitution necessary because of failure 
of agreed facilities as provided in the later provision on substituted performance. 
However, under the policies of this Article on good faith and commercial standards and 
on buyer's rights on improper delivery, the requirements of explicit provisions must be 
read in terms of their commercial and not their literal meaning. This policy is made 
express with respect to bills of lading in a set in the provision of this Article on form o 
bills of lading required in overseas shipment. 

3. In the absence of agreement, the provision of this Article on options and coopera- 
tion respecting performance gives the seller the choice of any reasonable carrier, routing 
and other arrangements. Whether or not the shipment is at the buyer's expense the 
seller must see to any arrangements, reasonable in the circumstances, such as refrigera- 
tion, watering of live stock, protection against cold, the sending along of any necessary 
help, selection of specialized cars and the like for paragraph (a) is intended to cover all 
necessary arrangements whether made by contract with the carrier or otherwise. There 
is, however, a proper relaxation of such requirements if the buyer is himself in a position. 
to make the appropriate arrangements and the seller gives him reasonable notice of the 
need to do so. It is an improper contract under paragraph (a) for the seller to agree with 
the carrier to a limited valuation below the true value and thus cut off the buyer's op- 
portunity to recover from the carrier in the event of loss, when the risk of shipment is 
placed on the buyer by his contract with the seller. 

4. Both the language of paragraph (b) and the nature of the situation it concerns 
indicate that the requirement that the seller must obtain and deliver promptly to the 
buyer in due form any document necessary to enable him to obtain possession of the 
goods is intended to cumulate with the other duties of the seller such as those covered in. 
paragraph (a). In this connection, in the case of pool car shipments a delivery order 
furnished by the seller on the pool car consignee, or on the carrier for delivery out of a 
larger quantity, satisfies the requirements of paragraph (b) unless the contract requires 
some other form of document. 

5. This Article, unlike the prior uniform statutory provision, makes it the seller's dut; 
to notify the buyer of shipment in all cases. The consequences of his failure to do so, 
however, are limited in that the buyer may reject on this ground only where material 
delay or loss ensues. A standard and acceptable manner of notification in open credit 
shipments is the sending of an invoice and in the case of documentary contracts is the 
prompt forwarding of the documents as under paragraph (b) of this section. It is also 
usual to send on a straight bill of lading but this is not necessary to the required 
notification. However, should such a document prove necessary or convenient to the 
buyer, as in the case of loss and claim against the carrier, good faith would require the 
seller to send it on request. Frequently the agreement expressly requires prompt notifica- 
tion as by wire or cable. Such a term may be of the essence and the final clause o 
paragraph (c) does not prevent the parties from making this a particular ground for 
rejection. To have this vital and irreparable effect upon the seller's duties, such a term 
should be part of the “dickered” terms written in any “form,” or should otherwise be 
called seasonably and sharply to the seller's attention. 
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6. Generally, under the final sentence of the section, rejection by the buyer is justified 
only when the seller's dereliction as to any of the requirements of this section in fact is 
followed by material delay or damage. It rests on the seller, so far as concerns matters 
not within the peculiar knowledge of the buyer, to establish that his error has not been 
followed by events which justify rejection. 

Cross References: 
Point 1: Sections 2-319, 2-320 and 2-503(2). 
Point 2: Sections 1-203, 2-323(2), 2-601 and 2-614(1). 
Point 3: Section 2-311(2). 
Point 5: Section 1-203. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
"Contract". Section 1-201. 
“Delivery”. Section 1-201. 
“Goods”. Section 2-105. 
“Notifies”. Section 1-201. 
“Seller”. Section 2-103. 
“Send”. Section 1-201. 
“Usage of trade”. Section 1-205. 


§ 2-505. Seller’s Shipment Under Reservation. 


(1) Where the seller has identified goods to the contract by or before 
shipment: 


(a) his procurement of a negotiable bill of lading to his own order or 
otherwise reserves in him a security interest in the goods. His procure- 
ment of the bill to the order of a financing agency or of the buyer 
indicates in addition only the seller’s expectation of transferring that 
interest to the person named. 


(b) a non-negotiable bill of lading to himself or his nominee reserves 
possession of the goods as security but except in a case of conditional 
delivery (subsection (2) of Section 2-507) a non-negotiable bill of lading 
naming the buyer as consignee reserves no security interest even though 
the seller retains possession of the bill of lading. 


(2) When shipment by the seller with reservation of a security interest is 
in violation of the contract for sale it constitutes an improper contract for 
ransportation within the preceding section but impairs neither the rights 
given to the buyer by shipment and identification of the goods to the 
contract nor the seller’s powers as a holder of a negotiable document. 


Official Comment 
Prior Uniform Statutory Provision: Section 20(2), (3), (4), Uniform Sales Act. 
Changes: Completely rephrased, the *powers" of the parties in cases of reservation being 
emphasized primarily rather than the “rightfulness” of reservation. 
Purposes of Changes: To continue in general the policy of the prior uniform statutory 
provision with certain modifications of emphasis and language, so that: 

1. The security interest reserved to the seller under subsection (1) is restricted to 
securing payment or performance by the buyer and the seller is strictly limited in his 
disposition and control of the goods as against the buyer and third parties. Under this 
Article, the provision as to the passing of interest expressly applies *despite any reserva- 
tion of security title" and also provides that the “rights, obligations and remedies" of the 
parties are not altered by the incidence of title generally. The security interest, therefore, 
must be regarded as a means given to the seller to enforce his rights against the buyer 
which is unaffected by and in turn does not affect the location of title generally. The 
rules set forth in subsection (1) are not to be altered by any apparent “contrary intent" o 
the parties as to passing of title, since the rights and remedies of the parties to the 
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contract of sale, as defined in this Article, rest on the contract and its performance or 
breach and not on stereotyped presumptions as to the location of title. This Article does 
not attempt to regulate local procedure in regard to the effective maintenance of the 
seller's security interest when the action is in replevin by the buyer against the carrier. 

2. Every shipment of identified goods under a negotiable bill of lading reserves a se- 
curity interest in the seller under subsection (1) paragraph (a). It is frequently conve- 
nient for the seller to make the bill of lading to the order of a nominee such as his agent 
at destination, the financing agency to which he expects to negotiate the document or the 
bank issuing a credit to him. In many instances, also, the buyer is made the order party. 
This Article does not deal directly with the question as to whether a bill of lading made 
out by the seller to the order of a nominee gives the carrier notice of any rights which the 
nominee may have so as to limit its freedom or obligation to honor the bill of lading in 
the hands of the seller as the original shipper if the expected negotiation fails. This is 
dealt with in the Article on Documents of Title (Article 7). 

3. A non-negotiable bill of lading taken to a party other than the buyer under subsec- 
tion (1) paragraph (b) reserves possession of the goods as security in the seller but if he 
seeks to withhold the goods improperly the buyer can tender payment and recover them. 

4. In the case of a shipment by non-negotiable bill of lading taken to a buyer, the 
seller, under subsection (1) retains no security interest or possession as against the buyer 
and by the shipment he de facto loses control as against the carrier except where he 
rightfully and effectively stops delivery in transit. In cases in which the contract gives 
the seller the right to payment against delivery, the seller, by making an immediate 
demand for payment, can show that his delivery is conditional, but this does not prevent 
the buyer's power to transfer full title to a sub-buyer in ordinary course or other 
purchaser under Section 2-403. 

5. Under subsection (2) an improper reservation by the seller which would constitute 
a breach in no way impairs such of the buyer's rights as result from identification of the 
goods. The security title reserved by the seller under subsection (1) does not protect his 
holding of the document or the goods for the purpose of exacting more than is due him 
under the contract. 

Cross References: 
Point 1: Section 1-201. 
Point 2: Article 7. 
Point 3: Sections 2-501(2) and 2-504. 
Point 4: Sections 2-403, 2-507(2) and 2-705. 
Point 5: Sections 2-310, 2-319(4), 2-320(4), 2-501 and 2-502 and Article 7. 
Definitional Cross References: 
^Bill of lading". Section 1-201. 
“Buyer”. Section 2-103. 
“Consignee”. Section 7-102. 
"Contract". Section 1-201. 
"Contract for sale". Section 2-106. 
“Delivery”. Section 1-201. 
“Financing agency”. Section 2-104. 
“Goods”. Section 2-105. 
“Holder”. Section 1-201. 
“Person”. Section 1-201. 
“Security interest”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-506. Rights of Financing Agency. 

(1) A financing agency by paying or purchasing for value a draft which 
relates to a shipment of goods acquires to the extent of the payment or 
purchase and in addition to its own rights under the draft and any docu- 

ent of title securing it any rights of the shipper in the goods including 

he right to stop delivery and the shipper’s right to have the draft honored 
by the buyer. 

(2) The right to reimbursement of a financing agency which has in good 
faith honored or purchased the draft under commitment to or authority 
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from the buyer is not impaired by subsequent discovery of defects with ref- 
erence to any relevant document which was apparently regular on its face. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. “Financing agency” is broadly defined in this Article to cover every normal instance 
in which a party aids or intervenes in the financing of a sales transaction. The term as 
used in subsection (1) is not in any sense intended as a limitation and covers any other 
appropriate situation which may arise outside the scope of the definition. 

2. “Paying” as used in subsection (1) is typified by the letter of credit, or “authority to 
pay" situation in which a banker, by arrangement with the buyer or other consignee, 
pays on his behalf a draft for the price of the goods. It is immaterial whether the draft is 
formally drawn on the party paying or his principal, whether it is a sight draft paid in. 
cash or a time draft “paid” in the first instance by acceptance, or whether the payment is 
viewed as absolute or conditional. All of these cases constitute “payment” under this 
subsection. Similarly, ^purchasing for value" is used to indicate the whole area of financ- 
ing by the seller's banker, and the principle of subsection (1) is applicable without any 
niceties of distinction between “purchase,” “discount,” “advance against collection" or the 
like. But it is important to notice that the only right to have the draft honored that is 
acquired is that against the buyer; if any right against any one else is claimed it will have 
to be under some separate obligation of that other person. A letter of credit does not nec- 
essarily protect purchasers of drafts. See Article 5. And for the relations of the parties to 
documentary drafts see Part 5 of Article 4. 

3. Subsection (1) is made applicable to payments or advances against a draft which 
“relates to” a shipment of goods and this has been chosen as a term of maximum breadth. 
In particular the term is intended to cover the case of a draft against an invoice or 
against a delivery order. Further, it is unnecessary that there be an explicit assignment 
of the invoice attached to the draft to bring the transaction within the reason of this 
subsection. 

4. After shipment, “the rights of the shipper in the goods” are merely security rights 
and are subject to the buyer’s right to force delivery upon tender of the price. The rights 
acquired by the financing agency are similarly limited and, moreover, if the agency fails 
to procure any outstanding negotiable document of title, it may find its exercise of these 
rights hampered or even defeated by the seller’s disposition of the document to a third 
party. This section does not attempt to create any new rights in the financing agency 
against the carrier which would force the latter to honor a stop order from the agency, a 
stranger to the shipment, or any new rights against a holder to whom a document of title 
has been duly negotiated under Article 7. 

Cross References: 
Point 1: Section 2-104(2) and Article 4. 
Point 2: Part 5 of Article 4, and Article 5. 
Point 4: Sections 2-501 and 2-502(1) and Article 7. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Document of title”. Section 1-201. 

“Draft”. Section 3-104. 

“Financing agency”. Section 2-104. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-105. 

“Honor”. Section 1-201. 

“Purchase”. Section 1-201. 

“Rights”. Section 1-201. 

“Value”. Section 1-201. 


§ 2-507. Effect of Seller’s Tender; Delivery on Condition. 

(1) Tender of delivery is a condition to the buyer’s duty to accept the 
goods and, unless otherwise agreed, to his duty to pay for them. Tender 
entitles the seller to acceptance of the goods and to payment according to 


goods or documents of title, his right as against the seller to retain or 
dispose of them is conditional upon his making the payment due. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 11, 41, 42 and 69, Uniform Sales Act. 
Purposes: 

1. Subsection (1) continues the policies of the prior uniform statutory provisions with 
respect to tender and delivery by the seller. Under this Article the same rules in these 
matters are applied to present sales and to contracts for sale. But the provisions of this 
subsection must be read within the framework of the other sections of this Article which 
bear upon the question of delivery and payment. 

2. The *unless otherwise agreed" provision of subsection (1) is directed primarily to 
cases in which payment in advance has been promised or a letter of credit term has been. 
included. Payment “according to the contract" contemplates immediate payment, pay- 
ment at the end of an agreed credit term, payment by a time acceptance or the like. 
Under this Act, ^contract" means the total obligation in law which results from the par- 
ties' agreement including the effect of this Article. In this context, therefore, there must 
be considered the effect in law of such provisions as those on means and manner of pay- 
ment and on failure of agreed means and manner of payment. 

3. Subsection (2) deals with the effect of a conditional delivery by the seller and in 
such a situation makes the buyer's “right as against the seller" conditional upon payment. 
These words are used as words of limitation to conform with the policy set forth in the 
bona fide purchase sections of this Article. Should the seller after making such a 
conditional delivery fail to follow up his rights, the condition is waived. This subsection 
(2) codifies the cash seller's right of reclamation which is in the nature of a lien. There is 
no specific time limit for a cash seller to exercise the right of reclamation. However, the 
right will be defeated by delay causing prejudice to the buyer, waiver, estoppel, or ratifi- 
cation of the buyer's right to retain possession. Common law rules and precedents govern- 
ing such principles are applicable (Section 1-103). If third parties are involved, Section 
2-403(1) protects good faith purchasers. See PEB Commentary No. 1, dated March 10, 
1990. 

Cross References: 
Point 1: Sections 2-310, 2-503, 2-511, 2-601 and 2-711 to 2-713. 

Point 2: Sections 1-201, 2-511 and 2-614. 

Point 3: Sections 2-401, 2-403, and 2-702(1)(b). 

Definitional Cross References: 
“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Delivery”. Section 1-201. 

“Document of title”. Section 1-201. 

“Goods”. Section 2-105. 

“Rights”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-508. Cure by Seller of Improper Tender or Delivery; 
Replacement. 
(1) Where any tender or delivery by the seller is rejected because non- 
conforming and the time for performance has not yet expired, the seller 
ay seasonably notify the buyer of his intention to cure and may then 
ithin the contract time make a conforming delivery. 
(2) Where the buyer rejects a non-conforming tender which the seller 
had reasonable grounds to believe would be acceptable with or without 
oney allowance the seller may if he seasonably notifies the buyer have a 
further reasonable time to substitute a conforming tender. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
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1. Subsection (1) permits a seller who has made a non-conforming tender in any case 
to make a conforming delivery within the contract time upon seasonable notification to 
the buyer. It applies even where the seller has taken back the non-conforming goods and 
refunded the purchase price. He may still make a good tender within the contract period. 
The closer, however, it is to the contract date, the greater is the necessity for extreme 
promptness on the seller's part in notifying of his intention to cure, if such notification is 
to be “seasonable” under this subsection. The rule of this subsection, moreover, is quali- 
fied by its underlying reasons. Thus if, after contracting for June delivery, a buyer later 
makes known to the seller his need for shipment early in the month and the seller ships 
accordingly, the “contract time” has been cut down by the supervening modification and 
the time for cure of tender must be referred to this modified time term. 

2. Subsection (2) seeks to avoid injustice to the seller by reason of a surprise rejection 
by the buyer. However, the seller is not protected unless he had *reasonable grounds to 
believe" that the tender would be acceptable. Such reasonable grounds can lie in prior 
course of dealing, course of performance or usage of trade as well as in the particular cir- 
cumstances surrounding the making of the contract. The seller is charged with com- 
mercial knowledge of any factors in a particular sales situation which require him to 
comply strictly with his obligations under the contract as, for example, strict conformity 
of documents in an overseas shipment or the sale of precision parts or chemicals for use 
in manufacture. Further, if the buyer gives notice either implicitly, as by a prior course 
of dealing involving rigorous inspections, or expressly, as by the deliberate inclusion of a 
^no replacement" clause in the contract, the seller is to be held to rigid compliance. If the 
clause appears in a “form” contract evidence that it is out of line with trade usage or the 
prior course of dealing and was not called to the seller's attention may be sufficient to 
show that the seller had reasonable grounds to believe that the tender would be 
acceptable. 

3. The words *a further reasonable time to substitute a conforming tender" are 
intended as words of limitation to protect the buyer. What is a “reasonable time" depends 
upon the attending circumstances. Compare Section 2-511 on the comparable case of a 
seller's surprise demand for legal tender. 

4. Existing trade usages permitting variations without rejection but with price allow- 
ance enter into the agreement itself as contractual limitations of remedy and are not 
covered by this section. 

Cross References: 
Point 2: Section 2-302. 
Point 3: Section 2-511. 
Point 4: Sections 1-205 and 2-721. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Money”. Section 1-201. 

“Notifies”. Section 1-201. 

“Reasonable time”. Section 1-204. 

“Seasonably”. Section 1-204. 

“Seller”. Section 2-103. 


§ 2-509. Risk of Loss in the Absence of Breach. 
(1) Where the contract requires or authorizes the seller to ship the goods 
by carrier 
(a) if it does not require him to deliver them at a particular destina- 
tion, the risk of loss passes to the buyer when the goods are duly 
delivered to the carrier even though the shipment is under reservation 
(Section 2-505); but 
(b) if it does require him to deliver them at a particular destination 
and the goods are there duly tendered while in the possession of the car- 
rier, the risk of loss passes to the buyer when the goods are there duly 
so tendered as to enable the buyer to take delivery. 
(2) Where the goods are held by a bailee to be delivered without being 
oved, the risk of loss passes to the buyer 
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(a) on his receipt of a negotiable document of title covering the goods; 
or 

(b) on acknowledgment by the bailee of the buyer's right to possession 
of the goods; or 

(c) after his receipt of a non-negotiable document of title or other writ- 
ten direction to deliver, as provided in subsection (4)(b) of Section 2-503. 


(3) In any case not within subsection (1) or (2), the risk of loss passes to 
he buyer on his receipt of the goods if the seller is a merchant; otherwise 
he risk passes to the buyer on tender of delivery. 

(4) The provisions of this section are subject to contrary agreement o 
he parties and to the provisions of this Article on sale on approval (Sec- 
ion 2-327) and on effect of breach on risk of loss (Section 2-510). 


Official Comment 
Prior Uniform Statutory Provision: Section 22, Uniform Sales Act. 
Changes: Rewritten, subsection (3) of this section modifying prior law. 
Purposes of Changes: To make it clear that: 

1. The underlying theory of these sections on risk of loss is the adoption of the 
contractual approach rather than an arbitrary shifting of the risk with the “property” in 
the goods. The scope of the present section, therefore, is limited strictly to those cases 
where there has been no breach by the seller. Where for any reason his delivery or ten- 
der fails to conform to the contract, the present section does not apply and the situation 
is governed by the provisions on effect of breach on risk of loss. 

2. 'The provisions of subsection (1) apply where the contract *requires or authorizes" 
shipment of the goods. This language is intended to be construed parallel to comparable 
language in the section on shipment by seller. In order that the goods be *duly delivered 
to the carrier" under paragraph (a) a contract must be entered into with the carrier 
which will satisfy the requirements of the section on shipment by the seller and the 
delivery must be made under circumstances which will enable the seller to take any fur- 
ther steps necessary to a due tender. The underlying reason of this subsection does not! 
require that the shipment be made after contracting, but where, for example, the seller 
buys the goods afloat and later diverts the shipment to the buyer, he must identify the 
goods to the contract before the risk of loss can pass. To transfer the risk it is enough 
that a proper shipment and a proper identification come to apply to the same goods al- 
though, aside from special agreement, the risk will not pass retroactively to the time o 
shipment in such a case. 

3. Whether the contract involves delivery at the seller's place of business or at the 
situs of the goods, a merchant seller cannot transfer risk of loss and it remains upon him 
until actual receipt by the buyer, even though full payment has been made and the buyer 
has been notified that the goods are at his disposal. Protection is afforded him, in the 
event of breach by the buyer, under the next section. The underlying theory of this rule 
is that a merchant who is to make physical delivery at his own place continues meanwhile 
to control the goods and can be expected to insure his interest in them. The buyer, on the 
other hand, has no control of the goods and it is extremely unlikely that he will carry in- 
surance on goods not yet in his possession. 

4. Where the agreement provides for delivery of the goods as between the buyer and 
seller without removal from the physical possession of a bailee, the provisions on manner 
of tender of delivery apply on the point of transfer of risk. Due delivery of a negotiable 
document of title covering the goods or acknowledgment by the bailee that he holds for 
the buyer completes the “delivery” and passes the risk. 

5. The provisions of this section are made subject by subsection (4) to the “contrary 
agreement" of the parties. This language is intended as the equivalent of the phrase *un- 
less otherwise agreed" used more frequently throughout this Act. “Contrary” is in no way 
used as a word of limitation and the buyer and seller are left free to readjust their rights 
and risks as declared by this section in any manner agreeable to them. Contrary agree- 
ment can also be found in the circumstances of the case, a trade usage or practice, or a 
course of dealing or performance. 

Cross References: 
Point 1: Section 2-510(1). 
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Point 2: Sections 2-503 and 2-504. 
Point 3: Sections 2-104, 2-503 and 2-510. 
Point 4: Section 2-503(4). 
Point 5: Section 1-201. 
Definitional Cross References: 
"Agreement". Section 1-201. 
“Buyer”. Section 2-103. 
*Contract". Section 1-201. 
“Delivery”. Section 1-201. 
“Document of title". Section 1-201. 
*Goods". Section 2-105. 
*Merchant". Section 2-104. 
“Party”. Section 1-201. 
“Receipt” of goods. Section 2-103. 
*Sale on approval". Section 2-326. 
“Seller”. Section 2-103. 


§ 2-510. Effect of Breach on Risk of Loss. 

(1) Where a tender or delivery of goods so fails to conform to the contract 
as to give a right of rejection the risk of their loss remains on the seller 

ntil cure or acceptance. 

(2) Where the buyer rightfully revokes acceptance he may to the extent 
of any deficiency in his effective insurance coverage treat the risk of loss as 
having rested on the seller from the beginning. 

(3) Where the buyer as to conforming goods already identified to the 
contract for sale repudiates or is otherwise in breach before risk of their 
loss has passed to him, the seller may to the extent of any deficiency in his 


effective insurance coverage treat the risk of loss as resting on the buyer 
for a commercially reasonable time. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make clear that: 

1. Under subsection (1) the seller by his individual action cannot shift the risk of loss 
to the buyer unless his action conforms with all the conditions resting on him under the 
contract. 

2. The “cure” of defective tenders contemplated by subsection (1) applies only to those 
situations in which the seller makes changes in goods already tendered, such as repair, 
partial substitution, sorting out from an improper mixture and the like since “cure” by 
repossession and new tender has no effect on the risk of loss of the goods originally 
tendered. The seller's privilege of cure does not shift the risk, however, until the cure is 
completed. Where defective documents are involved a cure of the defect by the seller or a 
waiver of the defects by the buyer will operate to shift the risk under this section. 
However, if the goods have been destroyed prior to the cure or the buyer is unaware o 
their destruction at the time he waives the defect in the documents, the risk of the loss 
must still be borne by the seller, for the risk shifts only at the time of cure, waiver o 
documentary defects or acceptance of the goods. 

3. In cases where there has been a breach of the contract, if the one in control of the 
goods is the aggrieved party, whatever loss or damage may prove to be uncovered by his 
insurance falls upon the contract breaker under subsections (2) and (3) rather than upon 
him. The word “effective” as applied to insurance coverage in those subsections is used to 
meet the case of supervening insolvency of the insurer. The *deficiency" referred to in the 
text means such deficiency in the insurance coverage as exists without subrogation. This 
section merely distributes the risk of loss as stated and is not intended to be disturbed by 
any subrogation of an insurer. 

Cross Reference: 
Section 2-509. 
Definitional Cross References: 


“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
*Contract for sale". Section 2-106. 
*Goods". Section 2-105. 

*Seller". Section 2-103. 


$ 2-511. Tender of Payment by Buyer; Payment by Check. 

(1) Unless otherwise agreed tender of payment is a condition to the 
seller's duty to tender and complete any delivery. 

(2) Tender of payment is sufficient when made by any means or in any 

anner current in the ordinary course of business unless the seller 
demands payment in legal tender and gives any extension of time reason- 
ably necessary to procure it. 


(3) Subject to the provisions of this Act on the effect of an instrument on 
an obligation (Section 3-310), payment by check is conditional and is 
defeated as between the parties by dishonor of the check on due 
presentment. 


As amended in 1994. 


Official Comment 
Prior Uniform Statutory Provision: Section 42, Uniform Sales Act. 
Changes: Rewritten by this section and Section 2-507. 
Purposes of Changes: 

1. The requirement of payment against delivery in subsection (1) is applicable to 
non-commercial sales generally and to ordinary sales at retail although it has no ap- 
plication to the great body of commercial contracts which carry credit terms. Subsection 
(1) applies also to documentary contracts in general and to contracts which look to ship- 
ment by the seller but contain no term on time and manner of payment, in which situa- 
tions the payment may, in proper case, be demanded against delivery of appropriate 
documents. In the case of specific transactions such as C.O.D. sales or agreements 
providing for payment against documents, the provisions of this subsection must be 
considered in conjunction with the special sections of the Article dealing with such 
terms. The provision that tender of payment is a condition to the seller's duty to tender 
and complete “any delivery" integrates this section with the language and policy of the 
section on delivery in several lots which call for separate payment. Finally, attention 
should be directed to the provision on right to adequate assurance of performance which 
recognizes, even before the time for tender, an obligation on the buyer not to impair the 
seller's expectation of receiving payment in due course. 

2. Unless there is agreement otherwise the concurrence of the conditions as to tender 
of payment and tender of delivery requires their performance at a single place or time. 
This Article determines that place and time by determining in various other sections the 
place and time for tender of delivery under various circumstances and in particular types 
of transactions. The sections dealing with time and place of delivery together with the 
section on right to inspection of goods answer the subsidiary question as to when pay- 
ment may be demanded before inspection by the buyer. 

3. The essence of the principle involved in subsection (2) is avoidance of commercial 
surprise at the time of performance. The section on substituted performance covers the 
peculiar case in which legal tender is not available to the commercial community. 

4. Subsection (3) is concerned with the rights and obligations as between the parties 
to a sales transaction when payment is made by check. This Article recognizes that the 
taking of a seemingly solvent party's check is commercially normal and proper and, i 
due diligence is exercised in collection, is not to be penalized in any way. The conditional 
character of the payment under this section refers only to the effect of the transaction “as 
between the parties" thereto and does not purport to cut into the law of “absolute” and 
"conditional" payment as applied to such other problems as the discharge of sureties or 
the responsibilities of a drawee bank which is at the same time an agent for 
collection. The phrase *by check" includes not only the buyer's own but any check which 
does not effect a discharge under Article 3 (Section 3-802). Similarly the reason of this 
subsection should apply and the same result should be reached where the buyer *pays" 
by sight draft on a commercial firm which is financing him. 
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5. Under subsection (3) payment by check is defeated if it is not honored upon due 
presentment. This corresponds to the provisions of article on Commercial Paper. (Section. 
3-802). But if the seller procures certification of the check instead of cashing it, the buyer 
is discharged. (Section 3-411). 

6. Where the instrument offered by the buyer is not a payment but a credit instru- 
ment such as a note or a check post-dated by even one day, the seller's acceptance of the 
instrument insofar as third parties are concerned, amounts to a delivery on credit and 
his remedies are set forth in the section on buyer's insolvency. As between the buyer and 
the seller, however, the matter turns on the present subsection and the section on 
conditional delivery and subsequent dishonor of the instrument gives the seller rights on 
it as well as for breach of the contract for sale. 

Cross References: 
Point 1: Sections 2-307, 2-310, 2-320, 2-325, 2-503, 2-513 and 2-609. 
Point 2: Sections 2-307, 2-310, 2-319, 2-322, 2-503, 2-504 and 2-513. 
Point 3: Section 2-614. 
Point 5: Article 3, esp. Sections 3-802 and 3-411. 
Point 6: Sections 2-507, 2-702, and Article 3. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Check”. Section 3-104. 
*Dishonor". Section 3-508. 
“Party”. Section 1-201. 
“Reasonable time". Section 1-204. 
“Seller”. Section 2-103. 


$ 2-512. Payment by Buyer Before Inspection. 


[1995 Amendments to text indicated by strikeout and underline] 
(1) Where the contract requires payment before inspection non- 
conformity of the goods does not excuse the buyer from so making payment 
nless 
(a) the non-conformity appears without inspection; or 
(b) despite tender of the required documents the circumstances would 
justify injunction against honor under this Act (Section 5-109(b)). 


(2) Payment pursuant to subsection (1) does not constitute an accep- 
ance of goods or impair the buyer's right to inspect or any of his remedies. 


As amended in 1995. 
Official Comment 


Subsection (1) of the present section recognizes that the essence of a contract 
providing for payment before inspection is the intention of the parties to shift to the 
buyer the risks which would usually rest upon the seller. The basic nature of the trans- 
action is thus preserved and the buyer is in most cases required to pay first and litigate 
as to any defects later. 

2. "Inspection" under this section is an inspection in a manner reasonable for detect- 
ing defects in goods whose surface appearance is satisfactory. 

3. Clause (a) of this subsection states an exception to the general rule based on com- 
mon sense and normal commercial practice. The apparent non-conformity referred to is 
one which is evident in the mere process of taking delivery. 

4. Clause (b) is concerned with contracts for payment against documents and 
incorporates the general clarification and modification of the case law contained in the 
section on excuse of a financing agency. Section 5-114. 

5. Subsection (2) makes explicit the general policy of the Uniform Sales Act that the 
payment required before inspection in no way impairs the buyer's remedies or rights in 
the event of a default by the seller. The remedies preserved to the buyer are all of his 
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remedies, which include as a matter of reason the remedy for total non-delivery after 
payment in advance. The provision on performance or acceptance under reservation o 
rights does not apply to the situations contemplated here in which payment is made in 
due course under the contract and the buyer need not pay *under protest" or the like in. 
order to preserve his rights as to defects discovered upon inspection. 

6. This section applies to cases in which the contract requires payment before inspec- 
tion either by the express agreement of the parties or by reason of the effect in law o 
that contract. The present section must therefore be considered in conjunction with the 
provision on right to inspection of goods which sets forth the instances in which the 
buyer is not entitled to inspection before payment. 

Cross References: 
Point 4: Article 5. 
Point 5: Section 1-207. 
Point 6: Section 2-513(3). 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
“Contract”. Section 1-201. 
“Financing agency”. Section 2-104. 
“Goods”. Section 2-105. 
“Remedy”. Section 1-201. 
“Rights”. Section 1-201. 


§ 2-513. Buyer’s Right to Inspection of Goods. 

(1) Unless otherwise agreed and subject to subsection (3), where goods 
are tendered or delivered or identified to the contract for sale, the buyer 
has a right before payment or acceptance to inspect them at any reason- 
able place and time and in any reasonable manner. When the seller is 
required or authorized to send the goods to the buyer, the inspection may 
be after their arrival. 

(2) Expenses of inspection must be borne by the buyer but may be 
recovered from the seller if the goods do not conform and are rejected. 

(3) Unless otherwise agreed and subject to the provisions of this Article 
on C.I.F. contracts (subsection (3) of Section 2-321), the buyer is not 
entitled to inspect the goods before payment of the price when the contract 


(a) for delivery “C.O.D.” or on other like terms; or 


(b) for payment against documents of title, except where such pay- 
ment is due only after the goods are to become available for inspection. 


(4) A place or method of inspection fixed by the parties is presumed to be 
exclusive but unless otherwise expressly agreed it does not postpone 
identification or shift the place for delivery or for passing the risk of loss. I 
compliance becomes impossible, inspection shall be as provided in this sec- 

ion unless the place or method fixed was clearly intended as an indispens- 
able condition failure of which avoids the contract. 


Official Comment 
Prior Uniform Statutory Provisions: Section 47(2), (3), Uniform Sales Act. 
Changes: Rewritten, Subsections (2) and (3) being new. 
Purposes of Changes and New Matter: To correspond in substance with the prior 
niform statutory provision and to incorporate in addition some of the results of the better 
case law so that: 
1. The buyer is entitled to inspect goods as provided in subsection (1) unless it has 
been otherwise agreed by the parties. The phrase *unless otherwise agreed" is intended 
principally to cover such situations as those outlined in subsections (3) and (4) and those 
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in which the agreement of the parties negates inspection before tender of delivery. 
However, no agreement by the parties can displace the entire right of inspection except 
where the contract is simply for the sale of “this thing.” Even in a sale of boxed goods “as 
is" inspection is a right of the buyer, since if the boxes prove to contain some other 
merchandise altogether the price can be recovered back; nor do the limitations of the 
provision on effect of acceptance apply in such a case. 

2. The buyer's right of inspection is available to him upon tender, delivery or ap- 
propriation of the goods with notice to him. Since inspection is available to him on ten- 
der, where payment is due against delivery he may, unless otherwise agreed, make his 
inspection before payment of the price. It is also available to him after receipt of the 
goods and so may be postponed after receipt for a reasonable time. Failure to inspect 
before payment does not impair the right to inspect after receipt of the goods unless the 
case falls within subsection (4) on agreed and exclusive inspection provisions. The right 
to inspect goods which have been appropriated with notice to the buyer holds whether or 
not the sale was by sample. 

3. The buyer may exercise his right of inspection at any reasonable time or place and 
in any reasonable manner. It is not necessary that he select the most appropriate time, 
place or manner to inspect or that his selection be the customary one in the trade or 
locality. Any reasonable time, place or manner is available to him and the reasonable- 
ness will be determined by trade usages, past practices between the parties and the other 
circumstances of the case. The last sentence of subsection (1) makes it clear that the 
place of arrival of shipped goods is a reasonable place for their inspection. 

4. Expenses of an inspection made to satisfy the buyer of the seller's performance 
must be assumed by the buyer in the first instance. Since the rule provides merely for an 
allocation of expense there is no policy to prevent the parties from providing otherwise in 
the agreement. Where the buyer would normally bear the expenses of the inspection but 
the goods are rightly rejected because of what the inspection reveals, demonstrable and 
reasonable costs of the inspection are part of his incidental damage caused by the seller's 
breach. 

5. In the case of payment against documents, subsection (3) requires payment before 
inspection, since shipping documents against which payment is to be made will com- 
monly arrive and be tendered while the goods are still in transit. This Article recognizes 
no exception in any peculiar case in which the goods happen to arrive before the 
documents. However, where by the agreement payment is to await the arrival of the 
goods, inspection before payment becomes proper since the goods are then “available for 
inspection." Where by the agreement the documents are to be held until arrival the 
buyer is entitled to inspect before payment since the goods are then “available for 
inspection". Proof of usage is not necessary to establish this right, but if inspection before 
payment is disputed the contrary must be established by usage or by an explicit contract 
term to that effect. For the same reason, that the goods are available for inspection, a 
term calling for payment against storage documents or a delivery order does not normally 
bar the buyer's right to inspection before payment under subsection (3)(b). This result is 
reinforced by the buyer's right under subsection (1) to inspect goods which have been ap- 
propriated with notice to him. 

6. Under subsection (4) an agreed place or method of inspection is generally held to 
be intended as exclusive. However, where compliance with such an agreed inspection| 
term becomes impossible, the question is basically one of intention. If the parties clearly 
intend that the method of inspection named is to be a necessary condition without which. 
the entire deal is to fail, the contract is at an end if that method becomes impossible. On 
the other hand, if the parties merely seek to indicate a convenient and reliable method 
but do not intend to give up the deal in the event of its failure, any reasonable method o 
inspection may be substituted under this Article. Since the purpose of an agreed place o 
inspection is only to make sure at that point whether or not the goods will be thrown 
back, the *exclusive" feature of the named place is satisfied under this Article if the 
buyer's failure to inspect there is held to be an acceptance with the knowledge of such 
defects as inspection would have revealed within the section on waiver of buyer's objec- 
tions by failure to particularize. Revocation of the acceptance is limited to the situations 
stated in the section pertaining to that subject. The reasonable time within which to give 
notice of defects within the section on notice of breach begins to run from the point of the 
"acceptance." 

7. Clauses on time of inspection are commonly clauses which limit the time in which 
the buyer must inspect and give notice of defects. Such clauses are therefore governed by 
the section of this Article which requires that such a time limitation must be reasonable. 
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8. Inspection under this Article is not to be regarded as a “condition precedent to the 
passing of title" so that risk until inspection remains on the seller. Under subsection (4) 
such an approach cannot be sustained. Issues between the buyer and seller are settled in 
this Article almost wholly by special provisions and not by the technical determination o 
the locus of the title. Thus “inspection as a condition to the passing of title" becomes a 
concept almost without meaning. However, in peculiar circumstances inspection may still 
have some of the consequences hitherto sought and obtained under that concept. 

9. “Inspection” under this section has to do with the buyer's check-up on whether the 
seller's performance is in accordance with a contract previously made and is not to be 
confused with the “examination” of the goods or of a sample or model of them at the time 
of contracting which may affect the warranties involved in the contract. 

Cross References: 

Generally: Sections 2-310(b), 2-321(3) and 2-606(1)(b). 
Point 1: Section 2-607. 

Point 2: Sections 2-501 and 2-502. 
Point 4: Section 2-715. 

Point 5: Section 2-321(3). 

Point 6: Sections 2-606 to 2-608. 
Point 7: Section 1-204. 
Point 8: Comment to Section 2-401. 
Point 9: Section 2-316(3)(b). 

Definitional Cross References: 

“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Document of title”. Section 1-201. 
“Goods”. Section 2-105. 
“Party”. Section 1-201. 
“Presumed”. Section 1-201. 
“Reasonable time”. Section 1-204. 
“Rights”. Section 1-201. 
“Seller”. Section 2-103. 
“Send”. Section 1-201. 
“Term”. Section 1-201. 


§ 2-514. When Documents Deliverable on Acceptance; When on 
Payment. 


Unless otherwise agreed documents against which a draft is drawn are 
o be delivered to the drawee on acceptance of the draft if it is payable 
ore than three days after presentment; otherwise, only on payment. 


Official Comment 
Prior Uniform Statutory Provision: Section 41, Uniform Bills of Lading Act. 
Changes: Rewritten. 
Purposes of Changes: To make the provision one of general application so that: 

1. It covers any document against which a draft may be drawn, whatever may be the 
form of the document, and applies to interpret the action of a seller or consignor insofar 
as it may affect the rights and duties of any buyer, consignee or financing agency 
concerned with the paper. Supplementary or corresponding provisions are found in Sec- 
tions 4-503 and 5-112. 

2. An “arrival” draft is a sight draft within the purpose of this section. 
Cross References: 
Point 1: See Sections 2-502, 2-505(2), 2-507(2), 2-512, 2-513, 2-607 concerning protec- 
tion of rights of buyer and seller, and 4-503 and 5-112 on delivery of documents. 
Definitional Cross References: 
“Delivery”. Section 1-201. 
“Draft”. Section 3-104. 


§ 2-515. Preserving Evidence of Goods in Dispute. 
In furtherance of the adjustment of any claim or dispute 


APPENDIX 


(a) either party on reasonable notification to the other and for the 
purpose of ascertaining the facts and preserving evidence has the right 
to inspect, test and sample the goods including such of them as may be 
in the possession or control of the other; and 


(b) the parties may agree to a third party inspection or survey to 
determine the conformity or condition of the goods and may agree that 
the findings shall be binding upon them in any subsequent litigation or 
adjustment. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. To meet certain serious problems which arise when there is a dispute as to the 
quality of the goods and thereby perhaps to aid the parties in reaching a settlement, and 
to further the use of devices which will promote certainty as to the condition of the 
goods, or at least aid in preserving evidence of their condition. 

2. Under paragraph (a), to afford either party an opportunity for preserving evidence, 
whether or not agreement has been reached, and thereby to reduce uncertainty in any 
litigation and, in turn perhaps, to promote agreement. Paragraph (a) does not conflict 
with the provisions on the seller's right to resell rejected goods or the buyer's similar 
right. Apparent conflict between these provisions which will be suggested in certain cir- 
cumstances is to be resolved by requiring prompt action by the parties. Nor does 
paragraph (a) impair the effect of a term for payment before inspection. Short of such 
defects as amount to fraud or substantial failure of consideration, non-conformity is nei- 
ther an excuse nor a defense to an action for non-acceptance of documents. Normally, 
therefore, until the buyer has made payment, inspected and rejected the goods, there is 
no occasion or use for the rights under paragraph (a). 

3. Under paragraph (b), to provide for third party inspection upon the agreement o 
the parties, thereby opening the door to amicable adjustments based upon the findings o 
such third parties. 

The use of the phrase “conformity or condition” makes it clear that the parties’ agree- 
ment may range from a complete settlement of all aspects of the dispute by a third party to 
he use of a third party merely to determine and record the condition of the goods so that, 
hey can be resold or used to reduce the stake in controversy. “Conformity”, at one end o 
he scale of possible issues, includes the whole question of interpretation of the agreement 
and its legal effect, the state of the goods in regard to quality and condition, whether any 
defects are due to factors which operate at the risk of the buyer, and the degree of non- 
conformity where that may be material. *Condition", at the other end of the scale, includes 
othing but the degree of damage or deterioration which the goods show. Paragraph (b) is 

intended to reach any point in the gamut which the parties may agree upon. 

The principle of the section on reservation of rights reinforces this paragraph in simplify- 
ing such adjustments as the parties wish to make in partial settlement while reserving 
heir rights as to any further points. Paragraph (b) also suggests the use of arbitration, 

here desired, of any points left open, but nothing in this section is intended to repeal or 
amend any statute governing arbitration. Where any question arises as to the extent of the 
parties' agreement under the paragraph, the presumption should be that it was meant to 
extend only to the relation between the contract description and the goods as delivered, 
since that is what a craftsman in the trade would normally be expected to report upon. 
Finally, a written and authenticated report of inspection or tests by a third party, whether 
or not sampling has been practicable, is entitled to be admitted as evidence under this Act, 


Point 2: Sections 2-513(3), 2-706 and 2-711(2) and Article 5. 
Point 3: Sections 1-202 and 1-207. 
Definitional Cross References: 
*Conform". Section 2-106. 
*Goods". Section 2-105. 
“Notification”. Section 1-201. 
“Party”. Section 1-201. 
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BREACH, REPUDIATION AND EXCUSE 


$ 2-601. Buyer's Rights on Improper Delivery. 

Subject to the provisions of this Article on breach in installment 
contracts (Section 2-612) and unless otherwise agreed under the sections 
on contractual limitations of remedy (Sections 2-718 and 2-719), if the 
goods or the tender of delivery fail in any respect to conform to the contract, 
he buyer may 

(a) reject the whole; or 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest. 


Official Comment 


Prior Uniform Statutory Provision: No one general equivalent provision but numerous 
provisions, dealing with situations of non-conformity where buyer may accept or reject, 
including Sections 11, 44 and 69(1), Uniform Sales Act. 

Changes: Partial acceptance in good faith is recognized and the buyer's remedies on the 
contract for breach of warranty and the like, where the buyer has returned the goods after 
ransfer of title, are no longer barred. 

Purposes of Changes: To make it clear that: 

1. A buyer accepting a non-conforming tender is not penalized by the loss of any 
remedy otherwise open to him. This policy extends to cover and regulate the acceptance 
of a part of any lot improperly tendered in any case where the price can reasonably be 
apportioned. Partial acceptance is permitted whether the part of the goods accepted 
conforms or not. The only limitation on partial acceptance is that good faith and com- 
mercial reasonableness must be used to avoid undue impairment of the value of the 
remaining portion of the goods. This is the reason for the insistence on the “commercial 
unit" in paragraph (c). In this respect, the test is not only what unit has been the basis 
of contract, but whether the partial acceptance produces so materially adverse an effect; 
on the remainder as to constitute bad faith. 

2. Acceptance made with the knowledge of the other party is final. An original refusal 
to accept may be withdrawn by a later acceptance if the seller has indicated that he is 
holding the tender open. However, if the buyer attempts to accept, either in whole or in 
part, after his original rejection has caused the seller to arrange for other disposition o 
the goods, the buyer must answer for any ensuing damage since the next section provides 
that any exercise of ownership after rejection is wrongful as against the seller. Further, 
he is liable even though the seller may choose to treat his action as acceptance rather 
than conversion, since the damage flows from the misleading notice. Such arrangements 
for resale or other disposition of the goods by the seller must be viewed as within the 
normal contemplation of a buyer who has given notice of rejection. However, the buyer's 
attempts in good faith to dispose of defective goods where the seller has failed to give 
instructions within a reasonable time are not to be regarded as an acceptance. 

Cross References: 

Sections 2-602(2)(a), 2-612, 2-718 and 2-719. 
Definitional Cross References: 

“Buyer”. Section 2-103. 

*Commercial unit". Section 2-105. 

“Conform”. Section 2-106. 

“Contract”. Section 1-201. 

*Goods". Section 2-105. 

“Installment contract". Section 2-612. 

*Rights". Section 1-201. 


$ 2-602. Manner and Effect of Rightful Rejection. 

(1) Rejection of goods must be within a reasonable time after their 
delivery or tender. It is ineffective unless the buyer seasonably notifies the 
seller. 
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(2) Subject to the provisions of the two following sections on rejected 
goods (Sections 2-603 and 2-604), 
(a) after rejection any exercise of ownership by the buyer with respect 
to any commercial unit is wrongful as against the seller; and 


(b) if the buyer has before rejection taken physical possession of goods 
in which he does not have a security interest under the provisions of this 
Article (subsection (3) of Section 2-711), he is under a duty after rejec- 
tion to hold them with reasonable care at the seller's disposition for a 
time sufficient to permit the seller to remove them; but 

(c) the buyer has no further obligations with regard to goods rightfully 
rejected. 

(3) The seller's rights with respect to goods wrongfully rejected are 
governed by the provisions of this Article on Seller's remedies in general 
(Section 2-703). 


Official Comment 
Prior Uniform Statutory Provision: Section 50, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 

1. A tender or delivery of goods made pursuant to a contract of sale, even though 
wholly non-conforming, requires affirmative action by the buyer to avoid acceptance. 
Under subsection (1), therefore, the buyer is given a reasonable time to notify the seller 
of his rejection, but without such seasonable notification his rejection is ineffective. The 
sections of this Article dealing with inspection of goods must be read in connection with 
the buyer's reasonable time for action under this subsection. Contract provisions limiting 
the time for rejection fall within the rule of the section on “Time” and are effective if the 
time set gives the buyer a reasonable time for discovery of defects. What constitutes a 
due “notifying” of rejection by the buyer to the seller is defined in Section 1-201. 

2. Subsection (2) lays down the normal duties of the buyer upon rejection, which flow 
from the relationship of the parties. Beyond his duty to hold the goods with reasonable 
care for the buyer's [seller's] disposition, this section continues the policy of prior uniform 
legislation in generally relieving the buyer from any duties with respect to them, except 
when the circumstances impose the limited obligation of salvage upon him under the 
next section. 

3. The present section applies only to rightful rejection by the buyer. If the seller has 
made a tender which in all respects conforms to the contract, the buyer has a positive 
duty to accept and his failure to do so constitutes a “wrongful rejection” which gives the 
seller immediate remedies for breach. Subsection (3) is included here to emphasize the 
sharp distinction between the rejection of an improper tender and the non-acceptance 
which is a breach by the buyer. 

4. The provisions of this section are to be appropriately limited or modified when a 
negotiation is in process. 

Cross References: 
Point 1: Sections 1-201, 1-204(1) and (3), 2-512(2), 2-513(1) and 2-606(1)(b). 

Point 2: Section 2-603(1). 

Point 3: Section 2-703. 

Definitional Cross References: 
“Buyer”. Section 2-103. 

“Commercial unit". Section 2-105. 

“Goods”. Section 2-105. 

*Merchant". Section 2-104. 

“Notifies”. Section 1-201. 

“Reasonable time”. Section 1-204. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Seasonably”. Section 1-204. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


$ 2-603. Merchant Buyer's Duties as to Rightfully Rejected Goods. 


(1) Subject to any security interest in the buyer (subsection (3) of Section 
2-711), when the seller has no agent or place of business at the market o 
rejection a merchant buyer is under a duty after rejection of goods in his 
possession or control to follow any reasonable instructions received from 

he seller with respect to the goods and in the absence of such instructions 
o make reasonable efforts to sell them for the seller's account if they are 
perishable or threaten to decline in value speedily. Instructions are not 
reasonable if on demand indemnity for expenses is not forthcoming. 


(2) When the buyer sells goods under subsection (1), he is entitled to 
reimbursement from the seller or out of the proceeds for reasonable expen- 
ses of caring for and selling them, and if the expenses include no selling 
commission then to such commission as is usual in the trade or if there is 
none to a reasonable sum not exceeding ten per cent on the gross proceeds. 


(3) In complying with this section the buyer is held only to good faith 
and good faith conduct hereunder is neither acceptance nor conversion nor 
he basis of an action for damages. 


Official Comment 

Prior Uniform Statutory Provision: None. 

Purposes: 

1. This section recognizes the duty imposed upon the merchant buyer by good faith 
and commercial practice to follow any reasonable instructions of the seller as to reship- 
ping, storing, delivery to a third party, reselling or the like. Subsection (1) goes further 
and extends the duty to include the making of reasonable efforts to effect a salvage sale 
where the value of the goods is threatened and the seller's instructions do not arrive in 
time to prevent serious loss. 

2. The limitations on the buyer's duty to resell under subsection (1) are to be liberally 
construed. The buyer's duty to resell under this section arises from commercial necessity 
and thus is present only when the seller has ^no agent or place of business at the market 
of rejection". A financing agency which is acting in behalf of the seller in handling the 
documents rejected by the buyer is sufficiently the seller's agent to lift the burden o 
salvage resale from the buyer. (See provisions of Sections 4-503 and 5-112 on bank's 
duties with respect to rejected documents.) The buyer's duty to resell is extended only to 
goods in his “possession or control”, but these are intended as words of wide, rather than 
narrow, import. In effect, the measure of the buyer's *control" is whether he can 
practicably effect control without undue commercial burden. 

3. The explicit provisions for reimbursement and compensation to the buyer in subsec- 
tion (2) are applicable and necessary only where he is not acting under instructions from 
the seller. As provided in subsection (1) the seller's instructions to be “reasonable” must 
on demand of the buyer include indemnity for expenses. 

4. Since this section makes the resale of perishable goods an affirmative duty in 
contrast to a mere right to sell as under the case law, subsection (3) makes it clear that 
the buyer is liable only for the exercise of good faith in determining whether the value o 
the goods is sufficiently threatened to justify a quick resale or whether he has waited a 
sufficient length of time for instructions, or what a reasonable means and place of resale 
is. 

5. A buyer who fails to make a salvage sale when his duty to do so under this section 
has arisen is subject to damages pursuant to the section on liberal administration o 
remedies. 

Cross References: 

Point 2: Sections 4-503 and 5-112. 

Point 5: Section 1-106. Compare generally section 2-706. 

Definitional Cross References: 

“Buyer”. Section 2-103. 

“Good faith". Section 1-201. 

“Goods”. Section 2-105. 

*Merchant". Section 2-104. 
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"Security interest". Section 1-201. 
“Seller”. Section 2-103. 


$ 2-604. Buyer's Options as to Salvage of Rightfully Rejected 
Goods. 


Subject to the provisions of the immediately preceding section on 
perishables if the seller gives no instructions within a reasonable time af- 
er notification of rejection the buyer may store the rejected goods for the 
seller's account or reship them to him or resell them for the seller's ac- 
count with reimbursement as provided in the preceding section. Such ac- 
lon is not acceptance or conversion. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
The basic purpose of this section is twofold: on the one hand it aims at reducing the stake 
in dispute and on the other at avoiding the pinning of a technical *acceptance" on a buyer 
ho has taken steps towards realization on or preservation of the goods in good faith. This 
section is essentially a salvage section and the buyer's right to act under it is conditioned 
pon (1) non-conformity of the goods, (2) due notification of rejection to the seller under the 
section on manner of rejection, and (3) the absence of any instructions from the seller 
hich the merchant-buyer has a duty to follow under the preceding section. 
This section is designed to accord all reasonable leeway to a rightfully rejecting buyer 
acting in good faith. The listing of what the buyer may do in the absence of instructions 
rom the seller is intended to be not exhaustive but merely illustrative. This is not a 
“merchant’s” section and the options are pure options given to merchant and nonmerchant 
buyers alike. The merchant-buyer, however, may in some instances be under a duty rather 
han an option to resell under the provisions of the preceding section. 
Cross References: 
Sections 2-602(1), and 2-603(1) and 2-706. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Notification”. Section 1-201. 
“Reasonable time". Section 1-204. 
“Seller”. Section 2-103. 


$ 2-605. Waiver of Buyer's Objections by Failure to Particularize. 
(1) The buyer's failure to state in connection with rejection a particular 
defect which is ascertainable by reasonable inspection precludes him from 
relying on the unstated defect to justify rejection or to establish breach 
(a) where the seller could have cured it if stated seasonably; or 
(b) between merchants when the seller has after rejection made a 
request in writing for a full and final written statement of all defects on 
which the buyer proposes to rely. 
(2) Payment against documents made without reservation of rights 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. The present section rests upon a policy of permitting the buyer to give a quick and 
informal notice of defects in a tender without penalizing him for omissions in his state- 
ment, while at the same time protecting a seller who is reasonably misled by the buyer's 
failure to state curable defects. 
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2. Where the defect in a tender is one which could have been cured by the seller, a 
buyer who merely rejects the delivery without stating his objections to it is probably act- 
ing in commercial bad faith and seeking to get out of a deal which has become 
unprofitable. Subsection (1)(a), following the general policy of this Article which looks to 
preserving the deal wherever possible, therefore insists that the seller’s right to correct 
his tender in such circumstances be protected. 

3. When the time for cure is past, subsection (1)(b) makes it plain that a seller is 
entitled upon request to a final statement of objections upon which he can rely. What is 
needed is that he make clear to the buyer exactly what is being sought. A formal demand 
under paragraph (b) will be sufficient in the case of a merchant-buyer. 

4. Subsection (2) applies to the particular case of documents the same principle which 
the section on effects of acceptance applies to the case of goods. The matter is dealt with. 
in this section in terms of “waiver” of objections rather than of right to revoke accep- 
tance, partly to avoid any confusion with the problems of acceptance of goods and partly 
because defects in documents which are not taken as grounds for rejection are generally 
minor ones. The only defects concerned in the present subsection are defects in the docu- 
ments which are apparent on their face. Where payment is required against the docu- 
ments they must be inspected before payment, and the payment then constitutes accep- 
tance of the documents. Under the section dealing with this problem, such acceptance o 
the documents does not constitute an acceptance of the goods or impair any options or 
remedies of the buyer for their improper delivery. Where the documents are delivered 
without requiring such contemporary action as payment from the buyer, the reason o 
the next section on what constitutes acceptance of goods, applies. Their acceptance by 
non-objection is therefore postponed until after a reasonable time for their inspection. In. 
either situation, however, the buyer ^waives" only what is apparent on the face of the 
documents. 

Cross References: 
Point 2: Section 2-508. 
Point 4: Sections 2-512(2), 2-606(1)(b), 2-607(2). 
Definitional Cross References: 
"Between merchants". Section 2-104. 
“Buyer”. Section 2-103. 
“Seasonably”. Section 1-204. 
"Seller". Section 2-103. 
“Writing” and “written”. Section 1-201. 


$ 2-606. What Constitutes Acceptance of Goods. 
(1) Acceptance of goods occurs when the buyer 
(a) after a reasonable opportunity to inspect the goods signifies to the 
seller that the goods are conforming or that he will take or retain them 
in spite of their non-conformity; or 
(b) fails to make an effective rejection (subsection (1) of Section 2-602), 
but such acceptance does not occur until the buyer has had a reasonable 
opportunity to inspect them; or 
(c) does any act inconsistent with the seller's ownership; but if such 
act is wrongful as against the seller it is an acceptance only if ratified by 
him. 
(2) Acceptance of a part of any commercial unit is acceptance of that 
entire unit. 


Official Comment 
Prior Uniform Statutory Provision: Section 48, Uniform Sales Act. 
Changes: Rewritten, the qualification in paragraph (c) and subsection (2) being new; 
otherwise the general policy of the prior legislation is continued. 
Purposes of Changes and New Matter: To make it clear that: 
1. Under this Article “acceptance” as applied to goods means that the buyer, pursu- 
ant to the contract, takes particular goods which have been appropriated to the contract 
as his own, whether or not he is obligated to do so, and whether he does so by words, ac- 
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tion, or silence when it is time to speak. If the goods conform to the contract, acceptance 
amounts only to the performance by the buyer of one part of his legal obligation. 

2. Under this Article acceptance of goods is always acceptance of identified goods 
which have been appropriated to the contract or are appropriated by the contract. There 
is no provision for “acceptance of title" apart from acceptance in general, since acceptance 
of title is not material under this Article to the detailed rights and duties of the parties. 
(See Section 2-401). The refinements of the older law between acceptance of goods and o 
title become unnecessary in view of the provisions of the sections on effect and revocation! 
of acceptance, on effects of identification and on risk of loss, and those sections which free 
the seller's and buyer's remedies from the complications and confusions caused by the 
question of whether title has or has not passed to the buyer before breach. 

3. Under paragraph (a), payment made after tender is always one circumstance tend- 
ing to signify acceptance of the goods but in itself it can never be more than one 
circumstance and is not conclusive. Also, a conditional communication of acceptance 
always remains subject to its expressed conditions. 

4. Under paragraph (c), any action taken by the buyer, which is inconsistent with his 
claim that he has rejected the goods, constitutes an acceptance. However, the provisions 
of paragraph (c) are subject to the sections dealing with rejection by the buyer which 
permit the buyer to take certain actions with respect to the goods pursuant to his options 
and duties imposed by those sections, without effecting an acceptance of the goods. The 
second clause of paragraph (c) modifies some of the prior case law and makes it clear that 
"acceptance" in law based on the wrongful act of the acceptor is acceptance only as 
against the wrongdoer and then only at the option of the party wronged. In the same 
manner in which a buyer can bind himself, despite his insistence that he is rejecting or 
has rejected the goods, by an act inconsistent with the seller's ownership under paragraph 
(c), he can obligate himself by a communication of acceptance despite a prior rejection 
under paragraph (a). However, the sections on buyer's rights on improper delivery and on 
the effect of rightful rejection, make it clear that after he once rejects a tender, paragraph 
(a) does not operate in favor of the buyer unless the seller has re-tendered the goods or 
has taken affirmative action indicating that he is holding the tender open. See also Com- 
ment 2 to Section 2-601. 

5. Subsection (2) supplements the policy of the section on buyer's rights on improper 
delivery, recognizing the validity of a partial acceptance but insisting that the buyer 
exercise this right only as to whole commercial units. 

Cross References: 
Point 2: Sections 2-401, 2-509, 2-510, 2-607, 2-608 and Part 7. 
Point 4: Sections 2-601 through 2-604. 
Point 5: Section 2-601. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
*Commercial unit". Section 2-105. 
“Goods”. Section 2-105. 
“Seller”. Section 2-103. 


§ 2-607. Effect of Acceptance; Notice of Breach; Burden of 
Establishing Breach After Acceptance; Notice of Claim or 
Litigation to Person Answerable Over. 

(1) The buyer must pay at the contract rate for any goods accepted. 

(2) Acceptance of goods by the buyer precludes rejection of the goods ac- 
cepted and if made with knowledge of a non-conformity cannot be revoked 
because of it unless the acceptance was on the reasonable assumption that 
he non-conformity would be seasonably cured but acceptance does not o 
itself impair any other remedy provided by this Article for non-conformity. 

(3) Where a tender has been accepted 

(a) the buyer must within a reasonable time after he discovers or 
should have discovered any breach notify the seller of breach or be barred 
from any remedy; and 

(b) if the claim is one for infringement or the like (subsection (3) o 
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must so notify the seller within a reasonable time after he receives no- 

tice of the litigation or be barred from any remedy over for liability 

established by the litigation. 

(4) The burden is on the buyer to establish any breach with respect to 
he goods accepted. 

(5) Where the buyer is sued for breach of a warranty or other obligation 
for which his seller is answerable over 

(a) he may give his seller written notice of the litigation. If the notice 

states that the seller may come in and defend and that if the seller does 

not do so he will be bound in any action against him by his buyer by any 

determination of fact common to the two litigations, then unless the 

seller after seasonable receipt of the notice does come in and defend he 

is so bound. 


(b) if the claim is one for infringement or the like (subsection (3) o 
Section 2-312) the original seller may demand in writing that his buyer 
turn over to him control of the litigation including settlement or else be 
barred from any remedy over and if he also agrees to bear all expense 
and to satisfy any adverse judgment, then unless the buyer after season- 
able receipt of the demand does turn over control the buyer is so barred. 
(6) The provisions of subsections (3), (4) and (5) apply to any obligation 

of a buyer to hold the seller harmless against infringement or the like 
(subsection (3) of Section 2-312). 


Official Comment 


Prior Uniform Statutory Provision: Subsection (1)—Section 41, Uniform Sales Act; 
Subsections (2) and (3)—Sections 49 and 69, Uniform Sales Act. 

Changes: Rewritten. 

Purposes of Changes: To continue the prior basic policies with respect to acceptance o 
goods while making a number of minor though material changes in the interest of simplic- 
ity and commercial convenience so that: 

1. Under subsection (1), once the buyer accepts a tender the seller acquires a right to 
its price on the contract terms. In cases of partial acceptance, the price of any part ac- 
cepted is, if possible, to be reasonably apportioned, using the type of apportionment fa- 
miliar to the courts in quantum valebant cases, to be determined in terms of “the contract 
rate," which is the rate determined from the bargain in fact (the agreement) after the 
rules and policies of this Article have been brought to bear. 

2. Under subsection (2) acceptance of goods precludes their subsequent rejection. Any 
return of the goods thereafter must be by way of revocation of acceptance under the next! 
section. Revocation is unavailable for a non-conformity known to the buyer at the time o 
acceptance, except where the buyer has accepted on the reasonable assumption that the 
non-conformity would be seasonably cured. 

3. All other remedies of the buyer remain unimpaired under subsection (2). This is 
intended to include the buyer's full rights with respect to future installments despite his 
acceptance of any earlier non-conforming installment. 

4. 'The time of notification is to be determined by applying commercial standards to a 
merchant buyer. “A reasonable time" for notification from a retail consumer is to be 
judged by different standards so that in his case it will be extended, for the rule o 
requiring notification is designed to defeat commercial bad faith, not to deprive a good 
faith consumer of his remedy. The content of the notification need merely be sufficient to 
let the seller know that the transaction is still troublesome and must be watched. There 
is no reason to require that the notification which saves the buyer's rights under this sec- 
tion must include a clear statement of all the objections that will be relied on by the 
buyer, as under the section covering statements of defects upon rejection (Section 2-605). 
Nor is there reason for requiring the notification to be a claim for damages or of any 
threatened litigation or other resort to a remedy. The notification which saves the buyer's 
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rights under this Article need only be such as informs the seller that the transaction is 
claimed to involve a breach, and thus opens the way for normal settlement through 
negotiation. 

5. Under this Article various beneficiaries are given rights for injuries sustained by 
them because of the seller's breach of warranty. Such a beneficiary does not fall within 
the reason of the present section in regard to discovery of defects and the giving of notice 
within a reasonable time after acceptance, since he has nothing to do with acceptance. 
However, the reason of this section does extend to requiring the beneficiary to notify the 
seller that an injury has occurred. What is said above, with regard to the extended time 
for reasonable notification from the lay consumer after the injury is also applicable here; 
but even a beneficiary can be properly held to the use of good faith in notifying, once he 
has had time to become aware of the legal situation. 

6. Subsection (4) unambiguously places the burden of proof to establish breach on the 
buyer after acceptance. However, this rule becomes one purely of procedure when the 
tender accepted was non-conforming and the buyer has given the seller notice of breach. 
under subsection (3). For subsection (2) makes it clear that acceptance leaves unimpaired 
the buyer's right to be made whole, and that right can be exercised by the buyer not only 
by way of cross-claim for damages, but also by way of recoupment in diminution or 
extinction of the price. 

7. Subsections (3)(b) and (5)(b) give a warrantor against infringement an opportunity 
to defend or compromise third-party claims or be relieved of his liability. Subsection 
(5)(a) codifies for all warranties the practice of voucher to defend. Compare Section 3-803. 
Subsection (6) makes these provisions applicable to the buyer's liability for infringement 
under Section 2-312. 

ed All of the provisions of the present section are subject to any explicit reservation o 
rights. 

Cross References: 
Point 1: Section 1-201. 
Point 2: Section 2-608. 
Point 4: Sections 1-204 and 2-605. 
Point 5: Section 2-318. 
Point 6: Section 2-717. 
Point 7: Sections 2-312 and 3-803. 
Point 8: Section 1-207. 
Definitional Cross References: 
“Burden of establishing". Section 1-201. 
“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
“Contract”. Section 1-201. 
“Goods”. Section 2-105. 
“Notifies”. Section 1-201. 
“Reasonable time”. Section 1-204. 
“Remedy”. Section 1-201. 
“Seasonably”. Section 1-204. 


§ 2-608. Revocation of Acceptance in Whole or in Part. 
(1) The buyer may revoke his acceptance of a lot or commercial unit 
hose non-conformity substantially impairs its value to him if he has ac- 
cepted it 
(a) on the reasonable assumption that its non-conformity would be 
cured and it has not been seasonably cured; or 
(b) without discovery of such non-conformity if his acceptance was rea- 
sonably induced either by the difficulty of discovery before acceptance or 
by the seller’s assurances. 
(2) Revocation of acceptance must occur within a reasonable time after 
he buyer discovers or should have discovered the ground for it and before 
any substantial change in condition of the goods which is not caused by 
heir own defects. It is not effective until the buyer notifies the seller of it. 
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(3) A buyer who so revokes has the same rights and duties with regard 
o the goods involved as if he had rejected them. 


Official Comment 
Prior Uniform Statutory Provision: Section 69(1)(d), (3), (4) and (5), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 

1. Although the prior basic policy is continued, the buyer is no longer required to 
elect between revocation of acceptance and recovery of damages for breach. Both are now 
available to him. The non-alternative character of the two remedies is stressed by the 
terms used in the present section. The section no longer speaks of “rescission,” a term 
capable of ambiguous application either to transfer of title to the goods or to the contract; 
of sale and susceptible also of confusion with cancellation for cause of an executed or ex- 
ecutory portion of the contract. The remedy under this section is instead referred to 
simply as *revocation of acceptance" of goods tendered under a contract for sale and 
involves no suggestion of “election” of any sort. 

2. Revocation of acceptance is possible only where the non-conformity substantially 
impairs the value of the goods to the buyer. For this purpose the test is not what the 
seller had reason to know at the time of contracting; the question is whether the non- 
conformity is such as will in fact cause a substantial impairment of value to the buyer 
though the seller had no advance knowledge as to the buyer's particular circumstances. 

3. “Assurances” by the seller under paragraph (b) of subsection (1) can rest as well in 
the circumstances or in the contract as in explicit language used at the time of delivery. 
The reason for recognizing such assurances is that they induce the buyer to delay 
discovery. These are the only assurances involved in paragraph (b). Explicit assurances 
may be made either in good faith or bad faith. In either case any remedy accorded by this 
Article is available to the buyer under the section on remedies for fraud. 

4. Subsection (2) requires notification of revocation of acceptance within a reasonable 
time after discovery of the grounds for such revocation. Since this remedy will be gener- 
ally resorted to only after attempts at adjustment have failed, the reasonable time period 
should extend in most cases beyond the time in which notification of breach must be 
given, beyond the time for discovery of non-conformity after acceptance and beyond the 
time for rejection after tender. The parties may by their agreement limit the time for 
notification under this section, but the same sanctions and considerations apply to such. 
agreements as are discussed in the comment on manner and effect of rightful rejection. 

5. The content of the notice under subsection (2) is to be determined in this case as in 
others by considerations of good faith, prevention of surprise, and reasonable adjustment. 
More will generally be necessary than the mere notification of breach required under the 
preceding section. On the other hand the requirements of the section on waiver of buyer's 
objections do not apply here. The fact that quick notification of trouble is desirable af- 
fords good ground for being slow to bind a buyer by his first statement. Following the 
general policy of this Article, the requirements of the content of notification are less 
stringent in the case of a non-merchant buyer. 

6. Under subsection (2) the prior policy is continued of seeking substantial justice in 
regard to the condition of goods restored to the seller. Thus the buyer may not revoke his 
acceptance if the goods have materially deteriorated except by reason of their own defects. 
Worthless goods, however, need not be offered back and minor defects in the articles 
reoffered are to be disregarded. 

7. The policy of the section allowing partial acceptance is carried over into the pres- 
ent section and the buyer may revoke his acceptance, in appropriate cases, as to the 
entire lot or any commercial unit thereof. 

Cross References: 
Point 3: Section 2-721. 

Point 4: Sections 1-204, 2-602 and 2-607. 

Point 5: Sections 2-605 and 2-607. 

Point 7: Section 2-601. 

Definitional Cross References: 
“Buyer”. Section 2-103. 

*Commercial unit". Section 2-105. 

“Conform”. Section 2-106. 

“Goods”. Section 2-105. 

“Lot”. Section 2-105. 
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“Notifies”. Section 1-201. 
“Reasonable time". Section 1-204. 
*Rights". Section 1-201. 
“Seasonably”. Section 1-204. 
*Seller". Section 2-103. 


$ 2-609. Right to Adequate Assurance of Performance. 
(1) A contract for sale imposes an obligation on each party that the 
other's expectation of receiving due performance will not be impaired. 
en reasonable grounds for insecurity arise with respect to the perfor- 
ance of either party the other may in writing demand adequate assur- 
ance of due performance and until he receives such assurance may if com- 
ercially reasonable suspend any performance for which he has not 
already received the agreed return. 
(2) Between merchants the reasonableness of grounds for insecurity and 
he adequacy of any assurance offered shall be determined according to 
commercial standards. 

(3) Acceptance of any improper delivery or payment does not prejudice 

he aggrieved party's right to demand adequate assurance of future 
performance. 

(4) After receipt of a justified demand failure to provide within a reason- 
able time not exceeding thirty days such assurance of due performance as 
is adequate under the circumstances of the particular case is a repudiation 
of the contract. 


Official Comment 


Prior Uniform Statutory Provision: See Sections 53, 54(1)(b), 55 and 63(2), Uniform 
Sales Act. 


Purposes: 

1. The section rests on the recognition of the fact that the essential purpose of a 
contract between commercial men is actual performance and they do not bargain merely 
for a promise, or for a promise plus the right to win a lawsuit and that a continuing 
sense of reliance and security that the promised performance will be forthcoming when 
due, is an important feature of the bargain. If either the willingness or the ability of a 
party to perform declines materially between the time of contracting and the time for 
performance, the other party is threatened with the loss of a substantial part of what he 
has bargained for. A seller needs protection not merely against having to deliver on 
credit to a shaky buyer, but also against having to procure and manufacture the goods, 
perhaps turning down other customers. Once he has been given reason to believe that 
the buyer's performance has become uncertain, it is an undue hardship to force him to 
continue his own performance. Similarly, a buyer who believes that the seller's deliveries 
have become uncertain cannot safely wait for the due date of performance when he has 
been buying to assure himself of materials for his current manufacturing or to replenish 
his stock of merchandise. 

2. Three measures have been adopted to meet the needs of commercial men in such 
situations. First, the aggrieved party is permitted to suspend his own performance and 
any preparation therefor, with excuse for any resulting necessary delay, until the situa- 
tion has been clarified. ^Suspend performance" under this section means to hold up per- 
formance pending the outcome of the demand, and includes also the holding up of any 
preparatory action. This is the same principle which governs the ancient law of stoppage 
and seller's lien, and also of excuse of a buyer from prepayment if the seller's actions 
manifest that he cannot or will not perform. (Original Act, Section 63(2).) Secondly, the 
aggrieved party is given the right to require adequate assurance that the other party's 
performance will be duly forthcoming. This principle is reflected in the familiar clauses 
permitting the seller to curtail deliveries if the buyer's credit becomes impaired, which 
when held within the limits of reasonableness and good faith actually express no more 
than the fair business meaning of any commercial contract. Third, and finally, this sec- 
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tion provides the means by which the aggrieved party may treat the contract as broken i 
his reasonable grounds for insecurity are not cleared up within a reasonable time. This is 
the principle underlying the law of anticipatory breach, whether by way of defective part 
performance or by repudiation. The present section merges these three principles of law 
and commercial practice into a single theory of general application to all sales agree- 
ments looking to future performance. 

3. Subsection (2) of the present section requires that “reasonable” grounds and “ade- 
quate" assurance as used in subsection (1) be defined by commercial rather than legal 
standards. The express reference to commercial standards carries no connotation that 
the obligation of good faith is not equally applicable here. Under commercial standards 
and in accord with commercial practice, a ground for insecurity need not arise from or be 
directly related to the contract in question. The law as to “dependence” or “independence” 
of promises within a single contract does not control the application of the present 
section. Thus a buyer who falls behind in “his account" with the seller, even though the 
items involved have to do with separate and legally distinct contracts, impairs the 
seller's expectation of due performance. Again, under the same test, a buyer who requires 
precision parts which he intends to use immediately upon delivery, may have reasonable 
grounds for insecurity if he discovers that his seller is making defective deliveries of such 
parts to other buyers with similar needs. Thus, too, in a situation such as arose in Jay 
Dreher Corporation v. Delco Appliance Corporation, 93 F.2d 275 (C.C.A.2, 1937), where a 
manufacturer gave a dealer an exclusive franchise for the sale of his product but on two 
or three occasions breached the exclusive dealing clause, although there was no default 
in orders, deliveries or payments under the separate sales contract between the parties, 
the aggrieved dealer would be entitled to suspend his performance of the contract for sale 
under the present section and to demand assurance that the exclusive dealing contract 
would be lived up to. There is no need for an explicit clause tying the exclusive franchise 
into the contract for the sale of goods since the situation itself ties the agreements 
together. The nature of the sales contract enters also into the question of reasonableness. 
For example, a report from an apparently trustworthy source that the seller had shipped 
defective goods or was planning to ship them would normally give the buyer reasonable 
grounds for insecurity. But when the buyer has assumed the risk of payment before 
inspection of the goods, as in a sales contract on C.I.F. or similar cash against documents 
terms, that risk is not to be evaded by a demand for assurance. Therefore no ground for 
insecurity would exist under this section unless the report went to a ground which would 
excuse payment by the buyer. 

4. What constitutes “adequate” assurance of due performance is subject to the same 
test of factual conditions. For example, where the buyer can make use of a defective 
delivery, a mere promise by a seller of good repute that he is giving the matter his atten- 
tion and that the defect will not be repeated, is normally sufficient. Under the same cir- 
cumstances, however, a similar statement by a known corner-cutter might well be 
considered insufficient without the posting of a guaranty or, if so demanded by the buyer, 
a speedy replacement of the delivery involved. By the same token where a delivery has 
defects, even though easily curable, which interfere with easy use by the buyer, no verbal 
assurance can be deemed adequate which is not accompanied by replacement, repair, 
money-allowance, or other commercially reasonable cure. A fact situation such as arose 
in Corn Products Refining Co. v. Fasola, 94 N.J.L. 181, 109 A. 505 (1920) offers illustra- 
tion both of reasonable grounds for insecurity and “adequate” assurance. In that case a 
contract for the sale of oils on 30 days’ credit, 2% off for payment within 10 days, provided. 
that credit was to be extended to the buyer only if his financial responsibility was satis- 
factory to the seller. The buyer had been in the habit of taking advantage of the discount 
but at the same time that he failed to make his customary 10 day payment, the seller| 
heard rumors, in fact false, that the buyer's financial condition was shaky. Thereupon, 
the seller demanded cash before shipment or security satisfactory to him. The buyer sent 
a good credit report from his banker, expressed willingness to make payments when due 
on the 30 day terms and insisted on further deliveries under the contract. Under this 
Article the rumors, although false, were enough to make the buyer's financial condition 
“unsatisfactory” to the seller under the contract clause. Moreover, the buyer's practice o 
taking the cash discounts is enough, apart from the contract clause, to lay a commercial 
foundation for suspicion when the practice is suddenly stopped. These matters, however, 
go only to the justification of the seller's demand for security, or his “reasonable grounds 
for insecurity". The adequacy of the assurance given is not measured as in the type o 
"satisfaction" situation affected with intangibles, such as in personal service cases, cases 
involving a third party's judgment as final, or cases in which the whole contract is depen- 
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dent on one party's satisfaction, as in a sale on approval. Here, the seller must exercise 
good faith and observe commercial standards. This Article thus approves the statement 
of the court in James B. Berry's Sons Co. of Illinois v. Monark Gasoline & Oil Co., Inc., 
32 F.2d 74 (C.C.A.8, 1929), that the seller's satisfaction under such a clause must be 
based upon reason and must not be arbitrary or capricious; and rejects the purely 
personal *good faith" test of the Corn Products Refining Co. case, which held that in the 
seller's sole judgment, if for any reason he was dissatisfied, he was entitled to revoke the 
credit. In the absence of the buyer's failure to take the 2% discount as was his custom, 
the banker's report given in that case would have been *adequate" assurance under this 
Act, regardless of the language of the “satisfaction” clause. However, the seller is reason- 
ably entitled to feel insecure at a sudden expansion of the buyer's use of a credit term, 
and should be entitled either to security or to a satisfactory explanation. The entire fore- 
going discussion as to adequacy of assurance by way of explanation is subject to qualifi- 
cation when repeated occasions for the application of this section arise. This Act recog- 
nizes that repeated delinquencies must be viewed as cumulative. On the other hand, 
commercial sense also requires that if repeated claims for assurance are made under this 
section, the basis for these claims must be increasingly obvious. 

5. A failure to provide adequate assurance of performance and thereby to re-establish 
the security of expectation, results in a breach only *by repudiation" under subsection (4). 
Therefore, the possibility is continued of retraction of the repudiation under the section 
dealing with that problem, unless the aggrieved party has acted on the breach in some 
manner. The thirty day limit on the time to provide assurance is laid down to free the 
question of reasonable time from uncertainty in later litigation. 

6. Clauses seeking to give the protected party exceedingly wide powers to cancel or 
readjust the contract when ground for insecurity arises must be read against the fact 
that good faith is a part of the obligation of the contract and not subject to modification 
by agreement and includes, in the case of a merchant, the reasonable observance of com- 
mercial standards of fair dealing in the trade. Such clauses can thus be effective to 
enlarge the protection given by the present section to a certain extent, to fix the reason- 
able time within which requested assurance must be given, or to define adequacy of the 
assurance in any commercially reasonable fashion. But any clause seeking to set up 
arbitrary standards for action is ineffective under this Article. Acceleration clauses are 
treated similarly in the Articles on Commercial Paper and Secured Transactions. 

Cross References: 
Point 3: Section 1-203. 
Point 5: Section 2-611. 
Point 6: Sections 1-203 and 1-208 and Articles 3 and 9. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 
“Between merchants". Section 2-104. 
"Contract". Section 1-201. 
"Contract for sale". Section 2-106. 
“Party”. Section 1-201. 
"Reasonable time". Section 1-204. 
“Rights”. Section 1-201. 
"Writing". Section 1-201. 


$ 2-610. Anticipatory Repudiation. 

When either party repudiates the contract with respect to a performance 
not yet due the loss of which will substantially impair the value of the 
contract to the other, the aggrieved party may 

(a) for a commercially reasonable time await performance by the 
repudiating party; or 

(b) resort to any remedy for breach (Section 2-703 or Section 2-711), 
even though he has notified the repudiating party that he would await 
the latter's performance and has urged retraction; and 

(c) in either case suspend his own performance or proceed in accor- 
dance with the provisions of this Article on the seller's right to identify 
goods to the contract notwithstanding breach or to salvage unfinished 

goods (Section 2-704). 
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Official Comment 
Prior Uniform Statutory Provision: See Sections 63(2) and 65, Uniform Sales Act. 
Purposes: To make it clear that: 

1. With the problem of insecurity taken care of by the preceding section and with 
provision being made in this Article as to the effect of a defective delivery under an 
installment contract, anticipatory repudiation centers upon an overt communication o 
intention or an action which renders performance impossible or demonstrates a clear de- 
termination not to continue with performance. Under the present section when such a 
repudiation substantially impairs the value of the contract, the aggrieved party may at 
any time resort to his remedies for breach, or he may suspend his own performance 
while he negotiates with, or awaits performance by, the other party. But if he awaits 
performance beyond a commercially reasonable time he cannot recover resulting dam- 
ages which he should have avoided. 

2. It is not necessary for repudiation that performance be made literally and utterly 
impossible. Repudiation can result from action which reasonably indicates a rejection o 
the continuing obligation. And, a repudiation automatically results under the preceding 
section on insecurity when a party fails to provide adequate assurance of due future per- 
formance within thirty days after a justifiable demand therefor has been made. Under 
the language of this section, a demand by one or both parties for more than the contract 
calls for in the way of counter-performance is not in itself a repudiation nor does it 
invalidate a plain expression of desire for future performance. However, when under a 
fair reading it amounts to a statement of intention not to perform except on conditions 
which go beyond the contract, it becomes a repudiation. 

3. The test chosen to justify an aggrieved party's action under this section is the same 
as that in the section on breach in installment contracts—namely the substantial value 
of the contract. The most useful test of substantial value is to determine whether mate- 
rial inconvenience or injustice will result if the aggrieved party is forced to wait and 
receive an ultimate tender minus the part or aspect repudiated. 

4. After repudiation, the aggrieved party may immediately resort to any remedy he 
chooses provided he moves in good faith (see Section 1-203). Inaction and silence by the 
aggrieved party may leave the matter open but it cannot be regarded as misleading the 
repudiating party. Therefore the aggrieved party is left free to proceed at any time with. 
his options under this section, unless he has taken some positive action which in good 
faith requires notification to the other party before the remedy is pursued. 

Cross References: 
Point 1: Sections 2-609 and 2-612. 

Point 2: Section 2-609. 

Point 3: Section 2-612. 

Point 4: Section 1-203. 

Definitional Cross References: 
“Agerieved party". Section 1-201. 

"Contract". Section 1-201. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 


$ 2-611. Retraction of Anticipatory Repudiation. 
(1) Until the repudiating party's next performance is due he can retract 


cancelled or materially changed his position or otherwise indicated that he 
considers the repudiation final. 

(2) Retraction may be by any method which clearly indicates to the ag- 
grieved party that the repudiating party intends to perform, but must 
include any assurance justifiably demanded under the provisions of this 

ticle (Section 2-609). 

(3) Retraction reinstates the repudiating party's rights under the 
contract with due excuse and allowance to the aggrieved party for any 
delay occasioned by the repudiation. 
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Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make it clear that: 

1. The repudiating party's right to reinstate the contract is entirely dependent upon 
the action taken by the aggrieved party. If the latter has cancelled the contract or 
materially changed his position at any time after the repudiation, there can be no retrac- 
tion under this section. 

2. Under subsection (2) an effective retraction must be accompanied by any assur- 
ances demanded under the section dealing with right to adequate assurance. A repudia- 
tion is of course sufficient to give reasonable ground for insecurity and to warrant a 
request for assurance as an essential condition of the retraction. However, after a timely 
and unambiguous expression of retraction, a reasonable time for the assurance to be 
worked out should be allowed by the aggrieved party before cancellation. 

Cross Reference: 
Point 2: Section 2-609. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 

“Cancellation”. Section 2-106. 

“Contract”. Section 1-201. 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 


$ 2-612. *Installment Contract"; Breach. 

(1) An "installment contract" is one which requires or authorizes the 
delivery of goods in separate lots to be separately accepted, even though 
he contract contains a clause “each delivery is a separate contract" or its 
equivalent. 

(2) The buyer may reject any installment which is non-conforming if the 
non-conformity substantially impairs the value of that installment and 


cannot be cured or if the non-conformity is a defect in the required docu- 

ents; but if the non-conformity does not fall within subsection (3) and the 
seller gives adequate assurance of its cure the buyer must accept that 
installment. 

(3) Whenever non-conformity or default with respect to one or more 
installments substantially impairs the value of the whole contract there is 
a breach of the whole. But the aggrieved party reinstates the contract if he 
accepts a non-conforming installment without seasonably notifying o 
cancellation or if he brings an action with respect only to past installments 
or demands performance as to future installments. 


Official Comment 
Prior Uniform Statutory Provision: Section 45(2), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To continue prior law but to make explicit the more mercantile in- 
erpretation of many of the rules involved, so that: 

1. The definition of an installment contract is phrased more broadly in this Article so 
as to cover installment deliveries tacitly authorized by the circumstances or by the op- 
tion of either party. 

2. In regard to the apportionment of the price for separate payment this Article ap- 
plies the more liberal test of what can be apportioned rather than the test of what is 
clearly apportioned by the agreement. This Article also recognizes approximate calcula- 
tion or apportionment of price subject to subsequent adjustment. A provision for separate 
payment for each lot delivered ordinarily means that the price is at least roughly 
calculable by units of quantity, but such a provision is not essential to an “installment 
contract." If separate acceptance of separate deliveries is contemplated, no generalized 
contrast between wholly “entire” and wholly “divisible” contracts has any standing under 
this Article. 
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3. This Article rejects any approach which gives clauses such as “each delivery is a 
separate contract" their legalistically literal effect. Such contracts nonetheless call for 
installment deliveries. Even where a clause speaks of “a separate contract for all 
purposes", a commercial reading of the language under the section on good faith and 
commercial standards requires that the singleness of the document and the negotiation, 
together with the sense of the situation, prevail over any uncommercial and legalistic 
interpretation. 

4. One of the requirements for rejection under subsection (2) is non-conformity 
substantially impairing the value of the installment in question. However, an install- 
ment agreement may require accurate conformity in quality as a condition to the right to 
acceptance if the need for such conformity is made clear either by express provision or by 
the circumstances. In such a case the effect of the agreement is to define explicitly what 
amounts to substantial impairment of value impossible to cure. A clause requiring ac- 
curate compliance as a condition to the right to acceptance must, however, have some 
basis in reason, must avoid imposing hardship by surprise and is subject to waiver or to 
displacement by practical construction. Substantial impairment of the value of an install- 
ment can turn not only on the quality of the goods but also on such factors as time, 
quantity, assortment, and the like. It must be judged in terms of the normal or specifi- 
cally known purposes of the contract. The defect in required documents refers to such 
matters as the absence of insurance documents under a C.I.F. contract, falsity of a bill o 
lading, or one failing to show shipment within the contract period or to the contract 
destination. Even in such cases, however, the provisions on cure of tender apply if ap- 
propriate documents are readily procurable. 

5. Under subsection (2) an installment delivery must be accepted if the non-conformity 
is curable and the seller gives adequate assurance of cure. Cure of non-conformity of an. 
installment in the first instance can usually be afforded by an allowance against the 
price, or in the case of reasonable discrepancies in quantity either by a further delivery 
or a partial rejection. This Article requires reasonable action by a buyer in regard to 
discrepant delivery and good faith requires that the buyer make any reasonable minor 
outlay of time or money necessary to cure an overshipment by severing out an acceptable 
percentage thereof. The seller must take over a cure which involves any material burden; 
the buyer's obligation reaches only to cooperation. Adequate assurance for purposes o 
subsection (2) is measured by the same standards as under the section on right to ade- 
quate assurance of performance. 

6. Subsection (3) is designed to further the continuance of the contract in the absence 
of an overt cancellation. The question arising when an action is brought as to a single 
installment only is resolved by making such action waive the right to cancellation. This 
involves merely a defect in one or more installments, as contrasted with the situation 
where there is a true repudiation within the section on anticipatory repudiation. Whether 
the non-conformity in any given installment justifies cancellation as to the future 
depends, not on whether such non-conformity indicates an intent or likelihood that the 
future deliveries will also be defective, but whether the non-conformity substantially 
impairs the value of the whole contract. If only the seller's security in regard to future 
installments is impaired, he has the right to demand adequate assurances of proper 
future performance but has not an immediate right to cancel the entire contract. It is 
clear under this Article, however, that defects in prior installments are cumulative in ef- 
fect, so that acceptance does not wash out the defect ^waived." Prior policy is continued, 
putting the rule as to buyer's default on the same footing as that in regard to seller's 
default. 

7. Under the requirement of seasonable notification of cancellation under subsection 
(3), a buyer who accepts a non-conforming installment which substantially impairs the 
value of the entire contract should properly be permitted to withhold his decision as to 
whether or not to cancel pending a response from the seller as to his claim for cure or 
adjustment. Similarly, a seller may withhold a delivery pending payment for prior ones, 
at the same time delaying his decision as to cancellation. A reasonable time for notifying 
of cancellation, judged by commercial standard under the section on good faith, extends 
of course to include the time covered by any reasonable negotiation in good faith. 
However, during this period the defaulting party is entitled, on request, to know whether 
the contract is still in effect, before he can be required to perform further. 

Cross References: 
Point 2: Sections 2-307 and 2-607. 
Point 3: Section 1-203. 
Point 5: Sections 2-208 and 2-609. 
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Point 6: Section 2-610. 
Definitional Cross References: 
“Action”. Section 1-201. 
“Agerieved party". Section 1-201. 
“Buyer”. Section 2-103. 
*Cancellation". Section 2-106. 
*Conform". Section 2-106. 
*Contract". Section 1-201. 
*Lot". Section 2-105. 
“Notifies”. Section 1-201. 
“Seasonably”. Section 1-204. 
*Seller". Section 2-103. 


$ 2-613. Casualty to Identified Goods. 
Where the contract requires for its performance goods identified when 
he contract is made, and the goods suffer casualty without fault of either 
party before the risk of loss passes to the buyer, or in a proper case under 
a ^no arrival, no sale" term (Section 2-324) then 
(a) if the loss is total the contract is avoided; and 
(b) if the loss is partial or the goods have so deteriorated as no longer 
to conform to the contract the buyer may nevertheless demand inspec- 
tion and at his option either treat the contract as avoided or accept the 
goods with due allowance from the contract price for the deterioration or 
the deficiency in quantity but without further right against the seller. 


Official Comment 
Prior Uniform Statutory Provision: Sections 7 and 8, Uniform Sales Act. 
Changes: Rewritten, the basic policy being continued but the test of a “divisible” or “indi- 
isible" sale or contract being abandoned in favor of adjustment in business terms. 
Purposes of Changes: 

1. Where goods whose continued existence is presupposed by the agreement are 
destroyed without fault of either party, the buyer is relieved from his obligation but may 
at his option take the surviving goods at a fair adjustment. “Fault” is intended to include 
negligence and not merely wilful wrong. The buyer is expressly given the right to inspect 
the goods in order to determine whether he wishes to avoid the contract entirely or to 
take the goods with a price adjustment. 

2. The section applies whether the goods were already destroyed at the time o 
contracting without the knowledge of either party or whether they are destroyed 
subsequently but before the risk of loss passes to the buyer. Where under the agreement, 
including of course usage of trade, the risk has passed to the buyer before the casualty, 
the section has no application. Beyond this, the essential question in determining whether 
the rules of this section are to be applied is whether the seller has or has not undertaken. 
the responsibility for the continued existence of the goods in proper condition through the 
time of agreed or expected delivery. 

3. The section on the term ^no arrival, no sale" makes clear that delay in arrival, 
quite as much as physical change in the goods, gives the buyer the options set forth in 
this section. 

Cross Reference: 
Point 3: Section 2-324. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Conform”. Section 2-106. 

"Contract". Section 1-201. 

“Fault”. Section 1-201. 

“Goods”. Section 2-105. 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 

"Seller". Section 2-103. 


$ 2-614. Substituted Performance. 

(1) Where without fault of either party the agreed berthing, loading, or 
nloading facilities fail or an agreed type of carrier becomes unavailable or 
he agreed manner of delivery otherwise becomes commercially impracti- 

cable but a commercially reasonable substitute is available, such substitute 
performance must be tendered and accepted. 

(2) If the agreed means or manner of payment fails because of domestic 
or foreign governmental regulation, the seller may withhold or stop 
delivery unless the buyer provides a means or manner of payment which is 
commercially a substantial equivalent. If delivery has already been taken, 


discharges the buyer's obligation unless the regulation is discriminatory, 
oppressive or predatory. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Subsection (1) requires the tender of a commercially reasonable substituted per- 
formance where agreed to facilities have failed or become commercially impracticable. 
Under this Article, in the absence of specific agreement, the normal or usual facilities 
enter into the agreement either through the circumstances, usage of trade or prior 
course of dealing. This section appears between Section 2-613 on casualty to identified 
goods and the next section on excuse by failure of presupposed conditions, both of which 
deal with excuse and complete avoidance of the contract where the occurrence or non- 
occurrence of a contingency which was a basic assumption of the contract makes the 
expected performance impossible. The distinction between the present section and those 
sections lies in whether the failure or impossibility of performance arises in connection 
with an incidental matter or goes to the very heart of the agreement. The differing lines 
of solution are contrasted in a comparison of International Paper Co. v. Rockefeller, 161 
App.Div. 180, 146 N.Y.S. 371 (1914) and Meyer v. Sullivan, 40 Cal.App. 723, 181 P. 847 
(1919). In the former case a contract for the sale of spruce to be cut from a particular 
tract of land was involved. When a fire destroyed the trees growing on that tract the 
seller was held excused since performance was impossible. In the latter case the contract 
called for delivery of wheat “f.o.b. Kosmos Steamer at Seattle.” The war led to cancella- 
tion of that line's sailing schedule after space had been duly engaged and the buyer was 
held entitled to demand substituted delivery at the warehouse on the line's loading dock. 
Under this Article, of course, the seller would also be entitled, had the market gone the 
other way, to make a substituted tender in that manner. There must, however, be a true 
commercial impracticability to excuse the agreed to performance and justify a substituted 
performance. When this is the case a reasonable substituted performance tendered by ei- 
ther party should excuse him from strict compliance with contract terms which do not go 
to the essence of the agreement. 

2. The substitution provided in this section as between buyer and seller does not 
carry over into the obligation of a financing agency under a letter of credit, since such an. 
agency is entitled to performance which is plainly adequate on its face and without need 
to look into commercial evidence outside of the documents. See Article 5, especially Sec- 
tions 5-102, 5-103, 5-109, 5-110, 5-114. 

3. Under subsection (2) where the contract is still executory on both sides, the seller 
is permitted to withdraw unless the buyer can provide him with a commercially equiva- 
lent return despite the governmental regulation. Where, however, only the debt for the 
price remains, a larger leeway is permitted. The buyer may pay in the manner provided 
by the regulation even though this may not be commercially equivalent provided that the 
regulation is not *discriminatory, oppressive or predatory." 

Cross Reference: 
Point 2: Article 5. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Fault”. Section 1-201. 
“Party”. Section 1-201. 
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*Seller". Section 2-103. 


$ 2-615. Excuse by Failure of Presupposed Conditions. 


(a) Delay in delivery or non-delivery in whole or in part by a seller 
who complies with paragraphs (b) and (c) is not a breach of his duty 
under a contract for sale if performance as agreed has been made 
impracticable by the occurrence of a contingency the non-occurrence o 
which was a basic assumption on which the contract was made or by 
compliance in good faith with any applicable foreign or domestic 
governmental regulation or order whether or not it later proves to be 
invalid. 

(b) Where the causes mentioned in paragraph (a) affect only a part o 
the seller's capacity to perform, he must allocate production and deliver- 
ies among his customers but may at his option include regular custom- 
ers not then under contract as well as his own requirements for further 
manufacture. He may so allocate in any manner which is fair and 
reasonable. 


(c) The seller must notify the buyer seasonably that there will be 
delay or non-delivery and, when allocation is required under paragraph 
(b), of the estimated quota thus made available for the buyer. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. This section excuses a seller from timely delivery of goods contracted for, where 
his performance has become commercially impracticable because of unforeseen superven- 
ing circumstances not within the contemplation of the parties at the time of contracting. 
The destruction of specific goods and the problem of the use of substituted performance 
on points other than delay or quantity, treated elsewhere in this Article, must be 
distinguished from the matter covered by this section. 

2. The present section deliberately refrains from any effort at an exhaustive expres- 
sion of contingencies and is to be interpreted in all cases sought to be brought within its 
scope in terms of its underlying reason and purpose. 

3. The first test for excuse under this Article in terms of basic assumption is a famil- 
iar one. The additional test of commercial impracticability (as contrasted with “impos- 
sibility,” “frustration of performance" or “frustration of the venture”) has been adopted in 
order to call attention to the commercial character of the criterion chosen by this Article. 

4. Increased cost alone does not excuse performance unless the rise in cost is due to 
some unforeseen contingency which alters the essential nature of the performance. Nei- 
ther is a rise or a collapse in the market in itself a justification, for that is exactly the 
type of business risk which business contracts made at fixed prices are intended to cover. 
But a severe shortage of raw materials or of supplies due to a contingency such as war, 
embargo, local crop failure, unforeseen shutdown of major sources of supply or the like, 
which either causes a marked increase in cost or altogether prevents the seller from 
securing supplies necessary to his performance, is within the contemplation of this 
section. (See Ford & Sons, Ltd., v. Henry Leetham & Sons, Ltd., 21 Com.Cas. 55 (1915, 
K.B.D.).) 

5. Where a particular source of supply is exclusive under the agreement and fails 
through casualty, the present section applies rather than the provision on destruction or 
deterioration of specific goods. The same holds true where a particular source of supply is 
shown by the circumstances to have been contemplated or assumed by the parties at the 
time of contracting. (See Davis Co. v. Hoffmann-LaRoche Chemical Works, 178 App.Div. 
855, 166 N.Y.S. 179 (1917) and International Paper Co. v. Rockefeller, 161 App.Div. 180, 
146 N.Y.S. 371 (1914).) There is no excuse under this section, however, unless the seller 
has employed all due measures to assure himself that his source will not fail. (See 
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Canadian Industrial Alcohol Co., Ltd., v. Dunbar Molasses Co., 258 N.Y. 194, 179 N.E. 
383, 80 A.L.R. 1173 (1932) and Washington Mfg. Co. v. Midland Lumber Co., 113 Wash. 
593, 194 P. 777 (1921).) In the case of failure of production by an agreed source for 
causes beyond the seller's control, the seller should, if possible, be excused since produc- 
tion by an agreed source is without more a basic assumption of the contract. Such excuse 
should not result in relieving the defaulting supplier from liability nor in dropping into 
the seller's lap an unearned bonus of damages over. The flexible adjustment machinery o 
this Article provides the solution under the provision on the obligation of good faith. 
condition to his making good the claim of excuse is the turning over to the buyer of his 
rights against the defaulting source of supply to the extent of the buyer's contract in re- 
lation to which excuse is being claimed. 

6. In situations in which neither sense nor justice is served by either answer when 
the issue is posed in flat terms of “excuse” or “no excuse," adjustment under the various 
provisions of this Article is necessary, especially the sections on good faith, on insecurity 
and assurance and on the reading of all provisions in the light of their purposes, and the 
general policy of this Act to use equitable principles in furtherance of commercial stan- 
dards and good faith. 

7. The failure of conditions which go to convenience or collateral values rather than to 
the commercial practicability of the main performance does not amount to a complete 
excuse. However, good faith and the reason of the present section and of the preceding 
one may properly be held to justify and even to require any needed delay involved in a 
good faith inquiry seeking a readjustment of the contract terms to meet the new 
conditions. 

8. The provisions of this section are made subject to assumption of greater liability by 
agreement and such agreement is to be found not only in the expressed terms of the 
contract but in the circumstances surrounding the contracting, in trade usage and the 
like. Thus the exemptions of this section do not apply when the contingency in question. 
is sufficiently foreshadowed at the time of contracting to be included among the business 
risks which are fairly to be regarded as part of the dickered terms, either consciously or 
as a matter of reasonable, commercial interpretation from the circumstances. (See Madei- 
rense Do Brasil, S.A. v. Stulman-Emrick Lumber Co., 147 F.2d 399 (C.C.A., 2 Cir., 
1945).) The exemption otherwise present through usage of trade under the present sec- 
tion may also be expressly negated by the language of the agreement. Generally, express 
agreements as to exemptions designed to enlarge upon or supplant the provisions of this 
section are to be read in the light of mercantile sense and reason, for this section itsel 
sets up the commercial standard for normal and reasonable interpretation and provides a 
minimum beyond which agreement may not go. Agreement can also be made in regard to 
the consequences of exemption as laid down in paragraphs (b) and (c) and the next sec- 
tion on procedure on notice claiming excuse. 

9. The case of a farmer who has contracted to sell crops to be grown on designated 
land may be regarded as falling either within the section on casualty to identified goods 
or this section, and he may be excused, when there is a failure of the specific crop, either 
on the basis of the destruction of identified goods or because of the failure of a basic as- 
sumption of the contract. Exemption of the buyer in the case of a ^requirements" contract 
is covered by the *Output and Requirements" section both as to assumption and alloca- 
tion of the relevant risks. But when a contract by a manufacturer to buy fuel or raw ma- 
terial makes no specific reference to a particular venture and no such reference may be 
drawn from the circumstances, commercial understanding views it as a general deal in 
the general market and not conditioned on any assumption of the continuing operation o 
the buyer's plant. Even when notice is given by the buyer that the supplies are needed to 
fill a specific contract of a normal commercial kind, commercial understanding does not 
see such a supply contract as conditioned on the continuance of the buyer's further 
contract for outlet. On the other hand, where the buyer's contract is in reasonable com- 
mercial understanding conditioned on a definite and specific venture or assumption as, 
for instance, a war procurement subcontract known to be based on a prime contract 
which is subject to termination, or a supply contract for a particular construction venture, 
the reason of the present section may well apply and entitle the buyer to the exemption. 

10. Following its basic policy of using commercial practicability as a test for excuse, 
this section recognizes as of equal significance either a foreign or domestic regulation and 
disregards any technical distinctions between “law,” “regulation,” “order” and the like. 
Nor does it make the present action of the seller depend upon the eventual judicial deter- 
mination of the legality of the particular governmental action. The seller's good faith 
belief in the validity of the regulation is the test under this Article and the best evidence 
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of his good faith is the general commercial acceptance of the regulation. However, 
governmental interference cannot excuse unless it truly “supervenes” in such a manner 
as to be beyond the seller's assumption of risk. And any action by the party claiming 
excuse which causes or colludes in inducing the governmental action preventing his per- 
formance would be in breach of good faith and would destroy his exemption. 

11. An excused seller must fulfill his contract to the extent which the supervening 
contingency permits, and if the situation is such that his customers are generally affected 
he must take account of all in supplying one. Subsections (a) and (b), therefore, explicitly 
permit in any proration a fair and reasonable attention to the needs of regular customers 
who are probably relying on spot orders for supplies. Customers at different stages of the 
manufacturing process may be fairly treated by including the seller’s manufacturing 
requirements. A fortiori, the seller may also take account of contracts later in date than 
the one in question. The fact that such spot orders may be closed at an advanced price 
causes no difficulty, since any allocation which exceeds normal past requirements will not 
be reasonable. However, good faith requires, when prices have advanced, that the seller 
exercise real care in making his allocations, and in case of doubt his contract customers 
should be favored and supplies prorated evenly among them regardless of price. Save for 
the extra care thus required by changes in the market, this section seeks to leave every 
reasonable business leeway to the seller. 

Cross References: 
Point 1: Sections 2-613 and 2-614. 
Point 2: Section 1-102. 
Point 5: Sections 1-203 and 2-613. 
Point 6: Sections 1-102, 1-203 and 2-609. 
Point 7: Section 2-614. 
Point 8: Sections 1-201, 2-302 and 2-616. 
Point 9: Sections 1-102, 2-306 and 2-613. 
Definitional Cross References: 
“Between merchants”. Section 2-104. 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Good faith”. Section 1-201. 
“Merchant”. Section 2-104. 
“Notifies”. Section 1-201. 
“Seasonably”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-616. Procedure on Notice Claiming Excuse. 

(1) Where the buyer receives notification of a material or indefinite delay 
or an allocation justified under the preceding section he may by written 
notification to the seller as to any delivery concerned, and where the pro- 
spective deficiency substantially impairs the value of the whole contract 

nder the provisions of this Article relating to breach of installment 
contracts (Section 2-612), then also as to the whole, 
(a) terminate and thereby discharge any unexecuted portion of the 
contract; or 
(b) modify the contract by agreeing to take his available quota in 
substitution. 

(2) If after receipt of such notification from the seller the buyer fails so 

o modify the contract within a reasonable time not exceeding thirty days 
he contract lapses with respect to any deliveries affected. 

(3) The provisions of this section may not be negated by agreement 
except in so far as the seller has assumed a greater obligation under the 
preceding section. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 
This section seeks to establish simple and workable machinery for providing certainty as 
o when a supervening and excusing contingency “excuses” the delay, “discharges” the 
contract, or may result in a waiver of the delay by the buyer. When the seller notifies, in 
accordance with the preceding section, claiming excuse, the buyer may acquiesce, in which 
case the contract is so modified. No consideration is necessary in a case of this kind to sup- 
port such a modification. If the buyer does not elect so to modify the contract, he may 
erminate it and under subsection (2) his silence after receiving the seller's claim of excuse 
operates as such a termination. Subsection (3) denies effect to any contract clause made in 
advance of trouble which would require the buyer to stand ready to take delivery whenever 
he seller is excused from delivery by unforeseen circumstances. 
Cross References: 
Point 1: Sections 2-209 and 2-615. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Installment contract”. Section 2-612. 

“Notification”. Section 1-201. 

“Reasonable time”. Section 1-204. 

“Seller”. Section 2-103. 

“Termination”. Section 2-106. 

“Written”. Section 1-201. 


PART 7 
REMEDIES 


§ 2-701. Remedies for Breach of Collateral Contracts Not 
Impaired. 
Remedies for breach of any obligation or promise collateral or ancillary 
o a contract for sale are not impaired by the provisions of this Article. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

Whether a claim for breach of an obligation collateral to the contract for sale requires 
separate trial to avoid confusion of issues is beyond the scope of this Article; but contractual 
arrangements which as a business matter enter vitally into the contract should be 
considered a part thereof in so far as cross-claims or defenses are concerned. 

Definitional Cross References: 
“Contract for sale”. Section 2-106. 
“Remedy”. Section 1-201. 


§ 2-702. Seller’s Remedies on Discovery of Buyer’s Insolvency. 

(1) Where the seller discovers the buyer to be insolvent he may refuse 
delivery except for cash including payment for all goods theretofore 
delivered under the contract, and stop delivery under this Article (Section 
2-705). 

(2) Where the seller discovers that the buyer has received goods on 
credit while insolvent he may reclaim the goods upon demand made within 

en days after the receipt, but if misrepresentation of solvency has been 

ade to the particular seller in writing within three months before delivery 
he ten day limitation does not apply. Except as provided in this subsec- 
ion the seller may not base a right to reclaim goods on the buyer’s fraud- 
lent or innocent misrepresentation of solvency or of intent to pay. 


APPENDIX 


(3) The seller's right to reclaim under subsection (2) is subject to the 
rights of a buyer in ordinary course or other good faith purchaser under 
his Article (Section 2-403). Successful reclamation of goods excludes all 
other remedies with respect to them. 


As amended in 1966. 


Official Comment 
Prior Uniform Statutory Provision: Subsection (1)—Sections 53(1)(b), 54(1)(c) and 57, 
niform Sales Act; Subsection (2)—none; Subsection (3)—Section 76(3), Uniform Sales Act. 
Changes: Rewritten, the protection given to a seller who has sold on credit and has 
delivered goods to the buyer immediately preceding his insolvency being extended. 
Purposes of Changes and New Matter: To make it clear that: 

1. The seller's right to withhold the goods or to stop delivery except for cash when he 
discovers the buyer's insolvency is made explicit in subsection (1) regardless of the pas- 
sage of title, and the concept of stoppage has been extended to include goods in the pos- 
session of any bailee who has not yet attorned to the buyer. 

2. Subsection (2) takes as its base line the proposition that any receipt of goods on 
credit by an insolvent buyer amounts to a tacit business misrepresentation of solvency 
and therefore is fraudulent as against the particular seller. This Article makes discovery 
of the buyer's insolvency and demand within a ten day period a condition of the right to 
reclaim goods on this ground. The ten day limitation period operates from the time o 
receipt of the goods. An exception to this time limitation is made when a written misrep- 
resentation of solvency has been made to the particular seller within three months prior 
to the delivery. To fall within the exception the statement of solvency must be in writing, 
addressed to the particular seller and dated within three months of the delivery. 

3. Because the right of the seller to reclaim goods under this section constitutes pref- 
erential treatment as against the buyer's other creditors, subsection (3) provides that 
such reclamation bars all his other remedies as to the goods involved. As amended 1966. 

Cross References: 
Point 1: Sections 2-401 and 2-705. 

Compare Section 2-502. 

Definitional Cross References: 
“Buyer”. Section 2-103. 

“Buyer in ordinary course of business". Section 1-201. 

“Contract”. Section 1-201. 

“Good faith”. Section 1-201. 

“Goods”. Section 2-105. 

“Insolvent”. Section 1-201. 

“Person”. Section 1-201. 

“Purchaser”. Section 1-201. 

“Receipt” of goods. Section 2-103. 

“Remedy”. Section 1-201. 

“Rights”. Section 1-201. 

“Seller”. Section 2-103. 

“Writing”. Section 1-201. 


§ 2-703. Seller’s Remedies in General. 


Where the buyer wrongfully rejects or revokes acceptance of goods or 
fails to make a payment due on or before delivery or repudiates with re- 
spect to a part or the whole, then with respect to any goods directly af- 
fected and, if the breach is of the whole contract (Section 2-612), then also 

ith respect to the whole undelivered balance, the aggrieved seller may 


(a) withhold delivery of such goods; 
(b) stop delivery by any bailee as hereafter provided (Section 2-705); 


(c) proceed under the next section respecting goods still unidentified to 
the contract; 


(d) resell and recover damages as hereafter provided (Section 2-706); 
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(e) recover damages for non-acceptance (Section 2-708) or in a proper 
case the price (Section 2-709); 
(f) cancel. 


Official Comment 
Prior Uniform Statutory Provision: No comparable index section. See Section 53, 
niform Sales Act. 
Purposes: 

1. This section is an index section which gathers together in one convenient place all 
of the various remedies open to a seller for any breach by the buyer. This Article rejects 
any doctrine of election of remedy as a fundamental policy and thus the remedies are es- 
sentially cumulative in nature and include all of the available remedies for breach. 
Whether the pursuit of one remedy bars another depends entirely on the facts of the in- 


dividual case. 

2. The buyer’s breach which occasions the use of the remedies under this section may 
involve only one lot or delivery of goods, or may involve all of the goods which are the 
subject matter of the particular contract. The right of the seller to pursue a remedy as to 
all the goods when the breach is as to only one or more lots is covered by the section on 
breach in installment contracts. The present section deals only with the remedies avail- 
able after the goods involved in the breach have been determined by that section. 

3. In addition to the typical case of refusal to pay or default in payment, the language 
in the preamble, “fails to make a payment due,” is intended to cover the dishonor of a 
check on due presentment, or the non-acceptance of a draft, and the failure to furnish an. 
agreed letter of credit. 

4. It should also be noted that this Act requires its remedies to be liberally 
administered and provides that any right or obligation which it declares is enforceable by 
action unless a different effect is specifically prescribed (Section 1-106). 


Cross References: 
Point 2: Section 2-612. 
Point 3: Section 2-325. 
Point 4: Section 1-106. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 
“Buyer”. Section 2-103. 
*Cancellation". Section 2-106. 
*Contract". Section 1-201. 
*Goods". Section 2-105. 
“Remedy”. Section 1-201. 
*Seller". Section 2-103. 


§ 2-704. Seller's Right to Identify Goods to the Contract 
Notwithstanding Breach or to Salvage Unfinished Goods. 
(1) An aggrieved seller under the preceding section may 
(a) identify to the contract conforming goods not already identified i 
at the time he learned of the breach they are in his possession or control; 
(b) treat as the subject of resale goods which have demonstrably been 
intended for the particular contract even though those goods are 
unfinished. 

(2) Where the goods are unfinished an aggrieved seller may in the 
exercise of reasonable commercial judgment for the purposes of avoiding 
loss and of effective realization either complete the manufacture and wholly 
identify the goods to the contract or cease manufacture and resell for scrap 
or salvage value or proceed in any other reasonable manner. 


Official Comment 
Prior Uniform Statutory Provision: Sections 63(3) and 64(4), Uniform Sales Act. 
Changes: Rewritten, the seller's rights being broadened. 


APPENDIX 


Purposes of Changes: 

1. This section gives an aggrieved seller the right at the time of breach to identify to 
the contract any conforming finished goods, regardless of their resalability, and to use 
reasonable judgment as to completing unfinished goods. It thus makes the goods avail- 
able for resale under the resale section, the seller's primary remedy, and in the special 
case in which resale is not practicable, allows the action for the price which would then 
be necessary to give the seller the value of his contract. 

2. Under this Article the seller is given express power to complete manufacture or 
procurement of goods for the contract unless the exercise of reasonable commercial judg- 
ment as to the facts as they appear at the time he learns of the breach makes it clear 
that such action will result in a material increase in damages. The burden is on the 
buyer to show the commercially unreasonable nature of the seller's action in completing 
manufacture. 

Cross References: 
Sections 2-703 and 2-706. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-105. 

“Rights”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-705. Seller’s Stoppage of Delivery in Transit or Otherwise. 

(1) The seller may stop delivery of goods in the possession of a carrier or 
other bailee when he discovers the buyer to be insolvent (Section 2-702) 
and may stop delivery of carload, truckload, planeload or larger shipments 
of express or freight when the buyer repudiates or fails to make a payment 
due before delivery or if for any other reason the seller has a right to with- 


hold or reclaim the goods. 
(2) As against such buyer the seller may stop delivery until 

(a) receipt of the goods by the buyer; or 

(b) acknowledgment to the buyer by any bailee of the goods except a 
carrier that the bailee holds the goods for the buyer; or 

(c) such acknowledgment to the buyer by a carrier by reshipment or as 
warehouseman; or 

(d) negotiation to the buyer of any negotiable document of title cover- 
ing the goods. 

(3) (a) To stop delivery the seller must so notify as to enable the bailee 
by reasonable diligence to prevent delivery of the goods. 

(b) After such notification the bailee must hold and deliver the goods 
according to the directions of the seller but the seller is liable to the 
bailee for any ensuing charges or damages. 

(c) If a negotiable document of title has been issued for goods the 
bailee is not obliged to obey a notification to stop until surrender of the 
document. 

(d) A carrier who has issued a non-negotiable bill of lading is not 
obliged to obey a notification to stop received from a person other than 
the consignor. 

Official Comment 


Prior Uniform Statutory Provision: Sections 57 to 59, Uniform Sales Act; see also Sec- 
ions 12, 14 and 42, Uniform Bills of Lading Act and Sections 9, 11 and 49, Uniform 
arehouse Receipts Act. 
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Changes: This section continues and develops the above sections of the Uniform Sales Act 
in the light of the other uniform statutory provisions noted. 
Purposes: To make it clear that: 

1. Subsection (1) applies the stoppage principle to other bailees as well as carriers. It 
also expands the remedy to cover the situations, in addition to buyer's insolvency, speci- 
fied in the subsection. But since stoppage is a burden in any case to carriers, and might 
be a very heavy burden to them if it covered all small shipments in all these situations, 
the right to stop for reasons other than insolvency is limited to carload, truckload, 
planeload or larger shipments. The seller shipping to a buyer of doubtful credit can 
protect himself by shipping C.O.D. Where stoppage occurs for insecurity it is merely a 
suspension of performance, and if assurances are duly forthcoming from the buyer the 
seller is not entitled to resell or divert. Improper stoppage is a breach by the seller if it 
effectively interferes with the buyer's right to due tender under the section on manner o 
tender of delivery. However, if the bailee obeys an unjustified order to stop he may also 
be liable to the buyer. The measure of his obligation is dependent on the provisions o 
the Documents of Title Article (Section 7-303). Subsection 3(b) therefore gives him a 
right of indemnity as against the seller in such a case. 

2. “Receipt by the buyer" includes receipt by the buyer's designated representative, 
the subpurchaser, when shipment is made direct to him and the buyer himself never 
receives the goods. It is entirely proper under this Article that the seller, by making such. 
direct shipment to the sub-purchaser, be regarded as acquiescing in the latter's purchase 
and as thus barred from stoppage of the goods as against him. As between the buyer and 
the seller, the latter's right to stop the goods at any time until they reach the place o 
final delivery is recognized by this section. Under subsection (3)(c) and (d), the carrier is 
under no duty to recognize the stop order of a person who is a stranger to the carrier's 
contract. But the seller's right as against the buyer to stop delivery remains, whether or 
not the carrier is obligated to recognize the stop order. If the carrier does obey it, the 
buyer cannot complain merely because of that circumstance; and the seller becomes obli- 
gated under subsection (3)(b) to pay the carrier any ensuing damages or charges. 

3. A diversion of a shipment is not a “reshipment” under subsection (2)(c) when it is 
merely an incident to the original contract of transportation. Nor is the procurement o 
"exchange bills" of lading which change only the name of the consignee to that of the 
buyer's local agent but do not alter the destination of a reshipment. Acknowledgment by| 
the carrier as a ^warehouseman" within the meaning of this Article requires a contract o 
a truly different character from the original shipment, a contract not in extension of tran- 
sit but as a warehouseman. 

4. Subsection (3)(c) makes the bailee’s obedience of a notification to stop conditional 
upon the surrender of any outstanding negotiable document. 

5. Any charges or losses incurred by the carrier in following the seller’s orders, 
whether or not he was obligated to do so, fall to the seller’s charge. 

6. After an effective stoppage under this section the seller’s rights in the goods are 
the same as if he had never made a delivery. 

Cross References: 
Sections 2-702 and 2-703. 
Point 1: Sections 2-503 and 2-609, and Article 7. 
Point 2: Section 2-103 and Article 7. 
Definitional Cross References: 
“Buyer”. Section 2-103. 

“Contract for sale”. Section 2-106. 

“Document of title”. Section 1-201. 

“Goods”. Section 2-105. 

“Insolvent”. Section 1-201. 

“Notification”. Section 1-201. 

“Receipt” of goods. Section 2-103. 

“Rights”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-706. Seller’s Resale Including Contract for Resale. 
(1) Under the conditions stated in Section 2-703 on seller’s remedies, the 
seller may resell the goods concerned or the undelivered balance thereof. 
ere the resale is made in good faith and in a commercially reasonable 
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anner the seller may recover the difference between the resale price and 
he contract price together with any incidental damages allowed under the 
provisions of this Article (Section 2-710), but less expenses saved in conse- 
quence of the buyer's breach. 

(2) Except as otherwise provided in subsection (3) or unless otherwise 
agreed resale may be at public or private sale including sale by way of one 
or more contracts to sell or of identification to an existing contract of the 
seller. Sale may be as a unit or in parcels and at any time and place and 
on any terms but every aspect of the sale including the method, manner, 

ime, place and terms must be commercially reasonable. The resale must 
be reasonably identified as referring to the broken contract, but it is not 
necessary that the goods be in existence or that any or all of them have 
been identified to the contract before the breach. 

(3) Where the resale is at private sale the seller must give the buyer rea- 
sonable notification of his intention to resell. 

(4) Where the resale is at public sale 

(a) only identified goods can be sold except where there is a recognized 
market for a public sale of futures in goods of the kind; and 

(b) it must be made at a usual place or market for public sale if one is 
reasonably available and except in the case of goods which are perish- 
able or threaten to decline in value speedily the seller must give the 
buyer reasonable notice of the time and place of the resale; and 

(c) if the goods are not to be within the view of those attending the 
sale the notification of sale must state the place where the goods are lo- 


cated and provide for their reasonable inspection by prospective bidders; 
and 


(d) the seller may buy. 


(5) A purchaser who buys in good faith at a resale takes the goods free o 
any rights of the original buyer even though the seller fails to comply with 
one or more of the requirements of this section. 


(6) The seller is not accountable to the buyer for any profit made on any 
resale. A person in the position of a seller (Section 2-707) or a buyer who 
has rightfully rejected or justifiably revoked acceptance must account for 
any excess over the amount of his security interest, as hereinafter defined 
(subsection (3) of Section 2-711). 


Official Comment 
Prior Uniform Statutory Provision: Section 60, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To simplify the prior statutory provision and to make it clear that: 
1. The only condition precedent to the seller's right of resale under subsection (1) is a 
breach by the buyer within the section on the seller's remedies in general or insolvency. 
Other meticulous conditions and restrictions of the prior uniform statutory provision are 
disapproved by this Article and are replaced by standards of commercial reasonableness. 
Under this section the seller may resell the goods after any breach by the buyer. Thus, 
an anticipatory repudiation by the buyer gives rise to any of the seller's remedies for 
breach, and to the right of resale. This principle is supplemented by subsection (2) which 
authorizes a resale of goods which are not in existence or were not identified to the 
contract before the breach. 
2. In order to recover the damages prescribed in subsection (1) the seller must act “in 
good faith and in a commercially reasonable manner" in making the resale. This stan- 
dard is intended to be more comprehensive than that of *reasonable care and judgment" 
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established by the prior uniform statutory provision. Failure to act properly under this 
section deprives the seller of the measure of damages here provided and relegates him to 
that provided in Section 2-708. Under this Article the seller resells by authority of law, 
in his own behalf, for his own benefit and for the purpose of fixing his damages. The the- 
ory of a seller's agency is thus rejected. 

3. Ifthe seller complies with the prescribed standard of duty in making the resale, he 
may recover from the buyer the damages provided for in subsection (1). Evidence of mar- 
ket or current prices at any particular time or place is relevant only on the question o 
whether the seller acted in a commercially reasonable manner in making the resale. The 
distinction drawn by some courts between cases where the title had not passed to the 
buyer and the seller had resold as owner, and cases where the title had passed and the 
seller had resold by virtue of his lien on the goods, is rejected. 

4. Subsection (2) frees the remedy of resale from legalistic restrictions and enables 
the seller to resell in accordance with reasonable commercial practices so as to realize as 
high a price as possible in the circumstances. By “public” sale is meant a sale by auction. 
A “private” sale may be effected by solicitation and negotiation conducted either directly 
or through a broker. In choosing between a public and private sale the character of the 
goods must be considered and relevant trade practices and usages must be observed. 

5. Subsection (2) merely clarifies the common law rule that the time for resale is a 
reasonable time after the buyer’s breach, by using the language “commercially 
reasonable.” What is such a reasonable time depends upon the nature of the goods, the 
condition of the market and the other circumstances of the case; its length cannot be 
measured by any legal yardstick or divided into degrees. Where a seller contemplating 
resale receives a demand from the buyer for inspection under the section of preserving 
evidence of goods in dispute, the time for resale may be appropriately lengthened. On 
the question of the place for resale, subsection (2) goes to the ultimate test, the com- 
mercial reasonableness of the seller’s choice as to the place for an advantageous resale. 
This Article rejects the theory that the seller is required to resell at the agreed place for 
delivery and that a resale elsewhere can be permitted only in exceptional cases. 

6. The purpose of subsection (2) being to enable the seller to dispose of the goods to 
the best advantage, he is permitted in making the resale to depart from the terms and 
conditions of the original contract for sale to any extent “commercially reasonable” in the 
circumstances. 

7. The provision of subsection (2) that the goods need not be in existence to be resold 
applies when the buyer is guilty of anticipatory repudiation of a contract for future goods, 
before the goods or some of them have come into existence. In such a case the seller may 
exercise the right of resale and fix his damages by “one or more contracts to sell” the 
quantity of conforming future goods affected by the repudiation. The companion provision. 
of subsection (2) that resale may be made although the goods were not identified to the 
contract prior to the buyer’s breach, likewise contemplates an anticipatory repudiation by 
the buyer but occurring after the goods are in existence. If the goods so identified conform 
to the contract, their resale will fix the seller’s damages quite as satisfactorily as if the 
had been identified before the breach. 

8. Where the resale is to be by private sale, subsection (3) requires that reasonable 
notification of the seller’s intention to resell must be given to the buyer. The length o 
notification of a private sale depends upon the urgency of the matter. Notification of the 
time and place of this type of sale is not required. Subsection (4)(b) requires that the 
seller give the buyer reasonable notice of the time and place of a public resale so that he 
may have an opportunity to bid or to secure the attendance of other bidders. An excep- 
tion is made in the case of goods “which are perishable or threaten to decline speedily in 
value.” 

9. Since there would be no reasonable prospect of competitive bidding elsewhere, 
subsection (4) requires that a public resale “must be made at a usual place or market for 
public sale if one is reasonably available;” i.e., a place or market which prospective bid- 
ders may reasonably be expected to attend. Such a market may still be “reasonably avail- 
able” under this subsection, though at a considerable distance from the place where the 
goods are located. In such a case the expense of transporting the goods for resale is recov- 
erable from the buyer as part of the seller’s incidental damages under subsection (1). 
However, the question of availability is one of commercial reasonableness in the circum- 
stances and if such “usual” place or market is not reasonably available, a duly advertised 
public resale may be held at another place if it is one which prospective bidders may rea- 
sonably be expected to attend, as distinguished from a place where there is no demand 
whatsoever for goods of the kind. Paragraph (a) of subsection (4) qualifies the last 
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sentence of subsection (2) with respect to resales of unidentified and future goods at pub- 
lic sale. If conforming goods are in existence the seller may identify them to the contract 
after the buyer's breach and then resell them at public sale. If the goods have not been 
identified, however, he may resell them at public sale only as “future” goods and only 
where there is a recognized market for public sale of futures in goods of the kind. The 
provisions of paragraph (c) of subsection (4) are intended to permit intelligent 
bidding. The provision of paragraph (d) of subsection (4) permitting the seller to bid and, 
of course, to become the purchaser, benefits the original buyer by tending to increase the 
resale price and thus decreasing the damages he will have to pay. 

10. This Article departs in subsection (5) from the prior uniform statutory provision 
in permitting a good faith purchaser at resale to take a good title as against the buyer 
even though the seller fails to comply with the requirements of this section. 

11. Under subsection (6), the seller retains profit, if any, without distinction based on 
whether or not he had a lien since this Article divorces the question of passage of title to 
the buyer from the seller’s right of resale or the consequences of its exercise. On the 
other hand, where “a person in the position of a seller” or a buyer acting under the sec- 
tion on buyer’s remedies, exercises his right of resale under the present section he does 
so only for the limited purpose of obtaining cash for his “security interest” in the goods. 
Once that purpose has been accomplished any excess in the resale price belongs to the 
seller to whom an accounting must be made as provided in the last sentence of subsec- 
tion (6). 

Cross References: 

Point 1: Sections 2-610, 2-702 and 2-703. 
Point 2: Section 1-201. 
Point 3: Sections 2-708 and 2-710. 
Point 4: Section 2-328. 
Point 8: Section 2-104. 
Point 9: Section 2-710. 
Point 11: Sections 2-401, 2-707 and 2-711(3). 

Definitional Cross References: 

“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Good faith”. Section 2-103. 
“Goods”. Section 2-105. 
“Merchant”. Section 2-104. 
“Notification”. Section 1-201. 
“Person in position of seller”. Section 2-707. 
“Purchase”. Section 1-201. 
“Rights”. Section 1-201. 
“Sale”. Section 2-106. 
“Security interest”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-707. “Person in the Position of a Seller”. 


(1) A “person in the position of a seller” includes as against a principal 
an agent who has paid or become responsible for the price of goods on 
behalf of his principal or anyone who otherwise holds a security interest or 
other right in goods similar to that of a seller. 


(2) A person in the position of a seller may as provided in this Article 
ithhold or stop delivery (Section 2-705) and resell (Section 2-706) and re- 
cover incidental damages (Section 2-710). 


Official Comment 
Prior Uniform Statutory Provision: Section 52(2), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 
In addition to following in general the prior uniform statutory provision, the case of a 
nancing agency which has acquired documents by honoring a letter of credit for the buyer 
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or by discounting a draft for the seller has been included in the term “a person in the posi- 
ion of a seller." 
Cross Reference: 

Article 5, Section 2-506. 
Definitional Cross References: 

“Consignee”. Section 7-102. 

“Consignor”. Section 7-102. 

“Goods”. Section 2-105. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-708. Seller’s Damages for Non-acceptance or Repudiation. 

(1) Subject to subsection (2) and to the provisions of this Article with re- 
spect to proof of market price (Section 2-723), the measure of damages for 
non-acceptance or repudiation by the buyer is the difference between the 

arket price at the time and place for tender and the unpaid contract 
price together with any incidental damages provided in this Article (Sec- 

ion 2-710), but less expenses saved in consequence of the buyer’s breach. 


(2) If the measure of damages provided in subsection (1) is inadequate to 
put the seller in as good a position as performance would have done then 
he measure of damages is the profit (including reasonable overhead) which 
he seller would have made from full performance by the buyer, together 

ith any incidental damages provided in this Article (Section 2-710), due 
allowance for costs reasonably incurred and due credit for payments or 
proceeds of resale. 


Official Comment 
Prior Uniform Statutory Provision: Section 64, Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To make it clear that: 

1. The prior uniform statutory provision is followed generally in setting the current 
market price at the time and place for tender as the standard by which damages for non- 
acceptance are to be determined. The time and place of tender is determined by refer- 
ence to the section on manner of tender of delivery, and to the sections on the effect o 
such terms as FOB, FAS, CIF, C & F, Ex Ship and No Arrival, No Sale. In the event 
that there is no evidence available of the current market price at the time and place o 
tender, proof of a substitute market may be made under the section on determination 
and proof of market price. Furthermore, the section on the admissibility of market 
quotations is intended to ease materially the problem of providing competent evidence. 

2. The provision of this section permitting recovery of expected profit including rea- 
sonable overhead where the standard measure of damages is inadequate, together with 
the new requirement that price actions may be sustained only where resale is impracti- 
cal, are designed to eliminate the unfair and economically wasteful results arising under 
the older law when fixed price articles were involved. This section permits the recovery o 
lost profits in all appropriate cases, which would include all standard priced goods. The 
normal measure there would be list price less cost to the dealer or list price less 
manufacturing cost to the manufacturer. It is not necessary to a recovery of “profit” to 
show a history of earnings, especially of a new venture is involved. 

3. In all cases the seller may recover incidental damages. 

Cross References: 
Point 1: Sections 2-319 through 2-324, 2-508, 2-723 and 2-724. 
Point 2: Section 2-709. 
Point 3: Section 2-710. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
"Contract". Section 1-201. 
"Seller". Section 2-103. 


APPENDIX 


§ 2-709. Action for the Price. 
(1) When the buyer fails to pay the price as it becomes due the seller 
ay recover, together with any incidental damages under the next section, 
he price 
(a) of goods accepted or of conforming goods lost or damaged within a 
commercially reasonable time after risk of their loss has passed to the 
buyer; and 
(b) of goods identified to the contract if the seller is unable after rea- 
sonable effort to resell them at a reasonable price or the circumstances 
reasonably indicate that such effort will be unavailing. 

(2) Where the seller sues for the price he must hold for the buyer any 
goods which have been identified to the contract and are still in his control 
except that if resale becomes possible he may resell them at any time prior 

o the collection of the judgment. The net proceeds of any such resale must 
be credited to the buyer and payment of the judgment entitles him to any 
goods not resold. 

(3) After the buyer has wrongfully rejected or revoked acceptance of the 


2. 610), a seller who is held not entitled to the price under this section shall 


Official Comment 
Prior Uniform Statutory Provision: Section 63, Uniform Sales Act. 
Changes: Rewritten, important commercially needed changes being incorporated. 
Purposes of Changes: To make it clear that: 
1. Neither the passing of title to the goods nor the appointment of a day certain for 
payment is now material to a price action. 

2. The action for the price is now generally limited to those cases where resale of the 
goods is impracticable except where the buyer has accepted the goods or where they have 
been destroyed after risk of loss has passed to the buyer. 

3. This section substitutes an objective test by action for the former “not readily resal- 
able" standard. An action for the price under subsection (1)(b) can be sustained only after 
a “reasonable effort to resell” the goods “at reasonable price" has actually been made or 
where the circumstances “reasonably indicate” that such an effort will be unavailing. 

4. Ifa buyer is in default not with respect to the price, but on an obligation to make 
an advance, the seller should recover not under this section for the price as such, but for 
the default in the collateral (though coincident) obligation to finance the seller. If the 
agreement between the parties contemplates that the buyer will acquire, on making the 
advance, a security interest in the goods, the buyer on making the advance has such an 
interest as soon as the seller has rights in the agreed collateral. See Section 9-204. 

5. “Goods accepted" by the buyer under subsection (1)(a) include only goods as to 
which there has been no justified revocation of acceptance, for such a revocation means 
that there has been a default by the seller which bars his rights under this section. 
*Goods lost or damaged" are covered by the section on risk of loss. *Goods identified to 
the contract" under subsection (1)(b) are covered by the section on identification and the 
section on identification notwithstanding breach. 

6. This section is intended to be exhaustive in its enumeration of cases where an ac- 
tion for the price lies. 

7. If the action for the price fails, the seller may nonetheless have proved a case 
entitling him to damages for non-acceptance. In such a situation, subsection (3) permits 
recovery of those damages in the same action. 

Cross References: 
Point 4: Section 1-106. 
Point 5: Sections 2-501, 2-509, 2-510 and 2-704. 
Point 7: Section 2-708. 
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Definitional Cross References: 
“Action”. Section 1-201. 
“Buyer”. Section 2-103. 
“Conforming”. Section 2-106. 
“Contract”. Section 1-201. 
“Goods”. Section 2-105. 
“Seller”. Section 2-103. 


§ 2-710. Seller’s Incidental Damages. 

Incidental damages to an aggrieved seller include any commercially rea- 
sonable charges, expenses or commissions incurred in stopping delivery, in 
he transportation, care and custody of goods after the buyer’s breach, in 


connection with return or resale of the goods or otherwise resulting from 
he breach. 


Official Comment 
Prior Uniform Statutory Provision: See Sections 64 and 70, Uniform Sales Act. 
Purposes: To authorize reimbursement of the seller for expenses reasonably incurred by 
him as a result of the buyer’s breach. The section sets forth the principal normal and neces- 
sary additional elements of damage flowing from the breach but intends to allow all com- 
mercially reasonable expenditures made by the seller. 
Definitional Cross References: 
“Agerieved party”. Section 1-201. 

“Buyer”. Section 2-103. 

“Goods”. Section 2-105. 

“Seller”. Section 2-103. 


§ 2-711. Buyer’s Remedies in General; Buyer’s Security Interest in 
Rejected Goods. 

(1) Where the seller fails to make delivery or repudiates or the buyer 
rightfully rejects or justifiably revokes acceptance then with respect to any 
goods involved, and with respect to the whole if the breach goes to the 

hole contract (Section 2-612), the buyer may cancel and whether or not 
he has done so may in addition to recovering so much of the price as has 
been paid 

(a) *cover" and have damages under the next section as to all the 
goods affected whether or not they have been identified to the contract; 
or 

(b) recover damages for non-delivery as provided in this Article (Sec- 
tion 2-713). 
(2) Where the seller fails to deliver or repudiates the buyer may also 

(a) if the goods have been identified recover them as provided in this 
Article (Section 2-502); or 

(b) in a proper case obtain specific performance or replevy the goods as 

provided in this Article (Section 2-716). 

(3) On rightful rejection or justifiable revocation of acceptance a buyer 
has a security interest in goods in his possession or control for any pay- 

ents made on their price and any expenses reasonably incurred in their 
inspection, receipt, transportation, care and custody and may hold such 
goods and resell them in like manner as an aggrieved seller (Section 2-706). 


Official Comment 


Prior Uniform Statutory Provision: No comparable index section; Subsection (3)— 
Section 69(5), Uniform Sales Act. 
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Changes: The prior uniform statutory provision is generally continued and expanded in 
Subsection (3). 
Purposes of Changes and New Matter: 

1. To index in this section the buyer's remedies, subsection (1) covering those reme- 
dies permitting the recovery of money damages, and subsection (2) covering those which 
permit reaching the goods themselves. The remedies listed here are those available to a 
buyer who has not accepted the goods or who has justifiably revoked his acceptance. The 
remedies available to a buyer with regard to goods finally accepted appear in the section 
dealing with breach in regard to accepted goods. The buyer's right to proceed as to all 
goods when the breach is as to only some of the goods is determined by the section on 
breach in installment contracts and by the section on partial acceptance. Despite the 
seller's breach, proper retender of delivery under the section on cure of improper tender 
or replacement can effectively preclude the buyer's remedies under this section, except 
for any delay involved. 

2. 'To make it clear in subsection (3) that the buyer may hold and resell rejected goods 
if he has paid a part of the price or incurred expenses of the type specified. *Paid" as used 
here includes acceptance of a draft or other time negotiable instrument or the signing o 
a negotiable note. His freedom of resale is coextensive with that of a seller under this 
Article except that the buyer may not keep any profit resulting from the resale and is 
limited to retaining only the amount of the price paid and the costs involved in the 
inspection and handling of the goods. The buyer's security interest in the goods is 
intended to be limited to the items listed in subsection (3), and the buyer is not permitted 
to retain such funds as he might believe adequate for his damages. The buyer's right to 
e or to have damages for non-delivery, is not impaired by his exercise of his right o 
resale. 

3. It should also be noted that this Act requires its remedies to be liberally 
administered and provides that any right or obligation which it declares is enforceable by 
action unless a different effect is specifically prescribed (Section 1-106). 

Cross References: 
Point 1: Sections 2-508, 2-601(c), 2-608, 2-612 and 2-714. 

Point 2: Section 2-706. 

Point 3: Section 1-106. 

Definitional Cross References: 
“Agerieved party". Section 1-201. 

“Buyer”. Section 2-103. 

"Cancellation". Section 2-106. 

"Contract". Section 1-201. 

“Cover”. Section 2-712. 

“Goods”. Section 2-105. 

“Notifies”. Section 1-201. 

“Receipt” of goods. Section 2-103. 

“Remedy”. Section 1-201. 

“Security interest”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-712. “Cover”; Buyer’s Procurement of Substitute Goods. 

(1) After a breach within the preceding section the buyer may “cover” by 

aking in good faith and without unreasonable delay any reasonable 
purchase of or contract to purchase goods in substitution for those due 
from the seller. 

(2) The buyer may recover from the seller as damages the difference be- 
ween the cost of cover and the contract price together with any incidental 
or consequential damages as hereinafter defined (Section 2-715), but less 
expenses saved in consequence of the seller’s breach. 

(3) Failure of the buyer to effect cover within this section does not bar 
him from any other remedy. 


Official Comment 
Prior Uniform Statutory Provision: None. 


1. This section provides the buyer with a remedy aimed at enabling him to obtain 
the goods he needs thus meeting his essential need. This remedy is the buyer’s equiva- 
lent of the seller’s right to resell. 

2. The definition of “cover” under subsection (1) envisages a series of contracts or 
sales, as well as a single contract or sale; goods not identical with those involved but 
commercially usable as reasonable substitutes under the circumstances of the particular 
case; and contracts on credit or delivery terms differing from the contract in breach, but! 
again reasonable under the circumstances. The test of proper cover is whether at the 
time and place the buyer acted in good faith and in a reasonable manner, and it is imma- 
terial that hindsight may later prove that the method of cover used was not the cheapest 
or most effective. The requirement that the buyer must cover “without unreasonable 
delay” is not intended to limit the time necessary for him to look around and decide as to 
how he may best effect cover. The test here is similar to that generally used in this 
Article as to reasonable time and seasonable action. 

3. Subsection (3) expresses the policy that cover is not a mandatory remedy for the 
buyer. The buyer is always free to choose between cover and damages for non-delivery 
under the next section. However, this subsection must be read in conjunction with the 
section which limits the recovery of consequential damages to such as could not have 
been obviated by cover. Moreover, the operation of the section on specific performance o 
contracts for “unique” goods must be considered in this connection for availability of the 
goods to the particular buyer for his particular needs is the test for that remedy and in- 
eee to cover is made an express condition to the right of the buyer to replevy the 
goods. 

4. This section does not limit cover to merchants, in the first instance. It is the vital 
and important remedy for the consumer buyer as well. Both are free to use cover: the do- 
mestic or non-merchant consumer is required only to act in normal good faith while the 
merchant buyer must also observe all reasonable commercial standards of fair dealing in 
the trade, since this falls within the definition of good faith on his part. 

Cross References: 
Point 1: Section 2-706. 

Point 2: Section 1-204. 

Point 3: Sections 2-713, 2-715 and 2-716. 

Point 4: Section 1-203. 

Definitional Cross References: 
“Buyer”. Section 2-103. 

“Contract”. Section 1-201. 

“Good faith”. Section 2-103. 

“Goods”. Section 2-105. 

“Purchase”. Section 1-201. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-713. Buyer’s Damages for Non-delivery or Repudiation. 

(1) Subject to the provisions of this Article with respect to proof of mar- 
ket price (Section 2-723), the measure of damages for non-delivery or 
repudiation by the seller is the difference between the market price at the 
ime when the buyer learned of the breach and the contract price together 

ith any incidental and consequential damages provided in this Article 
(Section 2-715), but less expenses saved in consequence of the seller’s 
breach. 

(2) Market price is to be determined as of the place for tender or, in 
cases of rejection after arrival or revocation of acceptance, as of the place 
of arrival. 


Official Comment 
Prior Uniform Statutory Provision: Section 67(3), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: To clarify the former rule so that: 
1. The general baseline adopted in this section uses as a yardstick the market in 
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which the buyer would have obtained cover had he sought that relief. So the place for 
measuring damages is the place of tender (or the place of arrival if the goods are rejected 
or their acceptance is revoked after reaching their destination) and the crucial time is 
the time at which the buyer learns of the breach. 

2. The market or current price to be used in comparison with the contract price under 
this section is the price for goods of the same kind and in the same branch of trade. 

3. When the current market price under this section is difficult to prove the section on 
determination and proof of market price is available to permit a showing of a comparable 
market price or, where no market price is available, evidence of spot sale prices is proper. 
Where the unavailability of a market price is caused by a scarcity of goods of the type 
involved, a good case is normally made for specific performance under this Article. Such 
scarcity conditions, moreover, indicate that the price has risen and under the section 
providing for liberal administration of remedies, opinion evidence as to the value of the 
goods would be admissible in the absence of a market price and a liberal construction o 
allowable consequential damages should also result. 

4. This section carries forward the standard rule that the buyer must deduct from his 
damages any expenses saved as a result of the breach. 

5. The present section provides a remedy which is completely alternative to cover 
under the preceding section and applies only when and to the extent that the buyer has 
not covered. 

Cross References: 
Point 3: Sections 1-106, 2-716 and 2-723. 
Point 5: Section 2-712. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Contract”. Section 1-201. 
"Seller". Section 2-103. 


$ 2-714. Buyer's Damages for Breach in Regard to Accepted 
Goods. 
(1) Where the buyer has accepted goods and given notification (subsec- 


ion (3) of Section 2-607) he may recover as damages for any non-conformity 
of tender the loss resulting in the ordinary course of events from the seller's 
breach as determined in any manner which is reasonable. 

(2) The measure of damages for breach of warranty is the difference at 
he time and place of acceptance between the value of the goods accepted 
and the value they would have had if they had been as warranted, unless 
special circumstances show proximate damages of a different amount. 

(3) In a proper case any incidental and consequential damages under the 
next section may also be recovered. 


Official Comment 
Prior Uniform Statutory Provision: Section 69(6) and (7), Uniform Sales Act. 
Changes: Rewritten. 
Purposes of Changes: 

1. This section deals with the remedies available to the buyer after the goods have 
been accepted and the time for revocation of acceptance has gone by. In general this sec- 
tion adopts the rule of the prior uniform statutory provision for measuring damages 
where there has been a breach of warranty as to goods accepted, but goes further to lay 
down an explicit provision as to the time and place for determining the loss. The section 
on deduction of damages from price provides an additional remedy for a buyer who still 
owes part of the purchase price, and frequently the two remedies will be available 
concurrently. The buyer's failure to notify of his claim under the section on effects of ac- 
ceptance, however, operates to bar his remedies under either that section or the present 
section. 

2. The “non-conformity” referred to in subsection (1) includes not only breaches o 
warranties but also any failure of the seller to perform according to his obligations under| 
the contract. In the case of such non-conformity, the buyer is permitted to recover for his 
loss “in any manner which is reasonable." 


2232 


3. Subsection (2) describes the usual, standard and reasonable method of ascertaining 
damages in the case of breach of warranty but it is not intended as an exclusive measure. 
It departs from the measure of damages for non-delivery in utilizing the place of accep- 
tance rather than the place of tender. In some cases the two may coincide, as where the 
buyer signifies his acceptance upon the tender. If, however, the non-conformity is such as 
would justify revocation of acceptance, the time and place of acceptance under this sec- 
tion is determined as of the buyer's decision not to revoke. 

4. The incidental and consequential damages referred to in subsection (3), which will 
usually accompany an action brought under this section, are discussed in detail in the 
comment on the next section. 

Cross References: 
Point 1: Compare Section 2-711; Sections 2-607 and 2-717. 
Point 2: Section 2-106. 
Point 3: Sections 2-608 and 2-713. 
Point 4: Section 2-715. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Conform”. Section 2-106. 
“Goods”. Section 1-201. 
“Notification”. Section 1-201. 
“Seller”. Section 2-103. 


§ 2-715. Buyer’s Incidental and Consequential Damages. 

(1) Incidental damages resulting from the seller’s breach include expen- 
ses reasonably incurred in inspection, receipt, transportation and care and 
custody of goods rightfully rejected, any commercially reasonable charges, 
expenses or commissions in connection with effecting cover and any other 
reasonable expense incident to the delay or other breach. 


(2) Consequential damages resulting from the seller’s breach include 


(a) any loss resulting from general or particular requirements and 
needs of which the seller at the time of contracting had reason to know 
and which could not reasonably be prevented by cover or otherwise; and 

(b) injury to person or property proximately resulting from any breach 
of warranty. 


Official Comment 
Prior Uniform Statutory Provisions: Subsection (2)(b)—Sections 69(7) and 70, Uniform 
Sales Act. 
Changes: Rewritten. 
Purposes of Changes and New Matter: 

1. Subsection (1) is intended to provide reimbursement for the buyer who incurs rea- 
sonable expenses in connection with the handling of rightfully rejected goods or goods 
whose acceptance may be justifiably revoked, or in connection with effecting cover where 
the breach of the contract lies in non-conformity or non-delivery of the goods. The 
incidental damages listed are not intended to be exhaustive but are merely illustrative o 
the typical kinds of incidental damage. 

2. Subsection (2) operates to allow the buyer, in an appropriate case, any consequential 
damages which are the result of the seller’s breach. The “tacit agreement” test for the 
recovery of consequential damages is rejected. Although the older rule at common law 
which made the seller liable for all consequential damages of which he had “reason to 
know” in advance is followed, the liberality of that rule is modified by refusing to permit 
recovery unless the buyer could not reasonably have prevented the loss by cover or 
otherwise. Subparagraph (2) carries forward the provisions of the prior uniform statutory 
provision as to consequential damages resulting from breach of warranty, but modifies 
the rule by requiring first that the buyer attempt to minimize his damages in good faith, 
either by cover or otherwise. 

3. In the absence of excuse under the section on merchant’s excuse by failure o 
presupposed conditions, the seller is liable for consequential damages in all cases where 
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he had reason to know of the buyer's general or particular requirements at the time o 
contracting. It is not necessary that there be a conscious acceptance of an insurer's li- 
ability on the seller's part, nor is his obligation for consequential damages limited to 
cases in which he fails to use due effort in good faith. Particular needs of the buyer must 
generally be made known to the seller while general needs must rarely be made known 
to charge the seller with knowledge. Any seller who does not wish to take the risk o 
consequential damages has available the section on contractual limitation of remedy. 

4. The burden of proving the extent of loss incurred by way of consequential damage 
is on the buyer, but the section on liberal administration of remedies rejects any doctrine 
of certainty which requires almost mathematical precision in the proof of loss. Loss may 
be determined in any manner which is reasonable under the circumstances. 

5. Subsection (2)(b) states the usual rule as to breach of warranty, allowing recovery 
for injuries “proximately” resulting from the breach. Where the injury involved follows 
the use of goods without discovery of the defect causing the damage, the question o 
“proximate” cause turns on whether it was reasonable for the buyer to use the goods 
without such inspection as would have revealed the defects. If it was not reasonable for 
him to do so, or if he did in fact discover the defect prior to his use, the injury would not 
proximately result from the breach of warranty. 

6. Inthe case of sale of wares to one in the business of reselling them, resale is one o 
the requirements of which the seller has reason to know within the meaning of subsec- 
tion (2)(a). 

Cross References: 
Point 1: Section 2-608. 
Point 3: Sections 1-203, 2-615 and 2-719. 
Point 4: Section 1-106. 
Definitional Cross References: 
"Cover". Section 2-712. 
“Goods”. Section 1-201. 
“Person”. Section 1-201. 
“Receipt” of goods. Section 2-103. 
"Seller". Section 2-103. 


§ 2-716. Buyer's Right to Specific Performance or Replevin. 

(1) Specific performance may be decreed where the goods are unique or 
in other proper circumstances. 

(2) The decree for specific performance may include such terms and 
conditions as to payment of the price, damages, or other relief as the court 

ay deem just. 

(3) The buyer has a right of replevin for goods identified to the contract 
if after reasonable effort he is unable to effect cover for such goods or the 
circumstances reasonably indicate that such effort will be unavailing or i 

he goods have been shipped under reservation and satisfaction of the se- 
curity interest in them has been made or tendered. 


Official Comment 
Prior Uniform Statutory Provision: Section 68, Uniform Sales Act. 
Changes: Rephrased. 
Purposes of Changes: To make it clear that: 

1. The present section continues in general prior policy as to specific performance 
and injunction against breach. However, without intending to impair in any way the 
exercise of the court's sound discretion in the matter, this Article seeks to further a more 
liberal attitude than some courts have shown in connection with the specific performance 
of contracts of sale. 

2. In view of this Article's emphasis on the commercial feasibility of replacement, a 
new concept of what are “unique” goods is introduced under this section. Specific perfor- 
mance is no longer limited to goods which are already specific or ascertained at the time 
of contracting. The test of uniqueness under this section must be made in terms of the 
total situation which characterizes the contract. Output and requirements contracts 
involving a particular or peculiarly available source or market present today the typical 
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commercial specific performance situation, as contrasted with contracts for the sale o 
heirlooms or priceless works of art which were usually involved in the older cases. 
However, uniqueness is not the sole basis of the remedy under this section for the relie 
may also be granted *in other proper circumstances" and inability to cover is strong evi- 
dence of “other proper circumstances". 

3. The legal remedy of replevin is given the buyer in cases in which cover is reason- 
ably unavailable and goods have been identified to the contract. This is in addition to the 
buyer's right to recover identified goods on the seller's insolvency (Section 2-502). 

4. This section is intended to give the buyer rights to the goods comparable to the 
seller's rights to the price. 

5. Ifa negotiable document of title is outstanding, the buyer's right of replevin relates 
of course to the document not directly to the goods. See Article 7, especially Section 
1-602. 

Cross References: 
Point 3: Section 2-502. 
Point 4: Section 2-709. 
Point 5: Article 7. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Goods”. Section 1-201. 
*Rights". Section 1-201. 


§ 2-717. Deduction of Damages From the Price. 

The buyer on notifying the seller of his intention to do so may deduct all 
or any part of the damages resulting from any breach of the contract from 
any part of the price still due under the same contract. 


Official Comment 
Prior Uniform Statutory Provision: See Section 69(1)(a), Uniform Sales Act. 
Purposes: 

1. This section permits the buyer to deduct from the price damages resulting from 
any breach by the seller and does not limit the relief to cases of breach of warranty as 
did the prior uniform statutory provision. To bring this provision into application the 
breach involved must be of the same contract under which the price in question is 
claimed to have been earned. 

2. The buyer, however, must give notice of his intention to withhold all or part of the 
price if he wishes to avoid a default within the meaning of the section on insecurity and 
right to assurances. In conformity with the general policies of this Article, no formality o 
notice is required and any language which reasonably indicates the buyer's reason for 
holding up his payment is sufficient. 

Cross Reference: 
Point 2: Section 2-609. 
Definitional Cross References: 
“Buyer”. Section 2-103. 
“Notifies”. Section 1-201. 


§ 2-718. Liquidation or Limitation of Damages; Deposits. 

(1) Damages for breach by either party may be liquidated in the agree- 

ent but only at an amount which is reasonable in the light of the 
anticipated or actual harm caused by the breach, the difficulties of proof o 
loss, and the inconvenience or nonfeasibility of otherwise obtaining an ad- 
equate remedy. A term fixing unreasonably large liquidated damages is 

oid as a penalty. 

(2) Where the seller justifiably withholds delivery of goods because of the 
buyer's breach, the buyer is entitled to restitution of any amount by which 
he sum of his payments exceeds 

(a) the amount to which the seller is entitled by virtue of terms 
liquidating the seller's damages in accordance with subsection (1), or 
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(b) in the absence of such terms, twenty per cent of the value of the 
total performance for which the buyer is obligated under the contract or 
$500, whichever is smaller. 

(3) The buyer's right to restitution under subsection (2) is subject to 
offset to the extent that the seller establishes 

(a) a right to recover damages under the provisions of this Article 
other than subsection (1), and 

(b) the amount or value of any benefits received by the buyer directly 
or indirectly by reason of the contract. 

(4) Where a seller has received payment in goods their reasonable value 
or the proceeds of their resale shall be treated as payments for the purposes 
of subsection (2); but if the seller has notice of the buyer's breach before 
reselling goods received in part performance, his resale is subject to the 
conditions laid down in this Article on resale by an aggrieved seller (Sec- 

ion 2-706). 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Under subsection (1) liquidated damage clauses are allowed where the amount 
involved is reasonable in the light of the circumstances of the case. The subsection sets 
forth explicitly the elements to be considered in determining the reasonableness of a liq- 
uidated damage clause. A term fixing unreasonably large liquidated damages is expressly 
made void as a penalty. An unreasonably small amount would be subject to similar crit- 
icism and might be stricken under the section on unconscionable contracts or clauses. 

2. Subsection (2) refuses to recognize a forfeiture unless the amount of the payment 
so forfeited represents a reasonable liquidation of damages as determined under subsec- 
tion (1). A special exception is made in the case of small amounts (20% of the price or 
$500, whichever is smaller) deposited as security. No distinction is made between cases 
in which the payment is to be applied on the price and those in which it is intended as 
security for performance. Subsection (2) is applicable to any deposit or down or part 
payment. In the case of a deposit or turn in of goods resold before the breach, the amount 
actually received on the resale is to be viewed as the deposit rather than the amount al- 
lowed the buyer for the trade in. However, if the seller knows of the breach prior to the 
resale of the goods turned in, he must make reasonable efforts to realize their true value, 
and this is assured by requiring him to comply with the conditions laid down in the sec- 
tion on resale by an aggrieved seller. 

Cross References: 
Point 1: Section 2-302. 
Point 2: Section 2-706. 
Definitional Cross References: 
“Agerieved party". Section 1-201. 

"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Goods”. Section 2-105. 

“Notice”. Section 1-201. 

“Party”. Section 1-201. 

“Remedy”. Section 1-201. 

"Seller". Section 2-103. 

"Term". Section 1-201. 


$ 2-719. Contractual Modification or Limitation of Remedy. 
(1) Subject to the provisions of subsections (2) and (3) of this section and 

of the preceding section on liquidation and limitation of damages, 
(a) the agreement may provide for remedies in addition to or in 
substitution for those provided in this Article and may limit or alter the 
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measure of damages recoverable under this Article, as by limiting the 
buyer's remedies to return of the goods and repayment of the price or to 
repair and replacement of non-conforming goods or parts; and 


(b) resort to a remedy as provided is optional unless the remedy is 
expressly agreed to be exclusive, in which case it is the sole remedy. 


(2) Where circumstances cause an exclusive or limited remedy to fail o 
its essential purpose, remedy may be had as provided in this Act. 

(3) Consequential damages may be limited or excluded unless the limita- 
ion or exclusion is unconscionable. Limitation of consequential damages 
for injury to the person in the case of consumer goods is prima facie uncon- 
scionable but limitation of damages where the loss is commercial is not. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: 

1. Under this section parties are left free to shape their remedies to their particular 
requirements and reasonable agreements limiting or modifying remedies are to be given 
effect. However, it is of the very essence of a sales contract that at least minimum ade- 
quate remedies be available. If the parties intend to conclude a contract for sale within 
this Article they must accept the legal consequence that there be at least a fair quantum 
of remedy for breach of the obligations or duties outlined in the contract. Thus any 
clause purporting to modify or limit the remedial provisions of this Article in an uncon- 
scionable manner is subject to deletion and in that event the remedies made available by 
this Article are applicable as if the stricken clause had never existed. Similarly, under 
subsection (2), where an apparently fair and reasonable clause because of circumstances 
fails in its purpose or operates to deprive either party of the substantial value of the 
bargain, it must give way to the general remedy provisions of this Article. 

2. Subsection (1)(b) creates a presumption that clauses prescribing remedies are 
cumulative rather than exclusive. If the parties intend the term to describe the sole rem- 
edy under the contract, this must be clearly expressed. 

3. Subsection (3) recognizes the validity of clauses limiting or excluding consequential 
damages but makes it clear that they may not operate in an unconscionable manner. 
Actually such terms are merely an allocation of unknown or undeterminable risks. The 
seller in all cases is free to disclaim warranties in the manner provided in Section 2-316. 

Cross References: 
Point 1: Section 2-302. 

Point 3: Section 2-316. 

Definitional Cross References: 
"Agreement". Section 1-201. 

“Buyer”. Section 2-103. 

“Conforming”. Section 2-106. 

"Contract". Section 1-201. 

“Goods”. Section 2-105. 

“Remedy”. Section 1-201. 

“Seller”. Section 2-103. 


§ 2-720. Effect of “Cancellation” or “Rescission” on Claims for 
Antecedent Breach. 
Unless the contrary intention clearly appears, expressions of “cancella- 
ion” or “rescission” of the contract or the like shall not be construed as a 
renunciation or discharge of any claim in damages for an antecedent 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purpose: 
This section is designed to safeguard a person holding a right of action from any 
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nintentional loss of rights by the ill-advised use of such terms as “cancellation”, “rescis- 
sion", or the like. Once a party's rights have accrued they are not to be lightly impaired by 
concessions made in business decency and without intention to forego them. Therefore, un- 
ess the cancellation of a contract expressly declares that it is ^without reservation o 
ights", or the like, it cannot be considered to be a renunciation under this section. 
Cross Reference: 
Section 1-107. 
Definitional Cross References: 
“Cancellation”. Section 2-106. 
“Contract”. Section 1-201. 


§ 2-721. Remedies for Fraud. 

Remedies for material misrepresentation or fraud include all remedies 
available under this Article for non-fraudulent breach. Neither rescission 
or a claim for rescission of the contract for sale nor rejection or return o 
he goods shall bar or be deemed inconsistent with a claim for damages or 
other remedy. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To correct the situation by which remedies for fraud have been more 
circumscribed than the more modern and mercantile remedies for breach of warranty. Thus 
he remedies for fraud are extended by this section to coincide in scope with those for non- 
raudulent breach. This section thus makes it clear that neither rescission of the contract 
or fraud nor rejection of the goods bars other remedies unless the circumstances of the 
case make the remedies incompatible. 
Definitional Cross References: 
“Contract for sale”. Section 2-106. 
“Goods”. Section 1-201. 
“Remedy”. Section 1-201. 


§ 2-722. Who Can Sue Third Parties for Injury to Goods. 
Where a third party so deals with goods which have been identified to a 
contract for sale as to cause actionable injury to a party to that contract 

(a) a right of action against the third party is in either party to the 
contract for sale who has title to or a security interest or a special prop- 
erty or an insurable interest in the goods; and if the goods have been 
destroyed or converted a right of action is also in the party who either 
bore the risk of loss under the contract for sale or has since the injury 
assumed that risk as against the other; 

(b) if at the time of the injury the party plaintiff did not bear the risk 
of loss as against the other party to the contract for sale and there is no 
arrangement between them for disposition of the recovery, his suit or 
settlement is, subject to his own interest, as a fiduciary for the other 
party to the contract; 

(c) either party may with the consent of the other sue for the benefit o 
whom it may concern. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To adopt and extend somewhat the principle of the statutes which provide for 
suit by the real party in interest. The provisions of this section apply only after identifica- 
ion of the goods. Prior to that time only the seller has a right of action. During the period 
between identification and final acceptance (except in the case of revocation of acceptance) 
it is possible for both parties to have the right of action. Even after final acceptance both. 
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parties may have the right of action if the seller retains possession or otherwise retains an 
interest. 
Definitional Cross References: 
“Action”. Section 1-201. 

“Buyer”. Section 2-103. 

“Contract for sale". Section 2-106. 

*Goods". Section 2-105. 

“Party”. Section 1-201. 

“Rights”. Section 1-201. 

"Security interest". Section 1-201. 


§ 2-723. Proof of Market Price: Time and Place. 


(1) If an action based on anticipatory repudiation comes to trial before 
he time for performance with respect to some or all of the goods, any dam- 
ages based on market price (Section 2-708 or Section 2-713) shall be 
determined according to the price of such goods prevailing at the time 

hen the aggrieved party learned of the repudiation. 


(2) If evidence of a price prevailing at the times or places described in 
his Article is not readily available the price prevailing within any reason- 
able time before or after the time described or at any other place which in 
commercial judgment or under usage of trade would serve as a reasonable 
substitute for the one described may be used, making any proper allow- 
ance for the cost of transporting the goods to or from such other place. 


(3) Evidence of a relevant price prevailing at a time or place other than 
he one described in this Article offered by one party is not admissible un- 
less and until he has given the other party such notice as the court finds 
sufficient to prevent unfair surprise. 


Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To eliminate the most obvious difficulties arising in connection with the deter- 
mination of market price, when that is stipulated as a measure of damages by some provi- 
sion of this Article. Where the appropriate market price is not readily available the court is 
here granted reasonable leeway in receiving evidence of prices current in other comparable 
markets or at other times comparable to the one in question. In accordance with the gen- 
eral principle of this Article against surprise, however, a party intending to offer evidence 
of such a substitute price must give suitable notice to the other party. 
This section is not intended to exclude the use of any other reasonable method o 
determining market price or of measuring damages if the circumstances of the case make 
his necessary. 
Definitional Cross References: 
“Action”. Section 1-201. 

“Agerieved party". Section 1-201. 

“Goods”. Section 2-105. 

“Notifies”. Section 1-201. 

“Party”. Section 1-201. 

"Reasonable time". Section 1-204. 

“Usage of trade". Section 1-205. 


$ 2-724. Admissibility of Market Quotations. 


Whenever the prevailing price or value of any goods regularly bought 
and sold in any established commodity market is in issue, reports in of- 
ficial publications or trade journals or in newspapers or periodicals of gen- 
eral circulation published as the reports of such market shall be admis- 
sible in evidence. The circumstances of the preparation of such a report 

ay be shown to affect its weight but not its admissibility. 
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Official Comment 
Prior Uniform Statutory Provision: None. 
Purposes: To make market quotations admissible in evidence while providing for a chal- 
enge of the material by showing the circumstances of its preparation. 

No explicit provision as to the weight to be given to market quotations is contained in 
his section, but such quotations, in the absence of compelling challenge, offer an adequate 
basis for a verdict. 

Market quotations are made admissible when the price or value of goods traded “in any 
established market" is in issue. The reason of the section does not require that the market 
be closely organized in the manner of a produce exchange. It is sufficient if transactions in 
he commodity are frequent and open enough to make a market established by usage in 

hich one price can be expected to affect another and in which an informed report of the 
ange and trend of prices can be assumed to be reasonably accurate. 

This section does not in any way intend to limit or negate the application of similar rules 
of admissibility to other material, whether by action of the courts or by statute. The 
purpose of the present section is to assure a minimum of mercantile administration in this 
important situation and not to limit any liberalizing trend in modern law. 

Definitional Cross Reference: 
“Goods”. Section 2-105. 


§ 2-725. Statute of Limitations in Contracts for Sale. 

(1) An action for breach of any contract for sale must be commenced 

ithin four years after the cause of action has accrued. By the original 
agreement the parties may reduce the period of limitation to not less than 
one year but may not extend it. 

(2) A cause of action accrues when the breach occurs, regardless of the 
aggrieved party's lack of knowledge of the breach. A breach of warranty oc- 


curs when tender of delivery is made, except that where a warranty 
explicitly extends to future performance of the goods and discovery of the 
breach must await the time of such performance the cause of action ac- 
crues when the breach is or should have been discovered. 


(3) Where an action commenced within the time limited by subsection 
(1) is so terminated as to leave available a remedy by another action for 
he same breach such other action may be commenced after the expiration 
of the time limited and within six months after the termination of the first 
action unless the termination resulted from voluntary discontinuance or 
from dismissal for failure or neglect to prosecute. 


(4) This section does not alter the law on tolling of the statute of limita- 
ions nor does it apply to causes of action which have accrued before this 
Act becomes effective. 


Official Comment 

Prior Uniform Statutory Provision: None. 
Purposes: To introduce a uniform statute of limitations for sales contracts, thus eliminat- 
ing the jurisdictional variations and providing needed relief for concerns doing business on. 
a nationwide scale whose contracts have heretofore been governed by several different 
periods of limitation depending upon the state in which the transaction occurred. This 
Article takes sales contracts out of the general laws limiting the time for commencing 
contractual actions and selects a four year period as the most appropriate to modern busi- 
ness practice. This is within the normal commercial record keeping period. 

Subsection (1) permits the parties to reduce the period of limitation. The minimum pe- 
iod is set at one year. The parties may not, however, extend the statutory period. 

Subsection (2), providing that the cause of action accrues when the breach occurs, states 
an exception where the warranty extends to future performance. 
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Subsection (3) states the saving provision included in many state statutes and permits 
an additional short period for bringing new actions, where suits begun within the four year 
period have been terminated so as to leave a remedy still available for the same breach. 

Subsection (4) makes it clear that this Article does not purport to alter or modify in any 

espect the law on tolling of the Statute of Limitations as it now prevails in the various 


Definitional Cross References: 
“Action”. Section 1-201. 
“Agerieved party”. Section 1-201. 
“Agreement”. Section 1-201. 
“Contract for sale”. Section 2-106. 
“Goods”. Section 2-105. 
“Party”. Section 1-201. 
“Remedy”. Section 1-201. 
“Term”. Section 1-201. 
“Termination”. Section 2-106. 


Index 


ACCELERATION 
Payment, § 1-303 
Performance, § 1-303 


CCEPTANCE 

Bank Deposits and Collections, generally, 
this index 

Defined. Words and Phrases, this index 

Funds, transfers, payment order, § 4A-209 

Leases, this index 

Negotiable Instruments, generally, this 
index 

Sales, this index 

Secured Transactions, this index 


CCEPTOR 

Negotiable instruments 
Defined, § 3-103 
Obligation, § 3-413 


CCESSIONS 

Defined, secured transactions, § 9-102 
Leases, this index 

Secured transactions, § 9-335 


CCIDENT 
Documents of title, title and rights, § 7-502 


CCIDENT AND HEALTH CARE 
INSURANCE 


Secured Transactions, this index 


CCOMMODATION 
Negotiable instruments, signed for, § 3-419 


Non-conforming goods offered buyer, 
§ 2-206 


CCOMMODATION PARTIES 

Negotiable instruments, discharge of, 
§ 3-605 

CCORD AND SATISFACTION 

Delivery of goods excused, documents of 
title, § 7-403 

Negotiable instruments, by use of instru- 
ment, § 3-311 

Performance or acceptance under reserva- 
tion of rights, § 1-308 


ACCOUNT DEBTORS 
Defined 
Secured transactions, § 9-102 


ACCOUNTS AND ACCOUNTING 
Customer’s account, when bank may 
charge against, bank deposits and col- 
lections, § 4-401 
Defined 
Bank deposits and collections, § 4-104 
Secured transactions, § 9-102 
Sales 
Secured transactions 
Application of law, § 9-109 
Secured Transactions, this index 


Security interest, defined, general provi- 
sions, § 1-203 


ACKNOWLEDGEMENT 
Secured transactions 
Filing, § 9-523 
Perfection, possession, § 9-313 


ACTIONS 

Aggrieved party, defined, general provi- 
sions, § 1-201 

Attachment, generally, this index 

Bills of lading, provisions, documents of 
title, § 7-309 

Defined, general provisions, § 1-201 

Enforcement of remedies, § 1-305 

Injunctions, generally, this index 

Investment Securities, this index 

Leases, this index 

Letters of credit, wrongful dishonor or 
anticipatory repudiation, § 5-115 

Limitation of Actions, generally, this index 

Replevin, Sales Act, § 2-711 

Buyer, § 2-716 
Sales, this index 
Specific Performance, generally, this index 


Warehouse receipts, provisions, documents 
of title, § 7-204 


ADDITIONAL TERM 
Acceptance of offer, § 2-207 


ADDRESS 
List of creditors, bulk sales, $ 6-104 


Send as meaning, general provisions, 
8 1-201 


ADMINISTRATORS 
See Executors and Administrators, gener- 
ally, this index 


ADMISSIONS AS EVIDENCE 
Commercial paper, payee, existence and 
capacity, § 3-413 
Signatures, § 3-307 
Sales, oral contract, § 2-201 


ADVANCES 
Financing agency, defined, Sales Act, 
§ 2-104 
Leases, this index 
Secured transactions, § 9-204 


Warehouse receipts, statement, documents 
of title, § 7-202 


ADVERSE CLAIMS 
Documents of title, § 7-603 
Investment Securities, this index 
ADVERTISEMENT 
Warehouseman's lien, sales to enforce, 
documents of title, § 7-210 


ADVISING BANK 
See Letters of Credit, this index 


AFFIRMATIONS 
See Oaths and Affirmations, generally, this 
index 
AFTERNOON 
Defined, bank deposits and collections, 
8 4-104 
AFTERNOON HOUR 
Bank deposits and collections, cut off time, 
8 4-107 
AGE 
Checks, bank deposits and collections, 
8 4-404 
AGENCY STATUS 
Bank deposits and collections, collecting 
banks, § 4-201 
AGENTS 


Commercial Code, supplementary 
principles, § 1-103 
Investment Securities, this index 


Index-2 


UNIFORM COMMERCIAL CODE 


AGENTS—Cont’d 

Issuer, defined, documents of title, § 7-102 

Representative as including, general provi- 
sions, § 1-201 

Seller under Sales Act, § 2-707 

Signatures, warehouse receipts, documents 
of title, § 7-202 

Transfer agents. Investment Securities, this 
index 


AGGRIEVED PARTY 
Defined, general provisions, § 1-201 
Liberally administered remedies, § 1-305 


AGREEMENTS 

See, also, Contracts, generally, this index 

Bank deposits and collections, variation by, 
§ 4-103 

Defined, general provisions, § 1-201 

Sales Act, § 2-106 

Disclaimed diligence, prohibited, § 1-103 

Investment Securities, this index 

Law governing, § 1-301 

Leases, this index 

Negotiable instruments, other agreements 
affecting instrument, § 3-117 

Territorial application of Act, § 1-301 

Varying provisions of Act, § 1-103 


AGRICULTURAL LIENS 
Secured Transactions, this index 


AGRICULTURAL PRODUCTS 
Contract for sale, growing crops, § 2-107 
Defined 

Secured transactions, § 9-102 
Growing crops 
Contract for sale, § 2-107 
Goods, defined, sales, § 2-105 
Insurable interest of buyer, § 2-501 
Liens. Agricultural Liens, generally, this 
index 
Priorities and preferences 
Secured transactions, § 9-334 
Sales Act 
Application, § 2-102 
Goods, defined, § 2-105 
Secured transactions, priorities and prefer- 
ences, § 9-334 
Secured Transactions, this index 
Third party rights, § 2-107 
Warehouse receipts, documents of title, 
§ 7-201 


AIR CARRIERS 
Secured transactions 
Debtors, location, § 9-307 


Defined, general provisions, § 1-201 


ALCOHOLIC BEVERAGES 
Warehouse receipts, documents of title, 
8 7-201 
ALLOCATION 
Leases, this index 
Sales, this index 


ALTERATION OF INSTRUMENTS 
Bills of lading, documents of title, § 7-306 
Customer's duty to discover and report 

alteration, § 4-406 
Defined, bank deposits and collections, 
8 4-104 
Leases, consequential damages, § 24-503 
Negotiable instruments 
Defined, § 3-407 
Negligence contributing to alteration of 
instruments, § 3-406 
Warehouse receipts, documents of title, 
§ 7-208 

AMENDMENT 

Letters of credit, § 5-106 


AMENDMENTS 
Secured Transactions, this index 


ANTICIPATORY REPUDIATION 
Sales, this index 


APPORTIONMENT 
Sales, delivery of goods, § 2-307 


APPROPRIATE PERSON 
Investment Securities, this index 


APPROVAL SALES 
See, also, Sales, generally, this index 
Acceptance, § 2-327 
Defined, Sales Act, application, § 2-103 
Delivered goods, return, § 2-326 


RBITRATION 
Leases, default, procedure, § 2A-501 


AS-EXTRACTED COLLATERAL 
Defined, secured transactions, § 9-102 


ASSIGNMENTS 
Damages, breach of sales contract, § 2-210 


ASSIGNMENTS—Cont’d 
Leases, rights, § 2A-303 
Sales contract, § 2-210 
Secured Transactions, this index 


ASSIGNMENTS FOR BENEFIT OF 
CREDITORS 
Bulk sales, applicability of provisions, 
§ 6-103 
Definitions, general provisions, § 1-201 
Secured transactions 
Attachment 
Perfection, § 9-309 


ASSOCIATIONS 
Organization as including, general provi- 
sions, § 1-201 


ATTACHMENT 
Documents of title, goods, § 7-602 
Goods under document of title, § 7-602 
Leases, priority of liens arising by, § 2A- 
307 
Secured transactions, § 9-203 


ATTACHMENT OF INTEREST 
Secured Transactions, this index 


ATTORNEYS 
Documents of title, fees, lost, stolen or 
destroyed documents, bailee, § 7-601 
Fees 
Documents of title, lost, stolen or 
destroyed, bailee, § 7-601 
Funds transfers, action for late execution, 
etc., § 4A-305 
Secured transactions, redemption, 
§ 9-623 
Leases, unconscionable clause, award of 
reasonable fees, § 2A-108 


ATTRIBUTION 
Leases, § 2A-223 
Sales, contracts, § 2-212 


AUCTIONS AND AUCTIONEERS 
Bill of lading, enforcement of carrier’s lien, 
documents of title, § 7-308 
Bulk sales, § 6-108 
Completion of sale, § 2-328 
Forced sales, § 2-328 
Lots, Sales Act, § 2-328 
Reopen bidding, § 2-328 
Resale by seller, § 2-706 
Reserve, § 2-328 


AUCTIONS AND AUCTIONEERS 
—Cont'd 
Sales Act, § 2-328 
Warehouseman's lien, sale to enforce, 
documents of title, 8 7-210 
Without reserve, § 2-328 


AUTHENTICATE 
Defined, secured transactions, § 9-102 


AUTHENTICATING TRUSTEE 
Investment securities, unauthorized 
signature, effect, 8 8-205 
AUTHENTICITY 
Third party documents, prima facie evi- 
dence, § 1-307 
AUTOMOBILES 
See Motor Vehicles, generally, this index 


BAILEE 
Documents of Title, this index 


Leases, risk of loss, goods held by, § 2A- 
219 


Sales, this index 


BAILMENT 
Acknowledgment goods held for buyer, 


§ 2-705 

Bills of Lading, generally, this index 
Delay, delivery of goods, § 7-403 
Delivery of goods, duty, § 7-403 
Documents of Title, generally, this index 
Good faith delivery of goods, § 7-404 
Sale of goods, tender of delivery, § 2-503 
Sales Act, risk of loss, § 2-509 
Secured transactions 

Financing statements, § 9-505 

Perfection, § 9-312 
Stoppage of delivery, § 2-703, 2-705 


Warehouse Receipts, generally, this index 


BALE 


Commercial unit, defined, Sales Act, 
§ 2-105 


BANK DEPOSITS AND COLLECTIONS 


Acceptance, applicability of definition, 
§ 3-409, 4-104 
Account 
Customer’s account, when bank may 
charge against, § 4-401 
Defined, § 4-104 
Afternoon, defined, § 4-104 
Agency status, collecting banks, § 4-201 
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BANK DEPOSITS AND COLLECTIONS 


—Cont’d 
Agreement, variation by, § 4-103 
Alteration 
Applicability of definition, § 3-407, 
4-104 
Customer’s duty to discover and report 
alteration, § 4-406 
Applicability, generally, § 4-102 
Bank 
Charge against customer’s account, 
§ 4-401 
Check for more than six months old, 
bank not obliged to pay, § 4-404 
Defined, § 4-105 
Giving value for purposes of holder in 
due course, § 4-211 
Presentment by notice of item not pay- 
able by, through, or at bank, 
§ 4-212 
Separate office of, § 4-107 
Settlement by, medium and time of, 
§ 4-213 
Transfer between banks, § 4-206 
Wrongful dishonor, liability to customer 
for, § 4-402 
Banking day, defined, § 4-104 
Branch banks, defined, general provisions, 
§ 1-201 
Burden of proof, loss, § 4-403 
Cashier’s check, applicability of definition, 
§ 3-104, 4-104 
Certificate of deposit, applicability of defi- 
nition, § 3-104, 4-104 
Certified check, applicability of definition, 
§ 3-409, 4-104 
Certified items, order in which items may 
be certified, § 4-303 
Charge, when bank may charge against 
customer’s account, § 4-401 
Charge-back, right of, § 4-214 
Charged items, order in which items may 
be charged, § 4-303 
Check 
Applicability of definition, § 3-104, 
4-104 
More than 6 months old, bank not 
obliged to pay, § 4-404 
Presentment notice as meaning, § 4-110 
Clearing house, defined, § 4-104 
Collecting bank 
Agency, status of, § 4-201 


BANK DEPOSITS AND COLLECTIONS 


—Cont’d 
Collecting bank—Cont’d 
Defined, § 4-105 
Application, Sales Act, § 2-104 
Liability of, § 4-214 
Security interest in items, accompanying 
documents and proceeds, § 4-210 
Collection, responsibility for, § 4-202 
Conflict of laws, § 1-301 
Credits, provisional status of, § 4-201 
Customer 
Bank’s liability to, for wrongful dis- 
honor, § 4-402 
Death or incompetence of, § 4-405 
Defined, § 4-104 
Dishonor, duty to notify customer of, 
§ 4-501 
Duty to discover and report unauthorized 
signature or alteration, § 4-406 
Right to stop payment, § 4-403 
Customer’s account, when bank may 
charge against, § 4-401 
Damages, measure of, § 4-103 
Death, customer, § 4-405 
Deferred posting, generally, § 4-301 
Delays, generally, § 4-109 
Depositary bank 
Defined, § 4-105 
Holder of unindorsed item, § 4-205 
Dishonor 
Customer, duty to notify, § 4-501 
Report of reasons for, § 4-503 
Time of, § 4-301 
Wrongful dishonor, bank’s liability to 
customer for, § 4-402 
Documentary draft 
Defined, § 4-104 
Handling of, § 4-501 
Documents 
Presenting bank, responsibility for, 
§ 4-503 
Security interest of collecting bank in 
accompanying documents, § 4-210 
Drafts 
Defined, § 4-104 
Documentary drafts, handling of, 
§ 4-501 
Presentment of on arrival, etc., drafts, 
§ 4-502 
Drawee, defined, § 4-104 
Drawer, liability of, § 4-212 


BANK DEPOSITS AND COLLECTIONS 


—Cont’d 
Electronic presentment, generally, § 4-110 
Electronic presentment agreement, defined, 
§ 4-110 
Encoding warranties, generally, § 4-209 
Expenses, security interest of presenting 
bank, § 4-504 
Final payment, by payor bank, § 4-215 
Good faith, applicability of definition, 
§ 3-103, 4-104 
Goods, presenting bank 
Privilege to deal with goods, § 4-504 
Responsibility for, § 4-503 
Holder in due course 
Applicability of definition, § 3-302, 
4-104 
When bank gives value for purposes of, 
§ 4-211 
Incompetence, customer, § 4-405 
Indorser, liability of, § 4-212 
Insolvency, generally, § 4-216 
Instructions, effect of, § 4-203 
Instrument, applicability of definition, 
§ 3-104, 4-104 
Intermediary bank, defined, § 4-105 
Item 
Defined, § 4-104 
Presentment notice as meaning, § 4-110 
Legal process, when item subject to, 
§ 4-303 
Liability 
Bank’s liability to customer for wrongful 
dishonor, § 4-402 
Collecting bank, § 4-214 
Drawer or indorser, § 4-212 
Limitations, statute of, generally, § 4-111 
Loss, burden of proof, § 4-403 
Medium of payment, settlement by bank, 
§ 4-213 
Methods, sending and presenting, § 4-204 
Midnight deadline, defined, § 4-104 
Notice 
Dishonor 
Applicability of definition, § 3-503, 
4-104 
Duty to notify customer of, § 4-501 
Presentment by of item not payable by, 
through, or at bank, § 4-212 
When item subject to, § 4-303 
On arrival drafts, presentment of, § 4-502 
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BANK DEPOSITS AND COLLECTIONS 


—Cont’d 
Order 
Applicability of definition, § 3-103, 
4-104 
Charged or certified items, § 4-303 
Ordinary care 
Action constituting, § 4-103 
Applicability of definition, § 3-103, 
4-104 
Pay any bank, item indorsed as, § 4-201 
Payable at, item stating, effect, § 4-106 
Payable through, designation of collecting 
bank, § 4-106 
Payment 
Customer’s right to stop, § 4-403 
Improper payment, payor bank’s right to 
subrogation on, § 4-407 
Payor bank 
Defined, § 4-105 
Final payment of item by, § 4-215 
Responsibility for late return, § 4-302 
Return of items by, § 4-301 
Sending directly to, § 4-204 
Subrogation on improper payment, right 
to, § 4-407 
Person entitled to enforce, applicability of 
definition, § 3-103, 4-104 
Posting, deferred, § 4-301 
Preference, generally, § 4-216 
Presenting, methods of, § 4-204 
Presenting bank 
Defined, § 4-105 
Privilege to deal with goods, § 4-504 
Responsibility of for documents and 
goods, § 4-503 
Presentment 
Applicability of definition, § 3-501, 
4-104 
By notice of item not payable by, 
through, or at bank, § 4-212 
Duty to send for, § 4-501 
On arrival or when goods arrive drafts, 
§ 4-502 
Presentment warranties, generally, § 4-208 
Proceeds, security interest of collecting 
bank in, § 4-210 
Promise, applicability of definition, 
§ 3-103, 4-104 
Prove, applicability of definition, § 3-103, 
4-104 
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BANK DEPOSITS AND COLLECTIONS 


—Cont’d 
Provisional debits and credits, finality of, 
§ 4-215 
Provisional status, credits, § 4-201 
Receipt, time of receipt of item, § 4-108 
Recovery, payment, by return of item, 
§ 4-301 
Referee, case of need, § 4-503 
Refund, right of, § 4-214 
Report, dishonor, reasons for, § 4-503 
Responsibility, collection or return, § 4-202 
Retention warranties, generally, § 4-209 
Return 
Item, § 4-214 
Late return, payor bank’s responsibility 
for, § 4-302 
Payor bank, return of items by, § 4-301 
Recovery of payment by return of item, 
§ 4-301 
Responsibility for, § 4-202 
Secured transactions, § 9-104 
Security interest 
Collecting bank in items, accompanying 
documents and proceeds, § 4-210 
Presenting bank to have security interest 
for expenses, § 4-504 
Sending of payment, methods of, § 4-204 
Separate office, bank, § 4-107 
Setoff, when item subject to, § 4-303 
Settle, defined, § 4-104 
Settlement, medium and time of settlement 
by bank, § 4-213 
Short title, § 4-101 
Signature, customer’s duty to discover and 
report unauthorized signature, § 4-406 
Statute of limitations, generally, § 4-111 
Stop-order, when item subject to, § 4-303 
Subrogation, payor bank’s right to subroga- 
tion on improper payment, § 4-407 
Suspends payments, defined, § 4-104 
Teller’s check, applicability of definition, 
§ 3-104, 4-104 
Time 
Check more than 6 months old, bank not 
obliged to pay, § 4-404 
Dishonor, § 4-301 
Receipt of items, § 4-108 
Settlement by bank, § 4-213 
When action timely, § 4-202 
Transfer, between banks, § 4-206 
Transfer warranties, generally, § 4-207 


BANK DEPOSITS AND COLLECTIONS 
—Cont'd 
Unauthorized signature, applicability of 
definition, $ 3-403, 4-104 
Unindorsed item, depositary bank holder 
of, § 4-205 
Variation by agreement, § 4-103 
Warranties 
Collecting bank, documents of title, 
§ 7-508 
Encoding and retention warranties, 
§ 4-209 
Presentment warranties, § 4-208 
Transfer warranties, § 4-207 
When goods arrive drafts, presentment of, 
§ 4-502 
Withdrawal, when certain credits become 
available for withdrawal, § 4-215 
Wrongful dishonor, bank’s liability to 
customer for, § 4-402 


BANKER’S CREDIT 
Defined, Sales Act, § 2-325 
Application, § 2-103 


BANKING DAY 
Defined, bank deposits and collections, 


§ 4-104 


BANKRUPTCY 
Commercial Code, supplementary 
principles, § 1-103 
Insolvency, generally, this index 
Insolvent, defined, general provisions, 
§ 1-201 
Trustees 
Bulk sales, applicability of provisions, 
§ 6-103 
Creditors, defined, general provisions, 
§ 1-201 


BANKS AND BANKING 
Bank Deposits and Collections, generally, 
this index 
Beneficiary’s bank. Funds Transfers, this 
index 
Branch banks, defined, general provisions, 
§ 1-201 
Definitions 
Deposits. Bank Deposits and Collec- 
tions, generally, this index 
Documents of title, delivery, § 2-308 
Financing agency, Sales Act, § 2-104 
Funds transfers, § 4A-105 


BANKS AND BANKING—Cont’d 
Definitions—Cont’d 
General provisions, § 1-201 
Secured transactions, § 9-102 
Intermediary bank. Funds Transfers, gener- 
ally, this index 
Jurisdiction 
Secured transactions 
Perfection, priorities and preferences 
Deposit accounts, § 9-304 
Letters of Credit, generally, this index 
Negotiable Instruments, generally, this 
index 
Originator’s bank. Funds Transfers, gener- 
ally, this index 
Receiving bank. Funds Transfers, this 
index 
Secured Transactions, this index 


BEARER 
Certificated security, bearer as meaning 
person in possession of, general provi- 
sions, § 1-201 
Defined, general provisions, § 1-201 
Promise or order payable to, negotiable 
instruments, § 3-109 


BEARER FORM 
Investment Securities, this index 


BEARER INSTRUMENTS 


Negotiable Instruments, generally, this 
index 


BENEFICIARIES 
Leases, this index 
Letters of Credit, this index 


BETWEEN MERCHANTS 
Defined 
Leases, general provisions, § 2A-103 
Sales Act, § 2-104 
Application, § 2-103 


BEVERAGE 
Merchantable warranty, § 2-314 


BIDS 
Auctions and Auctioneers, generally, this 
index 
BILLS AND NOTES 


See Negotiable Instruments, generally, this 
index 
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BILLS OF EXCHANGE 


See Negotiable Instruments, generally, this 
index 


BILLS OF LADING 


See, also, Documents of Title, generally 
this index 
Generally, 8 § 7-301 to 7-309 
Actions 
Provisions, $ 7-309 
Through bills, § 7-302 
Airbill, defined, general provisions, § 1-201 
Alterations, § 7-306 
Auction sale, enforcement of carrier's lien, 
§ 7-308 
Authenticity, prima facie evidence, § 1-307 
Blanks 
Filling, § 7-306 
Unauthorized alteration or filling, 
§ 7-306 
Bona fide purchaser, § 7-501 
Judicial process lien, $ 7-602 
Lien of carrier, sale to enforce, § 7-308 
Breach of obligation, through bills, $ 7-302 
Bulk freight, shipper’s weight, § 7-301 
Burden of proof, negligence, § 7-403 
Care required, § 7-309 
Change of instructions, $ 7-303 
Charges, lien of carrier, 8 7-307 
Claims, provisions, $ 7-309 
Consignee, delivery of goods, $ 7-303 
Consignor 
Carrier's lien effective against, § 7-307 
Diversion instructions, § 7-303 
Conversion, $ 7-308 
Bailee, $ 7-601 
Carrier's liability, § 7-309 
Carrier's sale to enforce lien, 8 7-308 
Limitation of liability, § 7-309 
Title and rights acquired by negotiation, 
8 7-502 
Damages 
Description of goods, reliance, § 7-203, 
1 


Limitation, § 7-309 

Non-receipt or misdescription, § 7-203, 
7-301 

Overissue, § 7-402 

Sale by carrier, § 7-308 

Sets, § 7-304 

Through bills, § 7-302 
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BILLS OF LADING—Cont’d 


Defined, general provisions, Commercial 
Code, § 1-201 
Degree of care required, § 7-309 
Demurrage charges, lien of carrier, § 7-307 
Description of goods 
Damages, § 7-203, 7-301 
Reliance, § 7-203, 7-301 
Destination bills, § 7-305 
Discharge of obligation, through bills, 
delivery, § 7-302 
Diversion of goods, § 7-303 
Duplicate bill, § 7-402 
Enforcement of carrier’s lien, § 7-308 
Expenses, lien of carrier, § 7-307 
Freight forwarder, title to goods based on 
bill issued to, § 7-503 
General obligations, § § 7-401 to 7-404 
Genuineness, prima facie evidence, § 1-307 
Good faith 
Delivery of goods, liability of bailee, 
§ 7-404 
Sale of goods by carrier, § 7-308 
Guaranty, accuracy of descriptions, marks, 
etc., § 7-301 
Holder, diversion instructions, § 7-303 
Indemnification 
Rights of issuer, § 7-301 
Seller’s stoppage of delivery, expenses 
of bailee, § 7-504 
Indorsement, § 7-501 
Instructions 
Change of shipping instructions, effect, 
§ 7-504 
Delivery of goods, § 7-303 
Irregularities, § 7-401 
Labels, description of goods, § 7-301 
Lien of carrier, § 7-307 
Enforcement, § 7-308 
Limitation of damages, § 7-309 
Loss, lien of carrier, § 7-307 
Marks, description of goods, § 7-301 
Misdating, § 7-301 
Misdescription of goods, damages, § 7-203, 
7-301 
Negligence 
Burden of proof, § 7-403 
Carrier, § 7-309 
Negotiability, § 7-104 
Negotiable Instruments, generally, this 
index 
Negotiations, § 7-501 


BILLS OF LADING—Cont’d 
Non-negotiable, $ 7-104 
Non-receipt of goods, damages, $ 7-203, 
7-301 
Notice, lien of carrier, enforcement, 
§ 7-308 
Numbering, sets, § 7-304 
Omissions, implication, § 7-105 
Overissue, duplicate bills, 8 7-402 
Overseas shipment 
Sets, 8 7-304 
Packages of goods, issuer to count, § 7-301 
Preservation of goods, expenses, lien of 
carrier, § 7-307 
Prima facie evidence, § 1-307 
Reconsignment, § 7-303 
Reservation of interest 
Security interest, § 2-401 
Seller, § 2-505 
Sales, this index 
Satisfaction, lien of carrier, § 7-308 
Secured transactions, application of law, 
priorities and preferences, § 9-331 
Sets, § 7-304 
Shipper’s weight, bulk freight, § 7-301 
Substitute bills, § 7-305 


Terminal charges, lien of carrier, § 7-307 
Through bills, § 7-302 
Transfer, § 7-501 


BLANK INDORSEMENT 
Negotiable instruments, § 3-205 


BLANKS 
Bills of lading, filling in, documents of title, 
§ 7-306 
Warehouse receipts, filling authority, docu- 
ments of title, § 7-208 


BOATS 


See Ships and Shipping, generally, this 
index 


BONA FIDE PURCHASER 
Bills of lading, § 7-501 
Judicial process, lien, § 7-602 
Lien of carrier, enforcing, § 7-308 
Holder in Due Course, generally, this index 
Resale by seller, § 2-706 
Sales, this index 
Seller, right to reclaim goods, § 2-702 
Title to goods, § 2-403 
Warehouse Receipts, this index 


BONA FIDE PURCHASER—Cont’d 
Warehouseman’s lien, enforcing, § 7-210 


BONDS 
Receipt issued for goods stored under stat- 
ute requiring, § 7-201 
Warehouses and Warehousemen, generally, 
this index 


BRANCH 
Defined, general provisions, § 1-201 


BRANCH BANKS 
Bank Deposits and Collections, this index 
Defined, general provisions, § 1-201 


BRANDS AND LABELS 
Merchantability requirements, § 2-314 


BREACH 
Fiduciary duty, notice, negotiable instru- 
ments, § 3-307 
Waiver or renunciation of claim or right 
after breach, § 1-306 


BREACH OF CONTRACT 
Sales, this index 


Secured transactions, assignments, 
modification, § 9-405 


BREACH OF PEACE 
Secured transactions, § 9-603 


BREACH OF WARRANTY 
Sales, this index 


BROKER 
Investment Securities, this index 


BULK SALES 
Allocable to the inventory and equipment, 
defined, limitation of liability of 
buyer, § 6-107 
Applicability of provisions, § 6-103 
Assets, defined, § 6-102 
Attorneys and counselors, fees, claim as 
meaning, § 6-102 
Auction, sale by 
Generally, § 6-108 
Bulk sale as meaning, § 6-102 
Auctioneer 
Action against, limitation of actions, 
§ 6-110 
Defined, § 6-102 
Buyer 
Actions against, statute of limitations, 
§ 6-110 
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BULK SALES—Cont’d 


Buyer—Cont’d 
Defined, § 6-102 
Sales by auctioneer or liquidator, 
§ 6-108 
Obligations, § 6-104 
Liability for noncompliance, § 6-107 
Certificate, duties of filing officer, § 6-109 
Citation, § 6-101 
Claim, defined, § 6-102 
Claimant 
Defined, § 6-102 
List of 
Buyers, at auction or liquidation sale, 
§ 6-108 
Filing, § 6-109 
Obligations of buyer, § 6-104 
Obtained from seller, applicability of 
provisions, § 6-103 
Collection costs, claim as meaning, § 6-102 
Contract price, deposit in escrow, factor in 
defining date of the bulk sale, § 6-102 
Creditor, defined, § 6-102 
Damages, liability of buyer for noncompli- 
ance with distribution requirements, 
§ 6-107 


Date of the bulk sale, defined, § 6-102 

Date of the bulk-sale agreement, defined, 
§ 6-102 

Debt 


Assumption of, applicability of provi- 
sions, § 6-103 
Defined, § 6-102 
Definitions, § 6-102 
Delivery of negotiable instrument, factor in 
defining, date of the bulk sale, § 6-102 
Equipment, defined, § 6-102 
Escrow, contract price deposited in, effect 
on date of bulk sale, § 6-102 
Exclusions from definition of assets, 
§ 6-102 
Filing 
List of claimants, § 6-104 
Compliance with notice requirement, 
§ 6-105 
What constitutes, § 6-109 
Filing officer, duties of, information from, 
§ 6-109 
Form 
Notice of sale, § 6-105 
Notice to claimants, sale by auctioneer or 
liquidator, § 6-108 
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BULK SALES—Cont’d 


Good faith 
Defined, § 6-102 
Effort of compliance, § 6-107 
In the ordinary course of the seller’s busi- 
ness, defined, § 6-102 
Interpleader, distribution of net contract 
price, obligation of buyer, § 6-106 
Inventory 
Assets as meaning, § 6-102 
Defined, § 6-102 
Liability for noncompliance, distribution of 
net contract price, § 6-107 
Limitation of actions, § 6-110 
Liquidator 
Action against, limitation of actions, 
§ 6-110 
Defined, § 6-102 
Sale by 
Generally, § 6-108 
Bulk sale as meaning, § 6-102 
More than half the seller’s inventory, sale 
not in the ordinary course of business, 
§ 6-102 
Negotiable instrument, delivery of, effect 
on date of the bulk sale, § 6-102 
Net contract price 
Agreement on distribution, schedule of 
distribution, § 6-106 
Defined, § 6-102 
Sales by auction or liquidation, 
§ 6-108 
Distribution, liability for noncompliance, 
§ 6-107 
Obligations of buyers, § 6-104 
Net proceeds, defined, § 6-102 
Net value, defined, limitation of liability of 
buyer, § 6-107 
Notice 
Amended schedule of distribution, 
§ 6-106 
Assumption of debts, contents, 
applicability of provisions, § 6-103 
Filing, § 6-109 
Form, § 6-105 
Obligations of buyers, § 6-104 
Sales by auctioneer or liquidator, § 6-108 
To claimants 
Generally, § 6-105 
Bulk sales by auctioneer or liquidator, 
form, § 6-108 


BULK SALES—Cont’d 
Payment from seller, right to, claim as 
meaning, § 6-102 
Puerto Rico, United States as including, 
§ 6-102 
Sale, defined, § 6-102 
Sale of more than half seller’s inventory, 
bulk sale as meaning, § 6-102 
Schedule of distribution 
Generally, § 6-106 
Amended schedule, notice, § 6-106 
Filed with notice to claimants, § 6-105 
Notice to claimants, service with bulk 
sales by auctioneer or liquidator, 
§ 6-108 
Obligations of buyers, § 6-104 
Seller 
Defined, § 6-102 
Person or organization in control of, 
liability to creditor, § 6-107 
Short title, § 6-101 
Territories and possessions, United States 
as including, § 6-102 
Transfer of asset, factor in defining date of 
the bulk sale, § 6-102 
Undivided shares, identified bulk fungible 


goods, § 2-105 
United States 


Defined, § 6-102 
Location of seller in, applicability of 
provisions, § 6-103 
Unsecured claim, rights of person holding, 
effect on date of the bulk sale, § 6-102 

Value 

Assets, presumption, § 6-103 

Defined, § 6-102 
Verified, defined, § 6-102 


BURDEN OF ESTABLISHING A FACT 
Defined, general provisions, § 1-201 


BURDEN OF PROOF 

Bank deposits and collections, loss, § 4-403 

Bulk sales, noncompliance, amount of 
claim, § 6-107 

Defined, general provisions, § 1-201 

Documents of title, negligence, § 7-403 

Lack of good faith, § 1-303 

Leases, this index 

Nonconformance of goods, § 2-607 

Reasonable time, bank collections, § 4-202 

Secured transactions, purchase money 
security interests, nonconsumer goods 


BURDEN OF PROOF—Cont’d 
transactions, § 9-103 


BUSINESS TRUSTS 
Organization, defined, general provisions, 
§ 1-201 
BUYER IN ORDINARY COURSE OF 
BUSINESS 
Defined 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 


BUYERS 
Leases, generally, this index 
Sales, this index 
Secured Transactions, this index 


BUYING 
Defined 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 


C. & F. 
Sales, this index 


CANCELLATION 
Defined, Sales Act, § 2-106 
Application, § 2-103 
Funds transfers, payment order, § 4A-211 
Leases, this index 
Letters of credit, 8 5-106 
Negotiable instruments, discharge by, 
8 3-604 
Sales, this index 


CAPTIONS 
Section captions as part of law, 8 1-107 


CARLOAD 
Commercial unit, defined, Sales Act, 
8 2-105 


CARRIERS 
Bills of Lading, generally, this index 


CASH PROCEEDS 
Defined, secured transactions, § 9-102 


CASH SALE 
Buyer in ordinary course of business, 
defined, general provisions, § 1-201 
Title to goods, § 2-403 


CASHIER'S CHECK 


Defined, bank deposits and collections, 
§ 4-104 
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CASHIER'S CHECK—Cont’d 
Negotiable Instruments, this index 


CASUALTY 
Identified goods sold, option of buyer, 
§ 2-613 
Leases, identified goods, casualty to, § 2A- 
221 


CATEGORIES 


Secured transactions, collateral, reasonable 
identification, § 9-108 


CERTAINTY 
Sale contract, § 2-204 


CERTIFICATE OF DEPOSIT 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-104 


CERTIFICATED SECURITIES 

Bearer as meaning, general provisions, 
§ 1-201 

Delivery as meaning voluntary transfer of 
possession of, general provisions, 
§ 1-201 

Holder as meaning person in possession of, 
general provisions, § 1-201 

Investment Securities, this index 

Secured Transactions, this index 


CERTIFICATES 
Filing, bulk sales, issuance of, § 6-109 


Prima facie evidence, third party docu- 
ments, § 1-307 


CERTIFICATES OF TITLE 
Defined 
Secured transactions, § 9-102 
Leases, this index 


Priorities and preferences, secured transac- 
tions, § 9-337 
Secured Transactions, this index 


CERTIFIED CHECKS 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-409 
Negotiable Instruments, this index 


CHANGE OF POSITION 


Contract for sale, reliance on waiver of 
terms, § 2-209 
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CHARGE BACK 
Bank deposits and collections, right of, 
§ 4-214 
CHARGES 


See Rates and Charges, generally, this 
index 


CHATTEL MORTGAGES 
Secured Transactions, generally, this index 


CHATTEL PAPER 
Defined 
Secured transactions, § 9-102 
Secured Transactions, this index 
Security interest 
Defined, general provisions, § 1-203 


CHECKS 
Bank Deposits and Collections, this index 
Defined, negotiable instruments, § 3-104 
Lost, destroyed or stolen checks, § 3-312 
Negotiable Instruments, this index 


CHOICE OF LAW 
Funds transfers, § 4A-507 
Investment securities, applicability, § 8-110 
Letters of credit, § 5-116 


C.LF. 
Sales, this index 


CLAIMANT 


Defined, lost, destroyed or stolen checks, 
§ 3-312 


CLAIMS 


Adverse claims. Investment Securities, this 
index 


Bills of lading, provisions, documents of 
title, § 7-309 
Commercial Code, waiver, § 1-306 
Leases, this index 
Recoupment, negotiable instruments, 
§ 3-305 
Sales, adjustment, § 2-515 
Secured transactions 
Application of law, § 9-109 
Third parties, § 9-403 
To an instrument, negotiable instruments, 
§ 3-306 
Warehouse receipts, provisions, documents 
of title, § 7-204 


CLASSIFICATION 
Documents of title, application of law, 
8 7-103 


CLEARING CORPORATION 


Investment Securities, this index 


CLEARING HOUSE 
Defined, bank deposits and collections, 
8 4-104 


C.O.D. 
Inspection of goods, § 2-513 


COERCION 
Commercial Code, supplementary 
principles, § 1-103 
Documents of title, title and rights, § 7-502 


COLLATERAL 
Additional collateral required at will, 
§ 1-303 
Defined 
Secured transactions, § 9-102 
Secured Transactions, this index 


COLLECTIONS 
Bank Deposits and Collections, generally, 
this index 
Secured transactions, default, § 9-607 


COLLUSION 
Secured transactions, money, deposit 
accounts, transfers, priorities and pref- 
erences, § 9-332 


COMMERCIAL PAPER 
See Negotiable Instruments, generally, this 
index 


COMMERCIAL REASONABLENESS 
Secured transactions, § 9-627 


COMMERCIAL STANDARDS 


Leases, performance of lease contract, etc., 
§ 2A-401 


COMMERCIAL TORT CLAIMS 
Defined 
Secured transactions, § 9-102 
Secured Transactions, this index 


COMMERCIAL UNIT 
Acceptance of part, § 2-606 


Defined, leases, general provisions, § 2A- 
103 
Sales, this index 


COMMINGLING GOODS 
Defined 
Secured transactions 
Priorities and preferences, § 9-336 
Secured Transactions, this index 


Warehousemen, fungible goods, documents 
of title, § 7-207 


COMMISSION 
Leases, this index 


Merchant buyer after rejection of goods, 
§ 2-603 
Sales, this index 


COMMODITIES 


Secured transactions, contracts, attachment, 
§ 9-203 
Secured Transactions, this index 


COMMODITY ACCOUNTS 
Defined, secured transactions, § 9-102 


COMMODITY CONTRACTS 
Defined, secured transactions, § 9-102 
Secured transactions, § 9-106 


COMMODITY CUSTOMERS 
Defined, secured transactions, § 9-102 


COMMODITY INTERMEDIARIES 
Defined, secured transactions, § 9-102 


COMMUNICATE 
Defined, secured transactions, § 9-102 


COMPENSATION AND SALARIES 
Assignments 
Secured transactions, application of law, 
§ 9-109 
Leases, this index 
COMPUTERS 
Secured Transactions, this index 


CONDITIONAL SALES 
Secured Transactions, generally, this index 


CONDITIONS 
Acceptance, sale, § 2-207 


Tender of delivery, acceptance of goods, 
§ 2-507 


CONDUCT OF PARTIES 


Contract for sale of goods, existence 
recognized, § 2-204, 2-207 
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CONFIRMED CREDIT 
Defined, Sales Act, § 2-325 
Application, § 2-103 


CONFIRMING BANK 
Letters of Credit, this index 


CONFLICT OF LAWS 
Bank deposits and collections, § 1-105, 
4-102 
International transactions, § 1-301 
Investment securities, $ 1-301 
Sales, 8 1-301 
Rights of seller's creditors, § 2-402 
Secured Transactions, this index 


CONFLICTS OF INTEREST 
Leases, rights of lessor and lessee when 
goods become fixtures, § 2A-309 
Secured transactions 
Application of law, § 9-201 


CONFORMING 
Defined 
Leases, general provisions, § 2A-103 
Sales Act, § 2-106 
Application, § 2-103 


CONSENT 
Leases, this index 


Secured transactions, priorities and prefer- 
ences, fixtures, § 9-334 


CONSEQUENTIAL DAMAGES 
Commercial Code, § 1-305 


CONSIDERATION 

Defined, negotiable instruments, § 3-303 

Firm offers, § 2-205 

Leases, agreement modifying lease 
contract, § 2A-208 

Sales contract, agreement modifying, 
§ 2-209 

Value, defined, general provisions, § 1-204 


Waiver or relinquishment of claim or right, 
§ 1-306 


CONSIGNEES 
Bills of lading, delivery of goods, docu- 
ments of title, § 7-303 
Defined, documents of title, § 7-102 
Application, Sales Act, § 2-103 
Secured transactions, § 9-102 
Secured Transactions, this index 
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CONSIGNMENT 
Creditors’ claims, § 2-326 
Defined 
Secured transactions, § 9-102 
Secured transactions, application of law, 
§ 9-109 
Secured Transactions, this index 


Security interest, defined, general provi- 
sions, § 1-203 


CONSIGNOR 
Bills of lading 
Carrier’s lien effective against, docu- 
ments of title, § 7-307 
Delivery of goods, documents of title, 
§ 7-303 
Defined 
Documents of title, § 7-102 
Application, Sales Act, § 2-103 
Secured transactions, § 9-102 
Sales, this index 
Secured Transactions, generally, this index 


CONSPICUOUS 
Defined, general provisions, § 1-201 


CONSTRUCTION 

Fixtures, Secured transactions, priorities 
and preferences, mortgages, § 9-334 

Mortgages, secured transactions, priorities 
and preferences, fixtures, § 9-334 

Priorities and preferences, secured transac- 
tions, fixtures, mortgages, § 9-334 

Secured transactions, mortgages, priorities 
and preferences, fixtures, § 9-334 


CONSTRUCTION MORTGAGE 
Leases, this index 


CONSTRUCTION OF LAWS 
See Statutes, this index 


CONSULAR INVOICE 
Prima facie evidence, § 1-307 


CONSUMER DEBTORS 
Defined, secured transactions, § 9-102 


CONSUMER GOODS 
Defined, secured transactions, § 9-102 
Leases, generally, this index 
Secured Transactions, this index 


CONSUMER LEASE 
See Leases, generally, this index 


CONSUMER OBLIGORS 
Defined, secured transactions, § 9-102 


CONSUMER TRANSACTIONS 
Choice of law, § 1-301 
Defined, secured transactions, § 9-102 


Funds transfer, exclusion where governed 
by Federal law, § 4A-108 


CONTAINERS 
Sale warranty, § 2-314 


CONTEMPORANEOUS ORAL 
AGREEMENT 
Contract for sale, § 2-202 


CONTINGENCY 
Leases, excused performance, § 2A-405 


CONTINUATION STATEMENTS 
Defined, secured transactions, § 9-102 


CONTRACT FOR SALE 
See Sales, this index 


CONTRACTS 
See, also, Agreements, generally, this index 
Choice of law, § 1-301 
Course of dealing, § 1-303 
Defined 
General provisions, § 1-201 
Sales Act, § 2-106 
Leases, this index 
Obligation of good faith, § 1-304 
Principles of law applicable, § 1-103 
Sales, this index 
Secured Transactions, this index 
Specific Performance, generally, this index 
Supplementary, § 1-103 
Variation, § 1-302 


CONVERSION 
Bills of Lading, this index 
Documents of title, title and rights, § 7-502 
Leases, this index 
Negotiable instruments, § 3-420 
Sales, merchant buyer, rejected goods, 
§ 2-603, 2-604 
Warehouse Receipts, this index 
Warehouseman’s lien, enforcement, docu- 


ments of title, § 7-210 


COOPERATION 


Sales agreement, particulars of perfor- 
mance, § 2-311 


CORPORATIONS 
Clearing corporation. Investment Securi- 
ties, this index 
Organization as including, general provi- 
sions, § 1-201 
Representative as including officer of, gen- 
eral provisions, § 1-201 


COSTS 
Secured transactions, collateral, § 9-207 


COUNTERCLAIMS 


See Set-Off and Counterclaim, generally, 
this index 


COUNTERFEITING 


Genuine as meaning, general provisions, 
§ 1-201 


COURSE OF DEALING 
Generally, § 1-303 
Agreement as including, general provi- 
sions, § 1-201 
Contract for sale 
Explanation or supplementation of terms, 
§ 2-202 
Implied warranty, exclusion or modifica- 
tion, § 2-316 


COURSE OF PERFORMANCE 
Agreement as including, general provi- 
sions, § 1-201 
Contract for sale 
Explanation or supplementation of terms, 
§ 2-202 
Implied warranty, exclusion or modifica- 
tion, § 2-316 


COURSE OF TRADE 


Leases, special rights of creditors, § 2A- 
308 


COVER 
Defined, Sales Act, § 2-712 
Application, § 2-103 


CREDIT 

Banker’s credit, defined, Sales Act, applica- 
tion, § 2-103 

Buyer in ordinary course of business, 
defined, general provisions, § 1-201 

Confirmed credit, defined, Sales Act, 
application, § 2-103 

Letters of Credit, generally, this index 

Sales, beginning of period, § 2-310 

Value, defined, general provisions, § 1-204 
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CREDITORS 
See Debtors and Creditors, generally, this 
index 


CRIMES AND OFFENSES 
Forgery, generally, this index 
Fraud, generally, this index 
Larceny, generally, this index 


CROPS 
Agricultural Products, generally, this index 
Secured Transactions, this index 


CROSS-ACTION 
Defendant as including person in, general 
provisions, § 1-201 


CURRENCY 


Money, defined, general provisions, 
§ 1-201 


CUSTODY 
Secured transactions, collateral, § 9-207 


CUSTOM AND USAGE 


Agreement as including, general provi- 
sions, § 1-201 

Commercial practices, continued expan- 
sion, § 1-103 


Definitions, § 2-205 

Fungible as meaning, general provisions, 
§ 1-201 

Leases, generally, this index 

Letters of credit, issuer’s obligation to 
customer, § 5-109 

Sales, this index 


CUSTOMERS 
Defined, funds transfers, § 4A-105 


DAMAGES 
Assignment, breach of sales contract, 
§ 2-210 
Bills of Lading, this index 
Breach of sales contract, assignment, 
§ 2-210 
Breach of warranty, § 2-316 
Bulk sales, noncompliance with distribu- 
tion requirements, § 6-107 
Consequential damages, § 1-305 
Conversion, warehouse receipts, § 7-204 
Documents of Title, this index 
Funds transfers, late or improper execution, 
8 44-305 
Incidental damages, Sales Act, § 2-710 
Leases, this index 
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DAMAGES—Cont’d 
Limitation 
Bills of lading, § 7-309 
Sales Act, § 2-718, 2-719 
Warehouse receipts, § 7-204 
Measure of, bank deposits and collections, 
§ 4-103 
Misdescription of goods, § 7-203 
Consignee, § 7-301 
Nonreceipt of goods, § 7-203 
Consignee, § 7-301 
Penal damages, § 1-305 
Sales, this index 
Secured Transactions, this index 
Special damages, § 1-305 
Warehouse receipts, § 7-204 
Non-receipt or misdescription, § 7-203 
Overissue, § 7-402 
Warehouseman, sale to enforce lien, 
§ 7-210 


DATE 
Effective date, generally, this index 
Time, generally, this index 


DEATH 


Bank deposits and collections, customer, 
§ 4-405 


DEBTORS AND CREDITORS 
Creditor, defined, general provisions, 
§ 1-201 
Defined 
Secured transactions, § 9-102 
Funds transfers, creditor process, defined, 
§ 4A-502 
Insolvency, seller’s remedies, § 2-702 
Leases, this index 
Sale on approval, § 2-326 
Sale or return, § 2-326 
Secured Transactions, this index 
Seller of goods, rights, § 2-402 
Subordinated obligations, payment, § 1-310 
Unsecured creditors, rights against buyer, 


§ 2-402 
DECEDENTS ESTATES 
Secured transactions, assignment of benefi- 
cial interests, attachment, perfection, 
§ 9-309 
DECEIT 
Fraud, generally, this index 


DECLARATION OF LOSS 
Defined, lost, destroyed or stolen checks, 
8 3-312 
DECREES 


See Judgments and Decrees, generally, this 
index 


DEEDS OF TRUST 
Secured Transactions, generally, this index 


DEFAULT 
Leases, this index 
Secured transactions, § § 9-601 et seq. 
Secured Transactions, this index 


DEFECTS 
Leases, waiver, lessee's objections, $ 2A- 
514 
Sales 
Defective documents, reimbursement of 
financing agency, § 2-506 
Waiver by buyer, § 2-605 


DEFENDANT 
Defined, general provisions, § 1-201 


DEFENSES 

Investment Securities, this index 

Negotiable instruments, § 3-305 
Notice of right to defense of action, 

§ 3-119 

Secured transactions 
Application of law, § 9-109 
Third parties, § 9-403 


DEFICIENCIES 
Secured Transactions, this index 


DEFINITE TIME 
Defined, commercial paper, § 3-109 
Application, § 3-102 
DEFINITIONS 


See Words and Phrases, generally, this 
index 


DELAY 
Bank deposits and collections, § 4-109 
Delivery of goods by bailee, documents of 
title, § 7-403 
Leases, this index 
Sales, excuse, § 2-311, 2-615, 2-616 


DELEGATION 
Leases, performance, § 2A-303 
Sales, performance, § 2-210 


DELIVERY 

Bailee, duty to deliver goods, § 7-403 

Certificated securities, delivery as meaning 
voluntary transfer of possession of, 
general provisions, § 1-201 

Defined, general provisions, § 1-201 

Delay, bailee, § 7-403 

Documents of Title, this index 

Investment Securities, this index 

Leases, this index 

Sales, this index 

Secured Transactions, this index 


DELIVERY OF GOODS 
Warehouse Receipts, this index 


DELIVERY ORDER 
Documents of Title, generally, this index 


DEMAND 
Leases, this index 
Secured transactions, § 9-208 


DEMURRAGE 
Bill of lading, lien of carrier, documents of 
title, § 7-307 
Warehouse receipts, lien of warehouseman, 
documents of title, § 7-209 


DEPOSIT ACCOUNTS 
Defined, secured transactions, § 9-102 


DEPOSITARY BANK 
Defined, bank deposits and collections, 
§ 4-105 
Holder of unindorsed item, bank deposits 
and collections, § 4-205 


DEPOSITS IN BANKS 


Bank Deposits and Collections, generally, 
this index 
Certificate of Deposit, generally, this index 


DESCRIPTION 


Bills of lading, misdescription of goods, 
documents of title, § 7-203, 7-301 


Commercial paper, payee, § 3-117 
Leases, goods, statute of frauds, § 2A-201 
Sales 
Inconsistent specifications, § 2-317 
Warranty of conformance, § 2-313 
Secured transactions, sufficiency, § 9-108 
Secured Transactions, this index 
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DESTINATION 
Leases, delivery of goods at particular 
destination, risk of loss, 8 2A-219 


DESTINATION BILL OF LADING 
Request of consignor, documents of title, 
§ 7-305 
DESTROYED PROPERTY 


See Lost or Destroyed Property, generally, 
this index 


DETERIORATION OF GOODS 
Buyer's option, § 2-613 
Leases, casualty to identified goods, 8 2A- 
221 
Sales, this index 


DILIGENCE 
Agreement disclaiming, § 1-103 
Exercising, § 1-201 


DIPLOMATIC AND CONSULAR 
OFFICERS 
Invoice, prima facie evidence, § 1-307 


DISCHARGE 
Negotiable Instruments, this index 
Secured Transactions, this index 


DISCLAIMERS 
Secured transactions 
Default, warranties, § 9-610 


Priorities and preferences, fixtures, 
§ 9-334 


DISCOUNTS 
Purchase as including, general provisions, 
§ 1-201 


DISCOVER 
Defined, general provisions, § 1-201 


DISCRETION 
Auctioneer, reopening bidding, § 2-328 


DISHONOR 

Bank Deposits and Collections, this index 
Checks, payment of instrument, § 2-511 
Collecting banks, § 4-211 

Notice, § 4-202, 4-301 
Collections, items not payable at bank, 

§ 4-210 

Letters of credit, rights of seller, § 2-325 
Negotiable Instruments, this index 
Sales, this index 
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DISPUTES 
Evidence of goods, preservation, § 2-515 


DISSOLUTION 
Bulk sales, applicability of provisions, 
§ 6-103 


DISTILLED SPIRITS 
Warehouse receipts, issuance, documents 
of title, § 7-201 


DOCK RECEIPTS 
See Documents of Title, generally, this 
index 


DOCK WARRANTS 


See Documents of Title, generally, this 
index 


DOCUMENTARY DRAFT 

Defined, bank deposits and collections, 
§ 4-104 

Handling of, bank deposits and collections, 
§ 4-501 

Letters of Credit, this index 

Negotiable Instruments, generally, this 
index 


DOCUMENTS 
Bank deposits and collections 
Presenting bank, responsibility for, 
§ 4-503 
Security interest of collecting bank in 
accompanying documents, § 4-210 
Defined 
Documents of title, § 7-102 
Secured transactions, § 9-102 
Secured Transactions, generally, this index 


DOCUMENTS OF TITLE 
Generally, § § 7-101 et seq. 
Accident, title and rights, § 7-502 
Adequacy, § 7-509 
Adverse claims, § 7-603 
Attachment of goods, § 7-602 
Attorney fees, lost, stolen or destroyed 
documents, bailee, § 7-601 
Bailee 
Attorney fees, lost, stolen or destroyed 
documents, § 7-601 
Defined, § 7-102 
Possession, tender of delivery, § 2-503 
Banking channels, delivery, § 2-308 
Bills of Lading, generally, this index 
Burden of proof, negligence, § 7-403 


DOCUMENTS OF TITLE—Cont’d 


Citation, § 7-101 
Classifications, application of law, § 7-103 
Collecting bank, warranties, § 7-508 
Conflicting claims, § 7-603 
Consignee, defined, § 7-102 
Consignor, defined, § 7-102 
Contract for sale 
Adequacy, § 7-509 
Defined 
Application, § 7-102 
Sales, § 2-106 
Conversion, title and rights, § 7-502 
Creditors, title to goods, § 7-504 
Damages 
Description of goods, reliance, docu- 
ments of title, § 7-203 
Duplicate documents, documents of title, 
§ 7-402 
Good faith delivery, § 7-404 
Goods, delivery, § 7-403 
Defined, general provisions, § 1-201 
Delay, delivery, § 7-403 
Delivery, § 2-308 
Document, title and rights, § 7-504 
Goods 
Good faith, damages, § 7-404 
Stoppage, § 7-504 
Obligation, § 7-403 
Payment due and demanded, § 2-507 
Without indorsement, § 7-506 
Delivery order, defined, § 7-102 
Description of goods, reliance, documents 
of title, § 7-203 
Destruction, § 7-601 
Destruction of goods, delivery, § 7-403 
Diversion of goods 
Delivery, § 7-403 
Title, § 7-504 
Documents, definition, § 7-102 
Duly negotiate, defined, § 7-501 
Application, § 7-102 
Warehouse receipts and bills of lad- 
ing, § 7-501 
Duplicates, documents of title, § 7-402 
Duress, title and rights, § 7-502 
Electronic documents of title, control of, 
§ 7-106 
Excuses for delivery of goods, § 7-403 
Financing agency, rights secured, § 2-506 
Fraud, title and rights, § 7-502 


DOCUMENTS OF TITLE—Cont’d 


Fungible goods 
Overissue of documents, documents of 
title, § 7-402 
Rights of holder, § 7-502 
Genuine, warranties on transfer, § 7-507 
Good faith delivery, damages, § 7-404 
Goods 
Defined, § 7-102 
Holder 
Rights, § 7-502 
Indemnification, lost or missing document, 
security of claimant, § 7-601 
Index of definitions, § 7-102 
Indorsement 
Delivery without indorsement, § 7-506 
Liability, § 7-505 
Negotiations, § 7-501 
Right to compel indorsement, § 7-506 
Injunction, rights of purchaser, § 7-602 
Insurance, warehousemen, lien for cost, 
documents of title, § 7-209 
Interpleader, § 7-603 
Irregular document, documents of title, 
§ 7-401 
Issuer 
Defined, § 7-102 
Obligations, documents of title, § 7-401 
Larceny, § 7-601 
Title and rights, § 7-502 
Legal interest before issuance of document, 
§ 7-503 
Letters of credit, adequacy, § 7-509 
Liens and incumbrances 
Bailee’s lien, satisfaction, § 7-403 
Judicial process, § 7-602 
Warehousemen, satisfaction, § 7-403 
Loss of goods, delivery, § 7-403 
Lost instruments, § 7-601 
Title and rights, § 7-502 
Mail, warehouseman’s lien, enforcement, 
documents of title, § 7-210 
Misdescription, damages, documents of 
title, § 7-203 
Mistake, title and rights, § 7-502 
Negligence, burden of proof, § 7-403 
Negotiability, § 7-104 
Negotiation, § 7-501 
Warranties, § 7-507 
Non-negotiable, title and rights, § 7-104, 
7-504 
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DOCUMENTS OF TITLE—Cont'd 
Non-receipt of goods, damages, documents, 
§ 7-203 
Obligation 
Delivery, $ 7-403 
Issuer, documents of title, § 7-401 
Omissions, implication, § 7-105 
Overissue 
Damages, § 7-402 
Liabilities of issuer, $ 7-402 
Overseas, defined 
Application, § 7-102 
Passing title to goods, 8 2-401 
Person entitled under the document, 
defined, § 7-403 
Application, § 7-102 
Prima facie evidence, § 1-307 
Receipt of goods, defined 
Application, § 7-102 
Sales, § 2-103 
Reconsignment, delivery, 8 7-403 
Registered mail, warehouseman's lien, 
enforcement, documents of title, 
8 7-210 
Regulatory statutes, application, § 7-103 
Release, warehousemen, delivery excused 
by, § 7-403 
Right in goods defeated, § 7-503 
Rights of holder, § 7-502 
Risk of loss, passage on receipt, § 7-502 
Secured Transactions, generally, this index 
Security interest, title to goods, § 7-503 
Short title of Article, § 7-101 
Statutes, application of law, § 7-103 
Stop delivery, exercise of right, § 7-403 
Tariff, application of law, § 7-103 
Tender of delivery, bailee in possession, 
§ 2-503 
Transfer, warranties, § 7-507 
Treaties, application, § 7-103 
United States statutes, application, § 7-103 
Warehouse Receipts, generally, this index 
Warehouseman, defined, § 7-102 
Warranties, § 7-507 
Collecting bank, § 7-508 


DOMESTIC GOVERNMENTAL 
REGULATION 


Leases, this index 


DOMICILE AND RESIDENCE 
Secured transactions, debtors, § 9-307 
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DRAFTS 
Bank Deposits and Collections, this index 
Delivery of documents, § 2-514 
Documentary drafts. Bank Deposits and 
Collections, this index 
Negotiable Instruments, this index 
Purchases, rights of financing agency, 
§ 2-506 
Sales, this index 
DRAWEE 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-103 


Liability on unaccepted draft, negotiable 
instruments, § 3-408 


DRAWER 
Defined, negotiable instruments, § 3-103 
Liability of, bank deposits and collections, 
2 


Obligation, negotiable instruments, § 3-114 


DULY NEGOTIATE 
Defined, documents of title, application, 
§ 7-102 
Warehouse receipts and bills of lading, 
§ 7-501 
DUPLICATES 
Documents of title, § 7-402 


DURATION 
Contracts providing for successive perfor- 
mances, § 2-309 


DURESS 
See Coercion, generally, this index 


EFFECTIVE DATE 
Generally, § § 11-101 to 11-108 
Investment securities, § 8-601 


ELECTION OF RIGHTS 
Sales on approval, § 2-327 


ELECTRONIC CHATTEL PAPER 
Secured Transactions, this index 


ELECTRONIC COMMUNICATION 
Leases, § 2A-224 
Sales, § 2-213 

ELECTRONIC CONTRACTS 
Sales, § 2-211 


ELECTRONIC DATA PROCESSING 
Secured Transactions, this index 


ELECTRONIC DOCUMENTS OF TITLE EVIDENCE 
Control, $ 7-106 


ELECTRONIC FUNDS TRANSFERS 
See Funds Transfers, generally, this index 


ELECTRONIC PRESENTMENT 
Bank deposits and collections, 8 4-110 


ELECTRONIC PRESENTMENT 
AGREEMENT 
Defined, bank deposits and collections, 
§ 4-110 
ELECTRONIC SIGNATURES 
Global and National Commerce Act, 
§ 1-108 
Sales, § 2-211 


ENCODING WARRANTIES 
Bank deposits and collections, 8 4-209 


ENCUMBRANCES 
Liens and incumbrances, generally, this 
index 


ENDORSEMENT 
See Indorsements, generally, this index 


ENTRUSTING 
Defined 
Leases, general provisions, $ 2A-103 
Sales Act, § 2-403 
Application, $ 2-103 


Secured transactions, $ 9-102 
Leases, rights of lessor and lessee when 
goods become fixtures, readily remov- 
able equipment, 8 2A-309 


EQUITY 
Actions as including suits in, general provi- 
sions, § 1-201 
Supplementary, § 1-103 
ERRORS 
See Mistake, generally, this index 


ESTATES 
Joint tenancy, warehouse receipts, docu- 
ments of title, § 7-202 
Organization as including, general provi- 
sions, an estate, § 1-201 


ESTOPPEL 
Supplementary principles of law, § 1-103 


Admissions as Evidence, generally, this 
index 
Bill of lading as meaning, general provi- 
sions, § 1-201 
Burden of Proof, generally, this index 
Consular invoice, § 1-307 
Dishonor, negotiable instruments, § 3-505 
Investment Securities, generally, this index 
Leases, this index 
Market price, Sales Act, § 2-723 
Notation credit, time for obtaining, letters 
of credit, § 5-108 
Parol Evidence, generally, this index 
Presumptions, generally, this index 
Prevailing price, Sales Act, § 2-724 
Prima facie evidence 
Bills of lading, § 1-307 
Consular invoice, § 1-307 
Inspector’s certificate, § 1-307 
Insurance policy or certificate, § 1-307 
Third party document, § 1-307 
Weigher’s certificate, § 1-307 
Sales, this index 
Secured Transactions, this index 
Unconscionable contract or clause, § 2-302 
Usage of trade, § 1-303 


EXAMINATION OF GOODS 
Buyers, implied warranties, § 2-316 
Inspections and Inspectors, generally, this 
index 


Leases, warranties, exclusion or modifica- 
tion, goods, etc., § 2A-214 


EXCHANGE, BILLS OF 
See Negotiable Instruments, generally, this 
index 


EXCHANGE OF PROPERTY 
Buyer in ordinary course of business, 
defined, general provisions, § 1-201 
Secured transactions, financing statements, 
§ 9-507 
EXCLUSION 
See Exemptions, generally, this index 


EXCLUSIVE DEALINGS 
Sale agreement, obligations, § 2-306 


EXCUSE 
Leases, contract, § § 2A-401 et seq. 
Sales, this index 
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EXECUTION 
Funds transfers, payment order, $ 4A-301 
Secured transactions, default, sales, $ 9-601 


EXECUTORS AND ADMINISTRATORS 
Bulk sales, applicability of provisions, 
§ 6-103 
Creditor as including, general provisions, 
§ 1-201 
Representative as including, general provi- 
sions, § 1-201 


EXECUTORY PROMISE 
Commercial paper, notice to purchaser, 
§ 3-304 
EXEMPTIONS 
Leases, generally, this index 
Sales, § 2-102 
Warranty of merchantability, § 2-316 


EXPENSES AND EXPENDITURES 
Bill of lading, preservation of goods, lien of 
carrier, documents of title, § 7-307 
Inspection of goods, liabilities, § 2-513 
Leases, this index 
Rejected goods 
Buyer's security interest, § 2-711 
Care, etc., § 2-603 
Sales, this index 
Secured Transactions, this index 


Warehouse receipts, lien of warehouseman, 
documents of title, 8 7-209 


EXPLANATIONS 


Defined, secured transactions, surplus, 
deficiencies, calculation, § 9-616 


EXPRESS WARRANTIES 
Sales, this index 


EXTENSION 
Contracts for sale, limitations, § 2-725 


FACTORS LIENS 
Secured Transactions, generally, this index 


FACTORS’ LIENS 
Secured Transactions, generally, this index 


FAIR DEALING 
Good faith, defined, Sales Act, § 2-103 


FALSIFICATION 
Letters of credit, liability, 8 5-109 
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FAMILY 
Warranties of seller, extension to members, 
8 2-318 
FARM PRODUCTS 
Agricultural Products, generally, this index 


FARM TRACTORS 
Leases, certificate of title statute of state 
covering, leases subject to other 
statutes, 8 2A-104 


FARMING OPERATIONS 
Defined, secured transactions, § 9-102 


FAULT 
Defined 
General provisions, § 1-201 
Leases, general provisions, $ 2A-103 


FEDERAL GOVERNMENT 
See United States, generally, this index 


FEDERAL RESERVE BANKS 
Funds transfers 
Applicability of provisions to transfer 
system of, 8 4A-206 
Operating circulars superseding inconsis- 


tent provisions of Article, § 4A-107 


FEDERAL RESERVE REGULATIONS 
Bank deposits and collections, 8 4-103 


Funds transfers, superseding inconsistent 
provisions of Article, $8 4A-107 


FEES 
Attorneys, this index 
Secured Transactions, this index 


FIDUCIARIES 
Executors and Administrators, generally, 
this index 
Notice of breach, negotiable instruments, 
8 3-307 
Receivers, generally, this index 
Trusts and Trustees, generally, this index 


FIELD WAREHOUSING 
ARRANGEMENT 


Warehouse receipts, documents of title, 
§ 7-202 


FILE NUMBERS 


Defined, secured transactions, § 9-102 


FILING OFFICE RULES 
Defined, secured transactions, § 9-102 


FILING OFFICE RULES—Cont’d 
Effective date and repealer, required refil- 
ings, $ § 11-104 to 11-106 
FILING OFFICES 
Defined, secured transactions, § 9-102 


FINANCE LEASE 
See Leases, generally, this index 


FINANCING AGENCY 
Defined, Sales Act, § 2-104 
Application, § 2-103 
Sales, this index 


FINANCING STATEMENTS 
Defined, secured transactions, § 9-102 
Leases, filing, rights of lessor and lessee 
when goods become fixtures, § 2A- 
309 
Secured Transactions, this index 


FIRM OFFERS 
Revocation, $ 2-205 


FITNESS 
Leases, implied warranty for particular 
purpose, § 2A-213 
Sales, warranties, $ 2-314, 2-315, 2-316, 
2-317 


FIXTURE FILINGS 
Defined 
Leases, general provisions, $ 2A-103 
Secured transactions, § 9-102 


FIXTURES 
Defined 
Secured transactions, $ 9-102 
Leases, this index 
Secured Transactions, this index 


FOOD 
Warranty sales, § 2-314 


FOR ACCOMMODATION 
Instruments signed, negotiable instruments, 
§ 3-419 
FOR COLLECTION 
Restrictive indorsement, type of, negotiable 
instruments, § 3-206 
FOR DEPOSITS 


Restrictive indorsement, type of, negotiable 
instruments, § 3-206 


FORCED SALES 
Auctions, § 2-328 


FORECLOSURE 
Judicial Sales, generally, this index 
Secured transactions, default, § 9-601 


FOREIGN CURRENCY 
Instrument payable, negotiable instruments, 
§ 3-107 


FOREIGN NATIONS 
Application of law, power to choose, 
applicable law, § 1-301 
Conflict of Laws, generally, this index 
Contract for sale, regulations 
Delay or nondelivery, § 2-615 
Substituted performance, § 2-614 
Leases, foreign governmental regulation, 
excused performance, § 2A-405 


Money, defined, general provisions, 
§ 1-201 


FOREIGN STATES 
Conflict of Laws, generally, this index 
Contract for sale, regulations 
Delay or nondelivery, § 2-615 
Substituted performance, § 2-614 
Territorial application of Act, power to 
choose applicable law, § 1-301 


FORGERY 
Genuine, defined, general provisions, 
§ 1-201 
Letters of credit, § 5-109 
Unauthorized signature, definition, general 
provisions, § 1-201 


FORMS 
Bulk sales 
Notice of sale, § 6-105 
Notice to claimant, sale by auctioneer or 
liquidator, § 6-108 
Conspicuous language, defined, general 
provisions, § 1-201 
Contract for sale, § 2-204 
Secured Transactions, this index 


Warehouse receipts, documents of title, 
§ 7-202 


FORMULAS 
Secured transactions, collateral, reasonable 
identification, § 9-108 


FRANCHISES 
Secured transactions, assignment, § 9-408 
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FRAUD 


Commercial Code, supplementary 
principles, $ 1-103 

Documents of title, title and rights, $ 7-502 

Leases, this index 

Letters of credit, 8 5-109 

Sales, this index 

Secured transactions, $ 9-205 

Statute of Frauds, generally, this index 


FRAUDULENT INDORSEMENT 


Defined, negotiable instruments, $ 3-405 


FREIGHT FORWARDER 


Bill of lading, title to goods based on, 
§ 7-503 


FUNDS TRANSFERS 


Agreement, variation by, 8 4A-501 
Authorized account, defined, 8 4A-105 
Banks, defined, 8 4A-105 
Beneficiary 
Defined, $ 4A-103 
Beneficiary's bank 
Defined, $ 4A-103 
Setoff by, 8 44-502 
To beneficiary, § 4A-404 
Choice of law, generally, § 44-507 
Clearing house, defined, § 4A-105 
Consumer transactions, exclusion of 
governed by federal law, § 4A-108 
Creditor process, defined, § 4A-502 
Creditors, process served on receiving 
bank, § 4A-502 
Customer, defined, § 4A-105 
Debits, preclusion, objection, customer’s 
account, § 4A-505 
Definition of funds transfer, § 4A-104 
Federal law, consumer transactions, exclu- 
sion of governed by, § 4A-108 
Federal reserve 
Operating circulars, 8 4A-107 
Regulations, 8 44-107 
Transmission, payment order, through 
fund transfer or other communica- 
tion system, $ 4A-206 
Fund transfer business day, defined, 8 4A- 


Funds transfer system, defined, 8 4A-105 

Funds transfer system rule, defined, § 4A- 
501 

Good faith, defined, 8 44-105 

Injunctions, generally, 8 44-503 
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FUNDS TRANSFERS—Cont’d 


Interest, rate of, § 4A-506 
Intermediary bank, defined, § 4A-104 
Item, defined, § 4A-105 
Notice 
Erroneously executed payment order, 
§ 4A-304 
Rejection of payment order, § 4A-210 
Unauthorized payment order, § 4A-204 
Objections, preclusion, debit, customer’s 
account, § 4A-505 
Originator, defined, § 4A-104 
Originator’s bank, defined, § 4A-104 
Payment bank, receiving bank, execution o 
sender's order, obligations of bank, 
844-302 
Payment order 
Beneficiary's bank, misdescription of, 
8 44-208 
Charge to account, order, $ 4A-504 
Defined, § 4A-103 
Issue and acceptance of 
Generally, 8 § 4A-201 et seq. 
Acceptance, payment, orders, $ 4A- 
209 


Amendment, payment order, 8 4A-201 
Authorized payment orders, $ 4A-202 
Beneficiary, misdescription, § 44-207 
Cancellation, payment order, § 4A- 

1 


Erroneous payment orders, $ 4A-205 
Intermediary bank, misdescription of, 
§ 44-208 
Misdescription 
Beneficiary, 8 4A-207 
Beneficiary's bank, 8 4A-208 
Intermediary bank, $ 4A-208 
Receiving bank, liability and duty 
regarding unaccepted payment 
order, 8 4A-212 
Refund of payment, unauthorized pay- 
ment orders, § 4A-204 
Rejection, payment order, § 4A-210 
Report, customer, unauthorized pay- 
ment order, § 4A-204 
Security procedure, defined, § 4A-201 
Sender, defined, authorized and veri- 
fied orders, $8 4A-202 
Transmission, through fund transfer or 


other communication system, 
8 44-206 


FUNDS TRANSFERS Cont'd 
Payment order—Cont'd 
Issue and acceptance of—Cont'd 
Unaccepted payment order, liability 
and duty of receiving bank 
regarding, § 4A-212 
Unauthorized payment orders, refund 
of payment, duty of customer to 
report with respect to, § 4A-204 
Verified payment orders, § 4A-202 
Unenforceability of certain, § 4A- 
203 
Receiving bank, execution of sender’s 
order 
Generally, § § 4A-301 et seq. 
Erroneous execution, duty of sender to 
report, § 4A-303 
Executed, defined, § 4A-301 
Execution date, defined, § 4A-301 
Failure to execute, liability, § 4A-305 
Late or improper execution, liability, 
§ 4A-305 
Time received, § 4A-106 
Payments 
Generally, § 4A-401 
Beneficiary 
Obligation, beneficiary’s bank, pay 
and give notice to, 8 44-404 
Payment by beneficiary's bank, § 4A- 
405 
Payment by originator to, § 4A-406 
Beneficiary's bank 
Obligation of to pay and give notice to 
beneficiary, § 4A-404 
Payment by to beneficiary, § 4A-405 
Discharge, underlying obligation, § 4A- 
406 
Obligation 
Beneficiary’s bank, pay and give 
notice to beneficiary, § 4A-404 
Sender, pay receiving bank, § 4A-402 
Originator, to beneficiary, § 4A-406 
Payment date, defined, § 4A-401 
Receiving bank 
Obligation of sender to pay, § 4A-402 
Payment by sender to, § 4A-403 
Sender 
Obligation of to pay receiving bank, 
§ 4A-402 
Payment by to receiving bank, § 4A- 
403 


FUNDS TRANSFERS—Cont’d 
Payments—Cont'd 
Underlying obligation, discharge of, 
8 44-406 
Prove, defined, 8 4A-105 
Receiving bank 
Creditor process served on, $ 44-502 
Defined, § 4A-103 
Restraining order, generally, § 4A-503 
Sender 
Defined, § 4A-103 
Setoff, beneficiary’s bank, § 4A-502 
Short title, funds transfers, § 4A-101 
Subject matter, generally, § 4A-102 
Suspends payments, defined, § 4A-105 
Withdrawals, order, from account, § 4A- 
504 


FUNGIBLE 
Defined, general provisions, § 1-201 


FUNGIBLE GOODS 
Commingling, effect, documents of title, 
§ 7-207 
Defined, general provisions, § 1-201 
Documents of title 
Overissue, documents of title, § 7-402 
Rights of holder, § 7-502 
Implied warranties, § 2-314 
Leases, implied warranty of merchant- 
ability, § 2A-212 
Merchantability, § 2-314 
Sales, this index 
Undivided shares, identification, § 2-105 
Warehouse receipts 
Commingling, documents of title, 
§ 7-207 
Title, § 7-205 


FUNGIBLE SECURITIES 
Defined, general provisions, § 1-201 


FURNITURE 
Commercial unit, defined, Sales Act, 
§ 2-105 
Warehouseman’s lien, documents of title, 
§ 7-209 
FUTURE CHARGES 
Warehouse receipts, lien of warehouseman, 
documents of title, § 7-209 


FUTURE GOODS 
Defined, Sales Act, § 2-105 
Application, § 2-103 


FUTURE GOODS—Cont’d 
Insurable interest, time of acquisition, 
8 2-501 


FUTURE PERFORMANCE 


Leases, transfer, lessor's residual interest in 


goods, § 2A-303 


GAS 
See Oil and Gas, generally, this index 


GENDER 
Construction, § 1-305 


GENERAL CREDITOR 
Creditor, defined, general provisions, 
§ 1-201 
GENERAL INTANGIBLES 
Defined 
Secured transactions, § 9-102 


GENUINE 
Defined, general provisions, § 1-201 
Documents of title, warranties on transfer, 
§ 7-507 
Investment Securities, this index 


Third party document, prima facie evi- 
dence, § 1-307 


GIFTS 
Purchase as including, general provisions, 
§ 1-201 
Sales, extension of seller’s warranties, 
§ 2-318 
GIVES NOTICE 
Defined, general provisions, § 1-201 


GLOBAL AND NATIONAL 
COMMERCE ACT 


Electronic signatures, § 1-108 


GOOD FAITH 
Accelerate payments or performance, 
§ 1-309 
Agreement disclaiming, § 1-103 
Auction bidding, § 2-328 
Bailee’s liability, documents of title, 
§ 7-404 
Bulk sales 
Defined, § 6-102 
Effort of compliance, § 6-107 
Construction of Act, § 1-103 
Defined 
Bank deposits and collections, § 4-104 
Funds transfers, § 4A-105 
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GOOD FAITH—Cont’d 
Defined—Cont’d 
General provisions, § 1-201 
Investment securities, § 8-102 
Negotiable instruments, § 3-103 
Sales Act, § 2-103 
Secured transactions, § 9-102 
Disclaimer by agreement, § 1-103 
Duties, obligation of, § 1-304 
Leases, this index 
Obligation, § 1-304 
Purchasers, voidable title, § 2-103 
Rejected goods, duties of buyer, § 2-603 
Sales, this index 


Secured transactions, default, transfers, 
§ 9-617 


GOODS 
Bank deposits and collections, presenting 
bank 
Privilege to deal with goods, § 4-504 
Responsibility for, § 4-503 
Commingling Goods, generally, this index 
Defined 
Documents of title, § 7-102 
Secured transactions, § 9-102 


Deterioration of Goods, generally, this 
index 


Fungible Goods, generally, this index 

Future Goods, generally, this index 

Leases, generally, this index 

Misdescription bills of lading, documents 
of title, § 7-203, 7-301 

Receipt of Goods, generally, this index 

Sales, this index 

Secured Transactions, this index 


GOVERNMENT 
Leases, governmental regulation, 
substituted performance, § 2A-404 
Organization as including, general provi- 
sions, § 1-201 


GOVERNMENTAL UNITS 
Defined, secured transactions, § 9-102 


GROSS 
Commercial unit, defined, Sales Act, 
§ 2-105 


GROWING CROPS 
See Agricultural Products, this index 


GUARANTEE OF THE SIGNATURE 
Investment Securities, this index 


Surety as including, general provisions, 
§ 1-201 


GUARANTY 
Documents of title, indorser, $ 7-505 
Investment Securities, generally, this index 


GUESTS 
Seller's warranty extending to, § 2-318 


HAMMERS 
Auctions, completed sale by fall, 8 2-328 


HEALTH CARE INSURANCE 
Receivables 
Secured transactions 
Attachment, perfection, § 9-309 
Defined, § 9-102 
Secured Transactions, this index 


HOLDER 


Certificated investment, holder as meaning 
person in possession of, § 1-201 
Defined, general provisions, § 1-201 


HOLDER IN DUE COURSE 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-302 
Proof of status as, negotiable instruments, 
§ 3-308 
Secured Transactions, this index 
When bank gives value for purposes of, 
bank deposits and collections, § 4-211 


HONOR 
Letters of Credit, this index 


HOUSEHOLD 


Seller’s warranties, extensions to members 
of household, § 2-318 


HOUSEHOLD GOODS 


Warehouseman’s lien, documents of title, 
§ 7-209 


IDENTITY AND IDENTIFICATION 
Defined, Sales Act, § 2-501 
Application, § 2-103. 
Leases, this index 
Person to whom instrument is payable, 
negotiable instruments, § 3-110 
Purchaser, rights of transferor, § 2-403 
Sales, this index 


IDENTITY AND IDENTIFICATION 
—Cont’d 
Secured transactions 
Collateral, § 9-207 
Reasonableness, § 9-108 
Secured Transactions, this index 


IMPAIRMENT 
Leases, rights and remedies, § 2A-503 


IMPLIED REPEAL 
Construction, § 1-104 


IMPLIED WARRANTIES 
See Sales, this index 


IMPOSTERS 
Indorsement, liability, negotiable instru- 
ments, § 3-404 


INCIDENTAL DAMAGES 
Leases, generally, this index 


INCOMPETENTS 
See, also, Mentally Deficient and Mentally 
Ill Persons, generally, this index 
Bank deposits and collections, customer, 
§ 4-405 
INCOMPLETE INSTRUMENTS 
Defined, negotiable instruments, § 3-115 


INCONSISTENT CLAIMS 


Sales Act, damages or other remedies, 
§ 2-721 


INDEFINITENESS 
Sale contracts, validity, § 2-204 


INDEMNITY 

Bills of lading, rights of issuer, documents 
of title, § 7-301 

Leases, generally, this index 

Lost or destroyed instruments, security of 
claimant, documents of title, § 7-601 


Seller’s stoppage of delivery, expenses of 
bailee, documents of title, § 7-504 


INDEXES 
Secured Transactions, this index 


INDORSEMENTS 
Bank Deposits and Collections, this index 
Bills of lading, § 7-501 
Documents of Title, this index 
Investment Securities, this index 
Negotiable Instruments, this index 
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INDORSEMENTS—Cont’d 
Restrictive indorsements. Bank Deposits 
and Collections, this index 
Unauthorized indorsement, defined, general 
provisions, § 1-201 
Warehouse receipts, transfer by indorse- 
ment, § 7-501 


INDORSER 
Bank deposits and collections, liability of, 
§ 4-212 
INFANTS 
See Children and Minors, generally, this 
index 
INFRINGEMENT 
Claims, duties of buyer, § 2-607 
Leases, this index 
Sales, this index 


INJUNCTIONS 


Documents of title, rights of purchaser, 
§ 7-602 
Funds transfers, § 4A-503 
Investment securities, wrongful registration 
of transfer, issuer’s liability, § 8-404 
Secured transactions, § 9-625 


INJURIES 
Consumer goods, consequential damages, 
limitation, § 2-719 
Leases, this index 
Sales, breach of warranty, § 2-715 


INSECURITY 


Leases, performance of lease contract, 
§ 2A-401 


INSOLVENCY 
Bank deposits and collections, § 4-216 
Bankruptcy, generally, this index 
Banks, letters of credit, § 5-117 
Defined, general provisions, § 1-201 
Leases, this index 
Sales, this index 


INSOLVENCY PROCEEDINGS 
Defined, general provisions, § 1-201 


INSPECTIONS AND INSPECTORS 
Certificates, prima facie evidence, § 1-307 
Leases, this index 
Resale of goods, right of inspection, 

§ 2-706 
Sales, this index 
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INSTALLMENT CONTRACT 
Defined, Sales Act, § 2-612 
Application, § 2-103 
Installment lease contract, defined, leases, 
general provisions, § 2A-103 


INSTALLMENTS 
Leases, this index 
Sales, breach, § 2-612 


INSTRUCTIONS 
Bank deposits and collections, effect of, 
§ 4-203 
Bill of lading 
Change of shipping instructions, effect, 
documents of title, § 7-504 
Delivery of goods, documents of title, 
§ 7-303 
Investment Securities, this index 


Leases, merchant lessee’s duty as to right- 
fully rejected goods, § 2A-511 
Rejected goods, § 2-603 


INSTRUMENTS 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-104 
Secured transactions, § 9-102 
Secured Transactions, this index 


INSURANCE 

Buyer under Sales Act, § 2-501 

Health Care Insurance, generally, this index 

Leases, this index 

Policy, prima facie evidence, § 1-307 

Sales Act, buyer, § 2-501 

Secured Transactions, this index 

Seller under Sales Act, insurable interest, 
§ 2-501 

Warehousemen, lien for costs, documents 
of title, § 7-209 


INTANGIBLES 


Secured Transactions, this index 
Security Interest, this index 


INTENT 
Warranties, Sales Act, § 2-317 
Express warranty, § 2-313 


INTEREST 
Funds transfers, § 4A-506 


Leasehold interest, defined, leases, general 
provisions, § 2A-103 


INTEREST—Cont’d 
Lessor’s rights to residual interest, § 2A- 
532 
Negotiable instruments, § 3-112 


INTERFERENCE 
Leases, this index 


INTERMEDIARIES 
Secured transactions, § 9-206 


INTERMEDIARY 


Securities intermediary. Investment Securi- 


ties, this index 


INTERMEDIARY BANK 
Defined, bank deposits and collections, 
§ 4-105 
INTERPLEADER 
Bulk sales, distribution of net contract 
price, § 6-106 
Documents of title, § 7-603 
INTOXICATING LIQUORS 
Warehouse receipts, documents of title, 
§ 7-201 


INVENTORIES 


Assets defined as including, bulk sales, 
§ 6-102 

Defined, secured transactions, § 9-102 

Secured Transactions, this index 


INVESTIGATIONS 
See Inspections and Inspectors, generally, 
this index 


INVESTMENT PROPERTY 
Defined, secured transactions, § 9-102 


INVESTMENT SECURITIES 
Generally, § § 8-101 et seq. 
Actions 
Entitlement holder’s property interest, 
financial asset, value, control, 
recovery, § 8-503 
Evidentiary rules, certificated security, 
§ 8-114 
Adverse claims 
Defined, general provisions, § 8-102 
Documents of title, § 7-603 
Entitlement holder, value, § 8-502 
Liability, § 8-115 
Notice, knowledge, duty to investigate, 
security, financial asset, § 8-105 
Protected purchaser, notice, § 8-303 


INVESTMENT SECURITIES—Cont’d 


Adverse claims—Cont’d 
Purchaser of security entitlement from 
entitlement holder, rights, value, 
§ 8-510 
Warranties, § 8-108, 8-109 
Direct holding, § 8-108 
Agents 
Warranties, direct holding, § 8-108 
Agreements 
Duty of securities intermediary 
Entitlement holder 
Change position to other form of 
security holding, § 8-508 
Exercise rights directed by entitle- 
ment holder, § 8-506 
Rights, § 8-509 
Entitlement order, compliance, 
§ 8-507 
Financial assets, maintenance, § 8-504 
Obtain payment or distribution made 
by issuer of financial assets, 
§ 8-505 
Performance, § 8-509 
Issuer, securities intermediary, consent 
of registered owner or entitlement 
holder, § 8-106 
Jurisdiction, between securities 
intermediary and entitlement 
holder, § 8-110 
Alteration, security certificate, § 8-206 
Application of law, commercial paper, 
Appropriate evidence of appointment or 
incumbency, defined, assurance that 
indorsement or instruction is effective, 
§ 8-402 
Appropriate person 
Assurance that indorsement or instruc- 
tion is effective, § 8-402 
Defined, general provisions, § 8-102 
Entitlement order, securities intermedi- 
ary, compliance, effectiveness, 
§ 8-507 
Indorsement, registration of transfer, 
§ 8-401 
Instruction, § 8-403 
Originating from, incomplete, § 8-305 
Signature, security certificate, guarantee, 
warranties, § 8-306 
Bearer form 
Certificated security, purchaser, notice, 
adverse claims, § 8-105 
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INVESTMENT SECURITIES—Cont’d 
Bearer form—Cont’d 
Defined, general provisions, § 8-102 
Security certificate, indorsement, § 8-304 
Uncertificated security, control, 
purchaser, § 8-106 
Broker 
Defined, general provisions, § 8-102 
Liability, adverse claims, § 8-115 
Warranties, direct holding, § 8-108 
Certificated securities 
Action on, evidentiary rules, § 8-114 
Defined, general provisions, § 8-102 
Interest of debtor, creditor’s legal pro- 
cess, § 8-112 
Issuer’s lien, § 8-209 
Overissue, § 8-210 
Protected purchaser, § 8-303 
Purchaser’s rights, § 8-302 
Registered form 
Delivery, purchaser, control, § 8-106 
Duty of issuer to register transfer, 
§ 8-401 
Purchaser, notice, adverse claims, 
§ 8-105 
Registration of transfer, liabilities, 
§ 8-403 
Registered owner, rights and duties, 
§ 8-207 
Replacement, lost, destroyed, stolen, 
requirements, § 8-405 
Secured transactions, § 9-106 
Unauthorized signature, effect, § 8-205 
Warranties, direct holding, § 8-108 
Choice of law, applicability, § 8-110 
Clearing corporation 
Adoption of rules, effectiveness, § 8-111 
Defined, general provisions, § 8-102 
Financial assets, obligation to entitle- 
ment holder and creditor, priority, 
§ 8-511 
Option, financial asset, § 8-103 
Securities intermediary, duty to maintain 
financial asset, exceptions, § 8-504 
Commodity contract, not security or 
financial asset, § 8-103 
Communicate, defined, general provisions, 
§ 8-102 
Completion, security certificate, § 8-206 
Conflict of laws, § 1-301 
Contract of sale, security, statute of frauds, 
inapplicability, § 8-113 
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INVESTMENT SECURITIES—Cont’d 
Control 
Adverse claims, protection, purchaser of 
security entitlement from entitle- 
ment holder, § 8-510 
Creditor, security interest, entitlement 
holder, priority, § 8-511 
Defined, general provisions, § 8-102 
Entitlement holder’s property interest, 
financial asset, value, action, 
recovery, § 8-503 
Purchaser, delivery, security entitlement, 
entitlement holder, § 8-106 
Creditor 
Legal process, § 8-112 
Security interest, entitlement holder, 
prior to, § 8-511 
Date, indorsement, instruction, entitlement 
order, effectiveness, § 8-107 
Debtor, interest, certificated or 
uncertificated security, creditor’s legal 
process, § 8-112 
Defects, notice 
Issuer, purchaser, certificated or 
uncertificated security, § 8-202 
Staleness, § 8-203 
Defenses 
Issuer, certificated or uncertificated secu- 
rity, § 8-202 
Staleness of security, notice, certificated 
or uncertificated security, § 8-203 
Delivery 
Generally, § 8-301 
Certificated security 
Registered form, purchaser, control, 
§ 8-106 
To purchaser, § 8-301 
Warranties, direct holding, § 8-108 
Defined, general provisions, § 8-102 
Indorsement without delivery, 
certificated security, § 8-304 
Rights acquired by purchaser, § 8-302 
Security, financial asset, acquired inter- 
est, § 8-104 
Security certificate, warranties, indirect 
holding, § 8-109 
Uncertificated security, to purchaser, 
§ 8-301 
Direct holding, warranties, certificated 
security, § 8-108 
Effective date, § 8-601 


INVESTMENT SECURITIES—Cont’d 
Effectiveness, indorsement, instruction, 
entitlement order, effectiveness, 
§ 8-107 
Entitlement holder 
Adverse claims, § 8-502 
Agreement with securities intermediary, 
jurisdiction, 8 8-110 
Defined, general provisions, § 8-102 
Duty of securities intermediary 
Change position to other form of secu- 
rity holding, $ 8-508 
Compliance with entitlement order, 
ineffectiveness, liability, § 8-507 
Exercise of rights, § 8-506 
Commercially reasonable manner, 
8 8-509 
Obligation by securities intermediary, 
payment or distribution made by 
issuer of financial assets, § 8-505 
Order, control, purchaser, § 8-106 
Property interest, financial asset, securi- 
ties intermediary, § 8-503 
Purchaser of financial asset, securities 
intermediary, § 8-116 
Rights of purchaser of security entitle- 
ment from entitlement holder, 
§ 8-510 
Securities intermediary 
Duty to maintain financial asset, 
§ 8-504 
Priority, § 8-511 
Entitlement order 
Appropriate person as meaning, 
effectiveness, § 8-107 
Defined, general provisions, § 8-102 
Duty of securities intermediary to 
comply, ineffectiveness, liability, 
§ 8-507 
Liability, adverse claims, § 8-115 
Warranties, indirect holding, § 8-109 
Evidentiary rules, security certificate, 
indorsements, § 8-114 
Financial asset 
Adverse claims 
Against entitlement holder, § 8-502 
Rights of purchaser of security entitle- 
ment from entitlement holder, 
§ 8-510 
Clearing corporation, option, § 8-103 
Commodity contract, exclusion, § 8-103 
Credit to securities account, § 8-501 


INVESTMENT SECURITIES—Cont’d 
Financial asset—Cont’d 
Defined, general provisions, § 8-102 
Duty of securities intermediary 
Change entitlement holder’s position 
to other form of security holding, 
§ 8-508 
Compliance with entitlement order, 
§ 8-507 
Maintenance, § 8-504 
Indorsement, instruction, entitlement 
order, effectiveness, representative, 
§ 8-107 
Interest in partnership or limited liability 
company, securities account, 
§ 8-103 
Liability, adverse claims, § 8-115 
Negotiable instrument, securities 
account, § 8-103 
Notice, adverse claims, § 8-105 
Obtain payment or distribution made by 
issuer, § 8-505 
Other than securities, security entitle- 
ment, § 8-104 
Property interest of entitlement holder, 
securities intermediary, § 8-503 
Purchaser for value, securities intermedi- 
ary, § 8-116 
Security entitlement, securities 
intermediary, priority, § 8-511 
Fraud 
Alteration, security certificate, enforce- 
able, § 8-206 
Statute of frauds, inapplicable to 
contracts for sale of securities, 
§ 8-113 
Genuine 
Assurance that indorsement or instruc- 
tion is effective, § 8-402 
Security certificate, warranties, effective 
guarantee of indorsement or instruc- 
tion, § 8-306 
Good faith, defined, general provisions, 
§ 8-102 
Guarantee of the signature 
Defined, assurance that indorsement or 
instruction is effective, § 8-402 
Indorsement, instruction, warranties, 
§ 8-306 
Indirect holding, warranties, entitlement 
holder, § 8-109 
Indorsements 
Appropriate person as meaning, 
effectiveness, § 8-107 


INVESTMENT SECURITIES—Cont’d 
Indorsements—Cont'd 
Blank indorsements, § 8-304 
Certificated security 
Control, purchaser, § 8-106 
Delivery without indorsement, § 8-304 
Evidentiary rules, § 8-114 
Warranties, direct holding, § 8-108 
Defined, general provisions, § 8-102 
Effective, assurance, § 8-402 
Genuine, authorized, § 8-402 
Ineffective, wrongful registration, 
transfer, liabilities, remedies, 
§ 8-404 
Registration of transfer, genuineness, 
§ 8-401 
Security certificate 
Bearer form, registered form, partial, 
validity, § 8-304 
Uncertificated security, guarantee, 
§ 8-306 
Special indorsements, § 8-304 
Uncertificated security, control, 
purchaser, § 8-106 
Injunctions, wrongful registration of 
transfer, issuer’s liability, § 8-404 
Insolvency proceeding, entitlement 
holder’s property interest, financial 
asset, enforceable, § 8-503 
Instructions 
Generally, § 8-305 
Appropriate person as meaning, 
effectiveness, § 8-107 
Defined, general provisions, § 8-102 
Effective, assurance, § 8-402 
Genuine, authorized, § 8-402 
Ineffective, wrongful registration, 
transfer, liabilities, remedies, 
§ 8-404 
Originator of 
Entitlement order, warranties, indirect 
holding, § 8-109 
Warranties, direct holding, § 8-108 
Registration of transfer, genuineness, 
authorized, § 8-401 
Security certificate, uncertificated secu- 
rity, guarantee, § 8-306 
Intermediaries, secured transactions, 
perfection, priorities and preferences, 
§ 9-305 
Investment company security 
Defined, general provisions, § 8-102 
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INVESTMENT SECURITIES—Cont’d 


Investment company security—Cont’d 
Share, issued by registered investment 
company, exceptions, § 8-103 
Issue, generally, § § 8-201 et seq. 
Issuer 
Generally, § § 8-201 et seq. 
Assurance that indorsement or instruc- 
tion is effective, § 8-402 
Defenses, certificated or uncertificated 
securities, § 8-202 
Defined, general provisions, § 8-102 
Duty of, registration of transfer, § 8-401 
Jurisdiction of, local law, governing, 
§ 8-110 
Lien of, § 8-209 
Purchaser, notice of defect or defense, 
Registration of transfer, liabilities, 
§ 8-403 
Restriction on transfer, certificated or 
uncertificated securities, § 8-204 
Rights and duties with respect to 
registered owners, § 8-207 
Security certificate, § 8-201 
Lien, § 8-209 
Replacement of lost, destroyed or 
stolen certificate, § 8-405 
Obligation to notify, § 8-406 
Restriction on transfer, § 8-204 
Wrongful registration 
Liabilities, indorsement or instruction 
not effective, remedies, § 8-404 
Transfer, liabilities, § 8-404 
Jurisdiction, securities intermediary, loca- 
tion of security certificate, issuer, local 
law, governing, § 8-110 
Knowledge, adverse claims, notice, 
purchaser, security, financial asset, 
§ 8-105 
Legal process, creditor’s rights, § 8-112 
Liens, issuer’s lien, § 8-209 
Local law, jurisdiction of issuer, securities 
intermediary, governing, § 8-110 
Lost, destroyed or stolen certificate, 
replacement 
Obligation to notify issuer, § 8-406 
Requirements, § 8-405 
Negotiable instruments, financial asset, 
securities account, § 8-103 
Notice 
Adverse claims, knowledge, duty to 
investigate, security, financial asset, 
§ 8-105 


INVESTMENT SECURITIES—Cont’d 


Notice—Cont'd 
Certificated security 
Lost, destroyed or stolen certificate, 
replacement, § 8-405 
Staleness, defect or defense, § 8-203 
Defects, certificated or uncertificated 
securities, § 8-202 
Entitlement holder, § 8-502 
Issuer, lost, destroyed or stolen certifi- 
cate, § 8-406 
Purchaser 
Adverse claims, securities, financial 
asset, § 8-105 
Unauthorized signature, effect, 
§ 8-205 
Originator of entitlement order, instruction, 
warranties, indirect holding, § 8-109 
Overissue, defined, § 8-210 
General provisions, § 8-102 
Security certificate, uncertificated secu- 
rity, § 8-210 
Owners and ownership 
Certificated security, replacement of lost, 
destroyed or stolen certificate, 
requirements, § 8-405 
Registered owner 
Right to new security, wrongful 
registration by issuer, remedies, 
§ 8-404 
Rights and duties, § 8-207 
Partnership, limited liability, securities, 
§ 8-103 
Protected purchaser, defined, § 8-303 
General provisions, § 8-102 
Original certificate, registration of 
transfer, § 8-405 
Purchaser 
Certificated security 
Notice, adverse claims, § 8-105 
Unauthorized signature, effect, 
§ 8-205 
Warranties, direct holding, § 8-108 
Control, certificated or uncertificated 
security, delivery, § 8-106 
Financial asset, entitlement holder’s 
property interest, enforceable, 
§ 8-503 
Issuer, notice of defect or defense, 
§ 8-202 
Issuer’s lien, validity, § 8-209 


INVESTMENT SECURITIES—Cont’d 
Purchaser—Cont’d 
Rights, § 8-302 
Requisites for registration of transfer, 
§ 8-307 
Securities intermediary, for value, 
§ 8-116 
Security entitlement 
Entitlement holder, rights, § 8-510 
Holder of security or financial asset, 
§ 8-104 
Staleness of notice of defect or defense, 
§ 8-203 
Registered form 
Defined, general provisions, § 8-102 
Uncertificated security, purchaser, 
control, § 8-106 
Registrars 
Obligations, liabilities, registration of 
transfer, § 8-407 
Unauthorized signature, effect, § 8-205 
Registration 
Generally, § § 8-401 et seq. 
Purchaser’s rights to requisites for 
registration of transfer, § 8-307 
Transfer, duty of issuer, certificated or 
uncertificated security, § 8-401 
Remedy, wrongful registration of transfer, 
issuer’s liabilities, § 8-404 
Repeals, § 8-602 
Representative, indorsement, instruction, 
entitlement order, effectiveness, 
§ 8-107 
Restrictions, transfer of security, imposed 
by issuer, § 8-204 
Rules 
Clearing corporation, adoption, 
effectiveness, § 8-111 
Evidentiary, certificated security, § 8-114 
Securities intermediary, jurisdiction, 
choice of law, § 8-110 
Sales, generally, this index 
Savings clause, § 8-603 
Secured Transactions, this index 
Securities account 
Acquisition of security entitlement from 
securities intermediary, § 8-501 
Defined, general provisions, § 8-102 
Negotiable instrument, financial asset, 
§ 8-103 
Secured transactions, description, 
§ 9-108 
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INVESTMENT SECURITIES—Cont'd 
Security—Cont’d 


INVESTMENT SECURITIES—Cont’d 
Securities intermediary 


Acquisition of security entitlement, secu- 
rities account, § 8-501 
Agreement with entitlement holder, 
jurisdiction, § 8-110 
Control, purchaser, security entitlement, 
agreements, § 8-106 
Defined, general provisions, § 8-102 
Delivery, certificated or uncertificated 
security, § 8-301 
Duties 
Change entitlement holder’s position 
to other form of security holding, 
§ 8-508 
Compliance with entitlement order, 
§ 8-507 
Exercise rights directed by entitlement 
holder, § 8-506 
Maintain financial asset, § 8-504 
Obtain payment and distribution made 
by issuer, agreement, § 8-505 
Rules governing, performance, 
§ 8-509 
Financial asset 
Obligation to entitlement holder and 
creditor, priority, § 8-511 
Property interest of entitlement holder, 
§ 8-503 
Interest of debtor, creditor’s legal pro- 
cess, § 8-112 
Jurisdiction of, local law, governing, 
§ 8-110 
Liability, adverse claims, § 8-115 
Purchaser for value, § 8-116 
Rules, jurisdiction, choice of law, 
§ 8-110 
Warranties, indirect holding, § 8-109 
Security 
Agreement, securities intermediary, per- 
formance of duties, § 8-509 
Clearing corporation, option, § 8-103 
Commodity contract, § 8-103 
Defined, general provisions, § 8-102 
Holding, duty of securities intermediary, 
change entitlement holder’s posi- 
tion, § 8-508 
Indorsement, instruction, entitlement 
order, effectiveness, representative, 
§ 8-107 
Interest 
Delivery, acquire security entitlement, 
§ 8-104 
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Interest—Cont’d 
Entitlement holder, priority, § 8-511 
Partnership, limited liability company, 
§ 8-103 
Investment company security, § 8-103 
Sale of, statute of frauds, inapplicability, 
§ 8-113 
Share, equity interest, issued by corpora- 
tion, exceptions, § 8 103 
Warranties, transfer, purchasers present- 
ment, direct holding, § 8-108 
Writing, § 8-103 


Security certificate 


Bearer form, indorsement, § 8-304 
Completion alteration, § 8-206 
Defined, general provisions, § 8-102 
Delivery, warranties, indirect holding, 
§ 8-109 
Guarantee of the signature, instruction or 
indorsement, § 8-306 
Instructions, guarantee, § 8-306 


Interest of debtor, creditor’s, legal pro- 
cess, § 8-112 

Liability, adverse claims, § 8-115 

Location, jurisdiction, local law, govern- 
ing, § 8-110 

Notice of defect or defense, staleness, 
§ 8-203 

Overissue, § 8-210 

Purchaser, notice, adverse claims, 
§ 8-105 

Registered form, indorsement, § 8-304 


Replacement of lost, destroyed or stolen 
certificate 


Obligation to notify issuer, § 8-406 

Requirements, § 8-405 
Unauthorized signature, effect, § 8-205 
Writing, § 8-103 


Security entitlement 


Generally, § § 8-501 et seq. 


Acquirement by securities intermediary, 
purchaser for value, § 8-116 


Acquisition from securities intermediary, 
securities account, § 8-501 
Adverse claims, protection, § 8-502 
Control, purchaser, entitlement holder, 
§ 8-106 
Defined, general provisions, § 8-102 


INVESTMENT SECURITIES—Cont’d 
Security entitlement —Cont'd 
Duty of securities intermediary 
Change entitlement holder's position 
to other form of security holding, 
8 8-508 
Interest, compliance with entitlement 
order, § 8-507 
Entitlement holder, obligation of securi- 
ties intermediary, priority, $ 8-511 
Financial asset held by securities 
intermediary, § 8-503 
Indorsements, instruction, order, repre- 
sentative, effectiveness, § 8-107 
Interest of debtor, creditor’s legal pro- 
cess, § 8-112 
Secured Transactions, this index 
Securities intermediary, duty to maintain 
financial asset, § 8-504 
Priority, § 8-511 
Security interest, financial asset, 
purchaser, § 8-104 


Share, issued by corporation, business trust, 


joint stock company, security, § 8-103 
Short title of article, § 8-101 
Signatures 
Authenticating trustee 
Effect, § 8-208 
Unauthorized signature, issuer, effect, 
§ 8-205 
Certificated security, § 8-208 
Effect, authenticating trustee, registrar or 
transfer agent, § 8-208 
Guarantee of the signature, assurance, 
person making indorsement, 
§ 8-402 
Registrar, unauthorized signature, effect, 
§§ 8-205, 8-208; 8-208 
Security certificate 
Completion or alteration, § 8-206 
Evidentiary rules, § 8-114 
Uncertificated security, guarantee, 
§ 8-306 
Transfer agent, unauthorized signature, 
effect, §§ 8-205, 8-208; 8-208 
Unauthorized signature 
Effect, authenticating trustee, registrar, 
transfer agent, or person 
entrusted by issuer, § 8-205 
Security certificate, § 8-205 
Staleness, notice of defect or defense, 
certificated security, § 8-203 


INVESTMENT SECURITIES—Cont’d 
Statute of frauds 
Inapplicable to contracts for sale of secu- 
rities, § 8-113 
Transfer agents 
Obligations, liabilities, registration of 
transfer, § 8-407 
Unauthorized signature, effect, § 8-205 
Transfers 
Generally, § § 8-301 et seq. 
Certificated security 
Warranties, direct holding, § 8-108 
Indorsements, instructions, entitlement 
holder, effectiveness, § 8-107 
Purchaser, rights, delivery, § 8-302 
Registration 
Duty of issuer, certificated or 
uncertificated security, § 8-401 
Wrongful, liabilities, certificated and 
uncertificated securities, § 8-403 
Requisites for registration, § 8-307 
Restrictions, certificated or uncertificated 
securities, § 8-204 
Rights acquired by purchaser, § 8-302 
Wrongful registration, liabilities, issuer, 


remedies, § 8-404 
Trustees 


Authenticating trustees, unauthorized 
signature, effect, § 8-205 

Authorized trustees, obligations, 
liabilities, registration of transfer, 
§ 8-407 

Uncertificated security 

Control, delivery, purchaser, § 8-106 

Defined, general provisions, § 8-102 

Delivery, to purchaser, § 8-301 

Guarantee of the signature, indorsement 
or instruction, § 8-306 

Interest of debtor, creditor’s legal pro- 
cess, § 8-112 

Issue, generally, § § 8-201 et seq. 

Issuer, transfer, duty, registration, 
§ 8-401 

Notice of defect or defense, staleness, 
§ 8-203 

Protected purchaser, § 8-303 

Registered owner, rights and duties, 
§ 8-207 

Registration of transfer, issuer, duty, 
§ 8-401 

Secured transactions, § 9-106 


INVESTMENT SECURITIES—Cont'd 
Uncertificated security—Cont’d 
Transfer, registration, issuer, duty, 
§ 8-401 
Warranties, guarantee of signature, 
instruction, indorsement, effect, 
§ 8-306 
Value 
Entitlement holder’s property interest, 
financial asset, control, action, 
recovery, § 8-503 
Purchaser, securities intermediary, 
financial asset, § 8-116 
Warranties 
Certificated security, transfer, purchaser, 
issuer, presentment, direct holding, 
§ 8-108 
Securities intermediary, delivery, 
indirect holding, § 8-109 
Security certificate 
Defect, notice, transfer, indorsement, 
direct holding, limitations, 
§ 8-108 
Uncertificated security, guarantee of 
signature, instruction or indorse- 
ment, effect, § 8-306 


Writing 
Contract of sale, security, statute of 
frauds, inapplicability, § 8-113 
Security certificate, investment securi- 
ties, § 8-103 


INVOICES 
Consular invoice, prima facie evidence, 
§ 1-307 
IRREVOCABILITY 
Leases, promises, § 2A-407 


IRREVOCABLE CREDIT 
Letters of credit, conditions of revocation, 
§ 5-106 
ISSUE 
Defined, negotiable instruments, § 3-105 


Investment securities, generally, § § 8-201 
et seq. 


ISSUER 
Defined 
Documents of title, § 7-102 
Negotiable instruments, § 3-105 
Investment Securities, this index 
Letters of Credit, this index 
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ISSUER—Cont’d 
Obligation of issuer of note or cashier’s 
check, negotiable instruments, § 3-412 
ITEM 
Defined, bank deposits and collections, 
§ 4-104 
Presentment notice as meaning, bank 
deposits and collections, § 4-110 
JOINT AND SEVERAL LIABILITY 
Negotiable instruments, § 3-116 


JOINT INTERESTS 
Organization as including, general provi- 
sions, § 1-201 
JOINT TENANCY 
Warehouse receipts, documents of title, 
§ 7-202 
JUDGMENTS AND DECREES 
Assignments, secured transactions, applica- 
tion of law, § 9-109 
Leases, this index 
Secured transactions, default, § 9-601 


JUDICIAL SALES 
Bulk sales, applicability of provisions, 


JUDICIARY 
Defined, negotiable instruments, § 3-307 


JURISDICTION 

Banks and banking, secured transactions, 
perfection, priorities and preferences, 
deposit accounts, § 9-304 

Choice of law, § 1-301 

Investment securities, securities intermedi- 
ary, local law, governing, § 8-110 

Leases, this index 

Secured Transactions, this index 


JURISDICTION OF ORGANIZATIONS 
Defined, secured transactions, § 9-102 


KNOWLEDGE 
Banking usage, letters of credit, non-bank 
issuer, § 5-109 
LABELS AND LABELING 
Leases, implied warranty of merchant- 
ability, § 2A-212 
LABOR 


Lien of warehousemen, documents of title, 
§ 7-209 


See Real Estate, generally, this index 


LANDLORD LIENS 
Secured transactions, application of law, 
§ 9-109 
LANGUAGE 


Conspicuous, defined, general provisions, 
§ 1-201 


LAPSE 
Offer before acceptance, § 2-206 


LARCENY 
Documents of title, § 7-601 
Title and rights, § 7-502 
Leases, this index 


LAW GOVERNING 
Conflict of Laws, generally, this index 


LAW MERCHANT 
Supplementary principles of law, § 1-103 


LEARN 
Defined, general provisions, § 1-201 


LEASEHOLD INTEREST 
See Leases, this index 


LEASES 
Acceptance 
Default, damages, § 2A-519 
Effect, acceptance of goods, § 2A-516 
Lessee’s incidental and consequential 
damages, lessor’s default, § 2A-520 
Lessors 
Action for rent, wrongful rejection, 


etc., acceptance of goods, § 2A- 
529 


Remedies, rejection, etc., § 2A-523 
Non-acceptance, lessor’s damages, § 2A- 
528 
Nondelivery, damages, § 2A-519 
Repudiation, damages, § 2A-519 
Revocation 
Acceptance of goods, § 2A-517 
Effect 
Acceptance of goods, § 2A-516 
Default on risk of loss, § 2A-220 
Lessor’s rights to dispose goods, 
§ 2A-527 
Accessions, defined 
General provisions, § 2A-103 


LEASES—Cont’d 
Accessions, defined—Cont’d 
Lessor’s and lessee’s rights when goods 
become accessions, § 2A-310 
Actions and proceedings 
Administrative proceedings, default, 
procedure, § 2A-501 
Default, § 2A-506 
Delivery, installment lease contracts, 
rejection and default, § 2A-510 
Effect, acceptance of goods, § 2A-516 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Lessee’s duties as to rightfully rejected 
goods, § 2A-512 
Lessors 
Action for rent, § 2A-529 
Right to possession of goods, § 2A- 
2 


Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Standing to sue third parties for injury to 
goods, § 2A-531 
Statute of frauds, enforceability of lease 
contract, § 2A-201 
Unconscionable clause, awarding rea- 
sonable attorney’s fees, § 2A-108 
Advances 
Future advances, security interest, § 2A- 
307 
Lessor’s and lessee’s rights when goods 
become accessions, subsequent 
advances without knowledge of 
lease contract, § 2A-310 
Agreements 
Lease agreement, defined, general provi- 
sions, § 2A-103 
Allocation 
Excused performance, § 2A-405 
Procedure on excused performance, 
8 2A-406 
Alteration, consequential damages, § 2A- 
406 
Applicable law, limitation on power of par- 
ties to consumer lease to choose, 
§ 2A-106 
Arbitration, default, procedure, § 2A-501 
Assignment, rights, § 2A-303 
Attachment, priority of liens arising by, 
§ 2A-307 
Attorneys, unconscionable clause, award of 
reasonable fees, § 2A-108 
Attribution, § 2A-223 


LEASES—Cont’d 
Automobiles, certificate of title statute of 
state covering, leases subject to other 
statutes, § 2A-104 
Bailee, risk of loss, goods held by, § 2A- 
219 
Beneficiaries 
Insurance and proceeds, § 2A-218 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Third-party beneficiaries of express or 
implied warranty, § 2A-216 
Between merchants, defined, general provi- 
sions, § 2A-103 
Burden of proof 
Consumer lease, option to accelerate at 
will, § 2A-109 
Default after acceptance of goods, § 2A- 
516 
Buyer, defined, general provisions, § 2A- 
103 
Buyer in ordinary course of business, 
defined, general provisions, § 2A-103 
Buying, defined, general provisions, § 2A- 
103 
Cancellation 


Defined, general provisions, § 2A-103 
Effect, cancellation of lease contract, 
§ 2A-505 
Irrevocable promises, § 2A-407 
Lessee’s remedies, § 2A-508 
Lessor’s and lessee’s rights when goods 
become 


Accession, § 2A-310 
Fixtures, § 2A-309 
Lessor’s remedies, § 2A-523 
Rights and remedies, cancellation of 
lease contract, § 2A-505 
Casualty, identified goods, casualty to, 
§ 2A-221 
Certificates of title 
Sale of goods by lessee, § 2A-305 
Statute of state, leases subject to, § 2A- 
104 
Sublease of goods by lessee, § 2A-305 
Subsequent lease of goods by lessor, 
§ 2A-304 
Territorial application of article to goods 
covered by, § 2A-105 
Claims 


Damages, cancellation, rescission, etc., 
of lease contract, § 2A-505 
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LEASES—Cont’d 
Claims—Cont’d 
Default, procedure, reducing claim, 
§ 2A-501 
Lessees 
Under finance lease as beneficiary of 
supply contract, § 2A-209 
Pre-existing claim, special rights of cred- 
itors, § 2A-308 
Priority, liens arising by attachment or 
levy, § 2A-307 
Waiver or renunciation after default, 
§ 2A-107 
Warranties 
Against interference and infringement, 
§ 2A-211 
Exclusion or modification, § 2A-214 
Commercial standards, performance of 
lease contract, etc., § 2A-401 
Commercial unit, defined, general provi- 
sions, § 2A-103 
Commissions 
Lessee’s incidental and consequential 
damages, lessor’s default, § 2A-520 
Lessor’s incidental damages, § 2A-530 
Communications, electronic, § 2A-224 
Compensation 
Alienability, party’s interest under lease 
contract, § 2A-303 
Transfer, lessor’s residual interest in 
goods, § 2A-303 
Conflict of interest, lessor’s and lessee’s 
rights when goods become fixtures, 
§ 2A-309 
Conflicting provisions, statutes, leases 
subject to other statutes, § 2A-104 
Conforming, defined, general provisions, 
§ 2A-103 
Consent 
Irrevocable promises, § 2A-407 
Lessor’s and lessee’s rights when goods 
become accessions, § 2A-310 
Consideration, agreement modifying lease 
contract, § 2A-208 
Construction mortgage, defined 
General provisions, § 2A-103 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Consumer goods, defined, general provi- 
sions, § 2A-103 
Consumer lease, defined, general provi- 
sions, § 2A-103 


LEASES—Cont’d 
Contingency, excused performance, § 2A- 


405 


Contracts 


Acceptance in formation of lease 
contract, § 2A-206 
Acceptance of goods, irrevocable 
promises, § 2A-407 
Aggrieved party, anticipatory repudia- 
tion, § 2A-402 
Agreement modifying lease contract, 
8 2A-208 
Alienability, parties interest under lease 
contract, § 2A-303 
Anticipatory repudiation, § 2A-402 
Cancellation 
Lease contract, § 2A-505 
Lessor’s remedies, § 2A-523 
Retraction, anticipatory repudiation, 
§ 2A-403 
Casualty to identified goods, § 2A-403 
Construction of lease contract, generally, 
§ § 2A-201 et seq. 
Default 
Generally, § § 2A-501 et seq. 
Cover, substitute goods, § 2A-518 
Delivery, installment lease contracts, 
§ 2A-510 
Notice after default, § 2A-502 
Effect 
Acceptance of goods, etc., § 2A-516 
Lease contract, § § 2A-301 et seq. 
Electronic, § 2A-222 
Enforceability, lease contract, § 2A-301 
Excused lease contracts, § § 2A-401 et 
seq. 
Excused performance, § 2A-405 
Failure to deliver goods in conformity 
with, lessee’s remedies, § 2A-508 
Finance leases, irrevocable promises, 
§ 2A-407 
Formation in general, § 2A-204 
Formation of lease contract, generally, 
§ § 2A-201 et seq. 
Identification of goods, § 2A-217 
Implied warranty of merchantability, 
§ 2A-212 
Indefiniteness, failure for, § 2A-204 
Insolvency, lessee’s rights to goods on 
lessor’s insolvency, § 2A-522 
Installment lease contract, procedure on 
excused performance, § 2A-406 


LEASES—Cont’d 
Contracts—Cont’d 


Insurance and proceeds, § 2A-218 
Interest of lessor’s and lessee’s rights 
when goods become accessions, 
§ 2A-310 
Irrevocable promises, § 2A-407 
Lease contract, defined, general provi- 
sions, § 2A-103 
Lessees 
Rights on improper delivery, § 2A- 
509 
Under finance lease as beneficiary of 
supply contract, § 2A-209 
Lessors 
Action for rent after default by lessee, 
8 2A-529 
Remedies, rejection, etc., acceptance 
of goods, § 2A-523 
Rights to 
Dispose of goods, § 2A-527 
Identify goods to lease contract, 
§ 2A-524 
Possession of goods, § 2A-525 
Offer in formation of lease contract, 
§ 2A-206 
Performance of lease contract, § § 2A- 
401 et seq. 
Priority, certain liens arising by opera- 
tion of law, § 2A-306 
Procedure, default, § 2A-501 
Repudiation 
Effect, default on risk of loss, § 2A- 
220 
Lease contract, § § 2A-401 et seq. 
Rightful rejection, § 2A-509 
Rights and remedies 
Cancellation, lease contracts, § 2A- 
505 
Cumulative, default, procedure, § 2A- 
501 
Risk of loss, § 2A-219 
Sale, goods by lessee, § 2A-305 
Seals inoperative, § 2A-203 
Special rights of creditors, § 2A-308 
Standing to sue third parties for injury to 
goods, § 2A-531 
Statute of limitations, action for default, 
§ 2A-506 
Sublease of goods by lessee, § 2A-305 
Subsequent lease of goods by lessor, 
§ 2A-304 
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LEASES—Cont’d 
Contracts—Cont’d 


LEASES—Cont’d 
Damages—Cont’d 


Substituted lease contract, § § 2A-401 et 
seq. 
Supply contract, defined, general provi- 
sions, § 2A-103 
Termination, lease contract, procedure 
on excused performance, § 2A-406 
Transferred interest of party, lessor’s 
residual interest in goods, § 2A-303 
Unconscionable clause, enforcement, 
§ 2A-108 
Warranties against interference and 
infringement, § 2A-211 
Conversion 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Standing to sue third parties for injuries 
to goods, § 2A-531 
Course of trade, special rights of creditors, 
§ 2A-308 
Creditors 
Enforceability, lease contract, § 2A-301 
Priority, liens arising by attachment or 
levy, § 2A-307 
Special rights, § 2A-308 
Damages 
Assignment of rights, § 2A-303 
Cancellation, rescission, etc., lease 
contract, § 2A-505 
Consequential damages 
Breach of warranty, accepted goods, 
§ 2A-519 
Lessor’s default, § 2A-520 
Cover, substituted goods, § 2A-518 
Incidental damages 
Lessor, § 2A-530 
Lessor’s action for rent, § 2A-529 
Lessees 
Damages for nondelivery, etc., § 2A- 
519 
Remedies, failure to deliver goods, 
etc., § 2A-508 
Lessors 
Action for rent, § 2A-529 
Damages for non-acceptance or 
repudiation, § 2A-528 
Default, § 2A-520 
Incidental damages, § 2A-530 
Remedies, § 2A-523 
Right to dispose of goods, § 2A-527 
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Lessors—Cont’d 
Stoppage of delivery in transit or 
otherwise, § 2A-526 
Liquidation, § 2A-504 
Market rent, proof of, § 2A-507 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Nondelivery, accepted goods, § 2A-519 
Rights and remedies, modification and 
impairment, § 2A-503 


Default 


Generally, § § 2A-501 et seq. 
Action for, statute of limitations, § 2A- 
506 
Anticipatory repudiation, § 2A-402 
Assignment of rights, § 2A-303 
By lessor, § § 2A-508 et seq. 
Cancellation, rescission, etc., of lease 
contract, § 2A-505 
Damages, lessor’s, § 2A-528 
Delivery, lessee’s rights on improper 
delivery, § 2A-509 
Excused performance, § 2A-405 
Identification of goods, insurance 
proceeds, § 2A-218 
Lessees, § § 2A-523 et seq. 
Incidental and consequential damages, 
§ 2A-520 
Remedies, § 2A-508 
Lessors 
Action for rent after default by lessee, 
8 2A-529 
Incidental damages after lessee’s 
default, § 2A-530 
Remedies, § 2A-523 
Rights to dispose of goods, § 2A-527 
Lessor’s and lessee’s rights when goods 
become 
Accessions, § 2A-310 
Fixtures, § 2A-309 
Liquidation of damages, § 2A-504 
Proof of market rent, § 2A-507 
Rights and remedies, § 2A-501 
Material misrepresentation, § 2A-505 
Modification or impairment, § 2A-503 
Waiver or renunciation of claim or right, 
§ 2A-107 


Defects, waiver of lessee’s objections, 


§ 2A-514 


LEASES—Cont’d 
Defenses 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Statute of frauds, enforcement of lease 
contract, § 2A-201 
Delay 
Cover, substituted goods, § 2A-518 
Procedure on excused performance, 
§ 2A-406 
Delegation, performance, § 2A-303 
Delivery 
Casualty to identified goods, § 2A-221 
Cure by lessor of improper delivery, 
§ 2A-513 
Damages for nondelivery, § 2A-519 
Default 
Risk of loss, effect of, § 2A-220 
Waiver or renunciation of claim or 
right, § 2A-107 
Effect, acceptance of goods, § 2A-516 
Excused performance, delay in delivery, 
§ 2A-105 
Failure to deliver goods, lessee’s reme- 
dies, § 2A-508 


Improper delivery, lessee's rights, § 2A- 
509 


Lessees 
Damages for nondelivery, § 2A-519 
Lessors 
Incidental damages in stopping 
delivery, § 2A-530 


Rights to dispose of goods, refusal to 
deliver, § 2A-527 


Stoppage of delivery in transit or 
otherwise, § 2A-526 
Liquidation of damages, § 2A-504 


Nondelivery, lessee’s remedies, § 2A- 
508 


Performance of lease contract, § 2A-401 
Procedure on excused performance, 
§ 2A-406 
Rejection, installment lease contracts, 
§ 2A-510 
Required delivery of goods, risk of loss, 
§ 2A-219 
Risk of loss, effect of default on, § 2A- 
220 


Subsequent lease of goods by lessor, 
§ 2A-304 


Substituted performance, § 2A-404 


LEASES—Cont’d 
Delivery—Cont’d 
Withholding delivery of goods, lessor’s 
remedies, § 2A-523 
Demand 
Effect, acceptance of goods, § 2A-516 
Lessor’s residual interest in goods, 
transfer, § 2A-303 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Performance of lease contract, § 2A-401 
Description, leased goods, statute of frauds, 
§ 2A-201 
Destination, delivery of goods at particular 
destination, risk of loss, § 2A-219 
Destruction, standing to sue third parties 
for injuries to goods, § 2A-531 
Deterioration, casualty to identified goods, 
§ 2A-221 
Detinue, lessee’s right to, § 2A-221 
Disposal 
Goods, lessor’s action for rent, § 2A-529 
Lessors 
Remedies, § 2A-523 
Rights to 
Dispose of goods, § 2A-527 
Possession of goods, § 2A-525 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Unfinished goods, lessor’s right to 
identify goods to lease contract, 
§ 2A-524 
Disposition 
Commission, merchant lessee’s duties as 
to rightfully rejected goods, § 2A- 
511 


Lessor’s incidental damages in connec- 
tion with disposition of goods, 
8 2A-530 
Non-acceptance, lessor’s damages for, 
§ 2A-528 
Repudiation, lessor’s damages for, § 2A- 
528 
Subsequent buyer, lessor’s rights to 
dispose of goods, § 2A-527 
Domestic governmental regulation 
Excused performance, § 2A-405 
Substituted performance, § 2A-404 
Electronic contracts, records and 
signatures, § 2A-222 
Enforcement 
Default 
Notice, § 2A-502 


LEASES—Cont’d 
Enforcement—Cont’d 
Default—Cont’d 
Procedure, § 2A-501 
Lease contract, § 2A-301 
Priority, certain liens arising by opera- 
tion of law, § 2A-306 
Entrusting, defined, general provisions, 
§ 2A-103 
Equipment, lessor’s and lessee’s rights 
when goods become fixtures, readily 
removable equipment, § 2A-309 
Evidence 
Extrinsic, confirmatory memoranda, final 
expression of agreement, § 2A-202 
Final written expression, § 2A-202 
Proof of market rent, § 2A-507 
Statute of frauds, enforcement, lease 
contract, § 2A-201 
Unconscionable clause, § 2A-108 
Writing, seals inoperative, § 2A-203 
Examination, warranties, exclusion or 
modification, goods, samples, etc., 
§ 2A-214 
Exceptions, signed lease agreement exclud- 
ing modification or rescission, § 2A- 
208 
Exclusions 
Consequential damages, § 2A-503 
Third-party beneficiaries of express and 
implied warranties, § 2A-216 
Warranties, § 2A-214 
Excused, lease contract, § § 2A-401 et seq. 
Expenses 
Cover, substituted goods, § 2A-518 
Lessee’s incidental and consequential 
damages, § 2A-520 
Lessor’s incidental damages, § 2A-530 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Expiration, lessor’s and lessee’s rights 
when goods become 
Accessions, § 2A-310 
Fixtures, § 2A-309 
Farm tractors, certificate of title statute of 
state covering, leases subject to other 
statutes, § 2A-104 
Fault, defined, general provisions, § 2A- 
103 
Filing 
Fixture filing, lessor’s and lessee’s rights 
when goods become fixtures, § 2A- 


UNIFORM COMMERCIAL CODE 


LEASES—Cont’d 
Filing—Cont'd 
Lessor's and lessee's rights when goods 
become fixtures, § 2A-309 
Priority, liens, arising by attachment or 
levy, 8 2A-307 
Finance lease, defined, general provisions, 
8 2A-103 
Finance statement, filing, lessor's and les- 
see's rights when goods become 
fixtures, § 2A-309 
Fitness, implied warranty for particular 
purpose, § 2A-213 
Fixture filing, defined 
General provisions, § 2A-103 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Fixtures 
Defined 
General provisions, § 2A-103 
Lessor’s and lessee’s rights when 
goods become fixtures, § 2A-309 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Priority over conflicting interests of 
encumbrance or owner of real 
estate, § 2A-309 
Foreign governmental regulation, excused 
performance, § 2A-405 
Fraud 
Material representation, rights and reme- 
dies, § 2A-505 
Possession of goods, § 2A-302 
Rights and remedies, cancellation, etc., 
of lease contract, § 2A-505 
Sale of goods by lessee, § 2A-305 
Special rights of creditors, § 2A-308 
Sublease of goods by lessee, § 2A-305 
Subsequent lease of goods by lessor, 
§ 2A-304 
Title to goods, § 2A-302 
Frauds, statute of 
Enforcement, lease contract, § 2A-201 
Formation and construction of lease 
contract, § 2A-201 
Fungible goods, implied warranty of 
merchantability, § 2A-212 
Future performance, transfer, lessor’s 
residual interest in goods, § 2A-303 
Good faith 
Cover, substituted goods, § 2A-518 
Defined, general provisions, § 2A-103 


LEASES—Cont’d 
Good faith—Cont’d 
Lessor’s right to dispose of goods, § 2A- 
527 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Special rights of creditors, § 2A-308 
Subsequent lease of goods by lessor, 
§ 2A-304 
Governmental regulation, substituted per- 
formance, § 2A-404 
Identification 
Casualty to identified goods, § 2A-221 
Goods, when identification occurs, § 2A- 
217 
Lessee’s insurable interest when existing 
goods are identified, § 2A-218 
Lessor’s right to identify goods to lease 
contract, § 2A-524 
Risk of loss, effect of default on, § 2A- 
220 
Sale of goods by lessee, lessor deceived 
as to identity of lessee, § 2A-305 
Special rights of creditors, § 2A-308 
Sublease of goods by lessee, lessor 
deceived as to identity, § 2A-305 


Impairment, rights and remedies, § 2A-503 
Indemnification 


Liquidation of damages, § 2A-504 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Statute of limitations, action for default, 
§ 2A-506 
Infringement 
Lessee’s obligation against, § 2A-211 
Warranties, § 2A-211 
Effect, acceptance of goods, etc., 
§ 2A-516 
Exclusion or modification, § 2A-214 
Injuries, consequential damages, § 2A-503 
Standing to sue third parties for injuries 
to goods, § 2A-531 
Third-party beneficiaries of express and 
implied warranties, § 2A-216 
Insecurity, performance of lease contract, 
§ 2A-401 
Insolvency 
Lessee’s right to goods on lessor’s 
insolvency, § 2A-522 
Lessors 
Right to possession of goods, § 2A- 
525 


LEASES—Cont’d 
Insolvency—Cont’d 
Lessors—Cont'd 
Stoppage of delivery in transit or 
otherwise, $ 2A-526 
Inspection 
Acceptance of goods, § 2A-515 
Casualty to identified goods, § 2A-221 
Lessee’s incidental and consequential 
damages, lessor’s default, § 2A-520 
Waiver, lessee’s objections, § 2A-514 
Installment lease contract, defined, general 
provisions, § 2A-103 
Installments 
Default in installment lease contract, 
lessee’s rights, rightful rejection, 
§ 2A-509 
Delivery, rejection, § 2A-510 
Insolvency, lessee’s right to goods on 
lessor’s insolvency, § 2A-522 
Lessee’s remedies in installment lease 
contract, § 2A-508 
Lessor’s remedies, rejection, etc., accep- 
tance of goods, § 2A-523 
Instructions, merchant lessee’s duties as to 
rightfully rejected goods, § 2A-511 
Insurance 
Identifiable goods, § 2A-218 
Risk of loss, effect of default on, § 2A- 
220 
Standing to sue third parties for injuries 
to goods, insurable interest in 
goods, § 2A-531 
Interest 
Leasehold interest, defined, general pro- 
visions, § 2A-103 
Lessor’s rights to residual interest, § 2A- 
532 
Interference, warranties, § 2A-211 
Exclusion or modification, § 2A-214 
Irrevocability, promises, § 2A-407 
Judgments and decrees 
Default, lessor’s damages for lessee’s 
default, § 2A-529 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Lessor’s action for rent, § 2A-529 
Judicial forum, limitation on power of par- 
ties to consumer lease to choose, 
§ 2A-106 
Jurisdiction 
Certificate of title statute of another juris- 
diction, leases subject to, § 2A-104 
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LEASES—Cont’d 
Jurisdiction—Cont’d 
Leases subject to other statutes, § 2A- 
104 


Limitation on power of parties to 
consumer lease, § 2A-106 
Sale of goods by lessee, § 2A-305 
Sublease of goods by lessee, § 2A-305 
Subsequent lease of goods by lessor, 
§ 2A-304 
Territorial application of article to goods 
covered by certificate of title, § 2A- 
105 
Labels and labeling, implied warranty of 
merchantability, § 2A-212 
Larceny 
Sale of goods by lessee, § 2A-305 
Sublease of goods by lessee, § 2A-305 
Subsequent lease of goods by lessor, 
§ 2A-304 
Leasehold interests 
Defined, general provisions, § 2A-103 
Subsequent lease of goods by lessor, 
§ 2A-304 
Lessee in ordinary course of business, 
defined, general provisions, § 2A-103 
Lessor’s residual interest, defined, general 
provisions, § 2A-103 
Levy, priority of liens arising by, § 2A-307 
Liens and incumbrances 
Defined, general provisions, § 2A-103 
Lessor’s and lessee’s rights when goods 
become fixtures, conflicting interest, 
§ 2A-309 
Priority, arising by 
Attachment or levy, § 2A-307 
Operation of law, § 2A-306 
Limitations 
Consequential damages, § 2A-503 
Liquidation, damages, § 2A-504 
Litigation 
Default after acceptance of goods, § 2A- 
516 
Effect, acceptance of goods, § 2A-516 
Loss 
Insurance and proceeds, § 2A-218 
Risk of loss, § 2A-219 
Casualty to identified goods, § 2A-221 
Present value, defined, general provi- 
sions, § 1-201 
Reasonably predictable, defined, gen- 
eral provisions, § 1-201 
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LEASES—Cont’d 
Loss—Cont’d 
Risk of loss, § 2A-219—Cont’d 
Security interest, defined, general pro- 
visions, § 1-203 
Standing to sue third parties for 
injuries to goods, § 2A-531 
Lot, defined, general provisions, § 2A-103 
Memorandum, final written expression, 
§ 2A-202 
Merchant, defined, general provisions, 
§ 2A-103 
Merchant lessee, defined, general provi- 
sions, § 2A-103 
Merchantability 
Exclusion or modification of warranties, 
§ 2A-214 
Implied warranty, § 2A-212 
Mobile homes, certificate of title, statute of 
state covering, leases subject to other 
statutes, § 2A-104 
Modification 
Agreement modifying lease contract, 
8 2A-208 
Irrevocable promises, § 2A-407 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Procedure on excused performance, 
8 2A-406 
Rights and remedies, § 2A-503 
Third-party beneficiaries of express and 
implied warranties, § 2A-216 
Warranties, § 2A-214 
Mortgages 
Construction mortgage, defined, lessor’s 
and lessee’s rights when goods 
become fixtures, § 2A-309 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Notice 
Accepted goods, breach of warranty, 
§ 2A-519 
Anticipatory repudiation, § 2A-402 
Cancellation, delivery, installment lease 
contracts, rejection and default, 
§ 2A-510 
Claim to person answerable over, effect 
of acceptance of goods, § 2A-516 
Cure by lessor of improper tender or 
delivery, replacement, § 2A-513 
Default, § 2A-516 
By lessor, lessee’s remedies, § 2A-508 
Notice after default, § 2A-502 


LEASES—Cont’d 


Notice—Cont’d 
Delivery, installment lease contracts, 
rejection and default, § 2A-510 
Excused performance, § 2A-405 
Procedure on, § 2A-406 
Identification of goods, insurance 
proceeds, § 2A-218 


Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 


Lessee’s duties as to rightfully rejected 
goods, § 2A-512 


Lessor’s stoppage of delivery in transit 
or otherwise, § 2A-526 
Litigation to person answerable over, 


effect of acceptance of goods, § 2A- 
516 


Offer and acceptance in formation of 
lease contract, § 2A-206 


Procedure on excused performance, 
§ 2A-406 
Proof of market rent, § 2A-507 
Rejection of goods, § 2A-509 
Revocation, acceptance of goods, § 2A- 
517 


Specially manufactured goods, notice of 
repudiation, statute of frauds, § 2A- 
201 

Transfer of lessor’s residual interest in 
goods, § 2A-303 


Waiver affecting executory portion of 
lease contract, retracting waiver, 
§ 2A-208 


Objections 
Waiver, lessee’s objections, § 2A-514 
Obligations 


Due performance of lease contract, § 2A- 
401 


Substituted performance, § 2A-404 
Offers 

Firm offers, § 2A-205 

Formation, lease contract, § 2A-206 
Options 

Casualty to identified goods, § 2A-221 


Identifiable goods, insurance proceeds, 
§ 2A-218 


Insurance and proceeds, § 2A-218 
Security interest as including option to 
lease, general provisions, § 1-203 


Packages and packaging, implied warranty 
of merchantability, § 2A-212 


LEASES—Cont’d 
Parol evidence 
Final written expression, § 2A-302 
Warranties, exclusion or modification, 
§ 2A-214 
Particular purpose, warranties 
Cumulation and conflict of express or 
implied warranties, § 2A-215 
Exclusion or modification, § 2A-214 
Implied warranty of fitness, § 2A-213, 
2A-215 
Payment 
Default, lessor’s damages for lessee’s 
default, § 2A-529 
Enforcement, lease contract, statute of 
frauds, § 2A-201 
Failure to pay, lessor’s damages, § 2A- 
528 
Insurance and proceeds, § 2A-218 
Lessee’s rights to goods on lessor’s 
insolvency, § 2A-522 
Lessor’s stoppage of delivery in transit 
or otherwise, failure to make pay- 
ment, § 2A-526 
Option to accelerate at will, § 2A-109 
Performance, lease contract, § 2A-401 
Recovery, waiver, lessee’s objections, 
§ 2A-514 
Substituted performance, § 2A-404 
Performance 
Adequate assistance of, § 2A-401 
Anticipatory repudiation, § 2A-402 
Delivery, installment lease contracts, 
rejection and default, § 2A-510 
Excused performance, § 2A-405 
Procedure on, § 2A-406 
Future performance, anticipatory 
repudiation, § 2A-402 
Lease contract, § § 2A-401 et seq. 
Lessor’s and lessee’s rights when goods 
become accessions, § 2A-310 
Option to accelerate at will, § 2A-109 
Procedure on excused performance, 
8 2A-406 
Substituted performance, § 2A-404 
Suspension, § 2A-401 
Pleadings, statute of frauds, enforcement, 
lease contract, § 2A-201 
Possession 
Goods, § 2A-302 
Lessee’s duties as to rightfully rejected 
goods, § 2A-512 
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LEASES—Cont’d 
Possession—Cont’d 
Lessors 
Right to 
Dispose of goods, § 2A-527 
Possession of goods, § 2A-525 
Stoppage of delivery in transit or 
otherwise, § 2A-526 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Priority of certain liens arising by opera- 
tion of law, § 2A-306 
Retention, special rights of creditors, 
8 2A-308 
Special rights of creditors, § 2A-308 
Withholding delivery, lessor’s remedies, 
§ 2A-523 
Present value, defined, general provisions, 
§ 2A-103 
Priority 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Liens arising by 
Attachment or levy, § 2A-307 
Operation of law, § 2A-306 
Subject to subordination, § 2A-311 
Proceeds, beneficiary, insurance, § 2A-218 


Publications, proof of market rent, § 2A- 
507 
Purchase, defined, general provisions, 
§ 2A-103 
Purchase money lease, defined 
General provisions, § 2A-103 


Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 


Real property 
Default, procedure, § 2A-501 


Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 


Receipt 
Defined, general provisions, § 2A-103 


Lessee’s incidental and consequential 
damages, lessor’s default, § 2A-520 


Records and recording, lessor’s and les- 
see’s rights when goods become 
fixtures, § 2A-309 

Recovery 


Insolvency, lessee’s rights to goods on 
lessor’s insolvency, § 2A-522 


Lessee’s remedies, § 2A-508 
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Reimbursement 
Lessor’s and lessee’s rights when goods 
become 
Accessions, § 2A-310 
Fixtures, § 2A-309 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Rejection 
Acceptance of goods, lessee’s failure to 
make effective rejection of goods, 
§ 2A-515 
Delivery, installment lease contracts, 
§ 2A-510 
Effect, acceptance of goods, § 2A-516 
Identifiable goods, insurance and 
proceeds, § 2A-218 
Lessees 
Duties as to rightfully rejected goods, 
§ 2A-512 
Incidental and consequential damages, 
lessor’s default, § 2A-520 
Remedies, § 2A-508 
Lessors 
Remedies, § 2A-523 
Rights to dispose of goods, § 2A-527 


Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 

Risk of loss, effect of default on, § 2A- 
220 


Tender, cure by lessor of improper ten- 
der, § 2A-513 
Waiver, lessee’s objections, § 2A-514 
Rents 
Casualty to identified goods, § 2A-221 
Cover, substituted goods, similarity 
between original lease agreement, 
§ 2A-518 
Default, by lessor, lessee’s remedies, 
§ 2A-508 
Determination, market rent, damages, 
§ 2A-519 
Effect, acceptance of goods, § 2A-516 
Insolvency, lessee’s rights to goods on 
lessor’s insolvency, § 2A-522 
Lessees 
Remedies, § 2A-508 
Rights to goods on lessor’s 
insolvency, § 2A-522 
Lessors 
Action for, § 2A-529 
Rights to dispose of goods, § 2A-527 


LEASES—Cont’d 
Rents—Cont’d 
Liquidation of damages, § 2A-504 
Proof, market rent, § 2A-507 
Repair, lessor’s and lessee’s rights when 
goods become accessions, § 2A-310 
Replacement 
Cure by lessor of improper replacement, 
§ 2A-513 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Reports, proof, market rent, publications, 
§ 2A-507 
Repudiation 
Anticipatory repudiation, § 2A-402 
Retraction of, § 2A-403 
Damages, lessor’s, § 2A-528 
Irrevocable promises, § 2A-407 
Lease contract, § § 2A-401 et seq. 
Lessees 
Damages for repudiation, accepted 
goods, § 2A-510 
Remedies, § 2A-508 
Lessor’s action for rent, § 2A-529 
Retraction, anticipatory repudiation, 
§ 2A-402, 2A-403 


Risk of loss, effect of default on, § 2A- 
220 


Rescission 


Lease contract, § 2A-505 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Rights and remedies, rescission of lease 
contract, § 2A-505 
Signed lease agreement, § 2A-208 
Residual interest 
Lessor’s rights to, § 2A-532 
Transfer, lessor’s residual interest in 
goods, § 2A-303 
Retention, special rights of creditors, § 2A- 
308 
Retraction, anticipatory repudiation, § 2A- 
403 
Returns, lessor’s incidental damages, § 2A- 
530 
Revocation 
Lessee’s remedies, § 2A-508 
Lessor’s remedies, § 2A-523 
Rights and duties of lessee regarding 
rejection, § 2A-517 
Risk of loss, effect of default on, § 2A- 
220 


LEASES—Cont’d 
Rules and regulations, risk of loss, § 2A- 
219 
Sale on approval, defined, general provi- 
sions, § 2A-103 
Sale or return, defined, general provisions, 
§ 2A-103 
Sales 
Defined, general provisions, § 2A-103 
Goods by lessee, § 2A-305 
Lessors 
Damages for non-acceptance or 
repudiation, § 2A-528 
Rights to dispose goods, § 2A-527 
Merchant lessee’s duties as to rightfully 
rejected goods, § 2A-511 
Special rights of creditors, § 2A-308 
Territorial application of article to goods 
covered by certificate of title, § 2A- 
105 
Salvage 
Lessor’s right to identify goods to lease 
contract, salvage value of goods, 
§ 2A-524 
Unfinished goods, anticipatory repudia- 
tion, § 2A-402 
Scope of code, applicability of transactions, 
§ 2A-102 
Scrap, lessor’s right to identify goods to 
lease contract, § 2A-524 
Seal, inoperative, § 2A-203 
Secured transactions 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Priority of liens arising by attachment or 
levy, § 2A-307 
Secured Transactions, this index 
Security 
Assignment of rights, § 2A-303 
Insolvency, lessee’s rights to goods on 
lessor’s insolvency, § 2A-522 
Lessee’s remedies, § 2A-508 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Lessor’s stoppage of delivery in transit 
or otherwise, § 2A-526 
Special rights of creditors, § 2A-308 
Security interest 
Default by lessor, lessee’s remedies, 
§ 2A-508 
Defined to include or not include, general 
provisions, § 1-203 


Index-47 


LEASES—Cont’d 


Security interest—Cont’d 
Lessee’s duties as to rightfully rejected 
goods, § 2A-512 
Lessor’s and lessee’s rights when goods 
become 
Accessions, § 2A-310 
Fixtures, § 2A-309 
Lessor’s rights to dispose of goods, 
8 2A-527 
Priority of liens arising by attachment or 
levy, § 2A-307 
Rejected goods, merchant lessee’s 
duties, § 2A-511 
Standing to sue third parties for injuries 
to goods, § 2A-531 
Seller, defined, general provisions, § 2A- 
103 


Settlement 
Effect, acceptance of goods, § 2A-516 
Standing to sue third parties for injuries 
to goods, § 2A-531 
Ships and shipping 
Certificate of title statute of state cover- 
ing, leases subject to other statutes, 
§ 2A-104 
Identification of goods, § 2A-217 
Insolvency, lessee’s rights to goods on 
lessor’s insolvency, § 2A-522 
Short title of code, § 2A-101 
Signatures 
Default, waiver or renunciation of claim 
or right, § 2A-107 
Electronic, § 2A-222 
Firm offers, § 2A-205 
Signed lease agreement, modification or 
rescission, § 2A-208 
Statute of frauds, enforceability of lease 
contract, § 2A-201 
Specific performance, § 2A-507A 
Statements 
Express warranties, § 2A-210 
Filing financing statements, lessor’s and 
lessee’s rights when goods become 
fixtures, § 2A-309 
Statute of limitations 
Action for default, § 2A-506 
Tolling, action for default on lease 
contract, § 2A-506 
Statutes 


Consumer protection statute of state, 
leases subject to, § 2A-104 
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Statutes—Cont’d 
Failure to comply with applicable stat- 
ute, § 2A-104 
Leases subject to other statutes, § 2A- 
104 
Possession of goods, § 2A-302 
Priority of certain liens arising by opera- 
tion of law, § 2A-306 
Sale of goods by lessee, § 2A-305 
Special rights of creditors, § 2A-308 
Sublease of goods by lessee, § 2A-305 
Territorial application of article to goods 
covered by certificate of title, § 2A- 
105 
Title to goods, § 2A-302 
Sublease, defined, general provisions, 
§ 2A-103 
Subordination 
Accessions, lessor’s and lessee’s rights 
when goods become, § 2A-310 
Fixtures, lessor’s and lessee’s rights 
when goods become, § 2A-309 
Priority, § 2A-311 
Subsequent lease, territorial application of 
article to goods covered by certificate 
of title, § 2A-105 
Substitution 
Identifiable goods, insurance and 
proceeds, § 2A-218 
Irrevocable promises, § 2A-407 
Lease contract, § § 2A-401 et seq. 
Procedure on excused performance, 
8 2A-406 
Rights and remedies, modification or 
impairment, § 2A-503 
Supplier 
Acceptance of goods by lessee, § 2A-515 
Casualty to identified goods, § 2A-221 
Ceasing manufacture of goods, § 2A-524 
Completing manufacture of goods to 
lease contract, § 2A-524 
Default after acceptance, § 2A-516 
Defined, general provisions, § 2A-103 
Delivery 
Cure by lessor of improper delivery, 
§ 2A-513 
Installment lease contracts, rejection 
and default, § 2A-510 
Excused performance, § 2A-405 
Lessee’s duties as to rightfully rejected 
goods, § 2A-512 


LEASES—Cont’d 
Supplier—Cont’d 
Lessor’s right to identify goods to lease 
contract, § 2A-524 
Rejected goods, merchant lessee’s 
duties, § 2A-511 
Replacement, cure by lessor of improper 
replacement, § 2A-513 
Risk of loss, § 2A-219 
Effect, default on, § 2A-220 
Goods, § 2A-219 
Substituted performance, § 2A-404 
Tender, cure by lessor of improper ten- 
der, § 2A-513 
Waiver, lessee’s objections, § 2A-514 
Written notice of litigation, effect of 
acceptance of goods, § 2A-516 
Supply contract, defined, general provi- 
sions, § 2A-103 
Suspension, performance, § 2A-401 
Taxation, liquidation of damages, diminu- 
tion of anticipated tax benefits, etc., 
§ 2A-504 
Tender 
Cure by lessor of improper tender of 
delivery, § 2A-513 
Effect of acceptance of goods, etc., § 2A- 
516 
Rejection of goods, lessee’s rights on 
improper delivery, § 2A-509 
Termination 
Defined, general provisions, § 2A-103 
Irrevocable promises, § 2A-407 
Lease contract, § 2A-505 
Lessor’s and lessee’s rights when goods 
become 
Accessions, § 2A-310 
Fixtures, § 2A-309 
Rights and remedies, termination of 
lease contract, § 2A-505 
Territory, goods, territorial application of 
article to goods, by certificate of title, 
§ 2A-105 
Third parties 
Irrevocable promises, § 2A-407 
Possession of goods, § 2A-302 
Standing to sue for injury to goods, 
§ 2A-531 
Title to goods, § 2A-302 
Third-party beneficiaries, warranties, 
express and implied, § 2A-216 


LEASES—Cont’d 
Time 
Action for default under lease contract, 
§ 2A-506 
Commercially reasonable time, risk of 
loss, effect of default on, § 2A-220 
Cure by lessor of improper tender or 
delivery, replacement, § 2A-513 
Default, after acceptance, § 2A-516 
Firm offers, § 2A-205 
Identification of goods, § 2A-217 
Lessee’s duties as to rightfully rejected 
goods, § 2A-512 
Lessors 
Action for rent, § 2A-529 
Residual interest in goods, transfer, 
§ 2A-303 
Right to identify goods to lease 
contract, § 2A-524 
Lessor’s and lessee’s rights when goods 
become fixtures, removal of goods, 
§ 2A-309 
Market rent, proof of, § 2A-507 
Offer and acceptance in formation of 
lease contract, § 2A-206 
Performance, lease contract, § 2A-401 
Procedure on excused performance, 
modifying lease agreement within 
reasonable time, § 2A-406 
Proof, market rent, § 2A-507 
Rejection of goods, § 2A-509 
Revocation, acceptance of goods, § 2A- 
517 
Special rights of creditors, § 2A-308 
Title 
Goods, § 2A-302 
Lessor’s and lessee’s rights when goods 
become fixtures, § 2A-309 
Subsequent lease of goods by lessor, 
voidable title, transfer, § 2A-304 
Trailers, certificate of title of state covering, 
leases subject to other statutes, § 2A- 
104 
Transfers 
Lessor’s residual interest in goods, § 2A- 
303 
Rights, § 2A-303 
Sale of goods by lessee, § 2A-305 
Special rights of creditors, fraudulent 
transfers, § 2A-308 
Sublease of goods by lessee, § 2A-305 
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Transfers—Cont’d 
Subsequent lease of goods by lessor, 
8 2A-304 
Voidable title, subsequent lease of goods 
by lessor, § 2A-304 
Transportation 
Default by lessor, lessee’s remedies, 
expenses incurred in, § 2A-508 
Lessee’s incidental and consequential 
damages, lessor’s default, § 2A-520 
Lessor’s incidental damages in stopping, 
8 2A-530 
Unconscionable clause, refusal to enforce 
contract, § 2A-108 
United States statute, leases subject to, 
8 2A-104 
Usage of trade 
Implied warranty of merchantability, 
§ 2A-212 
Proof, market rent, § 2A-507 
Warranties, exclusion or modification, 
§ 2A-214 
Waiver 
Attempt at modification or rescission of 
lease contract, § 2A-208 
Lessee’s objections, § 2A-514 
Renunciation of claim or right after 
default, § 2A-107 
Rights, waiver of lessee’s objections, 
§ 2A-514 
Warranties 
Accepted goods, damages for breach of 
warranty, § 2A-519 
Action for default under lease contract, 
statute of limitations, § 2A-506 
Breach of 
Accepted goods, damages, § 2A-519 
Effect, acceptance of goods, § 2A-516 
Lessee’s incidental and consequential 
damages, lessor’s default, § 2A- 
520 
Statute of limitations, § 2A-506 
Third-party beneficiaries of express 
and implied warranties, § 2A-216 
Claim or right after default, waiver or 
renunciation, § 2A-107 
Conflict of express or implied warranties, 
§ 2A-215 
Cumulation, express or implied warran- 
ties, § 2A-215 
Damages, § 2A-519 
Exclusion, § 2A-214 
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LEASES—Cont’d 
Warranties—Cont' d 
Express warranties, 8 2A-210 
Cumulation and conflict, $ 2A-215 
Third-party beneficiaries, 8 2A-216 
Fitness, implied warranty of, 8 2A-213 
Implied warranties 
Cumulation and conflict, § 2A-215 
Fitness for particular purpose, § 2A- 
213 
Third-party beneficiaries, § 2A-216 
Interference, § 2A-211 
Lessee under finance lease as beneficiary 
of supply contract, § 2A-209 
Lessee’s remedies for breach of war- 
ranty, § 2A-508 
Merchantability, implied warranty of, 
§ 2A-212 
Modification, § 2A-214 
Rights and remedies, third-party benefi- 
ciaries of express and implied war- 
ranties, § 2A-216 
Third-party beneficiary, express and 
implied warranties, § 2A-216 
Writing 
Final written expression, § 2A-202 
Firm offers, § 2A-205 
Lessor’s and lessee’s rights when goods 
become 
Accessions, § 2A-310 
Fixtures, consent, § 2A-309 
Litigation to person answerable over, 
effect of acceptance of goods, § 2A- 
516 
Modification, lease contract, § 2A-208 
Procedure on excused performance, 
8 2A-406 
Rescinded signed lease agreements, 
§ 2A-208 
Seals inoperative, § 2A-203 
Statute of frauds, enforceability of lease 
contract, § 2A-201 
Transfer, lessor’s residual interest in 
goods, § 2A-303 
Waiver, lessee’s objections, § 2A-514 
Warranties, exclusion or modification, 
§ 2A-214 


LEGAL PROCESS 


Bank deposits and collections, when item 
subject to, § 4-303 


See Leases, generally, this index 


LESSEE IN ORDINARY COURSE OF 
BUSINESS 


See Leases, generally, this index 


LESSOR 
See Leases, generally, this index 


LETTER-OF-CREDIT RIGHT 
Defined, secured transactions, § 9-102 


LETTERS OF CREDIT 
Generally, 8 § 5-101 et seq. 
Accept, defined, § 5-102 
Acceptance, defined, § 5-102 
Adviser, § 5-107 

Defined, § 5-102 
Amendment, § 5-106 
Applicant 

Defined, § 5-102 

Subrogation, § 5-117 
Assignment, proceeds, § 5-114 
Beneficiary, defined, § 5-102 
Cancellation, § 5-106 
Choice of law and forum, § 5-116 
Confirmer, § 5-107 

Defined, § 5-102 
Consideration, § 5-105 
Defined, § 5-102 
Definitions, § 5-102 
Dishonor, defined, § 5-102 
Document, defined, § 5-102 
Duration, § 5-106 
Forgery, § 5-109 
Fraud, § 5-109 
Good faith, defined, § 5-102 
Honor, defined, § 5-102 
Issuance, § 5-106 
Issuer 

Defined, § 5-102 

Rights and obligations, § 5-108 

Security interests, § 5-118 

Subrogation, § 5-117 
Limitation of actions, § 5-115 
Nominated person, § 5-107 

Defined, § 5-102 

Security interests, § 5-118 

Subrogation, § 5-117 
Presentation, defined, § 5-102 
Presenter, defined, § 5-102 


LETTERS OF CREDIT—Cont’d 

Priorities and preferences 

Issuer, nominated person, § 5-118 
Proceeds, assignment, § 5-114 
Proceeds of a letter of credit, defined, 

§ 5-114 

Record, defined, § 5-102 
Remedies, § 5-111 
Requirements, § 5-104 
Scope, § 5-103 
Secured Transactions, this index 
Security interests 

Issuer, nominated person, § 5-118 
Short title, § 5-101 
Statute of limitations, § 5-115 
Subrogation, § 5-117 
Successor of a beneficiary, defined, § 5-102 
Transfers, § 5-112 

Operation of law, § 5-113 
Value 

Defined, § 5-102 

Security interests, issuer, nominated 

person, § 5-118 

Warranties, § 5-110 


LEVIES 


Leases, priority of liens arising by, § 2A- 
307 


LIBERAL CONSTRUCTION 
Statutes, § 1-103 


LICENSES AND PERMITS 
Secured Transactions, this index 


Warehouses and Warehousemen, generally, 
this index 


LIEN CREDITORS 
Creditor as including, general provisions, 
§ 1-201 
Defined 
Secured transactions, § 9-102 


LIENS AND INCUMBRANCES 
Agricultural Liens, generally, this index 
Bailee’s lien, satisfaction, § 7-403 
Bills of lading, § 7-307 

Enforcement, § 7-308 
Bulk sales, applicability of provisions, 
§ 6-103 
Defined 
Secured transactions, § 9-102 
Documents of Title, this index 


LIENS AND INCUMBRANCES—Cont’d 
Enforcement 
Carriers, $ 7-308 
Warehouseman, § 7-210 
Fixtures, priorities and preferences, secured 
transactions, § 9-334 
Goods under document of title, § 7-602 
Investment securities, issuer’s lien, § 8-209 
Leases, this index 
Mortgages, generally, this index 
Priorities and preferences, secured transac- 
tions, fixtures, § 9-334 
Sales contracts, warranties, § 2-312 
Secured Transactions, this index 
Warehouse Receipts, this index 
Warehouses and Warehousemen, this index 


LIMITATION OF ACTIONS 
Bank deposits and collections, § 4-111 
Leases, generally, this index 
Letters of credit, § 5-115 
Negotiable instruments, § 3-118 
Sales Act, § 2-725 


LIMITATIONS 
Bulk sales, limitation of actions, § 6-110 
Damages, this index 
Leases, this index 
Warranty, sale of goods, § 2-316 


LIMITED LIABILITY 
Secured transactions, § 9-628 


LIQUIDATION 
Bulk sales, liquidator 
Defined, § 6-102 
Sales by, § 6-108 
Leases, damages, § 2A-504 


LISTS 
Secured Transactions, this index 


LITIGATION 
Leases, this index 


LIVESTOCK 
Sale 
Goods, defined, § 2-105 
Insurable interest, § 2-501 


Secured transactions, purchase money 
security interests, priorities and prefer- 
ences, § 9-324 
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LOCATION 
Warehouse, form of warehouse receipts, 
documents of title, § 7-202 


LOGS AND LOGGING 
Secured Transactions, generally, this index 
Security interest, timber to cut, § 9-203 
Timber. Secured Transactions, this index 


LOSS 
Bank deposits and collections, burden of 
proof, § 4-403 
Leases, this index 


LOST OR DESTROYED PROPERTY 
Documents of title, § 7-601 
Title and rights, § 7-502 
Indemnity, generally, this index 
Investment Securities, generally, this index 
Issuer’s obligation to customer, letters of 
credit, § 5-109 
Leases, standing to sue third parties for 
injuries to goods, § 2A-531 
Negotiable instruments 
Cashier’s, teller’s or certified checks, 
§ 3-312 
Enforcement of destroyed instrument, 
§ 3-309 
Risk of loss, generally. Sales, this index 
Sales, this index 
Warehousemen, liabilities, documents of 
title, § 7-403 


LOTS 
Auctions, § 2-328 
Defined 
Leases, general provisions, § 2A-103 
Sales Act, § 2-105 
Application, § 2-103 
Sales, this index 


LUMBER 


See Logs and Logging, generally, this 
index 


MACHINERY 


Commercial unit, defined, Sales Act, 
§ 2-105 


MAIL 
Registered Mail, generally, this index 
Send as meaning deposit in, general provi- 
sions, § 1-201 
Warehousemen lien, enforcement, docu- 
ments of title, § 7-210 


Defined, negotiable instruments, $ 3-103 


MANUFACTURED HOME 
TRANSACTIONS 
Defined, secured transactions, § 9-102 


MANUFACTURED HOMES 
Defined, secured transactions, § 9-102 
Secured transactions, financing statements, 
8 9-515 
MARKET PRICE 
Evidence, sales, $ 2-723 


Sale, nondelivery measure of damages, 
§ 2-713 


MARKET QUOTATIONS 
Evidence, admissibility sales, § 2-724 


MEDIUM OF EXCHANGE 
Money as meaning, general provisions, 
§ 1-201 


MEMORANDUM 
Contract for sale, § 2-201 
Leases, final written expression, § 2A-202 


MENTALLY DEFICIENT AND 
MENTALLY ILL PERSONS 
See Incompetents, generally, this index 


MERCHANT 
Leases, generally, this index 
Sales, generally, this index 


MERCHANT LESSEE 
Leases, generally, this index 


MERCHANTABILITY 
Leases, this index 
Sales, implied warranty, § 2-314 


MIDNIGHT DEADLINE 


Defined, bank deposits and collections, 
§ 4-104 


MINERALS 
Secured transactions, perfection, § 9-301 


MINING 
Contract for sale, § 2-107 


MINORS 
See Children and Minors, generally, this 
index 


MISREPRESENTATION 
See Fraud, generally, this index 


MISTAKE 
Commercial Code, supplementary 
principles, § 1-103 
Documents of title, title and rights, § 7-502 
Funds transfers 
Erroneous execution of payment order, 
8 4A-303 
Erroneous payment orders, § 4A-205 
Misdescription of 
Beneficiary, § 4A-207 
Intermediary bank or beneficiary’s 
bank, § 4A-208 
Letters of credit, terms of credit, § 5-107 
Negotiable instruments, payment or accep- 
tance by, § 3-418 


MOBILE HOMES 
Leases, certificate of title statute of state 


covering, leases subject to other stat- 
ute, § 2A-104 


MODELS 
Sales, this index 


MODIFICATION 
Leases, this index 
Letters of Credit, this index 
Sales, this index 
Warranty of merchantability, § 2-316 


MONEY 
Defined, general provisions, § 1-201 
Sales 
Legal tender, payment demand, § 2-511 
Payment of price, § 2-304 
Secured Transactions, this index 


MORTGAGES 

Defined, secured transactions, § 9-102 

Financing statements, secured transactions, 
filing, § 9-502 

Fixtures, secured transactions, priorities 
and preferences, § 9-334 

Leases, this index 

Priorities and preferences, secured transac- 
tions, fixtures, § 9-334 

Secured Transactions, this index 


MOTOR VEHICLES 
Leases, certificate of title statute of state 
covering, leases subject to other 
statutes, § 2A-104 
NAMES 
Secured Transactions, this index 


NEGLIGENCE 

Documents of title, burden of proof, 
§ 7-403 

Negotiable instruments, contributing to 
forged signature or alteration of instru- 
ment, § 3-406 

Secured transactions, loss to collateral in 
secured party’s possession, § 9-207 


NEGOTIABLE INSTRUMENTS 
Acceptance 
By mistake, § 3-418 
Defined, § 3-409 
Varying draft, § 3-410 
Acceptor 
Defined, § 3-103 
Obligation, § 3-413 
Accommodation, instruments signed for, 
§ 3-419 
Accommodation parties, discharge of, 
§ 3-605 
Accord and satisfaction 
By use of instrument, § 3-311 
Performance or acceptance under 
reservation of rights, § 1-308 


Agreements, other agreements affecting 
instrument, § 3-117 
Alteration 


Defined, § 3-407 
Negligence contributing to alteration of 
instruments, § 3-406 
Anomalous indorsement, generally, 
§ 3-205 
Application of law, secured transactions, 
priorities and preferences, § 9-331 
Bearer, promise or order payable to, 
§ 3-109 
Bills of Lading, generally, this index 
Blank indorsement, generally, § 3-205 
Breach, fiduciary duty, notice, § 3-307 
Cancellation, discharge by, § 3-604 
Cashier’s check 
Defined, § 3-104 
Lost, destroyed or stolen checks, § 3-312 
Obligation of issuer of, § 3-412 
Refusal to pay, § 3-411 
Certificate of deposit, defined, § 3-104 
Certified check 
Defined, § 3-409 
Lost, destroyed or stolen checks, § 3-312 
Refusal to pay, § 3-411 
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NEGOTIABLE INSTRUMENTS—Cont’d 
Checks 
Defined, § 3-104 
Application 
Sales Act, § 2-103 
Lost, destroyed or stolen checks, § 3-312 
Payment by financing agency, § 2-506 
Tender under Sales Act, § 2-511 
Title to goods, delivery in exchange for 
check later dishonored, § 2-403 
Claims 
Lost, destroyed or stolen checks, § 3-312 
Recoupment, § 3-305 
To an instrument, § 3-306 
Consideration 
Defined, § 3-303 
Letters of credit, § 5-105 
Contradictory terms of instruments, rules 
for which prevail, § 3-114 
Contribution, joint and several liability, 
§ 3-116 
Conversion, generally, § 3-420 
Date of instrument, generally, § 3-113 
Defenses 
Generally, § 3-305 
Notice of right to defense of action, 
§ 3-119 
Defined, § 3-104 
Definitions, checks 
Sales Act, § 2-103 
Destroyed instrument 
Cashier’s, teller’s or certified checks, 
§ 3-312 
Enforcement of, § 3-309 
Discharge 
Generally, § 3-601 
Accommodation parties, § 3-605 
Cancellation, discharge by, § 3-604 
Effect of, § 3-601 
Indorsers, § 3-605 
Obligated bank, lost, destroyed or stolen 
checks, § 3-312 
Renunciation, discharge by, § 3-604 
Dishonor 
Generally, § § 3-501 et seq. 
Evidence, § 3-505 
Notice, § 3-503 
Excused, § 3-504 
Presentment 
Defined, § 3-501 
Excused, § 3-504 


NEGOTIABLE INSTRUMENTS Cont'd 


Dishonor—Cont'd 
Rules governing, § 3-502 
Documents of Title, generally, this index 
Draft 
Acceptance, § 3-409 
Acceptance varying, § 3-410 
Defined, application, Sales Act, 8 2-103 
Drawee's liability on unaccepted draft, 
8 3-408 
Instrument as meaning, § 3-104 
Drawee 
Defined, § 3-103 
Liability on unaccepted draft, § 3-408 
Drawer 
Defined, § 3-103 
Obligation, § 3-114 
Employee, defined, § 3-405 
Employer responsibility, fraudulent 
indorsement by employee, § 3-405 
Enforcement 
Instruments, generally, § 3-301 
Lost, destroyed or stolen instrument, 
§ 3-309 
Equity, action defined, general provisions, 
§ 1-201 
Evidence, dishonor, § 3-505 
Fictitious payees, indorsement, liability, 
§ 3-404 
Fiduciary, notice of breach, § 3-307 
Fixed date, promise or order, payable at, 
§ 3-108 
For accommodation, instrument sign, 
§ 3-419 
For collection, restrictive indorsement, type 
of, § 3-206 
For deposit, restrictive indorsement, type 
of, § 3-206 
Foreign money, instrument payable, 
§ 3-107 
Fraudulent indorsement, defined, § 3-405 
Good faith, defined, § 3-103 
Holder in due course 
Defined, § 3-302 
Application 
Letters of credit, § 5-103 
Lost, destroyed or stolen checks, pay- 
ment, § 3-312 
Proof of status as, § 3-308 
Identification, person to whom instrument 
is payable, § 3-110 
Imposters, indorsement, liability, § 3-404 


NEGOTIABLE INSTRUMENTS—Cont’d 


Incomplete instrument, defined, § 3-115 
Indorsement 
Anomalous indorsement, § 3-205 
Blank indorsement, § 3-205 
Defined, § 3-204 
Fraudulent indorsement by employee, 
employer responsibility, § 3-405 
Restrictive indorsement, § 3-206 
Special indorsement, § 3-205 
Indorser 
Defined, § 3-204 
Discharge of, § 3-605 
Obligation of, § 3-415 
Instrument 
Defined, § 3-104 
Interest, generally, § 3-112 
Investment securities, financial asset, secu- 
rities account, § 8-103 
Issue, defined, § 3-105 
Issuer 
Defined, § 3-105 
Obligation of issuer of note or cashier’s 
check, § 3-412 
Joint and several liability, generally, 
§ 3-116 
Judiciary, defined, § 3-307 
Letters of Credit, generally, this index 
Liability 
Drawee’s liability on unaccepted draft, 
§ 3-408 
Joint and several, § 3-116 
Obligated bank, lost, destroyed or stolen 
checks, § 3-312 
Parties, generally, § § 3-401 et seq. 
Limitations, statute of, generally, § 3-118 
Lost instruments 
Cashier’s, teller’s or certified checks, 
§ 3-312 
Enforcement of, § 3-309 
Maker, defined, § 3-103 
Mistake, payment or acceptance by, 
§ 3-418 
Negligence, contributing to forged 
signature or alteration of instrument, 
§ 3-406 
Negotiable instrument, defined, § 3-104 
Negotiation 
Defined, § 3-201 
Subject to rescission, § 3-202 
Note 
Instrument as meaning, § 3-104 
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NEGOTIABLE INSTRUMENTS Cont d 


Note—Cont'd 
Obligation of issuer of, 8 3-412 
Notice 
Dishonor, § 3-503 
Excused notice, § 3-504 
Fiduciary, breach, § 3-307 
Lost, destroyed or stolen checks, claims, 
obligated bank, § 3-312 
Right to defend action, § 3-119 
Obligated bank, defined, § 3-411 
Obligation 
Acceptor, § 3-413 
Drawer, § 3-414 
Effect of instrument on obligation for 
which taken, § 3-310 
Indorser, § 3-415 
Issuer of note or cashier’s check, § 3-412 
Ordinary care, defined, § 3-103 
Overdue instrument, generally, § 3-304 
Parties 
Defined, § 3-103 
Liability, § § 3-401 et seq. 
Payable at a definite time, promise or order, 
qualifications, § 3-108 
Payable on demand, promise or order, 
qualifications, § 3-108 
Payee, fictitious payees, indorsement, 
liability, § 3-404 
Payment 
Generally, § 3-602 
By mistake, § 3-418 
Lost, destroyed or stolen checks, § 3-312 
Tender of, § 3-603 
Person, identification of person to whom 
instrument is payable, § 3-110 
Person entitled to enforce, defined, § 3-301 
Place of payment, instrument payable at, 
§ 3-111 
Presentment 
Defined, § 3-501 
Excused presentment, § 3-504 
Lost, destroyed or stolen checks, § 3-312 
Presentment warranties, generally, § 3-417 
Promise or order 
Bearer, payable to, § 3-109 
Fixed state, payable, § 3-108 
Foreign money, payment, § 3-107 
Order, defined, § 3-103 
Payable at a definite time, qualifications, 
§ 3-108 
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NEGOTIABLE INSTRUMENTS—Cont’d 


Promise or order—Cont'd 
Payable on demand, § 3-108 
Payable to order, § 3-109 
Promise, defined, § 3-103 
Unconditional, requirements, § 3-106 
Proof, signatures and status as holder in 
due course, § 3-308 
Prove, defined, § 3-103 
Reacquisition of instrument, generally, 
§ 3-207 
Recoupment, claims, § 3-305 
Remitter, defined, § 3-103 
Renunciation, discharge by, § 3-604 
Representative, signature by, liability, 
§ 3-402 
Represented person, defined, § 3-307 
Rescission, negotiation subject to, § 3-202 
Reservation of rights, performance or 
acceptance under, accord and satisfac- 
tion, § 1-308 
Responsibility, defined, § 3-405 
Restrictive indorsement, generally, § 3-206 
Secured Transactions, this index 
Short title, § 3-101 
Signature 
Instruments signed for accommodation, 
§ 3-419 
Liability, § 3-401 
Signature by representative, § 3-402 
Unauthorized signature, § 3-403 
Negligence contributing to forged 
signature of instrument, § 3-406 
Proof, § 3-308 
Special indorsement, generally, § 3-205 
Statute of limitations, generally, § 3-118 
Stolen instrument 
Cashier’s, teller’s or certified checks, 
§ 3-312 
Enforcement of, § 3-309 
Subject matter, generally, § 3-102 
Teller’s check 
Defined, § 3-104 
Lost, destroyed or stolen checks, § 3-312 
Refusal to pay, § 3-411 
Terms of instrument, contradictory terms, 
rules for which prevail, § 3-114 
Transfer, rights acquired by, § 3-203 
Transfer warranties, generally, § 3-416 
Traveler’s check, defined, § 3-104 
Unauthorized signature, liability, § 3-403 


NEGOTIABLE INSTRUMENTS—Cont’d 
Unconditional promise or order, generally, 
§ 3-106 
Value, transference or issuance of instru- 
ment for, § 3-303 
Warehouse Receipts, generally, this index 
Warranties 
Lost, destroyed or stolen checks, declara- 
tion of loss, § 3-312 
Presentment warranties, § 3-417 
Transfer warranties, § 3-416 
Without recourse, indorsement made, 
liability, § 3-415 


NEGOTIATION 

Bills of lading, indorsement and delivery, 
documents of title, § 7-501 

Defined, negotiable instruments, § 3-201 

Subject to rescission, negotiable instru- 
ments, § 3-202 

Warehouse receipts, delivery, documents of 
title, § 7-501 


NEW DEBTORS 
Defined, secured transactions, § 9-102 


NEW VALUE 
Defined, secured transactions, § 9-102 


NEWSPAPERS 
Market quotations, evidence, sales, § 2-724 


NO ARRIVAL, NO SALE 
Sales 
Casualty, identified goods, § 2-613 


NONCASH PROCEEDS 
Defined, secured transactions, § 9-102 


NONCONFORMING GOODS 
See Sales, this index 


NONCONFORMING TENDER 
Sales 
Cure, § 2-508 
Risk of loss, § 2-510 


NON-NEGOTIABLE INSTRUMENTS 
Bills of Lading, generally, this index 
Documents of Title, generally, this index 
Negotiable Instruments, generally, this 

index 
Warehouse Receipts, generally, this index 


NOTES 


See Negotiable Instruments, generally, this 
index 


NOTICE 


Adverse claims. Investment Securities, this 
index 

Bank deposits and collections 

Presentment by of item not payable by, 
through, or at bank, § 4-212 
When items subject to, § 4-303 

Bulk sales, amended schedule of distribu- 
tion, § 6-106 

Conspicuous, defined, general provisions, 
§ 1-202 

Defined, general provisions, § 1-202 

Funds Transfers, this index 

Investment Securities, this index 

Issuer, rejection of documents, letters of 
credit, § 5-114 

Leases, this index 

Negotiable Instruments, this index 

Sales, this index 

Secured Transactions, this index 

Send, defined, general provisions, § 1-202 

Termination of storage, documents of title, 
§ 7-206 

Usage of trade, offer of evidence, § 1-303 


NOTICE OF DISHONOR 


See Dishonor, this index 


NOTIFICATION DATE 


Defined, secured transactions, default, 
§ 9-611 


NOTIFIES 


Defined, general provisions, § 1-202 


NUMBERS AND NUMBERING 


Bills of lading, sets, documents of title, 
§ 7-304 

Fungible goods, identified bulk, sale of 
unidentified shares, § 2-105 

Secured transactions, files, § 9-519 


Warehouse receipts, documents of title, 
§ 7-202 


OATHS AND AFFIRMATIONS 


Warranties, express warranty by seller, 
§ 2-313 


OBLIGATED BANK 


Defined 
Lost, destroyed or stolen checks, § 3-312 
Negotiable instruments, § 3-411 


OBLIGATIONS 


Leases, this index 


OBLIGATIONS Cont'd 
Negotiable Instruments, this index 
Sales, generally, § 2-301 et seq. 
Subordinated obligations, § 1-310 


OBLIGORS 
Defined, secured transactions, § 9-102 


OFFENSES 
See Crimes and Offenses, generally, this 
index 


OFFERS 
Leases, this index 
Sales, this index 


OFFICIAL PUBLICATIONS 
Market quotations, evidence, sales, § 2-724 


OFFSET 
Buyer's right to restitution, § 2-718 
OIL AND GAS 
Secured transactions, perfection, § 9-301 


ON ARRIVAL DRAFTS 


Presentment of, bank deposits and collec- 
tions, § 4-502 


OPEN PRICE TERM 


Sales contracts, cure, § 2-305 


OPERATION OF LAW 
Sales, rejection, revesting of title in seller, 
§ 2-401 
OPINION 
Express warranties, creation, § 2-313 


OPTIONS 
Leases, this index 
Payment, acceleration at will, § 1-309 
Performance, acceleration at will, § 1-309 
Sales, this index 
ORAL EVIDENCE 
See Parol Evidence, generally, this index 
ORDER 
Charged or certified items, bank deposits 
and collections, § 4-303 
Defined, bank deposits and collections, 
§ 4-104 
Negotiable Instruments, generally, this 
index 
ORDERS OF COURT 


Secured transactions, noncompliance, 
§ 9-625 
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ORDINARY CARE 
Action constituting, bank deposits and col- 
lections, § 4-103 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-103 


ORDINARY COURSE OF BUSINESS 
Insolvent, defined, general provisions, 
§ 1-201 
ORGANIZATION 
Defined, general provisions, § 1-201 


ORIGINAL DEBTORS 
Defined, secured transactions, § 9-102 


OUTPUT 
Sales, measure of quantity, § 2-306 


OVERDUE INSTRUMENT 
Negotiable instruments, § 3-304 


OVERISSUE 
Documents of title, liabilities of issuer, 
§ 7-402 
Investment Securities, this index 
Warehouse receipts 
Fungible goods, liability of warehouse- 
men, documents of title, § 7-207 
Liabilities, documents of title, § 7-402 


OVERSEAS 
Defined, Sales Act 
Application, § 2-103 
Documents of title, § 7-102 


OWNERS AND OWNERSHIP 
Investment Securities, this index 
Secured transactions, financing statements, 
§ 9-505 
Warehouse receipts, issuance by owner of 
goods, documents of title, § 7-201 


PACKAGES AND PACKAGING 
Leases, implied warranty of merchant- 
ability, § 2A-212 
PAPER 
Chattel Paper, generally, this index 
Negotiable Instruments, generally, this 
index 
PAPERS 
See Books and Papers, generally, this index 


PAROL AGREEMENT 
Written contract for sale, modification, 
§ 2-209 
PAROL EVIDENCE 
Contract for sale, § 2-202 


Leases, this index 
Sale or return, § 2-326 


PART INTEREST 
Sales, § 2-105 


PART PAYMENT 
See Installments, generally, this index 


PARTIAL PERFORMANCE 
Usage of trade, interpretation of agreement, 
§ 1-303 
PARTICULAR PURPOSE 
Leases, this index 


PARTIES 
Aggrieved party, defined, general provi- 
sions, § 1-201 
Defined, general provisions, § 1-201 
Liability of, negotiable instruments, § § 3- 
401 et seq. 


Third Parties, generally, this index 


PARTNERSHIP 
Organization as including, general provi- 
sions, § 1-201 
PAWNBROKERS 
Buyer in the ordinary course of business as 
not including, general provisions, 
§ 1-201 
PAY ANY BANK 
Item indorsed as, bank deposits and collec- 
tions, § 4-201 
PAYABLE AT 
Items stating, effect, bank deposits and col- 
lections, § 4-106 
PAYABLE AT A DEFINITE TIME 
Promise or order, qualifications, negotiable 
instruments, § 3-108 
PAYABLE ON DEMAND 
Promise or order, qualifications, negotiable 
instruments, § 3-108 
PAYABLE THROUGH 


Designation of collecting bank, bank 
deposits and collections, § 4-106 


PAYEE 
Fictitious payees, indorsement, liability, 
negotiable instruments, § 3-404 
PAYMENT 
Bank Deposits and Collections, generally, 
this index 
Funds Transfers, this index 
Installments, generally, this index 
Leases, this index 
Negotiable Instruments, this index 
Option to accelerate at will, § 1-309 
Orders. Funds Transfers, this index 
Sales, this index 
Secured Transactions, this index 
Subordinated obligations, § 1-310 


PAYMENT INTANGIBLES 
Defined, secured transactions, § 9-102 


PAYOR BANK 
Bank Deposits and Collections, this index 


PENAL DAMAGES 
Restrictions, § 1-305 


PERFECTING INTEREST 
Secured Transactions, this index 


PERFORMANCE 
Leases, this index 
Option to accelerate at will, § 1-309 
Reservation of rights, § 1-308 
Sales, this index 


PERSON 
Defined, general provisions, § 1-201 


PERSON ENTITLED TO ENFORCE 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-301 


PERSON ENTITLED UNDER THE 
DOCUMENT 
Defined, documents of title, § 7-403 
Application, § 7-102 
PERSON IN THE POSITION OF A 
SELLER 
Defined, Sales Act, § 2-707 
Application, § 2-103 


PERSONAL INJURIES 


Consumer goods, consequential damages, 
limitation, § 2-719 
Sales, breach of warranty, § 2-715 
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PERSONAL PROPERTY 
Secured Transactions, generally, this index 


PERSONAL REPRESENTATIVES 
See Executors and Administrators, gener- 
ally, this index 


PHRASES 
See Words and Phrases, generally, this 
index 


PIPES AND PIPELINES 
Secured transactions 
Filing, office, 8 9-501 
Financing statements, $ 9-515 


PLACE 
Payment, instrument payable at, negotiable 
instruments, § 3-111 


PLACE OF BUSINESS 
Defined, secured transactions, $ 9-307 


PLEADING 
Leases, statute of frauds, enforcement, 
lease contract, § 2A-201 
Sales, contracts, statute of frauds, § 2-201 
Statute of frauds, § 2-201 


PLEDGES 
Purchase as including, general provisions, 
§ 1-201 
Secured Transactions, generally, this index 
PLURAL OR SINGULAR 
Construction, § 1-305 


POLITICAL SUBDIVISIONS 
Organization as including, general provi- 
sions, § 1-201 


POSSESSION 
Leases, this index 
Secured Transactions, this index 


POSSESSORY LIENS 
Defined, secured transactions, priorities and 
preferences, § 9-333 


POST-DATING 
Invoices, credit period, beginning, § 2-310 


POSTING 


Bank deposits and collections, deferred, 
§ 4-301 


PREEMPTION 
Secured transactions, § 9-109 
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PRE-EXISTING 
Value, defined, general provisions, § 1-204 


PREFERENCES 
Priorities and preferences, generally, this 
index 


PRESENT SALE 
Defined, Sales Act, § 2-106 
Application, § 2-103 
PRESENT VALUE 


Defined, leases, general provisions, § 2A- 
103 


PRESENTING BANK 
Bank Deposits and Collections, this index 


PRESENTMENT 
Bank Deposits and Collections, this index 
Defined, negotiable instruments, § 3-501 
Excused presentment, negotiable instru- 
ments, § 3-504 
Negotiable Instruments, this index 


PRESENTMENT WARRANTIES 
Bank deposits and collections, § 4-208 
Negotiable instruments, § 3-417 


PRESERVATION 
Bill of lading, lien of carrier, documents of 
title, § 7-307 
Secured transactions, collateral, § 9-207 
Warehouseman’s expenses in preserving 
goods, lien, documents of title, 
§ 7-209 
PRESUMPTIONS 
Collecting banks, agencies, status, bank 
deposits and collections, § 4-201 
Defined, general provisions, § 1-206 
Effective date, § 11-108 


PRICE 
Sales, this index 


PRIMA FACIE EVIDENCE 
See Evidence, this index 


PRINCIPAL AND AGENT 
See Agents, generally, this index 


PRINTING 


Written or writing as including, general 
provisions, § 1-201 


PRIORITIES AND PREFERENCES 
Bank deposits and collections, § 4-216 


PRIORITIES AND PREFERENCES 
—Cont’d 
Effective date and repealer, transition pro- 
visions, § 11-107 
Leases, this index 
Sales, rights of seller’s creditors, § 2-402 
Secured Transactions, this index 


PROBATE PROCEEDINGS 


Secured transactions, assignment of benefi- 
cial interests, attachment, perfection, 
§ 9-309 


PROCEEDINGS 
See Actions, generally, this index 


PROCEEDS 
Bank deposits and collections, security 
interest of collecting bank in, § 4-210 
Defined, secured transactions, § 9-102 
Leases, beneficiary, insurance, § 2A-218 
Secured Transactions, this index 


PROCESS 
Funds transfers, creditor process, defined, 
§ 4A-502 
Injunctions, generally, this index 


Secured transactions, default, § 9-609 


PROMISES 
Defined, bank deposits and collections, 
§ 4-104 
Express warranties, creation by seller, 
§ 2-313 
Negotiable Instruments, this index 
PROMISSORY NOTES 
Defined, secured transactions, § 9-102 
Secured Transactions, this index 


PROPERTY 
Real Estate, generally, this index 


PROPERTY DAMAGE 
Sales, breach of warranty, § 2-715 


PROPOSALS 
Defined, secured transactions, § 9-102 


PROTEST 
Bank Deposits and Collections, this index 


PROVE 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-103 


PROVISIONAL DEBITS AND CREDITS 
Finality of, bank deposits and collections, 
§ 4-215 
PUBLIC UTILITIES 
Secured transactions 
Filing, office, § 9-501 
Financing statements, § 9-515 
PUBLICATIONS 
Leases, proof of market rent, § 2A-507 


PUBLIC-FINANCE TRANSACTIONS 
Defined, secured transactions, § 9-102 


PURCHASE 
Defined, general provisions, § 1-201 
Leases, generally, this index 


PURCHASE MONEY COLLATERAL 
Defined, secured transactions, § 9-103 


PURCHASE MONEY LEASE 
See Leases, this index 


PURCHASE MONEY OBLIGATIONS 
Defined 
Secured transactions, § 9-103 


PURCHASE MONEY SECURITIES 
Secured Transactions, this index 


PURCHASE MONEY SECURITY 
INTEREST 


Secured Transactions, this index 


PURCHASERS 
Defined, general provisions, § 1-201 
Investment securities, this index 
Secured Transactions, this index 


PURPOSES 
Uniform Commercial Code, § 1-103 


PURSUANT TO COMMITMENT 
Defined 
Secured transactions, § 9-102 


QUESTIONS OF FACT 

Clause or term is conspicuous, determina- 
tion whether, general provisions, 
§ 1-201 

Course of dealing, § 1-303 

Secured transactions, default, time, notice, 
§ 9-612 

Usage of trade, § 1-303 


Acceptance by buyer due to delay, 
§ 2-616 

Failure of presupposed conditions, 
§ 2-615 


RAILROADS 
Carload, commercial unit, § 2-105 


RATES AND CHARGES 

Bank deposits and collections, when bank 
may charge against customer's 
account, § 4-401 

Handling, warehouse receipts, documents 
of title, § 7-202 

Lien, warehouseman, documents of title, 
§ 7-209 

Secured transactions 

Accounts and accounting, requests, 
8 9-210 
Surplus, deficiencies, calculation, 
§ 9-616 

Storage, warehouse receipts, documents of 
title, § 7-202 

Warehouse receipts, storage, documents of 
title, § 7-202 

Warehouseman, lien, documents of title, 
§ 7-209 

RATIFICATION 
Sales, acceptance of goods, § 2-606 


REAL ESTATE 
Contract for sale, structures, § 2-107 
Leases, generally, this index 
Sales, price payable, in, § 2-304 
Secured transactions, enforcement, § 9-604 
Secured Transactions, this index 
Structures to be moved, contract for sale, 
§ 2-107 
REAL PROPERTY 
See Real Estate, generally, this index 


REASONABLE TIME 

Acceptance of offer, § 2-206, 2-207 
Contract for sale 

Notice of breach, § 2-607 

Rejection of goods, § 2-602 

Specific time provision absent, § 2-309 
Defined, general provisions, § 1-205 
Firm offers, revocability, § 2-205 


Funds transfers, refund of payment, § 4A- 
204 
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REASONABLE TIME—Cont’d 
Inspection of goods, § 2-513 


REASONABLENESS 
Commercial transactions, disclaimer, 
§ 1-103 
RECEIPT OF GOODS 
Defined, Sales Act, § 2-103 
Application, documents of title, § 7-102 


RECEIPTS 
Leases, this index 
Warehouse Receipts, generally, this index 


RECEIVERS 
Bulk sales, applicability of provisions, 
§ 6-103 
Creditors as including, general provisions, 
§ 1-201 


RECEIVES NOTICE 
Defined, general provisions, § 1-201 


RECLAMATION 
Goods, seller’s remedy on discovery of 
buyer’s insolvency, § 2-702 


RECONSIGNMENT 
Bills of lading, documents of title, § 7-303 


RECORDS AND RECORDATION 
Defined, secured transactions, § 9-102 
Leases, rights of lessor and lessee when 

goods become fixtures, § 2A-309 
Realty, sales contracts, § 2-107 


Sales contracts, goods to be severed from 
realty, § 2-107 
Secured Transactions, this index 


RECOUPMENT 
Actions as including, general provisions, 
§ 1-201 
Claims, negotiable instruments, § 3-305 
Secured transactions 
Application of law, § 9-109 
Deposit accounts, § 9-340 


RECOVERY 


Bank deposits and collections, payment, by 
return of item, § 4-301 
Leases, this index 


REDEMPTION 
Secured transactions, § 9-623 
Secured Transactions, this index 


Bank deposits and collections, case of 
need, § 4-503 


REFUNDS 


Bank deposits and collections, right of, 
§ 4-214 
Funds transfers, payment, § 4A-204 


REGISTERED FORM 
Investment Securities, this index 


REGISTERED MAIL 


Warehousemen lien, enforcement, docu- 
ments of title, § 7-210 


REGISTERED ORGANIZATIONS 
Defined, secured transactions, § 9-102 


REGISTERED OWNERS 
Secured transactions, financing statements, 
§ 9-505 
REGISTRARS 
Investment Securities, this index 


REGISTRATION 
Investment Securities, generally, this index 


REIMBURSEMENT 
Leases, this index 
Letters of Credit, this index 


Secured transactions, accessions, default, 
removal, § 9-335 


REJECTION 
Leases, this index 
Sales, this index 


RELEASE 


Warehousemen, delivery excused by, docu- 
ments of title, § 7-403 


REMEDY 
Actions, generally, this index 
Defined, general provisions, § 1-201 
Leases, generally, this index 
Letters of credit, § 5-111 
Liberal administration, § 1-305 
Sales, this index 


REMITTER 
Defined, negotiable instruments, § 3-103 


REMITTING BANK 
Bank Deposits and Collections, this index 


RENTS 
Leases, this index 
Secured transactions, application of law, 
§ 9-109 
RENUNCIATION 
Claims after breach, § 1-306 
Negotiable instruments, discharge by, 
§ 3-604 
Rights after breach, § 1-306 
REORGANIZATION 
Bulk sales, applicability of provisions, 
§ 6-103 
REPAIRS 


Leases, rights of lessor and lessee when 
goods become accessions, § 2A-310 


REPEAL 


Construction against implied repeal, 
§ 1-104 


REPLACEMENT 
Leases, this index 


REPLEVIN 
Sales Act, § 2-711 
Buyer, § 2-716 


REPORTS 
Bank deposits and collections, dishonor, 
reasons for, § 4-503 
Leases, proof of market rent, publications, 
§ 2A-507 


REPRESENTATION 
Defined, general provisions, § 1-201 


REPRESENTATIVES 


Secured transactions, financing statements, 
names, § 9-503 


REPRESENTED PERSON 
Defined, negotiable instruments, § 3-307 


REPUDIATION 
Leases, this index 
Sales, this index 


REQUESTS 
Defined 
Secured transactions 
Accounts and accounting, § 9-210 


Surplus, deficiencies, calculation, 
§ 9-616 
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REQUIREMENTS 
Sales, output measured by requirements of 
buyer, § 2-306 


RESALE 
See Sales, this index 


RESCISSION 
Leases, this index 
Negotiation subject to, negotiable instru- 
ments, § 3-202 

Sales, § 2-209 

Effect on claims for antecedent breach, 
§ 2-720 

Effect on remedies for fraud, § 2-721 


RESERVATION 
Sales, this index 
Title, security interest as meaning, general 
provisions, § 1-203 


RESERVATION OF INTEREST 
Bills of lading 
Security interest, § 2-401 
Seller, § 2-505 


Security interest as meaning, general provi- 
sions, § 1-203 


RESERVATION OF RIGHTS 
Commercial transactions 
Acceptance under, § 1-308 
Performance under, § 1-308 


RESERVE 
Auctions, § 2-328 


RESIDENCE 
Goods, place of delivery, § 2-308 


RESIDUAL INTEREST 
Leases 
Lessor’s rights to, § 2A-532 


Transfer, lessor’s residual interest in 
goods, § 2A-303 


RESPONSIBILITY 
Defined, negotiable instruments, § 3-405 


RESTITUTION 
Buyer’s right, § 2-718 


RESTRAINING ORDERS 
Funds transfers, § 4A-503 


RESTRICTIONS 
Investment Securities, this index 
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RESTRICTIVE INDORSEMENTS 
Negotiable instruments, § 3-206 


RETENTION 
Leases, special rights of creditors, § 2A- 
308 


RETENTION WARRANTIES 
Bank deposits and collections, § 4-209 


RETRACTION 
Leases, anticipatory repudiation, § 2A-403 


RETURN 
Bank Deposits and Collections, this index 


Leases, lessor’s incidental damages, § 2A- 
530 
Sales, this index 


REVOCATION 
Firm offers, § 2-205 
Leases, this index 


RIGHTS 
Defined, general provisions, § 1-201 
Leases, generally, this index 
Negotiable Instruments, generally, this 
index 
Reservation of Rights, generally, this index 


RISK OF LOSS 
Leases, this index 
Sales, this index 


RULES AND REGULATIONS 
Funds transfers, funds transfer system rule, 
defined, § 4A-501 
Leases, risk of loss, § 2A-219 


SALE ON APPROVAL 
Defined 
Leases, general provisions, § 2A-103 
Sales Act, § 2-326 
Application, § 2-103 


SALE OR RETURN 
Defined 
Leases, general provisions, § 2A-103 
Sales Act, § 2-326 
Application, § 2-103 


SALES 
Generally, § § 2-101 et seq. 
Acceptance, § 2-206, 2-606 
Assurance of future performance, 
§ 2-609 
Casualty to identify goods, § 2-613 


SALES—Cont’d 
Acceptance, § 2-206, 2-606—Cont' d 
Condition, tender of delivery, $ 2-507 
Conditional, $ 2-207 
Damages 
Non-acceptance, § 2-708 
Nonconformity of tender, § 2-714 
Defined, § 2-606 
Application, § 2-103 
Draft, documents delivered, § 2-514 
Improper delivery, § 2-601 
Inspection of goods, § 2-513 
Installment contracts, § 2-612 
Measure of damages, non-acceptance, 
§ 2-708 
Non-acceptance, measure of damages, 
§ 2-708 
Nonconforming goods, § 2-206 
Nonconformity of tender, § 2-714 
Obligation of buyer, § 2-301 
Part of unit, § 2-606 
Payment, § 2-607 
Before inspection, § 2-512 
Reasonable time, § 2-206 
Rejection precluded, § 2-607 
Risk of loss, § 2-510 
Sale on approval, § 2-327 
Substituted performance, § 2-614 
Written confirmation, § 2-207 
Actions 
Accrual of cause of action, § 2-725 
Good faith conduct, buyer, § 2-603 
Installment contracts, § 2-612 
Limitation of actions, § 2-725 
Price, § 2-709 
Replevin, § 2-716 
Specific performance, § 2-711, 2-716 
Third party actions, § 2-722 
Inspection of goods, § 2-515 
Notice of buyer’s right, § 2-107 
Notice to seller, § 2-607 
Unconscionable contract or clause, 
§ 2-302 
Administrators, Bulk Transfer Law, 
§ 6-103 
Admissions, oral contract, § 2-201 
Affirmation of fact, express warranty, 
§ 2-313 
Agents 
Position of seller, § 2-707 
Warranties, commercial paper, § 3-417 


SALES—Cont’d 
Agreement 
Defined, § 2-106 
Limitation of actions, § 2-725 
Notice claiming excuse, negation, 
§ 2-616 
Agricultural products, § 2-102 
Goods, defined, § 2-105 
Allocation 
Delay in performance, § 2-616 
Performance, § 2-615 
Risk, shifting, § 2-303 
Ancillary promises, breach, § 2-701 
Animals 
Goods, defined, § 2-105 
Insurable interest, § 2-501 
Anticipatory repudiation 
Market price, § 2-723 
Performance not due, § 2-610 
Retraction, § 2-610, 2-611 
Application of law, § 2-102 
Apportionment of price, lots, § 2-307 
Approval, sale on approval, § 2-326 
Acceptance, § 2-327 
Defined, § 2-326 
Application, § 2-103 
Risk of loss, § 2-509 
Special incidents, § 2-327 
Assignment of rights, § 2-210 
Assortment of goods, option, § 2-311 
Assurance of due performance, § 2-609 
Attribution, § 2-212 
Bailee in possession 
Acknowledgment, goods held for buyer, 
§ 2-705 
Risk of loss, § 2-509 
Tender of delivery, § 2-503 
Banker’s credit, defined, § 2-325 
Application, § 2-103 
Between merchants 
Assurance of performance, § 2-609 
Contract for sale, § 2-201 
Defined, § 2-104 
Application, § 2-103 
Modification of contract, § 2-209 
Rescission of contract, § 2-209 
Beverage, merchantable warranty, § 2-314 
Bill of lading 
Enforcement of lien, § 7-308 


Seller’s stoppage of delivery in transit, 
§ 2-705 
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SALES—Cont’d 
Bona fide purchaser 
Resale by seller, § 2-706 
Seller’s right to reclaim goods, § 2-702 
Title, § 2-403 
Brands and labels, merchantability require- 
ments, § 2-314 
Breach of contract 
Collateral contract, § 2-701 
Damages, assignment, § 2-210 
Deduction of damages from price, 
§ 2-717 
Delegation of duty, § 2-210 
Letter of credit, § 2-325 
Limitation of actions, § 2-725 
Risk of loss, § 2-509 
Breach of warranty 
Consequential damages, § 2-715 
Damages, § 2-316, 2-714 
Incidental damages, § 2-715 
Limitation of actions, § 2-725 
Notice to seller, § 2-607 
Personal injury, § 2-318 
Bulk Sales, generally, this index 
Burden of proof, conformance, § 2-607 
Buyers 
Acceptance, § 2-301 
Acceptance of goods, § 2-606 
Assignment of rights, § 2-210 
Cover, § 2-711 
Defined, § 2-103 
Deterioration of goods, option, § 2-613 
Insolvency, § 2-702, 2-705 
Remedy of seller, § 2-702 
Seller, § 2-502 
Stoppage of delivery, § 2-705 
Inspection, § 2-513 
Insurable interest, § 2-501 
Limited interest, § 2-403 
Merchant buyer, rejection, duties, 
§ 2-603 
Objections, waiver, § 2-605 
Obligations, § 2-301 
Exclusive dealing, § 2-306 
Perishable goods rejected, § 2-604 
Rejection, time, § 2-602 
Rejection of goods, § 2-401 
Replevin, § 2-716 
Resale, § 2-711 
Rights on improper delivery, § 2-601 
Risk of loss, § 2-509 
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SALES—Cont’d 
Buyers—Cont’d 
Special performance, § 2-716 
Special property, identification of goods, 
§ 2-401 


Third party actions, § 2-722 
Title acquired, § 2-403 
Cancellation, § 2-703, 2-711 
Construed, § 2-720 
Defined, § 2-106 
Application, § 2-103 
Open price term, § 2-305 
Carriers, liens, § 7-308 
Cash sales, § 2-403 
Casualty, identified goods, § 2-613 
Certainty of contract, § 2-204 
Change of position 
Anticipatory repudiation, § 2-610, 2-611 
Reliance on waiver, § 2-209 
Checks, § 2-403, 2-514 
Defined 
Application, § 2-103 
Commercial paper, § 3-104 
Dishonored, § 2-403 
Nonacceptance or rejection of tender 
of delivery, § 2-503 
Financing agency, rights, § 2-506 
Tender of payment, § 2-511 
C.LF. 
Inspection of goods, § 2-513 
Citation of Article, § 2-101 
Claims, adjustment, § 2-515 
C.O.D., inspection of goods, § 2-513 
Collateral promises, breach, § 2-701 
Commercial unit 
Acceptance of part, § 2-606 
Defined, § 2-105 
Application, § 2-103 
Commission 
Incidental damages, seller’s breach, 
§ 2-715 
Merchant buyer on sale after rejection of 
goods, § 2-603 
Perishable goods rejected, § 2-603 
Seller’s incidental damages, § 2-710 
Conditional acceptance, § 2-207 
Conditional payment, checks, § 2-511 
Confirmed credit, defined, § 2-325 
Application, § 2-103 
Conflict of express and implied warranty, 
§ 2-317 


SALES—Cont’d 


Conflict of laws, § 1-301 
Rights of seller’s creditors, § 2-402 
Conformance to description, warranty, 
§ 2-313 
Conforming, defined, § 2-106 
Application, § 2-103 
Conforming goods 
Identity to contract, § 2-704 
Consideration 
Modification of contract, § 2-209 
Revocation of offer, lack of 
consideration, § 2-205 
Consignee, defined, documents of title, 
§ 7-102 
Application, § 2-103 
Consignment sales, creditors’ claims, 
§ 2-326 
Consignor 
Application, § 2-103 
Defined, documents of title, § 7-102 
Application, § 2-103 
Delivery of goods, § 7-303 
Consumer sales, application, § 2-102 
Containers, warranty, § 2-314 
Contemporaneous oral agreement, § 2-202 
Contract 
Defined, § 2-106 
Contract for sale, § 2-203 
Conduct of parties, § 2-207 
Defined, § 2-106 
Application, § 2-103 
Documents of title, § 7-102 
Letters of credit, § 5-103 
Explained or supplemented, § 2-202 
Form, § 2-204 
Growing crops, § 2-107 
Indefiniteness, § 2-204 
Interest in land, § 2-107 
Investment securities, statute of frauds, 
inapplicability, § 8-113 
Minerals, § 2-107 
Price, § 2-305 
Requirements, § 2-201 
Seal, § 2-203 
Single delivery, § 2-307 
Specially manufactured, § 2-201 
Structures on realty, § 2-107 
Timber, § 2-107 
Written agreement, § 2-201 


SALES—Cont’d 
Conversion, merchant buyer 
After rejection of goods, § 2-603 
Rejected goods, § 2-604 
Cooperation between parties, contract of 
performance, particulars, § 2-311 
Course of dealing 
Implied warranty, exclusion or modifica- 
tion, § 2-316 
Course of performance 
Implied warranty, exclusion or modifica- 
tion, § 2-316 
Cover by buyer, § 2-711, 2-712 
Application, § 2-103 
Credit period, duration, § 2-310 
Creditors, sale or return, § 2-326 
Creditors of seller, rights, § 2-402 
Crops, insurable interest, § 2-501 
Cure of defects, § 2-605 
Custom and usage 
Implied warranty, § 2-314 
Exclusion, § 2-316 
Shipment by seller, § 2-504 
Damages 
Action for price, § 2-709 
Assignment, breach of contract, § 2-210 
Breach of warranty, § 2-316, 2-714 
Consequential damages, § 2-715 
Cancellation construed, § 2-720 
Consequential damages, § 2-715 
Beach of warranty, § 2-715 
Limitation, § 2-719 
Cover, § 2-711, 2-712 
Deduction from price, § 2-717 
Fraud, § 2-721 
Incidental damages, § 2-710 
Accepted goods, § 2-714 
Breach of warranty, § 2-715 
Cover by buyer, § 2-712 
Nondelivery or repudiation, § 2-713 
Injuries, breach of warranty, § 2-715 
Limitation, § 2-718 
Liquidated, § 2-718 
Market price, determination, § 2-713, 
2-723 
Market quotations, § 2-724 
Modification, § 2-719 
Nonacceptance, § 2-703, 2-708, 2-709 
Nonconforming goods, § 2-714 
Nondelivery, § 2-713 
Person in position of seller, § 2-707 
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SALES—Cont’d 
Damages—Cont’d 
Prevailing price, evidence, § 2-724 
Replevin, § 2-716 
Repudiation, § 2-708 
Repudiation by seller, § 2-713 
Resale, § 2-706 
Rescission construed, § 2-720 
Specific performance, § 2-716 Description 
Third party actions, § 2-722 Inconsistent specifications, § 2-317 
Defects Warranty of conformance, § 2-313 
Documents, reimbursement of financing Deterioration 
agency, § 2-506 Casualty to identified goods, § 2-613 
Waiver by buyer, § 2-605 Warehousemen, right to sell, § 7-206 
Deficiency, casualty to identify goods, Dishonor 
§ 2-613 Checks 
Definition and index, general provisions, Nonacceptance or rejection of tender 
§ 2-103 of delivery, § 2-503 
Definitions, § 2-104, 2-105, 2-106 Payment of instruments, § 2-511 
Delay Defined, commercial paper, application, 
Repudiation of contract, § 2-611 § 2-103 
Delegation of performance, § 2-210 Letter of credit, § 2-325 
Delivery Sale of goods for dishonored check, 
Apportionment, § 2-307 § 2-403 
Bailee, previous sale enforcing lien or Disputes, evidence of goods, preservation, 


SALES—Cont'd 
Delivery—Cont'd 
Shipment by seller, $ 2-504 
Single delivery, 8 2-307 
Stoppage, § 2-705 
Financing agency's rights, § 2-506 
Substitute, $ 2-614 
Time, § 2-309 


termination of storage, § 7-403 § 2-515 


Delay, § 2-615, 2-616 Division of risk, § 2-303 
Breach of duty, § 2-615 Document, draft drawn, § 2-514 


Excuse, § 2-311 Documents of Title, generally, this index 
Notice of excuse, § 2-616 Draft 


Entrusting as including delivery, § 2-403 
Failure, buyer's right to cancel, 8 2-711 
Financing agency, right to stoppage, 

§ 2-506 


Defined, commercial paper, application, 
§ 2-103 
Delivery of document, § 2-514 


Documents delivered, § 2-514 
Payment by financing agency, § 2-506 
Purchases, rights of financing agency, 
§ 2-506 
Drinks, merchantable warranty, § 2-314 
Duration, contract calling for successive 


Improper 
Acceptance, § 2-609 
Buyer’s rights, § 2-601 
Insolvent buyer, § 2-702 
Installment contract, § 2-612 
Letter of credit, § 2-325 performances, § 2-309 
Nonconformance, risk of loss, § 2-510 Election to return, sale on approval, 
Nondelivery, remedy of buyer, § 2-711 § 2-327 
Obligation of seller, § 2-301 Electronic communication, § 2-213 
Open price term, § 2-305 Electronic contracts, signatures, and 
Option, § 2-311 records, § 2-211 
Passing of title, § 2-401 Encumbrances, warranties, § 2-312 
Place, § 2-308 Enforcement 
Procured through fraud, § 2-403 Contract for sale, § 2-201 
Rejection, § 2-508 Unconscionable contract, § 2-302 
Seller’s remedy, § 2-703 Entrusting, defined, § 2-403 
Risk of loss, shipment by seller, § 2-509 Application, § 2-103 
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SALES—Cont’d 


Evidence 
Conformance of goods, § 2-515 
Market price, § 2-723 
Prevailing price, § 2-724 
Unconscionable contract or clause, 
§ 2-302 
Examination of goods, implied warranties, 
§ 2-316 
Exclusion, warranty of merchantability, 
§ 2-316 
Exclusive dealing, § 2-306 
Excuse 
Delayed performance, § 2-311, 2-615, 
2-616 
Failure of presupposed conditions, 
§ 2-615 
Performance of agreements, § 2-311 
Exemptions, § 2-102 
Expenses 
Incidental damages, seller’s breach, 
§ 2-715 
Inspection of goods, liabilities, § 2-513 
Rejected goods 
Buyer’s security interest, § 2-711 
Rights of buyer, § 2-603 
Seller’s incidental damages after breach, 
definition, § 2-710 
Express warranties, § 2-313 
Conflict with implied warranty, § 2-317 
Cumulative, § 2-317 
Intention of parties, § 2-313, 2-317 
Third parties, § 2-318 
Extension, contracts, limitations, § 2-725 
Farmers, application, § 2-102 
Financing agency 
Defined, § 2-104 
Application, § 2-103 
Letter of credit, § 2-325 
Reservation of security interest, § 2-505 
Rights, § 2-506 
Firm offers, § 2-205 
Food, warranty, § 2-314 
Forced sales, auctions, § 2-328 
Foreign shipment, letter of credit, § 2-325 
Form, contract for sale, § 2-204 
Fraud 
Buyer’s misrepresentation of solvency, 
§ 2-702 
Delivery procured through fraud, 
§ 2-403 
Remedies, § 2-721 


SALES—Cont’d 


Fraud—Cont’d 
Retention by seller, rights of seller’s 
creditors, § 2-402 
Rights of creditor, § 2-402 
Fungible goods 
Implied warranties, § 2-314 
Merchantability, § 2-314 
Undivided share, § 2-105 
Future goods 
Defined, § 2-105 
Application, § 2-103 
Insurable interest, time of acquisition, 
§ 2-501 
Future installments, performance demand, 
§ 2-612 
Future performance, assurance, § 2-609 
Future sales, identification of goods, 
§ 2-501 
Gifts, extension of seller’s warranties, 
§ 2-318 
Good faith 
Cover by buyer, § 2-712 
Defined, § 2-103 
Open price term, § 2-305 
Rejected goods, duties of buyer, § 2-603 
Seller’s resale, § 2-706 
Specification for performance, § 2-311 
Good faith purchaser, voidable title, 
§ 2-403 
Goods 
Defined, § 2-105 
Application, § 2-103 
Payment of price, § 2-304 
Receipt of goods 
Defined, § 2-103 
Incidental damages, seller’s breach, 
§ 2-715 
Governmental regulations 
Delay in delivery, § 2-615 
Substituted performance, § 2-614 
Growing crops, § 2-107 
Guest in home, seller’s warranty extending 
to, § 2-318 
Household, seller’s warranties, extension to 
members, § 2-318 
Identification, defined, § 2-501 
Application, § 2-103 
Identification of goods, § 2-501 
Action for price, § 2-709 
Purchaser, rights of transferor, § 2-403 
Resale of goods by seller, § 2-706 
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SALES—Cont'd 
Identified goods to contract, 8 2-704 
Casualty, $ 2-613 
Place of delivery, 8 2-308 
Identity of goods, passing title, 8 2-401 
Implied warranties, § 2-314, 2-315 
Conflict with express warranty, § 2-317 
Cumulative, 8 2-317 
Examination of goods, § 2-316 
Fitness for particular purpose, § 2-315 
Exclusion or modification, 8 2-316 
Inconsistent express warranty, § 2-317 
Intention of parties, § 2-317 
Merchantability, exclusion or modifica- 
tion, § 2-316 
Third parties, § 2-318 
Improper delivery 
Buyer’s rights, § 2-601 
Cure by seller, § 2-508 
Inconsistent claims for damages or other 
remedies, § 2-721 
Indefiniteness, contracts, validity, § 2-204 
Index of definitions, § 2-103 
Infringement 
Burden of proof, § 2-607 
Buyer’s warranties, § 2-312 
Claims, duties of buyer, § 2-607 
Warranty, § 2-312 
Injuries 
Breach of warranty, § 2-715 
Consequential damages, limitation, 
§ 2-719 
Insolvency of seller, § 2-502 
Inspection of goods, § 2-310 
Buyer, § 2-513 
Conformance of goods, § 2-515 
Incidental damages, seller’s breach, 
§ 2-715 
Resale of goods, right of inspection, 
§ 2-706 
Installment contracts, § 2-612 
Defined, § 2-612 
Application, § 2-103 
Delay in performance, § 2-616 
Instructions 
Rejected goods, § 2-603 
Insurable interest 
Buyer, § 2-501 
Seller, § 2-501 
Intention of parties, warranties, § 2-313, 
2-317 
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SALES—Cont’d 


Interest in land, contract for sale, § 2-107 
Investment securities, statute of frauds, 
inapplicability, § 8-113 
Irrevocable offers, period of irrevocability, 
§ 2-205 
Judicial Sales, generally, this index 
Lack of consideration, revocation of offer, 
§ 2-205 
Lapse, offer before acceptance, § 2-206 
Leases, this index 
Legal tender, demand of payment, § 2-511 
Letter of credit, § 2-325 
Defined, § 2-325 
Application, § 2-103 
Liens 
Warranty of freedom, § 2-312 
Limitation of actions, § 2-725 
Limitation of damages, § 2-718, 2-719 
Limitation of warranty, § 2-316 
Limited interest, § 2-403 
Liquidated damages, § 2-718 
Lots 
Auctions, § 2-328 
Defined, § 2-105 
Application, § 2-103 
Price, apportionment, § 2-307 
Market price 
Anticipatory repudiation, § 2-723 
Determination, § 2-713 
Market quotations, evidence, admissibility, 
§ 2-724 
Memoranda, contract for sale, § 2-201 
Merchant, defined, § 2-104 
Application, § 2-103 
Merchant buyer, rejection, duties, § 2-603 
Merchantability, warranty, § 2-314 
Minerals, contract for sale, § 2-107 
Models 
Examination, implied warranty, § 2-316 
Inconsistent specifications, § 2-317 
Warranty of conformance, § 2-313 
Modification 
Contract, § 2-209 
Damages, § 2-719 
Warranty against security interest, 
§ 2-312 
Warranty of merchantability, § 2-316 
Warranty of title, § 2-312 
Money 
Legal tender, payment demand, § 2-511 


SALES—Cont'd 
Money—Cont’d 
Payment of price, § 2-304 
Price payable in, § 2-304 
Negation, notice claiming excuse, § 2-616 
Negation of warranty, § 2-316 
Newspapers, market quotations, evidence, 
§ 2-724 
No arrival, no sale 
Casualty, identified goods, § 2-613 
Nonacceptance, damages, § 2-708, 2-709 
Nonconforming goods 
Acceptance, § 2-206 
Effect, § 2-607 
Damages, § 2-714 
Identification, rights of buyer, § 2-501 
Installment contracts, § 2-612 
Payment before inspection, § 2-512 
Rejection, § 2-508 
Revocation of acceptance, § 2-608 
Risk of loss, § 2-510 
Nondelivery, damages, § 2-713 
Notice 
Allocation of performance, § 2-616 
Buyer’s rights in realty, § 2-107 
Deduction of damages from price, 
§ 2-717 
Delay, § 2-615 
Delay in performance, § 2-616 
Inspection of goods, § 2-515 
Litigation, notice to seller, § 2-607 
Nonconforming tender or delivery, inten- 
tion to cure, § 2-508 
Nondelivery, § 2-615 
Rejection, § 2-602 
Repudiating party, performance awaited, 
§ 2-610 
Revocation of acceptance, § 2-608 
Sampling goods, § 2-515 
Seller’s resale, § 2-706 
Shipment by seller, § 2-504 
Stopped delivery, § 2-705 
Tender of delivery, § 2-503 
Obligations, § 2-301 
Exclusive dealing, § 2-306 
Offers, § 2-206 
Additional terms, acceptance, § 2-207 
Revocation, § 2-205 
Seal, § 2-203 
Termination of contract, § 2-309 
Testing goods, § 2-515 


SALES—Cont’d 


Offers, § 2-206—Cont’d 
Waiver, retraction, § 2-209 
Official publications, market quotations, 
evidence, § 2-724 
Offset, buyer’s right to restitution, § 2-718 
Open price term, contracts, cure, § 2-305 
Operation of law, rejection, revesting of 
title in seller, § 2-401 
Opinions 
Express warranties, creation, § 2-313 
Warranty, § 2-313 
Option 
Allegation of product and deliveries, 
§ 2-615 
Assortment of goods, § 2-311 
Casualty to identified goods, § 2-613 
Open price term, § 2-305 
Performance, § 2-311 
Remedy, § 2-719 
Sale or return, § 2-327 
Oral agreements, contract for sale, § 2-202 
Output, measure of quantity, § 2-306 
Output of seller, quantity, § 2-306 
Overseas, defined 
Application, § 2-103 
Parol evidence 
Contract for sale, § 2-202 
Sale or return, § 2-326 
Warranties, § 2-316 
Parole agreement, modification of written 
contract, § 2-209 
Part interest, § 2-105 
Passing of title, § 2-401 
Payment 
Acceptance of goods, § 2-607 
Before inspection, § 2-512 
Insolvent buyer, § 2-702 
Obligation of buyer, § 2-301 
Open time, § 2-310 
Price, § 2-304 
Substituted performance, § 2-614 
Tender, § 2-511 
Tender of delivery, § 2-507 
Time and place, § 2-310 
Penalty, liquidated damages, § 2-718 
Performance 
Anticipatory repudiation, § 2-610 
Retraction, § 2-611 
Assurance, § 2-609 
Delegation of duty, § 2-210 
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SALES—Cont’d 
Performance—Cont’d 


SALES—Cont’d 
Reasonable time 


Specific performance, buyer’s remedy, 
§ 2-711, 2-716 
Specified by parties, § 2-311 
Substitute, § 2-614 
Perishable goods rejected, § 2-603, 2-604 
Person in position of seller, defined, 
§ 2-707 
Application, § 2-103 
Personal injury 
Breach of warranty, § 2-715 
Consequential damages, limitation, 
§ 2-719 
Place 
Delivery, § 2-308 
Payment, § 2-310 
Pleading 
Contracts, statute of frauds, § 2-201 
Statute of frauds, § 2-201 
Possession 
Merchant buyer, rejection, § 2-603 
Rejection by buyer, § 2-602 
Postdating invoice, credit period, begin- 
ning, § 2-310 
Preference, right of seller’s creditor, 
§ 2-402 
Present sale, defined, § 2-106 
Application, § 2-103 
Prevailing price, evidence, § 2-724 
Price 
Action to recover, § 2-709 
Contract for sale, § 2-305 
Deduction of damages, § 2-717 
Lots, § 2-307 
Payment, § 2-304 
Prior agreement, § 2-202 
Promises, express warranties, § 2-313 
Creation by seller, § 2-313 
Property damage, breach of warranty, 
§ 2-715 
Quantity 
Output of seller, § 2-306 
Requirements of buyer, § 2-306 
Quota 
Acceptance by buyer due to delay, 
§ 2-616 
Failure of presupposed conditions, 


Ratification, acceptance of goods, § 2-606 


Acceptance, § 2-206, 2-207 
Anticipatory repudiation, § 2-610 
Firm offers, revocability, § 2-205 
Inspection of goods, § 2-513 

Notice of breach, § 2-607 

Rejection of goods, § 2-602 
Revocation of acceptance, § 2-608 
Specific time provision absent, § 2-309 


Reclamation, seller’s remedies on 


discovery of buyer’s insolvency, 
§ 2-702 


Recording, contracts, goods to be severed 


from realty, § 2-107 


Rejection of goods 


Buyer, § 2-401 

Improper delivery, § 2-601 

Inconsistent claims for damages or other 
remedies, § 2-721 

Installment, § 2-612 

Merchant buyer, duties, § 2-603 

Nonconformance, § 2-508 

Perishable goods, § 2-604 

Precluded by acceptance, § 2-607 

Remedies of buyer, § 2-711 

Remedies of seller, § 2-703 

Time, § 2-602 

Waiver, § 2-605 


Remedies, § § 2-701 to 2-725 


Action for price, § 2-709 
Breach of collateral contract, § 2-701 
Breach of warranty, § 2-714 
Consequential damages, § 2-715, 
2-719 
Cover, § 2-711, 2-712 
Delivery not made, § 2-711 
Fraud, § 2-721 
Identified goods to contract, § 2-704 
Incidental damages, § 2-710 
Breach of warranty, § 2-715 
Insolvency of buyer, § 2-702 
Misrepresentation, § 2-721 
Nonacceptance, § 2-708, 2-709 
Nonconforming goods, § 2-714 
Nondelivery, § 2-713 
Rejection of goods, § 2-703 
Replevin, buyer, § 2-716 
Repudiation, § 2-708 
Seller, § 2-713 


Reasonable price, open price term, § 2-305 


Revocation of acceptance, § 2-703 
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SALES—Cont'd 
Remedies, § § 2-701 to 2-725—Cont'd 
Seller, § 2-703 
Specific performance, § 2-716 
Stoppage in transit, § 2-705 
Substitution, § 2-719 
Unfinished goods, § 2-704 
Remote purchaser, obligation to, §§ 2- 
313A; 2-313B 
Replacement of improper tender or 
delivery, § 2-508 
Replevin, § 2-711 
Repudiation 
Damages, § 2-708 
Performance not due, § 2-610 
Remedy of buyer, § 2-711 
Seller, § 2-713 
Requirements, output measured by require- 
ments of buyer, § 2-306 
Requirements of buyer, quantity, § 2-306 
Resale, § 2-706 
Action for price, § 2-709 
Buyer, § 2-711 
Damages, § 2-703 
Incidental damages, § 2-710 
Liquidated damages, § 2-718 
Unfinished goods, § 2-704 
Rescission, § 2-209 
Construed, § 2-720 
Effect on claims for antecedent breach, 
§ 2-720 
Effect on remedies for fraud, § 2-721 
Written instrument, § 2-209 
Reservation 
Security interest, § 2-505 
Shipments under, rights of seller, 
§ 2-310 
Title, security interest, § 2-401 
Residence, place of delivery, § 2-308 
Restitution, delivery of goods withheld, 
§ 2-718 
Retraction, anticipatory repudiation, 
§ 2-610, 2-611 
Return 
Inconsistent claims for damages or other 
remedies, § 2-721 
Open price term, § 2-305 
Rights of buyer, § 2-326 
Risk 
Sale on approval, § 2-327 
Sale or return, § 2-327 


SALES—Cont’d 


Return—Cont'd 
Sale or return, 8 2-326 
Defined, § 2-326 
Application, § 2-103 
Special incidents, § 2-327 
Revocation 
Firm offers, § 2-205 
Offer to buy or sell, § 2-205 
Revocation of acceptance, § 2-608, 2-703 
Remedies of seller, § 2-401, 2-703, 
2-704 
Remedy of buyer, § 2-711 
Risk of loss, § 2-510 
Risk of loss, § 2-509 
Assignment of rights, § 2-210 
Casualty, identified goods, § 2-613 
Division, § 2-303 
Nonconforming tender, § 2-510 
Return, sale on approval, § 2-327 
Sale on approval, § 2-327 
Sale or return, § 2-327 
Shifting allocation, § 2-303 
Running of credit, open time, § 2-310 
Risk, § 2-327, 2-509 
Sale on approval, § 2-326 
Risk, § 2-327 
Sale or return, § 2-326 
Risk, § 2-327 
Salvage, unfinished goods, § 2-704 
Samples 
Examination, implied warranties, 
§ 2-316 
Inconsistent specifications, § 2-317 
Warranty of conformance, § 2-313 
Scope of law, § 2-102 
Seal, contract for sale, § 2-203 
Secured Transactions, this index 
Security interest 
Reservation, § 2-505 
Reservation of title, § 2-401 
Warranty of freedom from, § 2-312 
Seller 
Action for price, § 2-709 
Assignment of rights, § 2-210 
Cancellation of contract, § 2-703 
Creditors, rights, § 2-402 
Cure of nonconformance, § 2-508 
Defined, § 2-103 
Identified goods to contract, § 2-704 
Incidental damages, § 2-710 
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SALES—Cont’d 
Seller—Cont’d 
Insolvency, rights of buyer, § 2-502 
Insurable interest, § 2-501 
Nondelivery, § 2-713 
Obligations, § 2-301 
Exclusive dealing, § 2-306 
Persons included, § 2-707 
Repudiation, damages, § 2-713 
Resale, § 2-706 
Reservation of security interest, § 2-505 
Risk of loss, § 2-509 
Nonconforming goods, § 2-510 
Security interest, § 2-401 
Shipment, § 2-504 
Stop delivery, § 2-703 
Stoppage in transit, § 2-705 
Tender of delivery, § 2-503, 2-507 
Third party actions, § 2-722 
Shipment by seller, § 2-504 
Short title of Article, § 2-101 
Specially manufactured, § 2-201 
Specific performance, § 2-711, 2-716 
Unconscionable contract or clause, 
§ 2-302 
Specification of performance, § 2-311 
Specifications 
Inconsistent sample or model, § 2-317 
Warranties, § 2-312 
Statute of frauds, § 2-201 
Investment securities, inapplicability, 
§ 8-113 
Modification, sales contract, § 2-209 
Sale or return, § 2-326 
Stop delivery, insolvent buyer, § 2-702 
Stoppage in transit, § 2-705 
Bailee excused from delivery, documents 
of title, § 7-403 
Damages, expenses, § 2-710 
Person in position of seller, § 2-707 
Stopping delivery, person in position of 
seller, § 2-707 
Structure to be moved from realty, § 2-107 
Substituted goods, buyer’s procurement, 
§ 2-712 
Substituted performance, § 2-614 
Delay in delivery, § 2-615 
Substitution, conforming tender for 
nonconforming tender, § 2-508 


Successive performances, termination, 
§ 2-309 
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UNIFORM COMMERCIAL 


SALES—Cont'd 
Tender 
Delivery, $ 2-507 
Manner, § 2-503 
Rejection, § 2-508 
Risk of loss, § 2-509, 2-510 
Nonconforming tender 
Cure, § 2-508 
Risk of loss, § 2-510 
Payment, § 2-511 
Risk of loss passing, § 2-509 
Substituted performance, § 2-614 
Termination 
Contract, notice, § 2-309 
Defined, § 2-106 
Application, § 2-103 
Timber, contract for sale, § 2-107 
Time 
Anticipatory repudiation, § 2-610 
Assurance of due performance, § 2-609 
Delivery, § 2-309 
Open time, payment or running of credit, 
§ 2-310 
Payment, § 2-310 
Rejection, § 2-602 
Revocation of acceptance, § 2-608 
Tender of delivery, § 2-503 
Title, § 2-403 
Passing, § 2-401 
Sale on approval, § 2-327 
Warranty, § 2-312 
Trade journals, market quotations, evi- 
dence, § 2-724 
Transactions subject to other law, § 2-108 
Transfer 
Interest in realty, price, § 2-304 
Obligation of seller, § 2-301 
Unborn young, insurable interest, § 2-501 
Unconscionable contract, enforcement, 
§ 2-302 
Undivided share in identified bulk, § 2-105 
Unfinished goods, § 2-704 
Unsecured creditors, rights against buyer, 
§ 2-402 
Value, opinion, § 2-313 
Voidable title, good faith purchaser, 
§ 2-403 
Waiver, § 2-209 
Rejection, § 2-605 
Retraction, § 2-209 


SALES—Cont'd 

Warehouseman 
Deterioration of goods, § 7-206 
Enforcement of lien, § 7-210 

Warranties, § 2-312 
Affirmation of fact, § 2-313 
Conflict, § 2-317 
Course of dealing, § 2-314 
Cumulative, § 2-317 
Description, conformance, § 2-313 
Encumbrances, § 2-312 
Exclusion or modification, § 2-316 
Food, § 2-314 
Infringement, § 2-312 
Intention of parties, § 2-317 
Liens, freedom from, § 2-312 
Limitation, § 2-316 
Limitation of actions, § 2-725 
Merchantability, § 2-314 
Models, conformance, § 2-313 
Negation, § 2-316 
Opinion, § 2-313 
Promise, § 2-313 
Sample, conformance, § 2-313 
Security interest, free from, § 2-312 
Third parties, § 2-318 
Title, § 2-312 
Usage of trade, § 2-314 

Written instruments 
Confirmation of acceptance, § 2-207 
Contract for sale, § 2-201 
Modification, § 2-209 
Offers, § 2-205 
Rescission, § 2-209 
Seal, § 2-203 


SALES AGENTS 
See Sales, this index 


SALVAGE 
Leases, this index 
Unfinished goods, sales, § 2-704 


SAMPLES 
Sales, this index 


SATISFACTION 


See Accord and Satisfaction, generally, this 
index 
Secured transactions, default, § 9-620 


SAVING CLAUSE 
Secured transactions, § 9-702 


SCHEDULES 
Bulk Sales, this index 


SCOPE 
Article 1, § 1-102 


SCRAP 


Leases, lessor’s right to identify goods to 
lease contract, § 2A-524 


SEALS 
Leases, inoperative, § 2A-203 


SEASONABLY 
Defined, general provisions, § 1-205 


SECONDARY OBLIGORS 
Defined, secured transactions, § 9-102 


SECTION CAPTIONS 
Parts of law, § 1-107 


SECURED CREDITOR 
Creditor as including, general provisions, 
§ 1-201 


SECURED PARTY 
Leases, this index 
Motor Vehicles, this index 
Sales 
Application of law, § 2-102 
Defined, Sales Act, § 2-106 
Rights of creditor, § 2-402 
Secured Transactions, this index 
Timber 
Contract for sale, § 2-107 


SECURED TRANSACTIONS 
Generally, § § 9-101 et seq. 
Acceptance 

Default, § 9-620 
Effect, § 9-622 
Proposal 
Notice, § 9-621 
Accessions, § 9-335 
Defined, § 9-102 
Account debtors 
Defined, § 9-102 
Accounts and accounting 
Control of deposit accounts, § 9-104 
Defined, § 9-102 
Requests, § 9-210 
Sales 
Application of law, § 9-109 
Legal or equitable interest, § 9-318 
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SECURED TRANSACTIONS—Cont'd 


Acknowledgement 
Filing, § 9-523 
Perfection, possession, § 9-313 
Actions and proceedings 
Deficiencies, § 9-626 
Surplus, § 9-626 
Advances, § 9-204 
Priorities and preferences, § 9-323 
After-acquired collateral, § 9-204 
Agricultural liens 
Application of law, § 9-109 
Default, § 9-606 
Defined, § 9-102 
Disposition, collateral, § 9-315 
Perfection, § 9-308 
Filing, § 9-310 
Priorities and preferences, § 9-302 
Priorities and preferences, § 9-317 
Conflicts, § 9-322 
Agricultural products 
Priorities and preferences, § 9-334 
Air carriers 
Debtors, location, § 9-307 
Application of law, § 9-109, 9-201 
Assignments, discharge, § 9-406 
Effective date, § § 9-701 et seq. 
Priorities and preferences, § 9-331 
Third parties, § 9-401 
As-extracted collateral, defined, § 9-102 
Assembly, collateral, default, § 9-609 
Assignments, § 9-404 
Application of law, § 9-109 
Attachment, perfection, § 9-309 
Chattel paper, priorities and preferences, 
knowledge, § 9-330 
Damages, § 9-625 
Modification, § 9-405 
Notice, § 9-209 
Perfected security interests, § 9-310 
Record of mortgage, § 9-514 
Secondary obligors, § 9-618 
Secured party 
Financing statements, § 9-514 
Party of record, § 9-511 
Assignments for benefit of creditors, attach- 
ment, perfection, § 9-309 
Attachment, § 9-203 
Perfection, § 9-309 
Agricultural liens, § 9-308 
Attorneys fees, redemption, § 9-623 
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SECURED TRANSACTIONS—Cont’d 


Authenticate 
Defined, § 9-102 
Authentication, transfer statements, default, 
§ 9-619 
Authorization, filing, § 9-509 
Bailment 
Financing statements, § 9-505 
Perfection, § 9-312 
Bank deposits and collections, § 9-104 
Banks and banking 
Debtors, location, § 9-307 
Defined, § 9-102 
Perfection 
Jurisdiction, § 9-316 
Priorities and preferences 
Deposit accounts, § 9-304 
Bills of lading, application of law, priorities 
and preferences, § 9-331 
Breach of contract, assignments, modifica- 
tion, § 9-405 
Breach of peace, § 9-603 
Burden of proof, purchase money security 
interests, nonconsumer goods transac- 
tions, § 9-103 
Buyers 
Financing statements, § 9-505 
Priorities and preferences 
Advances, § 9-323 
Consumer goods, § 9-320 
Ordinary course of business, § 9-320 
Receipt of delivery, § 9-317 
Receivables, advances, § 9-323 
Cash proceeds 
Defined, § 9-102 
Categories, collateral, reasonable 
identification, § 9-108 
Certificated securities, § 9-106 
Perfection, priorities and preferences, 
§ 9-305 
Priorities and preferences, § 9-328 
Temporary perfection, § 9-312 
Certificates of title 
Accessions, § 9-335 
Defined, § 9-102 
Perfection, § 9-316 
Preemption, § 9-311 
Priorities and preferences, § 9-303 
Priorities and preferences, § 9-337 


Charges, surplus, deficiencies, calculation, 
§ 9-616 


SECURED TRANSACTIONS—Cont’d 
Chattel paper 
Application of law, § 9-109 
Defined, § 9-102 
Perfection, § 9-312 
Priorities and preferences 
Assignment 
Knowledge, § 9-330 
Conflicts, § 9-322 
Purchasers 
Priorities and preferences, § 9-330 
Proceeds, § 9-330 
Sales, legal or equitable interest, § 9-318 
Chief executive offices, debtors, § 9-307 
Claims, application of law, § 9-109 
Collateral 
After-acquired collateral, § 9-204 
Defined, § 9-102 
Disposition, § 9-315 
Financing statements, § 9-504 
Identity and identification, reasonable- 
ness, § 9-108 
Purchase money security interests, 
§ 9-103 
Secured party, powers and duties, § § 9- 
207 et seq. 


Title to property, § 9-202 
Collections, default, § 9-607 
Collusion, money, deposit accounts, 
transfers, priorities and preferences, 
§ 9-332 
Commercial reasonableness, § 9-627 
Commercial tort claims 


After-acquired collateral, § 9-204 
Defined, § 9-102 
Description, § 9-108 
Commingling goods, § 9-207 
Priorities and preferences, § 9-336 
Proceeds, § 9-315 
Commitments, buyer of goods, priorities 
and preferences, advances, § 9-323 
Commodities 
Accounts and accounting 
Agricultural liens 
Perfection, § 9-308 
Defined, § 9-102 
Description, § 9-108 
Contracts, § 9-106 
Attachment, § 9-203 
Perfection, § 9-309 
Defined, § 9-102 


SECURED TRANSACTIONS—Cont’d 
Commodities—Cont’d 
Contracts, § 9-106—Cont’d 
Priorities and preferences, § 9-328 
Customers, defined, § 9-102 
Intermediaries, defined, § 9-102 
Perfection, priorities and preferences, 
§ 9-305 
Communicate, defined, § 9-102 
Compensation and salaries, assignments, 
application of law, § 9-109 
Conflict of laws, § 1-105, 9-103, 9-109, 
9-203 
Perfection, § 9-316 
Priorities and preferences, § 9-301 
Agricultural liens, § 9-302 
Certificates of title, § 9-303 
Deposit accounts, § 9-304 
Investment securities, § 9-305 
Letters of credit, § 9-306 
Conflicts 
Priorities and preferences, § 9-322 
Commingling goods, priorities and 
preferences, § 9-336 
Conflicts of interest, application of law, 
§ 9-201 
Consent 
Debtors, default, acceptance, § 9-620 
Priorities and preferences 
Fixtures, § 9-334 
Consignees 
Defined, § 9-102 
Financing statements, § 9-505 
Priorities and preferences, § 9-319 
Consignment 
Application of law, § 9-109 
Defined, § 9-102 
Consignor 
Defined, § 9-102 
Financing statements, § 9-505 
Construction mortgages, priorities and pref- 
erences, fixtures, § 9-334 
Consumer debtors, defined, § 9-102 
Consumer goods 
After-acquired collateral, § 9-204 
Application of law, § 9-201 
Attachment, perfection, § 9-309 
Damages, § 9-625 
Default 
Mandatory disposition, § 9-620 
Partial satisfaction, § 9-620 
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SECURED TRANSACTIONS—Cont’d 
Consumer goods—Cont’d 
Defined, § 9-102 
Sales Act, § 2-103 
Description, § 9-108 
Statements, records 
Assignments, § 9-404 
Third parties, § 9-403 
Surplus, deficiencies, calculation, 
§ 9-616 
Third parties, statements, records, 
§ 9-403 
Consumer obligors, defined, § 9-102 
Continuation 
Financing statements, § 9-515 
Statements 
Defined, § 9-102 
Effective date, transition, § § 9-705 et 
seq. 
Continuous perfection, agricultural liens, 
§ 9-308 
Contracts 
Assignment, § 9-408 
Breach, assignments, modification, 
§ 9-405 
Default, disposal, § 9-610 
Control 
Deposit accounts, § 9-342 
Investment property, priorities and pref- 
erences, § 9-328 
Letters of credit, priorities and prefer- 
ences, § 9-329 
Perfection, § 9-312, 9-314 
Copies, electronic chattel paper, § 9-105 
Correction, filing, § 9-518 
Costs, collateral, § 9-207 
Creditor of seller, rights, § 2-402 
Crops, priorities and preferences, § 9-334 
Custody, collateral, § 9-207 
Damages, § 9-625 
Limited liability, § 9-628 
Removal, § 9-604 
Debtors 
Default, acceptance, consent, § 9-620 
Defined, § 9-102 
Deposit accounts, § 9-104 
Discharge, § 9-406 
Goods made available, temporary perfec- 
tion, § 9-312 
Names 
Financing statements, § 9-503 
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SECURED TRANSACTIONS—Cont'd 
Debtors—Cont’d 
Names—Cont’d 
Removal, filing, § 9-519 
New debtors, priorities and preferences, 
§ 9-326 
Place of business, § 9-307 
Sales, legal or equitable interest, § 9-318 
Third parties, § 9-402 
Decedents estates, assignment of beneficial 
interests, attachment, perfection, 
§ 9-309 
Default, § § 9-601 et seq. 
Accessions, removal, § 9-335 
Defenses 
Application of law, § 9-109 
Third parties, § 9-403 
Deficiencies, § 9-615, 9-616 
Actions and proceedings, § 9-626 
Calculation, damages, § 9-625 
Damages, § 9-625 
Evidence, § 9-626 
Proceeds, § 9-608 
Definitions, § 9-102 
Accounts and accounting, § 9-210 
Collateral, reasonable identification, 
§ 9-108 
Commingled goods, priorities and pref- 
erences, § 9-336 
Debtors correct name, financing state- 
ments, § 9-506 
Notification date, default, § 9-611 
Place of business, § 9-307 
Possessory lien, priorities and prefer- 
ences, § 9-333 
Purchase money security interests, 
§ 9-103 
Surplus, deficiencies, calculation, 
§ 9-616 
Transfer statements, default, § 9-619 
Delay, filing, § 9-524 
Delivery 
Against payment, investment securities, 
intermediaries, § 9-206 
Buyers, lessees, priorities and prefer- 
ences, § 9-317 
Perfection, § 9-313 
Demand, § 9-208 
Damages, § 9-625 
Deposit accounts, § 9-104 
Control, § 9-342 
Defined, § 9-102 


SECURED TRANSACTIONS—Cont'd 


Deposit accounts, § 9-104—Cont’d 
Demand, § 9-208 
Perfection, § 9-312 
Control, § 9-314 
Jurisdiction, § 9-316 
Priorities and preferences, § 9-304 
Powers and duties, § 9-341 
Priorities and preferences, § 9-327 
Conflicts, § 9-322 
Transfers, § 9-332 
Recoupment, set-off and counterclaim, 
§ 9-340 
Description 
Collateral, financing statements, § 9-504 
Sufficiency, § 9-108 
Destruction, filing, § 9-522 
Discharge 
Acceptance, § 9-622 
Debtors, § 9-406 
Default, transfers, § 9-617 
Disclaimer, default, warranties, § 9-610 
Disposition 
Collateral, § 9-315 
Default, § 9-610 
Equipment, default, § 9-609 
Documents 
Defined, § 9-102 
Perfection, § 9-312 
Documents of title, application of law, 
priorities and preferences, § 9-331 
Domicile and residence, debtors, § 9-307 
Duration 
Financing statements, § 9-515 
Perfection, § 9-311 
Effective date, § § 9-701 et seq. 
Effectiveness, § 9-201 
Financing statements, § 9-515 
Amendments, § 9-512 
Transition, § 9-705 
Electronic chattel paper, § 9-105 
Defined, § 9-102 
Demand, § 9-208 
Perfection 
Control, § 9-314 
Enforcement, § § 9-203, 9-601 et seq., 
9-625 et seq. 
Effective date, 8 § 9-703 et seq. 
Equipment 
Defined, § 9-102 
Rendered unusable, default, § 9-609 


SECURED TRANSACTIONS—Cont’d 


Errors 
Filing 
Indexes, § 9-517 
Claims, § 9-518 
Financing statements, § 9-506 
Evidence 
Assignment, discharge, § 9-406 
Deficiencies, § 9-626 
Purchase money security interests, 
nonconsumer goods transactions, 
§ 9-103 
Subordinate interests, § 9-615 
Surplus, § 9-626 
Exchange of property, financing statements, 
§ 9-507 
Execution, sales, default, § 9-601 
Expenses and expenditures 
Collateral, § 9-207 
Collection, enforcement, § 9-607 
Redemption, § 9-623 
Farm products, defined, § 9-102 
Farming operations, defined, § 9-102 
Federal laws, perfection, § 9-311 
Fees, filing, § 9-525 
File numbers, defined, § 9-102 
Filing, § § 9-501 et seq. 
Acceptance, records and recordation, 
§ 9-520 
Acknowledgement, § 9-523 
Amendments, § 9-509 
Authorization, § 9-509 
Buyer of consumer goods, priorities and 
preferences, § 9-320 
Correction, § 9-518 
Damages, § 9-625 
Delay, § 9-524 
Destruction, § 9-522 
Effectiveness, § 9-510, 9-516 
Fees, § 9-525 
Financing statements, § § 9-502 et seq. 
Incorrect information, priorities and 
preferences, § 9-338 
First to file, priorities and preferences, 
§ 9-322 
Indexes, § 9-519 
Errors, § 9-517 
Claims, § 9-518 
Lapsed statements, maintenance, § 9-522 
Maintenance, § 9-522 
Names, debtor, removal, § 9-519 
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SECURED TRANSACTIONS—Cont’d 
Filing, 8 § 9-501 et seq.—Cont'd 
Notice 
Priorities and preferences, $ 9-331 
Refusal to accept, records and recor- 
dation, $ 9-520 
Numbers and numbering, $ 9-519 
Offices, 8 § 9-501, 9-519 et seq. 
Defined, § 9-102 
Perfection, § 9-310 
Permissive filing, § 9-312 
Refusal to accept, § 9-516 
Records and recordation, § 9-520 
Reports, § 9-527 
Retrieval, § 9-519 
Lapsed statements, § 9-522 
Rules and regulations, § 9-526 
Time, § 9-510, 9-519 
Acknowledgement, § 9-523 
Financing statements 
Amendments, § 9-509, 9-512 
Secured party of record, § 9-511 
Collateral, § 9-504 
Description, § 9-503 
Continuation, § 9-515 
Defined, § 9-102 
Duration, § 9-515 
Effective date, transition, § § 9-705 et 
seq. 
Effectiveness, § 9-507, 9-515 
Amendments, § 9-512 
New debtors, § 9-508 
Errors, § 9-506 
Forms, § 9-521 
Lapse, § 9-515 
Manufactured homes, § 9-515 
Mortgages, records and recordation, 
§ 9-515 
Names, § 9-503 
Change, § 9-507 
Seriously misleading, § 9-506 
New debtors, § 9-508 
Omissions, § 9-506 
Perfection, filing, § 9-310 
Public finance transactions, § 9-515 
Secured party of record, § 9-511 
Termination, § 9-513 
First to file, priorities and preferences, 
§ 9-322 
Fixture filings, defined, § 9-102 
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SECURED TRANSACTIONS—Cont’d 
Fixtures 
Defined, § 9-102 
Enforcement, § 9-604 
Financing statements, filing, § 9-502 
Perfection, § 9-301 
Priorities and preferences, § 9-334 
Foreclosure, default, § 9-601 
Forms 
Default 
Notice, § 9-613 
Consumer goods, § 9-614 
Financing statements, § 9-521 
Formulas, collateral, reasonable identifica- 
tion, § 9-108 
Franchises, assignment, § 9-408 
Fraud, § 9-204, 9-205 
General intangibles, defined, § 9-102 
Good faith 
Default, transfers, § 9-617 
Defined, § 9-102 
Goods 
Defined, § 9-102 
Purchase money security interests, 
§ 9-103 
Governmental units, defined, § 9-102 
Health care insurance 
Receivables 
Assignments, § § 9-404 et seq. 
Attachment 
Perfection, § 9-309 
Defined, § 9-102 
Identity and identification 
Collateral, § 9-207 
Reasonableness, § 9-108 
Indexes 
Filing, § 9-519 
Errors, § 9-517 
Claims, § 9-518 
Inferences, § 9-626 
Purchase money security interests, 
nonconsumer goods transactions, 
§ 9-103 
Injunctions, § 9-625 
Instruments 
Defined, § 9-102 
Perfection, § 9-312 
Insurance 
Collateral, § 9-207 
Intangibles 
Application of law, § 9-109 


SECURED TRANSACTIONS—Cont’d 
Intangibles—Cont’d 
Assignment, § 9-408 
Licensee in ordinary course of business, 
priorities and preferences, § 9-321 
Payment 
Attachment, perfection, § 9-309 
Defined, § 9-102 
Sales, legal or equitable interest, 
§ 9-318 
Intermediaries, § 9-206 
Perfection 
Investment securities, priorities and 
preferences, § 9-305 
Jurisdiction, § 9-316 
Inventories 
Defined, § 9-102 
Perfection, § 9-311 
Purchase money security interests, 
§ 9-103 
Priorities and preferences, § 9-324 
Investment securities, § 9-106 
Application of law, priorities and prefer- 
ences, § 9-331 
Attachment, § 9-203 
Perfection, § 9-309 
Defined, § 9-102 
Demand, § 9-208 
Description, § 9-108 
Intermediaries, § 9-206 
Perfection, § 9-312 
Control, § 9-314 
Jurisdiction, § 9-316 
Priorities and preferences, § 9-305 
Priorities and preferences, § 9-328 
Conflicts, § 9-322 
Issuers 
Letters of credit, § 5-118 
Perfection, jurisdiction, § 9-316 
Judgments and decrees 
Assignments, application of law, § 9-109 
Default, § 9-601 
Jurisdiction 
Organizations, defined, § 9-102 
Perfection, § 9-316 
Priorities and preferences, § 9-301 
Agricultural liens, § 9-302 
Certificates of title, § 9-303 
Commodities, § 9-305 
Deposit accounts, § 9-304 
Investment securities, § 9-305 


SECURED TRANSACTIONS—Cont’d 
Jurisdiction—Cont’d 
Perfection, 8 9-316—Cont’d 
Priorities and preferences, § 9-301 
—Cont’d 
Letters of credit, § 9-306 
Knowledge, chattel paper, priorities and 
preferences, assignment, § 9-330 
Landlords liens, application of law, § 9-109 
Lapse, financing statements, § 9-515 
Leases 
Application of law, § 9-109, 9-110 
Assignment, § 9-407 
Financing statements, § 9-505, 9-507 
Priorities and preferences 
Goods, advances, § 9-323 
Ordinary course of business, § 9-321 
Receipt of delivery, § 9-317 
Letters of credit, § 9-107 
Assignment, § 9-409 
Demand, § 9-208 
Issuer, nominated person, § 5-118 
Perfection, § 9-312 
Control, § 9-314 
Issuer, nominated person, § 5-118 
Jurisdiction, § 9-316 
Priorities and preferences, § 9-306 
Priorities and preferences, § 9-329 
Conflicts, § 9-322 
Right, defined, § 9-102 
Licensee in ordinary course of business, 
priorities and preferences, § 9-321 
Licenses and permits 
Assignment, § 9-408 
Financing statements, § 9-505, 9-507 
Records and recordation, § 9-523 
Liens and incumbrances 
Acceptance, proposal, notice, § 9-621 
Application of law, § 9-109 
Creditors 
Defined, § 9-102 
Priorities and preferences, § 9-323 
Defined, § 9-102 
Discharge, acceptance, § 9-622 
Levy, default, § 9-601 
Priorities and preferences 
Fixtures, § 9-334 
Possessory liens, § 9-333 
Subordinate interests, evidence, § 9-615 
Limited liability, § 9-628 
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SECURED TRANSACTIONS—Cont’d SECURED TRANSACTIONS—Cont'd 
Lists New value—Cont'd 
Accounts and accounting, requests, Temporary perfection, § 9-312 
§ 9-210 Nominated persons 
Collateral, reasonable identification, Letters of credit, § 5-118 
§ 9-108 Perfection, jurisdiction, § 9-316 
Damages, § 9-625 Yoncash proceeds, defined, § 9-102 
Livestock, purchase money security Yoncompliance, § § 9-625 et seq. 
interests, priorities and preferences, Jonconsumer goods transactions, payment, 
§ 9-324 § 9-103 
Maintenance, filing, § 9-522 Notice 
Mandatory disposition, waiver, § 9-624 Assignment, discharge, § 9-406 
Manufactured home transactions, defined, Debtors, default, objection, § 9-620 
§ 9-102 Default 


Manufactured homes Disposition, collateral, § 9-611 
Defined, § 9-102 Forms, § 9-613 


Financing statements, § 9-515 Consumer goods, § 9-614 


Minerals. Time, § 9-612 
Buyer in ordinary course of business Filing 


Priorities and preferences, § 9-320 Priorities and preferences, § 9-331 
Perfection, § 9-301 Refusal to accept, records and recor- 


Modification, assignments, $ 9-405 dation, $ 9-520 


Money Inventory, priorities and preferences, 
Perfection, § 9-312 conflicts, § 9-324 
Priorities and preferences, transfers, Livestock, purchase money security 
§ 9-332 interests, priorities and preferences, 
Mortgages § 9-324 
Defined, § 9-102 Payment, default, § 9-607 
Financing statements Priorities and preferences, conflicts, 
Filing, § 9-502 § 9-324 
Records and recordation, § 9-515 Proposal, acceptance, § 9-621 
Nonjudicial enforcement, default, Waiver, collateral, disposition, § 9-624 
. 8 9-607 Numbers and numbering, files, $ 9-519 
Priorities and preferences, fixtures, Objection, default, debtors, notice, $ 9-620 
89-334 Obligors, defined, § 9-102 


Motor Vehicles, Thig indes Office, filing, § § 9-501, 9-519 et seq. 
Multiple original debtors, priorities and : 
Oil and gas 


preferences, § 9-326 s . . 
Names Buyer in ordinary course of business, 


Debtor, removal, filing, § 9-519 priorities and preferences, § 9-320 


Negotiable instruments Perfection, 8 9-301 
Bailment, perfection, $ 9-312 Omissions, financing statements, $ 9-506 


Priorities and preferences Orders of court, noncompliance, $ 9-625 
Application of law, $ 9-331 Original debtors, defined, § 9-102 
Conflicts, $ 9-322 Owners, financing statements, § 9-505 

New debtors, $ 9-203 Partial satisfaction 
Defined, § 9-102 Acceptance, proposal, notice, § 9-621 
Financing statements, effectiveness, Default, § 9-620 
§ 9-508 Party of record, financing statements, 
Priorities and preferences, § 9-326 8 9-511 
New value Payment 
Defined, § 9-102 Default, § 9-606 


Index-82 


SECURED TRANSACTIONS—Cont'd 


Payment—Cont'd 
Investment securities, intermediaries, 
delivery against payment, § 9-206 
Nonconsumer goods transactions, 
§ 9-103 
Perfection, 8 8 9-301 et seq., 9-308 et seq. 
Effective date, 8 § 9-703 et seq. 
Perishables, notice, default, disposition, 
collateral, § 9-611 
Person related to, defined, $ 9-102 
Personal property, enforcement, § 9-604 
Pipes and pipelines 
Filing, office, $ 9-501 
Financing statements, $ 9-515 
Place of business, § 9-307 
Debtors, § 9-307 
Possession, § 9-205 
Buyer of goods, priorities and prefer- 
ences, § 9-320 
Collateral, powers and duties, § 9-207 
Default, § 9-609 
Perfection, § 9-312, 9-313 
Possessory liens, priorities and preferences, 
§ 9-333 
Powers and duties 
Filing office, § § 9-519 et seq. 
Perfection, delivery, § 9-313 
Secured party, § § 9-207 et seq. 
Preemption, § 9-109 
Perfection, § 9-311 
Preservation, collateral, § 9-207 
Priorities and preferences, § § 9-301 et 
seq., 9-317 et seq. 
Effective date, § § 9-703 et seq. 
Goods covered by negotiable instru- 
ments, § 9-312 
Letters of credit, issuer, nominated 
person, § 5-118 
Nonconsumer goods transactions, pay- 
ment, § 9-103 
Probate proceedings, assignment of benefi- 
cial interests, attachment, perfection, 
§ 9-309 
Proceeds 
Application, § 9-608 
Priorities and preferences, § 9-615 
Attachment, § 9-203 
Chattel paper, purchasers, priorities and 
preferences, § 9-330 
Default, § 9-607 
Defined, § 9-102 


SECURED TRANSACTIONS—Cont’d 


Proceeds—Cont’d 
Perfection, § 9-315 
Priorities and preferences, time, § 9-322 
Process, default, § 9-609 
Promissory notes 
Application of law, § 9-109 
Assignment, § 9-408 
Attachment, perfection, § 9-309 
Defined, § 9-102 
Sales, legal or equitable interest, § 9-318 
Proposals, defined, § 9-102 
Public finance transactions 
Defined, § 9-102 
Financing statements, § 9-515 
Public utilities 
Filing, office, § 9-501 
Financing statements, § 9-515 
Purchase money securities, § 9-103 
Inventory, holders, new value, priorities 
and preferences, § 9-330 
Priorities and preferences, § 9-317, 
9-324 
Fixtures, § 9-334 
Purchasers, chattel paper, priorities and 
preferences, § 9-330 
Pursuant to commitment, defined, § 9-102 
Quantity, collateral, reasonable identifica- 
tion, § 9-108 
Questions of fact, time, default, notice, 
§ 9-612 
Rates and charges 
Accounts and accounting, requests, 
§ 9-210 
Surplus, deficiencies, calculation, 
§ 9-616 
Real estate, enforcement, § 9-604 
Records and recordation 
Default 
Transfer statements, § 9-619 
Warranties, disclaimer, § 9-610 
Defined, § 9-102 
Deposit accounts, § 9-104 
Electronic chattel paper, § 9-105 
Licenses and permits, § 9-523 
Mortgages 
Assignments, § 9-514 
Nonjudicial enforcement, default, 
§ 9-607 
Sales, § 9-523 


SECURED TRANSACTIONS—Cont’d 
Recoupment 
Application of law, § 9-109 
Deposit accounts, § 9-340 
Redemption, § 9-623 
Waiver, § 9-624 
Registered organizations 
Debtors, location, § 9-307 
Defined, § 9-102 
Registered owners, financing statements, 
§ 9-505 
Reimbursement, accessions, default, 
removal, § 9-335 
Remedies, noncompliance, § § 9-625 et 
seq. 
Removal 
Accessions, default, § 9-335 
Damages, § 9-604 
Priorities and preferences, fixtures, 
§ 9-334 
Renewal, perfection, § 9-311 
Rents, application of law, § 9-109 
Reports, filing, § 9-527 
Representatives, financing statements, 
names, § 9-503 
Requests, accounts and accounting, § 9-210 
Retrieval, filing, lapsed statements, § 9-522 
Right to payment or performance, agricul- 
tural liens, perfection, § 9-308 
Rules and regulations, filing, § 9-526 
Sales 
Accounts and accounting, application of 
law, § 9-109 
Application of law, § 2-102, 9-109, 
9-110 
Defined, Sales Act, § 2-106 
Execution, default, § 9-601 
Financing statements, § 9-507 
Legal or equitable interest, § 9-318 
Records and recordation, § 9-523 
Rights of creditor, § 2-104 
Satisfaction 
Acceptance, proposal, notice, § 9-621 
Default, § 9-620 
Saving clause, § 9-702 
Secondary obligors, § 9-618 
Defined, § 9-102 
Secured party 
Assignments, financing statements, 
§ 9-514 
Defined, § 9-102 
Deposit accounts, § 9-104 
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SECURED TRANSACTIONS—Cont’d 
Secured party—Cont’d 
Electronic chattel paper, § 9-105 
Financing statements, assignments, 
§ 9-514 
Party of record, financing statements, 
§ 9-511 
Powers and duties, § § 9-207 et seq. 
Securities 
Agreements, defined, § 9-102 
Intermediaries, priorities and prefer- 
ences, § 9-328 
Security entitlement, § 9-106 
Agricultural liens, perfection, § 9-308 
Description, § 9-108 
Intermediaries, § 9-206 
Perfection, priorities and preferences, 
§ 9-305 
Priorities and preferences, § 9-328 
Sellers, financing statements, § 9-505 
Send, defined, § 9-102 
Set-off and counterclaim, application of 
law, § 9-109 
Short title, § 9-101 
Software 
Defined, § 9-102 
Purchase money security interests, 
§ 9-103 
Priorities and preferences, § 9-324 
Standards, § 9-603 
State, defined, § 9-102 
Status 
Purchase money security interests, 
nonconsumer goods transactions, 
§ 9-103 
Registered organizations, debtors, loca- 
tion, § 9-307 
Subordination 
Evidence, § 9-615 
Priorities and preferences, § 9-339 
Subrogation, secondary obligors, § 9-618 
Supergeneric description, collateral, 
§ 9-108 
Supporting obligations 
Agricultural liens, perfection, § 9-308 
Defined, § 9-102 
Priorities and preferences, time, perfec- 
tion, § 9-322 
Surplus, § 9-615, 9-616 
Actions and proceedings, § 9-626 
Calculation, damages, § 9-625 
Evidence, § 9-626 


SECURED TRANSACTIONS—Cont'd 
Surplus, § 9-615, 9-616—Cont’d 
Proceeds, § 9-608 
Tangible chattel paper, defined, § 9-102 
Taxation, collateral, § 9-207 
Telecommunications 
Filing, office, § 9-501 
Financing statements, § 9-515 
Temporary perfection, § 9-312 
Tender, redemption, § 9-623 
Termination 
Financing statements, § 9-513 
Statements 
Damages, § 9-625 
Defined, § 9-102 
Third parties, § § 9-401 et seq. 
Timber 
Contract for sale, § 2-107 
Financing statements, filing, § 9-502 
Perfection, § 9-301 
Time 
Advances, priorities and preferences, 
§ 9-323 
Default 
Notice, § 9-612 
Questions of fact, § 9-612 
Filing, § 9-510, 9-519 
Acknowledgement, § 9-523 
Financing statements, termination, 
§ 9-513 
Perfection 
Control, § 9-314 
Possession, delivery, § 9-313 
Priorities and preferences, rank accord- 
ing to priority in time, filing, perfec- 
tion, § 9-322 
Questions of fact, default, notice, 
§ 9-612 
Redemption, § 9-623 
Title to property, § 9-202 
Transfer statements, default, § 9-619 
Torts 
Application of law, § 9-109 
Third parties, § 9-402 
Trademarks and trade names, financing 
statements, § 9-503 
Transferred collateral, priorities and prefer- 
ences, § 9-325 
Transfers 
Acceptance, § 9-622 


SECURED TRANSACTIONS—Cont’d 
Transfers—Cont’d 
Default, § 9-617 
Statements, § 9-619 
Money, priorities and preferences, 
§ 9-332 
Secondary obligors, § 9-618 
Third parties, § 9-401 
Transition, § § 9-701 et seq. 
Transmitting utilities 
Filing, office, § 9-501 
Financing statements, § 9-515 
Effective date, transition, § 9-705 
Transportation 
Filing, office, § 9-501 
Financing statements, § 9-515 
Treaties, perfection, § 9-311 
Type, collateral, description, § 9-108 
Uncertificated securities, § 9-106 
Perfection, priorities and preferences, 
Jnited States 
Debtors, location, § 9-307 
Laws, perfection, § 9-311 
Jnknown persons, § 9-605 
Jnperfected security interests 
Effective date, § 9-704 
Priorities and preferences, § 9-317 
Sales, § 9-318 
Utilities 
Filing, office, § 9-501 
Financing statements, § 9-515 
Value, letters of credit, issuer, nominated 
person, § 5-118 
Waiver, § 9-602 
Assignment, discharge, § 9-406 
Mandatory disposition, § 9-624 
Notice 
Collateral, disposition, § 9-624 
Default, disposition, collateral, 
§ 9-611 
Redemption, § 9-624 
Warehouse receipts 
Application of law, priorities and prefer- 
ences, § 9-331 
Warranties, default, disposition, § 9-610 


SECURITIES INTERMEDIARY 
Investment Securities, this index 


SECURITY 
Investment Securities, this index 


SECURITY —Cont'd 
Leases, this index 


Lost or destroyed documents of title, 
§ 7-601 


SECURITY AGREEMENT 
Defined 
Secured transactions, $8 9-102; 9-105 
Investment Securities, generally, this index 


SECURITY INTEREST 
Bank deposits and collections 
Collecting bank in items, accompanying 
documents and proceeds, § 4-210 
Presenting bank to have security interest 
for expenses, § 4-504 
Bills of lading, reservation of interest, 
§ 2-401 
Bulk sales, applicability of provisions, 
§ 6-103 
Defined, general provisions, § 1-203 
Intangibles 
Perfection, law governing, § 9-103 
Place of filing, § 9-401 
Policy and subject matter of article, 
§ 9-102 


Investment securities, generally, this index 
Leases, this index 
Sales, this index 
Secured Transactions, generally, this index 
Subordinated obligations, § 1-310 
Warehouse receipts, documents of title, 

§ 7-209 


SECURITY PROCEDURE 
Defined, funds transfers, § 4A-201 


SELLER 
Leases, generally, this index 
Reservation of interest, bill of lading, 
§ 2-505 
Sales, this index 
SEND 
Defined, § 1-201 
Secured transactions, § 9-102 


SEPARATE OFFICE 


Bank deposits and collections, bank to 
have, § 4-107 


SET-OFF AND COUNTERCLAIM 


Action as including, general provisions, 
§ 1-201 
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SET-OFF AND COUNTERCLAIM 
—Cont’d 
Bank deposits and collections, when item 
subject to, § 4-303 
Defendant, as including, general provi- 
sions, § 1-201 
Secured transactions 
Application of law, § 9-109 
Deposit accounts, § 9-340 


SETTLE OR SETTLEMENT 
Defined, bank deposits and collections, 
§ 4-104 
Leases, this index 
Medium and time of settlement by bank, 
bank deposits and collections, § 4-213 


SEVERABILITY 
Provisions of Code, § 1-105 


SEVERANCE 
Contract for sale of goods, § 2-107 


SHERIFFS 
Judicial Sales, generally, this index 


SHIPS AND SHIPPING 
Leases, this index 


SIGNATURES 

Agents, warehouse receipts, documents of 
title, § 7-202 

Bank deposits and collections, customer’s 
duty to discover and report unautho- 
rized signature, § 4-406 

Investment Securities, this index 

Leases, this index 

Negotiable Instruments, this index 

Renunciation, claim or right after breach, 
§ 1-306 

Secured Transactions, this index 

Waiver, claim or right after breach, § 1-306 


Warehouse receipts, documents of title, 
§ 7-202 


SIGNED 
Defined, general provisions, § 1-201 


SINGULAR OR PLURAL 
Construction, § 1-305 


SOFTWARE 
Secured Transactions, this index 


SPECIAL DAMAGES 
Restriction, § 1-305 


SPECIAL INDORSEMENT 
Indorsements. Investment Securities, gener- 
ally, this index 
Negotiable instruments, $ 3-205 


SPECIALLY MANUFACTURED GOODS 
Sales Act, exception, § 2-201 


SPECIFIC PERFORMANCE 
Buyer, Sales Act, § 2-711, 2-716 
Leases, 8 2A-507A 
Sales Act, § 2-711, 2-716 


SPECIFICATIONS 
Inconsistent sample or model, § 2-317 
Warranties, Sales Act, § 2-312 


STALENESS 

Investment Securities, generally, this index 
STANDARDS 

Secured transactions, § 9-603 


STATE 
Defined 
Secured transactions, § 9-102 


STATEMENTS 


Advances, warehouse receipts, documents 
of title, § 7-202 

Leases, this index 

Secured Transactions, this index 


STATUTE OF FRAUDS 
Formal requirements of contract, § 2-201 
Investment securities, inapplicability, 
§ 8-113 
Leases, this index 
Sales, this index 


STATUTE OF LIMITATIONS 


See Limitation of Actions, generally, this 
index 


STATUTES 

Construction 
Against implicit repeal, § 1-104 
Liberal, § 1-103 
Negative implications, documents of 

title, § 7-105 

Severability of provisions, § 1-105 
Subordinated obligations, § 1-310 

Documents of title, application of law, 

§ 7-103 
Leases, this index 


STATUTES—Cont’d 
Saving clause, secured transactions, 
§ 9-702 
Section captions as part of law, § 1-107 
Secured Transactions, this index 


STOLEN DOCUMENTS 
Investment Securities, generally, this index 
Warehouse receipts and bills of lading, 
delivery of goods, documents of title, 
§ 7-601 
STOLEN INSTRUMENT 
Cashier’s, teller’s or certified checks, 
§ 3-312 
Enforcement of, negotiable instruments, 
§ 3-309 
STOP DELIVERY 
Insolvent buyer, § 2-702 
Person in position of seller, § 2-707 
Seller 
Incidental damages, § 2-710 
Remedies, § 2-702, 2-703 


STOP-ORDER 
Bank deposits and collections, when item 
subject to, § 4-303 


STOPPAGE IN TRANSIT 
Sales, this index 


STORAGE 
Warehouse Receipts, generally, this index 


STORAGE CHARGES 
Lien of warehousemen, § 7-209 
Statement, § 7-202 


Warehouse receipts, terms, documents of 
title, § 7-202 


SUBLEASE 
See Leases, generally, this index 


SUBORDINATION 
Leases, this index 
Obligations, payment, § 1-310 
Secured transactions, priorities and prefer- 
ences, § 9-339 


SUBROGATION 
Letters of credit, § 5-117 
Payor bank’s right to subrogation on 
improper payment, bank deposits and 
collections, § 4-407 


Secured transactions, secondary obligors, 
§ 9-618 
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SUBSEQUENT LEASES 
See Leases, generally, this index 


SUBSEQUENT PURCHASER 
Holder in Due Course, generally, this index 


SUBSTITUTE BILLS OF LADING 


Request for issuance, documents of title, 
8 7-305 


SUBSTITUTION 


Leases, this index 


SUITS 
See Actions, generally, this index 


SUM CERTAIN 
Commercial Paper, this index 


SUPPLIER 
Leases, this index 


SUPPLY CONTRACT 
Leases, generally, this index 


SUPPORTING OBLIGATIONS 
Defined, secured transactions, § 9-102 


SURETY 
Defined, general provisions, § 1-201 


SURPLUS 
Secured Transactions, this index 


SURPRISE 
Usage of trade, offer of evidence, § 1-303 


SUSPENDS PAYMENTS 
Defined, bank deposits and collections, 
§ 4-104 
SYMBOL 
Signed as including, general provisions, 
§ 1-201 
TANGIBLE CHATTEL PAPER 
Defined, secured transactions, § 9-102 


TARIFFS 


Documents of title, application of law, 
§ 7-103 


TAXATION 


Leases, liquidation of damages, diminution 
of anticipated tax benefits, etc., § 2A- 
504 


Secured transactions, collateral, § 9-207 
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TELECOMMUNICATIONS 
Secured transactions 
Filing, office, § 9-501 
Financing statements, § 9-515 


TELLER’S CHECK 
Defined 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-104 
Negotiable Instruments, this index 


TENDER 
Leases, this index 
Sales, this index 
Secured transactions, redemption, § 9-623 


TERM 
Defined, general provisions, § 1-201 


TERMINAL CHARGES 
Bill of lading, lien of carrier, documents of 
title, § 7-307 
Warehouse receipts, lien of warehouseman, 
documents of title, § 7-209 


TERMINATION 
Leases, this index 
Sales, this index 
Secured Transactions, this index 


TERMINATION STATEMENT 
Defined, secured transactions, § 9-102 


TERRITORIAL APPLICATION OF 
LAW 
Generally, § 1-301 


TERRITORY 


Leases, goods, territorial application of 
article to goods, by certificate of title, 
§ 2A-105 


THEFT 
See Larceny, generally, this index 


THIRD PARTIES 
Action for injury to goods, § 2-722 
Application of law, secured transactions, 

§ 9-401 

Documents, prima facie evidence, § 1-307 
Inspection of goods, § 2-515 
Leases, this index 
Party distinct from, § 1-201 
Secured transactions, § § 9-401 et seq. 
Warranties, Sales Act, § 2-318 


THROUGH BILLS OF LADING 
Generally, documents of title, § 7-302 


TIMBER 
See Logs and Logging, generally, this 
index 
Secured transactions 
Financing statements, filing, $ 9-502 
Perfection, § 9-301 


TIME 
Bank Deposits and Collections, this index 
Leases, this index 
Negotiable instruments 
Date of instrument, § 3-113 
Fixed date, promise or order payable at, 
§ 3-108 
Reasonable Time, generally, this index 
Sales, this index 
Secured Transactions, this index 


TITLE 
Documents of Title, generally, this index 
Leases, this index 
Sales, this index 
Unaccepted delivery order, title of goods 


based on, § 7-503 


TITLE TO PROPERTY 
Secured transactions, $ 9-202 


TORTS 
Secured transactions 
Application of law, § 9-109 
Third parties, § 9-402 


TRADE JOURNALS 
Market quotations, evidence, sales, § 2-724 


TRADEMARKS AND TRADE NAMES 
Commercial paper, signature, § 3-401 
Secured transactions, financing statements, 

§ 9-503 

TRAILERS 

Leases, certificate of title statute of state 
covering, leases subject to other 
statutes, § 2A-104 

TRANSFER AGENTS 
Investment securities, this index 


TRANSFER STATEMENTS 


Defined, secured transactions, default, 
§ 9-619 


TRANSFER WARRANTIES 
Bank deposits and collections, § 4-207 
Negotiable instruments, § 3-416 


TRANSFERS 
Bank deposits and collections, between 
banks, § 4-206 
Investment Securities, this index 
Leases, this index 
Letters of credit, § 5-112 
Operation of law, § 5-113 
Negotiable instruments, rights acquired by, 
§ 3-203 
Sale, obligation of seller, § 2-301 
Secured Transactions, this index 


TRANSITION 
Secured Transactions, this index 


TRANSMITTING UTILITIES 
Secured Transactions, this index 


TRANSPORTATION 
Leases, this index 
Secured transactions 
Filing, office, § 9-501 
Financing statements, § 9-515 


TRAVELER’S CHECK 
Defined, negotiable instruments, § 3-104 


TREATIES 
Documents of title, application, § 7-103 
Secured transactions, financing statement, 
perfection of security interest, § 9-302 
Secured transactions, perfection, § 9-311 


TROVER 
See Conversion, generally, this index 


TRUST DEEDS 
Secured Transactions, generally, this index 


TRUST RECEIPTS 
Secured Transactions, generally, this index 


TRUSTS AND TRUSTEES 

Auctions and Auctioneers, generally, this 
index 

Bankruptcy, creditor, as including, general 
provisions, § 1-201 

Investment Securities, generally, this index 

Organization, as including, general provi- 
sions, § 1-201 

Representative, as including, general provi- 
sions, § 1-201 
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TRUSTS AND TRUSTEES—Cont’d 
Secured Transactions, generally, this index 


TYPEWRITING 
Written or writing as including, general 
provisions, § 1-201 
UNAUTHORIZED 
Defined, general provisions, § 1-201 


UNAUTHORIZED SIGNATURE 

Defined, bank deposits and collections, 
§ 4-104 

UNBORN ANIMALS 

Goods, defined, Sales Act, § 2-105 


UNCONSCIONABLE CLAUSE 


Leases, refusal to enforce contract, § 2A- 
108 


UNDIVIDED SHARES 
Fungible goods, sale, § 2-105 


UNITED STATES 

Defined 
Bulk sales, § 6-102 

Secured transactions 
Debtors, location, § 9-307 
Laws, perfection, § 9-311 

Statutes 
Documents of title, § 7-103 
Leases, subject to, § 2A-104 


USAGE 
See Custom and Usage, generally, this 
index 
USAGE OF TRADE 
Defined, general provisions, § 1-303 


UTILITIES 
Secured transactions 
Filing, office, § 9-501 
Financing statements, § 9-515 


VALUE 
Defined 
Bulk sales, § 6-102 
General provisions, § 1-204 
Transference or issuance of instrument for, 
negotiable instruments, § 3-303 


VEHICLES 
Motor Vehicles, generally, this index 


VERIFIED 
Defined, bulk sales, § 6-102 
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VESSELS 
Ships and Shipping, generally, this index 


VOIDABLE TITLE 
Transfer, § 2-403 


WAIVER 
Breach, waiver or renunciation or rights 
after breach, § 1-306 
Claim, § 1-306 
Leases, this index 
Rights after breach, § 1-306 
Sales, this index 
Secured Transactions, this index 


WAREHOUSE RECEIPTS 
Generally, documents of title, § § 7-201 et 
seq. 
See, also, Documents of Title, generally, 
this index 
Advances, made, statement, documents of 
title, § 7-202 
Agents, signatures, documents of title, 
§ 7-202 
Agricultural commodities, documents of 
title, § 7-201 
Alcoholic beverages, documents of title, 
§ 7-201 
Alteration, documents of title, § 7-208 
Blanks, filling, documents of title, § 7-208 
Bona fide purchaser, § 7-501 
Blanks filled in without authority, 
§ 7-208 
Judicial process, lien, § 7-602 
Sale to enforce warehouseman’s lien, 
§ 7-210 
Burden of proof, negligence, § 7-403 
Care exercised toward goods, duty of 
warehouseman, § 7-204 
Claims, provisions, § 7-204 
Commingling fungible goods, § 7-207 
Common ownership, § 7-202 
Contrary provisions, § 7-202 
Conversion 
Bailee, § 7-601 
Damages, § 7-204 
Delivery of goods under missing docu- 
ment, § 7-601 
Title and rights acquired by negotiation, 
§ 7-502 
Damages, § 7-204 
Description of goods, reliance, § 7-203 
Overissue, § 7-402 


WAREHOUSE RECEIPTS—Cont’d 


Defined, general provisions, § 1-201 
Delivery, negotiation, § 7-501 
Delivery of goods 

Adverse claim, § 7-603 

Bailee’s duty, § 7-403 

Conversion, § 7-601 

Demand, § 7-206 

Good faith, liability of bailee, § 7-404 

Indorsements, documents of title, 

§ 7-506 

Lien, loss, § 7-209 

Statement as to delivery, § 7-202 

Stoppage by seller, § 7-504 


Title based on unaccepted delivery order, 


§ 7-503 
Demand, delivery of goods, § 7-206 


Demurrage charges, lien of warehouseman, 


§ 7-209 
Description of goods, § 7-202 
Enforcement of warehouseman’s lien, 
§ 7-210 
Reliance, § 7-203 
Deteriorating goods, right to sell, § 7-206 
Distilled spirits, issuance, § 7-201 
Duty of care, warehouseman, § 7-204 
Enforcement of lien, § 7-210 
Expenses, preservation or sale of goods, 
lien of warehouseman, § 7-209 
Field warehousing arrangement, § 7-202 
Form, § 7-202 
Fungible goods, § 7-207 
Commingling, effect, § 7-207 
Title, § 7-205 
Furniture, lien, § 7-209 
Future charges, lien of warehouseman, 
§ 7-209 
Good faith delivery of goods, liability of 
bailee, § 7-404 
Handling charges, § 7-202 
Household goods, liens, § 7-209 
Impairment of other statutes, § 7-204 
Indorsement, transfer by indorsement, 
§ 7-501 
Insertions without authority, § 7-208 
Insurance, lien of warehouseman, § 7-209 
Intoxicating liquors, § 7-201 
Irregularity in issue, § 7-401 
Issuance, § 7-201 
Joint owner, § 7-202 
Labor, lien of warehouseman, § 7-209 


WAREHOUSE RECEIPTS—Cont’d 


Licenses, issuance, § 7-201 
Lien of warehouseman, § 7-209 

Enforcement, § 7-210 

Form, § 7-202 

Household goods, § 7-209 

Proceeds of sale, § 7-206 
Limitations, damages, § 7-204 
Location, warehouse, form, § 7-202 
Lost or destroyed property, warehouseman, 

liabilities, § 7-403 

Misdescription, damages, § 7-203 
legligence, burden of proof, § 7-403 
legotiability, § 7-104 
legotiation, delivery, § 7-501 
Yonnegotiable, § 7-104 
Non-receipt of goods, damages, § 7-203 
Notice, termination of storage, § 7-206 
Numbering, § 7-202 
Omissions, implication, § 7-105 
Option, termination of storage, § 7-206 
Overissue 

Fungible goods, liability of warehouse- 

men, § 7-207 

Liabilities, § 7-402 
Owner of goods, issuance by, § 7-201 
Rate of storage, § 7-202 

Liens, § 7-209 
Repeal of other statutes, § 7-204 
Sale 

Deterioration of goods, § 7-206 

Enforcement of lien, § 7-210 


Secured transactions, application of law, 
priorities and preferences, § 9-331 


Security interest, § 7-209 
Signature, § 7-202 
Sole owner, § 7-202 
Statements, advances made, § 7-202 
Storage and handling charges 
Lien of warehouseman, § 7-209 
Terms, § 7-202 
Terminal charges, lien of warehouseman, 
§ 7-209 
Termination of storage, § 7-206 
Title 
Acquired by negotiation, § 7-502 
Fungible goods, § 7-205 
Transportation charges, lien of warehouse- 
man, § 7-209 
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WAREHOUSES AND 
WAREHOUSEMEN 
Auction sales, enforcement of liens, 
§ 7-210 
Commingling goods, fungible goods, 
§ 7-207 
Conversion, sale to enforce lien, § 7-210 
Damages, this index 
Definition, documents of title, § 7-102 
Expenses, preservation or sale of goods, 
lien of warehouseman, § 7-209 
Future charges, lien of warehouseman, 
§ 7-209 
Liens and incumbrances, § 7-206, 7-209, 
7-210 
Enforcement, § 7-210 
Satisfaction, § 7-403 
Storage charges, lien, § 7-209 
Statement, § 7-202 
Warehouse Receipts, generally, this index 


WARRANTIES 
Bank Deposits and Collections, this index 
Documents of title 
Collecting bank, § 7-508 
Negotiation or transfer, § 7-507 
Investment Securities, this index 
Leases, this index 
Letters of credit, § 5-110 
Negotiable Instruments, this index. 
Sales, this index 
Secured transactions, default, disposition, 
§ 9-610 
Transfer warranties, negotiable instru- 
ments, § 3-416 


WEIGHTS AND MEASURES 
Certificate, prima facie evidence, § 1-307 
Fungible goods, identified bulk, sale of 

undivided shares, § 2-105 

WHEN GOODS ARRIVE DRAFTS 


Presentment of, bank deposits and collec- 
tions, § 4-502 


WHOLLY DOMESTIC TRANSACTIONS 


Choice of law, § 1-301 


WITHOUT RECOURSE 


Indorsement made, liability, negotiable 
instruments, § 3-415 


WORDS AND PHRASES 
Accept, letters of credit, § 5-102 
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Acceptance 
Bank deposits and collections, § 3-409, 
4-104 
Funds transfers, § 4A-209 
Letters of credit, § 5-102 
Negotiable instruments, § 3-409 
Sales Act, § 2-606 
Application, § 2-103 
Acceptor, negotiable instruments, § 3-103 
Accessions 
Leases, rights of lessor and lessee when 
goods become accessions, § 2A-310 
Secured transactions, § 9-102 
Account 
Bank deposits and collections, § 4-104 
Secured transactions, § 9-102 
Account debtor 
Secured transactions, § 9-102 
Accounting 
Secured transactions, § 9-102 
Action, general provisions, § 1-201 
Adverse claims, investment securities, gen- 
eral provisions, § 8-102 
Adviser, letters of credit, § 5-102 
Afternoon, bank deposits and collections, 
§ 4-104 
Aggrieved party, general provisions, 
§ 1-201 
Agreement 
General provisions, § 1-201 
Sales Act, § 2-106 
Agricultural lien 
Secured transactions, § 9-102 
Airbill, general provisions, § 1-201 
Alteration 
Bank deposits and collections, 8 3-407, 
4-104 
Negotiable instruments, $ 3-407 
Applicant, letters of credit, 8 5-102 
Appropriate person 
Application of definition, § 8-102 
Investment securities, general provisions, 
§ 8-107 
As-extracted collateral 
Secured transactions, § 9-102 
Authenticate 
Secured transactions, § 9-102 
Authorized account, funds transfers, § 4A- 
105 
Bailee, documents of title, § 7-102 
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Bank 
Bank deposits and collections, § 4-105 
Funds transfers, § 4A-105 
Secured transactions, § 9-102 
Banker, general provisions, § 1-201 
Banker’s credit, Sales Act, § 2-325 
Application, § 2-103 
Banking day, bank deposits and collections, 
§ 4-104 
Application, commercial paper, § 3-102 
Bearer, general provisions, § 1-201 
Bearer form, investment securities, general 
provisions, § 8-102 
Beneficiary 
Funds transfers, § 4A-103 
Letters of credit, § 5-102 
Beneficiary’s bank, funds transfers, § 4A- 
103 
Between merchants 
Leases, general provisions, § 2A-103 
Sales Act, § 2-104 
Application, § 2-103 
Bill of lading, general provisions, § 1-201 
Branch, general provisions, § 1-201 
Broker, investment securities, general pro- 
visions, § 8-102 
Burden of establishing a fact, commercial 
code, general provisions, § 1-201 
Buyer 
Leases, general provisions, § 2A-103 
Sales Act, § 2-103 
Buyer in ordinary course of business 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 
Buying 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 
Cancellation 
Leases, general provisions, § 2A-103 
Sales Act, § 2-106 
Application, § 2-103 
Cash proceeds 
Secured transactions, § 9-102 
Cashier’s check 
Bank deposits and collections, § 3-104, 
4-104 
Negotiable instruments, § 3-104 
Certificate of deposit 
Bank deposits and collections, § 3-104, 
4-104 


WORDS AND PHRASES—Cont’d 


Certificate of deposit—Cont’d 
Negotiable instruments, § 3-104 
Certificate of title 
Secured transactions, § 9-102 
Certificated security, investment securities, 
general provisions, § 8-102 
Certified check 
Bank deposits and collections, § 3-409, 
4-104 
Negotiable instruments, § 3-409 
Chattel paper 
Secured transactions, § 9-102 
Checks 
Bank deposits and collections, § 3-104, 
4-104 
Lost, destroyed or stolen checks, § 3-312 
Negotiable instruments, § 3-104 
Claimant, lost, destroyed or stolen checks, 
§ 3-312 
Clearing corporation, investment securities, 
general provisions, § 8-102 
Clearing house, bank deposits and collec- 
tions, § 4-104 
Application, funds transfers, § 4A-105 
Collateral 
Secured transactions, § 9-102 
Collecting bank, bank deposits and collec- 
tions, § 4-105 
Commercial tort claim 
Secured transactions, § 9-102 
Commercial unit 
Leases, general provisions, § 2A-103 
Sales Act, § 2-105 
Application, § 2-103 
Commingled goods 
Secured transactions 
Priorities and preferences, § 9-336 
Commodity account 
Secured transactions, § 9-102 
Commodity contract 
Secured transactions, § 9-102 
Commodity customer 
Secured transactions, § 9-102 
Commodity intermediary 
Secured transactions, § 9-102 
Communicate 
Investment securities, general provisions, 
§ 8-102 
Secured transactions, § 9-102 


WORDS AND PHRASES—Cont’d 
Confirmed credit, Sales Act, § 2-325 
Application, § 2-103 
Confirmer, letters of credit, § 5-102 
Conforming 
Leases, general provisions, $ 2A-103 
Sales Act, § 2-106 
Conforming to contract, Sales Act, § 2-106 
Application, § 2-103 
Consideration, negotiable instruments, 
8 3-303 
Consignee, documents of title, § 7-102 
Application, Sales Act, § 2-103 
Secured transactions, § 9-102 
Consignment 
Secured transactions, § 9-102 
Consignor 
Documents of title, $ 7-102 
Secured transactions, § 9-102 
Conspicuous, general provisions, $ 1-201 
Construction mortgage 
Leases 
General provisions, $ 2A-103 
Rights of lessor and lessee when 
goods become fixtures, § 2A-309 
Consumer debtor 
Secured transactions, § 9-102 
Consumer goods 
Leases, general provisions, § 2A-103 
Sales Act, § 2-103 
Secured transactions, § 9-102 
Consumer lease, leases, general provisions, 
§ 2A-103 
Consumer obligor 
Secured transactions, § 9-102 
Consumer-goods transactions 
Secured transactions, § 9-102 
Continuation statement 
Secured transactions, § 9-102 
Contract, general provisions, § 1-201 
Sales Act, § 2-106 
Contract for sale, Sales Act, § 2-106 
Application, § 2-103 
Documents of title, § 7-102 
Control 
Application of definition, § 8-102 
Investment securities, general provisions, 
§ 8-106 
Cosigners, documents of title, application, 
Sales Act, § 2-103 
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Course of dealing, general provisions, 
§ 1-303 
Cover, Sales Act, § 2-712 
Application, § 2-103 
Creditor, general provisions, § 1-201 
Customer 
Bank deposits and collections, § 4-104 
Funds transfers, § 4A-105 
Debtor 
Secured transactions, § 9-102 
Debtors correct name, secured transactions, 
financing statements, § 9-506 
Declaration of loss, lost, destroyed or 
stolen checks, § 3-312 
Defendant, general provisions, § 1-201 
Delivery 
Application of definition, § 8-102 
General provisions, § 1-201 
Investment securities, general provisions, 
§ 8-301 
Delivery order, documents of title, § 7-102 
Deposit account 
Secured transactions, § 9-102 
Depositary bank, bank deposits and collec- 
tions, § 4-105 
Discover, general provisions, § 1-201 
Negotiable instruments, application, 
Sales Act, § 2-103 
Dishonor, letters of credit, § 5-102 
Document 
Documents of title, § 7-102 
Letters of credit, § 5-102 
Secured transactions, § 9-102 
Documentary draft, bank deposits and col- 
lections, § 4-104 
Documents of title, § 7-102 
General provisions, § 1-201 
Draft 
Application, Sales Act, § 2-103 
Bank deposits and collections, § 4-104 
Drawee 
Bank deposits and collections, § 4-104 
Negotiable instruments, § 3-103 
Drawer, negotiable instruments, § 3-103 
Duly negotiate, documents of title, § 7-501 
Application, § 7-102 
Warehouse receipts and bills of lad- 
ing, § 7-501 
Electronic chattel paper 
Secured transactions, § 9-102 
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Electronic presentment agreement, bank 
deposits and collections, § 4-110 
Employee, negotiable instruments, § 3-405 
Encumbrance 
Leases 
General provisions, § 2A-103 
Rights of lessor and lessee when 
goods become fixtures, § 2A-309 
Secured transactions, § 9-102 
Entitlement holder, investment securities, 
general provisions, § 8-102 
Entitlement order, investment securities, 
general provisions, § 8-102 
Entrusting 
Leases, general provisions, § 2A-103 
Sales Act, § 2-403 
Application, § 2-103 
Equipment 
Secured transactions, § 9-102 
Executed, funds transfers, § 4A-301 
Execution date, funds transfers, § 4A-301 
Explanation, secured transactions, surplus, 
deficiencies, calculation, § 9-616 
Farm products 
Secured transactions, § 9-102 
Farming operation 
Secured transactions, § 9-102 
Fault 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 
File number 
Secured transactions, § 9-102 
Filing offices 
Secured transactions, § 9-102 
Filing-office rule 
Secured transactions, § 9-102 
Finance lease, leases, general provisions, 
§ 2A-103 
Financial asset, investment securities, gen- 
eral provisions, § 8-102 
Financing agency, Sales Act, § 2-104 
Application, § 2-103 
Financing statement 
Secured transactions, § 9-102 
Fixture filing 
Leases, general provisions, § 2A-103 
Secured transactions, § 9-102 
Fixtures 
Leases 
General provisions, § 2A-103 


WORDS AND PHRASES—Cont’d 


Fixtures—Cont’d 
Leases—Cont’d 
Rights of lessor and lessee when 
goods become fixtures, § 2A-309 
Secured transactions, § 9-102 
Fraudulent indorsement, negotiable instru- 
ments, § 3-405 
Funds transfer 
Business day, general provisions, § 4A- 
5 


General provisions, § 4A-104 

System, general provisions, § 4A-105 

System rule, funds transfers, § 4A-501 
Fungible, general provisions, § 1-201 
Future goods, Sales Act, § 2-105 

Application, § 2-103 
General intangible 

Secured transactions, § 9-102 
Genuine, general provisions, § 1-201 
Good faith 

Bank deposits and collections, § 3-103, 

4-104 

Funds transfers, § 4A-105 

General provisions, § 1-201 

Investment securities, general provisions, 

§ 8-102 

Letters of credit, § 5-102 

Negotiable instruments, § 3-103 

Sales, § 2-103 

Secured transactions, § 9-102 
Goods 

Documents of title, § 7-102 

Sales Act, § 2-105 

Application, § 2-103 

Secured transactions, § 9-102 
Governmental unit 

Secured transactions, § 9-102 
Health-care-insurance receivable 

Secured transactions, § 9-102 
Holder, general provisions, § 1-201 
Holder in due course, commercial paper 

Bank deposits and collections, § 3-302, 

-104 

Negotiable instruments, § 3-302 
Honor 

Letters of credit, § 5-102 
Identification, Sales Act, § 2-501 

Application, § 2-103 
Incomplete instrument, negotiable instru- 

ments, § 3-115 
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Indorsement 
Investment securities, general provisions, 
§ 8-102 
Negotiable instruments, § 3-204 
Indorser, negotiable instruments, § 3-204 
Insolvency proceedings, general provisions, 
§ 1-201 
Insolvent, general provisions, § 1-201 
Installment contract, Sales Act, § 2-612 
Application, § 2-103 
Installment lease contract, leases, general 
provisions, § 2A-103 
Instruction, investment securities, general 
provisions, § 8-102 
Instrument 
Bank deposits and collections, § 3-104, 
4-104 
Negotiable instruments, § 3-104 
Secured transactions, § 9-102 
Intermediary bank 
Bank deposits and collections, § 4-105 
Funds transfers, § 4A-104 
Inventory 
Secured transactions, § 9-102 


Investment company security 
Application of definition, § 8-102 
Investment securities, general provisions, 
§ 8-103 
Investment property 
Secured transactions, § 9-102 
Issuer 


Application of definition, § 8-102 
Documents of title, § 7-102 
Investment securities, general provisions, 
§ 8-201 
Letters of credit, § 5-102 
Negotiable instruments, § 3-105 
Item, bank deposits and collections, 
§ 4-104 
Application, funds transfers, § 4A-105 
Judiciary, negotiable instruments, § 3-307 
Jurisdiction of organization 
Secured transactions, § 9-102 
Learn, general provisions, § 1-201 
Lease contract, leases, general provisions, 
§ 2A-103 
Leasehold interest, leases, general provi- 
sions, § 2A-103 
Lessee in ordinary course of business, 
leases, general provisions, § 2A-103 
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Lessor’s residual interest, leases, general 
provisions, § 2A-103 
Letter of credit, § 5-102 
Sales Act, § 2-325 
Application, § 2-103 
Letter-of-credit right 
Secured transactions, § 9-102 
Lien creditor 
Secured transactions, § 9-102 
Lot 
Leases, general provisions, § 2A-103 
Sales Act, § 2-105 
Application, § 2-103 
Maker, negotiable instruments, § 3-103 
Manufactured home 
Secured transactions, § 9-102 
Manufactured home transaction 
Secured transactions, § 9-102 
Merchant 
Leases, general provisions, § 2A-103 
Sales Act, § 2-104 
Application, § 2-103 
Merchant lessee, leases, general provisions, 
§ 2A-103 
Midnight deadline, bank deposits and col- 
lections, § 4-104 
Money, general provisions, § 1-201 
Mortgage 
Secured transactions, § 9-102 
Negotiable instruments, § 3-104 
Negotiation, negotiable instruments, 
§ 3-201 
Yew debtor 
Secured transactions, § 9-102 
Yew value 
Secured transactions, § 9-102 
Yominated person, letters of credit, § 5-102 
Yoncash proceeds 
Secured transactions, § 9-102 
Notice of dishonor, bank deposits and col- 
lections, § 3-503, 4-104 
Obligated bank, negotiable instruments, 
§ 3-411 
Lost, destroyed or stolen checks, § 3-312 
Obligor 
Secured transactions, § 9-102 
Order 
Bank deposits and collections, § 3-103, 
4-104 
Negotiable instruments, § 3-103 
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Ordinary care 

Bank deposits and collections, § 3-103, 

4-104 

Negotiable instruments, § 3-103 
Organization, general provisions, § 1-201 
Original debtor 

Secured transactions, § 9-102 
Originator, funds transfers, § 4A-104 
Originator’s bank, funds transfers, § 4A- 

104 


Overissue 
Application of definition, § 8-102 
Investment securities, general provisions, 
§ 8-210 
Overseas, Sales act 
Application, § 2-103 
Documents of title, § 7-102 
Party 
General provisions, § 1-201 
Negotiable instruments, § 3-103 
Payment 
By beneficiary’s bank to beneficiary, 
funds transfers, § 44-405 
By originator to beneficiary, funds 
transfers, § 4A-406 
By sender to receiving bank, funds 
transfers, § 4A-403 
Date, funds transfers, § 44-401 
Order, funds transfers, § 4A-103 
Payment intangible 
Secured transactions, § 9-102 
Payor bank, bank deposits and collections, 
§ 4-105 
Person, general provisions, § 1-201 
Person entitled to enforce 
Bank deposits and collections, § 3-103, 
4-104 
Negotiable instruments, § 3-301 
Person entitled under the document, docu- 
ments of title, § 7-403 
Application, § 7-102 
Person in the position of a seller, Sales Act, 
§ 2-707 
Application, § 2-103 
Person related to 
Secured transactions, § 9-102 
Place of business 
Secured transactions, § 9-307 
Possessory lien 
Secured transactions 
Priorities and preferences, § 9-333 
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Present sale, Sales Act, § 2-106 
Application, § 2-103 
Present value, leases, general provisions, 
§ 2A-103 
Presentation, letters of credit, § 5-102 
Presenter, letters of credit, § 5-102 
Presenting bank, bank deposits and collec- 
tions, § 4-105 
Presentment 
Bank deposits and collections, § 3-501, 
4-104 
Negotiable instruments, § 3-501 
Presumption, general provisions, § 1-206 
Proceeds 
Secured transactions, § 9-102 
Proceeds of a letter of credit, § 5-114 
Process of posting, bank deposits and col- 
lections, § 4-109 
Promise 
Bank deposits and collections, § 3-103, 
4-104 
Negotiable instruments, § 3-103 
Promissory note 
Secured transactions, § 9-102 
Proposal 
Secured transactions, § 9-102 
Protected purchaser, investment securities, 
general provisions, § 8-303 
Prove 
Bank deposits and collections, § 3-103, 
4-104 
Funds transfers, § 4A-105 
Negotiable instruments, § 3-103 
Public-finance transaction 
Secured transactions, § 9-102 
Purchase 
General provisions, § 1-201 
Leases, general provisions, § 2A-103 
Purchase money collateral 
Secured transactions, § 9-103 
Purchase money lease, leases 
General provisions, § 2A-103 
Rights of lessor and lessee when goods 
become fixtures, § 2A-309 
Purchase money obligation 
Secured transactions, § 9-103 
Purchaser, general provisions, § 1-201 
Pursuant to commitment 
Secured transactions, § 9-102 


Reasonable time, general provisions, 
§ 1-205 
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Receipt, leases, general provisions, 8 2A- 
103 
Receipts of goods, Sales Act, 8 2-103 
Documents of title, application, § 7-102 
Receiving bank, funds transfers, 8 4A-103 
Record 
Letters of credit, § 5-102 
Secured transactions, $ 9-102 
Registered form, investment securities, 
general provisions, $ 8-102 
Registered organization 
Secured transactions, § 9-102 
Remedy, general provisions, § 1-201 
Remitter, negotiable instruments, $ 3-103 
Representative, general provisions, § 1-201 
Represented person, negotiable instru- 
ments, § 3-307 
Request 
Secured transactions 
Accounts and accounting, § 9-210 
Surplus, deficiencies, calculation, 
§ 9-616 
Request for an accounting 
Secured transactions, § 9-210 
Request regarding a list of collateral 
Secured transactions, § 9-210 
Request regarding a statement of account 
Secured transactions, § 9-210 
Responsibility, negotiable instruments, 
§ 3-405 
Rights 
General provisions, § 1-201 
Sales Act, § 2-106 
Application, § 2-103 
Sale, leases, general provisions, § 2A-103 
Sale on approval 
Leases, general provisions, § 2A-103 
Sales Act, § 2-326 
Application, § 2-103 
Sale or return 
Leases, general provisions, § 2A-103 
Sales Act, § 2-326 
Application, § 2-103 
Seasonably taking action, general provi- 
sions, § 1-205 
Secondary obligor 
Secured transactions, § 9-102 
Secured party 
Secured transactions, § 9-102 
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WORDS AND PHRASES—Cont’d 


Secured transactions, consumer debtors, 
§ 9-102 
Securities account, investment securities, 
general provisions, § 8-501 
Securities intermediary, investment securi- 
ties, general provisions, § 8-102 
Security, investment securities, general 
provisions, § 8-102 
Security agreement 
Secured transactions, § 9-102 
Security certificate, investment securities, 
general provisions, § 8-102 
Security procedure, funds transfers, § 4A- 
201 
Seller 
Leases, general provisions, § 2A-103 
Sales Act, § 2-102 
Send 
Secured transactions, § 9-102 
Send general provisions, § 1-201 
Sender, funds transfers, § 4A-103 
Settle, bank deposits and collections, 
§ 4-104 
Signed, general provisions, § 1-201 
Software 
Secured transactions, § 9-102 
State 
Secured transactions, § 9-102 
Sublease, leases, general provisions, § 2A- 
103 


Successor of a beneficiary, letters of credit, 
§ 5-102 
Supplier, leases, general provisions, § 2A- 
103 
Supply contract, leases, general provisions, 
§ 2A-103 
Supporting obligations 
Secured transactions, § 9-102 
Surety, general provisions, § 1-201 
Suspends payments, bank deposits and col- 
lections, § 4-104 
Application, funds transfers, § 4A-105 
Tangible chattel paper 
Secured transactions, § 9-102 
Teller’s check 
Bank deposits and collections, § 3-104, 
4-104 
Negotiable instruments, § 3-104 
Term, general provisions, § 1-201 
Termination, Sales Act, § 2-106 
Application, § 2-103 


WORDS AND PHRASES—Cont’d 
Termination statement 
Secured transactions, $ 9-102 
Transfer statement 
Secured transactions, default, § 9-619 
Traveler's check, negotiable instruments, 
8 3-104 
Unauthorized, general provisions, § 1-201 
Unauthorized signature, bank deposits and 
collections, $ 3-403, 4-104 
Uncertificated security, investment securi- 
ties, general provisions, § 8-102 
Usage of trade, general provisions, § 1-303 
Value 
General provisions, § 1-204 
Letters of credit, § 5-102 


WORDS AND PHRASES—Cont’d 
Warehouse receipt, general provisions, 
8 1-201 
Warehousemen, documents of title, § 7-102 
Writing, general provisions, § 1-201 
Written, general provisions, $ 1-201 


WRITING 
Defined, general provisions, § 1-201 
Investment Securities, this index 
Leases, this index 


WRITTEN 
Defined, general provisions, § 1-201 


WRITTEN INSTRUMENTS 
Sales, this index 


